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As indicated in the attached reprint of the Technical Section from the 

Tennessee Town & City issue of December, 1950, the question of whether a 

city can levy a payroll tax is not new in Tennessee. The editor of the 

Technical Section in that issue wrote, 11 ln recent months officia_ls of several 

Tennessee cities have asked NTAS for information concerning the 'payroll tax. 111 

THE LEGAL ASPECTS 

The question of whether a city can levy such a tax is primarily a legal 

question. Various attorneys have given opinions, some written and some in-

formal, and generally they have treated such a levy as an income tax. This 

is a crucial point because, if the Tennessee Supreme Court should so regard 

the tax, it undoubtedly would be invalidated, especially in view of the pro

vision in constitutional amendment no. 7, adopted in 1953, that "the General 

Assembly shall not authorize any municipality to tax incomes .. II 

As stated by the author1 in the attached article, "the law clearly recog-

nizes two distinct types of taxes--one imposed on income and the other a 

license or excise tax imposed on the privilege of doing business and measured 

by income." In the case that challenged Louisville's payroll tax2 the Kentucky 

Court of Appeals noted, "The.validity of the ordinance is principally ques

tioned upon the ground that it imposes an income tax in fact, although it 

designates the tax as a license fee." That court disposed of this attack 

by holding that "the tax is not an income tax and that its imposition is within 

the powers of the city of Louisville." Partial excerpts from its opinion 

1James W. Martin is an outstanding authority on taxation. He was director 
of the Bureau of Business Research, University of Kentucky, for more than 30 
years before his retireme!lt a few years ago. He has been president of the 
National Tax Association, commissioner of revenue of the Kentucky Department 
(,'"{ ReVeritie, consultant and advisor to national, state and local governments, 
a.nd director of numerous studies on various aspects of taxation . 

..... 2City of Louisville v. Sebree, 308 Ky. 420, 214 S.W. 2d 248 (1948). 



indicate the basis of this holding: 

Confusion in the case may ari.se from placing so much emphasis 
on the measure of the tax as to subordinate or lose sight of its 
true character. The ordinance calls for "license fees for the 
privilege of engaging in Louisville in occupations, trades, pro
fessions, business and other activities. 11 The privilege is to 
be "measured by the amount of salari0..R, wages, commissions, net 
profits and other compensation earned." 

... Such a "license fee" may be imposed either under the 
police power for the purpose of regulation or the taxing power 
for the purpose of revenue or both, , . It is apparent that 
the present ordinance was enacted as a revenue measure. Since 
the levy is primarily for revenue, to speak with technical ac
curacy, the tax imposed is an "occupation tax. 11 

It is true the scheme of taxation embodies features char
acteristic of the familiar income taxes ... , Lending weight 
to the taxpayers' argument that it is an income tax is the fact 
that the ordinance is closely patterned after an ordinance of 
the City of Philadelphia, which was intended to be and sustained 
by the courts as an income tax, that city having the power to 
impose it .... 

This Louisville· ordinance lays the tax upon the privilege 
of working and conducting a business within the city, and only 
measures the value of the privilege by the amount of earnings 
or net profits. It is contended that this is but a subterfuge 
to avoid the absence of power and that, looking beyond the 
matter of form to the matter of substance, it is but an income 
tax. The definition or classification may be a matter of 
approach or point of view. Sometimes one may not see the woods 
for the nearby trees. The psychological impact loses force 
when emphasis is placed on what is made subject to taxation 
rather than on the measure of the tax and the basis of compu-
tation. It is laid down in 27 Am, Jur,, Income Taxes, 
Sec. 7 : 

"General income tax laws usually apply to net 
income rather than to gross income, and various ex
emptions and deductions are allowed from gross re
ceipts in computing the amount of income upon which 
the tax must be paid. Although various types of 
taxes may be measured by gross receipts, or gross 
income, such taxes are usually not income taxes . . 
Thus, franchise or privilege taxes on corporations 
are not income taxes, although measured by gross 
receipts or gross income. Likewise, occupation 
taxes or privilege taxes on those eng~ged in speci
fied businesses, although measured by gross receipts, 
are not income taxes." 

The Louisville ordinance was founded on a statute which empowered 11cities 



of all classes , to levy and collect any and all tnxes provided for in 

Section 181 of the Constitution of the Comroonwcalth of Kentucky," That con

stitutional section empowered the state legislature to ''delegate the power 

to . . . cities ... to impose and collect 1 icense fees on . . . franchises, 

trades, occupations and professions." Noting that the Louisville ordinance 

"embraces all 'trades, occupations and professions, 111 the Kentucky Court of 

Appeals cited an earlier case in which this statement appeared: "The author

ity to tax under this section is as far-reaching and as sweeping as language 

could make it, It would be difficult to find three words that cover wider 

3 
fields of employment." 

Constitutional amendment no. 7, adopted by the voters of Tennessee in 

1953, also banned legislative authorization for any municipality "to impose 

any other tax not authorized by Sections 28 or 29 of Article II of this 

Constitution." Section 28 contains this provision: "the Legislature shall 

have power to tax Merchants, Peddlers, and privileges, in such manner as they 

may from time to time direct," The following quotations show how the Tennessee 

Supreme Court has construed this language: 

A privilege is whatever the Legislature chooses to declare 
to be a privilege and to tax as such. Kurth v. State·, 86 Tenn. 
134, 5 s.w. 593 (1887). 

We take it the word privilege was intended to designate a 
larger, perhaps an indefinite class of objects .... occupation, 
... avocation, calling, or pursuit, all of which may be de
clared and have been so held privileges under our constitution. 
Phillips v. Lewis, 3 Shan. Cas. 230 (1877). 

At the least, any occupation, business, employment, or the 
like affecting the public, may be classed and taxed as a pr1v1-
lege. Railroad v. Harris, 99 Tenn. 683, 43 S,W, 115, 53 L,R,A. 
921 (1897). 

3ttager v. Walker, 128 Ky. 1, 107 S.W. 254, 32 Ky. Law Rep. 7l18, 15 L.R.A., 
N.S. 195, 129 Am. St. Rep. 238. 
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The Lcgislnture has unlimited and unrestricted power to tax 
privileges, and this power may be exercised in any manner or mode 
in its discretion. Wilson v. Stille, 11,3 Tenn. 55, 224 S.W. 168 
(1919). 

In fact it has been said in two of our cases that, if thought 
proper, the Legislature might make the business of farming a 
privilege. . . . The term "privilege" embraces any and all occupa
tions that the Legislature may in its discretion choose to declare 
a privilege and tax as such. Seven Springs Water Co. V. Kennedy, 
156 Tenn. 1, 299 S.W. 792, 56 A.L.R. 496 (1927). 

The power to tax privileges is not subject to any constitu
tional limitation except that the tax levied must not be arbitrary, 
capricious or wholly unreasonable. Hooten v. Carson, 186 Tenn. 
282, 209 S.W. 2d 273 (1948). 

Taxation of the privilege is upon the occupation or activity 
carried on amid the social, economic, and industrial environment, 
under protection of the state. Bank of Commerce & Trust Co. v. 
Senter, 149 Tenn. 569, 260 S.W. 144 (1923). 

A prominent constitutional lawyer in 1965 was asked to advise the 

Nashville-Davidson County Metropolitan Government Council whether such a pay

roll tax would be legal, He gave them a negative opinion, primarily based 

on an assumption that such a tax would be treated as an income tax, with 

supporting cases. As indicated earlier, we must agree on this point. However, 

on the crucial point of what can be declared to be a taxable privilege, he 

simply made this unsupported assertion: "The right to earn a living and to 

be paid salaries or wages for employment is obviously a basic one and not a 

privilege." The Kentucky court, in the Sebree case, considered this precise 

point: 

The assertion that the Kentucky Constitution never contem
plated that the common laborer would be subjected to a license 
tax must be rejected, as must also the argument that in order 
to be effectual a license must grant a privilege or give author
ity to do that which if done without a license would be illegal. 
_The power to impose a license fee on trades, occupations or 
professions, which is authorized to be delegated, is without any 
language restricting or qualifying its exercise except that it 
be by general law, 

It is further urged that the right to earn a livelihood 
is an inalienable right guaranteed by the Bill of Rights of 
the Constitution. . . . That this is true may be conceded by 
all. However, the Bill of Rights docs not operate to relieve 
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from taxation as against an express grant of power such as 
is found in Section 181. At most it only affects th~ amount 
of the tax by prohibiting an unreasonable or arbitrary ex
a.ction. , .. 

Thus, the power to impose license fees on trades, oc
cupations and professions, which is delegated to cities of 
the first class by these sections, extends to all but the 
excepted activities stated in KRS 91.200, and as to all re
ma1n1ng activities is as comprehensive as tl1e power ezpressly 
granted by Section 181. In accordance with the conclusion 
reached as to the scope of Section 181, it necessarily follows 
that the General Assembly has delegated to cities of the first 
class the power to require license fees of persons made sub
ject thereto by this ordinance. 

To this we may add the observation that the tax is not 
on the right to work or do the things but the doing of them 
in fact ... , and that the legislative body of a munici
pality is free to exercise in its discretion the powers to 
be found within a grant or delegation of the state legis
lature when not offending a provision of the Constitution. 
There is no inherent vice in the taxation of vocations, and 
business is as legitimate a subject of taxation as property. 

In the light of the foregoing Tennessee cases and the treatment of this 

point by the Kentucky court, there is room for doubt that a payroll tax 

would be ruled out by the Tennessee Supreme Court simply because "the right 

to earn a living and to be paid salaries or wages for employment is obviously 

a basic one and not a privilege." 

The effect of the provision in constitutional amendment no, 7, adopted 

in 1953, is to reaffirm that the General Assembly may delegate to municipal

ities the power "to impose any tax authorized by Sections 28 or 29 of Article 

II of the Tennessee Constitution." In view of the reference to taxation of 

privileges in section 28, and the construction of this provision by the 

Tennessee Supreme Court, it is within the realm of possibility, or even proba

bility, that this court would reach the same conclusion reached by the Kentucky 

court in the Sebree case. 

All persons interested in this matter would surely agree that the ques

tion can be laid to rest by only one route: actual imposition of the tax by 
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a Tennessee city, and a test case in the courts. Before a~ city could enact 

an ordinance to levy the tax, enabling legislation must be enacted by the 

General Assembly; such an act should not merely delegate power to levy the 

tax but should also declare what privileges shall be subject to the tax. 4 

To accomplish such a delegation of power for cities that have elected home 

rule status, a general act would be required, as the Tennessee Constitution 

provides that "the power of taxation of such municipality shall not be en

larged or increased except by General act of the General Assembly." Attached 

is a draft of such a bill which treats all home rule municipalities as a 

class. This would appear to be a reasonable classification, and there should 

be little doubt that such an act would be sustained as a general act. An 

alternative would be a general act applicable to all cities of Tennessee, 

but this would most likely encounter mon, opposition than one applicable only 

to home rule municipalities. 5 

SOME POLITICAL CONSIDERATIONS 

A payroll tax sometimes is approved by the voters of a city because it 

reaches many commuters who typically come into a city to work--so-called 

"daylight citizens" who add to the burden of the city government's work but 

contribute very little in taxes to the city. The tax has been adopted and 

retained by popular vote in some Ohio and Pennsylvania cities. Imposition 

of the tax by an Ohio city even brought about annexation because the people 

4 In Trading Stamp Co. v. Memphis, 101 Tenn. 180, 147 S.W. 136 (1898), 
the Tennessee Supreme Court held that "the Legislature alone can create a 
privilege and authorize its taxation, and , .. a municipal corporation 
cannot make any occupation a privilege, nor impose a tax upon it, unless it 
has first been so declared by the Legislature. 11 

5Presently 12 cities have home rule status: Clinton, East Ridge, Etowah, 
Johnson City, Knoxville, Lenoir City, Memphis, Oak Ridge, Red Bank, Sevier
ville, Sweetwater and Whitwell. 



in a suburban area realized that they were paying taxes to the city govern

ment and receiving little in return. 

Mayor Charles Farnsley sponsored a 1 per cent payroll tax. in Louisville 

soon after being elected to fill out an unexpired term of about two years. 

lie widely advertised that the proceeds of the tax were being used to pave a 

mile of streets per day, by "half-soling" the middle, traveled half of the 

streets (parking areas were resurfaced later). The fact that motorists found 

themselves driving on smooth streets probably was a significant factor in his 

re-election for a full term by an even larger margin than in his first race 

for the off ice. 

As mentioned in the attached article, a payroll tax on individuals can

not be passed on, and, as compared with a business or property tax, is less 

likely to discourage the location of industries and business establishments 

within a city. 

In Tennessee political evaluation of the tax should take into account 

the allergy that residents of this state, or at least large numbers of them, 

seem to have to income taxes. Perhaps a good educational program could pro

vide sufficient support to overcome the opposition generally registered 

against such taxes, Such an effort, at the least, would. require a well -

organized, factual, and honestly presented information program to thoroughly 

inform the people as to why a city government needs the proceeds of the tax, 

and to justify the tax ~s a source of revenue preferable to other possible 

sources, or, if this be factual, as an urgently needed source of revenue to 

supplement existing sources which are being used to the fullest extent pos

sible. 

The question of which Tennessee city should be the "guinea pig" to bring 

about a test case may appropriately be treated as a political consideration. 

In addition to the legal arguments that can be made in support of a payroll 



tax, it would also seem to be highly desirable to establish, to a court's 

complete satisfaction, that the tax is urgently needed to finance public ser

vices. Such justification might be better established for a city like Memphis, 

where the conditions and problems characteristic of the "inner core" of our 

large cities exist in much greater number and magnitude than in a city such 

as Oak Ridge. 

Judges are sometimes persuaded by practical conside1'ations, especially 

if a case can go either way as a matter of law. In a case from Oak Ridge, 

for example, it might be brought out that the AEC is committed to subsidize 

the city government to an indetenninate amount, depending generally upon the 

extent to which local sources of revenue are being utilized. A court might 

conclude that no great damage would be done by invalidating the tax, since 

it· would simply bar this one source and AEC would still be collh~itted to the 

subsidy arrangement to make up deficiencies in revenues. The test case would 

be critical, because the future of the tax in Tennessee would rest on the 

outcome. 

SOME ADMINISTRATIVE CONSIDERATIONS 

Withholding by employers would be essential for administration of a pay

roll tax, This is provided for in the attached bill draft. In addition, 

administrative measures would have to be taken to insure that self-employed 

persons pay the tax if it is applicable to them (in Paducah, Kentucky, where 

already a business license tax was being paid by self-employed persons, the 

payroll tax was made to apply to "all persons employed by others"). Further 

study would be needed to detennine whether an ordinance should cover both em

ployed individuals and businesses, as is the case in Louisville (individuals 

pay a percentage of gross salaries and wages, and businesses pay a percentage 

of net profits). 



Kentucky cities derive a substantial benefit in administration by having 

access to the state's income tax returns (the state in turn checks their re

turns against federal. returns). Tennessee cities would be more on their own, 

but administration should pose no serious problems, and the cost should be 

a very small percentage of the proceeds. The State of Tennessee has an agree

ment with the Federal Internal Revenue Service to exchange tax information, 

under which only personnel of the State Department of Revenue may examine 

federal income tax returns. Federal law also provides that the Governor may 

make a written request that state personnel be permitted to make such exam

inations to assist in the administration of local taxes. If a city levies 

a payroll tax such assistance would depend upon whether arrangements could 

be made to have ~ personnel do the work on behalf of the city. 



' • , AN ACT to coipowcr any hotnc rule municipality to levy taxes on lhc taxable priv-
ilc~zcs of cn&.i.ginz; in any trade, occup0tion or profession_ or bcin[; cm.ployed 
within the municipality 

WIEREAS, cities th:,t have elected to be home rule municipalities cannot enlarge 

their taxing powers by charter amend,aents and the General Assembly cannot 

enact private acts for such municipalities, and consequently the only means 

• of enlarging their taxing powers is by general acts; and 

WHEREAS, the General Assembly desires to delegate additional ta>eing powers to 

such ~ome rule municipalities as a class; therefore, 

BE IT ENACTED BY THE GENERAL ASSL'lBLY OF THE STATE OF TENNESSEE: 

Sec.tion 1. Any city that has elected to be a home rule municipality under 

Article XI, section 9, of the Tennessee Constitution, is hereby empowered by 

ordinance to levy a tax on individuals for the privilege of engaging in any trade, 

occupation or profession or being employed within the city, which are hereby clc

ciared to be taxable privileges, and to require employers to withhold and remit 

such taxes due from their employees. The measure of such a tax shall be the 

gross income earned by individuals from such taxable privileges within the city, 

not to exceed one per cent (1 %) ·of their gross income; "gro;s income" shall mean 

the same as defined for purposes of the Federal income tax, 

Section 2, Individuals subject to privilege taxes under any ordinance adopted 

pursuant to the provisions of this act shall be exempt from any taxes levied under 

chapter 42, Title 67, Tennessee Code Annotated, on the same privileges. 

Section 3. The provisions of this act are declared to be severable. If any 

portion hereof, or its application to particular persons or circumstances, shall 

be held to be invalid, the remainder of the act or its application to other persons 

and circumstances shall not be affected, it being the legislative intent to enact 

these provisions severally. 

Section li. This act shall be effective from and after its passage, the pub-

lie welfare requiring it. 
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In recent months officials of several Tennessee 
citks have asked MTAS for information concerning 
the "payroll tax." In the foreseeable future pres
sure for new sources of re\'enue is expected to 
mou,1t rapidly. Inflation with attendant rising costs 
for all services and goods, continuing citizen demand 
for improved and expanded services, and new muni
cipal obligations for civil defense and stream sani-

Several years ago an examination of the Uni.form 
City l\fa:iager and Commission Law (Chapter 173 of 
the Public Acts of Tennessee, 1921) revealed that it 
was defective in certain respects. Subsequeiltly a 
revision was u_ndertaken by Dr. Greene and the writ
er, in cooperation with Mr. Bingham of the Tennessee 
Muni~ipal League. When Mr. Victor C. Hobday 
joined MTAS, the completion of this revision was 
assigned to him. Before he left, i\lr. Hobday fin
ished a draft of a new proposed Council Manager 
Act, and MTAS is now in the process of final editing 
preparatory to its publication. 

As a by-product of this effort, a condensed \'ersion 
of the city manager charter was prepared for use 

® ou cfiendiuy co.uuerdio.t-vJ, 

Your MTAS consultants have taken "time out" to 
attend ii few conventions during the past several 
months. For example, Mr. Snoderly, our Engineer
ing-Public Works Consultant has been to the Public 
Works Association Conference and the Southern 
Building Code Congress. Mr. Greenwood, MTAS 
Legal Consultant, attended the Arnerican Bar As
sociation Conventior:. and the Annual Confc!·ence of 
the National Institute of i\funicipal Law Officc.-s. 

lECHlllCAL S[CTION 

At this season of the )'Car, it is appropriate that 
we here at J\ITAS pause long cnou~h to wish c.1ch 
of you a \' cry i\'lcrry Chrislmas and a Happy and 
Prosperuus ~C\V Year. 

'l'o this traditional greeting should be aclcled a 
note o( appreciation to e\'ery city official and em
ployce-Congratubtio1~s on a job well done through
out the year just ending, and best wishes for a new 
year of progress and achic~\·emcnts. 

talion are forces to be reckoned with in the financial 
picture of the clays and months ahecJd. In this en
vironment Louisville's experience with the payroll 
tax becomes meaningful, and it is with great pleas
ure that we present in the Technical Section this 
month the timely article by Mr. James W. Martin of 
the University of Kentucky. 

as a standardized draft by Tennessee city officials. 
From this draft it was a comparatively easy mat
ter to prepare a companion charter to provide for 
the strong-mayor plan. These two charters are not 
intended to serve a; finished documents, but rather 
to be used as a draft from which a final charter might 
be prepared to include revisions, where necessary 
or desirable, to meet particular local conditions. 

General distribution of these two charter drafts 
is not contemplated, but copies a,e avallable to T<!n
nessee city officials upon request. If you would like 
to have one or both of these charter drafts, a letter 
or postcard addressed to this office ·will bring these 
materials to you by return mail. 

' 

These are in no sense "pleasure junkets," but rep
resent hard work and a determined effort on our 
part to keep abreast of latest cle\'elopments in th;,se 
specialized fields in cities all over the country. When 
your requests arc received, ~:ITAS must be in posi
tion to give you the best and latest technical informa
tion available. Confc,·cncc-s attenclecl by profes.,ional 
pcop!.: and city ofTicial3 provide a valuable and pr1c
ticabb means of obt~ining this kind of information 
so that it can be passed on to you. 

q. 'l!J. &. 
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As is the case in Tennessee, the constitution of 
Kentucky appears to preclude the imposition of a 
city income lax. F'or many years most city officials 
assumed that, therefore, no Kentucky city tax 
n1casurcd in any way by personal inconw would be 
constitutional. 

Because this error pre,·ailed so widely in Kentucky 
and possibly exists among Tennessee city officials, 

--civic leaders in the state may find the story of 
Louisville's experience distinctly re,·caling. To tell 
that story in simple but technically accurate lan
guage is the purpose of this paper. 

ORIGIN OF Tim LOl'ISYILLE PAYltOLL TAX l'LAN 

When shortly after the close of World War II 
Mayor Chades F'arnslcy became chief executive, it 
was apparent to everybody concerned that Louisville, 
like most other cities of 300,000 to 500,000 population, 
was failing to render the quantity and quality of 
public services popularly demanded because reve
nues had not kept up with increases in costs. Ad
ditional revenues, therefore, were urgently needed. 

Alongside this necessity, the l\Iayor came to office 
with an economic philosophy which his colleagues on 
the Board of Aldermen accepted as sound. In brief, 
the Mayor took the position that business taxes and 
some applications of property taxes tend to fnterfore 
with economic development whereas taxes imposed 
on individuals as such cannot readily be passed on 
to somebody else and will not lead the taxpayer to 
discontinue his economic activities. F'or example, a 
doctor will not discontinue medical practice in an 
established city location merely because the juris
diction imposes a tax not in effect outside the munic
ipality. This consideration is doubly true of an em
ployed person, such as a bookkeeper in the office of 
the same physician. Of course, l\Iayor F'arnsley 
would accept some r:nodiflcations of this generaliza
tion if the tax rate were unreasonable. 

Mayor F'arnsley had observed the operation of city 
income taxes in such cities as Philadelphia and To
ledo and provisionally concluded that a kindred tax 
measure in Louis\'ille would hinder the ldng-nm 
economy of the city less than would an increase in 
property taxation. ~.Ioreo,·er, the latter was imprac
ticable (because of constitutional rntc limits) except 
through the painful n1cans of raising asscssment5. 
Consequently the i\Iayor began consulting with 

O JAMES W. MARTIN, Director, Bureau of Business 
Rcscurch, University of KcnluCky 

3 

counsel regarding the feasibility of a Louis\'ille pay
roll tax and perhaps a business tax measured by in
come rather than by gross receipts as under the al-. 
ready existing practice. The question of constitu
tionality hailed the discussion when he consulted 
legal counsel. • 

Shortly afterward the Mayor submitted to the 
Uni\·crsity of Kentucky Bureau of Business Research 
the basic question of whether Louisville could con
stitutionally impose a payroll tax and, if so, whether 
the state leg[slaturc would have to pass enabling 
legislation in order to legalize such a tax. In sub
mitting the question, the Mayor explained that, 
though he had consulted legal counsel, he had not 
asked the city's Department of Law for a formal 
opinion. 

After a few weeks, the Bureau developed an an
swer which formed the basis for further unfolding 
of the Louisville plans and which, therefore, requires 
discussion.1 

In business taxation, the memorandum showed that 
the law clearly recognizes two distinct types of taxes 
-one imposed on income and the other a license or 
excise tax imposed on the privilege of doing business 
and measured by income. In developing this theory, 
the memorandum cited historical and legal precedent 
to indicate the law.' 

The memorandum went on to explain that the 
cases make it clear that a tax on an occupation is to 
be distinguished from a tax on the conduct of busi
ness. The state legislation had long authorized 
"licensing any busiccss, trade, occupation or pro
fession." That is, the charter of Louisville differen
tiated between the conduct of business or trade and 
the engaging in an occupation. Moreover, it ap
peared to be clear under the law that, if the same 

1Jamcs ,v. i'.I.nrtin and Glenn D. ::\Iorro,.v, A Louisville Tax 
iUeamred by Earned Income, an unpublished manuscript 
submitted to the City of Louisville. See also Jam~s "\V. 
:Martin and Glenn D. :-.!orrow, ":-.lay Kentucky Cities Lczalty 
Impose Taxes 1Icasurcd by Pay Roll?" The Kentucky City, 
XII, No. 3 (August, 19-16). 8-11. The published paper was 
derived irom the Louis,·ii.lc memorandum by generalizing 
the content to mo.kc the nnJ.ly;:;is ai);}licable to all classes of 
municipalities and not mcr~ly to cities o! the fir~t cb~s, c,! 
which Louisville is the only one. 

~Althouih irrelevant to the present discussion, 1foyor 
Farn.:-ky hricl al:m suhmiltecl the: question as to whether the 
city could mca:mrc its ta:< on businc.ss establishments by 
inco1ne rather than by gross receipts. The conclu3iDn st.itcd 
in the text not only answ,:,rccl this second qL:cstiO!l directly 
but lriicl the groundwork. for answering the principal quc.;tion 
with which fois pap~r is conc~rncd. 

1111m11::1::;,,:;:l!'ilill:lil:::\::11::!!1!!1':t:!l!!f;;:1;1:11:1:11::i:,:::~r:::11!11t:!!'.!l'.!:i:111:1:t1:l!li!!:!::1:i::::1;:!ilil!:!i!11:11:ii:1;1:11::1;1::1!i:::;;!:1;1•11:::::!llll:!:':;11::1:::1;:i1111i:1:11i!t!i:1:1:111i!'ill!:::::11:i:i!:;:j!!t:11i:11:::::!!ilt:1!:::i1:111:1:1:1il!ili!!!ii!l:!:::::1i;::1:1:11:::111i:1a::11:::11m•:!'.;:;11 



,:.f per:-:v?l c11ncluded :l. busine:;s ancl aha engaged in an 
occup:tlion, he could k·gally be liCl .. ·11scd in Loth ca
pacities. Fur cx;.1m1Jle1 a businc·.~smnn 1nighl estab
lish a shoe rc·p:iir shop and operate it. If he did so, 
he would b:..· conducting a bu5inc~s. IIc might or 
m·igi1t not hitnS(..'H do shoe repair work. If he dicl 
so, he would be cng;:gccl in the occupation of shoe 
repairnwn as well as conducting the business of 
repairing shoes. In that case he coulcl be taxed both 
for conducting a businc.;;s and for engaging in an oc
cupation. 

'l'hc mcmornnclum pointed out, moreo\'er, that the 
grant of authority to cities was general in character 
ancl that the supreme court of the state had so held. 
Thus, according lo the decisions, any or all occupa
tions could be taxed. In the light of this situation, 
the memorandum suggested that a payroll tax im
posed expressly on the conduct of any occupation 
within the Louis\'illc corporate boundaries should 
be sustained by the courts notwithstanding the fact 
that certain businesses or all businesses might be 
taxed as such. 

'l'he Bureau memorandum also ofiered certain tests 
\vhich, fron1 evidence contained in the opinions, 
would make the courts more certain to sustain a 
license tax measured by the gross income which each 
individual dcrin:~cl from engaging in an occupation. 
Among other things, the n1en1oranclum suggested 
that, in the interest of legality, "it would perhaps 
be well for any Kentucky city attempting to impose 
a payroll tax (a) to exercise care in drawing up the 
ordinance to make it positi\·ely clear that the tax was 
being measured by gross payroll receipts, (b) to ex
empt rio income whatsoever, and (c) to make the 
rates proportional" to the receipts from the conduct 
of the taxpayer's occupation. 

E!'.ACT)IEX'l' OF THE PAYROLL TAX O1:DIXAXCE 

In the light of the memorandum, the Mayor asked 
advice from the city's Department of Law, which 
acquiesced in the legal conclusions reached by the 
Bureau of Business Research.' The :Mayor then con
sulted the Board of Aldermen, which agreed tenta
tively to imposing a payroll tax equal to 1 per cent 
of each employed person's receipts from carrying on 
his occupation. The Director of the Bureau of Busi
ness Research was in\'ited to serve as consultant and 
to assist the city Jaw department in preparing a bill 
for enactn1ent as an ordinance. 

·The Department of Law and the Blll'eau of Busi
ness Research at the University of Kentucky, with 
the assistance of Professor Paul Oberst of the Uni
,·ersit5· of KentuCky Law College, u!1dertook to carry 
out the }.Ia;.-or's instructions. The first problem, of 
course, wzis to sccur0 a technically correct draft. The 
bill was drawn and the material submitted to the 
Ilfayor and the Board of Aldermen. After review by 
the :llayor and the finance committee of the board, 

sevcrnl questions as to policy arose. One proposition 
\VitS that, if each pC'rson engaged in an occup:1tio11 in 
Louisdllc wcr-: pcnnillcd an initial exemption, even 
thou2h thal arrangement nccL·~sitatccl higher rates, 
the payroll tax would be more acceptable. Another 
was that dom('stic servants working in private homes" 
shottld nol be subject to the tax. These and other 
suggestion::; invc,lving clcpartun1 fron1 the plan c01n• 
n1cnclccl as constitntionJ.l were canvassccl in detail 
by the Department of Law and the Bureau of l1usi
ness Hesearch advised by Professor Oberst. In the 
series of conferences it became apparent that. each 
departure fron1 the uniforrn and indiscriminate ap
plication of the tax to all persons engaged in an occu
pation in the city acldcd to the risk of having the orcli
nance declared unconstitutional. It seemed probable, 
for example, that an exemption of part of each per, 
son's income would be more hazardous in this respect 
than ornilfing certain occupations. Indeed, it was 
concluded that, if the city could select individual oc
cupations and tax them without taxing others, as the 
cases definitely held, it could, according to the same 
theory, impose a tax on all save selected occupations 
if the excepted occupations were reasonably and 
clearly distinguished from all others. If a legislative 
body classifies certain persons to be taxed and others 
to be exempt, the line between the taxed and the 
untaxed must be based on a substantial difference. 

When enacted, the Louisville ordinance had re
solved all questions, except the one respecting the 
exemption of domestic servants in private homes, 
in favor of doing everything possible to make the 
payroll tax legal. A flat, 1 per cent rate applied to 
all gross receipts from the conduct of any occup:ition 
within Louisville with the single exception of domes
tic servants.• 

There are basic distinctions between the Louisville 
ordinance and the income tax plans of Philadelphia, 
Toledo, and other cities. Under the legal theory of 
income taxation, income may be taxed where it is 
earned notwithstanding the fact that the income re
cipient resides elsewhere. Also, income may be taxed 
at the home of the recipient notwithstanding the fact 
that his business is carried on in sorr.e other place. 
The income tax ordinance, therefore, frequently re
quires the payroll tax of enrybody employed in the 
city and like payments of everybody living in the 
city who is employed outside the munidpal corporate 
limits. 'J'he Louisville ordinance imposes the license 
tax on the conduct of an occupation solely within the 
city of Louis\'ille. The city may be without authority 
to license occupations outside its limits. Thus, a 
person may live within the corporate limits of Louis-

3Jt is nppro;)ri<'~C', as WJS done in the paper it5c1f when 
publislv.:cl, to r•:-::0.;:1izc the contribution:; made Uy Prof,:-ssor 
Paul Oberst z,nd Dean A. E .. Evans of the Univc:rsity of 
KentLtC~)~ Colle~;c of L('lw. 

"Later, the ordln:lncc wn,:; amended to cxe:mpt riho ccdain 
occupntions incident to the operation o! chu~-cL1cs and chari
ties. 
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,.,. villl' without bcin,( subject lo the la:-: if his occupation 
is c011cluctccl wholly outside of the citJ·• 

01'1·:t:,\TIOX OF 'l'IIE LOC!S\'ILLE l'.\Yl:OLL TAX 

Shortly afler ils u1aclmcnt, the Louis,·illc payroll 
tax was subjcclccl to attack in lhc slate courts. /1s 
defined by J udgc Stank:y, who wrote the supreme 
court opinion/ n{c princip1l question hinged on the 
allegation that lhc ordinance 11 imposcs an income tax 
in frtct 1 nlthough it designates the tax as n license 
fee." On \his point the state suprcmc court hclcl that 
the lc!x was, in fact as well as in form, a license tax 
and that the city clicl not seek illegally lo impose an 
income tax. The comt expressly resen"Cd the ques
tion of whether a municipality could or coulcl not 
in1pose a tax on incmncs. In this respect the supreme 
court adopted outright the opinion of Trial Judge 
Amos Eblen. 

In sustaining \he lax generally, Judge Eblen had 
held in\'alid the clause which provided for the ex
en1ption of d01ncstic servants. The supreme court 
sustained the act in its entirety, thereby approving 
the lower court's general findings but overruling its 
disappro\·al of the exemption. Thus, the legality of 
the Louisville payroll tax ordinance was established 
at an early elate by the highest court in the state. 

One other attack on the payroll tax ordinance has 
been tried ottt in the cottrts.' In this ease it was 
alleged, on the grounds originally cle\'elopecl in the 
federal ease of i\'/cCulloch vs. State of 1\Iaryland' and 
further extended in subseqttcnt cases, that the ordi
nance could not apply to ofiicials and employees of 
the United States go\'ernmcnt. Kentucky's highest 
court, citing recent decisions by the United States 
Supreme Court,' held in efiect that the immunity oi 
the United States from state and local taxation does 
not extend to salaries paid by the federal government. 
It was cletenuined, therefore, that the occupational 
license was to be applied to persons working for the 
United States government to the same extent as to 
other persons even though the city might find it 
necessary to provide specia 1 ~.clministra tive ma
chinerr" to collect the tax from these persons .. No 
city, of course, can require the government of the 
United States to collect and pay the tax in the same 
way that it can require a private employer to do so. 

A second development incident to the operation of 
the new payroll tax (and of a business tax enacted 
at the same time) as tied in with the entire revenue 
system was significant. About the same time the 
litigation above referred to was pending in the courts, 
the city prodded a comprehensi\'e scirvey of its 
revenue systen1. The Bureau of Business Research 
undertook this study, which was largely in the hands 
or James W. r.Iartin, Director, Glenn D. Morrow, 
Research Associate, and Jack Shelton, Research 
Assistant, who pr~parcd the Bureau's report on the 
Louisville revenue system.' 

s 

The rc:port 1 although disc:lo;;.;ing cPrt::tin wcitknt'ssc~, 
showed on the basis of g,,nerally acceplecl stanclarcls 
that the revenue systcn, o.l Louis\'illc was reasonably 
fair and- effective in raising the revenue needed with 
the single c~ception that property taxes wcr0 poorly 
administer~d. 'l'hc surveyors did not suggest any 
rnajor chaniC's in the revenue systc1n but did express 
the view that 1 as circumstances pcrn1ittcd, asscssrncnt 
administration in the city ouiht to be improvccl10 in 
keeping with the substantial bcttcrrnci1t of property 
tax collection which City Finance Director Eel Dicrnf 
had already brought about under the l\layor's super
vision. 

Finally, it should be noted \hat in the last two years 
the payroll tax has proclllcecl sufficient additional 
revenue to relieve the city's financial plight and has 
done so without any political upheaval. The contest 
for a full term as Mayor was waged largely on the 
wisdom of the payroll tax, and the voters re-elected 
Mayor Parnsley by a decisive vote. 

The actual re\'enue produced by the payroll tax 
approximates $1 million each quarter, or $4 million 
annually. In a city the size of Louisville, this is a 
substantial element in the total budget, and the new 
money has enabled the city to n1ake nunv~rous in1-
provc1nents1 including reconstruction of an extra
ordinary mileage of streets as well as betterment of 
many other public services. Indeed, the Mayor's 
friends referred to his street surfacing program as 
reconstruction of "a mile a clay." 

In the light of more than two years' operation, the 
Louisville ordinance, enacted in a state which is still 
presumed to forbid city income taxes, has proved 
eminently successful in hurdling legal difiiculties and 
in producing sorely needed and really substantial 
revenue for the city. A careful study has indicated 
that, as far as the operation of this particular tax 
is concerned, there are no apparent gross inequalities. 
Mayor Farnsley's re-election in a controvErsy cen
tered basically on the wisdom of the tax leads the 
observer to believe that Louisville residents recog
nize its operation as generally fair. • 

'City o(Louist•ille et al. vs. Sebree et al., 308 Ky, 420, 214 
S. W. (2d) 2e3, 

In Myers, City Director of Finance i•s. City of Louisdl!e, 
310 Kv. 34.3, 120 S. V/. 2c1) 852, question was raised as to 
<t.•;heth'cr the city could expend in one fiscal year amounts 
already \vithhcld but not turnc-cl over to the city until after 
the clos~ of the ,Yt!3r. The court ans\1:crcd aft'it mativcly o.'1 
L~e: ground that sums received by an agent are constru,=tively 
rccci\·ed by the principal. 

'Cao1~ et al. 1..-·s. Commissioners of Sin1;in~ Fund of Cit!} of 
LouisdUe et al., 3t'.? Ky. 1 (.:\ch·. Sheets), 226 S. \V. (2d) 323. 

'4 Whcot. 316, -1 L. Ee\. 5.9 (U, S. 1819). 
'Including Grai:cs vs. :\'cit· York c:c rel. O'Kcefe, 306 U.S. 

466, 50 S. Ct. 595, e3 L. Ed. 927 (1930), and I-foliiering t:s. 
Gr:rhr.rdt, 30-l U.S. -!05, 53 S. Ct. 8G~. 82 L. Eel. 1-t'.!i (1!:133). 

'The rc;l◊rt co\·ering son:c 200 manusnipt pages was not 
publishcJ a;; a wholf'. ~:tter, J<1mes \1.'. :0,.brtin ar.cl :'-.hclclyn 
Lockh::trt p~·c;nred a paper, "Opc-r~,tion of a Local Incomc
Tax," for publication in the- ?-.!arch, 1950 number of Public 
.Mcrnaacmcnt, µr. 5--t-5i. 

HAt the pr,:.::cnt titnc-, with the coopcr,1tion of Jefferson 
County and th<' co1T:m011' . .,.L'alth, far.rc;,chtne modcrnizc1tion 
of a::scssmc-nt adminis~ration is in prnzrcs~. 
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