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CONSTITUTIONAL TAX EXEMPTION.

[ S
'

THE POWER OF CONGRESS TO TAX INCOME FROM STATE AND
MUNICIPAL BONDS. ‘

By Enwaep 8, Corwiy,
MeCormick Professor of Jurisprudence, ]f(‘hch‘Oﬁ Untrersity.

“ Aristoeracy,” wrote Chateaubriand, “has three stages: first,
the age of force, from which it degenerates into the age of ¢hivalry,
and 1s finally oxtinguished in the age of vanity.” The faet that
there are between thirty and forty billions of privately held public
securities in this country which are either partially or tétally tax
oxempt ! suggests that American aristoeracy is rapidly achieving
the sccond stage of its predestined cyele without, perhaps, having
altogether left the first. stage behind, Some ingemiity has been
expended in certain guarters in an effoit to show that the immunity
of a considerable fraction of the wealth of the country from tax-
ation _makes no particular ditference to nnybody, an argunietit which,
if valid, ought to hold, even though the fraction were increased
indefinitely. Certainly, when we leain that the late Mr. Willinm
Rockefeller’s ostate of sixty-saven milliohs ¢oniprised some. forty
millions of tax-exempt bouds, we conclude that there was a reason:
and we also recall the maxim ‘¢.c nihilo nihdl. Tf investoys in'tax-
exempt securities derive a benefit from this type’ of “thvbstment
somebody else pays-—the question ig'who' " 7 Fn' et i
.« The actual operation of tax exemption'in thik eduntiy’ would séefn
to be somewhat as follows: The n’a.tio‘na}”‘gov&iﬁliﬂérii"‘nﬂpl‘ité ‘a
system of income taxation by which 'incomes are taxed xt'progres-
sively higher rates. In order to'escape thé yipper réyéhds of "tho
tax, men of large income invest in tax-ekempt securities, & pbcinllg
municipal ‘and state bonds, the exemption of which'is’ inost ‘hedrly
absolute. 'This in turn enables the states and municipalities to float
securities on advantageous terms in comparison with private con-
cerns. A saving is thus effected momentarily to the local taxpayer,
but at his expense, both as taxpayer to the nationil gdverinent and
as consumer, For it is apparent tliat if ‘the natiohal govéinunent
can not raise adequate revenue by progressive 'ihéomy taxation it
must have recourse to other methods which bear more heavily oh

! This amount Sneludes nearly twenty-thrée Lilllns of lberts’ bitids of the five lasues,
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2 , TAX-EXEMPT SECURITIES,
the average citizen: and it is equally evident that if private pro-
ducers have to pay higher rates of interest in order to obtain ade-
quate capital, it is the consumer who ultimately foots the bill. Nor
does the advantage of the local taxpayer continue indefinitely, since
the easy terms upon whiéh they find capital procurable offers an
obvious temptation to borrowing on a large scale on the part of
states and municipalities, Thus, whereas state and local bonds
.afloat in. 1913 totalled Jess than four billions, they now total four-
teen billions, some 6f which, it is permissible to hold, represent
expenditures, which, if they should have been made at all, should
have been made from current. funds. So by one and the same sys-
tem of tax evasion governmental extravagance is promoted, prof-
itable business expansions is put at a disadvantage, the theory of
progressive income taxation is undermined, and a tax-exempt
aristoeracy is created out of the wealthiest part of the community.?
Not all tax exemption rests primarily on constitutional grounds.
When national securities are exempt from- national taxation it is
only because con%ress has so decreed, although once given its
Eromise may possibly constitute a binding coutract which may not
e repudiated consistently with “ due process of law.” And the
same 1s the case in a general way. with the exemption of state and
municipal securities from local taxation, Such exemption rests in
the first instance on the will of the local legislature, but once it is
accorded it becomes a contract whose obligation may not be im-
paired.®* Exemptions which thus originate solely in legislative
olicy need not be further treated of in this article, our purpose
eing to investigate those doctrines of constitutional law which }mve
been intcrpreted to require that exemption from taxation accom-
pany the issuance of public securities. Thus it is held that national
securities are from the moment of their issuance exempt for the
most _part from state taxation and that state and municipal securi-
ties are likewise exempt from national taxation. The two ecases,
however, are not, it would appear, in all respects parallel. On the
one hand, the exemption rests in both cases on judicial reasoning
rather than on any specific clause of the constitution; but, on the
other hand, an important difference appears between the consjdera-
tions which judges have treated as controlling in the two instances.
For logical as well as chronological reasons the exemption of
national securities from local taxation will be dealt with first.

.

; 'l:lie,‘judiciﬁll_.,dqutj:i,u',e: of "tfaix«e.‘iem'{)tipl_l enteved our constitutional
}111-1spgudgn<;e through the famous decision in McCulloch v. Mary;
| and,.in which in 1819 the supreme court set aside a tax by the state

2 THe market prite of tax-exempt securitier Is such to-day ay to tempt people of com-
Harmlvely low incomes—frop: twenty to fifty thousand dollars per anuuwm. This signi-

es, of courge, that the very rich get their bonds cheaply, so '“"2 go, indeed, that while
the {ucome tax law pretends to lévy surtaxes rauging as high as 08 per cent, the sur-
tax above 31 per cent is virtually inoperative, See Professor R, M. Halg's article in
the North A " Review for lastﬁpr 1, Professor Halg also makes the point that

. th? ncomes, thus gfﬂted are what Gladstone calied “Jagy ' incomeg, which thus seek

safe mvea;ﬁlem, w }‘e ‘_}he risk of déveloping new enterprises s thrust upon earned
incomes, e t. thought has always orgedl tbhat earned Iincomes should be less
Theavily _taﬁed than unearned, | .

‘Article I, sec 10, par, 1. '

44 Wheat, 316.




TAX-EXEMPT SECGURITIES, 8

of Maryland on certain operations of a local branch of the Bank of
the United States. The opinion of the court by Chief Justice
Mavshall brings forward at least four distinct, even though not
clearly distinguished, grounds for the decision. In a phrase often
quoted since, the Chief Justice defines the power to tax as involv-
'inﬁ “the power to destroy.” '
" The inference is that the mere attempt to tax the bank represented
a claim on Maryland’s part-to control or even to wipe out an
instrumentality of a governmentwhich is supreme within its as-
signed sphere. But more than that, the opinion continues, while “the
sovereignty of a state extends to everything which exists by its own
authority or is introduced by its permission,” the bank did not fall
within this description. So, regavdless of the supremacy of the na-
tional government, there was “on just theory” a “total failure” of
power in the state to reach the bank through taxation. Nevertheless,
at the very end of his opinion, Marshall concedes Maryland the right
to tax the bank on its “real property . . . in common with other
real property within the state,” and also “the interest which the citi-
zens of Maryland” held in the institution *in common with other
property of the same description throughout the state”; and mean-
time he has answered an argument drawn by the state’s attorneys
from the Federalist with this observation: %The objections to the
constitution which are noticed in these numbers were to the unde-
fined power of the government to tax, not to the incidental privilege
of exempting its own measures from state taration”® In other
words, the exemption of the bank is thought of at this point as rest-
ing on the implied will of congress and therefore to be justified con-
stitutionally as a measure “necessary and proper” for maintaining
the full efficiency of the bank as an instrumentality of admitted
national powers. In short, while the exemption of the bank from
state taxation on its operations was clear, the precise reason for ex-
emption was far from clear. This may have been due to the inherent
scope of ‘the taxing power, considered in relation to the supremacy
of the national government within its proper field: or it may have
heen due to the inherent limits of the state’s own sovereignty; or'it
may have been due to the discriminatory nature of the tax at-
tempted in this instance, or finally, to the implied will of congress.
The question arises whether there is a necessary contradiction as
between any two of these grounds of decision, or whether they may
be considered as together constituting a harmonious whole. The
strongest appearance of contradiction emerges from a comparison
of the first and third grounds; for if the equal application of ‘a tax
to a species of property is guarantee against its abuse, why the propo-
sition that “ the power to tax involves the power to destroy ” ¥ And
why should not any generally imposed tax be valid as to all prop-
erty within the limits of a state? - The answer seems to be that Mar-
shall was trying to draw the line betyween the bona fide taxation by
a state of property within its limits and an attempt by it to tax an
cvercise oz' national power within those limits—the .former being
allowable, the Jatter not. Yet why not? And here our attention is
drawn to the juxtaposition of the first and fourth grounds of de-
cision. Taken together the two grounds spell out the proposition

& The {talics do not occur ir the original,
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that congress may always exempt instrumentalities of the national
government from local taxation when it is “necessary and proper”
far it to do so in order to assure the efficient operation of such in-
strumentalities. What then of the converse proposition, that where
an exemption of national agency from state taxation exists, such
exemption is to be deemed as resting in the first instance merely
on the will of congress, express or implied, and not on constitutional
considerations beyond the reach of congress? The fact is that no
clear answer to this question can be gleaned from Marshall’s de-
cisions. In Osborn v. the Bank, he treats the exemption as vesting
on the will of congress;® in Weston v. Charleston, ns implied in the
constitution :” and subsequent decisions of the court disclose the same
uncertainty.® Indeed, even when the will of congress is made the
basis of exemption, there is still uncertainty as to whether taxation
may be permitted in the silence of congress, or the implication of
silence should be ‘construed unfavorably to the state's clnims.” It is
submitted, however, that there is no sound reason why these uncer-
tainties should be permitted to continue. With the remedy for any
abuse by a state of its power over instrumentalities of the national
government securely lodged in congress, there is not the least benefit
to be anticipated from the supreme court's troubling itself with the
extent of congress's concessions to the states in respect of the taxa-
tion of national instrumentalities. Such instrumentalities ought al-
ways to be subject to local taxation when they take the form of pri-
vate property, while any effort of the local taxing power to single
them out for special burdens would be void on the face of it. Both
of which propositions ave fairly implied in MeCulloch v. Maryland. s

IL

We now turn to that branch of the constitutional doctrine of tax
exemption which restrains the national taxing power in relation to
“means and instruments” of the states. At the outset we note an
important difference in the operation of the doctrine in the two
fields The principal local taxing power which is caught in the coils

89 Whent, 738, Marshall’s language here.is as follows: '‘The court adheres to Its
decision in tho cdse of WcCulloch v. the Stale of Maryland, and 13 of opinion that the
act of the state of Ohlo, which is certalply rouch more ob_]ecllnnablo than that of the
state of Mar&lnnd. 18 repugnant to o laic of the United Stales made in pursuance of
mg2co[y,u't '-’1'19 n,' and, therefore rofd.” . (The {talicy do not appear in-the original.)

et, 449,

s8ce Van Allen v. Assessors, 3 Wall, 573, in \¢hich was sustalned the Act ‘of June 3,
18684 (now $5210 of the Revised Statates), whereby certain powers of taxation with
refercnice to national hanks were accorded the states: Thowmxon v, Unlon Pacifie R, Co.,
9 Wall, §70; Union Pacific K. Qu. v. Peciston, 18 Wall, 6; Oiwrensboro National lank v.
City of Owensboro, 173 1. 8, 864 ; Homc Sarings Rank v. Des Moines, 205 U, 8. 503.
In the last case J, Moody, spenking for the court, remarks: “It may well he doubted
wfhethor-, congress has the power to eOnfe{' upon the state the right to tax obligations
of the Unlted States, However this may bLe, congress has never yet attempted to con-
for auch’a right.” 8o the point hag never been declded. In Chaptn v. Comm'r, 12 Com.
L. R, 378, (Australla, 1011), the commonweaith waa leld to have ghe power to au-
thorize state taxatlon of federnl salaries,  nitheugh snch taxatios bad beén pre-
vlouslg'hem invalld witbout such aunthorpization. all, Caspe on Conatitutional Law,
p. 1288 . Hee nlso note 13 infra, If a citizen of one stAte owne bonds of another
state, his.own stato may lovy a tax thoreon, na on other. personal property the situs
of wiﬂch followg the owner, Btnnparre v. Appeal Taz Court, 104 U. B. §02. In other
‘words, as between states, Lrlvn ely -held publie securitles of state origin are troated as

f

A i L] f

eo also the rcoantly decided . case of First: National Bank- of Son Jose v. Calif.
decided June 4, last, nn’d; cages there cited, to show that the ﬁdeallnxs; of national
banks ate subject to the ratlon’ of goneral and undigeriminating state laws which
do not conflict with the letter or gencral object or purposc of congreasional leglsla-
tlon affecting auch banks.” .
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of this doctrine is the power of taxing property directly—in other
words, the general property tex, which is thereby disabled in the
presence of private property which is viewable from another angle
as still discharging a governmental function.

The nationaFgovernment on the other hand is, practically speak-
ing, denied the power of directly taxing property by the unworkable
rule of apportionment which the constitution lays down for such
taxes,? ’Hle only kind of national taxation which is affected by the
constitutional doctrine under review is consequently income taxation,
which, whether it be *direct” or *indirect ” in the constitutional
sense is to-day relieved by the sixteenth amendment from the rule of
apportionment: and the principal operation of the doctrine of tax
exemption within the national field has been accordingly to relieve
certain categories of éncomes from national taxation. namely, those
derived from state and municipal bonds and state official salaries.
By the same token the extension of the doctrine of tax exemption
into the field of national taxation incurs difficulties which it does not
encounter in the other field. Both on the basis of what has just been
said and for other reasons which will be manifest, these may be set
down as follows: In the first place, in the case of the average prop-
erty holder or income taker t&le burden represented by the general
property tax is far greater than the burden of any probable income
tax. To illustrate: A tax on income derived from a bond hearing
interest at four per cent would have to e twenty-five per cent in
order to eqnal in burden a one per cent property tax on the bond
itself: but while the latter is a burden which any citizen may be
called upon by the stata to meet, the former is one exacted by the
‘national government only of the wealthiest classes and is thevefore
one evasion of which is rendered possible and profitable only to the
wealthy through the operation of the doctrine. In the second place,
while 1t is not so unrensonable to regard a government-hond vven
in the hands of the private purchaser as still an instrumentality of
government, since it vepresents a-continuing relationship betivéen the
government and the purchaser, to extend the same line of reasoning
to income from the bond, the payment and receipt of which is a
transaction over and done with once for all, invo}v(*s a step by no
means easy to follow.?? In the third place, the difference between
the national government as the government of all and any particular
state as the government of only a section of the people should be taken
into account in this connection. “As Chief Justice Marshiall pointed
out. in McCQullock v. Maryland: “ The people of all the states and
the states themselves are represented in congress,” which, therefore,
when it taxes a state institntion is still taxing only'its own ¢onstitu-
ents, whereas, “ when a state taxes the operations of the government
of the United States, it acts u})on institutions created ¥ by people not
represented in the state legislative chambers. Finally, whereas, the
principle of national supremacy, to which, as we have seen; the

10 Artlcle 1, sec. 2, par. 3; sec, O, par. 4, .

u A glmilar distinctlon is de\'elop«s‘by Marshall in Weston v, Charleston, aupra, be-
tween state taxatlon of United States bonds nnd lands sold by the Unfted Stafes: “ When
lands are s0ld, no connection remafnr between the purchasér and the government, [
Jands {mrchnml hecome a part of the mass of properldv in the country with no implled
exemption from common hirdens. . . . Lands sold ate In the condition of money
borrowed and repaid, Its labillty to taxation In any form 1t may thed mssume {8 not
queationed.  The connectlon between the horrower and the lénder {s dissolved,”! =
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exemption of national means and instruments from state taxation
was principally referred by Marshall, is a principle definitely em-
bodied in the written constitution,’ the theory. upon which the doc-
trine of tax exemption was projected into the national field, rests
entirely -upon principles external to the written constitution, and,
indeed, -is logically contradictory of the principle of natipnal su-
premacy. - . v .

The doctrine of tax exemption was first applied in restriction of
the national power in 1871, in the case of Collector v.-Day,' in which
‘the.sole question was whether a general income tax levied uniformly
throughout the country could be exacted of a state judge on his
official salary. Justice Nelson, speaking for the majority of the
court, answered this question in ,tjle negative on the following line
of reasoning: (1) That a judiciary was a requisite of that “ repub-
lican form of government” which the United States was pledged
by the constitution to maintain in every state; that ¢ the power to tax
involved the power to destroy”; (3) that the tax invaded the field
reserved to the states by the tenth amendment. Rendered as it was
near the close of the Reconstruction Period, during which congress
had ridden rough shod over the most sacred pretensions of “State
Soversignty,” the decision is easily explicable, especinlly when we
bear in mind the constant solicitation to which the supreme court is
always exposed to adopt the rdle.of “savior of society ”s but these
are circumstances which can hardly justify the decision as a rule of
law, Would it ever occur to “most people not lawyers”!* that
the republican form of government connotes the elevation of an
official class above the common burdens of citizenship? Nor does the
maxim that * the power to tax involves the power to destroy ” seem
particularly applicable to a situation in which its realization would
carry with it the destruction of everybody’s income. But not oy
was the court’s invocation of the guaranty of a republican form of
‘government extravagantly irrelevant to the actual facts before it, it
was also technically unallowable; for the court has said repeatedly
that it is not for itself but for congress to say what ave the requisites
of such a government, that this is * a political question.”™

Justice Nelson’s chief reliance, however, is upon “the reserved
rights * of the states, rccognized in the tenth amendment; but it. does
not seem on the whole to be better placed than on the other arguments
just reviewed. He contends, in brief, that the right to establish and
maintain a judicial department is an “ original,” inherent,” ¢ re-
served * power of a state,  never parted with, and as to which the

supremacy ” of the national government “ does not exist,” that “in
vespect to the reserved powers, the state is as sovereign an independ-
ent as the general government.” Virginia had made the same argu-
ment half & century earlier, and with much better reason, in Coheng
v. Virginia* and I)md been answered, that as to the purposes of the
Union the states are not sovereign but subordinate. Moreover, if the

BArticle VI, par. 2.

1311 \Wall. 113, The decislon was precﬂledt;vs that In Dobbing v. Comnrs, 16 Pet. 4335,
in which the couri held the salarleg of Uni States officials to be non-taxable by the
states, on the ground that the immunity was {mplied by the act of congress flxing guch

salaries,
,L'The expression (s J. Holmes's, See 252 V. 8. 220 | .
" Luther v. Bordea, T How. 1; Pacifle States T. and T. Co, v. Oregon 223 1. S. 118,
w;: a' \Y{la(;&t, 264, Bee also Justlco Storey's opinlon In Martin v. Hunter's Lessee, 1
cat, 304,

.

|
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supremacy of the national government does not exist as to the ve-
served powers of the states, as to what powers does it exist? Modern
constitutional law certainly lends Justice Nelson’s logic small sup-
port. For if the reserved power of a state to establish courts can
prevent the incidental operation of an otherwise constitutional tax
of the national government, what is to be said of a tax levied upon a

yrivilege granted by the state in the exercise also of powers indu-
sitably Teserved to it;'7 or of a direct invasion of the reserved power
of o state in the regulation of local transportation? *® Yet both these
assertions ‘of national power have been sustained within recent years.
Furtherniore, even though it be conceded that the power to mamtain
a judiciary is a reserved power of so peculiarly sacrosanct a characte:
-a8 to set limits to the operation of otherwise constitutional acts of tha
national government, yet it would remain to be shown that this re-
served power comprised the further power of rendering immune from
national taxation the salaries paid the state’s judges and already in
their pockets. Recent decisions do not tend to support such fai-
fotched theories of the incidence of taxation **—far-fetched and, as
Dr. Johnson would have added,  not worth the fetching.” or all
which reasons the doctrine of Collector v. Day must to-day be re-
garded as obsolete; and the same, of course, must also be said of the
extension of that dactrine in Pollock v. The Farmers’ Loan and T'rust
Company ® to incomes from state and municipal bonds. A special
tax on such incomes would fail for vicious classification 2—perhaps
as not a tax at all;?? but'an otherwise constitutional tax cannot n
logic: or common sense be denied operation upon such incomes; and
this would be so even if the sixteenth amendment had never become
a part of the constitution.

111

The sixteenth amendment reads as follows

_ 'The congress shall have power to lay und collect. taxes on incomes from
whatever source derived, withont apportionment among the several stat
and without regard to ahy census or enumeration. :
It is understood that the purpose of this amendment was
to overcome in whole or in part the effect of the supreme court’s
decision in Pollock v. The Farmers Loan and Trust Co.** but
whether in whole or in ‘part only is' disputed. TIn this case the
supreme court ruled, first, that incomes derived from proporty
were * direct taxes” and leviable only by the method of apportion-

3 Blint v. Ktone Tracy Co., 220 U. 8. 107, sistaining a tax measured by net profits on
the ;iriv_lleze of doing busipess as a corporation. .

v “g ‘hb% :E;hre\'oport Case, 234 U. 8. 342; Railroad Coinw’n v. Chicago, B. & Q. R. Co., 257

A tax on Income, two-thirds of which was derived from export trade, 18 valld, not-
withstanding the constitutionul prohibition of n tax on * articles cxported from any state’
(Arttcle 1, see. 9, par. b), Peck and _Co, v, Lowe, 247 U. 8. 165 also, a tax by a state
on the profits of a company, though these were derived in large part from interstate
commeorée, United States Glue Co. v. Oak Creck, b 321: also, state and municipatl
honds held by a decedent mn{ be valldly Included in the net value of an estate upon the
tra}rsfer of which the estate tax imposed by the Act of Sept. & 1010, 1s assessed, Greiner
v. Lewellyn, 258 U, S, 384. Finally, by Newe York, v, Law, decided APr. 30, Inst, a tax qn
the Sncome from a mortgage iz not a tax on the mortgage it&elf within the rense of a taie
cxrempting the maortgage {rom tazation.

2157 . S, 420: 168 U, 8 1.

n Sea the dicfa in Brushaber v, Union Pacifie R. Co., 240 U. 8. 13 Rell’s Gap R. Co.
v. Penna,, 134 U. 8. 232 Connolly v. Unina Sewor Pipe Co., 184 U, 8 0H40; and other
CRSEN, ) . '

2 Railey v. Dreeel Furnfture Co., 259 U. 8. 205 Hill v. Wallace, {Hd, 14,

- ®.8ce note 20, supra. . o -
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niént; and, Seéondly, as we have just noted, that incomes derived

from stat¢ and municipal bonds were not subject to national taxa-

tion at iil(i-. The question with which we are concorned, therefore

is this: Does the sixteenth amendment overthrow both branches of |
?éis decision or only the first? Or, to put the issue a little more |
dofinitoly: What is the force and effect of the phrase * from what- |
eveir sotirce derived ” in this context? Does it permit. congress to
tax a1l kinds of income without resort to apportionment, or does
it ‘merely permit congress to tax without resort to npportionn:ent
such incomes as were previously subject to national taxation ? |

Anterior to & rans v, Gore?t which was decided four years ago, and
which receives special consideration farther along in this paper.
the court, or justices speaking for it, had uttered u number of dicta
which have been assumed to sustain the narrower view of the amend-
ment. Thus in Brushaber v. Union Pacific R, R, Co.,* which was
decided shortly after the amendment was added to the constitu-
tion, we find Chief Justice White declaring that “ the whole purpose
of the amendment was to relieve all income taxes when imposed
from apportionment from a consideration of the source whence the
income was derived ¥»—a view of the matter which he asserts shortly
afterward to have been “settled ” by the previous utterance.”, . And
to the -same effect is the language of Justice Pitney in the Stock
Dividend Case.?” “As repeatedly held, this [the sixteenth amend-
ment] did not extend the taxing poer to new.subjects but merely re-
moved the necessity which otherwise might exist for an apportion-
ment among the states of taxes laid on income.” This was the five-to-
four decision, but meartime, in Peck & Co. v. Lowe,™ Justice Van
Devanter, speaking for a unanimous court, liad reiterated the same
proposition. S :

But now just what is this proposition? The present writer sub-
mits that it is noither more or less than the statement, evident on the
face of it, that the sixteenth amendment docs not authorize congress.
to tax without apportionment anything except incomes. Tt 1t be
considered what were the precise questions before the court in the
two more important of these cases. In the Brushaber Case it was.
whether an income whichi had accrued since March 1, 1913, could be
reached retroactively by a tax enacted the subsequent August, it
being contended that the income had. now become capital; while
in the Stock Dividend Case the question was whether such a divi-
dend was to be regarded as income in the hands of stockholders or-
merely as evidence of capital-holding. "The former question was
answered adversely to the taxpayer concerned, the latter favorably;-
but in both instances it was obviously proper for the' court to
ci;l(:'if;,—” its position by stating the self-evident proposition offered
above. ! ‘ : S .

On the other hand, interpret the statements above quoted as’
signifying that the amendment still leaves outstanding certain limi--
tations on congress’s power of income taxation, and what results?
This, at least: That the supreme court is ‘chargeable with having-

%253 U, 8. 245. . .
» See note 21, aurra. . .

2 Phe Baltio Min n{ Co. v. Stanton, 240 U, 8. 103.

0 Bisner v. Macomber, 252 U. 8. 189, , ) )

# Cited {n note 19, supra. [

© The Peck & Co. v, Lowe und Baltic Mining (o. v: Stanton, as in _the Brushaber-
(o"?st?i t;le exertion of the national taxing power questioned was sustained independently-
e

ixteenth amendment.
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“settled ” by the mere process of heaping obiter déctum upon obiter
dictum a most important question of constitutional power, which
was not remotel]y mvolved In the cases before it, on which, so far
as the published briefs of attorneys show, there was no argument
worthy of mention. and in justification of its determination of which
it condescended to utter not one word of proof, whether of law or
of fact. That the supreme court has no authority “ to pass abstract
opinions upon the constitutionality of aéts of congress ” has been re-
peatedly stated by the court itself; * that it has no right to anticipate
action by congress by affixing to the constitution a reading théreof
not required in the determination of any question before it would
seem to be even clearer. Respect for the court, if nothing eise, for:
bids our attributing to it the intention of prejudging the interpre-
tation of the sixteenth amendment unnecessarily. Instead, we
should recall the maxim stated by Chief Justico Marshall and re-
iterated many times since: “Tt is a maxim not to hé disrégarded
that general expressions in every opinion are to be taken in‘connec-
tion with the case in which those expressions are used. 'If they go
beyond the case they may be respected, but ought not to catitrol't
judgment. in' a subsequent suit when the very point is*presénte
for detision.” ¥/ R A A o
But it is insisted that in Xvens v. Fore,22 which followed the éiisés
just reviewed, “ the very point ” here under consideration was pre.
sented and decided; is this so? The principal holding of: that case

was that a United States judge could not, consistently, with the pro-
vision in article I1T of the constitution, that judges of the United
States shall at stated times receive for their services.a compensation
“ which shall not be diminished during their ‘continuance in office,”
be subjected to a national income tax in respect of his official salary.
Confronted with the argument that the sixteenth. amendment myst
be deemed to have nuthorized such taxation notwithstanding the
language of article ITI, the majority speaking through Justice Van
Devanter said: o ‘ B ' S T

The purpose of the amendment was. to ellminate all occaslon. for such an
apportionment because of the source from which the fncome cameys—~a. change
in no wise affecting the power to tax, but only the mode of exercising: it,
The “message of the president ‘veconimending -thé adoption by -congresd of w
Joint resolution proposing:the amendmunt, the debatey on the resotation' by
whieh it was proposed, and the public appeals,—corresponding to those in''the
Federallst,—made to secure its ratification, leave no doubt on thispoint.. . .

True, Governor Hughes of New York, i) a meksage laying the amendment be-
fore the legislature of that state for ratification or reJection, expresdéd some
apprehension lest it might be:construed as extending: the taxing power to in-
come not taxable before; but his message promptly brought forth froin states.
men who participated in proposing the amendment such convinelng expositions
of its purpose, as here stated, that the apprehension was, ¢ffectively dispelled
and ratification followed. « - & = - oo St et b

Thus the genesis and ‘words of the fmendment unite in: showing that It
does not extend the taxing power to new or . excepted subjects, but -merely
removes all. occaslon .otherwise - existing for -an apportionment : among ‘the:
states of taxes lald on income, whether derlved from one source ‘or. auother," -

i SN Ll S R i i P ASSNSTLT SN SIEUE N I

» Seé 'J."Suttel:lerlnnd’é‘opimoh in Maésdelinsetts v.” Mellon, qggi}igq'mhg 1 last, ang

HE

cages there cited. .
M gohens v. Va., cited note 16, supra.
® Cited In note 24, supra. )

’ c- B Sty et . . = 5 !
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. ‘That. these words would have been regarded. by the coutt when it
uttered them, as concluding. the .question aunder discussion in this
paper may, woll he believed. Also,.it;must be said in fairness to the
gourt, that the conclusions ‘stated by Justice Van' Devanter rest to
some, extent on 3 conside ation 0f the question of the scope of the
amendment in the light othiof fact.and of argument. Nevertho-
less, .J; venture to challenge the conclusiveness of the facts hrought
forward by, the court and also of the assumption, which I am will-
ing to attribute to it, that the question before it involved the broader
question of the status, in relation to the amendment, of incomes from
state and municipal bonds and of the salaries of state officinls; and
let us first take up the question of fact. ‘
,,,,,, 1V,

.. As its citations go to prove, the court’s. chief reliance is upon
arguments which were made by Senators Root and Borah after the
amendment had been proposed by congress but before. its ratifica-
tion,,, On the other side, the court admits the contrary opinion -of
Mz, Hughes, then governor of New York, whose utterance, however,
was but one of several of like tenor, as the following quotations
show: .. =~ . . : ' Co PR

It i8 to be borne fin- mind .that this is not a mere statute to be construed
in the light of constitutional restrictions, express.or implied, but'a proposed
amendment; to the:constitution itself which, if ratified, will be in effect & grant
to the Federal Governraent of the power which it defines. . The comprehen-
slvé words '* from whatever source derlved,” if taken in their mitugal sense,
would include not only incomes froim real and personal property, -but ‘alko
ilgco‘r(nes derived from .state and municipal securitles.—Gov. Hughes of New

OTK. . : :

- ~Congress could, therefore, tax fucomes from state and munteipal bonds, and

cotld exeinpt incomes so derived. Senators und congressmen being neces-
sarllyresidents ' of the: sintes and generally of the municipalitles would' not
pasg a-law which ‘would. destroy through taxation' the credit of thelr own
state and thelr own munieipality.—Gov. Gilchrist of Florida. o

The objection urged by Governor Hughes does not impress me us being
a very. substantial ov ‘effectlve .one. - If it 1 advisable upon broad grounds
of -publle policy for-the natlonal government to subject incomes to taxation,
it impresses me a8 a narrow or technical. objection to oppose this amend-
ment for the reason that it does not provide for.an exemption of that portion
of one' income derived from Interest upon state and municipal bonds.—Gav.
Hadley of. Missourl. .. - : . . T

The income tax amendment to the constitution is broad enough to Include
a tax-on .incomes derived from the ownership of state and municipal bonds.
—Gov. Burke of North:Dakota. i SRR Lo URTEN
. /The langupge of the amendment is very .broad; and injustice might easily
occur.-unless congress should be careful in the exercise of the authority con-
ferred.upon congress by this amendment.—Go, Haskell of Oklahoma. « = . -
" Indeed it seems to me that if the ;words. * from whatever source derlved "
would leave tlie amendment ambiguous as to its power to tax incomes from
official -salariea and from bonds of states .and municipalities, the amendment
ought to:be opposed by whoever adheres to the. democratic maxim of equallty
of laws, equality of  privileges, and- equality. of burdens.: . ... It is bm-
possible to concelve .of any .proposition more_ unfair and more antagonistic to
the American idea of equality and the democratic principle of opposition to.
privilege, than .an fncome tax so levied that it would divide the people of the
United States Into two classes.-—Gov. Dix of New York, in his message to
the Speaker urging him to press the amendment, =~ ¢ C o

Here, in short, are six gubernatorial utterances made, some in
protest against the amendment, some in its favor, but all to the

i

1
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same effect, that the amendment would vest congress with the power
to tax incomes from state and municipal bonds; while I have en-
countered but a single utterance from a like source which is clearly
to the contrary effect. Yet despite these warnings, following these
commendations, the amendment was ratified. And in this connec-
tion it should e noted that ratification by the pivotal state of New
York followed upon the Dix message, not upon the attempted refuta-
tion of Governor Hughes.*

But let us consider the evidence which Justice Van Devanter ad-
duces as to the intention of congress itself in proposing the amend-
ment.* He first refers to President Taft’s message of June 16,
1909, urging an amendment to the constitution which should confer
“the power to levy an income tax without apportionment among
the states in proportion to population.” This clearly shows that
the object which was foremost in the president’s mind was to get
rid of the rule of apportionment in income taxation; but clearly, too,
it throws no light on the question of the proper construction of the
very differently worded proposal which was finally adopted. In con-

oss the ball was started rolling by Senator Brown of Nebraska,
the day following the message. In its original form his proposal
gave congress “ power to lay and collect direct taxes on incomes with-
out apportionment”; hut when it emerged from the senate finance
commitee eleven days later, it had assumed the shape of the present
amendment. Why the change? It would, perhaps, be difficult to
say: but the burden of explaining the change is certainly not on
those who contend that it must have had some significance, Nor
does the trend of the discussion leading up to the passage of the
amendment, in cither the senate or the house, strengthen the case for
tax exemption. For the most part this dealt with political and

- historical matter which has no bearing on the present question;
but it was interlarded with repeated references to the desirability .
of clothing the national government with the power to tax incomes
effectively, both from the point of view of providing for possible
emergencies and also from that of equitable taxation.

The resolution of proposal having been passed by the senate by .
a vote of 77 to 0, then went to the house, where it was voted by an
overwhelming majority on July 28, and thereupon went to the states,
with the result that congress now lost all control over it. Notwith-
standing this, when nearly six months Jater Governor Hughes sent
his message to tha New' York assembly criticizing the proposal,
Senator Borah introduced a resolution asking the senate committee
on the judiciary to report on the soundness o.g the Governor’s views;

3 (Of the foregoing quotations, the frst five nre taken frora the N. Y. Tinmes and N, Y.
World of Jan. 7. 1010, The last 18 from the Dir Pugxc-"a (1011), p. 533-541, 'The
single hostile utterance referred to was that of Governor Noel of Mississippi, 7'{ntcs, Jan.
8. ~Governor Harmon of Ohio was content to leave the question to congress whose mem-
bers would never * pass a law that would cripple or destroy tholr states.” ibld. Governor
Weeks of Connecticut, who was opposed to the amendment, vongratulated Govern?r Hughes
‘“ypon the tone of fyis message, Times, Jan. 8, Governor Vessey of South Dakota
ig put down as agreelng with Governor Hughes In the Literary Digest of Jan. 15, p. 88,
Senator DBrown, anthor of the amendment, declared on the floor of the sennte that
‘Alabama. Ohlo, Virginia, New Jersey, and other states have governors who not only
favor conferrlng the power, but favor the pro{)osed amendment, which, it adopted, con-
fers the power. c‘onyrcsalonal Record, vol. 45, p. 2245, For many of these data I am
indebted to Mr. Robert A. Mackay, Proctor Fellow {n Politics, Princeton University.

% The evidence will bo found in the following pages of the Congressional Record.: vol,
44, pp. 1568-1570, 3334~3345 (President Taft's message), 33717, 3000, 4087, 4105-4121,
4389-4441: vol. 45, spp, 1604-1690 (Mr. Borah’s speech) 2245-2247 (Senator Brown's
views), 2539-2640 (Senator Root’s letter to Mr. Davenport of the New York Renate). |

92383—24——-2 :
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and meantime proceeded to develop his own theory. In brief, his
argument was this: It could not ho the purpose of the clause “ from
whatever source derived” to vest congress with additional powers
of taxation, since that power was already plenary. The argument
is self-contradictory ; for if its power of taxation was really plenary,
what additional power of the kind was there with which to vest
congress? But as an assertion of fact, the statement is merely pre-
posterous, boing “so far from the truth”—to borrow an expre&»:inn
of Mr. Chesterton’s—“as to be exactly the opposite to it.” How,
then, is such an absurd statement in the mouth of a reputable public
man to be explained?  One explanation ix to he found in Mr. Borab’s
quotation of a number of judicial dicta also asserting the plenitude
of congress’s power in respect of taxation. Tt does not seem to have
occurred to him to notice that these dicta take their rise from

eriod long antecedent to Collector v. Day and Pollock ~. The

armers' Loan and Trust Company, the decisions in which they
thus directly impugn.** Nor'is {ﬁs invoeation of certain principles
of “ constitutional construction” pertinent unless he means to imply

that these are beyond the reach of constitutional amendment. since’

unlike the original grant of power to congress “to lny and collect
taxes,” the sixteenth amendment. does not employ general terms, hut
words 'which are most nicely adjusted to the Jegal problem to be
met—a point which will become clear in @ moment.

" First and last, of the moré than four hundred Members of Congress
who voted to propose the sixteenth amendment, T have had_brought
to my notice utterances of just eight dealing with Governor Hughes’s
message. Senators Borah, Bailey, and Root dissented from the mes-
sage, principally on the argument just examined. Senator Brown
of Nebraska, the reputed author of the amendment. “ agreed” with
Mr. Borah, but was “willing to assume the contrary.”” Pointing
out that no proposals had come to congress from any state calling
for a modified Proposal in consequence of Governor Hughes’s mes-
sage, he said: “It does not follow that the amendment should be
rejected; on the contrary, it follows that it should be ratified. Be-
cause under that interpretation all the incomes would be treated

alike.” That “the man "whose income arises from investmonts in’

state and municipal bonds should be exempt from the income tax.”
he continued, was “on the face of it” a proposition which did not
commend itself. “Tt does not square with the doctrine of equal
rights, It is hateful to every sense of justice. Tt cannot be defended
in principle, nor ean it be used successfully. in my judgment, to defeat
the nmendment.” In short, Governor Hughes’s view ought to he the
correct one, whether it was or not, and was calenlated furthermore to

romote the ratification of the amendment. The house members ve-

erred to are on record only in press interviews. They are Mr. Payne
of Now York, who, as chairman of the ways and means committee, in-

troduced the amendment into the'house; Mr. Underwood of Alabama.

leading Democratic member of thesame committee, Mr. Walier Smith

% 'Phe original source of the doctrine of the plenitude of congress s powel of tuxutlo{-
ix figiton v. U. 8., 3 Dall, 171 (1708). See also Pac. Ins, Co. v. Soule, 7 Wall, 438.
'ha refteration of the same doctrine in the Pollock Case, which is obvlousiy to be taken
In the Plekwickian sense, Is to be accounted for by the anxiety of the court to demon-

steate that it was not depriving congress of the power of Income taxntion by {ta holdlng’
that a tnx on jncomes from énroperty wis * direct.” See Mr., Hubbard's telllug criti--

elsm in hig article on “ The

ixteenth .Amondment,” fn the Harcard ILawo Rervicto, vol.
33, pp. TH4-B12, : :
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of Lowa, and Mr. Sherley of Kentucky., Al of them were inclined to
think Mr. Hughes’s interpretation the correct one, and that it was

robably a good thing that such was the case. Does Justice Van
Y)ovnntor really think that this evidence supports his conelnsions as.
to the interpretation of the sixteenth umvn(ﬁmont? 88

V.

Howover, the question is not one of fact alone, but of mixed law
and fact, so to sny. 'Thus, it is & maxim which has been frequently
applied by the court, that the constitution does not contain useless
langunge.}” But unless the phrase “ from whatever source derived ”
has the operation which Mr. Hughes claimed for it, what operation

does it have? Mr. Root sought to meet this difficulty by irging

ar

clear that incomes irom property as well as those from persondl
service were meant.to bo covered by the aiendnient. The answer
is obvious: the decision in the Pollock Case admits congress's riglit
to tax the latter kind of incomes without apportionment; so Mr.
Root’s contention boils down to the proposition that notwithstanding
its historical relation to the Pollock Cnse the amendment might have
hed no effect at all—might have been a work of supererogation—had
not the phrase “ from whatover source derived » heen written into it !

A sceond suggested purpose of the clause may be disposed of just
as summarily. This is to be found in Chief Justice White’s opinion
in the Brushaber Case and consists in the theory that it was the pur-
goso of the amendment to classify all taxes on inconies as “ indirect *

y forbidding consideration of the source from which the incomes are
dervived. Unquestionably the amendment does forbid the considera-
tion of the source of incomes in connection with their taxation; in-
deed, ns we shall note in a moment, this is a fact of first importance
in determining the amendment’s true operation. But the netion
that the amendment classifies all income taxes as “ indirect ? in the
constitutional sense must to-day, in the light of what was said in
Eisner v. Macomber, be abandoned; for it is there clearly implied
that taxes on incomes derived from property are still to be con-
sidered as “ direct,” nlthough the necessity for their apportionment
is now at an end.*

The single application of the phrase that reinains is. then, its
literal application—the sixteenth amendment says that congress may
tax incomes ¢ from whatever source derived,” and it means it! The
phrase, moreover, was admirably chosen to strike at the very roots
of the entire theory of tax exemption, which is that because of their
source certain incomes ought to be considered not as private prop-
crty but as instrumentalities of government. Hence%m-wm-d such

that the phrase in question was introduced ® in order to mdké: it

#'fhe N, Y. World, Jan, 7, 1010, : '

N See tho Oonstifution of the U. § Annotated, George Gordon Payne, Iditor:
Gov't Printiog Office, 1923 at pi\um 45—-46, and In cases {hero cltod. The rule
is airectly applled in Calder v, Bull, 3 Dall, 886; and in-a number of cases in -which
the term * due process of law' of the fifth amendment is com ared with the same
claugo of the fourteenth aniendment, Sce Davidson v. N. 0., 968 U. 8. 87: Hurtado
v, Catlf., 110 U. 8, 510; otc.

¥ hiat Justice White offers no proof of his singular theory of the purpose of the
clause. and his argument for his positlon involves the admission that the decision in
the Pollock Case was usurpation of power by the court, B
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theories are to be discarded, and congress’s power of income taxation
is to be defined without regard to the source from which incomes
are drawn. In this sense, indeed, the amendment does not. ertend
congress's power of income taxation; it restores it to its oviginal di-
mensions, and not by direct regrant but by levelling to its founda-
tions the whole judicially fabricated structure of tax exemption.

But the case for this reading of the sixteenth amendment is still
stronget when it is brought into touch with another acknowledged
canon of constitutional interpretation. This is the one wherewith
Chief Justice Marshall answered the argmnent in the Dartmouth
College Cuse ** that the word © contracts” as used in Article T, sce-
tion 10 of the constitution was not intended to embrace the charters
of private eleemosynary institutions: ¢ 1Tt is not enough to say that
this particular case was not in the minds of the convention when the
article was framed, nor of the American peo sle when it was adopted.
It is necessary to go farther and to say that, had this particular
case been suggested, the language would have been so vavied as to
exclude it, or it would have been made a special exception. The
case, being within the words of the rule, must be within its liteval
operation likewise, unless there be something so obviously absurd,
or mischievous, or repugnant to the general spirit of the instrument
as to justify those who exi)om\d the constitution in making it an
exception,”  This maxim has been repeatedly sanctioned by the
court, twice in recent cases.*’ Can it be said that there is any such
absurdity or repugnancy to the literal rendeving of the sixteenth
amendment as to exclude it from the rule just stated? It has already
been shown on how frail a foundation the doctrine of tux exemption
rest especially as applied to income taxation, and also how this
doctrine operates to defeat what is universally acknowledged to have
been a controlling purpose of the sixteenth amendment. to wit, a
more equitable distribution of the burden of taxation.

Yot all this is on the assumption that the intention of those who
framed and ratified the sixteenth amendment is a consideration
which is material to its interpretation. There is, however, a third
maxim of constitutional interpretation which renders this assump-
tion extremely doubtful. The point is that the words ¢ from what:
over source derived ” are so clear in themselves when not approached
with preconceptions drawn from the outside that, in the words of
Chief Justice le'slmll in a similar case, they © neither require nor
admit of elucidation™ The court has repeatedly said that “the
construction and application of a rovision are not vestricted by
and to the purpose of its adoption *3;*2 that “ it can not he inferred
from extrinsic civcumstances that a case for which the words pro-
vide shall be exempted from its operation w8 that—with specific
reference to the © commerce ” clause—" the reasons which may have
caused the framers of the constitution to repose this power * *
in congress do not * * * affect or limit the extent of the power
itself.™  In short, the rule would seem to be that when the literal

» 4 \Wheat, H18.
l’: (){:gwla vt' United States, 260 U, 8. 1783 United States v. Bhagat Singh Thind, decided

b, 10, last, .

W Wapman v. Southard, 10 Wheat. 1.

o Constitution of the United States Annotated. (See note 37, supra). . 42, and
cases there clted.

$.0p, oft, p. 45, and cnses there cited.

“ Addystone Pl.ge and Steel Co. v. United States, 175 U. 8. 211, See alzo (ibdons
v. Ogden, 9 Wheat, 1, and Chisholm v. Georpla, 2 Dall, 419,

i
.
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meaning of a constitutional provision is cleay, it is not the speculative
intention of the authors of the provision but the text itself which
roverns; and it is submitted that this rule is applicable in the present
hstance. No more precise wording could have heen chosen to con-
ey the power contended for in this paper, while contrariwise it
. (] . [ (] :

is in the intevest of a restrictive application of the words of the
amendment only that the problem of their interpretation has been
created, as it were, out of whole cloth. It is truly a case where the
interpretative process is resorted to “ not to remove an obscurity, but,
to import one.” #s

V1. p ,

We now return to the second point raised above with respect
to the decision in Zvans v. Gore!® namely, whether it involves the
broader question of the status, in relation to the sixteenth amend-
ment, of incomes from state and municipal bonds and the salaries
of state officials. The point of view, however, from which this
("uer  is put should be mada clear, There is no anxiety to preserve
the decision in Avans v. Gore, which fully.as much as Collector v.
Day*® illustrates what curious results the judicial mind can some-
times achieve when it chooses to let itself go. The proposition for
which Evans v. Gore stands is that a certain category of national
judges should not be requived to pay on their salaries the same |
taxes to the National Government as other people would on a like |
income, although they receive the same protection from the Gov- |
ernment; that while as to ordinary incomes a payment of taxes is
a use thereof, as to certain judieinl salaries it is a forced surrender,
a confiseation. But if to collect a general income tax on the salary
of a judge in office when the tax was enacted is to diminish such
salary in the sense forbidden by article 111, then to repeal, or even
to reduce, an income tax reaching the salary of a president in
office would be to increase such salary contrary to article II, and
furthermore. to repeal or to reduce the tax as to any part of the
income of the president in such a case would be another “emolu-
ment_from the United States,” also forbidden by article II. In
other words. as to everybody else in the country an income tax can
be repealed or reduced at any time, but as to a president takin
office under the act it must be collected to the end of his term, and
not only on his salary but on’all his income, and at the same rate!
Furthermore, in failing to note any distinction between a dis-

He fustice Sutherland, in Ruasell Moator Car Co. v. U. 8., decided Aptil O laxt, The
opinfon cites goveral cazes forbidding. resort by a court to legisiative debates. for
extrinsic aid In interpreting a statute : Lapina V. Willlame, 282 U, 8, 78, 00: Omaha
& €. 1. S’h‘etl} R. Co. v. I. €. Com'an, 230 U. 8. :324, 3381 Ktendasd ot Co. v.
U, W, 921 U. 8. 1,50; United States v Trans-3o, Fri. Aeso., 168 U. 8, 200, 318.. The
objections to invoking a sg‘?posed * intention ' of the legislators as interpretitive of
the law are admirably stated by Mnlb’er%. (?o'lmbutlona a la Theorie Géndrale de 'Eia!
(1920), ‘I, sec, 237. * In order that the will of the legislator become law, it must
tnke form In an official text adopted in solemn form, * ¢ .* 'That procedure
which consists: in . imputing intentions to the legislator by taking account of the state
of mind, the custors, the circumstances which prévailed at the geriod of the making
of the law can farnish tnterrretatlon only verv vague data. * ¢ The text alone
ban‘the.m\éhoﬂu.tl\‘e valldity of the law,'’ {bid, The objectlons ngainst resort to
extringle alds ave,’ of c¢ourse, vastly multiplied in- the caso of an amendment to the
constitution of the United States, waich beg»nee law only after. proposal by two-thirds
of each house of congress and the 'avorable vote of thiree-fourths of the state legls-
jatures. ‘To 1¢1y upon the views of nut :'\orrq than four men, as Justice Van levanter.

&

do u exhressive of the * Intentions ™ of th far-flung legislative orgap would of iteelf
e:id"m?o{ns. even It thelr utferances were not more than offset by conttary evidence,

bhe

which, however, is clearly the caee,
¢ See note 24, xupra. .
4 ({ted in note 13, aupra.
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criminatory and nondiscriminatory “taxation of judicial salaries,
the decision actually exposes the salaries of future judicial incum-

""“".'bents to special oxactions. For while the “judicial independence ”

-

of judges in oftice at any particular time is bulwarked behind this
decision, that of judges to be is still left to the mercy of congress

and their own fortitude. ,
But while this decision, for the reasons stated, can hardly elaim
our applause, it is, nevertilele,ss, until it is set aside by the court, a

+ fact to be reckoned with, and so the question of its scope becomes

ono of importance. The precise inquiry is, therefore, whether the
auestion decided in Evans v. Gore can bo distinguished logically

rom the question which would be reised by the application of a
national income tax to incomes from state and municipal honds and
to state officinl salaries? I submit that it can be, for two reasons:
In the first place, while the decision in Ewans v. Gore is based on a
clause of the written constitution, no such clause can be invoked
in behalf of the incomes just mentioned. Be it noted that the
court does not claim that national judicial salaries are inherently
exempt from national taxation; and indeed, ns we have seen, such
salaries are subject to an income tax if the tax is in existence when
the incumbent takes office. Thus, notwithstanding the importance
of the principle of the seFaration of (Powers- in our system. ag
well as of the principle of judicial in ependence, yet neither of
these principles, nor both together, were regarded by the framers
of the constitution as sufficient to secure the exemption enforced -in
Fvans v. Gore, but that exemption had on the contrary to be
stipulated for in the written instrument itself. The exemption of
incomes from state and municipal bonds and of state offieial salarics
from national income taxation is, on the other hand, merely a
deduction, and a far-fetched one at that, from theories external to
the constitution. The question is surely prompted, why, if im-
plication was insufticient in the one case, should it be supposed to
sufice in the other?

"The second difference between the case decided and the one sug-
gested is even more cogent, though less obvious, It can be put in
this way: That whoreas the exemption which judicial salaries re-
ceive from the constitution has no reference to the source of the
salary but, on the contrary, is extended to the recipient thereof, the
exemption which is claimed for incomes from state and municipal
bonds—and I should say the same thing of state official salaries—.
is claimed solely on a consideration of the source of such incomes
and totally without regard to the deserts or: necessities of the
recipients. Or to put it slightly differently, whereas certain judicial
salaries are protected as such by article TII of the constitution, in-
come derive&) from state and municipal bonds .is souglit to be pro-
tected despite its being income by considering its.source. But if
the contention of the present writer be accepted, as it must be at
this point at leagt for the purpose of argument, consideration of
source is precisoly what the sixteenth amendment forbids in the
Qeterinination of the scopé of congress’s-power in taxing incomes.
So, conceding the point decided in Fvans v. Gore to have been cor-
rectly decided, namely, that the tax theyre involved was a diminu-
tion of judicial salaries in the sense o article ITI, the sixteenth .
amendment had absolutely no bearing on the case; not, however,
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because the amendment does not purport to enlarge congress's power
of taxing income, but because the criterion which had previously
restricted this power and which i3 now repealed by the amendment,
does not appear in article I11. Tt follows of necessity that what
was said in Zvans v. Gore about the sixteenth amendment was pure
obiter dictum and without any legal weight whatsoever.

To summarize: (1) Congress has the power to permit state taxa-
tion of national securities by nondiscriminatory taxes. (2) On
correct theory, it has always had the power to tax incomes from
state and municipal sccurities by a general income tax. (3) The
sixteenth amendment restores that power by striking down the
judicial theory whereby such incomes came to be exempted. Con-
gress may tax incomes from whatever source derived. The words
of the amendment are perfectly explicit and the senso of them could
not be made clearer by a dozen constitutional amendments. What
is nceded, therefore, is not further tinkering with the constitu-
tion but an act of congress assertive of its present powers. Nor
is there any judicial decision interpretative of the sixteenth amend-
ment which stands in the way of such an assertion of power. Yet
even if it were otherwise, that should not deter congress from tak-
ing the proper steps. to secure a reconsideration of so important
a question. In the words of the historian of the constitution:
“ Tt is the constitution which is the law, and not even the past
decisions of the court upon it. ... To the decision of an under-
lying question of constitutional law no . . . finality attaches.
To endure it must be right.” 4

Tt only remains to indieate briefly the form that congress's action
should take. This action would be based on the fundamental premise
that public secuvities in the hands of private persons are private
property and that the income from such securities is private income.
On the one hand, therefore, congress should subject all future issues
of national securities, as well as the incomes therefrom, to the unim-
peded operation of the general nondiscriminatory tax laws of the
states, and, on the other hand, claim a like operation for the national
income tax upon the incomes from all future state and municipal
issues. That is to say, the act should be reciprocal as between the
national government and the states, and it should respect existing
vested rights and moral obligations. To be sure, it may be argued
that expectations growing out of an attempt to evade taxation are
not entitled to much respect, yet the answer is plain: the evasion was
one which the law itself allowed, and indeed promoted: wherefore it
would be most imprudent to ask the court to disappoint such expecta-
tions. And, anyway, there is no need to cry over spilt milk if only
we can make sure that no more milk will be spilt.*®

« Banceroft, Works, 1V, 549, ag quoted by F. T, Stimson, the American Constilution, ete.,
g. 20, See algo to the Bame effect Bancroft's History (Author's last revision), VI, 350.
See further to the same effect George 'T'lckmor Curtls, Constitutional History of the
United States (N, Y., 1807), 11, 60-70; also Chief Justice Taney’s words in The Genecssce
Chtef, 12 Hon, 443, overruling The Thomas Jeflerson, 10 Wheat, 448: * We are convinced
that it we foillow 1t we follow an crroneous decision, and the great importance of the
question could not have been forescen.”

@An additional difficulty in the way of maintaining Collector v. Day to-day should have
been noticed under section 11 supra. @Green v. Frazier, 253 U, 8, 233, makes it clear that
States may to-day borrow money to an almost unlimited extent for émurgom which were
nongovernmental in 1780. Yct by South Carolina v. U. 8., 109 U. B. 437, a sfute {2 not
entitled to claim eremption from national tazgtion n the discharge of such functions.
On this ground alone the right of holders of state and municipal bonds to be exempt as to
such holdings from the natlonal income tax becomes most questionable in many cascs.
And generally speaking, it seems clear that the court can not profess to uphold both
Oollector v. Day and South Carolina v. U, 8. indefinitely,







THE PROBLEM OF TAX-EXEMPT
SECURITIES

BY
WILLIAM ANDERSON

Associate Professor of Political Science, University of Minnesota.
8 Minnesota Law Review, 273-294, 1924,

19







v

THE PROBLEM OF TAX-EXEMPT SECURITIES.
By WILLIAM ANDERSON,
Assoctate Professor of Political Science, University of Minnesoto.

THE DOCTRINE OF TAX EXEMPTION.

Prior to the adoption of the inconie tax amendment in 18913,
Congress was forbidden to tax municipal securities either directly or
indirectly under the guise of an income tax. The decisions which
led up to this conclusion of the courts are among the most impor-
tant to be found in the reports. Whether they are right or wrong,
these decisions follow such an undeviating course that the conclusion
which they reach must be accepted as settled law unless it has been
overruled by the sixteenth amendment.

They begin with the cnse of MeCulloch v. Maryland,? decided
over a century ago, and continue down through the income tax
decisions of 1895 even into our own day. In the MeCulloch Case it
was derided, among other things, that a_state may not tax a bank
charterad as an instrumentality of the Federal Government. This
decision. which has been reaflivmed in other similar cases, was
followed by others in which it was held that the state governments
and their municipal subdivisions may not tax the securities of the
United States, or the property or revenue of the United States, or
the emoluments of federal officers.®  These decisions and numerous
dicta simply carry out the general theory that the state govern-
ments are fotally lacking in the power to control federal instrn-
mentalities, and that the only way in which such control can be
prevented is by the complete denial of the state’s power to tax or
otherwise interfere with such instrumentalities.

“The sovereignty of a state extends,” says Marshall, “to cevery-
thing which exists by its own authority, or is introduced by its

ermission; but does it extend to those means which are employed

y Congress to carry into execution powers conferred on that body
by the people of the United States? We think it demonstrable that
it does not.” *

At a later date, when the danger was no longer that the states
would desiroy the union, but rather that the states themselves
would be totally submerged and wiped out of existence by the tor-
vential flow of federal power, the court was compelled to develop

1 Munjelpal securitics’ will be understood to include all securities whether in the
foriu of bonds, certificates of Indebtedness, or some other form, lssued by the State
governments or their munleipn! subdivisions.

1(1819) 4 Wheat, (U, 8,) 316, 4 I, Ed. 570,

2 0sborn v. Bank of the United Statcs (1824, 0 Wheat. (U, 8.) 788, 6 L. Bd. 204:
Weaton v. Charleston (1829), 2 Pet. (U. 8.) 449, 7 . Ed. 481; People ex rel. Bank
of Commerce v. City and County of New York 9882). 2 Black (U. s.g 620, 17 L. Fd.
451: Vvan Brocklin v. State of Tennecssce (1888), 117 U. 8 151: 20 T. Fd. 845, 6
.I%h (; pao'{géz""“"" v. Commissioncra of Erie County (1824), 18 Pet. (11, R} 435,
4 McCullooh v. Maryland (1819), 4 Wheat, (U, 8.) 316, 420, 4 L. Ed. 79,
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22 TAX-EXEMPT SECURITIES.

the converse of this proposition, namely, that the federal govern-
ment is without. the power to tax the governmental instrumentalities
of the states. It was necessary, indeed, for the court to call atten-
tion once more to the separate and independent powers of the states.

“ Not only,” said the court in a dictum, “can there be no loss
of separate and independent autonomy to the states, through their
union under the constitution, but it may be not unreasonably said
that the preservation of the states, an(% the maintenance of their
governments, are as much within the design and care of the consti-
tution as the preservation of the union and the maintenance of the
national government. The constitution, in all its provisions, lTooks
to an indestructible union, composed of indestructible states,” *

In the case of The Colloctor v. Day® it was held that CBhEress
has no power to tax the salary paid by a state to one of its
officers.  Following this case it was held that the federal govern-
ment has no power to levy a tax even indirectly upon the property
and revenues of a municipal corporation which is acting ‘as an
agent of 'the state and is carrying out public purposes.” Finally
inn the Pollock Casef the famous income tax case o 1895, although
the judges disagreed most sharply upon the other points involved,
they were unanimous in holding that Congress is without power
to levy a tax upon the income derived from municipal bonds. The
busis of the latter decision was simply this, that such a levy “is u
tax on the power of the states and Awir instrumentalities to borrow
nmoney, anc consequently -repugnant to the constitution.” i

Beenuse of the obvious fuet that the states and municipalities
sometimes go into business of a private nature, there has developed
one exception to the rule of non-taxability of state instrumentalities.
The exception, which is justified on the ground that it prevents the
states from seriously impairing the sources of federal revenue, but
which at the same time really adds strength and precision to the
exemption from federal taxation enjoyed by the states. is illustrated
by the South Carolina case involving public liquor dispensaries.’
"The state government, having mono%)olizod in order to control the
traffic in intoxicating liquors, objected to paying the federal internal
revenue taxes. ‘This objection was overruled by the Supreme Court
on the ground that it is only truly governmental instrumentalities
which are entitled to the exemption. Otherwise a state might, by
monopolizing all lines of private business within the state, exclude
the federal taxing power entirely. _

The unanimous decision of the jndges in the income tax case that
the federal government may not tax the income of municipal bonds
brought to completion the development of a principle which had
been in the making since the days of Marshall.  The principle is, in
brief. that the states may not tax federal instrumentalities as such,
and that the federal government may not tax the proper govern-

s Peras v. White (1869), 7 wall. (U. 8.) 700, 19 L. Ed. 227. See also the remarks

2, -el. Bank of Commerce v. ity and County of Ncic York (1862). 2 Black
l{l{,'.l g{pls‘ﬂ t’1§5 lg 1. éd. 4'51. 17 L. Ed. 459 and in Lane County v. OQregon (1869),
7 Wail, ¢U.8) 71, 10 I, Ed. 1

.S, . 01.

8 (1870) 11 wall, (U, 8) 113, 20 I, Bd. 122, ;

7 Uul;et} States v. Rn{lrom} Com})any 21873), 17 Wall, (U. 8.), 322, 21 L. 1, 07,

s pollock v. Farmers’ Loanans Trust Co, (1893), 167 U. S. 390,39 1, Ed. 7569, 16
8 U R, 073, ‘ « . )

“Sullsn?-"c‘arnmm. v, Unfted States (1803), 109 . 8 437, 50 L. Ed. 201, 26 8, O. IR,
fn continuing to uphold both the rule in this case and that in The Collectur v. Day.
Corwin, Constlitutional tax exemption, suppl. 13 Nat, Mun, Rev. 07, note,
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mental instrumentalities of the states and their municipalities. The
principle is nowhere stated in the constitution in so many words, but
in the words of Marshall the first part of it “so entirely pervades
the constitution. is so intermixed with the materials which compose
it, so interwoven with its web, so blended with its texture, as to be
incapable of being separated from it, without rending it into
shreds,”® whereas the second part of it has been developed by the
judges since the Civil War as a necessary corollary of the first. The
whole rule has, in fact, become an established maxim of American
constitutional law, '

THE INCOME-TAX DECISIONS OF 1883, '

The principle which we have just been discussing has never given
yise to any important controversy until very rvecent vears. The
public at large have thought little of it, and no political party has
demanded its modification. It has been accepted almost universally
and without serious question that the state and federal governments
should not tax each other. Entirely different was the reception
accorded to the income-tax decision of 1895 as to the taxation of
incomes generally.

During the Civil War and for some years thereafter the gov-
ernment levied an income tax and derived a considerable revenue
therefrom. No one questioned the power of the government te levy
such a tax, but a number of years after the war question was raised
whether an income tax is not a direct tax which, under the constitu-
tion, must be apportioned among the states according to‘population.’*
The constitution provides that “representatives and direct taxes shall
be apportioned among the several states ... according to their
respective numbers” as determine: by the census: that “no capitation
or other dirvect tax shall be laid, unless in proportion to the census
or enumeration hereinbefore directed to be taken:” and that “all
duties, imposts, and excises shall be uniform throughout the United
States””  Since the income tax at that time was being levied uni-
formly, the litigant hoped to prove the act invalid by demonstrating
that it was a direct tax which should have been apportioned. * The
Supreme Court refused to take this view. Tt held that there were
only two types of direct taxes, namely capitation taxes and taxes on
real estate.  An income tax was held to be an excise or duty which it
was propeito-levy uniformly throughout the Upited States.

After the country had gone some years without an income tax.
(ongress in 1894 again passed an act for the imposition of such a
tax, and again by the rule of uniformity. This act was immediately
attacked by most able counsel on behalf of a loan and trust com-
pany.*  The chief contention of the plaintiff was that the tax upon
the income from real and personal property was a direct tax just.as
much as if the tax had been laid upon the real estate or personal
property dircetly. While it was agreed among the judges that a
tax upon salaries and business profits would be an indirect tax,

wifeCutlock v. Marylund (1819), 4 Wheat. (U, 8.) 310, 424, 4 L. Ed, 570,

1 Springer v, United States (1881), 102 T, S, 686, 20 I, Ed. 253,

12 Constitution, art, 1. sec. 2, par, 3; sec, 9, par. 4% and sec. 8,4par, 1,

1 polock v. Farmers’ Loan and Trust Co. g18952. 157 U. 8. 429, 39 L, Ed. 759, 15
S. C. It. 673.158 T 8. 601, 30 I. Ed, 1103, 16.S. C. R. 912,
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subject to the rule of uniformity, it was finally held upon the second
hearing of the case, five }'udgos concurring against fowr dissenting.
that. o tax upon income from property is n direct tax which must
be apportioned according to population, This decision, which was
a roversal of the earlior ruling of the court, invaliduted certain
essential pottions of the income-{ax law and made the whole act inop-
erative. One consequence of this veversal of position was the avous-
ing of n great deal of adverse criticism of the court thronghont the
country. :
1t should bo noted here that the court did not declare that Congress
had no power whatever to levy an income tax. On the contrary the
qossession of this power by Congress was asserfed. What the court
did say was that a tax upon the income from property, if lovied
at all, must be apportioned among the States according to popula-
tion. The court, in other words, traced the income to its source,
and held that if a tax upon the source would constitute n direat
tax, so also would a tax.upon the incomo from that souvco.
Practically speaking, however, the decision of 1805 made a federal
income tax unworkable, In the first place a tax upon tho income,
% gains or profits from business, privileges, or em sloyments,” would
have to be levied uniformly, while a tax upon t*le income derived
from property would have to be apportioned according to popula-
tion. In the sccond place, to have apportioned the latter tax among
the States would have been to reduce it to an absurdity and to have
made its administration almost impossible. "To apportion a tax Con-
gress must first. decide how much revenue it desives from the tax.
Suppose that it decides to raise $500,000,000 in n population of ap-
proximately 100,000,000 people. This would amount to five dollars
er capita. New York state, with ten million inhabitants, would pay
0,000,000. Minpesota, with two and a third million, wounld pay
about $11,5600,000, and so on through the states. Because of differ-
ences in total income and in tha distribution of incomes according’
to size, there would have to be a differont income tax rate schedule
for cnoh one of the forty-cight states. ‘The rate would be relatively
high in Minnesota and very low in Now York. Under a uniform
income tax the people of Now York state paid incomo and profits
taxes in 1921—25 o} over $525,000,000. "The peoplo of Minnesota
said a little over $30,000,000, or about one soventeenth as much.
nder an apportioned tax New Yorkers would have pnid only four
times as mue‘l total ns the citzens of Minnesota instead of seventeen
times ns much. THe vesult of such a law, nside from its gross in-
equalitios, would probably be to make residence in New York more
than over atiractive to the wealthy peoplo of the country.

THE SIXTEENTH AMENDMEN.

In the popular discussion which followed upon the decigion in
the income tax case, almost the ontire emphasis was placed upon
the rule of apportionment for direct taxes. The other phaso of the
decision, relative to the taxation of the income of municipal bonds,
was then relatively unimportant and seems to have beon generally
ignored. Tho Democratic party becamo the chiof oxponent of an
income tax. Its platforms and its speakers dwolt upon the need of

B
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such u tax as o means of making the wealthy pay their proportionate
share of the national taxation, but at first little progress was made.

In 1907 a business panic was followed by depression. With the
diminution of business, the tariff revenues declined. When President
Taft took office in 1909 the treasury faced a deficit of approximately.
one hundred million dollars. ‘The president therefore called Con-
gress in special session in March to revise the tariff and to provide
rovonue to cover the deficit. In his first address he recommended the
imposition of an inheritance tax as n source of additional revenue
Democratic and insurgent Republican members of Congress were
not content with these measures. "They proceeded to add to the tariff
bill an amendment to provide for o uniform income tax. It was their
expectation that the measure would bo attacked as unconstitutional,
but with the changed membership of the supreme court,they hoped
for a veversal of the decision of 1895. , S

Undor these cireumstances the president delivered a special mes-
sago to Congress.’”® Tor immediate revenye purposes he now. urged
the iwposition of an excise tax on corporations. As to the income
tax he said:

Although 1 have not constdered a constitutional wmendment us necessary
to the exerclse of cortain phases of this power, a muture conslderation has
sutlsfied me that an amendment is the only proper course for Its establishment
to its full exeint. [ therefore recommend to the Congress that hoth houses,
by a twa-thirds vote, shall propose an nmendment to the constitution con-
ferring the power to levy an fncome tax upon the nattonal government without
npportiomuent among the states {n proportion to population. ¢

He urged Congress not to reénact the income tax law proviously
declared unconstitutional. :

For the Congress to assume that the court will reverse {tself, and to enact
legislatlon on such an assumption, will not strengthen popular confidence in
the stability of Judicinl construction of the coustitutlon,

Provious to President Taft’s special message, Senator Brown ot
Nebraska had offered a resolution for a constitutional amendment
to the effect that “ The Congress shall have power to Iny and collect
tnxes on incomes and inheritances.” Upon being informed in de-
bato that. Congress nhready had both of the powers in question, and
that is was onfv the rule of apportionment which stood in the way of
federal income taxation, he offered, a few days later, a second reso-
lution which read that © The Congress shall have power to lay and
collect direct taxes on incomes without apportionment among the
severnl states according to population.”1® Not long afterwards
there emerged from the Sonate committee on finnnco, of which
Senator Aldrvich of Rhode Tsland was chairman, a resolution for a
constitutional amondment, veading:?’

The Congress shull have power teo lay and colleet taxes on incomes, from
whatever source derlved, without apportlonment among the several states,
uand without rogard to any censug o emuneration, ) ’

In this form the amendment passed both houses and was sub-
mitted to tho states. Tho action of Congress upon it was indeed o

14 44 Cong. Rec., March 4 . 3.
nid (,335. s Junhios. 1000.'p ahaa,

‘ong, (Y \8 A v N .
w44 Conﬁ. ‘aoc.'. ';op 3903).
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curious procecding.'®* Ilere was a proposed constitutional amend-
ment, destined as it proved to be the first one adopted in over forty
years. 'The chief proponents of the measure were men who had
never espoused the cause of income taxation. The resolution waus
discussed on only one day in the Senate and one in the House. 'There
was no critical analysis of the wording of the amendment, no at-
tempt made to explain its meaning in detail. One member said :

Mhe resolutlon is simple in constriction and covers but one subject and
one purpose. It is formulnted In clenr and unambiguous terms, lenving no
possibllity for doubtful construction.

Another averred that it was ¢ very defectively drawn,” but neg-
lected to point out the defects. One thing only is clear, and that is
that tho members who discussed it expected it to overrule the de-
cision of 1895 as to the apportionment of income taxes among the
states. There was no word of discussion of the problem of tax-
exempt securitics, or of the taxation of incomes derived from state
and municipal salavies. The printed debates discover no intention
whateven upon the part of the members of Congress to enlarge the
power of taxation already possessed by the federal govermment, ot
of bringing the income from municipal securities under federal
income taxation. Since the evidence of the debates upen this point is
entirely negative, however, it is, of course, not correct to say upon
the basis of this evidence nlone that Congress had no intention of
the sort.

No sooner had the proposed amendment been snbmitted to the
states than questions began to be raised as to its meaning. Gover-
nor Hughes' message to tho New York legislature early in 1910
raised serious doubts as to what effect the amendment would have
if adopted. ** He said: '

'he comprehensive words * from whatever source devived,” if tuken in thelir
aatural sense, would include not only fucomes from real and personnl property,
hut also Incomes derlved from state and municipnl securities.

Yoveral other governors expressed similar misgivings. *° It would
be far more to the purpose to have the opinious of the members of
the state legislatures \\!hich adopted the amendment, but such evi-
dence is now impossible to obtain.

Senator Bora]ll found early opportunity to address the Senate in
eply to Governor Hughes. ® He came to the conclusion that
the proposed amendment added nothing to the taxing power of
Congress, which was “ complete, unfettered, plenary before;” that
it dealt, and purported to deal, only with the manner of exercising
the power; and that
to construe the proposed amendment so s to enuble ux to tax the Instru-
mentallties of the staute would do violence to the rules lald down by the su-
preme court for n hundred years, wreneh the whole constitution from its
harmonious proportions and destroy the object and purpose for which the
whole Instrument was framed.

But the most. cogent reply to Governor Hughes was contained in a
Jetter written by Mr. Root to Mr. F. M. Davenport of the New York

.44 Con. Ree., pp. 1668-70, $007-08, 4105-21, 4304, 4300, 4441, 4403, 4405, 4620, Ap-
pendix pp. ‘70-71, 1619, 103-114, 117-128, 131-132,
¥ Message of Tan. 5, 1810 Brans v, Gore (1020), o253 1.8, 245, 201, 64 [.Ed. 837, 40,
8.C.1t.-650 3 quoted in Corwln, Constitutional Tax Exceptlon, suppl. 13 Nat. Mun. Rev. 60.
3 (‘orwin Conatitutlonal Tax Joxemption, suppl, 13 Nat. Mun. Rev, €0.
".45 Cong. Itec., Feb. 10, 1810, pp. 1604-09,  See nlzo remarks of Nenator Brown, pp.
’ .
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state legislature.* It was his conclusion that the amendment would
not “in any degree whatever * * * enlarge the taxing power of
the national government” or “have any effect except to relieve the
exercise of that taxing power from the requirement that the tax
shall be apportioned among the several states. The effect of the
amendment will be, in my view, the same as if it said, ‘The United
States may levy a tax on incomes without apportioning the tax, and
this shall be applicable whatover the source of the income subjected
to the tax,’ leaving the question *What incomes are subject to na-
tional taxation?’ to be determined by the same principles and rules
which are now applicable to the determination of that question.”
No one arose in ecither house to dispute this view, although Mr.
Borah spoke at length in the Senate, and the letter written by Mr.
Root was spread at large upon the Record. When we couple this
fact with the negative testimony of the debates at the time of the
proposal of the amendinent, we have not complete proof of the inten-
tion of Congress in proposing the amendment, but at least very good
grounds for a controlling presumption. '

VIEWS OF THE BROAD CONSTRUCTIONISTS.

In the interg.retation of the sixteenth amendment there are two
outstanding difficulties. One is that the amendment takes the form
of a substantive grant of power to Congress. The second is em:
bodied in the words “from whatever source derived.” The amend
ment seems, in other words, to grant to Congress a power not pr =
ously possessed, to tax incomes, and to tax them from whatever,
source they may be derived. This plausible view is rendered the
more natural when we recall that the income tax case of 1895 raised
both the question of apportionment of the tax and the ql\)lestion of
the power of Congress to tax the income from municipal bonds. It
may be reasoned, therefore, that the amendment was designed to
surmount at one stride both the supposed obstacles to income taxa-
tion discussed in that case.

The latter view is ably presented in an article by Professor Henr
Rottschaefer in the Minnesota Law Review.?* The bases upon whic
his argument rests are as follows: First. Prior to 1913 there was
a double defect in the federal power to levy income taxes. On the
one hand Congress had no gower to tax the income of municipal
bonds, and on the other hand it was required to follow the rule of
apportionment instead of the rule of uniformity in taxing the in-
come derived from property. Second. Unlike other federal amend-
ments, the income tax provision takes the form of a grant of power
to Congress. Zhird. Literally construed the amendment grants
Congress the power to levy taxes upon incomes from whatever source
derived, and to levy them without apportionment among the states
according to population. It serves thus to overcome both of the

revious defects in the power of Congress to tax incomes, Fourth.
%’here,the literal meaning is so obvious, and where the language
serves 50 well to remedy a preéxisting evil, it is unnecessary and im-
proper to study other evidences as to the motives and intent of the

1245 Cong. Rec, March 1, 1010, pp. 2539-40.
8g Mlnngsota Law Review 112—1%.
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framers of the amendment. Fifth, In any case the intent of the
ynembers of Congrass is of little moment, since it was the state logislu-
tures which actually adopted the amendment. The conclusion
reached is that the amendment may properly be construed to au-
thorize federal taxution of the income of municipal bonds. :
In his two articles on the subject, Professor E. S. Corwin pursues
n_somowhat different cowrse of reasoning, but comes to substantially
the shme conclusion.®* » ‘ ,
“ Approached without reconceptions,” he says, “the sixteenth
amendment clearly gives the power to tax incomes from municipal
and state bonds, as well as the salaries of state ofticinls, by a general
income tax.”
~ T'he ‘amoendment must be taken ns meaning what it literally says,
or seems to say. “On‘corvect theory” Congress “has always had the
ower to tax incomes from state and municipal securities by n gen-
eral income tax.” 'This power was otl'ectuu?lv taken away by the
decision in the Pollock Case, but “the sixteenth amendment restores
that power by striking down the judicial theory whereby such in-
comes came to be oxemptcd. Congress may tax mconies from what-
aver source derived. 'The words of the wmendiment are perfectly
explicit and the sense of them could not be made clearer by a dozen
constitutional amendments.” But it is impossible here to show with
what a wealth of information and dinlectic power this author pro-
ceeds to demonstrate his views.

“In n dissenting opinion in the case of FKvans v. Gore” Justice
Molines has suggested but has not fully ex younded an interpretation
which comes to the same conclusion. He n'lsn tooks upon the nmend-
ment as a grant of power to Congress to tax incomes * from whatever
source derived.” 1t is true, he says, that the amendment. goes on to
provide for, the lovy of such taxes “ without apportionment among
tho sovernl states, and without regard to any census or enumeration,”
and this, ho says, “ shows the particular dificulty that led to it. But
the only cause of that diﬁicnity was an attempt to trace income to
its souree, and it scems to me that the amendment was intended to
put an end to the canse and not merely to obviate a single vesult. T
do not see how judges can claim an abatement of their income tax
on the ground that an item in their gross income is salary, when
(he potver is given expressly to tax inconmes from whatever source

.

derived.” While the cnse here under discussion involved the taxation
of the salary of a federal judge, the reasoning is broad enough to
cover the case of municipal bond interest.: What Justice Holmes
asserts is that the amendment rules out and makes inadmissible all
discussion of the source from which income is derived. No one, he
thinks, may now be henrd to clnim exemption from income taxes
o the ground that his income is dérived from this or that supposedly
exenipt souree. : R ) :
The: writer has found only ono other line of avguierit put forward
to justify federal taxation of the income of municipal bonds. Durin
the. debates upon the War Revenue Act in the Senate in '1917-1
Senator’ Knox drgued that the war power was broad enough to

s Tax-cxemapt Securities, 83 New Republic, 248-45; Constitutlonal Tax Exemption,
suppl, 13 Nat. Mun. Rov, 40-07, LT T T
(1020) 258 U. 8. 245, 204-07. 64 L. Ed. 887, 40 8., ¢ R, 550, .
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authorize the tax.**  He avgued from gopme, Jangunge tound in the
ense of The Colleetor v. Day that the exempfion of state instrumen-
tnlities from federnl taxation: was founded upon the principle of
self-preservation,  When the life of the nation was i dangey, when
lives and wealth were being conseripted to protect the, entire people,
he thought the doctrine of self-preservation requived that the ederal
government should have the power to tax the incomes of all the peoples
Since this line of argument has nothing to ‘do with' the sixteenth
amendnent it will bs unnecessary to refer to it again. ' \

THE OFFICIAL VIEW.

Giving all due consideration to the eminent authorities who assort
the present power of Congress to tax the income of municipal bonds,
it must be said that the weight. of opinion is against them. = Congress
itsolf has from the -first scemed to assume that its power does not
extend so far?” IKven during the war when, if ever. the national
government stood in dive need of a copious revenue, and when one
revenue aet was actually drawn to subject such incomes to taxation,
so great was the doubt upon this point that this provision was finally
omitted.?  The misgivings as to the possession of this power have
been expressed bothin debate and in committes reports, and more
vecently by the proposal, which passed one house of Congress in 1023
and is now agnin before that body, of a resolution for a constitutional
amendment to authorize the taxation in question.* President
Harding also held the view that a new amendment is needed, and
President Coolidge holds the same position?® Tt is unnecessary,
perhaps, to call attention to the attitude of the treasury department.®
This practical construction of the constitution may not be ignored.*
It began with the first Congress and the first adnunistration
which took office after the adoption of the amendment and has con-
tinued without change down to the present time.

Because Congress, doubting its own power, has failed to enact
a law to make municipal-bond interest taxable as income, it has
been impossible for the Supreme Court to pass directly upon the

uestion. We arp not, however, without clues as to the probable
attitude of the judges. In a number of decisions, where it Has
been called upon to interpret and to apply the income tax amend-
ment, the Supreme Court has asserted in dicta that it' was not
the intention of the amendment to enlarge the scope of the fed-
eral taxing power or to extend that power to subjects formorly
oxempt from taxation, but that its purpose was merely to change

% 50 Cong. Ree., Bept. 80, 1018, pp. 1003341, P . . .

n 38 St‘ng'at i, p.p 1918 ;pan Stat, at lg. J’{” 76850 (1910&: 40 Stat, at ‘L.,
o B30°50 (1017)"; ibid. pp. 1005-06 (1018) 3 48’ deat. at L, p. 288 '(1021).  In the
nots of 1018 and 1921, no oxpress provislon is madeo for -eXem ing the salarice of
state and municipal officers and employees, but it has been: ruled that the exemptioh
stlll extets on o7, Shth Cong., 2nd & 0: Senate Report No. 617, 6511
otike -Repor 0, . f v Cong,, 21 peg., . D3 Senate Repor » , ©
Cong. ard ﬁo&i.l.'p. @; 06 Cong. Rev., prioon a1, 10@‘:28- 8;»11181—»8‘?; 40 Stat. at In, Do

® House Report No. 089, 67th Cong., 2nd Soes.; H, J. Res. 314, 67th Cong,; - 2nd
Sers, The proposad amendment {8 glven in note 48, Infra, .
» Meampge, Preaident Hardlog, Dec, 8, 19213 02 Co%. Ree, g 80 1bld., Dec, 8, 1022,
G4 Cong, 1ot . 2151 message of Prosident Coolldge, Dec, 8, 1028, 85th Cong. Ree., p. 08,
" Beo the N, Y. Tinles, eepccially under dates ?t Jap, O and.l%, 1924, i Cot
-8 Contem r%nooua“or practical - construction of ap . ambigudus brovlslf)uv of &
conmttuion Iy i eglaave or et ieaea In cwermiafon 0 meantan 13
rtant, . and, 1e: of controllin 1t r \ | AN ¢ |
DT Bohst w05 and cades therd clted, ~ . o
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the law as to the apportionment of income taxes, In the leadin

case upon the amendment Chief Justice White said: ,

It-is clear on the face of its text that it does not purport to confer power
to lovy income taxes In a generle sense—an authority nlready possessed and
never questioned—or to limit and dlstinguish between one kind of income
taxes and another, but that the whole purpose of the amendment was to re-
Heve all income taxes when imposed from apportionment from n consldera-
tion of the source whence the Income was derlved.”

In another decision handed down at the same term of court the
Chief Justice said that:
by the previous ruling {quoted above) it was settled that the provisions of
the sixteenth amendment conferred no new power of taxation, but simply
prohibited the previous complete and plenary power of income taxation
d by Congress from the beginning from being taken out of the cate-
gory of Indirect taxation to which it inherently belonged, and being placed
in the category of direct taxatlon subject to apportionment by n considera-
tion of the sources from which the income was derlved™®
There are similar dicta in other cases, particularly in that of
Evans v. Gore,” which involved the power of Congress to_tax
the income derived by a federal judge from his official salary.
‘This case involved a question not unlike that which is discussed
in this paper. The decision, which the writer does not attempt to
justify, simply was that the income-tax amendment dces not change
or 9verrulo that rovision in article 3, section 1, of the constitution,
which provides that the compensation of federal vzdgios “ ghall not
be diminished during their continuance in office.” The court re-
fused to tolerate a miminution even In the form of an income tax.
In this decision the history of the sixteenth amendment was care-
fully reviewed in the light of the information then available in
order to ascertain its purpose. The conclusion was stated as follows: -
Thus the genesis and words of the amendment unite in showing that it
does not extend the taxing power to new or excepted subjects, but merely
renoves all occaslon otherwise existing for an apportionment among the
states of taxes laid on ilncome, whether derived from one source or another.

THE CASE FOR STRICT CONSTRUCTION.

. Inconstruing the words of the amendment the most important
uestion is whether they are to be construcd as a grant of power.
%‘o the author it would ‘seem that they do not constitute a grant of
ower in a substantive sonse,” but only in an adjective sense.
ongress has always had the substance, namely, the power to tax
ihcomes. This power was conferred by the original constitution,
article 1, section 8. ‘

The Congress shall have power: 1. To lay and collect taxes, dutles, imposts,
and exclses, to pay the debts and provide for the common defence and general
weltare of the United States.

This provision is still in effect. It has been supported by numer-
ous judicial decisions and by the most far-reaching judicial dicta.
as to the oxtent of the taxing power.” The power to tax incomes

T Drushaber v. Unlon Paciflo Rofiroad Co. (1918), 240 U. 8. 1, 86 8. C. R, 286, 60 L.

4, 408, ,

, . @), 240 U, 8, 108, 88 8. C, R, 278, 60 L. Fd, 648.
::?{a%‘"%vzi “.ms'? 5’4‘5’“'5&(’}1 gﬁ?lsbf 4% 8. C. R, 550.8 Seo algo l’eog and Co, v.
ggwe ?msgbz 7. %dxbgé 162416. sEdé 1%49i 38 8. O. R. 432 Eiener v. Macomber (1920),

m‘z‘ ’3"“‘5‘81 : “5 Gaeea (1861, 8, Vel (0, 50,408, 18 L Bd 400, Feetobor. 118
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is traceable to this source and not to the sixteenth amendment. The
two must be read together, the one as conferring the power and the
other as determining the manner in which the power may be exer-
cised. But the substantive power to tax incomes as well as the

ower to tax other subjects has for many ycars by an unbroken
ine of decisions been held to be subject to the limitation that the
federal Government may not tax the instrumentalities of the states.
A tax upon the income derived from government bonds has: been
held with unimpeachable logic to be equivalent to a tax upon the
government directly.” .

What the income tax amendment does, and does very effectively,
as all agree who have studied the question, is to abolish the require-
ment created by the decision in the Pollock Case of apportioning the
tax upon income derived from property qmon% the states according
to population, The gist of the amendment is this: Ry

The Congress shall have power to lay and.collect taxes on incomes . ., .
without apportionment among the several states, and without regard. to.any
census or erumeration, ‘

The form of the amendment clearly indicates that this is the es-
sence of the whole proposition. o N .

Bui the question still remains, Does not the amendment do more
than this?_ 'This brings us to the second difficulty, namely the molui;
ing of the elliptical clause, “ from whatever source deriyed,” whic
is insorted paventhetically in the middle of the sentence. It slaou,ld
be noted that the sentence is entirely complete without it. - Indeed,
as originally drafted the amendment contaned no such phraseology.
The words in question were inserted, as-explained by one who had
reason to know, to make assurance doubly sure that all legal income
taxes might be Jovied by the rule of uniformity.*® After the Pollock
Case decision the law scemed to require that taxes upon the income
from salaries, business profits, and other income not arising from
property, should be levied uniformly, swhereas taxes upon the in-
come from property would have to be levied according to tho rule of
apportionment, To the writer it would seem that the words in (Lues.-
tion might well have been omitted, that they are a more work of
superogation, Or,if it was decmed necessary to put themin, it might
have been better to have said,  from whatever legally tpwal;le source
derived,” for this, according to Mr. Roat, was the intention, In.other
words, the term * whatever ” has reference only to those sources of
income which were formerly taxable by the _fec\c:ral; government. .
. It is our purpose, however, not to show how the amendment, might
have been more clearlfy drafted, but to try find its meaning as it is.
Do the four.words, * from whatever source derived,"l empower Con-
gress to tax the income of municipal:bonds?. ’I“hevexemption of fed-
eral instrumentalities from state taxation, and of state instrumentali-

7 Weston v, Oharleaton (1820), 2 Pet. (U, 8.) 440,.7. L. EJ, 481, “The right ta tas
:Felsc%r’:‘trchd&;t]o “"5 %xtent(. wh;::’ xlna('ilo.ﬂ llr(métgozisermé upg'ix tht? ’p?(i‘ﬁgr n: &ﬂrrg:v},m‘?er%

or [ va i Rl Mlyence, on. the contrac ] Xtan -
fivence depends of\‘ thaawlll ofad s%lnct eovemmen H t?nn? cxtent, hgwowtr '?ncon sdgx‘--

able, It Is a burden on the operatioris of govarnment. It may be¢ ecarried to an extent

which ghall arrest them entirely.” p. .. Sco _also People rel. Bank o

v.h(}'ltysm County of New Ijoit-iy(lsﬁ). 2 Nlack (t{’%)’ 02&.2 1?;_!,. Ed, -%'1: }lagbgm':m
L ' *

eohdnios . Savings Bank v. State of Minnesota (1014 . 516, 631 +(108,
Ao o o aements for aboueﬁn% s intion 1t e At ok
‘b:aateboﬁgg °!Elocal governments will have to pay a higher rate of interdst if the etedption
# See Seliator Roqt'n letter In 46 Cong. Ree., March 1, 1910,'[)1). 2530—40.
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ties. from federal taxation, is a rule which lies at the very foundu-
tion of our federal system. Perhaps we should have had an equally
‘good system of government if the judges had never insistedipon this
corili)lebe separation between the two authorities, but the fact is that
our law has developed in this way. The importance of this separation
has been stressed by the Supreme Court time and again, from Mar-
shall’s day to the present. Ave we to suppose that the Congress., with-
‘out discussion of the question, by the clumsy use of four words in the
middle of an amendment designed apparently for a differer purpose,
intended to introduce a change of so tremendous significance?

By the ordinary principles of legal dvaftsmanship a change so
important would seem to require at least a separate sentence, and some
separate consideration. It could hardly be effected by mere inadvert-
ence. New and fundamental powets are not usually conferred by a
single phrase found in provision having a different purpose. A single
simple sentence usually accomplishes only one object. It is interest-
ing in this connection to note that those who assert that this one-
sentence amendment accomplishes two objects, usually construe it
as if it were two sentences, or two practically codrdinate clauses,
reading substantially as follows: “ The Congress shall have power to
‘lay and collect taxes on incomes from whatever source derived. Such
taxes may be laid without apportionment among the several states,
‘and without regard to any census or enumeration.” They omit even
‘to note ‘the parenthetical position of the words * from whatever
‘source derived,” which in the amendment are entirely set off by com-
nas. ' . ’ '

Another objection to the broad interpretation is that, once accepted,
it may be extended almost indefinitely. It can be made to apply not
only to income from municipal securities, but to all income from
‘'salaries and wages paid by state and local governments to their officers
‘and employees. It can be made to apply to ]l)ensions, to bonuses, and
to all other forms of payment by state and local governments to in-
dividuals. It need hardly stop there. The principle of taxation at
.the source may be applied, the federal government ordering the states
and municipalities to withhold a portion of the salaries and wages,
and possibly even of contractual interest payments, and to pay these
sums directly to the federal government. Indeed it might be sug-
‘gested that if the intention of Congress in proposing the amendment
and of the states in adopting it is to be i'gnoreg, and if we are not'to
seek in history the m‘eaning of ‘the provision, the very ¥ incomes”
or revenues of the state and municipal governments as such might,
under a'broad interpretation, become directly taxable by the federal

vernment. The sixteenth amendment does not specify “ personal
incomes ” as being alone taxable, and there have been cases where a
federal tax has impinged with substantial directnéss upon nunicipal
revenues.* '

- The power to tax is still the power to destroy. If Congress has
the power to tax the income from municipal bonds and the salaries of
state and munici}‘ml employees, it might, by classifying incomes into
“earned ” and ®unearned,” by raising some rates and lowering
others, by the addition of surtaxes, and by other devices, put direct
burdens upon the operations of State and local governments. The

¥ United Statea v. Ratlroad Co. (1873), 17 Wall, (U.8.)) 322, 21 L.Fd, 597.
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argument that this will not be done in fact is one which the court
refused to consider in the case of McCulloch v. Maryland as well as
in subsequent cases. * It is the existence of the power which is ob-
noxious to the constitution, and not a particular method of exercis-
ing the power.

There are still other objections to a broad construction of the
amendment. If taken broadly and literally, it would seem to author-
ize the impairment of the obligation of contracts. All municipal
bonds sold after the income-tax decisions of 1895 certainly could
have been taken by the purchasers on the faith that the income there-
from was exempt from federal taxation. The state and municipal
governments had the legal right to certify that tax exemption was
ane of the privileges attaching to their securities. The taxation of
bonds under such circumstances, it has been held, o*m‘atesdirectl:vf
upon the contract.* The buyer of a tax-exempt bond pays something
for the exemption privilege in the form of lessened. interest, or in-
terest foregone. Surely Congress and the state legislatures did not
connive at the passing of an amendment to the constitution to im-
pair existing contractual obligations! This, it has been held in &
similar situntion, would be ¥so inconsistent with the ‘honor and
dignity of the United States that such an intent should not be pre-
sumed without the clearest legislative language requiring it.” “ But
there are no words in the amendment which in any way recognize’
such contractual rights or guarantee against the taxation o the
interest income of such previous buyers in good faith. The pre-
sumption must be that the taxation of such income was not intended.
1t is interesting to note in this connection how careful the framers
of the proposed new amendment have been to protect the constractual
riﬁhts of those who buy municipal bonds before the amendment
takes effect.” ' :

Another consideration is perhaps not unworthy of mention. What
the amendment authorizes Congress to do is to lay and collect
“taxes” on incomes in a certain manner. What are taxes? Is it
too far-fetched to suggest that if the federal government should at-
tempt to levy a charge directly upon the state and municipal govern-
ments as such, it‘would not be a tax at all, but a forced contribution
of wholly arbitrary character? Is it not proper to construe the de-
cisions upon this point from MoCulloch v. Maryland down to date
as holding in effect that such levies do not come under the designa-
tion of taxes®® This does not seem to have been said in so many
words, yet this is the result, for in 2ll the cases the courts assert the
complete and “ plenary » power of “ taxation ” of both the state and
federal governments, but at the same time deny the power to lovy

© Poople ew rel, Baak of Oommerce v. City tnd Cosnty of New York, (1862) 2 Biack
(U'S.)eogzo. 620-35, 17 L.Ed. 461, 17 L.Ed, %59, v of » )
\ [ zveaéan :ﬁ Oharlcston, (1829) 2 Pet. (B.U.) 449, 1 L.Ed. 481; and otheér cases cited

n note 36, ra. : : '

4 Farmera apml Mecharice Ravings Bank v. State of Minnesota, (1014) 232 U.S..310,
68 L.Ed. 708, 34 8.C.R. 354. :

& foe note 48 for the propored amendment, Of course the federal governmeut {tself .
18 not forbidden by express language of the constitution to {fmpalr the olligation of con-
tracts, but at the same time it fs not to be presumed that an act of Congress or even
a constitutlonal amendment is intended to brlug ab?ut an fmpairment. 1f possible a
conntruction should be given to the language used which will avoid such » Yesult. ‘

"W The definitions of taxation do not include the idea of one ,g%vornment * taxing "
another., Taxes lmplnfv upon natural persons and private corporations, upon property
:l!l‘(?h business, upon privileges or franchises and income, but not upon governmentr as
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the contributions in question, : If this be so as to & direct levy, it is
almost as true of a charge upon incomes derived from either the
state or federal government, for such a charge would react directly
updn the paying authority. SRR

There is, finally, a very real objection to the position of the broad
constructionists in their refusal to consider the intent of the framers
of the amendment, and of those who adopted it, as having any bear-
ing upon the question. They take the view that the meaning of the
amendment is so entirely clear upon the face of it that it is im]{roper
- to resort to the evidences as to intent. When all three branches of
the federal government seem to be united in holding a narrow view
of the powers conferred by the amendment, it is a%ittle difficult to
understand how it can be said that the opposite construction is so
clearly the right one that it could not be made clearer. In fact, there
is actual doubt as to the meaning of the words, although the official
view is that of narrow construction.
© But it is suggested that we should approach the question without
preconceptions. It may be true that a man from Mars, or an average
uninformed citizen, knowing nothing about the constitutional history
of the country, or about the other provisions of the constitution, upon.
being handed a slip of paper containing only the sixteenth amend-.
ment, would probably say that it constituted a grant of power to
Congress to tax incomes; and that the words “ from whatever source
derived ” would seem to authorize the taxation of all sorts of incomes,
including an income from municipal bonds. Likewise, it has been
the experience of the writer with beginning classes in American gov-
ernment that they always assert, and -with almost perfect assurance,
that the fifth amendment prohibits the states from dispensing.with
the grand jury in criminal casas; that the term “ ex post facto law
in article I, section 9, means any law passed with reference to an act
previously committed;. and that the’two-thirds vote required by
article V: for the submission of constitutional amendments means two-
thirds of all the members of each house. ... :

Jt is, of course, entirely improper to Iilck-out a single provision of
a constitution-and to construe 1t]i)y itself without reference to other
parts.of the document.. It is equally unjustifiable to take the bare.
words and to construe them with an uncompromising literality. To
do 8o is to make language not the servant but the master of the will,,
It censes to be the tool and becomes the workman. When the letter is
the law.the people become the victims of the unskilled draftsman and.
the careless copyist.,, We do not put mere grammarians and lexi-
cographers upon the hench any more than we submit questions of con-
stitutignal construction to the uninformed. Constitutional questions
are submitted to courts consisting of judges who are supposed to
know something of law and history, not excluding the history of the
constitution. The more learned they are, the more previous knowl-
edge they have, the greater is our confidence in them. Indeed, in the:
long run under our system of government, it is the judges who are
the ministers of the constitution, “ not of the letter but of the spirit;.
for the letter killeth, but the spirit giveth life.”” They are supposed:
to know the intent of the framers and the spirit of the document as a .
whoée and to apply this knowledge in interpreting the meaning of the
wordas. N f “ L X H
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There is, then, a doubt as to the meaning, not perhaps of this
amendment taken by itself without regard to other provisions, but of
this provision when read, as it should be, in connection with the rest
of the constitution, and as to the interpretation to be placed upon the
instrument as a wimle, including this amendment. 'The instrument
must be construed as a whole, and it must be given a practical con-
struction which will give due weight to all its parts.

Little is gained by the citation of rules of constitutional construc-
tion. It would be impossible to harmonize all the different dicta of
the court upon this point. We know that in practice the judges do
study the history of the constituion, the reasons for its ado¥tion, the
debates at the time of its adoption, and even the opinions of contem-
poraries as to its meaning and purpose. Not only is this done in
E.ractice but the judges assert that it 1s proper to follow this course.**

erhaps a leading digest of the law is not far wrong when it summa-
rizes the rules upon this point as follows:

The fundamental purpose In construing a constitutional provision 18 to ascer-
tain and give effect ta the intent of the framers and of the peopte who adopted
it. The court, therefore, should constantly keep fn mind the object sought to be
accomplished by its adoption and the evils. if any, sought to be prevented or
remedted.*

This rule, if it be sound, probably applies as much to amendments
as to the original document and is particularly applicable whore there
is doubt as to the meaning of one provision when construed in con-.
junction with another. The opportunity has not yet arisen for the
court to pass directly upon the question discussed in this paper, but
other questions touching upon the sixteenth amendment have arisen.
In deciding these questions the judges have resorted, and that verz
properl{, to the history of the amendment, to the necessities whic

ave it birth, and to the records which exist as to the purpose of the

ramers and of those who adopted it. Let it not be thought that they
have read merely the printed page in this connection, nor that they
are required to restrict themselves to that sort of evidence. The
judges who have rendered the decisions thus far upon this amendment
are men who lived through the period of agitation for it and of its
adoption. Not improperly perhaps, they have called upon their own
knowledge of what took place and of the reasons why it took place.
No doubt they have agreed with Mr. Root that the question of tax-
exempt securities was not a serious ovil at the time the amendment
was proposed, and that it was not intended to change the law upon
that point, Perhaps they have been mistaken as to the facts. That
may very well be, but the evidence adduced up to the present time to
prove that Congress and the state legislatures intended to make the
income from municipal bonds taxable by the federal government is
very meager.*" ,

le?rom what has been said it must follow that we can not speak
with absolute assurance and finality upon the question at issue. At

a4 If, from the imperfection of human language, there should be scrious doubts respect.
ing the extent of any given power, it 15 a well-settled rule that tbe objects for which It
was given eegeclnlly when those objects are expressed in the (nstrument itself, shoold
have greaf infuence in the construction,” Marshall, C. J,, in Gidbdons v, Ogden Igsu
9 Wheat. (U, g 1, 6 L. Ed, 23. S8ece also Evans v. Gore (1920), 253 U. 8, 245,
L. Ed. 887, 40 8, C. R, 650,

#1312 C.J. 700 (Const. Law § 43), Sece also the cages there cited.

47The best collectlons of evidences on this point will be found in Evans v. re,
(1920), 263 U, 8., 245, 64 L. Ed. , 40 8. C. R. 550; and in Corwin, Constitutional
exemptlon, suppl. 13 Nat, Mun, Rev. 50-62.
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the same time the official or strict construction of the sixteenth
amendment appears to be the sound one. It is preferable to the
other view because it considers the constitution as a whole, it is not
‘misled by the mere form of the amendment into a disregard of its
substance, it conforms to the generally held opinion as tothe inten-
tion of those who framed the provision, it does not open the door
to such obnoxious results as the impairment of the obligation of
contracts, and it preserves the fundamental rule of our consti-
tutional jurisprudence that the federal government may not tax
the governmental instrumentalities of the states. This view is,
therefore, adequately supported by reason. It is also :buttressed
by the weight of opinion and by a long-continued practical con-:
struction. To change the accepted interpretation 4® at this late date
would seem to require a new constitutional amendment dealing
expressly with the subject. ‘ :

48 Such an amendment was submitted to the last Congress, It passed the lower house
with the requisite two-thirds majority and was recommended for passage in the Senate,
but the latter body was unable to reach a vote upon it. The saine amendment 18 now
:Faln before Congreasilbut has falled by a small margin to pass the IIouse of Representa-
OWS : o

© ¢« Section 1. The United States shall have power to lay and collect taxes on  income
derived from securities issued, after the ratification of this article, by or under the
authority of any state, but without discrimination against income derived from such
securlties and in favor of income derived from securities after the ratification of this
article, by or under the authority of the United States or any other states.

. gection 2. Kach state shall have power to lay and collect taxes on income derived by
1ts residents fromn securilies issued, after the ratification of this article, by or under the
authority of the United States:; but without dizerimination against Income derived from
such securities and in favor of income derived from securilfes’ issued, after the ratifi-
catlon of this article, by or under the authority of such state’” H. J. Res. 314, 67th
Cong., 4th Sess,, 192:5: $1. J. Res. 1 and 188, 68th Cong., 1st Sess., 1923, B
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Many laymen and not a few lawyers are finding it hard to believe
that the sixteenth amendment does not vest in the Federal Govern-
ment power to tax income from State and municipal bonds. Cer-
tainly there is no exclusion of such income in the comprehensive
words: “The Congress shall have power to lay and collect taxes on
incomes, from whatever source derived, without apportionment
among the several States, and without regard to eny census or
enumeration.” What could be broader than the descrié)tlon “Income
from whatever source derived?” Yet the Supreme Court has held
that income from certain sources is not taxable by the Federal Gov-
ernment. It has given the plainest intimation that such exempt
income includes interest from State and municipal bonds. Appar-
ently, therefore, in the mind of the Supreme Court the sixteenth
amendment does not mean what it says. It says that Congress
may tex income from whatever source derived, but it does not
mean this; The phrase ‘“‘from whatever source” relates not to the
power to tax, but to the requircment that certain Federal taxes
must be apportioned among the States according to their respective
populations, The amendment, therefore, means merely that a tax
on income from whatover source derived is immune from the require-
ment of apportionment. This still leaves the question whether
income from any given source is taxable at all—a question which
depends for its answer on considerations wholly dehors the sixteenth
amendment. '

The case in which this interpretation of the sixteenth amendment
stands as a square decision of the court is Evans v. Gore (1920),
253 U. 8. 245. This holds that th?] salary of a Federal judge is
“ diminished”’ by forced inclusion in his income-tax return and that
therefore such inclusion is inhibited by the constitutional provision
that the judges shall “receive for their services, a compensation;
which shall not be diminished during their continuance in office.’
This decision that taxation is diminution of compensation is open
to serious question. It might reasonably be so regarded if judicial
compensation were taxed more heavily than other income, but it
seems sensible to say that a tax burden imposed on all earnings
without discrimination is not & reduction of them but a burden
based merely on ability to pay., Be this as it may, it does not
concern us_here, Our present interest is confined to the further
holding in Evans v, Gore that this inhibition against diminution by
taxation, extracted by inference from the clause in the original
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Constitution, is in no way relaxed or modified by the apparent
rant in the sixteenth amendment of power to levy a tax on incomes
rom whatever source derived. This further holding was essential
‘to the decision reached by tho court, once it had made up its mind
that taxation is diminution. The holding, therefore, can not be
dismissed ag :obiter dictum. as may the declarations to the same
effect in earlier Suprome Court opinions, : o

THE FIRST INTERPRETATION.

These earlier doclarations are- quoted at length in Mr. Justice
Van Dovanter’s opinion in Evans ». Gore. Thoy begin with the one
of Chief Justice White in Brushaber v, Union Pacific R. Co. (19186),
240 U. S. 1. This was the first case invalving the scope and meaning
of the sixteonth amendment. To understand its lucubrations on this
topic, we must first note its interpretation of Pollock v. Farmers
Loan & Trust Co. (1895), 157 U. S. 429, 158 U. 8, 601. This was tho

eat case that subjected an income tax to the requirement that

irect taxes bo apportioned among the States. It declared that a tax
on income is in su%stnnce a tax on the source from which the income
is derived. From this followed the corollary that a tax on income is &
direct or an indirect tax according as a tax on the source thereof
would be direct or indirect. Then came the conclusion that since a
tax on real or personal property is a direct tax, a tax on income from
real or personal property is a direct tax and thereforo ono that can
be levied by the Ifederal’ Government only upon compliance with the
constitutional prescription of apportionment.” Since the income tax
in question was not an a})port,lone(l tax, it was held invalid to the
extont that it laid hold of income derived from property. The tax
on income from business or labor was found to he inseparable from
that on income from property. Without deciding whether the former
tax was direct or not, the court held that it failed with the failure of
the rest from which it was inseparable. .

Such was the theory and such the result of the Pollock case. In
stating them in the Brushaher case Chief Justice White paraphrases
and elaborates and embroiders as follows: .-

Coming to consider the validity of the tax from this point of view, while 1ot
questioning at all that in common understanding it was direct merely on income
and onl ﬁxdirect on property, it was held that, considering the substance.of
things, it was direct oh property in the constitutional sense, since to burden an
incotnie by a tax was, from the point of substance, to burden the property from
which the income was derived, and thus accompiish the very thing which the
provision as to apportionment of direct taxes was to prevent. As this conolu-
slon but enforced a regulation as to the mode of exercising power under particular
citchmstances, it diu not in any way dizpute the all-embracing taxing authority
posséssed b‘y_éongfess "including necessarily therein the power to impose income
taxas if only they conformed to the constitutional regulations which were appli-
cable to thém, e e

. Moreover, in addition, the conclusion reached in the Pollock case.did net.in
any degree in}vol‘ve hold{ng that [ncome taxes generically and negessarily cam
within ‘the elass of direet taxes on P‘roperty,' blt, on the contrary, recognized the
faot that taxation on income was In its nature an excise entitled to be enforced
88, such-linless and .until it was concluded that to enforce it would amount to

accomplishing the result. which the requirement as to apportionment of direc
ta’;aﬁg)h_ wasgadoméd ‘16 prevent, In ,wh(Pclh caso the duty \B'oul arise to gls’rogar

form 'and ‘consider shbstance alond, aild hence subject the tax to thd'regulation
45-t0 apportionment, whiéh otherwlee as an e.cise would not apply to it = 7+
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'Phis interprotation, being'interpreted, moans that the theory of the
Pollock case was that, although }ormal y-and generically all income
taxes are oxcises and therefore indirect taxes, novertheless substans
tially they are.dircet taxes whenever they amount to the same “‘“}ﬁ
as taxes on property because of its ownership.  Thus the substantia
character of an income tax is made to ‘depend upon.the ‘character of
the source from which the income is derived. Hence whéthor an
incomo tax must bo apportioned is likewise madd to:depond upon the
source from which the mcome is derived. » ce Ty

Lagging along after the Pollock case came the sixteenth amend-
ment saying that Congress may tax incomes; from whatever source
derived,” without apportionment among the States. The meaning
of these words, as discovered by Chiof Justice White in the Brush-
aber case and as accepted through approving quotation by Mr.
Justice Van Dovanter in Evans v, éore, is as follows:
1t is clcar on the face of this text that it does not purport to eénfer power to
levy incomo taxes in a gencral scnse—an authority already possessed and never
questioned—or to limit and distinguish botween one kind of income taxes and
another, but that the whole purpose of the amendment was to rolieve all income
taxes when imposed from apportionment from a consideration of the source
whenee the income was derived. Indeed, in the light of the history which we
have givén and of the decislon in the Pollock case, and the ground upon which
the ruling in that case was based, there is no escape from the conclusion that the
amendment was drawn for the purpose of doing away for the future with the
prineiple upon which the Pollock case was decided; that is, of determining whether
a tax on income was direct not by a consideration of the burden placed on the
taxed income on whieh it directly operated, but by taking into view the burden
which resulted on the property from which the income was derived, since in
express terms the amendment Provides that income taxes, from whatever source
the income may be derived, shall not be subject to the regulation of apportionment,

Put somewhat more briefly, this is to say that the sixteenth amend-
ment did not grant to Congress a power to tax income from whatever
source derived, but mercly removed any requirement of apportion+
inﬁ_ among the States a tax on income, whatever the source from
which the income might be derived. Thus in eflect the amendment
forbade the Supreme Court to look at the source of income in order
to determine the substantial character of an income tax.  This
permitted all income,taxes to retain their formal and generic character
of indirect taxes by rendering their substantial character no longer

\important, since no longer was a tax on income from any source
whatever to be sibject to the requirement of apportionment.

The intricate ingenuity of these intellectual involutions is highly
charactoristic of the late Chief Justice. In its own peculiar field it
takes high rank. - We may admire its gymnastic supremacy without
precluding ourselves from pointing out the simple non sequitur of
which it 18 guilty. The sixteenth amendment may do exactly what
the Chief Justice says that it does;'a«d still do also what he implies
that it does not.:: It may remove *iie requirement of 'apgortionmenb
from an already possessed power to levy an apportioned tax on in- .
come, and it may in.addition grant a substantive power to tax income
from whatever source derived, as it verbally professes to do. It ma
nullify the whole of the Pollock case and not merely a part of it. ' It
may nullify ‘the {Pollock ruling that a tax on income from:certain

. sources;zmust»beraplporcioned‘ and- nullify also -the further Pollock
ruling that & Federal tax on'income from State and municipal borids
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is an unconstitutional interference with the independence of the
States.. The Chief Justice points to nothing in the congressional
debates to indicate that the sixteenth amendment was aimed exclu-
" sively at one-half of the Pollock case. On the other hand, in 25
Harvard Law Review, 794, and in 6 American Bar Association
Journal, 202, Mr. Harry Hubbard goes to the debates and finds not a
little evidence here and there that the amendment was aimed to kill
the whole of the Pollock case. 1Itslanguage contains not the slightest
intimation to the contrary. Clearly the narrow interpretation of
the Chief Justice and his colleagues in the Brushaber case was
dictated not by necessity but by preference.

NO NEED FOR DECISION.

This lack of necessity was twofold. There was no need to give
the narrow interpretation put forth. There was no need to pass on
the issue at all. Chief Justice White had to work hard to find
reason for saying that the amendment conferred no new power to
tax. The fact that he chose to do so makes his dictum psychologi-
cally as significant as if it were exFIicit decision. It shows that the
court went out of its way to settle a question that had been much
mooted. While the sixteenth amendment was before the New York
Legislature for ratification, Governor Hughes and others o [l))osed
ratification on the ground that the result of ratifying wculd be to
subject the income of Stato bonds. to Federal taxation. Senator
Root and Professor Seligman put forward a contrary interpretation.
After the amendment had become part of the Constitution, the ques-
tion of its meaning was still an open one. There can be no doubt
that the roundabout opinion of the Chief Justice in the Brushaber
caso was designed to close the debate and to announce positively, if
not clearly, that the amendment in no way affects exemptions pre-
viously obtaining by reason of the judicial doctrine that neither the
States nor the United States may tax the governmental instrumen-
talities of the other. Confirmation of this guess from the Brushaber
opinion appeared a month later in Stanton ». Baltic Mining Co.
(1916, 240 U. S. 103), in which the Chief Justiceput forth the caveat:

Mark, of course, in saying this we are not here considering a tax not within
the provisions of the sixteenth amendment, that Is, one in which the regulation -
of apportionment or the rule of uniformity is wholly negligible because the tax
is one entirely beyond the scope of the taxing power of Congress, and where
consequently no authority to impose-a burden, either direct or ind'lrect, exists,

This must refer to income taxes, since only income taxes could be
thought to be within the sixteenth amendmont. The warning that
some Income taxes gained no sanction from the sixteenth amendment
must, in view.of the debate on the question of State securities, be
taken to have been uttered with reference to that question.

EARLY DECISIONS UNANIMOUS.

. The interpretations thus early T?ut upon the sixteenth amendment
were reached without dissent. The issue was raised collaterally two
years later in Peck & Co. v. Lowe (1918), 247 U. S. 165, which held
that a Federal tax on the net income from an exporting business is
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not & tax on. exports. In'the course of the opinion for an again
unanimous court- Mr, Justice Van Devanter observed:: - .
The sixteenth amendmeént, althoigh teferréd to In atgument; has no resl béar-
ing and ‘may. be put out of view. : As pointed out in récént decidions, it dbes not
extend the taxing power to ew or.eyoepted subjects, but metely. removes all
occasion, which otherwise, might exist, for an apportionment amang the States of
taxes laid on' Income, whether it be derived from one source'or another, .
This again was dictum. The statement was, however, Jater
quoted or paraphrased in Eisner », . Macomber;(1920), 262 .U, S. 189,
and in Evans v. Gore, prefaced by such introductions as “we have sp
held,” “we again held,” and “as repeatedly, held.”” . In' the latter
case, Mr, Justice Van.f)evanter announced; that. { after further con-
sidoration, wa adhere to. that .view, and accordingly hold,that the
sixteenth amendment.does not authorize. or support, the tax in ques-
tion.” This, as already pointed out, was squara. decision, ginge. it
was, necessary to the result reached in declaring.the statute uncon-
stitutional, and since the opposite attitude toward the effect of the
amendment would havé led to the opposite result of.sustaining the
tax. . o - : G e e
Now for the first time we find judicial dissent from: this uniforn
and previously unanimous attitude toward the amendmént: “While
Justices Holra¢s and Brandeis thought it perfectly proper to tax the
salaries of the judges, even without, any aid from the sixteenth
amendment, they added that they thought also that the amendment
set the matter at rest. As Mr. Justice Holmes puts it~ =~ = "
A second and independent reason why this tax appears to me valid is that, even
if I am wrong as to the scope of the original document, the sixteenth amendment
justifies the tax, whatever would have been the law before it was applled. -By
that amendment Congress is given power to ‘collect taxes on:incomes from
whatever source derived.” It is true that it'goes on “‘without apportionment
among the several States, and without regard to any census or enumeration,”
and this shows the particular difficulty that led to it. ~But the only cause of that
‘difficulty was an at'zempt to trace income to its source, and it seems to me that
tho amendment was intended to put an end.to the cause, and not merely to
‘obviate a single result.  I'do not see how judges can ¢laim an abatement of their
income tax on the ground that an item in their grous income g’ salary, when th
.power I8 given expressly to-tax incomes from'wg;tever source -derived,. -
This inability to see that words do not mean what they say seems
somewhat belated. The two dissentients had sat in the Peck case
without any anhounced disapproval of the shackles therein placed
on the sixteenth amendment. From first to last weé-have an un-
broken series of warnings that the Supreme Court would not let
Congress, after the amendment, tax any income that was wholly
exempt before. S I
In the face of this overwhelming evidence, it seems strange that
anyone should have the temerity to advise Congress to go ahead and
tax the income from State securities without waiting' for any new
constitutional authorization. In the New Republic for'January 31,
- 1923, Professor Corwin, of Princeton, srgues ably 'tlitt -the dourt
-ought not to have restricted the'scope of the' sixteenth amendinent
and he gives'good reasons why:income from:State botids should
never have been held exempt from Federal taxation!: His cohstitu-
tional law is'excellent; except in the'single respett that it is rot the
constitutional law ‘of the Supreme Court: of the United 'Statds. ¢ Law.
a8 Mr. Justice Holmes has told us, is a:“pmph‘e,cy’;{f what courts wiill
«do in faot.” That this prophesy ‘was ih:its’earlier stages uttered
92783—24-—4 f
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obiter is no' longer: material now that dictum has besome ' deoision.
Nor can the dedision oh the salaty of & Federd] judgé be denied appli-
,glgtipn.to,t_ho income from State securities, as. Mr. Corwin seeks to:do.
The fact that the .two exemptions .came -originally :from ‘different
{bonstitutiloual gremises ives 'no warrant for faith thut the Supreme
'Cotitt”will ‘either reverss provioysly well-settled law of make .thio
si:ic(fﬁnth amendment moan a grant of power.in one case and not in
‘afother) v 7o oo ?uvn;w?;‘-‘ A V".‘»:"m s Tt v‘v"

Tl ddctrine thit neither the Statéy nor the United States can tix
‘the ¥ dtpunieritalitien: of the othoer id dne of ‘the eatliest'in'oul’ con-
‘stitutional'law and’one'that fiever has Héen disputed.  Whorg there
‘hﬁ' bt‘?n‘dlisagi'éemént} it' Has been confined ‘to ‘the issue Wwhether the
‘t infqldesciqrﬁisf*oﬁs fiot &' taxX on ‘an instrumentality -of ‘goverh-
‘iént. ' It was 'in‘the Pollock casé' that the Supreme” Court squarely
held: that: the ‘Federal: Government' ¢ati not tax the interest paid'6n
‘State and' munivipal'bonds:: 'Hére Chisf dustice Fuller observed: .

" 1t s contended 'that although' the property or revenues of the Statesor their
‘Ihstrumentalities 'can%n‘ot'be tgfmd, :ngv‘egthb 038 t'll:)e‘!n)comg ‘dérived fron "St‘gt‘e,
county, and municipal securities can be taxed. But we think the same waut of
pawbr ito taki the ptoparty or revenues of:the States or their instrumentalitics
. ;igﬁin T, ptil_ox%,tq,gpg tax on ‘,tho;iucoir!\e\npm‘ the r,aeouri%ies. and for the same
Yeason, ahd that Yedson is given by Chief Justice Marshall in Weston ». Charles-
toh, 2°Pet. 440,468, wherd he sald: '''Thé tight to'tax the contract to any extent,
‘when faade, mdst oporate upon the power to borrow before It'ls exercised, ahd hdve
5; sanpible .influence. on thé. contract. . The extent of this inflaénce depends on
the will of a distkl,c‘t;lgov. P;mer;t._,. To any, &xtexlxt, howaever. incqusiderabla, it
is a burden on' the operations of government. "It may be carried to such an
iextent: 48 :t0 drrest them entirely. - * . ¥ .*..The tax on Governmeént stoek is
;thought: by this court:to be a:tax on the contract; atax on:thd power to ljorfoWw
atfoney: on ;the: oredit: of:. the : United States; And consequontly to be repugnant
«to the Gonstitution,'::: Applying this lanﬁuagev to these munitipal securitios, it'is
‘obvious-that: taxation ‘on: the.interest: therefrom! would operate'on the power
‘to borrow before it:Is exercised; and would- have 'a sensiblé influence oilithe cori-
itrhet, and. that:the taxation dn:questiont is a tax'on the power of the Sta,t&e‘uqtl
sthdir. instrtumentalities;: and :consequently repugnant to:the Conatitution. = :ub
B R I R N A I N N I I R I TS R UL LN N
"' APRiS day, bE cxitivized as'Bad céonomics,ox, had politics, but it still
«stands &8;:1&\?.‘ ~.Jncome . from. 'State. securities was exempbt:from
Federal! taxation: prior-to: the-sixteenth -amendment, and'the’ six-
-tpenth. amontdment; ‘{ does no.t,extexixd «the-itaxing :power .to neW or
.excepted: subjegts;” . Those who degire a change in tha situation: will
ido.well;to. waste no,tine oniany minor opetation. . The first:stép is
-10. got &, new constitutional amendment saying:that. the sixteenth
ramendment means, What iy 88y juui g oo ]
.1t This de.nat .bp spy. that, there are:no.devious ways.in. which hére
and there by indirection’ the interest from State and smumc;ipal
tbonds.ney. be:madp to,contribute, somewhat ‘to the Federal fisc.
1A exoiee tax on. doing business in eorporate, form.or idnadOng\hﬂ‘Sl-
NOES- gomru.ll&{; ?:th he.measured by incoms, from: all: sources!: Ex-

.emptins;.and,'de

ot odond

uptions-might, possibly, be restricted iin.the case. of
&X%& ays :who liayo. untexed: income; from, State securities. .:It:ls -
;%.u t}u ¥ bgmwér .whether such indirectimethads are worth trying.
They. wonld %uvj 1

-9159.1? tionsenjoye
swould, thrqw the; Ke

)
f ly, fail gq_:.r'eafh,;,the_ particular sore .spot: in. the
.téya individyal récipients. of larga incomes.. They
oral |taxing' systom into even wordo.canfusion

‘than that which it,nowienjoys,.. What.in.needed to defeat the defeat
inf, the, progressive. feature ‘of. incomg;. taxation, s h..constitutional
inmendment . explicitly /sanctioning.. the - inclusion -of income:.from

i ERAER RN}
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State securities in the returns for the Federal income tax. The
wisdom of such an amendment can be supported by exposing the
large elements of unwisdom in the existing constitutional law which
makes an amendment necessary. This unwisdom is due in part to
the fact that our law has had to be made piecemeal, in part to the
fact that income taxes were late in arriving, in part to overemphasis
on political values'to the neglect or the distortion of economic values,
in part perhaps to judicial frailty, The time has now arrived for a
comprehensive treatment of the problem and for the establishment
of the fiscal interrelations of State and Nation on a new basis.

AMENDMENT NECESSARY.

Any comprehensive survey will discover at once that the unwisdom
in the immunity of State sccurities from Federal taxation is part and
parcel of the wisdom or unwisdom of the immunity of Federal secur-
1ties from State taxation. It will doubtless be well, therefore, to make
the cure as comprehensive as the malady and not to confine it to the
Federal income tax. It may be unfair to ask the States to give up
the bounty which they now enjoy unless thoy in turn receive some
secure guaranty that the Federal Government will also yield its
reciprocal bounty. Such a guaranty, even if not demanded by fair-
ness, may very likely be demanded by selfishness. The States may
well ask what they are to get in return for what they are to lose.
They may prefer to have the question answered by the very consti-
tutional amendment which they will be asked to accept, so that they
will not be depondent on future congressional declarations subjecting
new issucs of Federal securitios to Stato taxation. Indeed, there is
some doubt us to whother Congress has power to provide that Federal
securities may be subjected to State taxation. Their exemption has
- been (prcdicated on the Constitution, and Congress can not change

the Constitution. Such is the argument. A common-sense answer
is that Congress is the best judge of whether its borrowing power
needs the bounty which it now enjoys and that it can therefore tinker
with the immunity of Federal securities as it has tinkered with the
immunity of national banks. Yet, even if it were certain that Con-

ress can give to the States the counterpart of what the Fedoral

overnment can got from the States only by constitutional amend-
ment, no singlo Congress can give to the States the firm assurance
that they would find in a constitutional amendment.

'The exemption of Federal securitios from State property and incomo
taxes compols tho States to give a bounty to the Federal borrowing
power. The only justification for this bounty is the reciprocal bounty
which the State borrowing power enjoys in the exemption of State
socurities from Fodoeral taxation. Had the sixteenth amendment
been interpreted as it seems to read, the States would have lost their
bounty and would still be required to confer a bounty on the Naticn.
A court might well pause before sanctioning such a result. The
official interpretation of the sixteenth amendment may be subjoct to
literary and logical criticism and still have in its favor a preponder-
ance of substantial statesmanship. It retains a balance which a
contrary interpretation would have overthrown. If the situation is
unhappy we can remedy it by constitutional amendment. Such
an_amendment, howover, should emulate the Supreme Court in
still preserving a proper balance betweon the Nation and the States.
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LETTER FROM THE SECRETABY OF COMMERCE TO THE HON.
‘REED SMOOT.f’l‘RANSMl’l"l‘ING A MEMORANDUM OPINION.
S By Junge Sreruen B. Dayis.

DEPARTMENT OF COMMERCE,
OFFICE .OF THE SECRETARY, A
Washington, November 2, 1923.
Hon. ReED Smoo0T, _ , ,
_ United States Senate.

My Dear MR.SENATOR: In accordance with your request I
inclose herewith a memorandum opinion by Judge toshen B. Davis
on the power of Congress to impose a special or ad itional estate
tax_upon the succession to the portion of an estate which consista
of Federal, State, or municipal bonds, the income from which is
exempt, from Federal income tax. You will see that Judge Davis
believes Congress has constitutional power to levy such 8 tax, sub-
ject, perhaps, to the condition that the differentiation in rates of
evy be not arbitrary but have some reasonable basis. By such a
tax rates can be so adjusted as to effect, through the difference in
the amounts which would be exacted from the corpus of the estate,
an ultimate approximate equalization between the burdens currently
borne by incomes subject to surtaxes and incomes which are not so
subject because of investment in securities of a legally privileged
nature. Such an ultimate equalization would tend to do away with
a great amount of the present successful avoidance of the burdens
of Federal taxation. o

This plan, might, on_consideration, develop weaknesses that are
not now apparent, but I would like to make some comment on this
whole question of tax-exempt securities from the point of view of
industry and commerce in support of, Secretary Mellon’s recom-
naendations. By : L .

Secretary, Mellon hasstated that eleven billions of State and munici-
Eal securitles are in circulation free of income tax. It is generally

elieved that these securities are sought after by persons subject
to the higher percentages of income tax. Therefore the very persons
best able to bear. the burden of taxation are escaping it.

Nor is direct tax exemption of these securities the whole story,
for they furnish a wide basis fgr further ayoidance of th?thn. For
instance, s ‘an may borrow 70 per ¢ent on his ouse ' (if his other
credit, js goo‘(‘(if};‘ he may invest this borrowed sum in tax-exempt
securities; under our present income-tax laws he may deduct the
interest which he’ Fn’ys on his mortgags from his income and does not
have to account for: the sum ho receives on tax-exempt securties.
There appeats ‘to have definitely grown up not only this :frm'of
ayoidance but other forms baged on’ various kinds of intérlocking
thansactions which carty’avdidance a great deal further than the
wetual sum ‘otherwise: collectible on ‘taxiexempt securities.

i - e
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This question has many bearings on productive industry and
commerce and many economic as well as social implications.

.1, It must be obvious that we are thus thrusting the burden of
income taxes upon productive industri' and personal effort.

2. Most other countries ixz .t?p world give, special relief in income
taxes to business aridproféssidnal’ incomes ‘as distinguished from
ront and interest’ d4¢ belhg necessary ‘to maintain the initiative and
enterprise of the people. We not only do not give this relief but
the effect of the tax-exempt security as shown above is to thrust
even a much larger burden upon earned income from business and
professions and - to ‘offer larger opportunity for avoidance of taxes
on so-called property incones. _

3. Aside from the uneconomic thrust of taxes onto productive
activities, there is an inherent injustice in this distribution of the
burden from the fact that holders of professional and business in-
comes must set aside a portion of these incomes to provide for their
dependents, whereas ¥ersons possessed of rent or interest incomes
have by the nature of things already made such provision. Other
countries allow a large deduction of amounts paid for insurance pre-
miums. We allow none.

4.'Under the tax-exempt ﬁ)rovisions, States and municipalities -
aré able to borrow money with even lower margins of interest over
manufacture and business. The net effect is to incréase interest
rates in industry and commerce and this misdirection in the flow
of capital tends to increase the prices of every commodity.

5. The collection of estate taxes upon exempt securities does not
present the difficulties in payment presented by such taxes upon
going business, for these securities are readily marketable. Such a
tax increasoe will also result in & better distribution of estates repre-
sent;ing unduly large accumulation.

6. Ilven though the States be disposed to accept a constitutional
amendment on tax exempt securities it will take time, and in the
meantime further securities will be piling up.

7. What additional tax should be place(F upon the portion of the
estate composed of exempt securities in order to compensate for the
loss of income tax upon them needs careful study. 1t will probably
have to be an enpirical figure in any event.

It is an extraordinary thing for a commercial nation like ours to
have devcloped a form of taxation which puts & premium on non-
productivity and a blight on productivity itself. a

Yours faithfully, . ‘ ' Co
HerBERT HOOVER. ©

MEMORANDUM OPINION BY JUDGE STEPHEN B. DAVIS.

( o ... " OctoBER, 19, 1923. "
Neither the princigal ngr- interest of bonds and other:evidences
of indebtedness issue tates or their municipalities is subject, to
taxation by the Federal Government, nor are such.bongds of the
Federal Government taxable by.the States. .. = ... .« . i,

State bonds: Mercantile Bank ». New York, 121 U, S..138; Pol-
lock v. Farmer’s Loan & Trust Co., 167 U, S. 429; South Carolina v.,
Unitesi States, 199 U. S. 437, 467.
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. United: States bonds: Bank Tax cases, 2 Wall. 200; MeCullough
v. Maryland, 4 Wheat. 316, 421; Hibernia Savin s§ocxety-Av...San
Franoisco, 200 'U. S. 310, 313; Home, Savings; Bank v, Des Moines,
205U-So "503, '513- . St : :' i R e ‘_v"', pat . ,;“.".i
‘But an inheritance or estate.tax levied upon the right of succession
to -property. after death is not.a tax upon the property bequeathed
or:inherited, and such a tax is valid, although the.estate; upon which
it is levied consists in whole or in:part of ' tax-free” securities.
Plummer v. Coler, 178 U. S, 115; U. S, v. Perkins, 163 U. S. 625;
Home Savings Bank v, Des Moines, 205 U.S.503. - SR
The present Federal estates tax is measured by the entire estate,
including municipal bonds, and has been held valid in this respect
by the Supreme Court of the United States in Greiner v. Lewellyn,
258 U. S. 384, an opinion by Justice Brandeis, in which he said:
That the Federal Government has power to tax the transmission of le%gciés
was settled by Knowlton v. Moore, 178 U. 8, 41; and that it has the power-to'tax
the transfer of the net assets of a decedent’s estate was settled by New York
Trust Co. v. Eisner, 256 U. S. 345. The latter case has established also that the
estate tax imposed f)y the act of 1916, like the earlier legacy or succession tav, ic 3
duty or excise, and not a direct tax like that on income from municipal hond.
Pollock v. Farmers’ Loan & Trust Co., supra. A State may impose a e{any ‘ax
on a hequest to the United States, United States v. Perkins, 163 U. S. 625, or on
& bequest which consists wholly of United States bonds, Plummer v. Coler, 178
U. 8. 115; Orr v. Gilman, 183 U. 8. 278. Likewise the Federal Government may
impose a succession {ax upon a bequest to a municipal corporation of a State,
Snyder v. Bettman, 190 U. 8. 249, or may, in determining the amount for which
tho estate tax is assessable, under the act of 1916, include sums required to be
paid to & State as inheritance tax, for the estate tax is the antithesis of a direct
tax, New York Trust Co. v. Eisner, supra. Municipal bonds of a State stand in
this respect in no different position from money payable to it. The transfer
upon death is taxable, whatsoever the character of the property transferred and
to whomsoever the transfer is made. It follows that in determining the amount
of decedent’s net estate municipal bonds were properly included. '

Property ma}y be classified for purposes of taxation and the rate
varied among the different classes, so long as there is some reasonable
basis for the classification and it is not merely arbitrary. Magoun
». Illinois Trust & Savings Bank, 170 U. S. 283; Watson v. State
Comptroller, 254 U. S. 122, : ‘ Co
The provision of the Constitution of the United States, Article I,
section 8, that ‘“dutics, imposts, and excises shall be uniform through-
out the United States’’ requires only geographical uniformity, not
uniformity_ between classes. Patton v. Brady, 184 U. S. 608..
A classification of securities according to whether or not they have
through taxation paid. their proportion of .the expense of government
during the:life of the owner would seem a reasonable ‘classification;
and there would be no constitutional objection to the imposition of
an additional rate by way of estate tax upon the succession to, that
portion of the estate which has escaped such taxation, to the .end
that the tax burden might so far as possible be equalized: - - -«
In Plummer ». Coler, 178 U. 8. 115, thi¢ Supreme Coutt

¢ said:
‘After all, what ‘is an inheritance tax ‘but a debt exactedby:the State for
protection’afforded during the lifetime of the decedent?: It is often impractis
oable to: secure from living persons their fair:share of contribution to maintain
the administration of the State; and such laws seem intended to enable the State
to eebure'igayment from the estate of the ¢itizen wheil his final account is settied
with the State: ::Nor can:it be readily supposed that siich.obligations canibé
evség!ied'Or tggfeated by the particular form in which the property of the decedent
was inves' Vob e E L s S e st e S e

o

)
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- Soverdl of the Statéé have enacted statutes imposing inhetitance
taXes ’%?onﬁsé_cuﬂtieq on which' for' ohe ‘reason or another no taxes
were pald during the life of tho'owner. 'In'New York'an additional
tax of 5 por cont is levied “on all investments whish have not paid
the stamp tax or the poersonal property tax during the lifetime of tho
decedent.' An interesting discussion of such a tax is found'inthe
opinion of 'the 'Court of - pggals“‘of Now ‘York in In re Watson’s

tate, 226 N. Y. 384, 308400, us follows:"

Assuming wilthout d ldl.ng‘tbat,tho discretion to classify personal ‘()ropcrt'
which must pay an inheritance tax before passing by will or inheritance s
limfted: to & ¢lassification’ which s based upon some reason and not the mere
caprllce of the logislature; this preasent Jaw under discussion comes within guch
arule. .. , o : ‘ o
" Holding ‘up the section under disoussion for comparlson with these authorl-
ties as a pattern, does It fall within or without the line of constitutional limita-
tion? In the first J)lace, wo may consider this tax Fs though it were tho first
and only tax placed upon transfers. The fact that it is an additional tax docs
not change the frlncip cinvolved. 'The tax is then, ono placed upon the transfer
of {o rty. at the time of death which has not therotofore paid any tax, loeal
or State. ) ’

The objection can not bo pressed, that the boneficlary under the will is
unished for the misdecds of the ancestor in not paying a local or State tax.

he benoficiary has no claim to the property of an ancestor except as given by
law, and, if the State has a right to iinpose a tax at all upon the passing of prop-
erty, the transforee takes only what is left after the tax is paid. 16 State,
therefore, having the power to ?lacc an inheritance tax upon property which
bas escapod taxation during the lifetime of the testator, it is o valid objection
hat the logatee may deem himself punished by the circumstance, Neither ix
there foundatlon in the authoritics for the assertion or implication that tho inheri-
tance tax Jaws must look-with indifferent eye upon the kind of property trans-
ferred and can not singlo out personalty as distinguished from realty and the
like. * * * Slight incqualities or injustices which may follow from the appli-
cation of this law as it is applied by the taxing authoritics aré not in and of
themselves constitutional objections (Matter of White, 208 N. Y. 64), unless
thoy become so great as to violate the principles stated. It has been said that
this is not classification but a mere arbitrary tax upon the right to transfor invest-
ments. Ia there not, at least, a semblance of reason in scoking to tax upon
inheritance proporty which has not been taxed locally or for State purposes, when
such fact can only be discovered upon the desth of the owner? The matter at
least permits of argument and is not so capricious and whimsical as to be purcly
arbitrary. It has in it at least an effort for the equalization of taxation und the
adjustment of the burdons of government. - : :

““This decision was' affirmed by the Supreme Court of the United
States (Watson v. State Comptroller, 254 U. S. 122), the court saying:

The ocoasion and the purpose of tho statute aro shown by the Court of
Appeals.  An ownér of invéstments is not tequired glither to list them for assess-
ment locally under the genoral property-tax law or to present them for stampin
:llud‘cr t;hf il?tgeatmenéomﬁ ll’aw. . W ‘lo‘ther the lil:lwesmt.ment,tahof ni rol;idont aroatlaxeg

ring his life depounds efther upon his own will or upon the vigilaneo an cre-

: tlgn,;gf '},he‘wl()calpqﬂssess‘o;s.i ’I‘gls (;opdiiion led to l[())%s’ of mvﬂmffﬁ £ 'Sqtate
:nd té inéquality fn taxafon' among its citizens, ' “I'o'remedy both evils this

dditional teansfer:tax was imposed upon investments of & decedent which had

Wh:i)“yi :so&p@d ;taxat{pn.- t[l:' 8 {nsl lEedd,t.t):gt "“i,’“‘j‘t" dlsor.lmln&tor bﬁen;:te'e
under )t okher property of the samo g1y ucathed to porson ng in the
same r’olaﬁonshgp t)g' ﬂ’xle deée‘deg{l wil{ not bg taxed. mho ?)gng)'dtdqclasaify
for {urggm'ot ‘taxation is fully ostablished. The: executors admit; as they
must, that a olassification’ is reasonable if .made with respeot to' the kind of
Fropert transferréd; or, to the amount or value of Proper y.transferred, or:to
he relationship of thie transfereas; or to the character of the transferee, for instange
u-:et%gmdeln‘ oha‘rit{'.v ‘Magoun v.- Illinols Trust:-& Bavings Bank,. 170 U; 8.
283, 300; Billings ». Ilinols, 188 U. 8. 97 Campbell . Call ofnia, 200 U. 8. 87.
But thelr list does not exhaust the possibilities of legal classification. Beé¢ Beers
v. Glynn, 211 U. 8. 477, 484; Keeney v. New York, 222 U. S. 525; Maxwell.v.

\

[ M o ‘,A,_“,,,_A,A;M.A.__.__.....A
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Bugbee, 250 U. 8. 525; compare Hatch v. Reardon, 204 U, §, 152, Any classle
fication is permissible which has a roasonable rolatfon to some permitted end of
overnmental action. It is not necessary, as the plaintiff in error seoms to oon-
nd, that the basis of the classification must be deducible from tho nature of
the things olassified—here the risht‘to recolve property by devolution: It is
enough, for instance, if the classification is reasonably founded in ‘the:purpose
and poiloy of taxation.’ Pacific Expreas Co. v. Siebert, 142 U. 8. 339, 354;
Kidd v. Alabama, 188 U. 8. 730, 732; Clement National Bank ¢. Vermont, 231
U. 8. 120, 130-157; Farmers Bank v. Minnesota, 232 U. 8. 516, 529630, And
what olassification could bo more reasonable than to distitiguish, in’'imposing an
inheritance or transfer tax, botweon property which hiid during the decedent'a
life borne its fair share of the tax burden and that which'had not? - ...+ . ...
It does not follow, as is aleo argued, that the act in question lmposes & property
tax, meroly because its existence may induce owners of Investments to present
them for faxation under the investmeont tax law. Nor is it to be deemed a law
irposing a penalty merely because the decedent’s estate may undor it be required
to pay more in taxes than the deccased would have paid if he had presen
property for taxation under the investment tax law. Whether this additional
transfer tax would be obnoxious to the fourteenth amendment if it could be
deomed a property tax or a penalty, we have no occasion to consider, - )
The judgment of the surrogate court entered on the remittitur from the
Court of Appeals of Now York is affirmed. :

A statute of the State of Connecticut provides: -

All taxable property of any estate upon which no town or city tax has heen
asscsscd * *# ¥ or upon which no tax has been paid to the State during the
year preceding tho date of the death of the decedent, shall be liable to a tax of
2 per cent per annum on the appralsed inventory value of such property for the
five years noxt preceding the dato of the death of such decedent. B

While this statute can not perhaps be considered strictly as impos-
ing a succession or inheritance tax, since it okw.mtos directly upon
the body of the estate rather than upon the right of succession to it,
the attitude of the courts toward it is of interest. It is based upon
the ovasion of taxes by the owner rather than upon the mere fact
that the property did not contribute its fair share of taxes, and is
therefore in ého nature of a ponalty. The Supreme Court of Errors
of Connecticut (Bankers I'rust Co. v. State of Connectiout, 114 Atl
104), referred to it as a law ““to compel estates to pay to the State a
sum which shall approximately equal the taxes which tho property
of the ostato has'oscaped paying while in the hands of tho decodont,”
languago broad enough to include all property which has so cscaped,
irrespective of the reason for it. : AR

. Disoussing the question of classification, the court said:

The statute is not attacked as unconstitutional  Lecause of its classification.
Nor could it bo. “ A legislature is not bound to inpose the same rato of tex
upon one class of praperty that it does upon another.,” Michigan Central Rail-
road Co, v, Powers, 201 t] S. 245, 203; 32 Sup. Ct. 459, 460 (50 L. Ed. 744),
A classification for purposes of the penalty tax of property: of an estate whio
has not borno its shure 8t the gonem‘ taxes as distinguished from other proparty
which has borno its share of such taxes is not such an arbitrary, selection as to
be unconstitutional, :

_The Supreme, Court of the United States (Bankers Trust Co. v,
Blodgett, 260 U. S. 847, decided January 22, 1923), considers the
tax as 8 englt,y,andiupimlds it, even though the ,@mqun‘thre%u;re.d
to. be paid might not correspond to what would haye been paid if it
had boen taxed during the lifetime of the owner., .}beicpyr,,gmsi;
-3 As polnted out by. the supreme vourt of ecrrors,” executors and _administrators

do not pwn the proper mmitted to them for administration.. It goos to then
qublgo to the ll:b?ﬁtl?;yafgi urdang uppnfgln theg’g‘n sof,lt!s' ownpg.?ng)w (%

LUl
ever Intefést distributees or ‘creditors may have g subjeot to the same llabil?mn
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and burdens. ‘Subject;, we may: say, a8 the court declded, to the tax which the
State has imposed on its disposition or.devolution, and the tax does not take on &
different quality or inoldent because. it is, or has the effect of, a penalty. And
the court, : construing - the statute, declared it was a provislon for penaliziog a
delinquendy-~the.d Inquem{» of the decedent—and made to survive ‘‘by statu-
tory sanction.”. In effect,!” the court said, ¢ this statuteis a penalty imposed upon
the estate becauso of the delinquency of tho decedent and no less permissible
than ith_e: penglty 'tax:againqbthe.decedqnt-kept vallve hy statntoxjy sanction.”
By Whiafover niamio the tax involved in theso casos may be called, the
fact remains that property was classified according to whether or not
taxes had been paid upon it, and taxes were lovied accordingly.
éis@gigianajlqvles a general inheritance tax with the following pro-
7aso ) ; , o T
Cidnd dproin‘dc‘d‘ ‘urther, That this tax shall not be enforced when the proparty
g?natej _or inherlted shall have borne its just proportion of taxes prior to the time
‘augh donation of inheritance. = - e :

' This general tax ageinst all property excepting such as has “borne
its just proportion of taxes” prior to the inheritance is, of course,
identical with a tax upon the succession to property which has not
borne its proportion of such taxes. The Louisiana tax is precisely
like a Federal tax upon all securities which have not been subject to
or have not paid a general income tax. . )
~ This law was construed by the Suprome Court of Louisiana in
Succession ‘of: Kohn, 38 So.-898, which involyved the question as to
whether or not nontaxable bonds como within the exception above
quoted; in other words, whother or not “tax-free” securities wero
subject'to the tax. - The court said: o : ~

“In Plummer o, Coler, 178 U. 8. 115, 20 Sup. Ct. 829, 44 L. Id, 998, the
Supreme Court, after reviewing tho jurisprudence, State and Federal, dn the
subjeoct of inhoritance taxes, and the taxation of shares, privileges, and franchises,
held that an inheritanco tax was one not on property, but |(J{pon its transmission
by, will or descent, and that such tax was not invalidated or affected by the
incidéntal fact that the property passing was composed wholly. of United States
ibo‘r}dfs; exempt By express statute from all taxation, Federal, State, and munie-
pals i : o ) .

Hence, under articlo 235 of the constitution of 1898, it matters not whethor
the property of an estato Is taxable or not—has or has not been taxed. ,

. The next articlo withdraws from tho’o?er‘atlon of article 235 property whic
has bérne its just '{)roportion of taxes prior to the time of the oponing of the
succession, or, in other words, property whioch has been assessed, and the taxes
thercon paid.  If the lawmnaker had intended to include property exempt from
taxation, he would have said so. Nontaxable bonds can not ho sald to have
borne their just proportion of taxes, as thcy are exempt from such burden.
The l?wmaker evidontly roferred to property subject to assessment and taxation
ol which taxeés had been pald prior to the time of the devolution of the inheritance.
Exemption from taxation is striotly construed, and ¢an'not be read into a statute
by inference or imploation. : : : N

""Hence we’ are of - opinion that the premium bonds and State bonds aré subject
to the inheritancs tax.: - : e RIIY

'I‘hi{s) casa is dixjpc_tﬂguthori‘tr for the Iplaci‘ng of such securitios in a
class by themsolyés and the levying of a spocial tax’ upon the tight
of Suctessiont’to them, | <t T T sn i n o B et B
'Qothe'of tho' decisiotis’dealing witli Staté inkioritahice tax law are
basdd pofi the principlé that sficcossion! to property- after the'dehth
of thi¢'owhibt is hot a nhtural right but a privilege given'by the Stite
and one which the State might withhold in its ehtirety or to:which it
sy, ghnex ,ﬂu,qb;'fc‘gn’g;tions 8s it jpleases,  This right or priviloge is
ndty’, of “colirsg, " dependent ppon’ Fedotal law.” The foundation of
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such a levy by the Federal Government is its general power of taxa-
tion, and_the right or priviloge of inhoritance or succession is &
Eroper subject for such taxation and one which has been availed of
Ie' many governments by way of death duties from the earliest times.

nowlton ». Moore, 178 U. S. 41,

The conclusions upon this subject may be summarized as follows:

1. Inheritance or succession taxes may be levied upon estates
which consist in whole or in part of tax-free securities.

2. These taxes need not be uniform except geographically.

3. Such sccurities may be classified according to whether or not
taxes have been paid upon them during the life of the owner.

4, A special tax may be levied upon the succession to securities
upon the income from which no taxes were paid during the life of
the owner, or during a certain Perigd,preccdmg his death, including
both those as to which payment of income tax was evaded and those
the income from which was exempt.

5. This tax may be exclusively upon this class of securities or may
be by the levy of an amount upon them additional to the levy against
the other class. ‘

6. Since tho theory of the classification is the equalization of the
tax burden, the additional tax should approximate as near as may
be the amount which would have been paid had the securities been
subject to the income tax during the life of the owner, or during a
stated period preceding his death. '







it v

LETTER FROM MR. A. W. GREGG

ASSISTANT TO THE SECRETARY OF THE TREASURY

TO THE
HON. W.R. GREEN

§

P
“\

57







. g
o

ol

LETTER FROM MR. A. W. GREGG, ASSISTANT TO THE SECRE:
TARY OF THE TREASURY, TO THE HON. W. R. GREEN,
The letter from Mr. A. W, Gmgg, Assistant to the Seeretary. of

the Treasury, is, in part, as follows:

Hon. W. R. GrEkN, :
Chairman Ways and Means Commitiee, S
: House of Representatives. T T
My Drar MRr. Cuamrman: Prior to its adjournment before the
holidays the committee requested that I prepare for the assistance
of the committec & digest of the decisions and arguments affecting
the question of whether Congress has the power to levy a tax upon
the income from securitics issued by States or political subdivisions
thereof. In accordance with that roquest the following is submitted.
‘Two questions will be considered, (1) whether the Federal Govern-
ment has the goneral power to lai' a tax upon income derived from
securities issued by States or political subdivisions. thereof; (2) in
the event that Congress may not lay a tax upon income from. all such
securities, whether the income from any obligation issued by States
or political subdivisions thereof may be taxed by the Federal Govern-
ment. , : ~ e
The carliest decision of the Supreme Court upon the question of the
power of the United States to tax State instrumentalities is The
Collector v. Day (1870), 11 Wall. 113. Under the Civil War incoms
tax acts a tax was assessed on thie salary of Hay, a probato judge in
Massachusetts. He paid the tax under protest and brought action
to recover it, It was held by the Supreme Court that Congress had
no power to impose & tax upon the salary of a State judicial officer:
The court cited .Dobbins v.. Commissionors (1842), 16 Pet. 485;
McCullochv. Maryland (1819), 4 Wheat. 316; and Weston v. Charles-
ton (1820), 2- Pet. 449, as establishing tho proposition ¥ that the
State governments can not lay a tax \lx})on the constitutional means
omployed by the Government of the Union to execute its constitu-
tional powers,” and concluded that, on the same zpnnoigle, the
United Statos can not tax the means and instrumentalities: em-
qloyed by the States for carrying on their governmental operations.
‘Sl};; court's reasoning is indicated in the following passage (pp. 125,
It s admitted that there Is no express provision in the Constitutionr that
prohibits the General Governnient from taxing the means and lnstrumentalittej
of the States, nor is there any prohibltlnf the States from taxing the means an
inatrumentsl‘ttea of that (Government. In both cases the exemption rests upon
necessary implication and is upheld by the gréat law of sﬁ reservation; c‘a
any ‘goverpment, whose ‘means are emploirexf in conduoting i&ﬂ operations, if
subject ‘{0 the control of another and distinet government, can ‘exist only at

JANUARY 4, 1924,

the meroy of that government. R v o o
L tho. means andjnstrumeutalltife em?loyed for oarrylng on, the
g})eratlons of thelr governments, for presérving their existeng:l and fulfillibg the

gh and responsible duties assigued to them M the Constitution, should be left
free and unimpaired, should not be liable to be crippled, much less défeated,. by
the taxing power of another government (* * &, "..0 . - .o
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This decision was followed in the cases of a judge of the superior
court of New York City (FFreedman v. Sigel (1875), Fed Cas. No. 5989)
and of a Stato’s attorney in Maryland (U. S. v. Ritchie (1872), Fed.
Cw.-)Nq.iG\lGS).g {'{'(".‘,."\V-V ‘7 _‘,r‘n.‘,i‘! ’. ‘ “’r; L . A
In"thé'edse 'of Pollockiv.'Farmei's Lbdn & Trust Co. (1898), 157
U. 8. 429, a bill by a stockholder to enjoin the defendant corporation
frony paying an income tax under, the act of August 16, 1894 (28 Stat.
300), it was urged that the act was unconstitutional on the grounds,
(1) that in imposing-a tax on the income or rents of real and personal
proporty, it imposed a direct tax upon the property itself, which was
void because not apportioned among the States; (2) that in imposing
p\du‘ect_ taxes, it violated the con'stitt‘ltlonal requirement of uniform-
ity; (8) that in imposing & tax upon income reccived from State and
munioipal bonds, it exceeded the constitutional powers of the Federal
Government. - With reference to this third point, Chief Justice Fuller
said:.(p. 586): g : .
"I1¢1§ coytended that although the property or revenues of the States or their
instranmientalities ¢an not be taxed, nevertheless the incomo derived from State,
county; and municipal securities can bo taxed.  But we think the same want
f power to tax the property or revenues of the States or their instrumentalities
exists in relation, to a tax on the income from thelr securitics, and for the same
reason, and that Teason is given by Chief, Justice Marshall in Weston v. Charles-
ton, 2 -Pet. 449, 468, where he safd: ‘Theright to tax tho contract to any extent,
when made, must operate upon the power to borrow hefore it is excreised, and
hqv%a. sensible influence on the contract. . The extent of this influence depends
on the will of a distinot government. To any extent, however inconsiderable,
it is & burden on the operations of government. It may be carried to an extent
which shall arrest them entirely. * * *  The tax on Government stock is
- thought by this court to be a tax on the contract, a tax on the power to borrow
money.on the credit of the United States, and consequently to be repugnant to
the Constitution.’ Applying this language to these municipal securities, it is
obvious that taxation on the interest therefrom would oaerate on the power to
borrow before it {s exercised, and would have a sensible influence on the contract,
and that the tax in question is a tax on the power of the States and their instru-
mentalities to. borrow money, and consequently, repugnant to the Constitution.
. It ig-¢lear, therefore, that prior to the adoption of the sixteenth
amondment -Congress had no power to levy a tax, directly or indi-
rectly; upon- securities issued by :States or-a political subdivision
thereof. - There remains to be considered the effect of the sixteenth
amendment, 1. oo - ‘
.. The:pixteenth ‘amendment provides: that: “The Congress shall
have -powen - to 'lay and: collect. taxes onincomes, from whatever
gourcederived,; without: apportionment among the several States
and without regard to any census or enumeration.” I
At the time the sixteent amendment was being considered by th
legislatures of the several States it was urged by various writers and
i 8 3
publio men- that: the Frofgosed amendment gave. Congress the power
to ‘tax the 'salaries of officers :and' employees of the States and the
income, from ‘State: and municiphl securities., (Seo Foster, Incomo
Tax, p. 78 et seq,; Miner, The Proposed Income Tax Amendment,
16 Va. L. Reg. 737,.763;: Hubbard, The:Sixteonth: Amendment, 33
ﬁ%ﬁ.lr_vard Law Revmwb 794.) The contrary view was urged -with

al'strength. " (See Cong. Rec.; vol. 45, pp. 1604-1699, 2245-2247,
39%@54%,,%&91 Ritchie, . pmf;gﬁ ‘Copgress to Tax State Securitics,
i Am.-Bar-Assoc. Journial,: 602.) w1 St Elegeian S
In the first case which.arose under the sixteenth amendment,’ the
case of Brushaber v, Union Pacific R. R. Co., 240 U, S. 1; the Supreme
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Court committed- itself -on the: question of whether or not thiesix
teénth -amendment gave to Congress any mew’ power of ‘taxation,
This case way a ‘suit by a stockholder to restrain’the défendant gor-
poration from paying an income tax imposed by the ‘tariff act of
1918, ‘on thé ground that it was unconstitutional! : Chief Justige
Whlte; in the course of upholding the validity of the act, said (pp. 17,
18, 19): = 0 - . R
RE S E I S IR LY R N
It 1s clear on the face of this text that it (the amepdxnﬁent)l Adoeisk not purport
to confer potwvet to levy income taxes in a generic sense—an 'authority already
possessed and never questioned—or to limit and distinguish between one kind
of income taxes and another, but that the whole purpose of the amendment was
to religve all income taxes when imposed from apgortionment from a congidera~
tion of the source whence the income was derived. = Indeed, in the light,of the
history which we have given and of the decision in the Pollock case and the
ground upon whigh the ruling in that case was based, there is no escape from the
conclusion that the amendment was drawn for the purpose of doing away for the
future with the grinciple upon which the Pollogk case:was.decided; that js, of -
determining whether a tax on income was direct, not by, a consideration of the.
burden placed on the taxed income upon which it directly .operated, but by
taking into view the burden which resulted on the property. from -which the
income was derived, since in express terms the amendment grovides that incom®
taxes, from whatever source the income may be derived, shall not be subjected
to the regulation of apportionment. * "%  * Co AR L S
Indeed, from another point of view, the amendment demonstrates: that no
such i)m}pow was intended and on the contrary shows that it was drawn with the
objecuo ma}ntgl(li‘{lg the limitations of the Constitution and harmonizing thejr
operation. . A '
¢ *. * The purpose was not to change the existing interpretation except
to tho extent necessary to accomplish the result intended; that is, the prevention
of the resort to the sources from which a taxed. income was derived in order
-to cause a direct tax on the income to be a direct tax pn the source itself and
thereby to take an income tax out of the olass of excises, duties, and lmposts,

and place it in the class of direot taxes.

Again, in Stanton v.-Baltic Mining Co. (1916), 240 U. S, 103, an
action in form similar to the Brushaber case, Chief Justice White
said, in upholding the constitutionality of the same act (p. 112);

* * * But aside from the obvious error of the propesition intrinsically
considered, it manifestly disregards the fact that by the previous ruling it was
settled that the provisions of the sixteenth amendment conferred no now power of
taxation, but simply prohibited the previous com?lcte and plenary power of
income taxation possessed by Congress from the beginning from being taken out
of the categ(or,\' of indirect taxation to which it inherently belonged and being
placed in the category of direct taxation, subject to apportionment by a con-
sideration of the sources from which the inccmo was derived; that is, by testin
the tax not by what it was—a tax on income, but by a mistaken theory deduce
from the origin or source of the income taxed. Hark, of course, in saying this
we are not here considering a tax not within the vaisions of the sixteenth
amendment; that is, ono in which the regulation of apportionment or the rule
of uniformity is wholly negligible, because the tax is one entirely beyond the scope
of the taxing power of Congress and where consequently no authority to impose
a burden either direct or inrgiircct oxists. e

Similar dicta occur in Eisner ». Macomber (1920), 252 U. S. 189,
204, and in Peck & Co. v. Lowo (1915), 247 U. S. 165.

Although it appears that in none of these cases was it necossary
to pass upon the issue, itissignificant that the court saw fitto announce
in each of them that the amendment did not extend the taxing power
of Congress to cover any now subjects.

The opinion of Evans v. Gore (1920), 263 U S. 245, throws a more
direct light upon the views of the Supreme Court regarding the scol;))o
of the sixteenth amendment. The action therein was brought by
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a.United; States district judge, appointed in 1899, to recover a tax
Ei.ilsd 1\;pon his sgi.ary:under.t e revenue act of 1918 (40 Stat. 1062).
fis chief contention was that the effect of the act, in imposing & tax
on his salary, was to diminish his compensation, and that to,this
extent was repugnant to the third article of the Constitution, pro-
_v;duixﬁ that his salary should not be diminished during his continuance
n office. The court came to the conclusion that the prohibition
g}‘gvented diminution by taxation, and the court, after reciting the
istory of the adoption of the sixteenth amendment, concluded:
True, Goverior Hughes, of New York, in a message laying the amendment
before the legistatiite of that State for ratification or rejection, expressed some
apprehension lest it might be construed as extending the taxing poiver to income
na6t taxhble before; but his message promptly brought forth from statesmen who
patticipated in proposing the amendment such convincing expositions of its
purpose, as: here stated, that the’apprehcnsion was cffectively dispelled and

ratification followed. ,
“Thus the genesis and words of the amendment unite in showing that it does
not extend the taxing: power to new and excepted subjects, but merely removes
all occasion otherwlse existing for an apportionment among the States of taxes
lald on income, whether derived from one source or another. And we have so
held in other cases. : - : ;
In conclusion, thén, it is evident that, since the ratification of the
sixteenth amendment, the Supreme Court of the United States, in
dicta and decision, has consistently adhered to the view that the
amendment does not extend the taxing power of Congress to hew or
excepted subjectsi Prior to the adoption of the sixteenth amend-
ment, it was established that, in general, income from State and
municipal bonds was exempt from taxation by the Federal Govern-
ment. In view of these two lines of decisions it appears evident to
me that, in the absence of a constitutional amendment, a tax upon
the income derived from State and municipal securities would be
held by the Supreme Court to be beyond the constitutional powers

of Congress.
*

* * * * * . *

Respectfully y A. W. Greaa
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LETTER FROM MR. WILLIAM L. FRIERSON, FORMER :SOLICI-
TOR GENERAL OF THE UNITED. STATES, TO THE: HON.

- JAMES M. FREAR.. - - il o
.7 v iReptintad troth the GonosessioNaL REcoRD, Febriary 9, 1004 Pegp e8] '
S U T CnaTTaNQooA, TENN., December 40, 1983. -
Hon. JaMes M. FREAR, - . . . .. RRRE
" Hoyse of Representatives, Washington, D. C. . . .. . .
Deag M. Frear: Iam in receipt of your letter of December 17,
evidently . x:eferrmﬁv to n conversation which I. had. recently. with
Senator Shields.. 1.did not, however, state that:the case of Kvans v,
Gore is authority for. the statement that so-called:tax-free securities
can not be reached for.income-tax. purposes,. I did say that while I
have not given the subject serious considération, if my argument, 1
Evans v, Gore-had been successful and the dissenting opinion of Mr,
Justice Holmes in_that case had :been . the opinion. of the court,
would_have little doubt that the. income from.such securities could
be included in. taxable income. : The majority opinion. in. that case,
however, makes the question moye doubtful. t . . 0 i ool
_So far as obligations of .the Federal; Government which, may..be
issued in, the future are concerned, there can.be no doubt of the power
of Congress to make income from gthe% ‘taxable.. The question;sl
presume, in which you are. intergsted ib.the.power. of Congress: to
treat State, county, and municipal bonds; or rather the inconie from
them, as taxable income. =~ . oogiesoa b o0 D
"Of course, it is settled that bonds of this kind as such can-not be
taxed by the Federal Government, and I think it i equally true that

the income from them as such can not:be taxed.. . ot 0 o i
" There_are, however, two: recent decisions of the Supreme Court
which I used in Evans v. Gore and whioh I think have established a
principle . which may make it possible;forzaCongtess«m:1e.vyin§. a
general income:tax to require incoms from such bonds to be included
In gross income as the basis for. arriving at-theitaxable .net.income.
I refer to U.:S, Glue Co. v, Oak Creek,.247:U. 8. 321, .and Peck. &
Co. v, Liowe, 247.U. S..166..- The first of these afises involved & State
income tax; and the.question was.whether in .computing net income
rofits: derived fram. transactions in intersiste commetee, could-be
meluded.:. The. second linvolved the question. whether in ‘computing -
taxable income under the Federal statutes egroﬁts derived from-the

business of exporting goads could.be:ineluded.:ii | . +soctu bsuts -7

- Of course, it: was olear that.no State.tould levy:s tax.whioh.would
be aburdem on br amount to,a vegulation.of intérstate. commerce.
And it was: equally. clear that! Congress Was oxpressly prohibited by
the Constitution from taxing exporta. The court, however,(held in
these cages that when the State taxed merely the net income of a
person or corporation the net profit derived from interstate com-
merce constituted a part of the taxable income, and that including
net groﬁts derived from the business of exporting as a part of the
taxable income for Federal purposes was not a violation of the pro-
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vision against taxing exports. In the latter case the court said,
speaking of the tax: ‘It is not laid on income from, exportation
becauss of its source, or in a discriminative way, but just as it is

.»~laid on other income. The words of the act are ‘net income arising

o iddcruinp frot all sourees.’:1 Thére i8ino' discriminatiofi.: At most,
exportatiof is affected 'otily ifidirdotly and :reﬁiotel_z.zz;ax Y
he principle thus established seems to be that a'géneral tax upon
net income is not a tax-upon the sources from which particular parts of
the income are derived. I.thought that this prmci;}lo controlled
Evans v. Gotre. 'If the court had agreed with me, I would have .
little doubt that it applied to income derived from so-calléd ‘tax-fres
securities. I am, however, in some doubt a5 to whether this con-
clision follows' in' view ‘of the deocision in that case. I am not con-
vinced, however;: that that decision settles the:question: against the
Goverbment. T think it can be distinguished from the question you
are now considering.’ “In Gore v. Evans the specific (i)rovision ‘of ths
Cotistitutioh invoked was- that' which forbids ‘the diminution of a
judge’s' compensation during his tefm: The court resched the con-
clision ‘that to tax a judge’s salary; even treating it as a part of his
net income ‘when' the tax lévied by the Goverriment which: paid his
salary, was'a substantial diminution of the salary. ‘Ha_vinf reached
this> conolusion;: ‘Mr. Justioe ' Van' Devanter ‘distinguished Gore v.
Evans from the cases I have reforred to, upon the ground that the
Constitution expressly forbids such a diminution. =+ o
Thr{e Constitution contains no express mention of State or municipal
- Securities!:* As'a matter of cpnstruction, it has long been settled that
securities of this kind;as sich, are not taxable'by the Federal Govern:
ment, because the Constitution does:not permit:the Federal QGovern:
ment to tax the governmental instrumentalities' of the States, and
neither :does’ the Constitution ‘contain any ‘reference to' the powér of
thé i States to tax: interstate commerce. ‘The conélusion ' that - this
can not be done was reached through’ a' construétion ‘of the clause
giving Congress the power to regulate interstate cominerce.  There
18 an ‘express: prohibition a%iiln,s‘.t; the taxing of exports, but, as I have
stated; the court has held that the taxing of all of a:man’énet'income
whioh inclides some'income derived from :export ‘business is not suck
a-tax '&is 'violates this provision. T can not‘see aer:’y reason: why “the
same principle ‘does .not‘sug.'ipply 0’ income .derived’ from 'State ‘and
muinicipal bonds. - The difficulty seems to -be in re¢onciling this' coni
clusion with the decision' in Evans v, Gore.- The doubt in my mind
is: whether: the:court would hold:income from such securities falls:in
the class of cases'¢ontrolled by: the'two cases I-have reférred to or by
Gbrev-xE"YQHSu, B ' [N ';a i "»‘,"":!‘ LRSS "‘l{“;-if‘i
_As stated above, I have given this question no serious consideration;
but have merely %iven’you .the.‘iml‘gressions made on my mind when
Iwwas'px;eparing the argument' in Evans v.:Gore. -1 think, however,
that the question is'one well worthy of ‘careful congideration. ' i/
ey ;‘wi-‘»:iYourg-truly,;w Cd CRONEL o ey TR IS I TR mf'
T L T T £ Y T A T R Wy, L. FRIERSON. !
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TAX-FREE v. TAXABLE BONDS.
{Reprinted from & chart of THE BOND BUYER, of New York.)

Income from certain United States Government, State, and municipal bonds
is exemnpt from the Federal income tax, rate of which, for 1923 income, ranges
from 4 per cent to 568 per cent, according to amount of income. This table
has been compiled to indicate the approximate yield which taxable bonds must
refurn :o equal the return from tax-free bonds yielding from 3 per cent to 6
per cent. :

Example: Individual with income (subject to surtaxes) of about $50,000 pur-
chases taxable bonds yiclding 6.52 per cent, the income from which s subject,
in his hands, to a normal tax of 8 per cent and a surtax (on income between
$50,000 and $52,000) of 23 per cent, or a total of 31 per cent. Deducting the
tax, his income from this bond is reduced to 4.50 per cent. In other words,
for this person a tax-free bond yieldinf 4.50 per cent would be equivalent to a
taxable bond yielding 6.562 per cent. In
figures represents yield (or basis) from tax-free bonds. In columns below is
shown equivalent yield from taxable bonds when income (total amount subject
to surtaxos? corresponds to amounts shown in extreme left-hand column,

This table is offered as a guide to assist the purchaser of bonds to choose intel-
ligently between taxable and tax-free investments. It is computed on the

theory that any change in an individual’s taxable income resulting from a switch- |

ing of investments from a taxable to a tax-free status, or vice versa, is effective
at the highest brackets or the “top” of his income and, hence, the highest surtax
rate has been applied in computing these equivalent yields. Because of the
change of tax rates froln year to year, it is useless to attempt an exact com-
putation of the value of tax exemption over a series of years and for this reason
_vzei b?lite;v?i tge chart is sufficiently comprehensive to serve the purpose for which
it is intended.

Chart showing the effect of Federal income lax on yield from laxz-free and laxable
bonds in 19£8.

{

Incomesudlectio | 5 sy [ s [ 4 | @ |4 |4 |l aafa] s |e]e
Per { Per } Per | Per | Per | Per | Per | Per | Per | Per | Per | Per | Per
cend. | cent. | cent. | cend. cent.| cenl. ] cent. | cenl. | cent. | cent. | cend, | cent | cent.

12,000... .33 13.80 | 4.17 [ 4.44 | 4.72 | 4.86 | 5.00 | 5,14 [ 5.28 | 5,42 | 5,56 | 6. 11 6.67
22,000...] 3.57 | 4,17 | 4.46 | 4.76 { 5.06 | 5.21 | .30 | 5.50 ; 5.65 | 5.80 | .95 ) 6.85 7.14 .
26,000...] 3.66 | 4.2614.87 1 4.83( 5,18 | 534 | 6,40 | 5,64 | 5,79 { 595] 6810|670 7.31
,000...] 3.7514.37 | 4.69 | 6,00 | 5.31-} 5. 461 5,62 | 5,77 {593 16.09]6.25) 6.87] 2.50

,000...] 3.80 | 4,84 | 4.87 | 5,101 5.51 { 6,67 | 58 | 600(6.1616.32 1849} 7.14{ 7,70
2,000...14,0514,73 | 507 1 5.401 873 | 5901607 | 6.24 [ 6.41 1688|676 7.431 8.11
6,000...1 4.17 1 4.86 | 821 1685|590 /6071625|642:650|677/694!7.63{ 833
2,000...0 4.35 18,07 ] 5.43{68016.16]|63416521670(688)706]725(7.97] 869

000.../ 4.47 18.22 1 5.60 | 6,07 | 6.34 | 6.62 {6.71 1680|708 1 7.27 | 7,48 | 821 | & 96

,000...| 4.68 | 5,40 [6.80 [ 6251664 | 6.83 [ 7.03 172,22 (7421761 |7.81 {84831 037

000...| 4.84 ] 565 | 6.05 [ 6.451685(7.05|7.28]172.46|7.66[7.86|806[888] 0.68
2,000...[ 508 1583 1637|678 |7.20]7.41|7.62]7.81|804[825]|84710.33]10.17
76,000...| 526 [6.14 | 6.58 | 7.01'{ 7.45 | 7.67 | 7.80 | 8.11 [ 8.33 [ 8.85 | 877 | 0.65 | 10.63 .
2,000...0 5.65 | 6,48 1604 1 7.40| 7.86 {800 | K33 1856 |879[9.02|9.25(10.18 11,10
,000...| 6.77 | 6.73 1 2.22 1 7.68 1 8.16 | B.40 | 865 | 8.80 | 9.13 | 9.37 | 9.62 {10.57 | 11,52
000...{6.12 (7.14 | 7.65 | 816 [ 8.68 1804 | 9,20 | 9.45 | 0.70 { 0.95 [10.20 [11.21 | 12,28 .
000...{6.38 |1 7.45 | 7.68 | 8 51 [ 9.04 | 9.31 | 9.68 | 0,84 |10,10 {10.36 [10.62 |11.70 | 1277

:l 000.] 6.82 { 7.96 | 852 ] 9.10 { 9.66 | 9.94 [10.22 [10. 50 |10.79 111.07 [11.36 [12.50 | 13.65

000 and $200,000.| 6.8 | 8.18 | 8.72 | 9.31 { 0.89 [10.18 [10.47 [10.78 |11,05 {1}, 34 [11.63 {12.80 | 13.95
$200,000......... 7.14 | 8.33 | 8.93 | 9.53 {10.12 [10.42 {10.72 11,02 {11.32 {11.62 [11.62 {13.10 | 14.20
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