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Top Earners and the Great Compression: New Estimates Based on Tax Records

Abstract

This paper presents new estimates of wage inequality in the United States from 1918 to
1949. Building upon a new top-income methodology, we provide various definitions of
top wage groups that account for the sharp fluctuations in the employed population during
this period. The results confirm the decline in wage inequality during the Second World
War, primarily due to the relative stagnation of the top 1% group and a sharp increase at
the bottom. However, the underperformance of top wage earners was driven by a
significant compositional shift that resulted from an unprecedented rise in the corporate
tax. This change prompted a shift in business preferences regarding their legal status,
fostering a surge in partnerships during the 1940s. Consequently, a significant number of
workers transitioned from salaried positions to self-employment, which amplified the

compression observed in the wage distribution.
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1. Introduction

Wage inequality in the United States declined substantially in the years surrounding the
Second World War (Goldin and Margo 1992). This phenomenon stands out as a primary
catalyst in the broader process of reducing income inequality (Lindert and Williamson
2016, 194). However, important questions about the causes and tempo of the Great
Compression remain. The first question involves the causes of this phenomenon,
especially whether it was driven by a large rise in wages at the bottom of the distribution
or by a relative (or absolute) underperformance of the top. The seminal paper by Goldin
and Margo (1992) credited both forces, as it highlighted the surge in the demand for
unskilled labor and a reduction in the college premium due to the expansion of education.
However, more factors seem to be relevant for explaining the growing fortunes of the
lowest-paid workers, as reflected by the decline in the racial wage gap (Maloney 1994;

Bailey and Collins 2006) or the impact of union density (Collins and Niemesh 2019).

Scholars who highlight the declining fortunes of the highest-paid employees present a
different perspective that is mostly tied to the effects of institutions and regulations.
Piketty and Saez (2003), Frydman and Saks (2010) and Frydman and Molloy (2012)
provide evidence of the relative decline in corporate executive pay during the Second
World War. However, each set of authors has a different argument: the first highlights
the control over executive pay imposed by the National War Labor Board, while the
others insist on the indirect effect of unionization and the decreased compensation of
executives from the largest corporations. Philippon and Reshef (2012) studied a different
group—workers in the financial industry—and found a decrease in the wage premium
from the 1930s onward because of the growing regulation of this sector and a reduction

in risk-taking activities.



Furthermore, scholars have varying perspectives on the timing of the decline in wage
inequality. Although everyone agrees that the Second World War caused a levelling in
pay, not everyone necessarily attributes such a key role to the war experience. Some
scholars insist that several secular forces were already present during the interwar period,
pushing inequality toward lower levels. Goldin and Katz (2010) and, more recently,
Autor, Goldin, and Katz (2020), argue that a potential decrease in wage inequality might
have occurred between 1900 and 1920, primarily because the premium paid to white-
collar workers was reduced. However, other studies that focus on specific events, such as
the Great Depression, find opposite trends, with wage inequality growing due to the
unequal effect of unemployment and wage rigidity (Hanes 2000, 1433). Unfortunately,
the literature on education and skill premia and that related to business and monetary

cycles have hardly interacted.

As a contribution to this field, this paper provides new estimates on wage inequality in
the United States for this period. The main objective is to clarify whether the Great
Compression led to a decline—in absolute or relative levels—among top earners
(typically, defined as those within the top 1% of the wage distribution) and for which
reasons. This research is carried out by focusing on a broader timeframe (1918-49) and
refining the precision of previous estimates (Piketty and Saez 2003, 2007). Piketty and
Saez provided a first set of estimates on the wages earned by workers at the top from 1927
onward based on income tax statistics. In this paper, we follow a similar approach, refine
the estimates for the top percentiles, making them consistent with other sources and
extending the results to preceding years. Additionally, we provide a better calibration for
the impact of sudden employment shocks, such as those experienced during the Great

Depression and Second World War, on top wage metrics. The results confirm that an



accurate perspective of wage inequality cannot be obtained without correctly capturing

the top of the distribution.

The second major contribution of this paper is to have a better understanding on the
factors defining the number, profile, and relative compensation of top earners. By
reconciling the results obtained from tax records with the population census and other
administrative data, we narrow the gap between the top incomes literature and the studies
on inequality based on occupations and specific industries (Gémez Ledn and De Jong
2019; Lindert and Williamson 1983; Milanovic, Lindert, and Williamson 2011; Modalsli
2015). This enables us to conduct an in-depth analysis of the crucial roles played by
managers, professionals, and the self-employed at the very top of the distribution.
Notably, a key aspect often overlooked by economic historians, despite its growing
importance in present day times, is the shift in business preferences regarding their legal
status. Firms could move between being a corporation or a partnership, and this transition
facilitated the movement between wage and self-employment, thereby affecting the wage

distribution.

The results of this paper confirm that wage inequality was high in the 1920s and 1930s,
with no evidence of being in a secular decline. Later, during the Second World War, real
wage growth among the top 1% stagnated, contributing significantly to the Great
Compression. However, this abrupt shock is more complex than usually thought. The
compensation of highly paid occupations lagged behind the overall wage growth of the
economy while the legal form of businesses experienced an unprecedented shift due to
the substantial rise in the corporate tax rate that began in 1938. A general preference for
the creation of partnerships and a relative decline in the number of corporations altered

the employment status of highly paid workers from salaried to self-employed, thereby



exacerbating the decrease in wage inequality. This paper does not contest the significance
of the Great Compression but emphasizes that most of this phenomenon stemmed from a
substantial upsurge in wages at the lower end of the distribution, whereas the situation at
the top exhibited greater complexity. The traditional top wage metric shows that top
earnings declined in real terms. However, considering the expansion of the employed
population and the transition to self-employment, the top 1% experienced more
substantial growth in their earnings. This has resulted in an overestimation of the decline
in inequality during the 1940s by approximately 30%. Furthermore, this perspective
highlights that the economic boom of the 1940s primarily favored low-wage earners,
although eventually, every cohort of workers experienced a rise in real earnings owing to

advancements in productivity.

The remainder of the paper is organized as follows. The methodology and data sources
are presented in Section 2, which addresses the process of deriving wage estimates from
income tax tabulations. Moreover, we explain how these figures can be reconciled with
other sources, such as the national census and surveys. Section 3 presents the main results,
followed in Section 4 by a specific discussion on top corporate managers and the effect
of the upsurge in self-employed high-earners. Finally, Section 5 provides a brief

conclusion.

2. Data and methods

Wage inequality has been a subject of substantial research in U.S. economic history.
However, from a methodological standpoint, a noticeable disparity exists between studies
conducted before and after 1940. This difference can mostly be explained by information
on wages and education being recorded in the 1940 national census for the first time,
which augmented the traditional variables on age, gender, occupation, and industry. In
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previous periods, information was more limited, so scholars had to rely primarily on
census employment figures supplemented by separate records on pay for representative
occupations from various sources, such as state-level census records and business

SUrveys.

Alternatively, this paper contends that starting from 1918 tax records offer a consistent
means to compute wages in the upper part of the distribution and derive metrics on wage
inequality. However, to achieve this goal, several adjustments to the information provided
in personal income tax statistics are needed, as elaborated in the following section. These
improvements follow the path of a growing number of studies that have revised the first
estimates provided almost two decades ago (Jaworski and Niemesh 2018; Geloso and
Magness 2020; Fisher-Post 2020; Geloso et al. 2022; Auten and Splinter 2023).
Following these adjustments, estimates derived from tax records can be harmonized with
1940-50 census records and other nationwide administrative data. This alignment results

in a more comprehensive understanding of top earners during this period.

2.1 Top wage shares

This paper takes the literature on top incomes, which was pioneered by Kuznets (1953)
and further developed by other scholars (A. B. Atkinson and Harrison 1978; Piketty
2001), as a starting point. This method focuses on measuring the upper tail of the
distribution, most commonly through tax records, while the bottom is estimated as the
residual from predefined population and income denominators. The same approach can
be applied to wage inequality. The share of the top X percent is obtained by dividing the

cumulative wages above the corresponding threshold, as shown in Equation 1.

?:nx/loowxi (l)

Wage share of top x% = 2 -
Zi:lwi



where wi; is the wage of individual i, x is the selected percentile, and wyi is the wage of
individuals who are above the threshold. This exercise is usually performed by employing
Pareto interpolation techniques; in this paper, these are carried out by incorporating the
generalized Pareto curves by Blanchet, Fournier, and Piketty (2022). The employed
population and income denominators are defined according to the U.S. National Income
and Product Accounts (NIPA) from 1929 onward and prior to that date by using the series
of Piketty and Saez (2007, 210) built from the national accounts of Kuznets (Kuznets

1954).

Table 1. Cross-tabulation of Income Tax Returns Reporting Wages, 1936

Income Number Returns
brackets of with
(net returns | wages Wage brackets (C)
income) (A) B)
All ‘ 1 ‘ 1.000 ‘ 2.000 ‘ 3.000 ‘ 4.000 ‘ 5.000 I 10,000 I 15,000 I 25,000 I 50,000 | 100,000
1| 277803
1,000 | 5 111,789
2,000 hot Not available
! 1,317,752 | available
3.000 | 759 755
4000 | 599,389
5000 | .0 086 | 287378 | 100% | 5% 4% 5% 6% 9% | 66% | 4% 0% 0% 0% 0%
10000 | 1ocoo | gavan | 100% | 6% 2% % | 4% | 4% | 28% | 44% | 6% 0% 0% 0%
15000 | 20 00| 4pasg | 100% | 7% 4% 3% 3% 3% | 18% | 23% | 36% | 3% 0% 0%
25000 | 10| 9gau0 | 100% | 8% 4% 3% 3% 2% | 13% | 13% | 25% | 28% | 1% 0%
50,000 | oo | o00 | 100% | 10% | 3% 3% 2% 2% | 10% | 10% | 17% | 26% | 17% | 1%
100,000 4719|2707 |100% | 14% | 5% 3% 2% 2% 7% 7% | 12% | 20% | 18% | 11%

Source: SOI (1936).

Our estimates on top wage groups primarily rely on the data extracted from personal
income tax records. This task is especially daunting given the absence of microdata,
which only became available in the U.S. in the early 1960s. Thus, we depend on
tabulations and interpolation techniques. Piketty and Saez (2003) provided these

estimates from 1927 onward using the available information in the Statistics of Income



(SOI). Table 1 presents a summarized version of the original tabulated data, which shows
the extreme details on the number of wage earners and their distribution among those
with more than $5,000 in net income (i.e., roughly speaking, those within the top 1%).
For all other returns, information is much more limited; therefore, Piketty and Saez had
to estimate the wage distribution based on some assumptions about the number of earners
(i.e., Column B in Table 1) and the relative distribution of wages within each bracket

(Column C).

We start by revising and extending these estimates. Our amendments, which are inspired
by the largely forgotten contribution of official authorities after the Second World War
(Office of Business Economics, 1953), have four basic objectives. First, we improve the
imputation method for the distribution of wages that fit below the top 1% of earners.
Second, we extend the estimates to 1918 based on the close relationship that can be
observed between the relative number of wage earners (per income bracket) and the
variance in wages. Third, we move from the traditional unit of measurement (tax units)
that was used by Piketty and Saez to another—individuals—that seems to be more correct
conceptually. Finally, we include the sources of wage income that were exempted from

the federal income tax, most notably, the earnings of local and state employees until 1938.

The precise details of this new estimation method are sufficiently complex and are
explained further in another more technical paper, with comprehensive details provided
in the accompanying appendix. The main insights can be summarized as follows. The
first step involves computing the number of wage earners per income bracket using
reports published by tax authorities in the 1930s and 1940s that provide more information
than standard SOI reports. Furthermore, we estimate the distribution of wages from net

income tabulations by using a procedure that we have named the Constant Lorenz Curve



Transformation. This method starts with the net income distribution and makes separate
estimates on the wage distribution for persons fitting in each bracket by keeping constant
the observed Lorenz curves for a closely related variable (i.e., total income) in one year
(1936) with more detailed information. Then, we use these Lorenz curves as transition
matrices for the years that have an unknown distribution (Liebenberg and Kaitz 1951).
This method helps us prevent the assumption of identical rankings between wage and net
income distributions, as in Piketty and Saez (2003). In the third step, we individualize
wages in joint returns by using the information derived from the 1940 census. Finally,
following the revision of Geloso et al. (2022), we include the sources of wage income
that were exempted from the federal income tax by imputing the number of local

employees and their respective wages above the tax threshold.

In this paper, we focus on the top 1% (above the 99th percentile) and the next 4% (from
the 95th to 99th percentile) of wage earners. Both groups are well covered in income tax
statistics since they almost always fit above the minimum filing threshold. We refrain
from extending results beyond these percentiles (for example, up to the top 10%), as this
would entail projecting estimates toward a group of workers that is not observed in the
original source prior to 1939. The bottom 95% of the wage share is computed as a
residual. We also restricted our analysis to 1947 due to a substantial tax reform in the
subsequent year, which notably increased the number of joint returns and complicates the
task of accruing wages within couples. Overall, as we illustrate in the Appendix, the
combined research provides a more accurate perspective on the evolution of the top wage

distribution during this period relative to the series elaborated by Piketty and Saez.



2.2 Top wage groups and occupations

The IPUMS sample can be used to compare the results derived from the personal income
tax tabulations with the national censuses. Table 2 presents the estimates for the 95th to
99th percentiles in 1939 using both statistical sources. This comparison initially serves as
a robustness check to evaluate the representativeness of the previously obtained series.
Remarkably, our methodology reveals closely aligned percentiles, albeit with tax records
slightly higher than those in the census. These disparities can be traced to the rounding
effect evident in self-reported data within census records. For instance, this is illustrated
by the most substantial disparity observed in the 97th percentile, which is $99 lower in
census records due to rounding effects at a $3,000 yearly wage threshold. Nonetheless,
the two key percentiles of interest are almost identical, with the 95th percentile displaying

a discrepancy of $4 and the 99th percentile having a difference of $27.

Table 2. Estimated percentiles 95 to 99 through the SOl and census data, 1939.
Figures in current dollars

Percentile SOl Census
95 2,504 2,500
96 2,809 2,750
97 3,099 3,000
98 3,611 3,600
99 5,027 4,992

Source: SOI, IPUMS

Since both sets of records are highly comparable, we propose using them in a combined
manner. This approach surpasses the typical analysis conducted solely through tax
statistics, which, lacking socioeconomic profiles of taxpayers, restrains a comprehensive
examination of top-earning groups. Census records precisely furnish this vital
information, including details such as age, gender, race, occupation, and worker industry.

On the other hand, by integrating the income tax data, we overcome the limitations of
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previous studies that only used census records and had to confront the challenges of using

top-coded data.

Nevertheless, the census provides data only on a decennial basis, limiting our
understanding of the evolving profile of top earners, particularly within the remarkably
volatile context of this period. To offer a more comprehensive and dynamic analysis, we
concentrate on two key groups among high-paid workers for whom there are comparable
records in terms of employment and compensation at the national level: corporate officers
and top-earning proprietors. These distinctive groups provide unparalleled insights into
the profile of the top 1% of the wage distribution. Corporate officers constitute the
occupational group that is most significantly overrepresented at the top, and top-earning
proprietors, although not formally classified as wage earners in conceptual terms, closely

correspond to the group of workers associated with the top 1%.

Corporate officers, as defined herein, refer to individuals occupying the most senior
managerial roles within corporations, including positions such as chairperson, president,
treasurer, and other executive officers. Their compensation, both at the national level and
in relation to their respective company's balance sheet size, is documented within
corporate tax statistics. By amalgamating these data with regulatory filings of listed
corporations, which are available from 1934 onward, one can accurately compute the
actual count of officers and estimate the distribution of earnings among them. In
performing these estimations, we have benefited substantially from the recent
contribution of Kwon, Ma, and Zimmermann (2023), who gathered all the available
information from corporate tax statistics, and from the Survey of American Listed

Corporations (SALC), which is a unique dataset of the Securities and Exchange
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Commission (1940) that includes information on corporate pay for almost 1,000

corporations. Further details on these estimates are provided in the Appendix.

In the case of proprietors, data on their employment and compensation by industry are
readily available from the NIPA. Educational levels and other sociodemographic
variables are reported in the 1940 and 1950 national censuses. The critical piece of
information is an estimation of the income distribution of proprietors across major
industries; in this calculation, we benefit from the detailed tabulations on sole
proprietorships (which usually appear in SOI every two years) together with data on
partnerships (with full data in separate statistics for 1939 and 1953 and more limited
information in SOI for the years in between). More comprehensive details are available

in the Appendix for interested readers.

3. Top groups: Shares and average wages

Our analysis starts with the examination of the wage shares (Figures 1A, 1B and 1C) to
uncover the main trends in inequality. The shares evolved during the interwar period
(1918-39) within some close bounds, as illustrated by the fact that the top 1% wage share
was between 8% and 10% of the total, and the next 4% ranged between 10% and 12%.
Overall, these are relatively high levels compared to those in other countries in which top
wage shares have been estimated (Piketty 2001; Moriguchi and Saez 2008; Atkinson and
Voitchovsky 2011), although not as extreme as those observed in the United States since

the 1990s.
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Figure 1. Wage Shares for the Top 1%, Next 4% and Bottom 95%

Figure 1A. Top 1% Figure 1B. Next 4%
11% 14%
10% 13%
9% 12%
8% 11%
7% 10%
6% 9%
5% 8%
4% 7%
1918 1921 1924 1927 1930 1933 1936 1939 1942 1945 1918 1921 1924 1927 1930 1933 1936 1939 1942 1945
86% Figure 1C. Bottom 95%
85%
84%
83%
82%
81%
80%
79%
78%

1918 1921 1924 1927 1930 1933 1936 1939 1942 1945

Sources: SOI.
Note: The wage shares of the top 1, next 4 and bottom 95% correspond, respectively, to groups between p99-100. p95-99, p0-95.



The top 1% wage share increased considerably in the 1920s (especially in the years 1924-
8), which was reversed at the start of the Great Depression (1929-33). The next 4% group
hardly increased its share during the 1920s boom, as it hovered at approximately 11% of
the wage bill. Then, in the first years of the 1930s, the next 4% group experienced a very
significant increase that was partly reversed in the second half of the decade. By
construction, the bottom 95% commanded a dwindling share of wages from the early
1920s to 1933 and later stagnated during the rest of the Depression. The three series
unequivocally show that, by far, the largest shock occurred during the Second World War.
In this relatively short time, the top 1% share declined by almost 2 percentage points and
stabilized at a permanently lower level. The next 4% group also experienced a decline,
though with a weaker permanent effect, and by 1946-7, its share was roughly at the same
level as that in the mid-1920s. Finally, the bottom 95% undoubtedly benefited the most

from the war years.

Wage shares, in either definition, reveal more about the relative evolution of each group
than about their absolute performance. To illustrate the evolution of earnings in relation
to the business cycle, we calculate real average wages using two definitions: standard and
fixed-group. While the first definition is based on the percentiles resulting from the
number of employed workers in each year, for the fixed-group share, a permanent number
of individuals is selected, and their respective average wage is computed (Krolage et al.,
2022). Implicitly, this metric works under the assumption that sudden changes in
employment fall entirely on the left tail of the distribution. In this paper, the fixed groups
of the top 1% and next 4% are constructed relative to the employed population in 1939
(39.6 million wage and salary workers). This is a good reference point and of a similar
order of magnitude to that of 1929 (37.7 million employees), roughly speaking, the

maximum employed population of the interwar period.
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Figure 2. Average Real Wages for the Top 1%, Next 4% and Bottom 95% Percentiles (1929=100).

Figure 2A. Top 1% Figure 2B. Next 4%
200 200
180 180
160 160

140 140
120 R o
100

80

60 60
40 40
1918 1921 1924 1927 1930 1933 1936 1939 1942 1945 1918 1921 1924 1927 1930 1933 1936 1939 1942 1945
—0— Top 1% standard = O = Top % FG —@— Next 4% standard = O = Next 4% FG

Figure 2C. Bottom 95%
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40
1918 1921 1924 1927 1930 1933 1936 1939 1942 1945

—@— Bottom 95 wage earners

= O = Bottom 95 wage earners + unemployed

Sources: SOI.

Notes: The fixed-group (FG) shares have been constructed relative to the employed population of 1939. By definition, this metric is equal
to the standard share in this year. The average wage for the bottom 95% of the wage-earning population cannot be calculated through the
fixed-group definition. Instead, we proxy its evolution by adding the number of unemployed individuals to the bottom 95% of the wage-
earning population in each year.

Figures 2A and 2B display the mean real wages for the top wage groups and provide some

relevant conclusions. First, in both cases, the difference between the average earnings in

15



the standard and fixed-group measures is especially relevant in critical junctures, such as
the Second World War or the Great Depression. In the average wage derived through the
standard shares, the actual wage growth of top earners in periods of net job creation is
typically underestimated. The opposite happens in periods of job destruction. In contrast,

the fixed-group share provides an upper bound in these periods.

Studying the real wages of the top 1% of earners is especially relevant, as their real
earnings were significantly more volatile than those of the next 4% group, which enjoyed
a much stronger downward rigidity. The real wages of the top 1% increased substantially
in the 1920s (growing roughly by 30% in the fixed-group definition) and then stagnated
for the following two decades. The two shocks in the Great Depression and the Second
World War are probably not as surprising, although a comparison of the two definitions
reveals a more complete perspective on the factors at play. From 1929 to 1933, the real
earnings of the top 1% group declined substantially (by 13% in the standard definition or
by 20% in the fixed group), thereby making the Great Depression the biggest negative
shock in earnings, both in terms of depth and persistence. In the war years, the difference
between the two metrics is also quite pronounced. Between 1939 and 1947, the real
earnings of the top 1% declined by 5% according to the standard metric, while in the
fixed-group definition, real earnings grew by 5%. Thus, the Second World War was not
such a negative shock for top earners, but the difference lies in the radically different

economic context, as shown by the performance of other groups.

Trends in the real earnings of the next 4% are substantially different. Overall, under both
scenarios, this group of workers shows better relative performance at times of economic
crisis, such as in the 1920-1 recession, and even more significantly, at the start of the

Great Depression (1929-33). In fact, in the fixed group definition, real salaries hardly
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decreased, indicating that this group was particularly isolated in terms of wage cuts at
times of crisis. Again, the growth in earnings in the fixed group gauge was greater than
that in the standard one, especially during the years from 1939 to 1943. This evidence
elucidates that the war-induced boom did not particularly benefit this group and that their

wages underperformed the broader economy.

For the bottom 95%, one cannot construct a fixed-population measure; however, a
relatively good proxy is to compute a mean wage by dividing the aggregate compensation
among wage earners and unemployed persons. The logic behind this exercise is that a
substantial part of the adjustment of the bottom takes place through redundancies, and the
average wage that results from counting the unemployed better reflects the actual earnings
of the potentially working population. This metric may also better reflect a situation with
a significant reduction in working hours and an increase in part-time employment, which
was characteristic of the Great Depression (Bernanke 1986). Most likely, workers were
entering and exiting the labor market more fluidly in this scenario (Hatton and Thomas

2010, 476).

Figure 2C depicts the real earnings in these two scenarios. The difference between them
is not relevant to identifying the absence of significant growth in earnings during the
Roaring Twenties (1924-9), but it helps to better understand the enormous decline of the
Great Depression. Real wages experienced a decline of 30% based on the standard
definition, while accounting for unemployment resulted in an approximate 50% decrease.
The substantial disparity between the two figures underscores the significance of
unemployment's influence on labor market adjustments during the crisis. These declines
marked the most significant losses for any group and were not reversed until the United

States entered the Second World War in 1941. Finally, it is crucial to note the remarkable
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recovery observed toward the period's conclusion, with earnings soaring by more than

50%.

In summary, both standard and alternative measures confirm the overall decrease in wage
inequality during this period. However, this trend was far from steady. The Roaring
Twenties increased inequality, especially due to the greater increase in the wages of the
top 1% and the stagnancy of the bottom. Afterward, the top group suffered from large
losses during the Great Depression, but the impact of rising unemployment and the
downward rigidity of the wages of the next 4% group prevented a reduction in wage
inequality. The decisive turning point happened when the U.S. entered the Second World
War. Real wages at the top stagnated, and the gains of the bottom 95% significantly
outperformed the rest. This analysis confirms that while the Great Depression caused

relevant changes, the war completely transformed wage inequality in the U.S.

4. Understanding the decline in top wages (1939-1949)

4.1 Industry and occupational classifications

To date, top earners have been categorized only by their wage level, but a deeper
understanding can be established based on the 1940 and 1950 censuses. Table 3 shows
personal characteristics (gender and race), education, industries, and occupations for the
groups of interest (all wage earners, the next 4%, and the top 1%). As expected, top wage
groups were overwhelmingly composed of white males with higher educational levels
even if, as the literature has already highlighted (Goldin and Katz 2010), the college gap
decreased over time. In 1940, only 12% of employees had at least one year of college,
while among the top 1%, this share was more than 50%. Ten years later, the difference in
schooling had declined to approximately two years, as the very top did not experience an

increase in the share of graduates.
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Table 3. Socioeconomic Characteristics of Wage Earners, 1939 and 1949

Group Variables All wage earners Next 4% Top 1%

1939 1949 1939 1949 1939 1949

Male 2% 67% 93% 95% 97% 94%

Demographic

Race, white 90% 89% 99% 99% 100% 99%

Years schooling 9.1 9.8 11.5 11.9 12.9 12.9

Education

College (% with) 12% 15% 35% 37% 51% 52%

Professionals 7% 7% 21% 21% 22% 19%

Managers and officials 5% 5% 25% 22% 51% 46%

Occupation

Clerical 12% 12% 11% 6% 6% 4%

Sales workers 7% 6% 13% 11% 13% 15%

Manufacturing 27% 26% 27% 32% 32% 32%

Transport 8% 8% 15% 10% % 6%

Trade 15% 16% 15% 17% 17% 26%

Industry Finance 3% 3% 8% 5% 14% 8%
Professional services 7% 7% 12% 8% 11% 7%

Public sector 5% 6% 10% 8% 6% 5%

Other 36% 34% 13% 20% 14% 16%

Source: IPUMS, 1940 and 1950 censuses.

The classification through industries does not show such a large difference, as all major
activities were represented across the wage distribution. The next 4% group stands out
for being overrepresented in the public sector and transportation, while the top 1% of
earners are above average in finance, professional services, and manufacturing sectors.
As noted in previous studies (Philippon and Reshef 2012), finance declined significantly
in importance in both top groups, and trade became more important. The occupational
structure highlights a defining cleavage between groups that transformed slowly between
the two dates. White-collar workers (professionals, managers, salespeople, and clerical
workers) constituted the core of the top 1% and the next 4% groups, but these groups
exhibited some subtle differences. In 1939, approximately 22% of the top 1% and next
4% held professional occupations, and a similar trend occurred with sales posts
(approximately 13%). Thus, the major difference lies in the relative weight of clerical

workers, on the one hand, and managers, on the other. The first were more important in
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the next 4% group but were almost residual at the very top. In the top percentile, managers
and officials were the predominant group — constituting approximately half of the total —
and within this group, jobs were mostly performed by those that the census ascribed as
being “managers, officials, and proprietors, not elsewhere classified”, which included
most corporate officers and executives, as opposed to those who had well-described
occupations (i.e., public officials, inspectors, store managers, etc.). Interestingly, both

clerical and managerial jobs declined in importance at the top between 1940 and 1950.

Given that top wage groups had such a well-differentiated occupational mix, it is useful
to examine previous population censuses to observe how shifts in employment may have
impacted the performance of top earners. Table 4 summarizes the occupational structure
in the U.S. economy from 1920 to 1950, differentiating between white-collar employment
categories and separating between the headline number (all persons gainfully employed)
and those working for wages. In the first instance, it is better to focus on this last group,

as it is the target population of this paper.

The results reveal a very substantial increase in the number of clerical workers, whose
ranks increased in every single period. Trends among managers and professionals are
different: the 1920s witnessed the largest growth in their relative numbers, which was
then followed by a stagnating job market for these occupations in the 1930s and a renewed
increase throughout the 1940s. Goldin and Katz (2010) have argued that white-collar
workers were still, at the beginning of the 20th century, a “noncompeting group” who
earned higher wages due to the reduced supply of skilled workers. The enormous
expansion in higher education and the substantial increase in their ranks from the 1910s
onward led to the demise of this special condition. This argument is indeed an accurate

description of clerical workers, but it does not seem to apply as clearly to managers and
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professionals, at least in terms of timing and causes. Simply put, these groups faced

different job markets. Their numbers did not increase as rapidly, and the factors that

defined entry into these occupations were affected not only by educational criteria but

also by other features, such as tenure (clerical posts could be accessed by workers starting

a career, while managerial posts were almost always reserved for more experienced

workers), or by formal barriers such as certification (as in the numerous professions that

established bar exams). There is a third factor that is often forgotten. Table 4 shows that

a significant portion of the managers and professionals were self-employed. In contrast,

clerical workers and, to a great extent, sales workers primarily consisted of wage

employees.
Table 4. Occupational Structure in the U.S., 1920-1950.
Panel A: All labor force (in thousands)
. Managers Managers, Clerical
Professional, . ! Management, officials, and Sales
Year  Total Technical Officials, and main occupations roprietors and workers Other
Proprietors P prop Kindred
(ne.c)
1920 40,032 2,237 2,671 390 2,281 3,235 1,979 29,910
1930 47,477 3,269 3,554 463 3,091 4,195 3,134 33,326
1940 51,435 3,518 3,862 618 3,245 5,216 3,192 35,647
1950 61,056 5,194 5,221 725 4,496 7,410 4,156 39,075
Panel B: Wage earners (in thousands)
. Managers, Management, M_a_nagers, Clerical
Professional, g . officials, and Sales
Year Total . Officials, and main . and Other
Technical : . proprietors . workers
Proprietors occupations Kindred
(ne,c,)
1920 29,290 1,697 1,052 330 722 3,196 1,700 21,646
1930 37,283 2,674 1,670 413 1,257 4,163 2,853 25,922
1940 41,421 2,881 1,749 558 1,191 5,170 2,936 28,686
1950 51,105 4,496 2,562 662 1,900 7,327 3,713 33,007
Panel C: Share of wage earners, per occupation and census year
. Managers, Management, M'a'nagers, Clerical
Professional, o : officials, and Sales
Year Total - Officials, and main . and Other
Technical . . proprietors . workers
Proprietors occupations Kindred
(ne,c,)
1920 73% 76% 39% 85% 32% 99% 86% 72%
1930 79% 82% 47% 89% 41% 99% 91% 78%
1940 81% 82% 45% 90% 37% 99% 92% 80%
1950 84% 87% 49% 91% 42% 99% 89% 84%

Source: IPUMS.

Notes: Occupational and employment status data derived from the 1% IPUMS samples, with individual weights applied (Ruggles, Steven
et al. 2021). They encompass individuals aged 15 years and older who are part of the labor force. Occupational status refers to the
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individual's occupation during the census year (specifically, at the last week of March), classified according to the 1950 occupational
classification system. Employment status distinguishes between wage or salary earners and all other workers.

In the remainder of this paper, we explore this important dimension, namely, how the
shift in the legal form of businesses affected the number of top-paid workers and the wage
distribution. The main argument is that for many managers and professionals, there was
a fluid frontier between serving as an employee for a corporation or being a proprietor.
This potential shift most obviously impacted the people who could fit in the top wage
groups and created a compositional effect. Moreover, this change affected not only
relative earnings for the most obvious reasons (entry and exit effects) but also the stock
of skills; thus, their returns could vary in both types of firms. Factors such as taxation or
regulations would increasingly influence this decision. To conduct this analysis, in the
next section, we begin examining the number and pay of corporate managers throughout
this period, given their significance within the top 1% share and their potential transition
into partnerships. Thereafter, we focus on the upsurge of proprietors during the Second

World War, its causes, and its impact on top wage metrics.

4.2 Top corporate managers

To understand the market for corporate managers, corporate tax statistics provide the most
comprehensive perspective on the number of active corporations (Figure 3). The trends
are very similar to those for the number of managers according to the census, even if the
number of managers grew more rapidly due to the increase in the average size of
corporations. These series show that there was rapid growth in the employment
opportunities of managers during the 1920s, followed by a stagnant market in the 1930s.
The most surprising change happened throughout the 1940s, when the number of
corporations initially experienced a significant contraction until the post-WW2 boom
drove this figure upward again. The explanation for this change most likely lies in the

transformation of a considerable number of small corporations into partnerships so that
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shareholders could avoid the increase in the corporate tax. These two additional variables
have also been included in Figure 3. The average effective corporate tax rate, which had
stood at 13% in 1938, more than tripled to 55% by 1943. This shift is a critical factor that
has been understudied to date, as it highlights that the number of corporate executive posts
was heavily influenced by the decision of businesses to move from one legal status to

another.

Figure 3. Number of Corporations and Partnerships Average Effective Corporate Tax Rate (in percentage), 1920-1947
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The other metric of interest—compensation of officers—is presented in Figure 4 as the
average pay per corporation and per officer. Additionally, from 1931 onward, it is
possible to disaggregate these figures to consider the variance in pay among officers. The
tabulations of the corporate tax report the compensation for different groups of

corporations per asset size. Then, this evidence is matched with the information provided
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on earnings at the individual level among officers in the Survey of American Listed
Corporations (SALC), a unique dataset of the Securities and Exchange Commission
(1940). From these records, we focus on the top 1% of corporate managers (roughly

speaking, a group of approximately 7,000-10,000 persons).

Figure 4. Average Real-Officer Compensation, 1939=100
Average per company, per officer and among the top 1% highest-paid
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The three different metrics point in the same direction, even if sometimes they tell a
slightly different story. During the 1920s, corporate pay increased steadily, and this rise
was presumably more notable among the highest-paid officers since the average is driven
downward due to the compositional effect arising from the proliferation of numerous
small firms. Subsequently, from 1930 to 1933, compensation decreased substantially,
followed by a recovery in subsequent years. These two distinctive trends coincide with
the evolution in the average wage of the top 1% and support the idea that managers and
officers were a group of decisive importance at the top.
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The key question remains understanding the 1940s, the most critical juncture for top
earners and corporate officers. Corporate tax records show that average pay among
officers increased from 1938 to 1940-1, although this increase largely reverted in
subsequent years among the top-paid officers. Overall, in the benchmark scenario, officer
compensation stagnated (or slightly declined), following a similar evolution to the results
of Frydman and Saks (2010). This subpar evolution has been explained by different
mechanisms. Frydman and Molloy (2012) explain the fall in corporate compensation
during the Second World War period as a result of declining returns to firm size and
growing union power within companies. However, Piketty and Saez (2003) give more
credit to the strict regulation of executives’ compensation by the National War Labor

Board and to the unprecedented surge in the marginal personal tax rate (Piketty 2014).

Building upon these findings, our research embraces a broader perspective. If the aim is
to explain the performance of the top 1% of wage earners—a small group but still one
made up of hundreds of thousands of workers—one cannot make strong claims by only
looking at the highest paid executives of listed corporations, which constituted a far
smaller group that would mostly fit in the top 0.01% (i.e., a few thousand persons). To
understand the evolution of the top 1%, it is mandatory to consider a broader group of
corporate officers. Furthermore, to ponder the impact of this group on wage inequality,
two factors must be addressed: their comparative pay levels and their aggregate count,
which is directly influenced by the establishment or dissolution of corporations. The
variability in the number of corporations is, in turn, directly related to the economic cycle
and to changes in the legal structure of businesses. Previous studies have primarily
focused on top executive compensation levels, possibly assuming relative stability in the

number of large corporations over time. However, as highlighted earlier in this section,

25



these constant levels cannot be assumed when examining a wider group of firms and the

U.S. economy at large.

To analyze the relationship between executive compensation and top wages, we start with

a basic decomposition expressed as:

=99 =99 =99
Sf = (so,t * Foz,)t ) + (Snon,t * Fr?on,t (2)

where S is the wage share above percentile 99 in year t. This share can be decomposed
by computing the relative share (s) of the aggregate compensation derived by two major
occupational groups in the economy: officers (0) and nonofficers (non). These two wage
bills are then weighted to consider the share (F) that flows to workers above the defined
percentile for the top 1% (p=99) following the standard definition, that is, defined in
relation to the aggregated wage-earning population of each year. With the underlying
data, one can measure the number of earners in the 99th percentile who are officers and
nonofficers. Moreover, the U.S. corporate tax statistics data are sufficiently detailed to
disentangle this contribution of officers’ compensation according to the size of the firms.
In the interest of simplicity, companies are grouped into three major categories that

broadly refer to small, medium-sized, and large corporations.*

1 These three groups are defined according to their total assets: under 1 million, between 1-10 million assets,
and over 10 million dollars. To contextualize these figures, in 1938 the median size of a listed corporation
stood slightly above 5 million dollars in assets, and only 17% of corporations had assets under one million
dollars.
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Figure 5A. Number of Corporate Officers in the Top 1% and Relative Share by Asset Size, 1931-1947
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Figure 5B. Contribution of Officers’ Compensation to the Top 1% Wage Share by Asset Size, 1931-1947
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salaries reported in the NIPA.
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Figure 5A and 5B present these results and highlight three relevant facts. First, during the
pre-WW?2 era, approximately 120,000 officers were in the top 1%, or close to 40% of the
total group.? These officers contributed approximately 2.6 percentage points of the
aggregate top 1% wage share, which typically stood at approximately 9%. The second
main finding is that the top 1% officers” compensation derived from small and mid-sized
corporations was far from trivial. For example, in the late 1930s, these companies
contributed almost 90,000 of all the officers in the top 1% and 2 points of the 2.6
percentage points to the aggregate of officers’ compensation in the top. The third finding
relates to the shock that occurred during the Second World War. During these years, the
contribution of officers’ compensation to the top 1% wage share declined abruptly to
1.8% and later stabilized at approximately 2% in 1947. Moreover, if one decomposes the
contribution according to the size of the corporation, the smallest ones declined steadily
throughout this period, while the increase in the largest (both in terms of the number of

officers and compensation) was not enough to compensate for this decrease.

Measuring changes in the relative weight of officers from small, medium, and large
corporations is still a very crude metric. These figures omit shifts between groups, as
typically the increase in the size of corporate balance sheets would move firms to a higher
group. More importantly, they also neglect the exit and entry effect due to the net creation
of corporations. Since we are especially interested in this last factor, we estimate the net

increase (or decrease) in the number of corporations on a yearly basis for each group of

2 The reader may note that these numbers are lower than those previously reported in the decennial censuses
for salaried managers because in this section we focus only on corporate officers (the chairperson, president,
and other executive positions). Nevertheless, results are very similar. In the 1940 census, managers
represented c. 50% of the top 1%, while in this estimate, corporate officers represented approximately 38-
40% of the total. The difference between the two shares can be mostly attached to those managers that were
not corporate officers.
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firms and their potential impact on the observed top 1% share. We perform this exercise
by taking the number of corporations in an asset group (say, those with assets between 1
and 10 million dollars) and extrapolating the average change in their assets to factor in
how many firms moved to another size group. In the second step, we compare those
numbers with the figures reported in the corporate tax statistics and assume that the
difference relates to the net creation (or destruction) of corporations. The details of these
estimates are presented in the Appendix, but it is important to remember that the aggregate
number of new corporations on a yearly basis is known from the statistics and that with

this procedure, we simply distributed the net creation of corporations per asset bracket.

Figure 6A shows the change in the number of officers within the top 1%, and Figure 6B
shows the contribution of these changes to the top 1% wage share. During the Second
World War, the overall decrease in the number of corporations reduced the number of
officers at the very top, and this change was largely dictated by changes among small
firms. If one measures this shift in terms of the contribution to the top 1% wage share, the
disappearance of small corporations explains a significant part (a fall of 0.1 percentage
point) of the overall decline in the officers’ compensation to the top wage share (which
fell by 0.7 points). Nevertheless, one could argue that these changes were reverted by the
equally significant increase in the number of small corporations in the postwar boom
(1946 and 1947), which increased the number of corporate officers in the top 1% and their

relative contribution to its wage share.
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Figure 6A. Change in the Number of Officers among the Top 1% due to the Net Creation of Corporations by Asset Size, 1939-
1947.
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While this is indeed the observed trend, this path omits one key fact highlighted at the
beginning of this section, namely, that the number of partnerships increased dramatically
from 1939 to 1949. These firms tripled in number, while the figures on corporations
increased at a much lower rate (by 25%). Thus, one can reasonably ask what would have
happened to the top 1% wage share and to the relative contribution of officers’
compensation if those newly created partnerships had opted to form a corporation. To
carry out this exercise, we follow a conservative estimate, that is, what would happen if
the newly created partnerships employed the same number of officers as small
corporations (i.e., two officers, as in corporations with assets under 1 million dollars) and
had the same relative pay levels both in terms of the average and the relative dispersion

of earnings.

Figure 7 presents these results by comparing the observed number of officers in the top
1% and the counterfactual series based on these assumptions. The key finding is that the
additional number of officers who would have entered the top 1% would have been
substantially larger, almost doubling the observed number at the end of this period. That
is, without the new preference for partnerships, there could have been almost 300,000
corporate officers at the top as opposed to the observed 170,000. With the aim of
understanding the ultimate effect of this change in employment status on inequality, this

transition between 1939 and 1949 is thoroughly analyzed in the following section.
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Figure 7. Number of Corporate Officers in the Top 1, 1939-1947
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4.3 Self-employment effect on the wage distribution

The 1940s witnessed an unprecedented shift in business preferences regarding their legal
structure, prompting thousands of managers and other workers to alter their status from
salaried employees to self-employed individuals. In this section, we estimate the actual
earnings of proprietors to quantify the impact of this institutional shift on wage inequality
and to understand its underlying causes. Studying the self-employed in the United States
is a challenging task because proprietors constitute a minority within the nonfarm
working population, and their earnings are typically not recorded in well-established
sources, such as manufacturing censuses or labor force surveys. Moreover, even with
accessible data, distinguishing between proprietors' income attributed to labor and capital
is puzzling. Consequently, virtually all researchers have overlooked this group during this

era.

To calibrate the importance of high-earning proprietors, we follow a similar logic as in

the previous sections, integrating national accounts, census records, and tax statistics. The
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NIPA provides a yearly series on the number and aggregate earnings of self-employed
classified by major industries. Census microdata offer detailed information on
demographics (gender, age, etc.), education, and occupations. However, individual
information on earnings appeared for the first time in 1950, with the usual top-coding
limit, but was absent from the 1940 census. We turn to tax records to fill the gap in terms
of proprietors’ earnings before 1949 by using SOI reports, which include comprehensive
data on the income of sole proprietors and partners by industry for some specific years.
In this section, we exclude agricultural workers, as tax data are unreliable for measuring

farmers’ incomes (United States. Office of Business Economics 1953).

SOI also provides a meaningful way to separate proprietors’ income between labor and
capital, which is a matter of critical importance and a persistent challenge for economists.
Among contemporary studies, Smith et al. (2019) match the accounting microdata of
closely held businesses (S-corporations and partnerships) and, after factoring in industry
and size effects, conclude that almost 75% of their profits constitute a “disguised wage”
to owners. Saez and Zucman (2019) prefer to estimate factor shares in these firms by
measuring the return to capital by taking the ratios of similar listed corporations. In this
paper, we follow this logic by using the unique 1953 SOI report on partnerships, which
included information on both income and balance sheets at the industry level for the first
time. We calculate the rate of return of partnerships by dividing the net income by the
capital of partners. In the second step, we compute the capital share of partnership profits
by assuming that it should be equal to the return on equity (ROE) for corporations in the
same industry. The residual share of profits represents the labor return. The results of this
exercise are presented in the Appendix. Overall, the results align with the conventional
assumption that labor constitutes approximately 70% of proprietors’ income but with

substantial variations across industries, ranging from 47% in sectors more intensive in
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physical capital and natural resources (e.g., mining) to up to 87% in those more dependent
on human capital (e.g., professional services). Given their consistency, these labor/capital
ratios are extended to all proprietors (both sole proprietors and partners) for the preceding

years.

Figure 8. Relative Earnings of Nonfarm Proprietors, 1929-1950
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The analysis starts with a comparison of the aggregate earnings of nonfarm proprietors
with those of wage earners. The NIPA series shows that proprietors’ incomes were on
average higher than those of wage-earners, but if one adjusts for the labor component of
the first, the labor incomes of the two groups in the pre-WW?2 era were relatively close
(Figure 8). Nevertheless, the war constituted an enormous demand and supply shock that
resulted in the transformation of the labor composition of the employed population, a
change in relative prices, and a shift in the legal form of businesses. All these factors

could drive proprietors’ earnings to a much higher level. In fact, even if this income
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premium was reduced in the postwar years, proprietors’ earnings were still substantially

higher than before 1940.

Figure 9. The Top Decile of the Non-Farm Working Population by Percentile and Employment Status, 1939 and 1949
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Note: Figures on the number of workers are provided for the 90th, 95th and 99th percentiles.
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To ponder the relative weight of high-earning proprietors, we estimate a new labor
earnings distribution that incorporates both wages and the labor income of proprietors.
According to the 1950 census, merging wage-earners and proprietors is a straightforward
exercise that only requires imputing incomes above the top-coded level. For 1940, we use
the wage distribution from the census and proprietors’ incomes from SOI tabulations
following a similar logic. For both years, we applied the previously computed
labor/capital ratios at the industry level to proprietors’ income, thus ensuring that only

labor incomes are incorporated in the analysis.

Figure 9 depicts the percentage of wage-earners and proprietors within the newly
computed top decile of the labor earnings distribution in both years.® The results clearly
indicate that proprietors were overrepresented at the very top of the labor income
distribution. Self-employed individuals represented approximately 14% of the nonfarm
workforce in both years, and their share hovered between 10% and 12% of the earners
placed between the 90th and the 96th percentiles. In addition, their relative weight hardly
increased in these percentiles after the Second World War. Between 1939 and 1949, the
expansion of proprietors was thus concentrated in the top 3% of the wage distribution and

more particularly in the top percentile.

Figure 10 represents the share of proprietors in the top 1% of the labor income distribution
in both benchmark years, thereby confirming the significant change in the relative weight
of the two groups. In the 1939 earnings distribution, proprietors constituted 28% of the
top 1% of the nonfarm working population, but ten years later, this share experienced a

substantial upsurge to 41%. Furthermore, when these shares are decomposed at the

3 This figure utilizes the 99th percentile corresponding to the new labor earnings distribution. These
percentiles increase from $5,246 and $8,950 to $5,869 and $11,249 in 1939 and 1949, respectively.
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industry level, proprietors constituted, in some cases, most workers at the top of the
distribution. This is the case, for example, in professional services before the war. In the
post-war years the increase in the share of self-employed individuals occurred across all
industries. Indeed, in those sectors that started with a high share of wage employment—
such as manufacturing, transportation, and finance—the percentage of highly paid

proprietors increased more rapidly, doubling their share in this ten-year period.

Figure 10. Percentage of Wage Earners and Self-Employed within the Top 1% of Labor Earnings, 1939 and 1949.
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The rise in proprietors’ incomes and their growing weight at the top of the distribution
did not go unnoticed to the most acute observers of the time. One argument underscoring
the growing significance of high-earning proprietors, as succinctly provided by Simon
Kuznets in his seminal work, posits that wage-earners and proprietors would react

differently to a sustained increase in prices (Kuznets 1953:73). Furthermore, Kuznets and
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Friedman (1945) argued that the earnings of independent professionals (e.g., lawyers,
medical doctors, accountants, etc.) were higher to compensate for the years of training, to
account for the heightened risks and volatility in their income trajectory, and due to
significant barriers to entry. These factors could make the 1940s a specifically favorable
period for proprietors, pushing a greater number of them to the top of the distribution. A
different kind of argument was provided by legal experts on tax and corporate matters,
who noted that the unprecedented rise in corporate tax rates in the 1940s caused small
corporations to bear a much heavier tax burden than income-equivalent proprietors.
Stigler (1956, 55) noted that sole proprietorships and partnerships had a clear tax
advantage over corporations in the booming service industry. Senator Humphrey
observed that, in 1950, the hike in corporate taxes led to “flagrant war-boom tax
avoidance”, producing a jump in the number of partnerships to evade excess-profit taxes
and to lower the individual income tax burden (Humphrey 1994, 633). The evidence
presented in the previous section already supports the shift in preferences toward
partnerships and the relative reduction in the number of corporations. An extension of
this argument is that high-earning proprietors and salaried workers were not necessarily
two mutually exclusive groups. In an economy dominated by wage employment,
businesses could change their legal status for tax reasons, and a small but significant

number of highly paid workers would switch their employment status.

One way to clarify this issue is to understand the determinants of self-employment and
the returns to labor using 1950 census microdata. Specifically, we employ a probit model
to explore the variables affecting the probability of being self-employed over being a
wage earner and to test whether taxes play a role in defining this status. As the census

does not provide information on individual tax payments, we use gross earnings as a
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proxy for taxes.* We also control for covariates such as education, gender, marital status,
family income, industry, and occupation. Considering the high incomes garnered by the
self-employed, it is plausible that these individuals may be earning a premium following
Kuznets’ argument. If this were the case, the relationship between gross earnings (or the
tax base) and self-employment might suffer from a simultaneity problem (reverse
causality), leading to biased and inconsistent parameter estimates when using a
conventional probit model. To address this issue, we adopt a simultaneous equation
methodology. Specifically, we estimate a two-stage least squares model (2SLS) following
Amemiya (1978), Heckman (1978) and Maddala (1983), where instruments are applied
to substitute the two endogenous variables (i.e., gross income and the self-employment

dummy).

Equations 3 and 4 present the second stage of the baseline model. Equation 3 represents
a Mincer equation, where earnings (in natural logarithm) are explained by education, age,
gender, and a binary variable with a value of 1 when the worker is self-employed and 0
otherwise. If proprietors genuinely represent a noncompetitive group, the coefficient of
this last variable (y,) should be positive and significant, indicating an earnings premium.
On the other hand, Equation 4 is estimated through a probit model aiming to assess the
effect of demographic variables (education, gender, and age), industry, occupation and
earnings on the likelihood of becoming self-employed; other control variables, such as
family income and marital status, are included in the alternative models. If taxes were an
incentive to become a proprietor, as aforementioned, the coefficient of earnings (y,) is

expected to be positive and significant. The instruments for the endogenous variables are

4 In the following regressions, we use both the overall income earned by proprietors, which is the best proxy
for taxes since it represents the tax base, and the labor income using the previously estimated labor/capital
ratios, as a robustness check.
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estimated using all the exogenous covariates in the first stage. Subsequently, the predicted

instruments are integrated into the second-stage equations.

InE; = y,Self, + B, Educ; + B, Age; + B; Age? + B, Gender; + ; 3)
Self; = y,InE, + By Educ; + B, Age; + Bs Gender; + B, Capitalind; + Bs Clerical; + Bs Manager; +&; (4)

Table 5 presents the benchmark results of the second-stage models with corrected
standard errors (the first stage is shown in Table 9 in the Appendix). The coefficients of
the Mincer equation (Column 1) are significant and show the expected values. Both
education and age contribute positively to earnings, although the age effect is nonlinear
and diminishes over time. In addition, the data confirm a substantial gender pay gap, with

women earning, on average, 67.6% less (approximately $1,673).

The most relevant point for this study is the absence of an earnings premium for self-
employed individuals. Proprietors received 7.6% less (or $188) than equivalent wage-
earners on average. This coefficient, which decreases to 3.8% if other control variables
are included (Column 3), remains negative and robust to all the specifications discussed
below. This result invalidates Kuznets’ argument regarding barriers to entry and a risk-
return tradeoff and demonstrates that the higher earnings of proprietors resulted from their
advanced educational achievements and accumulated experience. Table 6 indeed shows
the descriptive statistics for the variables included in the model for both self-employed
and wage-earning workers. The table confirms that proprietors had much higher levels of
education (the percentage holding at least a college education was twice as large) and had
more experience (eight more years on average). Gender differences were also significant,

with relatively fewer women being self-employed.
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Table 5. Benchmark Models (Second Stage): Analysis of Determinants of Labor Returns and the Self-Employment Decision

Model 1 Model 2 Model 3 Model 4
(1) (2) (3) (4) (5) (6) (7) (8)
VARIABLES Mincer eq. Probiteq. Mincereq. Probitegq. Mincereq. Probiteq. Mincereq. Probiteq.
I_self -0.076%** -0.039%** -0.038%*** -0.123%***
(0.004) (0.004) (0.004) (0.004)
I_InE 0.291*** 0.219*** 0.324*** 0.291***
(0.024) (0.030) (0.024) (0.025)
Educ 0.062*** 0.001 0.061*** -0.003 0.066*** 0.003 0.062*** 0.001
(0.001) (0.002) (0.001) (0.002) (0.001) (0.002) (0.001) (0.002)
Age 0.107***  0.0152***  0.105*** 0.015*** 0.106*** 0.015%*** 0.108*** 0.015***
(0.001) (0.001) (0.001) (0.001) (0.001) (0.000) (0.001) (0.000)
Age2 -0.001%** -0.001%*** -0.001%** -0.001***
(0.000) (0.000) (0.000) (0.000)
Gender 0. 676***  (0.128*** 0.657*** 0.098*** 0.680*** 0.132%** 0.684*** 0.131%***
(0.005) (0.021) (0.005) (0.021) (0.005) (0.021) (0.005) (0.021)
Marital 0.134%**
(0.017)
Capitalind -0.462%*** -0. 454*** -0.482*** -0.463***
(0.013) (0.013) (0.013) (0.013)
. -0.871%*** -0.850*** -0.882*** -0.873***
Clerical
(0.031) (0.031) (0.030) (0.031)
Manager 1.276*** 1.28%*** 1.211%*** 1.304***
(0.015) (0.015) (0.015) (0.014)
Faminc -0.001**
(0.000)
Constant 3.876%** -5.273*** 4.018*** -3.868***  3.916*** -4.581***  3.736*** -4.308***
(0.024) (0.149) (0.023) (0.195)  (0.024) (0.145)  (0.024) (0.150)
Observations 145,961 145,961 145,961 145,961 148,325 148,325 145,961 145,961
R? 0.2551 0.2537 0.2668 0.2461
Pseudo R? 0.2388 0.2416 0.2431 0.2388

The corrected standard errors are in parentheses.

*** n<0.01, ** p<0.05, * p<0.1

Notes: All estimated models follow the 2SLS approach outlined by Amemiya (1978) and Maddala (1983) utilizing data from the individuals
in the 'sample-line’ of the 1% IPUMS sample corresponding to the 1950 census. In the first stage, each endogenous dependent variable is
regressed on all exogenous variables. Subsequently, instruments are predicted for these variables and introduced in the second-stage
equations (see Appendix). The second-stage model consists of two simultaneous equations. The first estimates a Mincer equation using
OLS, and the second estimates the likelihood of becoming a self-employed worker through a Probit model. The models target the
nonagricultural U.S. economy. Only workers with positive wages and/or self-employed incomes were included. Models 1 and 2 exclude
top-coded income (earnings exceeding $10,000) and utilize original gross earnings. Model 4 incorporates top-coded incomes and uses
original gross earnings. Model 4 again excludes top-coded income, but it adjusts for self-employed income to account for labor income.
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On the other hand, the probit model (Column 2) indicates that in 1950, factors such as
gross earnings, age, male gender, managerial occupation, and marriage (an additional
control variable in Model 2) increased the likelihood of becoming a proprietor. In
contrast, employment in a capital-intensive industry (i.e., mining, manufacturing, and
construction), engaging in clerical tasks, and having higher family income (an extra
control variable in the second model) diminish this probability, while educational
attainment appears to have no discernible effect. Accordingly, the model confirms that
gross earnings, and consequently the taxable base, were a relevant factor in the decision
to become self-employed. These results are robust to including top-coded incomes
(Model 3), adjusting self-employed earnings to account only for labor earnings (Model
4), and narrowing the focus to managerial occupations (Table 10 in the Appendix).
Additionally, parallel models have been estimated for each specific industry, consistently
finding a positive correlation between gross earnings and self-employment across all

sectors except mining (Table 10 in the Appendix).®

5 While tax incentives were uniform across industries, the lack of a significant effect in this specific sector
most likely suggests that the transition to self-employment might have been not feasible or excessively
costly in this industry.
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Table 6. Main Features of Nonagricultural Workers by Employment Status, 1939/40 and 1949/50

1940 1950
. Wage earners, 85% 87%
Gainfully share
employed i
ploy Proprietors, 15% 13%
share
Wage earners 1,275 1,640
Average .
income, 1939 Proprietors 1,584 2,284
dollars i
Proprietors/Wage 12 14
earners
High SChOOI or Wage earners 33% 42%
higher
education (% Proprietors 35% 46%
of total)
Completed Wage earners 6% %
college (% of
total) Proprietors 11% 13%
Experience Wage earners 22.7 23.0
(vears) Proprietors 30.8 30.4
Female share Wage earners 29% 32%
(% of total) Proprietors 17% 16%

Source: IPUMS (1940 and 1950) and NIPA.

Notes: All variables, except those on income, refer to 1940 and 1950. Wages and proprietor incomes are reported relative to those of the
previous year (1939 and 1949). Education measures have been estimated using the share of workers with this education level out of the
overall full-time wage or self-employed workers. Experience has been calculated as age minus years of education minus six. The table
excludes agricultural workers.

This evidence is helpful for reevaluating the position of top earners and wage inequality
during the Great Compression. Taking this broader definition of labor earnings, we re-
estimate the average income of the major groups of interest—the top 1%, next 4%, and
bottom 95% —as well as their corresponding shares. Table 7 compares these results with
the previous estimates that were built by considering only wages and the wage-earning
population. The inclusion of self-employed individuals provides two significant changes.
First, due to strict regulations, the notion that top-earning workers barely increased their
incomes over the 1940s is challenged. In the standard analysis that includes only wages,
the top 1% experienced a loss in real terms, while the next 4% experienced sluggish

growth in earnings. In contrast, when adjusting for proprietors’ labor incomes, both
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groups experienced an additional increase of approximately 20% in their cumulative real
earnings growth (with the top 1% growing 12.2% and the next 4% increasing 27%). This
change in magnitude is relevant for reconciling the fortune of top earners with the boom

in the U.S. economy and the substantial increase in labor productivity over the decade.

Table 7. Labor Inequality Measures for Incomes Reported in 1939 and 1949.

Wages Wages and labor income of the self-employed

Panel A: Average income (nominal dollars)

1039 1049 RealgcrL(;rx:Jr:ative 1939 1049 Realgﬁgrvr;:lr:ative
Bottom 95% 909 2199 71% 909 2243 76%
Next 4% 3305 5912 8% 3560 7054 27%
Top 1% 10835 17378 -11% 11896 21816 12%

Panel B: Shares

1039 1949 nongotoseas | 1999 1949 ange 1939 49
Bottom 95% 78,3% 83,6% % 77,1% 81,3% 5%
Next 4% 11,9% 9,5% -20% 12,3% 10,4% -16%
Top 1% 9,7% 6,8% -30% 10,6% 8,3% -21%

The second major conclusion is helpful for calibrating the extent of the Great
Compression. Overall, by focusing only on wage workers, scholars have significantly
overestimated the decline in inequality during this critical period. Including the self-
employed does not change this trend but does significantly reduce its magnitude. The
decline in the top 1% share is reduced by 0.6 percentage points (that is, from a reduction
of 30% to 21%), and the next 4% also witnessed a significant change of 0.5 percentage
points (or from a decrease of 20% to 15%). This evidence ultimately highlights the
exceptional performance of workers at the bottom—rather than the poor performance of

the top—as the ultimate cause of the Great Compression.

5. Conclusion

This paper examines wage inequality by using tax records, censuses, and other

administrative data, analyzing the critical period spanning from the conclusion of the First
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World War to 1949. The results confirm the extent of a large decline in wage inequality
during the 1940s —the Great Compression— identified by previous generations of scholars
but provide a more comprehensive account of the secular dynamics and the causes of this

sudden shock.

The results of our analysis show that high levels of wage inequality were a constant
feature of the interwar period (1918-39), with no evidence of a long-term levelling trend.
Tax records indicate that different groups across the wage distribution performed
differently during the business cycle. The top 1% was the group that fared better during
the Roaring Twenties but later experienced a substantial contraction in earnings during
the Great Depression. In contrast, the next 4% exhibited stronger wage stickiness, and
their relative situation improved during times of crisis (1920-1 and 1929-33). The share
of the bottom 95% stagnated during the 1920s and declined markedly during the first
years of the Depression due to the impact of unemployment and wage cuts. In the 1940s,
these trends were strongly reversed, as the bottom 95% significantly outperformed all the

other groups.

For a better understanding of this process, tax records are supplemented with other
sources that allow us to reconcile top wage groups with specific occupations. This
analysis illustrates that officers and managers of small and mid-size corporations played
asignificant role in the decline of the top 1%. This was mainly due to a shift in preferences
regarding the legal status of companies that started to take place from 1938 onward, when
an unprecedented rise in corporate tax rates fueled a shift toward the formation of
partnerships. This change thereby altered the employment status of the highest-paid
salaried workers, turning many highly skilled workers (managers, officers, and

professionals) into proprietors. When factoring in this process, we find that the
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performance of top earners was better than previously noted, as they adjusted their
incomes upward despite war labor regulations. Moreover, this paper demonstrates that
this shift overstates the decline in wage inequality during the Great Compression. The
drops in the top 1% and the next 4% earnings share are reduced by 0.6 and 1 percentage

point, respectively, when the self-employed are incorporated.

This study has broader implications as it connects two topics that have often been
considered separately: wage inequality and business preferences regarding their legal
status. It argues that levels of wage inequality are influenced by private businesses'
decisions to organize as corporations (resulting in highly paid officers) or as partnerships
(resulting in proprietors earning a mixed income that falls outside the scope of most
studies). Consequently, significant shifts in these preferences should be taken into
account, and scholars should strive to uncover the complexities imposed by these legal
definitions. A promising avenue of research would involve gaining a better understanding
of whether differences in top wage shares between countries are determined by the
substantial variations in the relative prevalence of corporations. For instance, if
corporations were much more important in the United States than in other advanced
economies at the beginning of the 20th century —as illustrated by Hannah (2015) —, it
would follow that the observed disparities in wage inequality levels could be attributed
to this factor. At the same time, the legal form of business also carries profound social
implications, potentially facilitating the mobility of certain groups while hindering others.
These changes should be integrated into our understanding of racial and gender wage

differences during the 20th century.
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This paper provides estimates on wage inequality in the United States for the 1918-49
period, primarily based on tax records. The appendix, derived from a technical working
paper by Artola and Gomez-Blanco, explains step-by-step the methodology used to
perform the computations. We first address the key data inputs and adjustments to the
wages reported in income tax tabulations to obtain the definitive distribution of wages.
Second, we present our estimates on corporate officers’ compensation during the period
based on two additional sources (i.e., corporate tax statistics and a special survey
conducted by the SEC). Third, we deal with the sources used to estimate the number and
incomes of high-earning proprietors. Finally, we present the fixed group shares and
provide several robustness checks and additional insights of the regressions included in

the main text.

Wages in personal income tax returns

The federal income tax, enacted in 1913, is levied on the aggregate income of individuals
or married couples. The published tabulations of the Bureau of Internal Revenue typically
provide information on the number of returns classified either in terms of adjusted gross
income or net income.® However, we focus solely on one component, namely the wages
declared in tax returns. This concept is defined in sufficiently broad terms (i.e., wages,
salaries, tips, commissions, bonuses, etc.) to align with the definition used in the US
national income and product accounts (NIPA). A useful insight is to compare the wages

reported in the official Statistics of Income (SOI) with the national accounts aggregate

® Three related income concepts are used in this appendix. Total income refers to all positive sources of
income such as wages, interests, dividends, unincorporated business profits, capital gains, etc. Adjusted
gross income (AGI) deducts from total income the deficit reported by unincorporated businesses and capital
losses. Net income starts from AGI and additionally deducts donations to charities, interest on mortgages
and personal loans, local and state taxes, plus other items authorized by the law.

52



(Figure 1).” The picture that emerges from this exercise is that, prior to the huge expansion
of the income tax during the Second World War, there was already a significant share of
wages reported in tax returns, especially when the filling threshold was relatively low
(i.e., at $2,500 for married couples in the 1918-24 and 1932-39 years).
Figure 1. Wages reported in tax returns relative to the national aggregate (NIPA), 1918-1947
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Sources: SOI and NIPA.

From this raw data, we carry three additional adjustments: First, we estimate the number
of wage-earners among the tax-filling population. With this information in hand, one can
accurately compute an average wage among earners. In a second step, we simulate a
distribution of wages at the smallest scale possible, that is, among the earners that fit into
a single income-bracket. Note that for this process, we use the information directly
provided by SOI for the returns with net income over $5,000 from 1927, thereby ensuring

that the wages of the top 1% are perfectly captured in tax records. However, for returns

" Wages from national accounts are based from 1929 onward on the official figures provided by the Bureau
of Economic Analysis (BEA), and before this date on very similar estimates (Kuznets 1954).
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below this amount, we need to impute some information. As a third step, we carry some
additional amendments. The most critical is the splitting up of wages reported in joint
returns when both spouses were actively employed. This adjustment is important if one
aims to fully reconcile the tax information with other sources, for example, census
records. Another relevant adjustment is to add the wages (and earners) of the tax-

exempted population, most notably of local and state government employees before 1938.

Wage-earners in tax returns

Tax statistics typically tabulate information of tax returns in terms of aggregate income. From this
information, we aim to build a distribution of tax returns in terms of wages. To achieve this, our
initial step involves determining the count of wage recipients among the tax-filing population. In
the case of the United States, the Statistics of Income (United States, Bureau of Internal Revenue
Various years) include this information on a regular basis from 1939 onward. Prior to that date,
there are some additional reports that provides this information in 1934, 1936 and 1937 (US
Treasury 1938; U.S. Treasury Department, Division of Tax Research 1940). Furthermore, SOI
reports provide the number of returns with wage income for taxpayers with net income over
$5,000, either on a per bracket basis (i.e., for returns with net income between $5,000-$6,000,
$6,000-$7,000, etc.) in the period 1934-38, or in aggregate terms, as in the years from 1927 to
1933. This additional information for the $5,000 group is provided because these returns were
normally audited in the central bureau of the revenue service in Washington, and therefore they

were examined at great length.

For all returns in years 1918-26, as well as for returns with net income under $5,000 in the years
with missing information (1927-33, 1935, and 1938), we need to estimate the number of wage
recipients. The easiest and most consistent way to address this challenge is to focus on the
information already available in SOI. From the sources, it is easy to determine that, for each

bracket, the share of wages over total income is related to the number of wage recipients out of
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all taxpayers. This relationship is also stable over time (see Figure 2). We, therefore, use the wages

reported on a bracket basis to estimate the number of recipients.

Figure 2. Relation between wage recipients (as a share of returns) and wages (as a share of income)
Information from tax returns by net income brackets ($3,000-$14,000) and years (1935-1940)
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Sources: SOI.

Notes: Axis have been sorted in decreasing order to match them with an increasing trend in income level (recall that
the relationship between income and the two ratios is negative).

SOI reports points that, in this period, the percentage of wage earners per tax return
decreases as wages in net income shrinks, until wage earners represents on average
between 60% and 65% of tax returns. At that point, which corresponds to $8,000 of net
income, the share of wage earners remains stable, even though wages over net income
still fall further. Using the yearly information on wages and total income, we estimate the
number of wage earners filling a tax return prior to 1927 (or 1934 for tax returns below
$5,000) by using the relation mentioned above. We run a pooled OLS for the Equation

(1) in the years with comprehensive information (1934-40).

Wage earners; _

i .
Wages; +él (1)

Tax returnsg Total income ¢

where i stands for the income interval (bracket) and t is the year.
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We thus compute the shares of wage earners over total tax returns per net-income bracket
using the coefficients obtained from Equation 1. With this information, calculating the
number of wage earners becomes straightforward -we multiply the corresponding shares

by the number of returns provided by SOI each year.

The results are displayed in Figure 3, where the number of tax returns reporting wages is
expressed as a percentage of the national wage-earning population provided by NIPA.
The general picture is similar to the one presented in Figure 1. Although it was only after
the Second World War that the income tax started to cover the bulk of the wage-earning
population, prior to this date, there was still a significant share (around 10-15%) recorded,
and this never fell below 5%. This data constraint explains why our estimates are never
projected below the 95th percentile. Finally, we should caution the reader that this series
requires an additional adjustment (i.e., dividing wages reported in joint returns by couples
with two earners), which pushes upward the percentage of the population covered in tax

statistics.

Figure 3. Tax returns reporting wages relative to the national wage earning population
(NIPA), 1918-1947
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In addition to this basic check, some external controls demonstrate that the errors
generated by this method are very small. As explained, SOI provides the number of wage
earners with net income over $5,000 per bracket for the period 1927-34. We can estimate
these figures using the previous method and compare them with the official statistics. It
is important to emphasize that this group (i.e., top-paid taxpayers) is of a smaller size, and
its share of wages on income is lower, which increases variability and potential errors.
Yet, even under these conditions, the gap between imputed and actual values is smaller
than 1% when pooling all brackets, as shown in Table 1. Consequently, this method

proves highly robust.

Table 1 Number of tax returns with net income over 5,000$ and reporting wages

Year (A) Observed (B) Estimated Ratio (B/A)
1927 540.893 538.421 99,54%
1928 612.988 601.823 98,18%
1929 623.793 621.443 99,62%
1930 515.718 513.153 99,50%
1931 386.979 383.387 99,07%
1932 235.828 234.037 99,24%
1933 214.021 213.136 99,59%

Sources: SOI.

The distribution of wages in tax returns

The second step requires a more in-depth analysis over the distribution of earnings.
Ideally, we aim to have information as detailed as possible on the distribution of tax
returns both in terms of income and wages. To illustrate this point, Table 2 provides the
information for 1946. From these records, it is relatively easy to estimate the wage

distribution by using the generalized Pareto curve interpolation method (Blanchet et al.,
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2022). This procedure can be used for the aggregate tax-filling population, or for one

specific group (e.g., for returns with income between $3,000 and $4,000).

Table 2 Cross-tabulation of income tax returns reporting wages, USA 1946

Income
brackets | Number of Wage brackets
(Adjusted returns
Gross (000s) 1 500 | 1.000| 1500 | 2000| 2500| 3000| 4.000]| 5000 10.000 | 25.000
income)
1 4.280 99% 0% 0% 0% 0% 0% 0% 0% 0% 0% 0%
500 5143 1% 95% 0% 0% 0% 0% 0% 0% 0% 0% 0%
1.000 6.248 2% 4% 93% 1% 0% 0% 0% 0% 0% 0% 0%
1.500 7.041 1% 2% 3% 93% 1% 0% 0% 0% 0% 0% 0%
2.000 6.743 1% 1% 2% 4% 92% 1% 0% 0% 0% 0% 0%
2.500 5.463 1% 1% 1% 2% 5% 89% 1% 0% 0% 0% 0%
3.000 6.305 1% 1% 1% 1% 2% 5% 89% 1% 0% 0% 0%
4.000 2.366 1% 1% 1% 1% 1% 2% 9% 83% 1% 0% 0%
5.000 1.584 3% 2% 1% 1% 2% 2% 5% 8% 76% 0% 0%
10.000 386 5% 3% 2% 2% 2% 2% 4% 3% 18% 59% 0%
25.000 105 5% 3% 2% 2% 2% 2% 3% 2% 11% 26% 42%
Sources: SOI.

Unfortunately, such comprehensive information is only available since the end of the
Second World War. Prior to this date, similar statistics exist only for tax returns with net
income over $5,000 from 1927 onward. In contrast, for tax returns under this amount, we
need to estimate the wage distribution based on aggregate income tabulations. To do so,
we employ a methodology called constant Lorenz curve transformation, that differs from
other approaches such as the one applied by Piketty and Saez. In fact, our method is more
akin to the techniques carried by official authorities after the Second World War

(Liebenberg and Kaitz 1951).

This methodology relies primarily on two basic assumptions. First, the distribution of
wages for a closely defined population group (i.e., returns that fit within a single net
income bracket) remains constant across time. The underlying reasoning is that wages
constituted most of taxpayers’ income with less than $5,000 of net income, and these
wages should fit within narrow limits as net income brackets are closely defined (i.e.,
between narrowly lower and upper thresholds). Changes throughout time are then most

likely due to fluctuations between groups or a shifting combination among wages and
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other sources of income. In practice, this factor evolves very slowly through time, and
there is no discernible trend in the period covered in this paper. Figure 4 reflects this
premise by relating the observations in terms of wages and net income in 1936. Despite
there is an increasing divergence relative to the aggregate income, low-income

observations, which are the focus of this estimation, fit very near the 45-degree line.

Figure 4. Tax returns with wages, by net income brackets, 1936.
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Note: Observations grouped for the available brackets in terms of net income.

The second assumption is that, for each of these closely defined groups, the wage distribution can
be approximated by taking the variation in terms of total income. This is largely validated by
available records. For example, in the matrix shown in Table 2, the diagonal —pointing to a very
close match of adjusted gross income and wages— has values near 100% among the lowest-income
brackets. To illustrate this point, the Gini index observed from the wage distribution for the
population with net income over $5,000 hovers between 37% and 40% in the period of 1927-41
(Figure 5). This is a relatively small gap if one factors in the relatively heterogeneity of the group,

which has no upper bound. The inclusion of top earners moreover increases the variability of
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wages. For groups placed relatively lower in the wage distribution, changes are most likely

smaller throughout time.

An accurate distribution in terms of total income is especially useful. For this purpose, we benefit
from a special report for the year 1936 that included a matrix relating returns in terms of total and
net income and calculate a Lorenz curve of total income for each net income bracket ($1,000-
$2,000, $2,000-$3,000, and so on). Note that the resulting distribution shows greater variation
due to the heterogeneous use of deductions among taxpayers. Finally, the resulting Lorenz curves
for each net income bracket are extrapolated to other years. It is worth noting that in this exercise,
we use the original annual information reported in SOI on net income, deductions, wages, and the
number of earners. The only component that is extrapolated is the distribution of wage earners in

terms of net income by bracket.

Figure 5. Gini index for wage income: returns with net income under and over $5,000
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Notes: The Gini index for returns with net income over $5,000 has been kept constant from 1918 to 1926
by taking the value observed in 1927.

The results from these estimates are summarized in Figure 5. At first glance, the wage distribution
for the two main subgroups of earners (i.e., under and over $5,000 in net income terms) moves

within some close bounds. This is mostly because the average nominal wage for both groups
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barely budges during this period. This fact is explained because the compositional effect caused
by the entry/exit of tax-filers is larger than the underlying changes in long-standing earners due
to macroeconomic conditions. Still, one should not dismiss some significant variations, most

importantly among the subgroup that is imputed (i.e., returns with less than $5,000 in net income).

This method presents significant advantages over other ways of estimating the wage
distribution from tax records at a time with no available microdata. For example, the
adjustment carried out by Piketty and Saez (2003) takes a similar starting point (i.e.,
income in lower brackets depends almost entirely on wages), but they impute the wage
distribution of each subgroup based on the distribution in terms of net income (as opposed
to total income).® The difference between this method and our proposal is illustrated in
Figure 6. Both methods would correctly estimate the Gini component between groups
(i.e., the difference in the average wage of earners in one bracket versus other brackets).
However, their method would impute a smaller within component (as net income shows

a smaller variation than total income).

Furthermore, by definition, their method does not allow for a residual (or overlap)
component (a person could have a higher wage than someone in the next income bracket).
Therefore, the major advantage of our method is that it provides higher, more reliable

Gini coefficients owing to Lorenz curve convexity and re-ranking of tax returns.

8 This assumption is better understood with an example. If one focuses in the net income bracket of $2,000-

$3,000, the average net income is $2,500, and the average wage among its recipients is $2,400.

Consequently, the wage bracket is defined by the ratio between the two (@ = 0.96), to make a new

2500
lowerbound ($1,920) and upperbound ($2,880)
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Figure 6. Gini coefficient and its components in returns with net income of less than 5,000$
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Despite these advantages, our technique also has some drawbacks. First and foremost, it
assumes that the relationship between net and total income by interval is the same as in
1936. This may overstate (or understate) inequality if total income becomes less (or more)
concentrated with respect to the wage distribution. However, the implications of this
assumption are quite limited because the correlation between wage and total income is
very high, and imputations are based on narrow income brackets. Another potential
limitation is that, for returns with net income over $5,000, we keep the distribution
constant from 1918 to 1926. Again, the potential limitations of this procedure are small,

as the observed variation of the Gini is indeed very low for this group

Accruing wages to couples filing joint returns.

During the analyzed period, married couples could choose to file a tax return either jointly
or separately, and this choice was solely based on their personal decision. In separate
returns, each spouse would report the income they had earned, individualizing wages
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accordingly. In joint returns, the reported compensation could be that of one spouse (if
only one person was employed) or both spouses. In this section, we first delve into the
available information aimed at addressing the magnitude of the issue at hand -specifically,
the share of married women in employment. Second, we examine the structure of the US
tax system to gain a better understanding of the incentives for married couples to opt for
either filing system. Finally, we propose an adjustment process to individualize earnings

for the treatment group.

In the interwar period, income tax returns rarely specified whether joint returns with
wages had one or two earners. However, given the low labor participation rate of married
women during that time, it is reasonable to assume that, in most cases, there was only one
earner. The microdata of the 1940 census (Ruggles et al. 2021) allows for a more detailed
analysis of employed married women. According to this source, 27.8% of adult women
earned wages in the United States, but the ratio decreases to 17.8% when considering

only married women.

Presumably, it is reasonable to believe that more affluent households had even lower
female participation rates, but one must be careful when testing this hypothesis. If we
consider aggregate wage income reported at the household level, the participation rates
for married women decrease to 16% for households among the top 5% of the wage
distribution. However, this ratio surprisingly increases to 20.2% in households among the
top 1% of the distribution. At this point, it is essential to note that households in which
both spouses were employed are more likely to fall into the highest percentiles simply
because of the combination of two sources of income. Therefore, it is more useful to study
the labor participation decision of married women as a function of the husband’s wage

income. To explore these patterns, we employ a logit model with a dummy dependent
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variable equal to one if the wife works and zero otherwise.® The main independent
variable is the husband’s wage income, although the wife’s educational level is also
included as a control. Given that business and capital incomes were not reported in the
1940 census, only households in which husbands had positive wage income were
included.'® Non-married women were also excluded for obvious reasons. The output of

the regression is displayed in Table 3.1

Table 3. Logit model on married women being on wage employment,

(1)

VARIABLES Work wife
Husband income -0.418***

(0.00823)
Wife educ 0.317***

(0.00817)
Constant -1.813***

(0.00698)
Observations 181,245

Robust standard errors in parentheses

*** p<0.01, ** p<0.05, * p<0.1

The model shows that women were less prone to be employed as husband’s earnings
increased given any educational level. In Figure 7, we estimate the predicted probability
based on the husband’s wage at different values. This probability starts approximately at

23% for women with the lowest husbands’ wages and decreases up to less than 4% when

° A probit specification was also applied. The results were barely the same, but the logit model showed
slightly higher (in absolute terms) AIC and BIC values.
10 This way we avoid potential biases that wealthy businessmen with zero wages could produce.
1 variables has been standardized to ease the comparison between coefficients.
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husbands’ earnings reach $5,000. Note that, in this paper, the focus is on returns reporting
at least $2,500, thus the potential number of double-earnings returns should be between

3.4% and 9.3%.

Figure 7. Probability of being employed of married women dependent upon their
husband's wage income. United States, 1939
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Sources: Author’s own elaboration based on the 1940 census (IPUMS USA).

With this information in mind, it is critical to correctly apportion wages in joint
statements. Piketty and Saez decided to leave the information provided in joint tax returns
unchanged, and instead deducted from the denominator the number of married women in
employment. This procedure, however, implicitly assumes that wages are ascribed to one
spouse when they should be sometimes divided between both of them. In addition, this
makes it more difficult to establish a comparison with other sources, such as census data,
since it defines tax units (i.e., single individuals plus married couples) as the unit of

analysis, in opposition to persons.
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In this paper, we opt for an alternative method that can be summarized in the following
manner. We start by analysing the potential tax benefits that could be derived from filing
a joint tax return to comprehend the preference of couples to opt for this system or for
separate returns. We then estimate how wages earned in married couples would split
between men and women in the 1940 census. Finally, we split joint returns into individual

salaries by using the previous information and the SOI tabulations of joint tax returns.

The first step is purely based on the analysis of the advantages stemming from the income
tax legislation. From 1913 to 1947, in couples in which both spouses were wage-earners,
the decision to opt for joint or separate returns was dictated by two variables: the amount
deducted in terms of the personal exemption, and the cut-off point (or breakeven point)
at which progressive tax rates started to work (i.e., the amount affected by the second tax
bracket). Both are presented in Figure 8. Couples whose joint earnings fell between these
two variables had an incentive to file jointly, as the tax guides of that time explained in
detailed (Household Finance Corporation 1944, 6). By contrast, those whose joint
earnings exceeded this threshold would file separately. Lastly, those who earned below
the personal exemption would most likely not file a tax return, and consequently these

observations are disregarded as being non-representative.
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Figure 8. Personal exemption and breakeven point for married couples
filing a tax return
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To better understand this reasoning, it is worth recapping how both variables worked. The
first one acted as the personal allowance granted to married couples. Since this amount
was higher than for other individuals (single or widowed), this made that couples had an
incentive to file jointly. This minimum threshold also works as the lower bound to use
tax returns, as couples earning below this amount were most likely not filing a return. The
second variable relates to the progressivity of the tax schedule. Married couples whose
joint income was higher than this level had an incentive to file separately since otherwise
they would be taxed at higher rates. Note that, in this situation, couples could split their
personal exemption to the best of their advantage, to the point that one spouse could use
the full amount and the other had no exemption at all. Furthermore, the tax provisions
only granted the right to split income by accruing to each spouse the money that he (and
she) earned. Capital income could be easily divided, but wages were apportioned to the
person who had earned them. This provision ensures that wages reported in joint returns
with incomes above the breakeven point are to be considered as only earned by one

spouse.
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The second step consists in identifying the potential number that needs to be adjusted. To
do so, we first quantify the number of joint returns that report wages and those with two
earners. In this process we have benefited enormously from the information provided in
the first government estimates (United States. Office of Business Economics 1953, 32—
37) that included these data for the years 1943 to 1947. A very similar procedure is
followed in 1936-9 by using a special set of tabulations of the 1936 income tax returns
and the 1940 census microdata. Specifically, we use the IPUMS dataset (Ruggles et al.
2021) to compute couples’ earnings when both spouses were wage-earners, and match
them with their respective net income bracket. Finally, for other years, the trends are
extrapolated by using the data available on the number of married women that were
employed in the US economy. The results from these estimates are shown in Figure 9.
One might note that the share of joint returns varies within a close bound (40-55%), and
that changes are mainly due to variations in the personal exemption (as in 1924 or 1940).
The share of joint returns with two earners is relatively low (between 5% and 10%), but
its impact is far from negligible given that these returns usually have above-average
wages (by definition, they combine two salaries). In fact, when one factors this, as Figure
10 shows, the overall coverage of the wage-earning population is more comprehensive

than if one only takes the number of tax returns.
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Figure 9. Joint returns with wages.
As a percentage of all returns reporting wages
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Figure 10. Wage earners in tax returns relative to the national wage earning population
(NIPA), 1918-1947
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The third step involves splitting wages in joint tax returns with two earners. Again, we
make an extensive use of the information provided in the mid-1940s government reports
(United States. Office of Business Economics 1953) and from the 1940 census. In this

last case, we focus on couples whose joint wage fitted in the same income brackets
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provided by the SOI tabulations and estimate the share of each partner. Table 4 shows

average shares by spouse and bracket.

Table 4. Wife’s and husband’s share in total wage of the couple, 1939.

Couples' earnings (dollars) Wife’s share Husbands' share

1-499 34.1% 65.9%
500-999 35.3% 64.7%
1000-1499 34.7% 65.3%
1500-1999 34.5% 65.5%
2000-2499 34.9% 65.1%
2500-2999 36.4% 63.6%
3000-3499 37.2% 62.8%
3500-3999 36.8% 63.2%
4000-4499 37.6% 62.4%
4500-4999 37.3% 62.7%
>5000 34.6% 65.4%
Mean 35.1% 64.9%

Sources: IPUMS USA (1939 census).

This table illustrates that, on average, 65% of couples’ wages were earned by husbands,
and 35% by wives. This estimate is consistent with the gender pay gap computed for the
same period by other scholars (Goldin, 1990). Finally, we apply these ratios to the
estimated number of joint returns with two earners in each bracket. In practical terms, this
means deducting the original observations and adding a double set of new ones that, by
definition, have lower wages. Overall, although this adjustment is a bit of an
oversimplification (because it establishes a fixed ratio to split earnings in couples), it still
seems to provide better estimates than the original set. Most importantly, after this

amendment all observations correspond to individuals.
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Adding the tax-exempted population: Local government employees

The US income tax had a relatively good legal design that covered most forms of labor
earnings. In this period, there were only two major sources legally exempted. First,
military compensation for active servicemen earning up to $1,500 was always untaxed
(and unreported). In principle, this omission could only affect estimates from 1942
onward, when the filing threshold fell below this income level but not before. To avoid
such a bias, $1,500 was kept as the minimum threshold of wage income to be used from

tax records for the years 1942-7.

The second major concern relates to the exemption granted to the wages of local and state
employees until 1938. In this case, the issue is more complex than with military pay as
there is no threshold of reference. As noted by other scholars (Kuznets 1953; Geloso et
al. 2022), the best solution is to estimate the incomes of this population. However, this is
especially daunting as it involves computing not only wages and salaries, but also other
secondary sources (interest, rents, etc.). Given that this paper is only interested in wages,
a simpler assumption was made by first taking the number of local employees and their
average compensation from national accounts. Second, we simulated a distribution each
year by keeping constant the Lorenz curve observed in the year 1937 (Department of the
Treasury 1940). Finally, those employees who had a salary above the minimum threshold
($2,500 for married couples during most of the period) were included. Overall, although
these assumptions may seem strong, in practical terms, it amounts to adding
approximately 250,000-300,000 new observations (i.e., equivalent to the top 10% of local

and state government employees).
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A comparison with Piketty and Saez’s series

As explained in the previous sections, this paper introduces numerous amendments to
Piketty and Saez’s top wage estimates. The most critical revision relates to the way in
which wages are distributed among the tax-filing population with net income under 5,000
dollars, as this is a relatively large group that compromises those earners typically fitting
between percentiles 95 to 99 of the wage distribution. To check the reliability of the two
procedures, in this section we present an additional point of comparison for year 1936. In
that year, the already mentioned special SOI report separately included the distribution of
wages of all returns with a net income of less than $5,000 (U.S. Treasury Department,
Division of Tax Research 1940). We can hence compare the real distribution with the two
alternatives: the procedure just explained and that resulting from the methodology
followed by Piketty and Saez. As Figure 11 shows, our procedure provides a very accurate
result relative to the actual Lorenz curve. In contrast, the result based on the Piketty and

Saez procedure imputes too many observations below the median and too few above.

Figure 11 Lorenz curve for the distribution of wage income in returns with less than $5,000 net income
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Sources: Own estimates based on the data provided in Piketty and Saez, (2007); U.S. Treasury Department, Division
of Tax Research, (1940).
Note: The Lorenz curve is computed among those reporting wages and net income under 5,000$, not all returns.
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One final point of this comparison is presented in Figures 12A and 12B, displaying the top 1%
and next 4% income shares of wage earners estimated by both Piketty and Saez (2003) and by us.
As observed, our estimates for the 99th percentile are generally one percentage point higher until
the 1940s, when both coefficients converge. On the contrary, the next 4% is not systematically
above or below but is clearly more volatile than Piketty and Saez’s estimation. These differences
are explained due to the different imputation of wages for returns with net income under 5,0008,
the inclusion of local employees pay, and to the correct accruing of wages reported in joint returns.
The first two factors typically increase our top wage shares, while the second factor reduces our

metrics versus their estimates.

Figure 12. A comparison of top wage shares, Piketty and Saez (2003) and this paper
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Panel B: Next 4% (p95-99)
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Corporate officers’ compensation

In a specific section of the paper, we quantify the contribution of corporate officers'
compensation to the evolution of the top 1% wage share. To conduct this analysis, we
utilize two additional sources: corporate tax statistics and a specialized survey from the
Securities and Exchange Commission. From these sources, we introduce additional
variables for analysis, including the number of active corporations, the count of officers,
and their total compensation. Additionally, we estimate the distribution of corporate
compensation by holding constant the fundamental parameters that influenced pay

variation within each company.

Corporate tax statistics and SEC data
Our starting point is the corporate tax statistics published by the Bureau of Internal
Revenue (United States, Bureau of Internal Revenue, various years). Within these

records, we specifically focus on a particular category of the profit and loss account,
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namely, “the compensation of officers”. Although the statistics do not provide an exact
definition of this item, the corporate tax returns clearly state that it should include all
forms of compensation (i.e., “whatever form paid”). Furthermore, the requirement for
officers to be fully identified and the disclosure of their personal shareholdings clarify
that only the very top managers (i.e., officers) are included. The advantage of this
accounting item lies in its long-time span, as it was reported since the inception of the
corporate tax statistical series at the end of the First World War. Moreover, starting from
1931, the corporate tax records report the number of companies (and corporate pay) by
the asset size of their balance sheet. This information is especially useful to differentiate

between the pay of small, medium, and large companies.

The second source used in this paper is the Survey of American Listed Corporations
(SALC) elaborated by the Securities Exchange Commission for the years 1934-40
(Securities and Exchange Commission 1940). The survey, as detailed by Mas (2019),
covered approximately 1,500 corporations, mostly from manufacturing and some service
sector firms (department stores, grocery stores, motion pictures, etc.). Corporations
regulated by other federal institutions, such as in utilities, transportation, banking, or
insurance, were not included. The survey includes individual data from the 10-K reports
of 973 corporations, providing the aggregate executive compensation and the individual
earnings of the three highest-paid executives. SALC also includes standard accounting

information, among which we take the reported assets for each firm.
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Table 5. Corporations classified by their assets in 1938-9: SALC and SOI

SEC Survey (SALC)
. SOl Corporate tax
Assets (in 000s)
Year 1938 Year 1939 Total 1938-9 Year 1938
- - 227.491
50 1 - 1 59.582
100 3 - 3 57.733
250 12 4 16 27.371
500 42 20 62 17.079
1.000 226 84 310 17.187
5.000 110 46 156 2.542
10.000 219 52 271 2.213
50.000 56 8 64 349
100.000 75 3 78 394
Not reported 11 1 12 N.A.

Total 755 218 973 411.941

Note: For 218 companies, there is not microdata prior to 1939. Thereby we built a dataset by merging the observations
of 1938 and 1939, assuming that the balance sheet size and corporate compensation would not change between these
two years.

Sources: SOI and SEC.

A comparison between the SALC dataset and the complete universe of corporations
registered for the corporate tax (Table 5) shows that the companies in the SALC sample
are substantially larger. Consequently, as we will detail later, for all the estimates we
extrapolate the trends observed in each subgroup of corporations (per asset size) in the

SALC dataset to their corresponding national aggregates.

The basic principle underlying our estimates is shown in Figure 13. The SALC dataset
shows a strong correlation between the size of the balance sheet and the aggregate

corporate compensation.
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Figure 13. Corporate assets and aggregate officers' compensation. SALC firms, 1938-9
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Sources: SEC (SALC).

Average pay: per company and per individual

From these data inputs, we first estimate the average pay, whether at a company level or
per officer. For the average pay per company, we need to estimate the number of
corporations at the national level, both in total and for each bracket on asset size. This
information is available in the corporate tax statistics but is affected by changes in the tax
code regarding the right of corporations to file a consolidated return. As explained in a
recent study (Kwon, Ma, and Zimmermann 2023, 68—70), until 1933 corporations had the
right to consolidate with almost no restrictions, but from 1934 to 1941 this right was
limited to railroad companies. From 1942 onward, corporations could again consolidate
if they fulfilled certain criteria (basically, the ownership threshold of subsidiaries was set
at 95%). Since in this study we are interested in using data at a consolidated level, we
correspondingly adjust the 1934-41 data. To do so, we take the number of corporations
in the two pair of years with changing criteria (1933-34 and 1941-42) and assume that the

corresponding increase (or decrease) in the number of corporations is due to the change
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in the tax code. Finally, we reassign the corporate compensation of corporations that are

subsidiaries (identified as the brackets in which the number of firms decrease) and

reassign this amount to the bracket of their parent company (brackets in which the number

of companies increase). Figure 14 displays the average pay, both in unadjusted and

adjusted terms, for all corporations and for those with assets of more than 100 million

dollars. The data shows that the adjustment is almost irrelevant for the aggregate series

but is of key importance to measure correctly the compensation paid by the largest

companies.
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Figure 14. Compensation of officers. Average pay per company, 1931-1942
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Panel B: Corporations with more than 100 million dollars in assets
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Estimates of the average pay per officer follow a similar logic, with the caveat that one
requires information on the number of employed officers. Unfortunately, this information
is not provided in the corporate tax statistics. As an alternative, we use the SALC dataset.
In this source, we begin by computing the share of total compensation accruing to each
of the three highest-paid executives and then calculate the remaining share. Figure 15
shows the results, indicating that larger corporations unequivocally had to employ a
significantly higher number of officers than small ones. To reconcile these estimates, we
divide the residual component by the share accruing to the third highest-paid official and
round up to the nearest whole number. Using this method, we estimate that the number
of officers ranges from three (in corporations with assets between half and one million
dollars) to eight (in firms with more than 100 million dollars in assets). For the smallest

corporations (i.e., those with assets of less than half a million dollars), we rely on the
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observed correlation for the rest of the companies and assume that the number of officers

oscillated between 1.5 and 2.3.12

Figure 15. The distribution of compensation between the top three highest-paid and other
60% officers
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Sources: SEC (SALC).

s an additional robustness check, we have computed the actual number of officers
enumerated in the first complete register of officers and directors for a subsample of listed
companies (Securities and Exchange Commission 1935), and the results are very

consistent (Table 6).

2 \We assume that corporations follow a log-linear relationship in terms of asset size and number of officers:
1-50,000 dollars with 1.5 officers, 50,000 to 100,000 dollars 2 officers, 100,000 to 250,000 dollars with 2.3
officers and between 250,000 and 500,000 dollars with 2.8 officers.
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Table 6 Number of officers per corporation, by asset size. 1936

Assets (in 000s) Number of officers
100 2,5
500 3,3
1.000 4,1
5.000 5,4
10.000 6,1
50.000 7,6
100.000 9,6

Source: Securities and Exchange Commission (1935, 1940)

The distribution of officers’ compensation

The last input of our estimates refers to the variance in officers’ compensation. From the
SALC dataset, we draw on the data of the individual compensation for the three highest paid
executives in each subgroup of corporations (per asset size) and calculate the earnings at
different percentiles relative to the average of that subgroup. The results are shown in Figure
16. Note that the trends are relatively similar, irrespective of the assets size. For example,
median earnings fit around 0.79-0.82 of the average. The only discernible difference is that
there is slightly more variance within the group of large companies, given the existence of
extremely highly paid officers (with compensation rising to 5 times the average for the 99"
percentile). Thereafter, we extrapolate these trends, per asset size subgroup, to the dataset of
companies covered in the corporate tax. For small-sized firms, we simply keep constant the

distribution observed for SALC companies with assets between half and one million dollars.
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Figure 16. Officers' compensation for different subgroups of corporations (per asset size) and
percentile. SALC dataset, 1938.
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Calculating the net change in the number of corporations

The previous method provides consistent estimates of the compensation of officers for
each year and group of corporations (per asset class). However, on a year-to-year basis,
business activity determines the expansion (or reduction) in the balance sheets of
corporations, thereby increasing (or decreasing) the number of firms in each bracket.
Simultaneously, new corporations are created, and some existing ones are dissolved.
Overall, the net change in the number of firms can be readily calculated from the statistics
by measuring the difference between the count of corporations filing tax returns in one
year compared to the subsequent year. This change is, however, not as informative at face
value for the number of corporations per asset groups. The differences observed in the
number of corporations in a single bracket (say, between one and five million dollars in

assets) in two pairs of years are determined by i) the movement of corporations between
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brackets (changes in asset size among the same population) and ii) the net creation of

firms.

Typically, the number of corporations fluctuates to a small degree between years, and this
issue could be mostly dismissed. However, during the Second World War period,
corporate tax statistics indicate a decline in the number of corporations, together with a
notable surge in the nominal volume of assets. Since these two transformations have
profound implications for our understanding of the evolution of compensation for
officers, we have estimated the change in the increase in balance sheets (per group of
firms), and the residual as the net change in the number of active corporations. This way,
we can approximate the change in corporate compensation as a residual. In this regard,
the total net change in the count of corporations is distributed across brackets, and this

figure can be positive or negative in each case.

To estimate variations in the corporate balance sheet, we begin by focusing on the largest
group of firms —those with more than half a million dollars in assets. Utilizing both the
previously mentioned SALC survey and the CRSP dataset, we observe the evolution of
assets for approximately 1,000 manufacturing companies on a year-to-year basis. Table
7 presents the distribution of these companies per asset group. For all companies in a
subgroup and year, we observe the change in total assets in the following year.
Accordingly, we compute the percentage of companies that move between brackets (to
an upper or lower group) and those that remain in the same bracket. These percentages
are then extrapolated to the total population of firms recorded in the corporate tax

statistics.
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Table 7. Manufacturing corporations in the Survey of American Listed Corporations, 1939-1942

Asset
grou PS . Year
(lower limit,
inthousand 1939 1940 1941 1942
dollars)
500 64 64 50 38
1.000 385 376 347 309
5.000 177 190 206 213
10.000 262 269 312 336
50.000 53 66 67 70
100.000 71 74 88 104
Total 1012 1039 1070 1070

Proprietors’ income: tax and census data

In the last section of the paper, we estimate the labor income of high-earning proprietors. Our aim
is not to provide consistent estimates for the full period (1918-49) in the same detailed manner as
with wages. Instead, we focus on obtaining two consistent estimates for the years covered by the
census (1939 and 1949). This approach allows us to measure the relative change in the number of

highly paid salaried and self-employed workers.

Tax records on sole-proprietorships and partnerships

The 1940 census did not provide information on proprietors’ incomes; thus, we rely on income
tax data. In the income tax, earnings from sole proprietorships and partnerships were reported
separately. In 1939, the Bureau of Internal Revenue conducted an extensive survey encompassing
all partnerships registered in the country (Bureau of Internal Revenue Statistical Section Income
Tax 1945b), irrespective of whether individual partners filed a tax return. Notably, this detailed
report offers invaluable insights into the number of partnerships across various industries, the
count of partners, and the net income distributed across brackets. We construct an estimation of
partnership income distribution at the individual level for each industry by assuming the same
distribution of partnership income among firms as among its partners. This estimated distribution
of partnership income is very close to the actual observations that can be derived from the
individual income tax report for that year but has the advantage of preserving the original

information of the industry.
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To estimate sole-proprietorship income, we first use the traditional SOI tabulations, which
provided the distribution of business income at the industry level in 1938 and 1939 for returns
with over $5,000 in net income. Then, in a final step, we can estimate the income of sole
proprietors with a net income under $5,000 by assuming that, on aggregate, they earned the
difference between the NIPA totals (by industry) and the estimated income of partnerships and

sole proprietors reported in SOI.

The 1950 census records

Labor and capital shares in proprietors’ incomes

Self-employed income remunerates both the labor and capital provided by the proprietor.
Economists have long debated the most effective method to distinguish between these
types of returns. Overall, the approach in macroeconomic studies that primarily uses
national accounts is substantially different than in distributional studies, which mostly use
microdata. In this paper, our methodology aligns with recent studies utilizing accounting
data reported by proprietors and comparing them to corporations. Under the assumption
that both types of entities should exhibit relatively similar business ratios, such as the
return on equity, we infer a capital and labor share within proprietors’ income. This
adjustment process is more precise the more detailed the accounting information is in

terms of the industry classification.

This adjustment process can only be done for one single year at the end of the analysed
period. In 1953, the IRS published a detailed report on partnerships that included, for the
first time, information on the balance sheet of these firms (U.S. Treasury Department,
Internal Revenue Service 1957). With this information, one can easily compute a rate of

return by dividing the net income by the capital of partners.
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In a second step, we derive the pre-tax return on equity of corporations, following the
same industry classification. Finally, in a third step, partnership income is divided
between capital and labor by assuming that firms should have the same return on capital
as the corporations in the same industry, and the residual constitutes the labor share of
partnership income. Table 8 summarizes these results. It is important for the reader to
note that the labor and capital shares attributed to major industries (such as
manufacturing, finance, services, etc.) are derived proportional to the weightings of minor
groups in partnership income. Since this level of detail is not available for sole-
proprietorship and partnership income in the preceding years, we rely on the labor and

capital shares at the major industry groups in 1953.
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Table 8. Imputed labor and capital shares of partnership income, 1953

Corporations Partnerships
Pretax rate of
Industries Pretax ROE rgturn Ir_nputed Imputed
(net income/  capital share labor share
capital )
Mining 11,8% 11,8% 52,9% 47,1%
Construction 13,8% 44,8% 23,6% 76,4%
Manufacturing 18,7% 35,9% 30,7% 69,3%
Beverages 13,1% 30,5% 30,0% 70,0%
Food and kindred products 14,0% 21,3% 39,6% 60,4%
Textile products 7,3% 25,6% 22,2% 77,8%
Apparel and products made from fabrics 8,5% 45,0% 15,8% 84,2%
Lumber and wood products, except furniture 11,5% 13,2% 46,7% 53,3%
Furniture and fixtures 15,2% 42,1% 26,5% 73,5%
Printing, publishing, and allied industries 18,7% 56,0% 25,0% 75,0%
Chemicals and allied products 15,1% 23,5% 39,2% 60,8%
Stone, clay, and glass products 20,2% 52,1% 27,9% 72,1%
Fabricated metal products, exc. machinery & trans. equip. 19,1% 52,1% 26,8% 73,2%
Machinery, except transportation equipment and electrical 20,9% 57,0% 26,8% 73,2%
Other manufacturing industries 29,1% 44,2% 39,7% 60,3%
Transportation, communication and public utilities 10,3% 41,1% 20,0% 80,0%
Wholeshale trade 12,4% 29,9% 29,2% 70,8%
Retail trade 11,9% 31,5% 27,3% 72,7%
Finance, insurance and real estate 13,8% 19,5% 34,9% 65,1%
Security and commodity exchange brokers and dealers 12,0% 23,4% 33,9% 66,1%
Other finance 9,7% 11,0% 46,7% 53,3%
Insurance 32,0% 84,5% 27,5% 72,5%
Real estate 8,8% 15,4% 36,4% 63,6%
Combination real estate and insurance 8,8% 15,5% 36,2% 63,8%
Services 12,5% 77,4% 12,9% 87,1%
Hotels and other lodging places 9,3% 6,6% 58,6% 41,4%
Total personal services 10,6% 49,6% 17,6% 82,4%
Business services 18,1% 109,3% 14,2% 85,8%
Automobile repair services and garages 11,7% 71,0% 14,2% 85,8%
Miscellaneous repair services 13,3% 72,5% 15,5% 84,5%
Motion picture theaters 7,6% 17,3% 30,4% 69,6%
Other amusements and recreational services 18,4% 42,2% 30,3% 69,7%
Medical services 17,3% 209,4% 7,6% 92,4%
Legal services 17,3% 236,0% 6,8% 93,2%
Educational services 17,3% 73,2% 19,1% 80,9%
Engineering and architectural services 17,3% 121,7% 12,4% 87,6%

Sensitivity analysis

Four simultaneous equation models have been estimated in the main paper. All specifications
follow Amemiya (1978), Heckman (1978), and Maddala (1983). These authors developed two-
equation theoretical models in which the dependent variables (one continuous and the other
dichotomous) are jointly determined.*® This introduces a potential challenge of reverse causality,
necessitating correction through the employment of instruments for the dependent (endogenous)

variables.

13 See Alesina et al., (1996); Keshk (20039; Keshk et al., (2004); Hegre et al., (2010) for empirical
appplications.
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The estimation process is as follows: i) In the first-stage regressions, the dependent variables are
regressed on all exogenous variables; ii) Predicted values for the endogenous variables are derived
from the first-stage regressions and incorporated as regressors, alongside the exogenous variables,
in the second-stage equations; iii) Standard errors are corrected, as the initial standard errors were

based on the instrumented endogenous variables rather than the appropriate original variables.

Following this process, Equations 3 and 4 represent the first stage of the benchmark model:

InE, = B, Educ; + B, Age; + 3 Age? + B, Gender; + B Capitalind; + B¢ Clerical; + B, Manager; + &; (3)

Self, = B, Educ; + B, Age; + B3 Age? + B, Gender; + Bs Capitalind; + B Clerical; + B, Manager; + & (4)
where InE, is the instrument for the log of earnings (the sum of wages and salaries and business

owner income), Self, represents the instrument for the dummy variable indicating self-

employment. The remaining variables are exogenous factors as outlined in the main paper. g; are

estimated coefficients in the first-stage regression and ¢; represents the residuals.

From these equations, the instruments are estimated and included in the second-stage regressions

(Equations 5 and 6):
InE; = ylS/el\fL + B1 Educ; + f, Age; + B3 Agei2 + B4 Gender; + €; (5)
Self; = yzlﬁE + f1 Educ; + B, Age; + 3 Gender; + f, Capitalind; + Bs Clerical; + B¢ Manager; + &; (6)

Table 9 presents the first-stage regressions of the models introduced in the main paper.
Additionally, we provide several alternative models in Table 10 as robustness checks. All
these models use the baseline specification, excluding top-coded incomes. In model 4, we
focus on the manager and proprietor occupational group. As previously mentioned, this
occupational category was heavily overrepresented both in the top 1% of the wage
distribution and among proprietors. As shown, the results of this model barely change

from those in the Table 5, lending support to the robustness of the main results.
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The remaining models included in Table 10 estimate the benchmark specification again,
but they incorporate only the data of one specific industry. Due to space constraints, we
only present the results for the professional service, finance, and construction industries,
as they had a higher presence of proprietors. As demonstrated, we still observe a positive
effect of the tax base on the likelihood of being a proprietor in all sectors except mining
(which is not included). Furthermore, the absence of a positive earnings premium for
proprietors is evident in professional service and finance, although this does not hold true

in other industries such as construction, transport, and manufacturing.
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Table 9. Benchmark models (first-stage regressions)

Model 1 Model 2 Model 3 Model 4
(1) (2) (3) (4) (5) (6) (7) (8)

VARIABLES Mincer eq. Probiteq. Mincereq. Probitegq. Mincereq. Probiteq. Mincereq. Probiteq.
I_self
I_InE
Educ 0.058*** 0.016*** 0.056*** 0.016*** 0.062*** 0.023*** 0.058 *** 0.017***

(0.001) (0.001) (0.001) (0.002) (0.001) (0.001) (0.001) (0.002)
Age 0.102*** 0.045*** 0.085*** 0.034*** 0.102*** 0.048*** 0.101*** 0.045***

(0.001) (0.002) (0.001) (0.002) (0.001) (0.002) (0.001) (0.002)
Age2 -0.001***  -0.001%*** -0.001%** -0.001*** -0.001*** -0.001*** -0.001*** -0.001***

(0.000) (0.000) (0.000) (0.017) (0.000) (0.000) (0.000) (0.000)
Gender 0. 653*** 0.318*** 0.466*** 0.200*** 0.667*** 0.348*** 0.644*** 0.318***

(0.005) (0.014) (0.006) (0.017) (0.005) (0.014) (0.005) (0.014)
Marital 0.062*** 0.148***

(0.005) (0.016)

Capitalind 0.181*** 0.121*** 0.169*** -0.417%** 0.179*** -0.423*** 0.187*** -0.409%**

(0.004) (0.012) (0.004) (0.012) (0.004) (0.012) (0.004) (0.012)
Clerical 0.295%**  _g.785%**  (0.203***  _0.786***  0.288*** g 7ggxxx  0.030*** g 7g5***

erica

(0.006) (0.030) (0.006) (0.030) (0.006) (0.029) (0.006) (0.030)
Manager 0.227*** 1.341%** 0.198*** 1.327%** 0.299*** 1.308%** 0.128*** 1.342%**

(0.007) (0.013) (0.007) (0.013) (0.007) (0.013) (0.007) (0.013)
Faminc -0.001*** -0.001 ***

(0.000) (0.000)
Constant 4,06*** -3.125%** 4.668*** -2.847*** 3 987*** -3.289%** 4 073*** -3.125%**
(0.018) (0.056) (0.021) (0.064) (0.018) (0.055) (0.018) (0.056)

Observations 145,961 145,961 145,961 145,961 148,325 148,325 145,961 145,961
R? 0.2754 0.2945 0.2900 0.2622
Pseudo R? 0.2388 0.2416 0.2431 0.2388

Standard errors in parentheses
*** p<0.01, ** p<0.05, * p<0.1

Notes: This table shows first stage regressions corresponding to the model presented in Table 5 (main text). All estimated models follow
the 2SLS approach outlined by Amemiya (1978) and Maddala (1983) utilizing data from the individuals in the 'sample-line’ of the 1% IPUMS
sample corresponding to the 1950 census, and focusing on the non-agricultural U.S. economy. Each model comprises two simultaneous
equations. The first one estimates a Mincer equation using OLS and the second one estimates the likelihood to become a self-employed
worker. Only workers with positive wage and/or self-employed income were included in gross earnings. Models 1 and 2 exclude top-coded
income (earnings exceeding $10,000) and use original gross earnings. Model 4 includes top-coded incomes and uses original gross
earnings. Model 4 again excludes top-coded income, but it adjusts self-employed income to account for labor income only.
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Table 10. Alternative models (second-stage regressions)

Model 4 Model 5 Model 6 Model 7
(1) (2) (3) (4) (5) (6) (7) (8)
VARIABLES Mincer eq. Probiteq. Mincereq. Probitegq. Mincereq. Probiteq. Mincereq. Probiteq.
I_self -0.245%** 0.132*** -0.041%* -0.052%**
(0.074) (0.020) (0.017) (0.023)
I_InE 0.314*** 0.256*** 0.386*** 0.493***
(0.001) (0.076) (0.043) (0.153)
Educ 0.033*** -0.086 0.058%*** 0.017** 0.085*** 0.003 0.060*** 0.032***
(0.006) (0.000) (0.0025) (0.007) (0.001) (0.002) (0.003) (0.012)
Age 0.077***  0.004*** 0.089*** 0.019*** 0.109*** 0.015%** 0.086*** 0.024***
(0.004) (0.000) (0.003) (0.001) (0.002) (0.001) (0.004) (0.002)
Age2 -0.001%** -0.001%** -0.001%** -0.001***
(0.000) (0.000) (0.000) (0.000)
Gender 0. 735%** 0.003 0.274%** -0.273 * 0.721*** 0.343*%** 0.432%** -0.031
(0.026) (0.971) (0.055) (0.158) (0.016) (0.036) (0.027) (0.104)
Marital 0.074%**
(0.041)
Capitalind -0.248%**
(0.032)
. -1.174%** -0.777*** -1.174*
Clerical
(0.200) (0.060) (0.031)
Manager 1.310*** 0.915%** 0.128%**
(0.055) (0.376) (0.072)
Faminc
Constant 5.105%** -1.538*** 4.997*** -3.792***  3.358*** -4.789***  4,637*** -6.491***
(0.085) (0.617) (0.119) (0.516) (0.077) (0.242) (0.152) (1.038)
Observations 12,757 12,757 10,676 10,676 28,717 28,717 5,377 5,377
R? 0.1515 0.1414 0.3008 0.2254
Pseudo R? 0.0383 0.1359 0.1535 0.2023

Corrected standard errors in parentheses

*#% n<0.01, ** p<0.05, * p<0.1

Notes: All estimated models follow the 2SLS approach outlined by Amemiya (1978) and Maddala (1983) utilizing data from the individuals
in the 'sample-line’ of the 1% IPUMS sample corresponding to the 1950 census, and focusing on the non-agricultural U.S. economy. The
table only shows the second-stage regressions. Each model comprises two simultaneous equations. The first one estimates a Mincer
equation using OLS and the second one estimates the likelihood to become a self-employed worker. Only workers with positive wage
and/or self-employed income were included in gross earnings. Models 4 only includes managers in the analysis (occupational variables
cannot hence be included). Model 5 shows the benchmark regressions using only observations from the construction industry. Model 6
uses only data from the professional service sector. Model 7 includes only observations of the financial industry.
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