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LETTER OF TRANSMITTAL

CoxGrEss OF THE UNITED STATES,
JoinT CoyMMITTEE ON INTERNAL REVENUE TAxATION,
Washington, June 20, 1930.
To Members of the Joint Committee on Internal Revenue Taxation:

There is transmitted herewith a “Preliminary Report on Earned
Income,” as prepared by our staff.

The report presents three possible methods of determining earned
mcome relief for the consideration of the committee. Our staff con-
tend that any one of these methods is superior to the present method
both on the basis of simplicity and on the basis of equity and adequaey.

Your comments and suggestions on this subject will be appreeiated.

Very truly yours,
WiLnis C. HawiLey,
Chairman Joint Committee on Internal Rerenue Taxation.
v
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CongrEss oF THE UNITED STATES,
Joint CoMMITTEE ON INTERNAL REVENUE TAXATION,
Washington, April 7, 1930.
Hon. Wirnis C. HawLEy,
Chairman Joint Committee on Internal Revenue Taration,
LHouse of Representatives, Washington, D. C.

My Dear CuairMaN: There is respectfully submitted herewith a
report on earned income.

In my opinion, the report is sufficient to establish, first, that earned
mcome relief is justifiable; second, that the present method of granting
the relief is too complicated and in many cases inadequate; and,
third, that new methods are available which will correct the defects
of the present method.

Three new methods of computing the earned income relief are
presented for the consideration of the committee. The first method
proposes a deduction of 12% per cent of the earned net income from
the income subject to normal and surtax. The second method con-
templates the allowance of a 33% per cent deduction from the income
subject to normal tax only. The third method uses a table of con-
stants so designed as to permit of the determination of an earned
mcome tax credit directly from the table as soon as the earned net
income has been computed.

These methods give results which vary to a considerable extent,
but they all give slightly greater relief than the present method on
earned net incomes of less than $30,000 and substantially greater
relief on incomes in excess of that amount.

The fact that greater earned income relief is advocated on incomes
above $30,000 than below that amount will be surprising at first
sight. The reasons for this are comparatively simple, however.

In the first place, earned incomes below $30,000 now receive a
25 per cent relief from tax, while those over $30,000 receive a much
less percentage relief. In fact, on earned incomes of $100,000 the
relief is only 3 per cent. Furthermore, in the case of the smaller
incomes, the tax is so low already that it is impossible to give much
greater relief without eliminating the tax altogether. For instance,
a married man with a salary of $4,000 now pays a tax of $5.63 after
an earned income tax credit of $1.87. In other words, the earned
income relief is substantial and fairly adequate on the smaller incomes
and only a relatively slight further relief seems justified.

In the second place, however, where the earned income exceeds
$30,000 the relief appears entirely inadequate to provide for the
differgntial in tax between earned income and unearned income
which appears proper. The present situation in' regard to these

NI
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larger earned incomes and the relief proposed by the three new
methods may be best shown by a hypothetical case as follows:

HYPOTHETICAL CASE

Mr. A, a married man, has $1,250,000 capital left him by his father,
from which he derives an income of $75,000 per annum (all derived
from first mortgages). His tax is $10,309.38.

Mr. B is in the same situation as Mr. A except he has his money
invested in the preferred stock of domestic corporations. His tax
is $6,960.

Mr. C is a married man and has a net income of $75,000 per annum
derived from his business as a lawyer. His tax after the deduction of
the present earned income credit is $9,818.75.

The proposed methods would result in the following taxes on Mr.
C’s income:

First method (12% per cent deduction from net income subject to

paRmIsandisuTtaT)e. SRR - S0 s 38, 202. 50
Second method (33 per cent deduction from net income subject to

noralax only) oo - - e 9, 123. 33
Third method (table of constants) _______________________________ 8, 904. 00

It is believed that the above hypothetical case shows on its face
the justice of additional earned income relief. Mr. A and Mr. B are
both millionaires in a situation which assures not only themselves
but their posterity of an ample income. On the other hand, the
situation of Mr. C is such that he is subject to the chances of business,
he has no capital on which he can retire, his posterity is not provided
for, his necessary expenses which are not deductible for income-tax

_purposes are large, and his present tax of $9,818.75 is larger than
Mr. B’s and almost as great as Mr. A’s. This tax, in fact, is sufficiently
heavy to prevent Mr. C from setting aside a reasonable capital reserve.
In this situation the increase in the present relief from $496.25 to
$1,191.67, to $1,411, cr even to $2,112.50, which result, respectively,
from the three suggested methods, seems entirely within reason.

The suggestions and comments of the members of the committee
in respect to the submitted report are respectfully requested.

Very respectfully,
L. H. PARKER,
Chief of Staff.
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PRELIMINARY REPORT ON EARNED INCOME

A. ForEworp

The present income tax law provides for the taxation of earned
ineome up to amounts not in excess of $30,000 by a method which, in
effect, taxes this form of income at lower rates than the rates used in
taxing income from capital. This method consists of the allowanee
of a tax eredit of 25 per cent of the amount of the tax which would
have been payable upon the earned net income of the taxpayer com-
puted as if this earned net income constituted his entire net income.
The computation of the credit requires no léss than 14 separate
items upon the standard form of return. The method is therefore
open to serious objection because of its complicated nature.

Two reports on earned income have been published by the staft of
the joint committee. The primary object of both was simplification.
The first report recommended in lieu of the 25 per cent tax credit the
allowance of a deduetion from net taxable income of an amount equal
to 10 per cent of the amount of the earned net income, subject to
maximum and minimum limits equivalent to those fixed by existing
law. While this recommendation was approved by the joint commit-
tee and included in their report dated November 15, 1927, the Com-
mittee on Ways and Means failed to adopt it during the consideration
of the revenue aet of 1928. Acting on suggestions made during the
diseussion before the Committee on Ways and Means, the stafl pre-
pared and published a second report under date of Marech 13, 1928.
The latter report developed a method by which the tax eredit allow-
able could be found in a table after computation of the earned net
income.

Subsequent to the publication of the above-mentioned reports
there has been econsiderable public discussion as to the adequacy of
the present earned income relief, and many reasons have been advanced
for the extension of such relief. Inasmuch as the former reports did
not cover this phase of the subject, this further report is prepared for
the purpose of discussing the adequacy and distribution of the present
relief, and for the purpose of developing eertain new methods which
will give equity as well as simplicity.

) B. Synopsis

A s A b S M S . St

. —

f 1. EArNED-INcOME DEFINED.

_—~Earned income may be defined as compensation for services
rendered, such as salaries, wages, professional fees, and business
profits due to personal endeavor. It is one of the three great divi-
sions into which income subjeet to tax is divided and must be dis-
tinguished from the two other divisions, namely, investment income
and capital gains.

51676—31 2 1




2 - REPORTS ON INTERNAL REVENUE TAXATION

2. ARGUMENTS FOR EARNED-INCOME -RELIEF.

The principal reasons advanced for a differentiation between the
tax on earned income and the other forms are briefly as follows:

() Inasmuch as the productive agent of investinent income,
namely, capital, receives deductions from taxable income on account
of depreciation or exhaustion, it is proper that the productive agent
of earned income, namely, the individual, should receive proportionate
relief since the latter is also subject to the exhaustion of earning
power.

(b) The individual with earned income generally bears expenses
not borne by the individual with unearned income, and the majority
of these expenses are not allowable deductions for tax purposes.

(¢) Earned income is more uncertain than unearned incone.

(d) Since capital gains receive tax relief by a method purporting to
distinguish gains for investment purposes from gains for speculative
purposes, it 1s also proper that earned income should receive relief
according to its peculiar characteristics, for brain and brawn are
entitled to as much consideration as capital.

(e) The fact that the principle of earned income is recognized by
such countries as Great Britain, France, Italy, Belgium, and Spain
18 persuasive as to its soundness.

3. ‘ARGUMENTS AGAINST EArRNED-INcOME RELIEF.

There are two principal arguments against earned-income relief as
follows

(a) There is already sufficient diserimination in favor of earned
income because the local taxes on property, plus the income tax on
investment income therefrom, already place a heavier burden on in-
vestment income than on earned income.

(b) A distinction between earned income and unearned income is
not justified, because such income does not, in either case, vary as to
the deserts of the recipient. PPN ¢ (NM,JW t

It is belicved that these qwumerts are 1efuta])le The facts do
not support the first fnfrumout as over 65 per cent of the total local
taxes are paid by indiv 1duals with practically no investment income,
and, therefore, the local taxes are paid in large measure out of earned
income instead of out of investinent income. In regard to the second
argument, it appears 1mpo<51ble to baqe a px actical tax law on moral
issues. Fhe i ¢ ot s -7 Oena ],

i

4. Tue Revier Provipep By tHE REVENUE AcT.

The present earned-income provision provides for a tax credit of
25 per cent of the amount which would be payable on the earned net
income of the taxpayer, computed as if such earned net income com-
prised his entire net income. However, the law provides that earned
net income shall not be recognized as such m excess of $30,000. It
also limits the amount to be recognized as earned in the case of busi-
nes?i profits partly attributable to capital to 20 per cent of the total
profits.

okl iva ¥
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5. OBJeEcTIONS TO PRESENT METHOD OF RELIEF.

There are three major objections to the present earned-income-
relief provision, as follows:

(@) The present method is too complicated, requiring no less than
14 entries on the return, and results in errors and expense to both
Government and taxpayer.

(b) Fhe method is inadequate, espeeially in the case of incomes of
over $30,000.

(¢) The 20 per cent limit applied to business profits in determining
the amount earned is unfair and entirely arbitrary.

6. RemMepy For COMPLEXITY.

Two new methods which would remedy the complexity of the pres-
ent method have already been suggested in published staft reports.
It seems certain that any other new method of computing the earned-
income rehief that may be adopted should not disregard the necessity
for the simplification of the present provision.

7. DETERMINATION OF ADEQUACY OR INADEQUACY.

It appears that the extent of the present earned-income relief was
based rather on revenue requirements than on any scientific basis.
It is necessary, therefore, to set up certain theoretical, practical, and
comparative tests for the adequacy or inadequacy of our present
provision.

(@) Theoretical tests—Two theoretical tests have been developed
which show as follows:

(1) On the basis that the productive agent of earned income,
namely, the individual, is entitled to similar allowances for the return
of capital as are allowed to the productive agent of investment income,
namely, capital, it is found that from 10 per cent to 13 per cent of
the earned net mcome should be exempted from tax. This is deter-
mined by use of the future expected profits method of valuation.

(2) On the basis of a similar theory, it is believed that, since the
average allowance for depreciation granted corporations is 12% per
cent of their net income, it is consistent to exempt individuals from
tax on 12}% per cent of their earned net income.

(b) Practical tests for adequacy.—Two practical tests for adequacy
have been developed as follows:

(1) It is believed that living expenses increase with salaries and
that it 1s necessary in the average case for a salaried man to live in
a manner compatible with his position. A schedule has been set up
showing estimated nccessary living expenses on different salaries
varying from $3,600 on a $4,000 salary to $9,050 on a $100,000 salary.

(2) It would be desirable if every person were able to save such a
sum during a normal working life as would allow him to retire at
the expiration of such period on half pay. Working out this propo-
sition, it is found that if a person puts aside from 103 per cent to 13
per cent of his annual salary he would be able to retire at the end
of a working life of 30 years at one-half his average annual salary.

(¢) Relatice tests for adequacy.—These tests simply compare the
present tax on earned income with the tax on like amounts of income.
derived from ordinary investments, from dividends, from tax-exempt.
interest, and from capital gains.
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(d) Inadequacy of present relief.—Finally, it 1s shown on the basis
of the tests set up that the present earned-income relief ean be prop-
erly increased somewhat on net incomes up to about $28,000; that
no additional relief should be given on net incomes between $28,000
and $31,000; and that on net incomes above $31,000 considerably
© more relief should be given.

8. Remepy For INEqQUITY OF 20 PER CENT LImIT. .

The arbitrary 20 per cent limit now used in determining the earned
mcome where capital is a material income-produeing factor has been
found unjust. 1t is believed, for practical purposes, that this limit
should be inecreased to not more than 50 per cent, with the proviso
that the commissioner shall retain the power to reduce this percent-
age in the light of the facts and eircumstances of each individual case.

9. PERTINENT StaTistics ON EARNED INcCOME.

The statistics which appear pertinent to a study of earned income
are given and show, among other things, that—

(a) The number of taxpayers with net incomes of less than $10,000
is decreasing.

(b) The number of taxpayers with net incomes of more than
$10,000 is inereasing.

(¢) The present earned income-tax relief amounts to about $34,000,-
000 per annum.

10. PrinciPLES ADVOCATED FOR EARNED-INcOME RELIEF.

It is believed that the following two principles should be accepted
in granting earned-income relief:

(@) The individual should be tax-exempt on such certain percentage
of his earned income as would represent a fair allowance for the ex-
haustion of his earning power.

(b) Due to the structure of our present income tax law, which
ceases to make any distinction in the individual’s ability to pay on
incomes in excess of $100,000, it is believed that earned income should
not be recognized above that limit. From practieal considerations,
1t seems probable the limit to which income is recognized as earned
should be set at $75,000.

11. DzscrirtioNn oF Five Practican NEw METHOD.

Five possible methods based on the principles set forth scem worthy
of consideration. These methods may be deseribed as follows:

(a) Present method with no limit.—This method consists of the
allowance of a tax credit of 25 per cent of the amount of tax which
would be payable if the taxpayer’s earned net income constituted his
entire net income. The method is the same as the present method
without the $30,000 maximum limit. Under the tests developed in
paragraph 7, this method is shown to give excessive relief on net in-
contes of over $30,000, and its use is not recommended.

(b) 10 per cent deduction from net income.—This second method
proposes a deduction from net income of 10 per cent of the amount
of the earned net income. While this method appears theoretically
sound it is somewhat too conservative and increases the tax on some
of the small taxpayers. It is believed that the 10 per cent rate 1> too
low and that the rate used should be increased.
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(¢) 12% per cent deduction from net income.—The third method is
the same as the second with the exception of the rate which is in-
creased to 12% per cent. This method meets the tests shown in
paragraph 7 and appears advantageous both from the standpoint of
adequacy and of simplicity.

(d) 40 per cent deduction from net income subject to normal tax.—As
a fourth method, it is proposed to allow as a deduction from the net
income subject to normal tax, a sum equal to 40 per cent of the earned
net income. In the computation of the surtax no effect would be
given to earned income. When this method is tested it appears to
give excessive relief on the smaller incomes and, therefore, its use is
not recommended.

(e) 33% per cent deduction from net income subject to normal tax.—
Thas fifth method is the same as the fourth, except that the rate used
is 33% per cent. When tested, it is found that this method has cer-
tain advantages, especially from the point of view of the small tax-
payer.

12. ArBITRARY TABLE oF CONSTANTS METHOD.

In addition to the above methods, which are based, at least to
some extent, on theory, there is set up a further method, which is
entirely arbitrary and elastic. This is the table of constants method
already considered in detail in a published staff report to the joint
committee dated March 21, 1928. (Vol. I, pt. 5.) This method is
simple and any desired relief can be given by its use. A definite set
of figures have been set up for purposes of comparison with the other
methods.

13. CoMPARISON OF THE THREE PREFERABLE METHODS AS TO
ADpEQUACY.

Of the methods described, the three which seem preferable are as
follows:

Method No. 3: 12% per cent deduction from net income.

Method No. 5: 33% per cent deduction from net income subject to
normal tax.

Table of constants method.

A comparison of these three methods leads to the conclusion that
method No. 3 is most favorable from a theoretical standpoint, and also
from the standpoint of the larger salaried person. Method No. 5 is
most favorable to the small taxpayer. The table of constants method,
as arbitrarily developed in the report, adopts a middle course between
the other two methods.

The final choice between these methods will rest largely on prac-
tical considerations, such as revenue requirements, liberality to the
small taxpayers, and simplicity.

14. RErINEMENT OF METHODS TOo MEET OTHER REQUIREMENTS.

It is recommended that, in the event any one of these methods is
used, it be modified as follows:

First, all amounts of net income subject to normal tax up to $5,000
should be recognized as carned whether actually earned or not.

Second, when the earned net income of a taxpayer exceeds $75,000,
only $75,000 should be recognized as earned net income for tax
purposes.
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15. TesT rorR COMPLEXITY.

An examination of the three preferable methods deseribed shows
that they remedy the complexity found in the present provision.
The new methods eliminate from 11 to 13 items out of the 14 items
at present necessary on the standard form of return.

16. ProBaBLE Loss oF REvENUE BY ProrosEp METHODS.

Inasmuch as each of the methods suggested increases the earned
income allowances, it is evident that the adoption of either would
occasion a loss of revenue. The annual loss of revenue which would
result is estimated as follows:

By method No. 3__ _____________________________ $34, 000, 000
By method No. 5_ - __ . __._ 24, 000, 000
By table of constants method - _______________ 20, 000, 000

17. RECOMMENDATION.

It is recommended that the committee consider the three new
methods for the determination of the earned income allowance in
three respects:

First, as to which method is considered preferable.

Second, as to the limit to be set for the recognition of earned income.

Third, as to the increase in the present 20 per cent limit on business
profits.

C. Discussion

1. Earnep INcoME DEFINED AND DISTINGUISHED.

For tax purposes, income may be divided into (1) earned income,
(2) investment income, and (3) capital gain. It is important to
distinguish between these forms of income in order to develop a fair
tax upon earned income as compared with the tax levied on the other
forms. This is the more necessary because of the difference in the
conception of these terms from an economic and a tax standpoint.

Earned income may be defined as the gain derived from labor, such
as salaries, wages, professional fees, and profits due to the personal
endeavor of the taxpayer as distinguished from profits arising from
the employment of capital. In general, all of this income is taxable,
but there are certain exemptions T based on constitutional hmltatlons,
such as the salary of the President of the United States, the salaries”
of the judges of constitutional courts, and the salaries of officers and
employees of the States.

Investment income may be defined as the gain derived from capital,
such as interest, dividends, rents, and gains from the sale or conversion
of assets held less than two years. This form of income may be
subdivided into (1) investment income subject to both normal and
surtax, such as ordinary interest, rents, royaitics, ete.; (2) investment
income subject only to surtax, such as dividends, and Liberty bond
interest; and (3) investment income which is tax exempt, such as
interest on Government bonds (other than Liberty bonds) and the
obligations of State and local governments.

Capital gain may be defined as the income from the sale or con-
version of assets other than stock in trade, held for a period of more
than two years; for example, gains from 'the sale of stocks, bonds,
patent rights, real property, ete. ., provided they have been held for
the l'equned penod.
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2. ARGUMENTS FOR HEARNED-INcOME RELIEF.

Adam Smith in his Wealth of Nations would ask one question in
determining the ability to pay—‘How much 1s your income?”’ This
test, howover is no longer the only test that should be applied. The
current Vle\vpomt 18 aptly stated by Prof. H. L. Lutz in his book on
Public Finance (1929 edition). After discussing the six tests which
Sir Josiah Stamp would apply in determining ability to pay, the
author draws the following conclusion:

It is no longer sufficient to assert simply that taxation is adjusted in accord-
ance with ability when the rates are levied according to the relative amounts of
income. It is a far ery from Smith’s dictum that equality in taxation consists
in levying taxes in proportion to the respective revenues of the citizens.

The amelioration of the tax levied on earned income need not be
advocated from a sympathetic standpoint, but may be justified on
equitable grounds. In fact, the principle of ability to pay constitutes
a general bams for relief inasmuch as two persons with the same
taxable net incomes may have very different actual net incomes, for
certain deductions are allowed in one case and not in the other, "and
certain obligations attach to one and not to the other. Furthermore,
in at least one case even the rate of tax s different.

Specific arguments for earned-income tax relief may be briefly
stated as follows:

First, the pl'oductlve agent of investiment income, namely, capital,
is cmefully guarded by the existing law from bearmg any tax through
allowances for depreciation, deplemon obsolescence, and loss of useful
value. Therefore, the productive agent of earned income, namely,
the individual, should be protected through a similar allowance for
the exhaustion of the individual’s earning power. This argument is
more foreibly expressed in the report of the National Tax Association,
as follows:

Income has been likened to the fruit of the tree of capital. In the case of the
earner it is the fruit of his toil and the margin above his expenses is in fact his
capital. Income from capital can bear taxes at progressive rates, the capital
remains intact and the owner is at most deprived of the use of a part of his wealth.
The earner is attempting to grow his tree of capital and a heavy progressive
tax is in effect cutting down the growth of his tree. A doctor’s skill, a lawyer’s
intellect, an author’s inspiration, or a business executive’s energy are not fixed
and indestructible, capable of producing annual income forever. Yet the income
they produce is taxed on a parity with that of capital. Capital is permitted to
replenish its loss by dipping into income through depreciation, obsolescence,
depletion. But the human vitality, health, and strength lost in earning salaries,
fees, and similar compensation can not be deducted as depreciation, obsolescence,
or depletion from the income of the earner.

Second, the individual with earned income has expenses not horne
by the individual with investment income. The former must live
near his place of employment and maintain a standard of living in
keeping with the dignity of his position. On the other hand, the
investor may elect to reside wherever he pleases, thus avoiding the
excess expenses required in a particular community, and his standard
of living has no effect on the return derived from his investments.
Inasmuch as the major portion of these excess expenses borne by
the individual with earned income is not deductible for tax purposes,
it results that earned income is taxed to some extent on a gross hasis
while investment income is taxed on a net basis.
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Third, earned income is more uncertain than income derived from
capital. If the investor places his funds with reasonable care, with-
out the objective of exorbitant profits, he is assured of a stable income.
On the other hand, the individual with earned inecome is always con-
fronted with the possibility of illness or accident, either of which may
temporarily or permanent suspend his ineome, thus creating the
necessity for savings to protect him and his family from charity.
Both this and the preceding argument are summed up by Sir Josiah
Stamp in his book on The Principles of Taxation as follows:

# % * ]t was long ago recognized that £100 from toil was “weaker’”’ than
£100 from dividends, because the toiler has to make provision for precariousness
of employment, sickness, old age, and other infirmities, and also because he is
tied and often has to incur extra expenditure through living near his work and being
unable to select his abode very widely. In this connection it must not be for-
gotten that we do not get our season ticket expense hetween house and business,
or the extra cost of our meals in town, allowed as deductions from income.

Fourth, the present law imposes a tax of 12} per cent on the gain
from the sale or conversion of eapital assets held for a period of more
than two years. Where the net income is $30,0C0 or more, this results
in a material reduction in tax. There appears to be no reason why
earned income arising from personal endeavor should not receive as
much consideration as capital gains occurring in many eases without
effort on the part of the taxpayer.

Fifth, the example set by such countries as Great Britain, France,
Italy, Belgium, and Spain, in recognizing the principle of earned in-
come in their tax systems, is persuasive of the soundness of a distinc-
tion between earned and unearned incomes. The general point of
view of the British on this subject was well sumined up by Mr. Asquith
in 1807, as follows:

Comparing two individuals, one who derives, we will say, £1,000 a year from a
perfectly safe investment in the funds perhaps accumulated and left to him by his
father, and, on the other hand, a man making the same nominal sum by personal
labor in the pursuit of some arduous and perhaps precarious profession, or some
form of business, to say that those two people are, from the point of view of the
state, to be taxed in the same way, is, to my mind. flying in face of justice and
common sense.

3. ArcuMENTs AcaiNsT EarNEp-INcOME RELIEF.

There are comparatively few arguments against earned-income tax
relief. This is undoubtedly due in part to the paucity of discussion
on this subject. In fact, only two arguments have been found which
appear to have sufficient weight to deserve consideration.

First, it is held that there is a sufficient discrimination in favor of
earned income because the local taxes on property, plus the income
tax on investment income therefrom, already place a heavier burden
on investment income than on earned income. It is elaimed this
eliminates the necessity for any earned-income relief provision in the
TFederal law. This peint of view has not only been taken by certain
economists but the legislative history of the revenue acts discloses
that a similar position was taken by some of the Members of Congress.
Thke argument appears best summarized in the recent text on public
finance by Prof. H. L. Lutz, which is quoted as follows:

A final judgment as to the proper treatment of personal and property incomes
can not be reached by considering the Federal income tax only. The tax system

of the American States will probably always contain the property tax in some
form. The combination of property and income taxes results in a heavier total
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taxation of the funded or unearned incomes, without the necessity of emphasizing
the distinction in the income tax. (H. L. Lutz, Public Finance, p. 308.)

This argument does not appear to be supported by the facts. In-
deed, an opposite conclusion seems justified. An examination of the
table in Appendix I discloses that the individual with little wealth
pays an average of 5 per cent of his total income in property taxes in
spite of the fact that 75 per cent of his income is earned income. On
the other hand, the wealthy individual with only 16 per cent of his
income earned pays in local taxes only 2 per cent of his total ineome.
It must be apparent, then, that the earned income class pay more than
their proportionate share of the property tax and that it is eminently
fair to give them a reduction in Federal tax on earned income sinece
the Federal Government ean not give reduction on their property
taxes. These figures confirm what might have been reasonably
expected, namely, the salaried man with practically no investment
income but who owns his own home is bearing the bulk of the local
property taxes. These taxes are paid out of earned income, for there
1s no investment income out of which to pay them. Thus the facts
do not appear to support the argument that local taxes on property,
added to income taxes on the revenue therefrom, result in a heavier
tax burden on investment income than on earned income.

Second, it is contended that no distinetion between earned and in-
vestment income is justified, because such income does not in either
case vary as to the deserts of the recipient. This conception is set
forth in Lord Hugh Cecil’s exposition of political theory, Conserva-
tism, in his chapter on Property and Taxation. The author, after
providing the reader with a special definition of the word “unearned,”
proceeds to argue that no distinetion should be made. After dis-
cussing necessary limitations on absolute ownership, he says:

The conception which lies more or less definitely in people’s minds, that a man
is justly entitled to what hie owns because he has deserved to acquire it, is, I sug-

est, a delusion; and all consequent distinctions about ‘“earned” or ‘“unearned’’
g % by ’ q
increment of wealth are equally unfounded.

Further on in his discussion, in comparing “earned’” and ‘“un-
earned” income, he says:

Let us say, then, that a man gets wealth by lending his possessions or lending
his exertions. A distinction may fairly be drawn between the two forms of
lending, and the word ‘‘earned’” may be properly applied to the second method
of acquisition. But, if so, ‘‘earned” must not be understood to connote any
element of desert; for a moment’s consideration is sufficient to show that exertions
are not paid for in proportion to their desert.

And at this point he compares the easy gains of popular or vicious
writing with the niggardly profits of a good scientific work and refers
to the fact that a barrster and a plowman, a prima donna and a
laborer do not necessarily differ in desert. Then, after fully discussing
the nature and causes of “increment,” he coneludes:

All property is seen to be on the same moral level, as something acquired with-
out injustice, that is to say, without fraud or violence, but not meritoriously so
that the owner’s title may rest on his virtues.

It seems unnecessary to attempt to disprove the above argument for
the author is viewing the tax system as having been construected on
an entirely different basis than the Federal income tax laws. The
writer is viewing the distinction solely from a moral basis. Taxing
authorities have never adopted any such test as a guide in enacting

51676—31—3
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Federal tux lnws, renlizing its nttee impeactienbility. T et n boot-
legger who enrng $30,000 commission in dispensing illegnl wares muy,
under the nw, elaim the henelits of the enened income provision,
r
4. Tuw Rewiee Peovioen ny roe Ruvesvs Acr.
Liegisintive history-diseloses thot enrned ineome reliel wos ndvoenfed
Ll .
O : ; 5
ns (e hoelons the Clivil Wae peciod. During the pussage of the revenue
netal 1903, nmendments were oflfered providing for n diseriminntion in
fvor of enened neome.  Similar proposals were minde daring the
considerntion of subsequent nets. HCowas not until 1924, however,
that our tax lnw linnlly cecognized the principle ol enrned ineome
nnd, theo, only to the extent of $10,000.  The sole chunges in the
carned income provision sinee 1924 have been suceessive inerenses,
o $20,000 nnd $30,000, respectively, in the maximum hiiCup o swhich
cnrned meome is recognized.,

The provigion providing foe the (nx evedit on earned ineome in the
ense of the revenue set ol 1928, now in foree, is ns foflows:

Sues 30 annen Incowes Cusorer, (a) Definitions,  For the parposes of Uhis
Heelion

(O “Earned invcome”  means wages, salaries, professional fees, and other
amounts received as compensilion for peesonal serviees aetually vendered, bt
does not inehude that part of the compensation devived by the faxpayer for per-
sonnl mervices rendered by him to a corporntion whivh represents oo distribidion
of carnings or profifs ralhior than o reasonable allowanee asx compensation tore (he
personal serviees nctnally rendered. o Lhe case of o taxpayer engaged in a eade
or business in which bholh perronal gervieos nnd eapifal are material ineome pro-
dueing fetors, a reasonable allownnee oy compensalion for the personal serviees
netiandly rendered by Che taxpayer nol in exeess of 20 per centnm of his shuare
of the nel profits of suel tende or business, shadl he considered as earned income,

() “Warned income deductions™ means sneh deduetions as arve allowed by
seetion 28 for the purpose of computing net income, ad nre properly alloeable to
or ehargenhle ngainsl enrned income,

G laened net ineome ™ menns the exeess of Che mmount of the earned invonmao
over (he #nme of the earned income deductions, 1 the taspayer's net income is
not more than $5,000, hiz entire nel income shall be vonsidered to be earncd net
income, nnd il his nel ineome is more than $6,000, his carned nel ineome shall not.
be eousidered to be less than $65,0000 1o no ease shall the cioened el ineome
be considered Lo be anore than $30,000,

(hy Mlawanece of eredit, o the ease of noindividual the tax shall he ereditod
with 256 per contum of the amount of tax which wonld be pavable if his envned nel.
ineome conslituted his entire net income; hut in no case shall {he eredit allowed
nnder this subsection exceed 206 per coentunt of his normal tax plus 25 per eenlum
of the surlnx which would he payable it his carned net ineonmie constituted his
entive net income,  Phig evedit shadl be in addition to adl other eredits ngainst The
(FIA

H. Omircerions vo v Present Noerinon or Renige,

There arve three mnjor objections (o the present method of redueing
the tax on enened income,  These ure, fiest, complexity of computntion;
second, inndequney ol veliels third, arbitrary 20 per cont limil on
business prolits.  These objeetions will e (aken up in order.

ho (@) Complerity of computation.  Our previous reports on this
subject huve gone ot fength mto the complexity of the enrned incomae
tox credit computation nnd the lindings made may be summnrized ns
lollows:

1. Nenely 20 per cent of all individunl veturns nre in error on
necount of the enrned income computation,

2. Fourteen tlems nre ndded to the stnndurd forne of veturn for the
computntion of this tax eredit.,

3. The elerienl work in audit is inerensed, with consequent delny
nnd expense,
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Many small velunds or additiondd collections nre required.

Taxpayers are often obliged (o bear the expense of technienl
advice in the preparation of their returns which would otherwise be
UNNECeSSuTy.

Informal reports snbmitted to the joint committee und o subeom-
mittee of the Treasury Depurtment during the yeuwr 1927 hy employees
of the Burean of tnternnl Revenue alimost without exeeption condemn
the complexity ol the existing statute.  The overwhelming sentiment,
ol collectors nnd agents was in fnvor of the repeal of the curned income
provision beenuse of its complexity. ||Illl”(‘|ll|" the viewpoint of
Government oflicers is the action of the Nautionn! Tax Assoc Intion in
10926, which recommended the elimination of this section principally
on the groands of simplicity of administeation.  Their conelusions
as 1o ils vmnplo,\ll_v were summed up nsg follows:

The method of ealenlation is so complicated that aliwost universal objection ig
voiced to it.

The disenssions before the joint committee and before the Clom-
mittee on Ways and Means of the method employed vesulted in not
single statement in delense of the present. method ol compatation.,
No change, however, was made at the time of the ennetment of the
revenue net of 1928, Tor the reason that objections were offered to the
substitute methods proposed. 1t appenrs (o be unnecessnry o
support. this objection further, for nnyone who had made out the
standoard Torm ol return, designated ng Form 1040, knows that the
present method of computing the enrned income tax eredit s prima
lne i(' compliented., -

(b) Inadequacy of relicf. "The second objeetion (o the present,
pmvl&mn is that the reliel granted is inudequate.  Many petitions
have been pu-svnlml to Congress I|‘(|ll|"~l(lll" 1t ll‘(llll tion i the tax on
earned income.  The signers of these petitions inelade wage enrners,
actors, judges, lnwyers, (Il)Ll()]h, and preachers; in Tnet, people from
all walks of life,  There uppears to be reasonable geounds for this
objection; first, becanse the 25 per cent reduction is based on nomere
guess dictated by revenue requirements; and, second, beenuse the
$30,000 limitation is eqanlly unfounded wnd ar hitrar yv. The lollowing
table illustrates the reliof given by the present provision in the case
of n.married man with no dependents, this cuse heing seleeted beeause
it hos the avernge amount of personnl exemptions and credits.

{

I'ax 'resent. |
wilthont Inx if Totnl Ton il
income Ia nll

reliel carned

&4, 00, (0
1, 000, )
5, O, )
6, 0D, OO
7, 000, 00
#, 000, 00
10, 006, 00
12, 600, 00
15, GO, 10
20, (14, 00
25, 000 00
| A0, 000,00
40, 000, 00
B0, 000, 1)

led incotne QTS ine ’ ¢
Nel income surned incoims | rollof relief
|
|
|
[

SN NENNNNNN NN

76, 000, 00
100, 000, 00 {16, 265, 00 15, 763,75 16, 25 |
200, 000, () A1, 265,00 40, 768, 7h 1. 26
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It can be seen from the above that the tax on all amounts of earned
net income up to and including $30,000 receive a tax reduction of
25 per cent. The actual amount of tax relief varies from 0 to $496.25.
It is apparent that there is no self-evident answer to the question as to
whether this relief is adequate or inadequate.

In the case of earned net incomes in excess of $30,000, the per-
centage relief does not remain constant at 25 per cent, but the actual
amount of the relief becomes fixed at $496.25. The result, of course,
is that the percentage relief drops rapidly from 25 per cent on earned
net incomes of $30,000 until it becomes comparatively negligible at
slightly more than 1 per cent on earned net incomes of $200,000.

5. (¢) Inequity of 20 per cent limit on business profits.—The revenue
act of 1928 which has already been quoted in full contains the
following limitation on earned incomes derived from business profits:

In the case of a taxpayver engaged in a trade or business in which both personal
services and capital are material income producing factors, a reasonable allowance
as compensation for the personal services actually rendered by the taxpayer not
in excess of 20 per centum of his share of the net profits of such trade or business,
shall be considered as earned income.

It is contended that this provision is entirely arbitrary and inde-
fensible except on the ground that it is easy of administration. For
example, suppose a man has a capital of $25,000 and by working
hard 16 hours a day suppose he makes a profit of $25,000. His
earned income under the law is $5,000, the other $20,000 of profit
being allocated to capital. This allocation of an 80 per cent profit
to capital seems absurd. The harshness ascribed to this rule is
further illustrated by the case of the small unincorporated taxpayer
whose earned income is limited to 20 per cent of his net profits, in
contrast to the principal officer of a close corporation whose earned
income (salary) may be increased at his will and subject only to the
maximum limit of $30,000.

The Joint Committee on Internal Revenue Taxation approved the
following conclusion in the report of its staff dated November 15, 1927

The arbitrary 20 per cent limit placed on the earnings from a business where

capital is a material income producing factor, which is assumed to represent
earned income, is unjust in the case of small business men.

6. REMEDY FOR COMPLEXITY.

The mechanics of the present method are chicfly responsible for its
complexity. This is due to the fact that relief is provided by means
of a tax eredit which requires two separate and distinet tax computa-
tions.

The staftf of the joint committee recommended, in a report dated
November 15, 1927, the elimination of the present method and the
substitution therefor, of a method by which the relief would be deter-
mined by allowing a deduction in computing net income of an amount
equal to a certain percentage of the earned net income. The latter
method, not only eliminated 13 items from the return, but also
required but one tax computation.

A second method was proposed in a staff report dated March 21,
1928, by which the tax credit was determined from a table of constants
to be printed on the return. This table was constructed so as to
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show the tax credit allowable opposite the amount of the earned net
inconie.

Either method appears to be practical and would solve the present
difficulties of computation. In fact, the first method has been proven
practical by use in England. In that country the method was
adopted about 1920 as a substitute for a former and unsatisfactory
provision providing for a difference in tax rate.

7. DETERMINATION OF ADEQUACY OR INADEQUACY.

The most difficult and important problem to be dealt with in this
report is the determination of the extent to which the earned income
relief should be allowed. It has been shown that the present relief
is not a guide because it appears to have been based on judgment
controlled by the necessities of the revenue, without regard to scien-
tific basis or social conditions. Before any definite opinion can be
expressed as to the adequacy or inadequacy of our present allowance,
certain theoretical, practical, and relative tests for measuring the
extent of the relief must be discussed.

7. (a) Theoretical tests for adequacy.—In a preceding paragraph,
certain arguments for granting earned income relief were stated. The
first argument was that the productive agent of earned income,
namely, the individual, is entitled to relief similar to that granted to
the productive agent of investment income, namely, capital, through
depreciation, depletion, and other allowances of like character. If
the theory underlying this argument is followed it is possible to make
two theoretical tests for the adequacy of earned income relief.

7. (@) (1) Return of capital—In the case of property subject to
wear and tear, exhaustion, obsolescence, and other causes resulting
in the reduction in value of such property, the income tax law permits
a taxpayer to put aside annually tax-free, a sum which will compen-
sate for such reduction in value. In the ordinary case of deprecia-
tion and depletion, a certain percentage of the actual cost of the
property is put aside annually in a reserve—the percentage allowed
being predicated on the probable life of the property. In a great
many cases, however, the cost of the property is not the basis, but
the value as of a certain date. In these latter cases, the value is
often obtained by a formula which, by discounting the future ex-
pected profits from the property back to the basic date, gives an
approximation of the value at that time.

If the individual is to be granted deductions comparable with those
allowed to capital for exhaustion, it is apparent that the basis of cost
will never be available, but that the basis of value determined from
future expected profits sometimes used for capital may be applicable.
This can be readily shown by a hypothetical case.

For instance, suppose on March 1, 1913, a man has a mine, which
will be exhausted in 30 years and which is returning an annual net
profit of $1,000 per year. The method employed under the tax law
in determining the March 1, 1913 value and the depletion allowances
would be about as follows:

Present value of $1,000 per annum for 30 vears with 15 per cent inter-

est allowed purchaser and 4 per cent sinking fund rate____________ $5,958.47
Annual depletion allowable would be $5,958.47 divided by 39, equals__ 198.62
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Next, suppose a resident of the United States on March 1, 1913,
had a slave m Africa, where slavery was legal, and suppose the net
profit from the labor of this slave was $1,000 per annum and that he
had a life expectancy of 30 years. It is believed that in this case a
taxpayer could claini a March 1, 1913, value of the slave of $5,958.47,
and an annual depreciation allowance of $198.62, exactly as in the
case of the mine.

Finally, suppose an individual on March 1, 1913, had logical
reasons for believing that through his mental and physical equipment
he would make a profit of $1,000 per annum for 30 years through
the use of such faculties. Why should he not be allowed an annual
deduction of $198.62 exactly as in the case of the mine and of the
slave?

If our law had provided for depreciation on any productive agent
of income which was subject to exhaustion and decay it would then
be obvious that every individual would be entitled to depreciation on
his individual value as a producer of income. The computation of
such depreciation allowances accordingly aftords a measure for proper
earned ineome relief.

If, therefore, the principle is adopted that a taxpayer should be
allowed to put aside annually a sum which at the end of his productive
life will amount to his value at the beginning of his productive life,
it will be possible to secure a definite measure of the earned income
relief. In other words, a theoretical test for adequacy has been
found.

To illustrate this test, assume, for the first case, that a man has a
working life of 30 years and that his salary for that period is $10,000
per annum. Assume further that his necessary living expenses are
35 per cent of his salary or $3,500 per annum, and, therefore, that the
annual profit from his salary is $6,500. The facts are now available
for determining the value of the individual at the beginning of his
productive life, exactly as the value of capital is often retrospectively
determined.

The computation of his value is as follows:

Present value of $1 per annum for 30 vears, allowing for 15 per cent

interest rate and 4 per cent sinking fund rate, equals__.____ _____ $5. 9585
Present value of $6,500 per annumn for 30 years, at same rates, equals
$6,500 times $5.9585, or_ _ _ _ __ __ o ____ 38, 730

Applying the same rule that we apply in arriving at the deprecia-
tion or depletion deduction on capital items, it will be seen that the
annual earned income deduction should be $38,370, divided by 30, or
the sum of $1,291. This amount then represents an annual deduction
of approximately 13 per cent of the annual earned income of $10,000.
1t should be noted that in the above computation interest rates of
15 and 4 per eent have been selected for discount purposes, not arbi-
trarily, but consistently with the rates used in the case of capital,
due account being taken of the risk mvolved. (See A. R. M. 34,
ruling of Bureau of Internal Revenue.)

As far as this case is concerned, therefore, it would seem that a
deduction from income amounting to 13 per cent of the earned income
would exempt from tax an amount equivalent to that exempted
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through depreciation and depletion allowances in the case of income
from capital.

Of course, the above case i1s not sufficient to prove the propriety
of the percentage except in cases where a uniform salary is received.
Therefore, a second case will be taken where the annual salary varies
n a reasonable manner.

Assume the following facts:

Average working life, 30 years.

Annual salary first 5yvears____________________ . ___________________ $5, 000
Annual salary second § vears_______________________________._______ 10, 000
Annual salary third 5 years_ _ _ - ___________________________________ 15, 000
Annual salary fourth & years_ - __________________________________ 15, 000
Annual salary fifth 5 vears__ . __ __ . 15, 000
sypnrall splerry Sl 5 NERIEE s s L 5, 000

Necessary annual expenses, 35 per cent of annual salary; interest rate,

15 per cent; redemption rate, 4+ per cent.

Average annual salary_ - _________________ L _____ 10, 833

Solving for the present value of the annual profits above indicated,
the value at the beginning of productive life is found to be $32,183.
By an algebraic equation, the percentage of the annual salary to be
put aside annually which will amount to this value at the end of
30 years will be found to be 9.9 per cent, or approximately 10 per
cent.

In view of the two representative cases given above, and numerous
other cases which have been computed, 1t is believed, on the basis
of this test, that the exemption from tax of from 10 to 13 per cent
of the earncd net income will result in adequate earned income tax
relief.

Additional weight is given to the above conclusion from the fact
that for many years Great Britain granted for earned income relief
a deduction from net income of 10 per cent of the amount of the earned
net income. In their last finance act, however, the percentage was
increased to 16% per cent. It is possible, therefore, that the upper
limit of 13 per cent which has becn stated is somewhat conservative.

7. (a) (2) Erhaustion of earning power.—Based on the same theory
that the earning power of the individual is entitled to similar allow-
ances for exhaustion as is granted to capital, it is possible to make
a direct test for adequacy in the case of the earned mcome relief.

The net profits of all taxpaying corporations in 1927 amounted to
$13,187,344,678 before the depreciation allowance of $2,493,195,405
was deducted. Therefore the depreciation allowance reduced net
income by approximately 19 per cent for tax purposes. Now, if this
percentage is applied to the earned income of an individual, after
the deduction of a reasonable amount for living expenses in order
to make the test consistent, it will be found that the 19 per cent is
equivalent to a 12% per cent deduction from the gross earned income
of the individual. For instance, a man has a salary of $10,000, his
living expenses are $3,500, and his net profit from the salary is $6,500.
An allowance of 19 per cent of $6,500 would amount to $1,235,
which is 12} per cent of the gross salary of $10,000.

This result, therefore, is in agreement with the test made in para-
graph 7 (a) (1), where the percentage was found to be between 10
and 13 per cent.
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(b) Practical tests for adequacy.—I1t is also possible to make cer-
tam mactlcal tests for the adequacy of earned income relief on the
basis of common sense rather than on any particular tax theory
applied to other forms of income. Two such tests will now be
described.

7. (b) (1) Proportionate increase of living expenses with salary.—Con-
sidering exclusively salaried persons, it is seen that the revenue act
taxes their salaries at progressive rates on amounts in excess of a
certain fixed exemption, purporting to be for normal living expenses.

For instance, all married men without dependents and with salaries
less than $3,500 pay no tax, those with salaries of $7,500 pay taxes
on $4,000, those with salaries of $100,000 pay taxes on $96,500, and
so on. There is also a very substantial increase in the rate of tax
applied, varying from 13 per cent (% per cent, 1929) to 25 per cent.

While the principle of ability to pay is thus completely recognized
as far as the gross salary 1s concerned, our taxing statute fails to
apply a consistent theory in regard to personal exemption and credits
for dependents, which are fixed and invariable for each class of
taxpayers.

It must be admitted as a practical matter that our conventions
and customs are such as to practically require a man to increase his
expenses as his salary increases. It 1s obviously a very exceptional
case when a married man with a $100,000 annual salary finds it
necessary to spend only $3,500, the (‘\emption allowed under the
statute. It is highly probable that if such a man had failed to
increase his expenses in accordance with his station in life, he would
never have risen to the $100,000 salary.

There are no reliable and complete figures on actual living expenses
of individuals classified by size of salaries. It is only possible to
make what seems to be a reasonable assumption based on judgment
and common sense. After considerable study on this point, the
necessary living expenses of married persons with no dependents
have been arrived at by the following rule:

On salaries of more than $3,500 but not more than $10,000, the necessary living
%,\3'})50(1))05% are estimated at $3,500 plus 20 per cent of the excess of the salary over

On salaries of more than $10,000 but not more than $15,000, the necesssary living
;‘igc&)sgs are estimated at $4,800 plus 15 per cent of the excess of the salary over

On salaries of more than $15,000 but not more than $30,000, the necessary
living expenses are estimated at $5,550 plus 10 per cent of the excess of the salary
over $15,000.

On salaries of more than $30,000 but not more than $50,000, the necessary living
%806]588 are estimated at $7,050 plus 5 per cent of the excess of the salary over

On salaries of more than $50,000 but not more than $100,000, the necessary
living expenses are estimated at $8,050 plus 2 per cent of the excess of the salary
over $50,000.

“On salarices of more than $100,000, the necessary living expenses are estimated
to be constant at $9,050.

The result of applying the above rule to salaries of various amounts
may be seen from the following table:
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Necessary living expenses in proportion to salary of married man with no dependents

\ . 8

:\Sgie" Per cent :\Sf\(;(;“ Per cent

Salary i viﬁ" expenses Salary li\"iﬁg expenses

expenses | 1O Salary expenses | 10 salary
$3, 500 $3, 500 100 $20, 000 £6, 050 30.3
4, 000 3, 600 90 22, 000 6, 250 28.4
5, 000 3, 800 76 24, 000 6, 450 26.9
6,000 | 4,000 66.7 26, 000 6, 650 25.6
7, 000 4, 200 60 28, 000 6, 850 24.5
8, 000 4,400 55 30, 000 7,050 23.5
9, 000 4, 600 51. 1 35, 000 7,300 20.9
10, 000 4, 800 48 40, 000 7, 550 18.9
11, 000 4, 950 45 45, 000 7,800 17.3
‘ 12, 000 5,100 42.5 50, 000 8, 050 16. 1
13, 000 5, 250 40. 4 60, 000 8, 260 13.7
14, 000 5, 400 38. 6 70, 000 8, 450 12.1
15, 000 5, 650 37 80, 000 8, 650 10. 8
16, 000 5, 650 35.3 90, 000 8, 850 9.8
17,000 5, 750 33.8 100, 000 9, 050 9.1
18, 000 5, 850 32.5 200, 000 9, 050 4.5
19, 000 5, 950 3L.3 500, 000 9, 050 1.8

The point of view taken in estimating the necessary living expenses
shown above is to exclude from such_ expenses all e\pendltules for
pleasures, luxuries, or charities, and to include therein only those
expenses which would be deemed unavoidable for conventional mode
of life compatible with the salary received.

It is admitted that the above figures are very uncertain, but it is
believed that they are conservative. Search has been made for
authorities on this subject, but little of value has been found which
is suitable from a tax standpoint. Charts have been constructed
from the data secured, but they are not considered sufficiently valuable
to be included here, although they have been of some assistance in
arriving at the rule already stated.

In spite of the admitted inaccuracy of the above schedule of neces-
sary living expenses, it is believed that this is a very important test
of the earned income relief, for it gives a direct measure of the deserved
relief according to the size of the carned income. It will therefore
be used in examining the propriety of the relief contemplated in cer-
tain new methods to be proposed later.

7. (b) (2) Retirement on half pay.—As a practical matter, 1t must be
conceded that it would be a ““‘consummation devoutly to be wished
if every person was able to save a sum during a normal working life
which would enable him to retire on a comfortable income at the
expiration of such normal period.

This idea leads to a method by which the adequacy of earned income

relief may be tested. Such a method can be developed based on the
following principle applicable to taxation:

An mdlvldual should be tax exempt on such portion of his annual
earned income, which, if put aside annually into a retirement fund,
would amount to a sum, the interest from which would enable the
individual to retire at the expiration of a normal working life.

In order to apply this principle concretely, it will be assumed, first,
that half pay is a sufficient income for a person on retirement, and,
second, that the normal working life of an individual is 30 years.

51676—31——4
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The half-pay coneeption is enther common, and for our purposes will
be more nceneately defined ns one-hall the average annual sulary
received over the working life. The 30-venr period seems fair on ifs
face. With these qualifientions the prineiple stated ean be exemplified
by two simple examples.

For the first case, suppose n man has a salary of $10,000 per year
for his productive life (30 years).  H will be necessary for him to put,
aside suflicient money each yeur so that he will hnve $83,333 at the
cud of the 30 yenrs, beenuse interest at 6 per cent on $83,333 will
vield $5,000 per venr nnd will therelore enable the man to retive on
hall pay.  The necessary annual sinking-fund  payment which at
G per cent interest will amount (o $83,333 in 30 vears is found to he
$1,051. Thervefore, in the ense of a unilorm salary, if o man puts
aside 10) per cent of his salaey ench year, he will he able to retive
at the end of 30 yenrs on hall pay, il we assame that money will carn
6 per centointerest.

Now, tnke o second ease wherve the salarvy 1s not uniform over the
productive life.  Assume a man’s salaey to he $5,000 per yvear for the
first 10 years, $10,000 per year for the second 10 years, and $15,000
per year for the thied 10 yvears.  [lis avernge salary for the period is
$10,000 as in the first case, nnd, therefore, he will need n eapital of
$83,333 as belore, if he is to retire nt one-half his nyerage annual
salary.  The problenyin this ease is {o find what per cent of his annual
wllmv he must put aside annually to nmount to the last-mentioned
stn i 30 years.  This problem has been approximately solved and
1 is I'numl that il the man puts aside 13 per cent of his annual salary
he will have the required sum of $83,000 plus at the end of the 30
years.  Or, in other words, he must put aside $650 o vear for the lirst
1O years, $1,300 a year for the second 10 years, and $1,950 a yvear for
the [ast 10 yenrs

IF'rom the above enses, which are representative, it i3 conecluded,
as e as this test is concerned, that a deduction from nel ineome of
from I()}.. to 13 per cent of the earned income would (()ll\llllll(‘ a fair
curned income reliel. 1t should be observed that this is in very close
agreement with the conclusion reached in paragraph 7 (a) (1).

7. (¢) Relative tests for adequacy.— No investigation as {o the nde-
quacy of enrned income reliel ean be complete without a comparison
hetween the tnx on enrned incomes and the tax on the yvarious other
forms of income, for, after nll, the determimntion of the proper tax on
ay form of income must be made in the light of the burden on the
<)l|wl forms.,  Such a comparvison will now be undertaken.

(e) (1) Comparison with tax on ordinary investment income.— The
Iu\l comparison made is between the tax on carned incomes and on
ordinary investment incomes,  The term “ovdinnry investment in-
comes” is used to denote those consisting of items subjeet to both
normal and surtax, such as bank interest, interest on morlgages,
interest. on corpornte bonds, husiness protits attributable to capital
mvestment, and the like,
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The facts which should be considered enn be shown by the follow-
ing simple table:

Comparison between lax ow carned income and ordinary turestwent income

[Masis: Marrled man with no dependents 1928 rales|

‘ \
Actual (ny | |
on ordinary

Investment

‘T'heoretienl

i o ordi-

nary invest-
ment in-

Actual tnx

A . -
b had Actual Aetual per

Net income | 000 L Ineono j dilfadion i B
i)‘l’lllll:ﬂl\l\'lllzul:{ (first $.’>,ll!)(l; Illq\;syl\‘”,'l‘:.‘{ In tay | rehef
: 0| congtdored = |

income .
proviston | " nod) ‘ |

1, 500, 00 |

1, 000, 00 .60

5, 000, 00 . )

7,000, 00 2, 50 i,
10, 000, 00 0,00 .7
15, 000, 00 00 21
20, 000. 00 00 o, 5
25, (000, 00 .00 4,7
30, 000 00 .00 20,8
40,000, 00 | 3, 105, 00 1.4
50, 000,00 | 5, 085, 00 06
76, 000,00 | 10,316, 00 b 4.7

100, 000. 00 {16, 265,00 [ 16, 260,48 | 1.
200,000, 00 | 41, 26500 | A1, 250, 18 ] A0, 63 12

It enn be observed from the above datn that the maxinun netanl
carned income reliel in compurison with the netanl tax on ordinury
investment income occurs in the ense ol enrned incones between
$10,000 nnd $30,000.  In fnet, on incomes of $5,000 und less there is
no diflerence in the tax nnd on incomes in excess of $75,000, the
relief is relntively inconsequentinl.

Whether the nbove results nre defensible or not will be considered
when the adequaey of the present method is discussed.

7. (¢) (2) Comparison with tar an dividends.  ‘The next compnrison
which will be nminde is between the tnx on enrned inconie und the tax
on dividends received from the stock of domestie corporntions.

In mnking this comparison, however, serious dilliculty i1s eneoun-
tered, beenuse the incidence of the corpornte (nx has not yet heen
sntisfuctorily determined.  This subject of incidence is too brond (o
be discussed in any detnil here.  Tndeed, o specinl report on this sub-
jeet hns been authorized. 1t will be necessary, however, (o state the
three theories now held ng to the incidence of the corporate tax and
then present the necessary faets on ench theory.

The first theory is that the corpornte tax is pnssed on to the con-
sumer and is therefore not really borne by the corporntion and does
not reduce its profits.

The second, and most generully aceepted theory, is thut the cor-
porate tax is not pussed on nand therefore diminishes the profits dis-
tributable.

The third theory is thut the corpornte tnx is partly passed on wid
partly borne by the corporntion,
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The facts which must be considered, on the basis of the first
theory, in making a comparison between the tax on earned income
and on domestic dividends are as follows:

Comparison belween tax on earned income and domestic dividends on theory corporate
lax is passed on

[Basis: Married man with no dependents—1928 rates]

Actual tax . | Discrimi- A !
o ivi: | Aetusllax | Cpation | Fereentaee
Net income | dends paid income against Gt
by indi- 1998 act earned rtion |
vidual income
$3, 500. 00
4, 000. 00
5, 000. 00
7,000.00 |--
10, 000. 00 .25 ;
15, 000. 00 $60. 00 311. 25 251. 25 419
20, 000. 00 220.00 618.75 398.75 181
25, 000. 00 510. 00 1,023.75 513.75 101
30, 000. 00 880. 00 1,488.75 608. 75 69 |
40, 000. 00 1, 800. 00 2,908.75 1,108.75 62
50, 000. 00 2, 980. 00 4, 588.75 1, 608. 75 54 |
75, 000. 00 6, 960. 00 9, 818. 75 2,858.75 41
100, 000. 00 11, 660. 00 15, 768. 75 4,108.75 35 |
200, 000. 00 | 31,660.00 | 40, 768.75 9, 108.75 29 |
i I

If the theory upon which the above comparison is made is correct,
the diserimination against earned income is indefensible, for the tax
on such income is greatly in execess of the tax paid on dividends.
However, the above theory is not the view of the majority, as shown
below.

In a recent report by the National Industrial Conference Board,
data are presented which show that out of 10,000 questionnaires only
1,036 answers were received in sufficient detail to be useful for an
analysis of the question ““Is the corporate tax shifted?”” Out of these
1,036 replies, 449, or 43 per cent, answered the question in the nega-
tive; 128, or 12 per cent, answered in the affirmative; and 459, or
45 per cent, did not answer or indicated no opinion on the subject.

Thus, it 1s seen that a large number of persons competent to judge
believe that the corporate tax is not passed on. The questionnaire
apparently did not contain the question ‘“Is the corporate tax partly
shifted?” It is believed, however, that a considerable number of
the 45 per cent expressing no opinion on this subject would have
answered this latter question in the affirmative.

The facts which are pertinent to the second theory, held by 43 per
cent of the persons answering the questionnaire, are next presented.
This theory is that the corporate tax is not passed on but is borne
by the stockholder.
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Comparison between tax on earned income and domestic dividends on theory corporate
tax 1s not passed on

[Basis: Married man with no dependents—1928 rates]

Tax on
sui t Tax on net | Actual tax [ e, orioe |
ross divi- P Total tax Pax relief | |,
Net income %iend paid dw.lgegld on divi- | B ?a;;?:d on earned |} erce]%lfage
by corpora- | ; PAC DY dend 1N Ey income el
% individual 1928 act |
ons
1
$3, 500. 00 $420. 00 $420800 N Eoe s o $420. 00 100
4, 000. 00 480. 00 480.00 $5. 63 474,37 98.8
5, 000. 00 600. 00 600. 00 16. 88 583. 12 97.2
7, 000. 00 840. 00 840. 00 39. 38 800. 02 95.3
10, 000. 00 1, 200. 00 1, 200. 00 101. 25 1,098.75 ! 91
15, 000. 00 1, 800. 00 1, 832. 00 311.25 1, 520.75 83
20, 000. 00 2, 400. 00 2, 528.00 618.75 1, 909. 25 75..5
25, 000. 00 3, 000. 00 3, 320. 00 1,023.75 2, 296. 25 69. 2
30, 000. 00 3, 600. 00 4, 208. 00 1,488.75 2,719. 25 64. 6
40, 000. 00 4, 800. 00 6, 128. 00 2,908. 75 3,219.75 52.5
50, 000. 00 6, 000. 00 8, 240. 00 4, 588.75 3, 651. 25 44.3
75,000. 00 9, 000. 00 14, 380. 00 9, 818. 75 4, 561. 25 31.7
100, 000. 00 | 12, 000.00 21, 380. 00 15, 768. 75 5,611.25 26,2
200,000.00 | 24,000.00 50,860.00 | 40, 768.75 10, 091. 25 ’ 19.8

It will be observed {from the above figures that if the corporate tax
1s not passed on the relief given to earned income is excessive, or more
probably the tax on dividends is too severe.

In any event, the results shown on this theory are not only entirely
at variance with those shown on the other theory, but they are in

opposite directions.

For in this case it is found that earned income

receives too great relief and in the other case it was found that earned
income not only received no relief but that it was discriminated

against.

Finally, those facts necessary in considering the third theory will
This theory is that part of the corporate tax is passed
In the absence of any authentic data

be presented.

on and part is not passed on.

1t will be assumed that one-half the corporate tax is passed on and

the other one-half is not passed on.

The figures follow:

Comparison between tax on earned income and domestic dividends on theory corporate
tax is one-half passed on

[Basis: Married man with no dependénts-—lg‘)ts rates]

Taxon |
;| 'Tax on net :
gross divi- ) Total tax Tax on Tax relief
Net income |dends paid d};i’g%nd on divi- | earned in- | on earned Perce;ptrage
by corpora- iridividga] dend income income TR
tion

$3, 500. 00 $210. 00 $210.00 | _________ $210. 00 100
4, 000. 00 240. 00 240.00 $5. 63 234.37 97.7
5, 000. 00 300. 00 300. 00 16. 88 283.12 94. 4
7,000. 00 420.00 420. 00 39. 38 380. 62 90. 6
10, 000. 60 600. 00 600. 00 101. 25 498.75 83.1

15, 000. 00 900. 00 s 942.00 311.25 630. 75 67
20, 000. 00 1, 200. 00 172. 00 1,372. 00 618. 75 753. 25 54.9
25, 000. 00 1, 500. 00 410. 00 1, 910. 00 1,023. 75 886. 25 46. 4
30, 000. 00 1, 800. 00 736. 00 2, 536. 00 1,488.75 1,047. 25 41.3
40, 000. 00 2, 400. 00 1, 560. 00 3, 960. 00 2,908. 75 1,051. 25 26.5
50, 000. 00 3, 000. 00 2, 600. 00 5, 600. 00 4, 588. 75 1,011. 25 18.1
75,000. 00 4, 500. 00 6, 150. 00 10, 650. 00 9, 818.75 831.25 7.8
100, 000. 00 6,000.00 | 10, 520. 00 16, 520. 00 15, 768. 75 751. 25 4.6
200, 000.00 | 12,000.00 | 29, 260.00 i 41,260.00 | 40, 768.75 401.25 102
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Even under this final theory, which represents a compromise
between the two opposing theories as to the incidence of the eorporate
tax, it can be seen from the above data that the tax on dividends and
the tax on earned income are irreconcilable.

The defeet in our system lies in our method of taxing dividends
and, therefore, as far as earned-income relief is concerned, any test
predicated upon the relative tax on dividends must be abandoned.

7. (¢) (3) Comparison with treatment of tar-exempt interest.—There is
no Federal income tax on the obligations of State and local govern-
ments. Such a tax would be unconstitutional. In addition to this,
there is no tax on certain Government bonds and on interest up to
$300 received from building and loan associations.

Since there is no tax on this class of income and the tax on earned
income has been already shown, no comparative figures are necessary.
It seemed important merely to mention the exemption of these certain
forms of income in order that the fact that certain forms of investment,
income are tax exempt might be kept in mind.

7 (¢) (4) Comparison with capital-gains tax.—It has already been
pointed out that one of the main divisions of income is eapital gains.
In case these gains result from the sale of assets held over two years,
special tax relief is given, but the method of giving the relief only
affects the larger incomes. The facts which should be considered in
comparing the tax on earned income and the tax on capital gains are
set forth in the following table:

Comparison between tax on earned income and on capital gains

[Basis: Married man with no dependents—1928 rates]

Percentage

Percentage | diserimi-
_— Ta;‘. tOrll z;r;gg Difference | relief on nation
Net income capita e ord in tax earned against
gain C income earned
income

" 500, 3,268.75 |-
200,000.00 | 25,000.00 | 40,768.75 | 15,768.75

It can be seen from the above that as far as capital gains are con-
cerned, the relief granted earned income is the same as in the case of
ordinary investment income up to about $70,000. On incomes of
$75,000 and over, it is found that there is no relief on earned income,
but, on the contrary, the tax on earned income is from 4.7 to 63.1 per
cent more than the tax on income from eapital gains.

This situation must be attributed, however, not to our earned-
income provision but to a defective capital-gains provision. A .
report recommending the revision of the method of taxing capital
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gains has already been made and is under consideration by the
committee.

For the benefit of those who would prefer a graphic to a statistical
presentation comparing the tax on different classes of income, a chart
has been prepared showing the composite tax rates on ordinary invest-
ment incomes, earned incomes, capital gains, and dividends. This
chart shows such data for both the revenue act of 1926 and the reve-
nue act of 1928.

It is believed that the examination of this chart will show the
present distinction in tax at a glance, provided that the problem of
the incidence of the corporation tax is kept in mind. It will be ob-
served that the tax on dividends is shown both on the theory that the
tax is shifted and on the theory the tax is not shifted. The chart
referred to faces this page.

7. (d) Inadequacy of present relief—It appears that a sufficient
basis has now been established for a consideration of the adequacy
or inadequacy of our present earned-income provision.

If the eight tests for adequacy, which have just been discussed, are
reviewed it will be found that they can be consolidated and eliminated
for practical application as follows:

Test (A): This test, designated for convenience as (A), is a con-
solidation of the three tests discussed in paragraphs 7 (a) (1), 7 (a)
(2), and 7 (b) (2), based on principles of return of capital, exhaustion
of earning power, and retirement on half pay, respectively. The
conclusions arrived at in these three cases in the order named were
briefly as follows:

7. (@) (1) The deduction of from 10 to 13 per cent of the earned net
income from the income subject to tax results in an adequate earned
income relief.

7. (a) (2) The deduction of 12} per cent of the earned net income
fromf the income subject to tax results in an adequate carned income
relief.

7. (b) (2) The deduction of from 10% per cent to 13 per cent of
the earned net income from the income subject to tax results in an
adequate earned income relief.

It is obvious that the conclusions in these three cases, though
resulting from the application of different principles, are in such
close agreement that the three may be consolidated into one, as
follows:

The deduction of from 10 to 12% per cent of the earned net income
jr(l)p} the income subject to tar results in an adequate earned income
relief.

In regard to the above rate of 12% per cent, it should be stated
that this is selected instead of 13 per ecent for practical purposes, as 12%
per cent equals one-eighth and is more easily applied.

Test (B): This test is the one discussed in paragraph 7 (b) (1) and
is not adapted to consolidation with other tests. It is based on the
principle that necessary living expenses increase as the salary increases.

Test (C): This is the comparativc test discussed in paragraph
7 (b) (1) and is based on a comparison with the tax on ordinary
investment income.

Eliminations: The tests discussed in paragraphs 7 (¢) (2), 7 (¢)
(3), and 7 (¢) (4) are not direetly usable in making direct comparisons
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for the reasons stated in those paragraphs, and they are eliminated.
It is obvious that the present taxes on dividends and eapital gains
are inherently defective and not adapted for use in determining
directly the extent of the relief to which earned income is entitled.

In order to test the adequacy or inadequacy of the present 25 per
cent tax credit allowed as earned income reliet, it is merely necessary
then to set forth a table showing, on different amounts of net income,
(1) the tax payable without earned income relief, (2) the present
theoretical relief, (3), the relief under test (A) (minimum, 10 per cent),
(4) the relief under test (A) (maximun, 12¥% per cent), the relief under
test (B), and the actual relief, test (C). This comparison has been
set forth in the following table:

Adequacy or inadequacy of present earned-income relief

[Basis: Married man with no dependents—1928 rates]

Test A Test C:
; Present E?)Sitnﬁ (maxi; actual
O’Il‘ﬂx e:rlrtxgc-l theoretical | mum): 10 le?llim)er Test B: cr::}x]ef;g_
Net income : relief, 25 per cent szl living Lot
income : cent de- o son with
: per cent deduction : expenses S
relief H duction invest-
tax credit . from ffom e
CHCOIE income income
L B I e
4, 000. 00 $7. 50 $1.87 $6. 00 $7. 50 $1. 50
5, 000. 00 22. 50 5. 62 7.50 9.37 4,50
7, 000. 00 52. 50 13.12 10. 50 13.12 10. 50
10, 000. 00 135. 00 33.75 30. 00 37. 50 39. 00
15, 000. 00 415.00 103. 75 100. 00 122. 50 133.00
20, 000. 00 825. 00 206. 25 180. 00 220. 00 225. 00
25, 000. 00 1,365. 00 341.25 285. 00 352. 50 345,00
30, 000. 00 1, 985. 00 496. 25 380. 00 470. 00 446. 00
40, 000. 00 3, 405. 00 496. 25 600. 00 740. 00 607. 00
50, 000. 00 5, 085. 00 496, 25 870. 00 1, 080. 00 793. 50
75, 000. 00 10, 315. 00 196, 25 1, 700. 00 2, 112. 50 1,161. 00
100, 000. 00 16, 265. 00 496. 25 2, 400. 00 3, 000. 00 1,332.00
200, 000. 00 | 41, 265. 00 496. 25 5, 000. 00 6, 250. 00 1,377.50

An analysis of the above figures leads to the following conelusions:

On net incomes below $7,000, the present relief is inadequate on
the basis of test A, but adequate on the basis of test B. On account
of distortion due to a fixed personal exemption, it appears the present
relief is not unjust, but that it could be increased reasonably without
inequity.

On net ineomes from $7,000 to $25,000, inclusive, the present relief
lies between the minimum and maximum limits shown by test A,
and is slightly inadequate on the basis of test B. Taken as a whole,
1t would seem the present relief was fair but not liberal, and that
slightly more relief could be given with propriety. '

On net incomes of about $30,000 the present relief is adequate and
even somewhat excessive on the basis of all tests.

On net incomes of over $30,000, the present relief 1s inadequate on
th%basis of all tests, and grossly inadequate on net incomes of $50,000
and over.

1t can be concluded, therefore, that our present earned-income
relief can properly be somewhat increased on net incomes up to about
$28,000, that no additional relief should be given between net in-
comes of $28,000 to $31,000, and that on net incomes about $31,000
considerably more relief should be given.
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It will be observed that in the above analysis test C has not been
discussed. This is because the object of the test is merely to show
the actual difference between the tax on earned and investment in-
come, and the variation in the figures shown in the test C column
from those shown under the column headed ¢ Present theoretical
relief”” is due to the fact that our present law recognizes the first
$5,000 of net income as earned whether it is actually earned or not.

It i1s believed this arbitrary $5,000 allowance is justified on two
grounds: First, on account of simplification and ease of administra-
tion, and, second, on account of the 12 per cent tax on dividends
deducted at the source. Itisnot felt that persons with earned income
should complain because a fair measure of relief given them is ex-
tended to a difterent class consisting of small taxpayers who are
inequitably treated in certain other respects.

8. RemEDY FORrR INEQUITY OF 20 PEr CENnT LimiT.

In a preceding paragraph, the following conclusion was found
justified :

The arbitrary 20 per cent limit placed on the earnings from a business where
capital is a material income-producing factor, which is assumed to represent
earned income, is unjust in the case of small business men.

The proper theoretical method for remedying this inequity is
obvious. The capital employed in the business should be determined,
and after a fair rate of profit has been assigned to such capital, the
earned income should be found by deducting from the total profit
the profit assignable to capital by the application of the fair rate to
the amount of such capital.

Such a method, however, is complicated and constitutes a return
to invested capital computations, the extreme difficulty of which has
been amply demonstrated. As a result it would seem best to reconi-
mend the retention of the present arbitrary method with an increase
in the percentage limit as was suggested 1n the first report on this
subject.

Putting this in concrete form, it is recommended that the earned
income allowance, in the case of a business where capital is a material
income-producing factor, shall not exceed 50 per cent of the net
profits of such business.

It should be observed that this recommendation provides merely
for a greater maximum limit and that the commissioner retains the
power to deny the maximum amount where the facts warrant such
action.

9. PERTINENT STATISTICS ON EEARNED INCOME.

Certain pertinent statistics in connection with the income and tax
of individuals should be considered in connection with earned-income
relief. The years 1925, 1926, and 1927 will be used, as the rates and
exemptions were the same for individuals in all these three years.
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TasLe R.—Number of returns

Per cent

0= Y 9 increase,

‘ 1925 1926 1927 1997 over

| 1925

0 to $10,000 (taxable) - 2,174,148 | 2,136,671 | 2,095,044 ~3.6
$10,000 to $25,000 256,779 | 246,730 | 252,079 6.5
$25,000 to $50,000 59, 721 57,487 60, 123 T
$50,000 to $80,000 16, 562 16, 162 17, 680 6.7
$0,000 to $100,000 i 4,39 4,358 4,893 11.3
100,000 to $150,000- N 4,739 4,724 5,261 10. 6
$150,000 to $300,000 - - ._____________“__ T 3,223 3, 267 3,873 20,2
$300,000 to $500,000 - o oo A 892 592 1, 141 27.9
$500,000 to $1,000,000. 479 468 557 16.3
Over $1,000,000.___ ... | 207 231 290 40.1
Total (taxable) . _________________ 2,501, 166 | 2,470,990 | 2,440,941 —2.4
Under $10,000 (nontaxable) ... .. 1,669,885 | 1,667,102 | 1,660,606 —.6
Grand total. ... 4,171,051 | 4,138,092 | 4,101,547 -1.7

The above figures show rather surprising results for an era of pros-
perity.

First, there are more taxpayers in every class with net incomes
above $10,000 in 1927 than there were in 1925. The greatest rate
of increase 1s found to be 40 per cent.

Second, there are fewer taxpayers in the class with net inecomes
below $10,000 in 1927 than there were in 1925. The decrease amounts
to 81,104 returns, or 3.6 per cent.

Third, there are fewer persons filing nontaxable returns as required
by law in 1927 than there were in 1925. The decrease amounts to
9, 279 returns, or 0.6 per cent.

This situation deserves attention in, connection with the study of
earned income relief, in order to see whether or not it is possible that
the tax on the individual with a small income can possibly have
eontributed to the unsatisfactory condition in whieh this class appears
to be.

The first thing to be examined in this respect is evidently the net
income and tax of this elass of taxpayers with net incomes below
$10,000. We find this to be as follows for the years 1925 to 1927,
inclusive:

. Average | Per cent
Year Net income Tax tax per in-| tax to net
dividual | income

$8, 157, 375, 183 | $33, 057, 457 $15 0.41
8, 033, 926, 992 33, 551, 101 15 o1
7,921, 631, 297 32,416, 729 15 .41

It 1s quite obvious that the tax of 4 mills on the dollar or the total
tax per individual of $15 is entirely too small to account for the eon-
dition noted. Moreover, it has already been shown that the number
of persons who file nontaxable returns has also deereased, and it is,
of course, impossible to ascribe this result to taxes, as none are paid.
The real reason must be looked for elsewhere.
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If the total mmcome of all persons making returns (whether taxable
or nontaxable) with net incomes of less than $10,000 be analyzed,
some light will be thrown on the subject. This 1s shown below:

l‘ l’ertc?gt of
total in- | o .
cometrom | 't cont of
Year wages, sala-| .o e from
ries, busi- rivesis
ness and s
partner- )
ships
: \
HILEE s i e T T e e o e i 75.86 24, 14
TS o o mm e e e e e SR R R PR SRR . o 75.42 24. 58
T o o R S O R R SRS B nCene e LR o ] 74.78 25.22

Thus, it can be seen that the percentage of wages and the percentage
of business and partnership profits to total income has been decreasing
since 1925. The income from wages and the income from business
and partnerships profits in 1925 was $10,990, 917,629 while in 1927
it was $10,818,502,902, a decrease of $172,414,727. Now, this decrease
comes about not through a decrease in wages but through a decrease
of business and partnership profits, for from 1925 to 1927 the aggregate
wages of this class inereased from $7,405,578,878 to $7,646,444,712,
an increase of $240,865,834, while in the same period business and
partnership profits decreased from $3,585,338,751 to $3,172,058,190,
or a total of $413,280,561.

From the above, and a study of a large number of other statisties,
which will be omitted for the sake of brevity, it seems reasonably
certain that the principal reason why there has been a decrease in our
income-tax class below $10,000 is because the small businesses and
partnerships have had a decided falling off in profits. This decrease
in profits has been no less than 11 per cent in the last two years.
This eonclusion, arrived at from a consideration of the statisties, is
i aceordance with what appears to be the general opinion that the
small business is unable to compete successfully with the large corpor-
ation, consolidation, and chain store. It is also probably true that
the increase in the number of $5,000 to $10,000 positions 1s also very
small, if there i1s any increase at all, and that this class in general
fail to improve their financial position and increase their income
through savings.

It must be evident that if the whole tax paid by individuals with
incomes less than $10,000, and amounting in three years to approxi-
mately $99,000,000, had been eliminated, it would have fallen far
short of giving any substantial relief to the small individual business
man whose aggregate profits have decreased $413,000,000 in the last
three years, for a large portion of the $99,000,000 tax is borne by the
salaried person and not the man running his own business. [t must
be concluded that the condition of this class can not be substantially
improved by reducing the already very light burden placed upon 1t
by the Federal income tax.

The income classes above $10,000 will now be considered. Revert-
ing to Table R, already given, it is seen that there has been an increase
in the number of returns in all these classes. However, in one elass,
with incomes between $25,000 and $50,000, the increase is not
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substantial, amounting to only seven-tenths of 1 per cent from 1925
to 1927. In the case of the net income class from $10,000 to $25,000
and the net income class from $50,000 to $80,000, the increase has
been in both cases approximately 6% per cent. There has been a
marked increase in all income classes above $80,000 amounting in
no case to less than 10}% per cent and reaching a maximum in the case
of persons whose net income exceeds $1,000,000 where the increase
has been 40 per cent. From the above it would seem that additional
earned income relief would be justifiable in the case of persons with
net incomes below $80,000, with the maximum of such relief being
allowed on net incomes between $25,000 and $50,000.

There is another point which should be considered in respect to the
distribution of earned income relief. This is in connection with the
increase in taxes to our various classes of taxpayers since the original
revenue act of 1913, the year of lowest tax rates, and also in connect-
ion with the decrease in taxes since the revenue act of 1918, the year
of highest tax rates. The facts as to this increase and decrease,
under the revenue act of 1928, are shown below for a married man with
no dependents and all earned income:

Per cent Per cent Per cent Per cent

Net income- ]?grﬁilse dfgrte;;e Net incorie I?Srfgfe diegréfse
since 1913 | since 1918 since 1913 | since 1918

$5, 000 68. 8 90. 6 $60, 000 514.0 56. 1
10, 000 68. 8 87.8 70. 000 537. 4 54.7
15, 000 183.0 81.4 80, 000 541. 4 54.2
20, 000 286.7 76.5 100, 000 528. 2 55.0
25, 000 203.8 |. 72.5 | 200, 000 442.9 59.6
30, 000 313.5 69.8 | 500, 000 362.9 64.2
40, 000 419. 4 62.4 1, 600, 000 301.2 65.7
50, 000 503. 8 58. 4

It will be observed from the above percentages that the class of
taxpayers with net incomes between $50,000 and $100,000 have had
a much greater increase in tax since 1913 than any other class, the
maximum increase being 541.4 per cent on an $80,000 income. It
will also be observed that this same class has received less tax reduc-
tion since 1918 than any other class, the minimum reduction being
54.2 per cent on incomes of $80,000. It would seem, therefore, that
if the revenue requirements permit there will be ample justification
for giving the class mentioned earned income relief, since the present
hmit to which earned income is recognized only extends to $30,000.
Preliminary figures covering the 1928 returns have been examined,
and it is found that these figures confirm the conclusion arrived at
from the 1925, 1926, 1927, statistics.

For the benefit of those who wish to analyze the earned income of
individuals more carefully, there is included in Appendix 11 a complete
statement of the earned income of individuals by net income classes
for the years 1916 to 1927, inclusive.

Only one other set of statisties will be given here. These are for
the purpose of showing the actual earned income tax credit allowed
iofl 1924 to 1928, inclusive, by net income classes. The figures
ollow:
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' |

| 2 2

Income classes 1920 | 1925 | 19% 1027 162 b“(\‘g)n“
$10,000 . $22, 696, 408 $8, 738, 764 | $8, 723, 175 $7, 559, 125 $8, 506, 569
$10.000 €0 $25,000.. | Tse13325 | 8327.360 | 8815307 | 9,657,267 9, 672, 392
$95,000 to $50,000__ . Tl 155,306 | 4,520,630 | 1,370,703 | 4,530, 651 8,910, 080
$50,000 to $100,000. " 561,806 | 1,000,642 | 1811033 | 1,952 846 1, 135, 9906
$100,000 to $150,000. 5 120, 207 476,211 | 150, 357 516,350 1, 262, 066
$150.000 to $300,000.- . . 71,833 339,952 | 331, 828 480, 006 1, 221, 4%9
$300,000 to $500,000______ o 14,171 185,919 | 84, 100 117, 658 420, 010
$500,000 to $1,000,000_ 5 9,256 46, 537 | 40, 895 64, 756 235, 675
Over $1,000,000 - .- ... 2 061 21, 168 | 19, 505 27, 617 127,762
T O 30,697,463 | 24570188 24,646,003 | 24,015,315 | 31,495,030

The above figures are interesting in that they show the total reduc-
tion in taxes by the earned-income credit. The much larger credit
in the case of the income class from 0 to $10,000, observable in 1924,
is due to a higher rate of tax and smaller personal exemptions, and
not because the percentage relief for earned income was greater. It
should be noted that for 1925, 1926, and 1927 the earned income relief
has remained practically constant at slightly less than $25,000,000
per annum. The tentative figures for 1928 indicate an increase in
the total earned income relief of about $8,500,000, which is due to the
increase in the limit to which earned income is recognized from
$20,000 to $30,000.

10. PrincipLES ADVOCATED FOR EARNED-INCOME RELIEF.

While some of the principles have been discussed upon which it
would appear earned-income relief should be based, it is proper before
discussing possible methods of giving the relief to summarize those
principles which it is believed should be followed.

10. (a) Basic principles. inci
from net income subject to tax of a certain percentage of the amount
of the earned net income, representing a fair allowance for the exhaus-
tion of the earning power of the individual, is deemed to be the most
fair.

It has been shown that this principle is consistent with the present
deductions allowed in the case of income from capital, and, also, that
as a practical matter it is equivalent to allowing a man to put aside
annually tax free a sum which at the end of a normal working life will
permit him to retire on half pay.

It is believed that the principle stated is especially well adapted
to application to earned-income relief on net incomes not in excess
of $50,000.

On net incomes above $50,000, where in many cases the compensa-
tion of the individual is a combination of compensation for personal
ability and compensation for power and influence resulting from
wealth, it is recommended that due weight be given to the p11nc1ple
that necessary living expenses compatlble with a man’s position in
life increase as salaries increase.

10. (b) Limitation on amount recognized as earned.—It has already
been pointed out that our present earned income provision sets up
two limitations on amounts recognized as earned. The first, and
most important, recognizes as earned only such amounts received as
wages and personal compensation as do not exceed in toto the
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arbitrary sum of $30,000. The second limitation is that of 20 per
eent placed on business profits partly attributable to capital.

The first proposition, then, can be stated in question form as follows:
Should there be a limit on the amount of income recognized as earned,
and, if so, what limit is proper?

In answering this question, the structure of our present income tax
act must be considered. It seems clear that inasmuch as we recognize
the prineiple of ability to pay only up to $100,000 income by placing
our maximum surtax rate at that point that it would be consistent
to place a limit of $100,000 on earned income.

It is believed further that in the majority of cases where we have
earned incomes of over $100,000 that the compensation is not entirely
due to the personal service of the taxpayer but is paid in part on
account of the extraordinary power he wields on aceount of his
capital. In substantiation of this an actual case is given, showing a
certain taxpayer’s investment income and his earned income for a
series of years:

REPORTS ON [NTERNAL REVENUE TAXATION

[ J" i
Year ‘ d[;‘n‘d‘S Salary f’ Year (]iln‘(;'s Salary
b iq o
$44, 730 $30,123 ‘| 19220 o i e e $130, 000 $88, 500

14,920 45,871 || 1923.___. S . 3, 8 105, 160
15, 846 61,100 || 1924 181,417
33,519 76,870 “ 1925 181, 633
56, 894 84,990 |

| il

It will be observed that this taxpayer’s salary increases as his
dividends increase. It is very doubtful if he had put no money in
the business that his salary would have had the increase shown.

A discussion of the question of how much money a taxpayer can
be considered to earn solely by his personal service will not be entered
into here. It is believed that the requirements of the revenue will
demand that some limit be set. 1t is felt that the limit under present
conditions should not exceed $75,000, whieh it may be noted in pass-
ing is the salary of the President of the United States. It eertainly
should never exeeed $100,000 with our maximum surtax rate on that
point. On the other hand, it is believed that the limit should not
be less than $50,000 if the revenue requirements permit. The exact
extent of the limit is largely a matter of judgment upon which the
committee should pass. In the remainder of this report we will
accept a tentative figure of $75,000 for the purposes of discussion
only.

11. DuscrirrioNn oF Five Pracricar New MeTHODS.

Now that the principles upon which earned income relief should
be based have been discussed and the tests and facts necessary in
determining the extent of such relief have been developed, it is pos-
sible to consider and analyze certain new methods for granting the
relief which appear to be practical.

The methods which will be discussed are as {follows:

Present method: Tax credit of 25 per cent of the amount of the
earned net income in excess of personal credits and exemptions, with
a limit on the amount recognized as earned income of $30,000.

¢
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Method No. 1: Same as the present method with no limit.

Method No. 2: A deduction from income in arriving at net income
of 10 per cent of the amount of the earned net income with no limit
on amount recognized as earned.

Method No. 3: Same as method No. 2 except as to rate, which in
this case is 12% per cent.

Method No. 4: A deduction of 40 per cent of the amount of the
earned net income in excess of personal credits and exemptions from
the net income subject to normal tax only, with no limit on amount
recognized as earned.

Method No. 5: Same as method No. 4 except as to rate, which in
this case is 33% per cent.

The result of the application of these methods is shown in Table
No. 1, and Chart No. 1, which follow:
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A study of the table and chart just presented is worth while, it being
noted ‘rhnt the chart is simply a graphie representation of the ﬁvures
shown in the table.

An examination of the results obtained by the use of the five
methods set forth will now be made. In considering the adequacy
of such results it should be borne in mind that methods Nos. 2 and 3
are based directly on the prineiples and tests already deseribed and
therefore constitute a maximum and minimum limit for earned-
income tax reliel by any of the proposed methods.

11 (a). Present method with no limit.—This method (No. 1) 1is
simply the present 25 per cent tax-credit method with the $30,000
limit eliminated. If Table I and Chart I are examined, it will be
found that this method is fairly adequate on net incomes up to
$30,000, but on net incomes of $30,000 and over the relief becomes
exeessive as eompared with our theoretical methods 2 and 3. It
has also been checked by test B, already referred to, and has been
found still more excessive on the basis of this neeessary living-expense
test.

It is believed, therefore, that the present method of granting earned-
ineome relief is not adaptable to extension by removal of the $30,000
limit, and therefore its use is not recommended.

11 (b). 10 per cent deduction from net income.—Method No. 2 pro-
poses to give a deduction from net taxable income of 10 per cent of
the amount of the earned net income. It is seen that this method
1s nothing more than the direct application of the most important
principle that has been developed in this report. As already stated,
this method results in allowances which represent a minimum for net
ineomes below $40,000.

It will be observed from Table I and Chart I that this method gives
somewhat less earned-income relief than the present method up to net
incomes of $30,000. This feature is eertain to meet with objeetion,
as an inerease of taxes, no matter how small, always raises protests.

If reference is made to page 24, an examination of this method can
be made on the basis of test B (living-expense test). The result of
such an examination leads to the conclusion that this method meets
the requirements of this test up to net incomes of $50,000, but above
that point appears to give exeessive relief.

1t 1s believed that this method with the 10 per eent rate should be
eliminated from further consideration, not beeause it is unsatisfactory,
but because the same method with a slightly higher rate does not
inerease the small taxpayer’s burden, as will be shown in the next
paragraph.

11 (¢). 12% per cent deduction from net income.—This method,
which has been designated as No. 3, is exactly the same as method
No. 2 just deseribed except that it allows a 12% per cent deduction
from net taxable income instead of only a 10 per cent deduetion.

From Table I, Chart I, and test B on page 24 the following con-
clusions may be drawn:

First, the earned-income relief granted by this method is adequate
and econsistent for all amounts of income. The relief appears some-
what too large for incomes above $50,000 only on the basis of the
very conservative living expense test.
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Second, no class of individuals will have their taxes increased
except those having an income of around $30,000, and in this case the
increase is inconsequential ($20 on a $1,500 tax).

The method is so advantageous both from the standpoint of
adequacy and simplicity that it can not be eliminated and must be
discussed further.

11 (d). 40 per cent deduction from net income subject to normal
tax.—This fourth method is not based directly on the fundamental
principles previously developed, although it has a relation to these
principles. It must therefore be tested both by tests A and B.

The method proposes a deduction from net income subject to
normal tax of 40 per cent of the amount of the earned net income.
For surtax purposes the earned-income provision would have no effect
under this method.

An examination of Table I, Chart I, and the data on page 24
would lead to the conclusion that this method gives excessive relief on
net incomes up to $40,000; above this amount is appears to be a fair
allowance. '

The relief appears sufficiently excessive on the lower incomes, how-
ever, to force the elimination of this method with the 40 per cent rate
without wasting further time on its consideration.

11. (e) 33% per cent deduction from net income subject to normal
tax.—This method (No. 5) is the same as that just described except
that the rate used 1s 33% per cent.

While this deduction of 33% per cent of the earned net income from
the net income subject to normal tax is not as sound theoretically as
method No. 3 it has certain practical advantages.

On the basis of the tests set up for adequacy, this method shows
the following characteristics:

First, on net incomes up to $25,000 the earned income relief seems
to be somewhat excessive, but not to an extraordinary degree. On
the average, it appears to be about 25 per cent too high.

Second, on net incomes above $25,000, the relief is less than indi-
cated as proper by test A (exhaustion of earning power) and is fairly
well supported by test B (living expenses).

This method will be reserved for further discussion in view of
certain practical advantages in connection with the revenue and in
connection with giving the small taxpayer the benefit of the doubt
in the matter of earned income relief.

12. TuE ArBITRARY TABLE oF CoNsTANTS METHOD.

Before proceeding with a further description and comparison of
those methods which have been selected as preferable, it will be
necessary to describe one further method which is entirely arbitrary
and elastic. This is the table of constants method already consid-
ered in detail in the staff report to the joint committee dated March 21,
1928 (vol. 1, pt. 5).

The method suggested would provide substantially as follows, re-
taining the same definition for earned income as in the present act:

1. If the individual’s net income is not more than $5,000, the tax
shall be credited with an earned-income tax credit of 33% per cent of
the amount of the tax computed under section 210. (This section
provides for the computation of the normal tax).
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2. If the individual’s net income is more than $5,000, the earned-
income tax credit shall be computed in the following manner:

(a) Deduct from the earned net income the personal exemption
and credits for dependents.

(b) Using the result of the subtraction in (a) as an index (or the
net taxable income computed under section 210 if it is smaller), find
the earned-income tax credit from Table A, which follows:

TaBLE A.—Earned-income tax credits

Tax - Tax _ Tax
Index column ! Creait Index column ! eredit Index eolumn ! credit
$0t0$200 .. ______ $0. 50 || $8,000 to $3,400- . ________ $67. 00 || $18,000 to $18,400. $269. 00
$200 to $400.- 1.50 | $8,400 to $8,500. ... 74.00 || $18,400 to $18,800. .. 279,00
$400 to $600- 2.50 || &8.300 to $9,200, S 81.00 || $18,800 to $19,200-- < 290. 00
$600 to $800- __ 3.50 | $9,200 to $9,600_ ... sz 88.00 || $19,200 to $19,600-- 301. 00
$800 to $1,000- 4.50 | $9,600 to $10,000_ - __ o 95.00 || $19,600 to $20,000- - 312.00
$1,000 to $1,200.. 5.50 |, $10,000 to $10,400._______| 101.00 || $20,000 to $20,400-- 323.00
$1,200 to $1,400_ 6.50 | $10,400 to $10,800________| 107.00 || $20,400 to $20,800___ .. 335.00
$1,400 to $1,600. B 7.50 || $10,800 to $11,200. 114. 00 20,800 to $21,200. - 347.00
$1,600 to $1,800__ 8.50 || $11,200 to $11,600._ 121. 00 || $21,200 to $21,600- - 359. 00
$1,800 to $2,000._ - 9.50 || $11,600 to $12,000. - 128. 00 21,600 to $22,000. - 371.00
$2,000 to $2,400__ 11. 00 || $12,000 to $12,400_.__ 136. 00 || $22,000 to $22,400__ 383. 00
$2,400 to $2,800. 13. 00 || $12,400 to $12,800. _ .. 143. 00 22,400 to $22,800_ - 395. 00
$2,800 to $3,200. 15. 00 (| $12,800 to $13,200. . 151. 00 || $22,800 to $23,200. 407. 00
$3,200 to $3,600- - 17.00 || $13,200 to $13,600-_ 159. 00 || $23,200 to $23,600- 419. 00
$3,600 to $4,000__ 19. 00 !| $13,600 to $14,000. - 167. 00 23,600 to $24,000- 431. 00
$4,000 to $4,400. _ 22. 00 | 3\14,000 to $14,400____ 175.00 || $24,000 to $24,400_ 443. 00
$4,400 to $4,800__ 26.00 || $14,400 to $14,800___ . 183. 00 || $24,400 to $24,800.- - 455. 00
$4,800 to $5,200. - 30.00 || $14,800 to $15,200. - .- 192. 00 | $24,800 to $25,200. - 468. 00
$5,200 to ,'5,600;, 34.00 | $15,200 to.$15,600__ _ . 201. 00 || $25,200 to $25,600. - 481. 00
$5,600 to $6,000. _ 38.00 | $15,600 to $16,000-. .. 210. 00 || $25,600 to $26,000- - 494. 00
$6,000 to $6,400__ 42.00 | $16,000 to $16,400__ __ 219.00 || $26,000 to $26,400. - 507. 00
$6,400 to $6,800_- 46.00 | $16,400 to $16,800____ ._ 229. 00 26,400 to $26,800.. 517.00
$6,800 to $7,200. 51.00 | $16,800 to $17,200____ 239.00 || | 26,800 to $27,200-. 525. 00
$7,200 to $7, 600 = 56.00 | $17,200 to $17,600__ __ 248.00 || $27,200 to $27,600- - 533. 00
$7,600 to $8,000.. .. | 61.00 | $17,600 to $18,000________ 259. 00 || $27,600 to $28,000 541. 00
I

_And on amounts of earned net income in excess of $28,000 (after deducting personal credits and exemp-
tions) there shall be allowed as a tax credit $541 plus 2 per cent of the amount of such excess, provided that
no earned net income shall be recognized in excess of $75,000.

1 Index column denotes earned net income less personal credits and exemptions.

As already stated, this method is elastic, and the relief given can be
fixed at any desired amount for any size of income. The figures in
the preceding table seem reasonable but were selected primarily for
the purpose of making a definite comparison with tests A and B.
This comparison follows:

|
| Present : ‘ .
s Relief by | . Reliel by
Net income 1 ﬁ;\gggle test A, 121 ngé%rrs’ Y | table of
I relief per cent ‘ constants
.3 1 T
$3,800.00 ... | ________ ‘ ........................
4, 000. 00 $1. 87 $7. 50 $1. 50 $2. 50
5, 000. 00 5.62 9.37 4. 50 7.50
7, 000. 00 13.12 13.12 10. 50 17. 00
10, 000. 00 33.75 37. 50 39. 00 46. 00
15, 000. 00 | 103.75 122. 50 133. 00 121. 00
20, 000. 00 206. 25 220. 00 225.00 229. 00
25, 000. 00 341.25 352. 50 345, 00 349. 00
30, 000. 00 496. 25 470. 00 446. 00 517. 00
40, 000. 00 | 496. 25 740. 00 607. 00 711. 00
50, 000. 00 496, 25 1, 080. 00 793. 50 911. 00
75, 000. 00 196. 25 2 112, 50 .1,161. 00 1,411. 00
100, 600. 00 496. 25 3, 000. 00 1,332. 00 1,411. 00
200, 000. 00 496. 25 6 250. 00 1, 377. 00 1,411.00
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It may be concluded from the above that by the use of this method
any degree of relief may be fixed. The specific relief given by the
particular set of constants used in this case follows test A on incomes
up to $40,000 and above that point gives considerable weight to the
living-expense test B.

On account of the flexibility of this method, it will be reserved for
further discussion in comparison with methods Nos. 3 and 5.

One objection to the method should be pointed out, which is that
the table of constants will require revision every time normal and
surtax rates are changed materially.

The effect of this method may be seen from Table 11, which follows:

TaBLE 11.—Study of earned income

[Basis: Married man with all earned income]

| |
} Per
' | cent Per
Net in- | Proposed| Fresent g:: 1]1[3- redue-| cent
come after | Present eaxl-ned tax ‘present | . tion | reduc-
Nelincome personal | earned comen without Present | Proposed ;[;ax by | in tax | tion in
e credits and | inco(;ne credit by earned tax tax I I;IO Y| by |tax by
exemp- | credit | | income I 3 | pres- ro-
tions table credit url)ggl(:gd ent plosed
| ‘ | meth- | method
\ \ od
|
S:;, 6(0)% 88 $§% gg $(1l '{; $0. .?g $1. 00 | $0. 13 25 331
3, 800. . 5 1,50 | 3.00 38 25 331
»t, g% 88 5008. 88 é ?Z 2.50 | 5.00 } .63 25 'Z'Zf/i
. 700. . 62 3.50 | 7.00 . 88 25 33)
4, 400. 00 900. 00 3.37 4. 50 | 9.00 | 1.13{ 25 331
4, 600. 00 1, 100. 00 4,12 5.50 | 11. 00 1.38 25 335
4, 800. 60 1, 300. 00 4.87 6. 50 13. 00 1.63 | 25 3313
5, 000. 00 1, 500. 00 5. 62 7.50 15,00 1 1.88| 25 3314
5, 200. 00 1, 700. 00 6. 37 8.50 | 17.00 . 2.13 25 3315
5, 400. 00 1, 900. 00 7.12 9. 50 19.00 ; 2.38 | 25 33
5, 700. 00 2, 200. 00 8.25 11. 00 “ 22.00 ¢ 2.76 | 25 338
6, 100. 00 2, 600. 00 9.75 13.00 | 26.00 | 3.25 | 25 335
6, 500. 00 3, 000. 00 11. 256 15. 00 | 30.00 | 3.75| 25 3315
6, 900. 00 3, 400. 00 12.75 17.00 | 34.00 ) 4.25 25 331
7, 300. 00 3, 800. 00 14. 25 19. 00 3%.00 4.75 | 25 3314
7.700. 00 4, 200. 00 16. 50 22.00 44, 00 ‘ 5.50 [ 26 3314
N, 100. 00 4,600.00 | 19.50 26.00 52.00 6.50 | 25 33}
8, 500. 00 5,000.00 | 22.50 30.00 60.00 ,  7.50 ) 25 33g
8§, 900. 00 5,400.00 | 25.50 34. 00 68. 00 8.50 | 25 334
9, 300. 00 5,800.00 | 28.50 38.00 76.00 9.50 [ 25 334
9, 700. 00 6,200.00 | 31.50 42.00 84. 00 10.50 | 25 338
18 égg gg g. 8(0)8 (0)8 ’;; ;5 46. 00 93. 00 11.25 | 25 33.1
10, 500. s 5 38.75 51, 00 104.00 | 12.25 | 25 32.9
10, 900. 00 7,400.00 | 42.75 56. 00 115. 00 ‘ 13.25 | 25 32.7
11, 300. 00 7,800.00 | 46.75 61. 00 126.00 | 14.25( 25 32.6
11, 700. 00 8,200.00 | 51.75 67. 00 140. 00 J 15.25 | 25 32.4
12, 100. 00 8, 600. 00 7.75 74. 00 157. 00 16. 25 25 32.0
12, 500. 00 9,000.00 | 63.75 S1.00 174. 00 17.25 |25 31.8
12, 900. 00 9,400.00 | 69.75 88. 00 191. 00 18.25 25 3.7
13, 300. 00 9,800.00 | 75.75 [ 95. 00 208. 00 19.25 [ 25 31. 4
13,700.00 | 10,200.00 | 81.75 | 101. 00 226,00 | 19.25 25 | 30.9
14, 100. 00 10,600.00 | 88.00 | 107.00 245. 00 19.00 [ 25 l 30.4
14, 500. 00 11,000.00 | 95.00 ‘ 114.00 266. 00 19.00 | 25 30.0
14,900. 00 | 11,400.00 | 102.00 121. 00 | 297.00 | 19.00 | 25 | 20.7
15, 300. 00 11,800.00 | 109.00 | 128.00 | . 308.00 19.00 { 25 29.4
135. 00 329. 00 19. 00 25 28.9
1‘;3. 88 1 350. 0000 19.75 [ 25 29.0
151. 374 19.75 { 25 88
159. 00 39%. 00 19.75 | 25 | 22. g
167.00 122,00 | 19.75 | 25 | 28.4
175. 00 416.00 1 19.75 | 25 ‘ 28.2
183. 00 471.00 19.50 [ 25 28.0
%8: gg 495.00 [ 19.50 ( 25 | 27.9
525. 00 19.50 | 25 | 27.7
210. 00 552,00 | 19.50 | 25 | 27.5
219. 00 579.00 19.50 | 25 27.4
229. 00 606.00 | 20.25 { 25 27.4
239. 00 636.00 | 20.25 | 25 27.3
248, 00 £67.00 1 20.25| 256 | 27.1
R. 259. 00 I 696.00 | 20.25 | 25 | 27.1
. 248. 269. 00 ‘ 726.00 | 20.25 | 25 ’ 27.0
22, 100. 00 lS 600 DO 259. 00 279. 00 [ 757.00 | 20.00 | 25 26.9
22, 500. 00 19, 000. 00 i 270.00 290. 90 1, 080. 00 790.00 | 20.00 | 25 J 26.9
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TaBLE 11.—Study of earned income—Continued

Per

cent Per
Net in- Pronoscl Present BEdl.lc' reduc-| cent

come after | Present ea;ned tax “02’ | “eion | redue-

S AT personal | earned | &0 without | Present | Proposed l;r eJ;n} in tax | tion in

b credits and | income |, SAHE | earned tax tax aX bY | "y | tax by
exemp- | credit | “$H OV | income pro- | pres- | pro-

tions credit potsle’ 4 ent | posed
| method meth- (method
od
£22,900.00 | $19, 400. 00 |$251. 00 $301.00 | $1, 124.00 $813. 00 $823.00 | $20.00 25 26. 8
23, 300. 00 19, 800. 00 | 292. 00 312.00 1, 168, 00 876. 00 856.00 | 20.00 | 25 26.7
23.700. 00 | 20, 200. 00 | 303. 00 323.00 1, 212. 00 909. 00 ] 889.00 { 20.00 [ 25 26.7
24, 100. 00 20, 600. 00 | 314.25 335. 00 1, 257. 00 | 922. 00 21.75 25 26.6
24, 500.00 | 21, 000.00 | 326.25 247.00 1, 305. 00 958.00 | 21.75 25 26. 6
24,900.00 | 21,400.00 | 338. 25 359. 00 1, 353. 00 994.00 § 20.75 25 26.5
25, 300. 00 ’ 21, 800. 00 | 350. 25 371.00 1, 401. 00 1,030.00 | 20.75 25 26. 5
25, 700. 00 22, 200. 00 | 362.25 3%3. 00 1, 449. 00 1, 066. 00 20. 75 25 26. 4
26, 100. 00 22, 600. 00 | 374.25 395. 00 1, 497. 00 1, 102. 00 20. 25 2 26. 4
26, 500. (X0 i 23, 000. 00 | 386. 25 407. 00 1, 545. 00 1,138.00 | 20.75 25 26. 3
26, 900. 00 | 23, 400. 00 | 398.25 419. 00 1, 593. 00 1, 174. 00 20,75 25 26.3
27, 300. 00 23, 800. 00 | 410.25 431, 00 1, 641. 00 1, 210. 00 20. 75 25 26.3
©7,700.00 | 24.200.00 | 422.25 443. 00 1, 689. 00 1,246.00 | 20.75 25 26. 2
28, 100. 00 ‘ 24, 600. 00 | 434. 50 455. 00 1, 738. 00 1,283.00 | 20.50 [ 25 26.2
28, 500. 00 | 25, 000.00 | 447.50 468. 00 1, 790. 00 | 1,322.00 | 20.50 | 25 26. 1
28, 900. 00 | 25, 400.00 | 460. 50 481. 00 1, 842,00 | 1,361.00 | 20.50 { 25 26. 1
29,300.00 | 25,800.00 | 473.50 494. 00 1, 894. 00 1,400.00 | 20.50 | 25 26. 1
29,700.00 | 26, 200.00 [ 486. 50 507. 00 1, 946. 00 ‘ 1,439.00 | 20.50 | 25 26.1
30,100.00 | 26, 600. 00 | 496. 25 517, 00 1, 998. 00 \ 1,481.00 | 20.75 24.81 25.9
30, 500. 00 | 27, 000. 00 | 496. 25 525.00 | 2, 050. 00 1,525.00 | 28.75 | 24.2 | 25.6
30,900. 00 | 27, 400. 00 | 496. 25 533.00 | 2,102.00 1,569.00 | 36.75 | 23.6 | 25.4
31,300.00 | 27,800.00 | 496.25 541.00 | 2,154.00 1,613.00 | 44.75 23.0 | 25.1
32, 000. 00 2%, 500. 00 | 496. 25 551. 00 2, 245, 00 1, 694. 00 54.75 22.1 24,1
35, 000. 00 31, 500. 00 | 496. 25 611. 00 2, 665. 00 2,054.00 | 114.75 18.7 22.9
40,000. 00 | 36, 500. 00 | 496. 25 711. 00 3, 405. 00 2, 694,00 | 214.75 14.6 2009
45, 000. 00 41, 500. 00 | 496. 25 S11. 00 4, 215. 00 3,404.00 | 314.75 118 19.2
50, 000. 00 | 46, 500. 00 | 496. 25 911.00 | 5, 085.00 ! 4,174.00 | 414.75 9.8 17.9
55,000.00 | 51,500.00 | 496.25 | 1,011.00 | 6, 015.00 ‘ 5,004.00 | 514.75 . 2 16.8
60, 000. 00 56, 500. 00 | 196.25 | 1,111.00 7, 005. 00 i 5,894.00 | 614.75 i:1 1519
65,000.00 | 61,500.00 | 496.25 | 1,211.00 | &,065.00 | | 6,854.00 | 714.75 6.2 15.0
70,000.00 | 66, 500. 00 | 496.25 | 1,311.00 | 9, 165.00 7,854.00 | 814.75 5.4 14.3
75,000.00 | 71, 500.00 | 496.25 | 1,411.00 | 10,315.00 ‘ 8§, 904. 00 | Y14.75 4.8 13.7
80, 000. 00 ‘ 76, 500. 00 | 496.25 | 1,411.00 | 11, 465. 00 10, 054. 00 | 914.75 4.3 12.3
90, 000. 00 | 86, 500. 00 | 496.25 | 1,411.00 | 13, 865. 00 1 12,454.00 | 914.75 3.6 10.2
100, 000. 00 | 96, 500. 00 | 496. 25 . 1,411.00 | 16, 265. 00 | 14,854, 00 | 914.75 3.0 8.7
110, 000. 00 | 106, 500. 00 | 496.25 | 1, 411,00 | 18, 765.00 | 18,268.75 | 17, 354. 00 | Y1175 2.6 7.5
120, 000. 00 | 116, 500. 00 | 496,25 | 1,411.00 | 21, 265. 00 | 20,768. 75 | 19,854.00 | 914.75 2.3 6.6
150. 000. 00 ‘ 146, 500. 00 | 496.25 | 1,411.00 | 28, 765. 00 | 28, 268. 75 | 27, 354.00 914,75 157 4.9
250, 000. 00 | 246, 500. 00 | 496. 25 | 1,411.00 | 53,765.00 | 53,268.75 | 52,354.00 | 914.75 .9 2.6
500, 000. 00 | 496, 500. 00 | 496.25 | 1,411.00 (116, 265. 00 |115, 768.75 |114,554.00 | 914.75 .4 1.2
1, 000, 000. 00 1 996, 500, 00 | 446,25 | 1,411.00 |211, 265. 00 |240, 768. 75 \239, 8§54.00 | 914.75 .2 0
i

13. CoMpPARISON OF THREE PREFERABLE METHODS AS TO ADEQUACY.

From the preceding discussion it is apparent that three methods
have been developed which are entitled to serious consideration in
respeet to the determination of earned income relief.

The adequacy of these methods can most readily be compared by
means of a chart showing the net tax by each of the three methods as
well as the tax by the present method.  The difference between these
taxes and the theoretical tax without an earned-income provision will
indicate the relief granted under each method.

It will be remembered that the three methods selected as preferable
were:

Method No. 3: 12% per cent deduction from net income.

Method No. 5: 33% per cent deduction from net income subject to
normal tax.

Table of constants method.

The tax resulting from these methods is shown by lines C, D, and
E, respectively, on Chart No. 2, which is shown facing this page.















REPORTS ON INTERNAL REVENUE TAXATION 39

A study of Chart 2 results in the following relative conclusions:

Method No. 3 (line C) gives slightly greatel relief than the present
method on net incomes up to $30,000 and very much greater relief
beyond that point. In relation to method No. 5, it gives less relief
on net incomes of less than $25,000 and more relief on incomes in
excess of that amount. In relation to the table of constants method,
it gives slightly less relief up to net incomes of $25,000 and more
relief in excess of that amount.

Method No. 5 (line D) gives greater relief on net incomes of all
sizes than the present method except on incomes from about $28,000
to $31,000 where the relief is very shightly less. In relation to method
No. 3, this method gives greater relief on incomes below $25,000 and
less relief on incomes above that amount. In relation to the table
of constants method, the same statement holds good.

Table of constants method (line E) gives greater relief than the
present method in all cases, but it approximates the relief given by
method No. 3 up to net incomes of $30,000 and beyond that point it
approximates the relief given by method No. 5.

In general it appears that any one of these three methods is reason-
ably adequate and that the choice will rest largely on practical con-
siderations, such as revenue requirements, liberality to the small
taxpayers, and simplicity.

14. RerFINEMENT oF METHODS TO MEET OTHER REQUIREMENTS.

Inasmuch as it is felt that any one of the methods may be selected
with propriety by the committee, 1t is necessary more carefully to
reﬁI;e and describe each method so that intelligent selection may be
made.

It 1s believed that each of these methods if actually used should be
limited and restricted as follows:

First, all amounts of income subject to the normal tax up to and
including $5,000 should be recognized and treated as earned whether
actlmllv earned or not.

Second, when the earned net income of a taxpayer exceeds $75,000
only $75, 000 should be recognized as earned net income.

With these refinements, the results of the application of each of
these methods in comparison with the result of the present method
may be seen from the following simple table:

Relief by
5 Re}ief by 3314 pler
resent 1216 per cent de- Relief by
Tet i earned cent de- duction
Net income | jnaome duction | from net cé;glél?{s
relief from net income
income subject to
normal tax
$3,500.00 |- oo ______ S o e
4, 000. 00 $1.87 $7. 50 $2.50 | $2. 50
5, 000. 00 5. 62 9.37 Vi | 7.50
7, 000. 00 13. 12 13.12 17. 50 17. 00
10, 000. 00 33.75 37.50 65. 00 46. 00
15, 000. 00 103.75 122. 50 185. 00 121. 00
20, 000. 00 206. 25 220. 00 275. 00 229.00
25, 000. 00 341.26 352. 50 358.33 349, 00
30, 000. 00 496, 25 470. 00 441.67 | 517.00
40, 000. 00 496, 256 740.00 608. 33 711. 00
50, 000. 00 496. 256 1, 080. 00 775.00 ‘ 911. 00
75, 000. 00 496. 25 2,112, 50 1, 191. 67 | 1,411,00
100, 000. 00 496. 25 2, 240. 00 1,191, 67 1, 411,00
200, 000. 00 496. 25 2,343.75 1, 191. 67 1, 411. 00
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From the above comparison it can be said in a general way that
from the theoretical point of view the 12} per cent method seems
preferable; that from the point of view of the small taxpayer the
33% per cent method seems best; and, finally, from a combined point
of view, that the table of constants method seems most desirable.

It should also be noted that if it is considered that the relief given
by the 12% per cent method is too large on net incomes of more “than
$50,000, thlS can be remedied by adopting a $50,000 linit instead
of the $75 5,000 limit. In this case the tax relief on an earned income
of $75,000 would ‘be $1,425 and on an earned income of $100,000,
$1,500.

15. TeEsT For COMPLEXITY.

It has been shown that one admittedly serious objection to the
present method is its complexity. It will now be necessary to test
the new methods in this respect.

The first method (the 12% per cent deduction) requires simply
one entry on the return and eliminates therefore 13 out of 14 items.
It is ideal as far as simplification is concerned.

The second method (the 33% per cent deduction for normal tax
purposes) will require at most not over 3 items, and also meets this
test, as it eliminates 11 items from the return.

The table of constants method eliminates the same 11 items from
the return and adds a table in the instructions.

It is evident, therefore, that all three methods meet the test for
the simplification of the earned income computation—the first method
being somewhat preferable on this point.

16. ProBaBLE Loss or REvENuE BY Prorosep MEeTHODS.

The next question which arises is a practical one, namely, what
will be the cost of each method to the Government?

While the answer to this question would appear simple, this is not
the case, on account of a lack of properly detailed statistics. A
preliminary estimate, however, is as follows as to the annual loss of
revenue that would be occasioned by the application of each method:

Method No. 3: 12% per cent, estimated loss________ $34, 000, 000
Method No. 5: 33% per cent, estimated loss________ 24,000, 000
Table of constants method: Estimated loss_________ 20, 000, 000

One important difference which affects the revenue should be noted
in regard to the first two methods in comparison with the table of
constants method. The first method, called method No. 3, from its
nature as a deduction from income, affects the higher surtax brackets.
For instance, a man with a $5,000 earned income and with invest-
ment income of $1,000,000 will get a relief of about $156 in tax on
account of his earned income of $5,000. On the other hand, a man
with a $5,000 salary and no other income will get a tax relief of only
$9.37. As far as equity is concerned, we believe this is a proper
result, because the man with a big income pays a 25 per cent rate
of ta\ while the man with the small income pays a rate of only 1%
per cent. In the case of method No. 2 a similar situation exists to
a lesser degree. In the example given the tax relief to the first man
would be $7.50 and to the second $25. However, the third method
suggested, the table of constants inethod, results in the earned income-
tax credit being the same in all cases where the earned net income is
the same. This is one reason for the lower cost of the last method.
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D. RECOMMENDATION

1t is respectfully recommended that the committee consider the
three methods proposed for the determination of the earned income
allowance in three respects:

First, as to which general method is preferable.

Second, as to the limit to be set for the recognition of earned
income.

Third, as to the increase of the present 20 per cent limit on busi-
ness profits in ascertaining the amount to be allowed as earned
income.

It is recommended further that this report be printed for public
examination and analysis, as provided for by section 1203 of the
revenue act of 1926, in order that the suggestions and comments of
the taxpaying public may be had on this question. This is deemed
the more important because of the fact that the majority of the
taxpayers are affected by the carned income allowance.

E. CoxcrLusioNn

In conelusion, it is proper to review the principal points which this
report has attempted to establish.

In the first place, differentiation between earned income and invest-
ment income appears justified.

In the second place, the present method of giving relief is inadequate
and complex.

In the third place, both inadequacy and complexity ean be remedied
by any one of three proposed methods.

In regard to these three methods, it should be said that the choice
will be largely a matter of judgment depending on the particular point
of view which is accepted as proper.

If the striet theoretical view 1s taken, it appears that the first method
selected, consisting of a deduction from net income of 12% per cent
of the earned net income for both normal and surtax purposes, will
probably most nearly meet the requirements.

If a practical viewpoint is taken with the thought that the small
taxpayer should receive the greater part of the relief and that the
loss of revenue should be limited, then, it is probable that the second
method allowing a deduetion of 3314 per cent of the earned net income
in excess of pomonnl exemptions {rom the net income for normal tax
purposes only, will be considered superior.

On the other hand, if it is desired to take a middle course where
the relief can be 10‘1(111\' fixed for each amount of carned income and
thus allow both theory and practical considerations to have due
weight, it is probable that the table of constants method will offer
the most adv antages.

In any event, it is concluded that the present method should be
abandoned as soon as possible on account of its complexity and that it
should not be extended by raising the present $30,000 limit on acecount
of the resulting excessive relief that would be granted on net incomes
above that amount.

Attention is drawn to the fact that in England the first method
suggested has been followed for a number of years, and recently the
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rate at which the deduction is allowed has been increased from 10 to
163 per cent. 1t is true that the maximum lhimit placed on earned
income 1s much lower than that placed on such income in this country.
In fact, their limit is $7,500 against our present limit of $30,000.
However, it 1s well known that the purchasing power of money is
much greater in England than in the United States and economic
conditions ave far different. It should also be remembered that in
Great Britain on the lower incomes up to $10,000 their taxes are about
fonrteen times as heavy asours.  On the other hand, their taxes on the
millionaire are about twice as heavy as our own.

It secms certain that adequate velief on earned income should be
given, especially to that class of taxpavers who now rveceive an
mconsequential reduetion in tax from this source. Individuals of
this class who have incomes of from $30,000 to $60,000 are probably
captains of industry, professional men, and business executives.
It would appear that when we consider the amount of tax-exempt
securities, the fact that dividends reeceived are not subject to the
normal tax, and the relief afforded in the case of capital gains, the
man with earned income s at a disadvantage in comparison with the
man living on his investment mecome. 1t is believed that any one of
the three methods suggested for consideration would result in much
deserved relief to the earned income elass as a whole, when the
requirements of the revenue permit of further earned income allow-
ances.

Respeetfully submitted.

L. H. PARKER,
Chief of Stajf.



AppENDIX [

Comparison of local and Federal taxes paid by individuals, 1927

Income class

Under $10,000. .__..._____
$10,000 to $25,000- -
$25,000 to $50,000. -
$50,000 to $100,000.
$100,000 to $150,000.
$150,000 to $300,000. -
$300,000 to $500,000.
$500,000 to $1,000,000.
Over $1,000,000

Total. ... ..________

Per cent
— et I Foderat i I’(;rt cenlt of total
Number of | Total loca ederal in- | o : , | of total | income
returns taxes come tax Total income | income from
|“‘“earned”’| ‘‘invest-
| ments '’
‘ t
3, 755, 650 | $6,00, 388,409 | $32, 416,729 | $12, 376, 657, 051 74.78 25, 22
252, 079 137,782,109 | 74, 225, 906 3, 748, 057, 507 53. 69 46. 31
60, 123 65, 339, 160 119, 175, 301 2,051, 770, 684 | 39.77 60. 23
22, 573 47, 647, 370 156, 674, 952 1, 535, 387, 374 | 31.07 68. 93
5,261 18, 597, 521 87, 397, 904 636, 018, 520 25. 80 74. 20
3,873 21, 598, 895 123, 775, 837 787, 270, 255 22,85 @ia10
1, 141 10, 276, 283 73,750, 177 431, 121, 727 19. 39 80. 61
5567 8,784,992 | 64, 265, 391 378, 166, 589 13.77 86.23
290 13, 014, 063 98, 657, 237 600, 640, 846 16. 26 83,74
4,101, 547 923, 428,802 | 830, 639, 434 | 26, 208, 560, 568 |.. .| . ____.
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