
IIEUORARD!J)( OF POSSIBLE C!WIGES Ill THE TAX 

LAW WHICH WOULD INCJI!W!E REVENUE BY THE 

ELIMINATION OF PISCRIMINATIONS 

INCOME TAX 

.. 

1. §T1St1M Law as to Personal Exe111ntions (Sec. 

25 {b)) The Internal Revenue Code now allows person&! exemp­

tion ot $1,000 to a single person and to a married person not 

11TinS with husband or wife, and a personal exemption ot 

t2500 to the head ot a family or a married per son living with 

hulband or wife . A credit is also allowed for d.ependents 

~t1ng to $400 tor each person dependent upon the taxpayer . 

Discussion Thi s provision involves serious dis­

crilllination 1n favor or high bracket taxpayers. To a married 

persm 11'1 th a net income or less than $4, 000 it means a tax 

sa1'ing or 4'{. (the norcsal tax rate) ot $2500, or $100. To a 

married person with a net income 1n excess or $100, 000 and not 

in excess of $150, 000 the provision means a tax saving or 62% 

ot$2500, or $1550, which is mor e than 15 times the saving to 

the first low bracket person mentioned. To a married person 

'll'l.th a net income in excess ot $5,000, 000 the same exemption 

means a tax saving ot 79% or $2500 or $1975, which is almost 

S(),C or the :per sonal exemption. 

Recoamendation Section 25 (b) should be amended 

so that the c redit now allowed ther ein tor both noraal tax and 
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surtax purposes 1s made 

benerit is given by the 

a credit against tax under which equal. 

exemption to taxpayers in the low 

brackets and taxpayers in t he high brackets. An alternative 

reaedy might be to l1ati t the credit presently in the st atute 

by making it a credit for normal tax purposes only, 

2 . Existing Law as to Stock Piy14ends (Sec. 115 (f)) 

The statute since 1936 has contained an 1llwainat1ng pronsioo 

tbat 8 •distr ibution made by a corporation to its shareholders 

1n its stock or in rights to acquire its stock shall not be 

treated 85 a dividend to the extent that it does not cons t1 tute 

income to the shareholder 11'1 thin the meaning of the Sixteenth 

A=~ent to the Constit ution.• This provision was drawn in the 
1 2 

light or such cases as Eisner v, L!acomber , Koshland v, Helvering, 
3 

and Helvering y . Gowran. In pr actice it means that stock divi-

dends ot the type involved in Eisner v. llaCOJ!Ibgr (comon upon 

c~n With no other class of stock outstanding) are still 

etelllJ)ted from tax. llost other dividends, such as (1) preferred 

upon COlll:lon and (2) common upon preferred, are regarded as tax­

able. 

Discussion As was prophesied by Ur. JUstice Brandeis 

1n his dissenting opinion in Eisner v, l.!acomber, the existing 

1. 252 u.s . 189 (1920). 

2. 298 u.s . 441 (1936). 

3. 302 u.s . 2J8 (1937) . 
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statutory provision, as adm1n1stratiftly interpreted, con­

stitutes a serious r evenue leak. There e re epprold.ately 

a so usuers of stock listed on the !few York Stock Exchange, 

tbe total i ssues or thes e issuers being epproxilllately 1230. 

izcluding co!:llllon stock issues of railroad companies, there 

are approximately 390 issues of common stock on the Hew York 

Stock Exchange of 390 companies in which t he eapi tal is 

represented by eoJ:\lllon stock, or which have a small sanior 

equity security ranking prior to the common stock. The 

capi tal1r;at1on or these companies, including 33 preferred 

stock issues, no one of which is or a $1, 000, 000 nOIIinal 

value , consolidate into epproxi.mately 625,000,000 cO!D!Don 

shares having a nomill&l value in excess or $16,ooo,ooo,ooo. 

'l'l!ese figures constitute a RtlJ!!! Lm,t showing of the com­

puUes merely on the New York Stock Exchange which are now 

200 

in a position to issue tax-tree stock di v1dends . Further in­

•es t1gation would no doubt show that many, if not the majority, 

or these corporations have an earned surplus upon the basis 

or 'rhich stock dividends may be distributed. 

Recoamepdation It is highly desirable to subject 

au stock divi dends to tax by an amendment either to the 

statut e or to existing regulat ions. Suoh an amendment either 

of the statute or or the re8Ulations would avoid d1Ct1cult1es 

as to ret roactive appl1cat1o~ which would arise from a Judi cial 
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decuion decreeing all stock dividends to be taxable under 

the existing reculati ons. I f t here be any doubt as to the 

possibility of securing a stat utory amendment, some ,attempt 

should be made through the courts to secur e a reversal of 

&Uner ., • Kacomber. In spi t e of the Supreme Court • s decision 

of Honlllber 6, 19)9, in the WiBhire 011 case, the issue 
1 

of a reculation prospectively incorporating a new rule may 

be adrtsable. 

). Ex1sting Law as to Trust IncoCI! (Sees . 166 , 167) 

A nu..ber of years ago Sections 166 and 167 wer e placed in our 

revenue act tor the purpose of taxing the grantors or tax­

avoidance trusts which did not accomplish any transfer away 

!rom the grantor or unfetter ed control oYer the corpus or in­

eoce ot the trust . These sections, according to Jlr, Justi ce 
2 

Roberts , were designed to prevent "facile eYasion of the law.• 

The constitutionality of Sec.tion 167 was upheld in Burnet v. 
3 

tells . 

Discussion The purpose of these sections has been 

very largely frustrated by court and Board. deci sions. The 
4 

sections, as interpreted by the courts , permit the accomplish-

1. Helvering v . Reynolds Tobacco Co., )06 U.S . 110 (19)9). 

2. Reinecke v. Smith, 289 u.s . 172, 178 (1933). 

3. 289 u.s. 670 (1933) . See Corliss.,, Bowers, 281 U. S. 376 

4. See e .g ., Clifford v . Hel vering 105 F (2d) 586 (CCA 
~~~! !939) ; Corning v . Comm. , 104 F (2d~ 329 (CCA 6th, 1939); 
~• Q , Rovensky, 37 BTA 702. 
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meat or the 

case or the 

tax-avoidance purpose or the grantor in the 
l 

income of soort-tel'lll trus ts. Thus, even 

thOugh tire grantor-trustee bas reserved broad powers of 

ssle ard investment , the grantor hes been held not tax­

able upon the income or a trust for the benefit or 

his wife where the trust was to terminate at the end 

or Nve years , ar upon the death or the benet1ciary or 

202 

the grantor during that period, and the remainder (in excess 

or the undiStributed income or the proceeds or the investment 
2 

thereof ) was to go t o the grantor. If it is certain that the 

.22J!R to revest will come into being at a fixed point of t1ae, 

Section 166 will be applicable, but if the same substantial 

result is a ccomplished by providing that the trust automatically 

ceases to exist at the end of a fixed period, without any 

&rfirmative act on the part or the grantor in exercise of a 
) 

po1l'er, then t he grantor is not taxable under Section l66. This 

1 . Ot course, the trust problem i s 1111ch broader then here 
1ndl.cated . The splitting or income by irrevocable IIUltiple 
trusts accomplishes tax avoidance on a l arge scale. But the 
only r eaeey in. this case of irrevocable trusts seeu to be a 
system or taxation on a tlllllily un1 t basis . Ct . Hoeper v • Wis­
consin, 284 u.s . 206 (1931), which probably would be overruled 
by the Supreme Court as now constituted. 

2. Clifford v . Belvering, .!Yl2X!• 

) . Bee Keredith Wood, )7 BTA 106S att 1d .:2n .il/;~~.104 F 
(2d) 101) (CCA 2nd, 19)9); Christopher £. Vlard,-4ll 
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..,ana that tm grantor in high brackets 011 account of otber 

l.JlCO .. is able to transfer high-br acket iDcOIM to a trust 

.tUeh starts in the low br ackets . 

::::03 

l!oooPPen4at1on SeotiOils 166 and 167 should be 

entirely rnuped to prennt this type of tax avoidance. The 

OM~t necessary may be briefly described •• an elimination 

o! tbe emphasiS now placed in the statute upon the word •vested•, 

coablned with an addition covering sbort-terlD trusts which are 
1 

to renrt autoaatically. 

4· BXistinl Law as to Unreasonable J.cci!Wnlat1ona 

of Surplus (Sec. 102) Section 102 or tbe Intemal llevenue 

Code proVides a special penalty tax upon corporations roraed or 

andled or tor the purpose of preventing the imposition or the 

surtax upon ita shareholders (or the shareholders or any other 

corporation) through the medium or permitting the acoUIIlU.latiOil 

ot earnings or prot1. ts. Although the constitutionality of 

this statutory provisicn was recently sustained by the Supr8llle 
2 

CCU' t 1D He1ur1n« y. Jational Groce17 Coppapy, the sect1011 
3 . 

hu been a c011spicuous .failure. Up to a few weeks ago the 

reports show only about 33 cases directly inYolTing Bectioo 

102, -t or 11b1ch were decided after 1930. The score in 

lbeae cases is nca1n•J 17 18 to 15 in favor or the IOYemooent, 

lilt tbe score is really ll&inlt tm sovarnaent wben it 11 

1. Clifford v. BelYerln&, 105 F (24) 586 (CCJ. 8th~ 1939)t• 
leredith Wood 37 BTA 1065 atf'4 ,.,.,,. ourig 104 F (2dJ 1013 CCJ. 
2114, 1939). • , .-.. • 

2. 304 u.s. 282 (1938) . 

11~ See State.et .j llr. Viu-, BeariJICa 'before the .Joint c-­
(1937) . 1111 fax Bna1011 !D4 AYOidaDce, 75th Ceaa., lat Se81. , P• 173 
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reoembered tba t in 13 of t he government victories against 

9 of its defeats , the taxpayer was one which would now be 

classed as a personal service corporation. 

--~~ .:.l.J-t 

Discussion What may be now done with impunity under 

tlle existing statute is illustrated by the famous Cecil De 
1 

!UJ! ease. Wr. Cecil De Kille successfUlly advanced as a 

reason for the large surplus accumulation 1n his corporation 

the arguJI8nt that his corporation was building up its surplus 

tea point where it could some day achieve independent picture 
2 

froduction. Kr. Bud Fisher successfully maintained that his 

corporation was building up a surplus so as to have capital 

sufficient to effect the distribution of independent comic 

strips in the contingent event that a syndicate through which 

du tribution was effected should refUse to renew out standing 

contracts. This sort of argument is like tha argument made by 

the ~"bite Knight who carried a bee hive around with him be­

couse s0111e day be might went to keep bees. 

Reco;men4et1on Section 102 should be strengthened 

b7 addilll to the section a clause silllilar to subdivision (b) 

now the rein providing that certain facts "shall be ~ facie 

&Vidence of a purpose to avoid surtax upon shareholders •" 

~g such facts constituting ~ facie evidence may be 

suggested the following: 

1. )1 BTA 1161 atf ' d 90 F (24) 12 (CCA 9th, 1937) , cert. 
den. )02 0.8. 713 t1937). 

1 
(2.) FiSher & Fisher..! Ipc., 32 BTA 211, atf'd .an curi am 84 
2d 996 (CCA 2nd, 1'136). 

,....,.---:-:=-~---:---- - .,....,....,.J 
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(a) the tact that less than a atated percctace ot 

iJICO .. 1a diatributed; 

~OS 

(b) The tact that more than a g1Ten percentase of in­

eoae constete of di Tidenda; 

(c) The tact that the corporation ia to a stated desree 
1 

oloselT held; 

(d) The taot et en;r aajor cbanle 1n distrtbu.tin policy 

.remlt1D& in a lower percentace of distribution; 

(e) tbe utatence of substantial loans to atookboldera; 

(t ) The e:.d.at.lce of substantial ncn-intereat beerinB 

loans by stockholders; and 

(s) The tact that the non-diatl'fblltton ot prottta actuallT 

bad the etrect ot a substantial tax ••TinS· 
Another amendment Which •auld s trensthen Section 102 

at ooe ot ita •akeat points 'lfOUld be the inaertion before the 

-d "buaineu• 1n subdirtaion (c) of the 110:rd •tx;iaM••, aak­

iAc t.be •tact that the earn1nsa or profit• or a corporation 

are persJ.tted to accu.llate be:rCDd tha reaaoaable needa of the 

(U!.etw) buatneu• determnatin of the parpoae w noid sur-

1. '1'he additiOD of this factor aa creatilll a rebuttable 
pre,_ption 11'0U.ld be quite ditterea.t troll the ao-oalled •third 
bulcet• prorteion aa pror.•ed 1n the llclwle or Repr eamtattna 
in 1938. (Bee Bouse Bil-l BeTmWt Act ot 1938, Beoa. 451 .A1 
!!g_.; w.,, and X.ana O~ttee Report •o. 1S60t 75th COD&., 
3l'd Be•~:~ p. 5:3 (19:38)). 'fhat proposal S..posea a nn tax 11h1oh 
wu tot..._.,. aeparate troa that S..poaed b7 Secti on 102, aD4 
11h1eb na 1Deacapable 1t the stockholdilll reqatr.-nta nre • ' · 
!be pruent auaceat1on •ould 5 s..ply tranater •- at the detendA-
111c tactora troa the proposed Section 451 1DW Section 102 it-••lt •• an edditiOD&l IJ'OUDd tor raisinS a nbgttab1t prt.-p-
tiQII ot intent to aT01d tax. 
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tu upon sbareboldera unless 

of ertdenoe to the contr&rT. 

there is a clear preponderance 

This would mean tbat the tera 

•reasonable needa• or the business would be related to the 

business in which the corporation is currently engaged and 

~d place a greeter burden upon the corporation to justity 

aee\lllllll& tiona allegedl;r designed to parmi t the corpor ation to 

mter some new business acti rt t:r. This sort ot Ulemt.ent 

would preYent t&.X eToidance or the De Kille t:rpe. 

It me:r be that the statute or liJiitationa should be 

le~thened tor Section 102 cases, as has been done with 
l 

respect to foreign personal holding compan;r casea, corpor ate 
2 

distributions in liquidation, and where there is a 25~ omission 
3 

from gross income. 

An alternatiTe remedy might be to adopt in some pert the 
4 

~lisb counterpart or Section 102. This English statute 

applies only to closely held corporations, and in errect ignore• 

tbe separate entity or such corpor ations . It taxes retained 

ineaee to the stockholders, a relled;r 11bich aay be too drastic. 

1 . Internal a.nnue Code, Sec. 275 (d). 

2. Internal Be't'8JIU8 Code, Sec . 275 (e) . 

3. Internal BeTeDDe Code, Sec. 275 (c) . 

4. l"inuce Act ot 1922, Sec . 21, l"irat Schedule 
by Act or 1927. 
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Perhaps also the rates or tu i.Jiposed bT this 

section shoul.d be increased. In relation to our present 

$Ul't&x brackets the 1tX1.stinc rates - 25" upon the undis­

tributed Section 102 net inccae not 1n excess or $100,000, 

Md 35" upon such ineoae in es ceaa ot $10~,000 - render it 

edrlsab1a tor so•• corporations to pay the tax rather than 

distribute. 

5. Rzjstipg Law as to Charitable Gt tts 1n Form or 

Property (Sec . 23 Col) The Internal Revenue Code now pro­

rides !or a deduction on account or religious, charitable 

sc1ent1tic, literary, educational. and other contributions. 

Pisc:ussiop This proTision works satisfactorily 

207 

nth respect to nJll distributions, but it 1s wholly indefensible 

u to contributions 1n the !ora o! property. As the ln now 

stands, a taxpayer secures a deduction to the extent o! the 
1 

ruue o! the property trautitl'l'eCl at the dllte or the gift. 

For example , e taxpayer baa purchased securities 1n 1932 !or 

tl,OOO cash, and their value in 1939 ia $5, 000. This taxpayer 

·~have a taxable pr ofit o! $4, 000 it he sold the securities 

and ude a gift o! $5, 000 cash; bowenr, it the taxpa,..r is 

nU adVised, be wi.ll donate the .. ou-i tiaa Cheuelna with-

out any sale thereo!J the dGDee 1nat1tution aq then IUD 
2 

~ sale as it pleases without any tax liability. 

1. Rea. 101, Art . 23 (o)-1. 

2. Paul.L Selected Studies 1n Federal Taxation, Second 

Series, p. 1?3, note 75 (1938) . 
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fiecoemen4ation Gifts not 1n money form to religious, 

cbaritable, scientific, literar y and educational institutions 

should be allowed as a deduction only in the amount of the 

•dJusted cost basis of the property to the donor or its 

,&lue at the date of gift, whichever is l ower. A middle al­

ternative would be to allow no more than would be allowed 1f 

tte dooor sold the property and contributed the cash proceeds 

less the capital gains tax. 

6. 8xist1ng Law as to Non-Business Casua1tx Losses 

(Sec. 23 (e)())) The Internal Revenue Code now pro "fides tor 

Ule deduction of losses on property not connected with the 

trade or business if the loss arises from fire, storm, ship­

wreck, or other casualty, or from theft. 

Discussion This provision results 1n substantial 

dtductions and difficulty of administration, particularly 

1n connecti<lll with losses of the type sustained on account 

o! t he recent hurricane which devastated the eastern seaboard. 

It is particularly availed of by taxpayer s who han large es-

tates; 

•olved 

smaller taxpayers cannot 
1 

1n proVing losses. 

afford the appraisal fees in-

Recomend§tim Tbe pronsion alloWing non-business 

casualty losses should be eliminated or restricted, like the 

Charitable deduction, to a fixed percentage Of the taxpayer'S 

net income as computed without the benefit of this particular 

1. Obici v. Belvering, 305 U.s . 468 (1939) • 
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dtdllction. Another ~ppropriate lillli.tation aight be to treat 

~h losses as capital losses, thua l imiting the tax effect 

th&reot. 

7. ltr1 sttng Law as to Interest on tfon-Buaineaa 

t.o.na (Sec. 23 (b)) The Internal Rnenue Code now allows 

t.be deduction or interest on non-busineu borrowin&s (see 

1tea 8 below) , 

209 

Discuuiop. 11hlle it aay be that a deduction should 

be lllowed on bufinen borrowings, althouah we have here the 

dUcriaination mentioned 1n item 8 below, the princioal. 

justification tor allowing a deduction or interest on personal 

borrowings is a desire to promote small home ownership and 

building, The deduction 1n its broader aspects is mare or 

less arbitrary, and often results 1n debatable questions as 

to whether loans were contracted for any real purpose or a 
1 

aere tu-noidance purpose, 

Recowsdation Section 23 (b)ahould be uended 

br Uaiting the allowance for tlw deduction of interest on 

IIL'CI-busineu borrowings to a fiDd aax1•n.a a.ount or, say, 

$500, a aurticient amount to conr interest on aortragea upon 

a personal ho-.e or 11aited value, and on sull personal borrcnr­

in&s to pay doctor and hospital bills or to hold t.it!le •to -n 
inYeatmsts, 

1, Paul aDd llertens, Law of Federal IncOM Taxation, 
Soe, 2,4.06 (1934). 
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8. ;§J1at1pc Lp as to Dt4ugt1on ot Inttrtat Paid 

9r A9crued (Sec . 23 (b)) Sectim 23 (b) ot the Internal 

Revenue Code now allows a deducti<n tor all 1nteraat paid or 

occrued within tha taxable year <m 1ndebtedneu (except indebted­

ness incurred or continued to pUrCilllse certain tu-exeapt se­

e~r itles) . On the other band, no deduction is allowed tor pur~ 

po$OS ot t he ord1nat7 corporate 1nco• tax tor diTidends paici . 

Fraa the stockholciera 1 standpoint d1 Tid ends anci interest are 

treataci alike; the pronsion tor.~rly 1n the law allowinc a 

credit tor normal tax on account ot ciiTiciencia receiTed hu 

been elilllina ted, 

Discussion The abOTe proTiaion is cieaigned to en-

courage corporate tinencing by borrowinc, rather than .l1z 
1 

capita.l contributions. In the last tew years a large nuaber 

or cor porations baTe "recapitalizeci• without tax under 

Sectica 112 (g) by retiring preterred stock anci issuing boads 

in the place tbareot, For instance, it a corpor a tion bas 

outstanc11ng a preterred stock issue ot $10,000,000, upon 

~ch 1t pays diTicienda at the rate ot 6~, or $600,000, it 

1s at a c11sac1Tantage aa cOII)I&reci w1 th a corporation which owes 

1. See J.l'inal Report o! the Com.ittee ot tllll National 
Tax Association on Feder al Taxation o! Corporat1ma, P• 36: 
'Certainly the present federal 1nco•. tax on corporations, 
wllich )leraits thr cieduction o! 1ntereat on amey bcrroweci 
bQt ll&kes no allowuce !or taputed interest on proprietor ' • 
capital, seta up a aarkeci c11scr1.111.nat1on acainat ttnancinl b7 
aaana or stock iuues and 1n !aTor o! t1nanc1ne bT bends.• 

.... 
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$10,000,000 to bondholders and pays out the same annual in­

terest of &600,000. The disadvantage consists of 18:C 

or ~oo,ooo annually, or $102,000-in years beginning wi th 

1940. 

Recommendation Section 23 (b) should be amended 

to elilllinate thiS discr1JD1nat ion. The entire el1m1llation of 

thls deduction 110uld probably be too drastic a remedy, al­

though it would be incentive taxation of an extreme character 

and 'I'O\Ild de!1n1 tely encourage eqU1 ty financing. A less 

drastic mechanism would be at least to disallow the deduc-

t1on in all cases in which a tax-avoidance purpose colored 

the incurring of the indebtedness. This may be covered, so 

far as recapitalizations are concerned , by the doctrine of 
1 2 

Gregory v. Helvering, although this is by no means certain . 

i.t the very least a regulation should be framed to cover 

Sllch s1 tua tions. 

1. 29) u.s. 465 (1935) . 

' , 1 .!! 

2. The Higgins v. Smith case, now pending in the Supreme 
Court, may holp to settle this qui!stion. 
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9. EJitt1pg Law as to Ion-Bgaipeaa Bad D!bts 

{See. 2' (Is;) The Internal Rennue Code now allows a deduc­

tiOil tor debts ascertained to be wor thleaa and charged ott 

nthin tbe ta.xable year. 1'bis provision dittere trora the pro­

rlsion rela tine to losses in that generally speald.ng losses 

(apart trom casualty losses discussed in itera 6 &boTe) IIUSt be 

1.neurred in trade or business, or 1n transactions entered into 

t<6 profit. Deduotiona are allowable to 1nd.1viduals tor non­

l!!!liness bed debts 1 1ncludinc debts between reletins. 

Discussion Fer provisions ot the statute hne 

been productin or eo rauch litigation as the bad debt pro-
1 

ndon. A great lll8llY so-called debts are originally in tact 

gifts because there is no intention to repay when the so­

called indebtedness is incurred; from the creditor' s side 
2 

there is no expectation or repayment. 

Becnmmendation Section 23 (k) should be ~ended 

bJ lia1t1ng the allowance tor the deduction ot nop-bua1nen 

bed debts . to a fixed small amoant, say $1, 000 1n the case or 

each debtor. 

212 

1. See Paul, Studies 1n Federal Taxation, p. 23~ (1937). 

2 I Paul and Iller tens I Law or Federal Income Taxation, 
See , 28 .1~ (1934) , 
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10. Exfoting Law as to Non-Busineas Taxes 

J..Sec , 23 (d)} The Internal Revenue Code allows as a deduc­

tion taxes paid or accrued w1 thin the taxable year except 

income, profits, estate, 1nheritanc~, legacy and succession 

taxes and taxes assessed against local benefits. State in­

ecce taxes , sales taxes, local property taxes, and custom 

21.3 

duties are not w1 thin the exception, This deduction is allowed 

nthoUt reference to whether the taxes 1n question are on busi­

ll!!SS orooerty or dealings. 

Duguuion This allowance involves a manifest 

d1scrir:Unation between taxpayers who own their own homes 

end taxpayers who rent their homes, Taxpayers who own their 

hoMs ar e enabled through this provision and the provision 

for t he deduction of interest on non-business borrowings (item 

7 above) to deduct almost the equivalent ot rent, an expenditure 

1'hleh 1S regarded as a non-deductible personal expense in the 

case ot taxpa;rers who rent their homes. 

Recopendation Section 23 (d) should be amended 

by limiting the allowance tor the deduction or taxes on non­

business property or dealings . to taxes on small homes not exceed­

ing, say, $10,000 i .n cost or value. Possibly some exception 

should be made in the case or state income taxes • 

11. RJ1ot1ng Law as to Basil Where Optional Valua­

!1on Pr1vileso 1s Chosen (Sec . 302 (j) or 1926 Act as Amended) 

the 1935 l aw added to the estate tax prorlaion Section 302 (j) 

Regraded Unclassified



17 

perlli ttin& the executors of a decedent to elect the date 

1 year after the death of the decedent for valUing the decedent ' s 

assets . The remedial purpose was to avoid a heavy estate tax 

where assets have shrunk greatly in value during the period 
1 

or administra tion. No corresponding provision has ever been 

' cade, however, with respect to the cost basis to be used by 

tbe distributees in computing gain or loss upon the sale of 

the assets. The cost basis of such assets is still the value 

•t the date or acqUisition, viz.' the date or the decedent's 

death. 

Discussion Since executors never use the optional 

valuation unless there has been a shrinkage of value, taxpaye r s 

obviously get the benefit of a differential wl'lich was never 

subjected to an e state tax. For example, a decedent may leave 

assets having a value of $1,000, 000 at the date of his death, 

21ld drastic market f l uctuations may have reduced the value of . 
these assets a year arter the date of death to $100,000. In such 

• case the executors may exercise the option accorded to thea 

by Sec t ion 302 (j), and the basis to the distributee a for pur­

poses or depreciation and purposes of computing gain on sue is, 

nnertheless, $l, ooo, ooo, although only $100 1000 has been sub­

Jected to an eatate tax. 

Recom;en4at1on The simplest solution is to insert 

• new subdivision 1n Secti on UJ statin& that where the optional 

c1935)~ · See H.R. Rep. No. 1681, 74th Cong. , lst Sess .,cf· 9) 
, B. R. Rep. No. 1885, 74th Cong., lst Seas. P• 9 935 • 
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,aluation privilege is exercised, the basil or auch property 

shall be tho value as used 1n the estate tax return. 

215 

12. §x1sting Law as to Taxation or Buaband ana Wife 

(Sec. 51 (b)) Husband and wife Urlng together have an option, 

as the law now stands, or tiling separate returns or a single 

jo1Jit return including their aggr egate income. 

Diacuui on 'l'his permission to husband and wife to 

tile separate returns results in unfair discri.aination between 

persons whose income is derived principallY !rom property and 

persCIIS whose income h derived principally !rom persona1 ser­

ru!§.. Property owners frequently convey part or their 

property to their spouses, thus reducing income tax, whereas 

l.nd.l.viduals deriving income from personal aervicea are not able 

to secure a corresponding reduction in income tax, since an 

•ss1gDment or inc011e !rom personal services is not recognized 
1 

tor 11lC01118 tax pu.rposes. On the other hand , in the coiiiiiUDi ty 

property states 1nec.e enn from services is di Yided equally 

between huab&Dd and wife, which g1Yes the citizens or these 

states a special substantial adyantage o•er the income or citiZens 

trca the other 40 states . 'l'his s1 tuat1on JUy becaae aggravated 

by the fact that there is a tendency in s011e states to establish 

an optional co..unity property systea. It is understood that 

Oltllhou. has recently passed such a statute. 

1. Corliaa "· Bowers, 281 u.s . )76 (1930); Lucas •· Earl, 

231 u.s. lll (1930). 
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raaily unit incomes must escape tax under exiSting law be­

cause the income ot neither husband nor Wi f e on a separate 

!>IsiS is sutficient to require the filing of an information 

return by the payor of the income. It the payor ot income 

nre requir ed to file an intorma tion r eturn on all yearly pay­

utts or our $1,000, whether the recipient be ainSle or 

aorrled, this method or escaping taxes would be curtailed. 

Recomenda tion One tb1n& which could be done 

in thi s situation 1s to require husband and Wife li~ng to­

&etber to tile a joint return. It this recollllll8ndation 1s 

adopted, a difficult differentiation should probably be made, 

in the interests of the modern independent status of women, 

between husbands end w1 ves who are on an independent earnings 

? 1<" "--0 

or property basis and husbands and w1 ves who transfer property 

to each other tor the purpose ot saving tax, the requirement be­

ill& l1a1 ted to the l atter type ot caae. It the rec011111811dat1an 

1s not adopted, the present permission, as distinguished troa 

Nauire!!!!nt, ot husband and wire to rue a joint return sight 

be eliainated from the statute. Such a return is nenr tiled 

under existing circ\JIUt&IlCes unless it is to the advantage or 

the spouses. Still another method might be to tax the income 

or husband and Wife on a c0111bined basil. Or the aethod employ­

ed 1n the Br1 tiah sta-tute might be adopted , - namely the assess-
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ment or the entire income or both spouses acainst the 
l 

bllSband a t a rate determined by the combined total , 

Still another method, which would come substantially 

to the same r e sult , is to assess husband and w1!e 

separstel.y at surtax rates based upon the com'bl.ned in-

eo:e. 

1). Existing Law as to Tqation o! Ipterest 

217 

!'rOll Goyernrnta1 Obligations (Sec. 22 (bl<4l) At the 

present time ~e Internal Revenue Code excludes !rom gross 

1Dcome (l) interest upon the obligations or a state, 

territory or any political subdivision thereof, or the Dis­

trict or Columbia, (2) interest upon the obligations o! a 

corporation organized under act or Congress 1t it is an in­

strumentality or the United States (to the extent provided 

1D the acts authorizing the issue or such obligations), and 

(3) interest upon obligations· o! the United States or ita 

possessions (to the extent provided in the acta authorizing 

tbe issue o! such obligations). 

pucuaaion Extended discussion ot this exeap­

tion 1a unnecessary. It results in a serious lou o! reTenue. 

Btcopepdation Interest upon all bollda, state 

and Federal, issued attar the date o! introduction into 

Congress ot a new aot should be taxed direoU:r an4 coa-

8 
l. BH Paul, Fin Yeara with nou.1u Y, WJ.Ucuta.L S) 

ar.,., L. Rn. 1 \1939); Paul and Bayeu, Buabuld an4 wit• 
under the IncoM Tax, s ~ L. Be.. 2.41 (1936) • 
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pletely. ThiS would or course mean that Co111 r ass would han 

to retrain !rom authorizing any issue or tax-axel!lpt bonds 

by the Federal govarn111ent or arr111atad organ1zat1ons, such 

as the Federal Farm Loan Banks. Interest on future issues 

or state bonds should be taxed directly and completely. 

It would not be reir to tax the income t'rora )lllst 

usues or state and municipa~ bonds evan though it might be 

e~titutiona~ to do so. In so tar as Federal bonds have 

been issued on a tax-exempt basis, the 1apa1rraant or con­

tract clause would probably prevent their taxation. 

Although it is not suggested that income on pas t issues 

ot state and municipal bonds or or tax-exempt Federu bonds 

should be taxed, Ser.ator Glass ' s proposal,that the surtax 

on income rrom non-tax-exempt sources should take into ac-

count the eXistence or tax- exempt income ,should be adopted; 

thAt is, a taxpayer with an income or $200, 000, one-halt or 

•hich comes troa existing tax- exempt securities, ought to pay 

surtaxes on the non- c:xeapt halt at the rates applicable to in­

eoaes between $100,000 and ~200' 000. That would not be tax-
' 

ing income !rom tax-exempt securities. It the court w1 shed to 

sustain the tax, it could do so by reasoning that this would 

Siaply be denying the taxpayer the right to escape his proper 

surtax on his non-tax-exempt incotae. 

14. &rUtinc Law as to Ta:ption or Capital Gains 

!see. 117) The Internu Rennue Code now le.ys a tax em 

capital gains , 'llbich in tbe case ot 101111-tel'll capi tu gainS 
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cMmot exceed 1~- or the gain on the sale or asset s held 

t•o years, and 2~ of the gain on the sale of auet s held 

frOC! 18 months to t wo )ears. Short:.term capital gains, 

which ariSe upon the sale of assets held less than 18 

months, are subjected t o the ordinary surtaxes . 

Discussion This tax iS extremely lenient, par­

ticular l y as it wUl operate in an inflationary pariod. It 

inYolves a serious discriminati on against persons who derive 
1 

their income from personal services. 1'he ott-repeated 

219 

criticism that the taxation or capital. gains impedes the mo­

bility or ce,pital, and discourages capital from venturing, is 

exaggerated . 

Recoyendatioo The capital gain rate should be in­

creased, or, in lieu of a flat increase, t ax shoul~ be im­

posed m oapi tel gains by reference to the other non-capi tel 

gain income of the taxpayer . If the taxpayer is in a br acket 

between $200,000 and $.300 1000, he can afford to, and should, 

pay a higher capital gains rate than a taxpayer in the bracket 

Just above the point at which 1t pays to elect to be taxed at 

the flat rates contained in the existl.ng statute. An additional 

thought would be to g1 ve some favored treatment on acco\Dlt of 

the reinvestment of the proc!teds of capital gains in equity 

risks in new enterprises. 

1. Internal. Revenue Code Sec. 117. An individual with 
an earMd iDCoae of $100,000 {duregardinll credit• for earuad 
inc~ and dependents, but allowing a $1,000 Heaptioo) woul.d 
be tend $).3, 3~4, whareas an 1nd1 vidual. realUinS $100 ,ooo 
troa long-tara capi tel gainS would be taxed only f9,334· 
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15. Existing LaW as to Corporate Distrlbutiono 

~! !l&rCh L 1913 Prot1 ta (Sec. lUi (b)) Bvery corporate die-

tr1but1on or earnings and prot! ts accumulated, or increase ln 

.al\l8 accrued before !.larch 1, 1913, is exempt from inccme tax. 

SUeh a die tr1bution cannot be made ao long as a corporation 

~u earnings or profits accumu1ated since February 28, 1913, 

~eeause there 1e a conclua1ve presumption 1n t he etatute that 

nery dist ribution is made out ot moat recently accumulated 

earnings or profits. But t he pre-~!aroh 1, 1913 profits, or 

1nereAee 1n value ot property, may be d1strlbuted tree trol!l 

tax I t all more recently eccumulated earnlnge or protlta have 

been distributed. 

Discussion There ls no constitutional reaaon why 

earnings o r profits accumulated, or increase in value ot property 
1 

&eerll8d before l.!arch 1, 1913, should not be taxed. Corpora-

: lons haYs been given a reasonable opportunity (20 years) to 

distribute pre- !.lareh 1, 1913 earnings and increase in val.ue of 

Property without any tax. 

Recommendation You may wish to revive the attempt once 

!:~>.de to aaend Section U5 (b) so as to el1l:llcate the exeoptlon 

t!>.aretn g1 ven to eorporate d1str1but1one or earnings or profits 

acct~~~ula ted or increase ln value ot property, accrued, before 
• 2 

l!arch 1, 1913. 

•• l. IJnc.ll v. l{ornby, 247 u.s. 3:59 (1918); L:rnch ... Turrish, 
""? u.s. ~1 ( 1918). 

2. Such an amendment at least once paeaed the Senate, but 
dld not survive ln t he t1nal bill enacted. 
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16 . Epst1pg Law as to Lite Inouranse Proceeds 

Paid 1n Inatallunta (Soc . 22 (b) (1)) 'file Internal Rnenuo 

Code provides for an oxoaption tor incoM tax purposes ot 

111ounts receind under a lite insurance contract paid by 

reason ot the death ot the insured. In Section 22 (b) (1) 

there tollowa a parenthetical clause to the ettect that 

it lite insur&Dee proceeds are held by tht inaurar 1mder 

an acree10ent to pa:r interest thereon tho interest p~ent 

shall be included in gross income. 

Piacu11iop This proTiai on dooa not work satia-
1 

tactor1l7. A tew :years ago the Gonorel Counsel ruled that 
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tllis proTiaion exempted only the principal sum or oapi tel 

nlue ot tho lite insurance poliq as ot the date_9t, the in­

sured's death, and that ell amounts whieh are added to such 

principal sum when it is paid in installments by reuon ot 

tbe runnin& ot tt.e should be tanble. The Board bas recently 

held that thia interpretation was incorrect, and that tho 

Cqreasionel intent was to exempt amounts recei'red by the 

benertciary ot a policy paid b:y reason ot the death ot the 

insured in inatan...,ts or in annuities and not merely amounts 

Paid upon the dea th ot the inSured or payable at that time. 

Putting this thought in another wa:y, the exeaption ia construed 

not to appl:r merely to the co~ted value ot the face of the 

P9Uc:y 1 but rather to the tace amount ot tbt policy whenever 

1. G.C.M. 13,796, CB XIII-2, P• 41. 
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its proceeds are paid. Only incane from the retained race 

amount of the policy, usually taking the form or excess in­

terest dividends, is taxabl e, because such excess interest 

diYidends are not received solely by reason or death ot the 

insured, but are paid by reason of the withholding or the 

tuture installments of the principal amount and are profitable 
1 

inYestnents by the company. 

:;:22 

Recommendation Section 22 (b)(l) should be acended 

1D such a way as plainly to incorporate the pri.nciples 

announced in G. C .II. lJ, 796. 

17. Existing Law as to Double Loss Deducti ons 

(Sees . 23 (e) . (f) . 24 (b), 112 (b)(5) . 113 (a)(§)) It is 

possible under the law as it stands for an individual who owns 

securities which have substantially decreased in value to 

transfer these securities to a new corporation without the 

recogniti on ot loss under Section 112 ( b)(5). The corpora­

tim under Section llJ (a) (8) takes over the hi&h cost basis 

or the individual transferor. It rr.ay then sell the securities 

and obtein the benefit of the loss. It there is a mere ex­

pectation and not an agreement to liquidate the corporation at 

the tl.me of the transfer or the securities to it, a second or 

l . See Sidney W Winslow Jr. J9 BTA ~7J; cf. United States 
' · Heilbroner 100 F ~2d) J79 tcCA 2nd, 1938); Edith 11. Kinnear, 
20 B'l'A 718. ' 
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d~ble loss deduction may be secured upon the liquidation 
1 

ot the corporation • 
• 

Discussion hlthough double deductions are frowned 
2 

upon by the Supreme Court, this seems to be a wholly in-

defensible loophole. While several members or the Board 

dissented in the w. & K. Bolding case and the case 11111 be 

renrsed oo appeal, there 1s a substantial possib111 ty that 

1t reflects a correct interpreta tion or the present statute. 

Reco!!!!!!endation The statute should be amended to 

prnent this double loss deduction. 

123 

18. Existing Law as to Basis of Property Traospitted 

by Oeath (Sec. 113 (a) (5) Under the Internal Revenue Code tax­

able gain and deductible loss on the sale or exchange or 

property transmitted at death (acquired by bequest, dense 

or inheritance or by decedent's estate from the decedent) is 

1he fair me. rket value of the property at the time or acquiSi­

tion (death) . 

Discussi on For example, if B acquires property 

transmit ted at death by A, and the proper ty cost A $100,000 

in hi s l ite time and 1s worth $500,000 at the date of death , 

8 when he sells t he property is anti t led to use $500, 000 as 

his basis . This ~~eans t hat $400, 000 or appreciation in Talue 

1 . See~. & K. Bolding Corp., 38 BTA 830, 839. 

t• ~ 2. McLaughlin v. Pacific Lumber Co., 293 U. S. JSl 
~•eld Co. "·Hernandes, 292 u.s. 62 (1934) . 

(1934); 
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1185 1111nr been, and will neYer be, subJect to incoae tax. 

!'retOe!lldous loss or reYenue IIIWit be inYolnd in this rule, and 

it I!IIISt have a r reazing market erract by discouraging sales 

by persons late in life. 

Recommendation Section 113 (a)(S) of the Internal 

Re•enue Coda should be amended to provide that the basiS 

ror gain or loss on the disposition or, or for purposes or 

depreciation or depletion upon, property translll1ttad at 

death 1S the adiuste<l cost basis in the hands or the decedent, 
1 

ratter than Yalue at the date or death. llhile this would 

rU.se the basis where property bas depreciated in nlua 

between original acquisition by the dacade.nt and the date 

of death, it is perfectly fair to allow such a potential loss 

to be carried over from the decedent; moreover 1 this aspect 

of tte change should not so greatly affect the revenue , since 

losses are rreque.ntly consummated during l ife to save taxes, 

mreas many gains for the same r eason go deliberately un­

realized . In connection with this reco,.,.endation it should 

be noted that it is f airer than the basiS in the case or gUts 

inter !1!21 established by Section 113 (a)(2) which establishes 

e.s a K!1n basiS ot cost to the dc:nor, but 111111 ts the donee to 

• ~ basis of cost to the donor , or value at the time or 

Sift, whichever is l ower. 

Another altarnatiTe rEmedy tor this s1 tuat1on would be 

to count death as a closed transaction, so .. what in the Jllllnner 

established by Section 42 with respect to accrued 1nc0111e. !his 

1. It 1s realized that this change .. ,. 1nTOln probleas or 
~tribution f.IDOn& legatees, the high donor coat basis property 
ar..in& or greater value t o a l egatee, but probl•s ot this sort 

hardly insuperable. 
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reedY, hoore•er, would be largely selt-deteat1Dg under the 

present scheme ot estate tax deduct1Cils in that the addi­

tional tax illlposed upon the decedent during the last tax­

able year of his lite time would be i ncreased and this 
1 

w~d automatically increase the estate tax deductions . 

~2S 

19. Existing Law as to Domestic Building l!!ld Loan 

Associati ons (Sec. 101 (,4.)) The Intemal Rnenue Code 

UDder certain conditions now allows a special exe~~ption troa 

moon tax to do.estic building aJl4 loan auociationa, sub­

stantially all business or which is confined to aak1ns loans 

to l!lllabers. 

Discussion 'l'his broad proYision gives exemption 

to building and loan associations the activities of which 

are not related to financing home ownership, lnt go to the 

length ot owning aJl4 operating office buildinc s i also to asso­

ciations tbich make loans to building cCiltractors, u dis­

tinguished from persons who are purchasing or erecting tbeir . . 
hous tor personal use; and al.so to buil~ng and loan asso­

e1at1<Xls owned bf small groups, which deri•e substantial in­

eo• rroa tbeir ownership ot the assoc1at1011. It does not 

destroy exa~~~~t1Cil that aaaocietiona aaeept mat are nbstan­

tially aa't'incs depelih, md thwl ca.pete With banks . 

Recoze?"ttiOB Althoa&b the line of de-.rcatioa ia 

hard to draw, Section 101 (4) of the atatute should be H­

drallll in sucb a way as to lUiit the exelq)tioa giYen to 

1. See Reg. 80, Art. )7. 
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~ld1ng and loan aaaociations ot a genuine oooperat1Ye 

character, the aothitiea ot which are primaril:r related to 

unanc1ng home ownership. 

20. £x1sting LaW as to Mutual Casualty ana Fire 

rnsurMce Companies ( Seos. 101 ( lll. ?07 ( ol! 3) Section 

101 (11) ot the Internal Revenue Code exempts farmers • or 

226 

other •utual hail , o:rclooe, casual t:r or tire insurance co"'­

!)AI'.1aa or assooi ationa (including interinaurera and reciprocal 

underwriters ) the income ot wb.ich 1s used or held tor the 

purpose ot pqing losses or expenses. Section ?07 (c)(3) 

ghea a speo1al allowance to mutual insurance companies (in­

cluding 1nterinaurers and reciprocal underwri tara but not 

1ooludlng mutual life and marine companies) requiring their 

meabers to make premium depoe! ts to provide tor losses and 

eXJ)enses consisting ot the amount ot prem.ium deposita re­

turned to their polio:r holders and the amount ot premium 

deposi ta retained for the pa:rment of expenses, l oesea and 

reinsurance reeerYea. 

The ettect of these proYiaiona, as 1nte~reted 

br the Bureau rulings, practice and regulations, 1s that 

& l. See Reg. 101
1 

Art. 101 (ll)-1; Reg. 1011 Art. 207-6. 

(
e also Comm. v. Nahonal Grange Mutual L1ab1lit:r Co., 80 

P 2d) 316 (COJ. let, 1935); McLaughlin v. Ph1ladelphia 
~ntributionship for Insurance of Houeee tro• Lose bJFirel 
3F(2d) 582 (CCA 3rd, 19M) cart den. 294 u.s. 718 (1935; 
~rcl..al Health & Accident Oo. "'• Piokering, 281 Fed. 539 (1922); 
(C lticore l:quitable Sooiet:r .... United It at .. , 3 hd. 8upp. 427 
s.,!· Cll., 1933) oert. den. 290 u. 8. tl62 ( 1933); Mutual J.eaurMOe 
L. let:r of Virginia, 24 B!A 1102, aoqu1eeced in CB nii-1, p. ll; 
CBOirl050, CB 3, p. 279; S. O. 156, CB III-1, P• 284; A.R.R. 79~, 

I-1, p. 294. 
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practically aU II!Utual inS\Irance comparu.es other than life 

are exeiiJ)ted f rom income tax; those which fail to secure 

exel!IJ)tion under Section 101 (11) escape tax in large pa.rt by 

reason of Section 207 (c) (J). It is believed that vi rtually 

227 

no substantial tax is collected from such IIIUtual COI:lp8Zdes, al­

thoU&h a substantial tax is collected f rom ~ insurance 

eCllllpanJ.es or t he same type . 

Recommendation Section 101 (11) and Section 207 

(e)()) should be modified so tbet exemption is limited to 

eOlDJ)anies of a p.trely local character, the phrase el11111nated 

~ Section 1013 (b) of tt~ Revenue Act or 1924. Further 

protection should ~ introduced into the statute to prevent 

undue deductions under Section 207 (c) (J). One method would 

~ to use the provisi ons of existing law applicable to the 

taxation of stock insurance CO!Ilp8Zdes other than life. Other 

JOSSible methods should ~ canvassed. 

21. E!1st1ng Law as to Employers• Contributions to 

Pension Trusts (Sees . 23 (a) . (p). 165) The Internal Revenue 

Code allows a deduction on account of amounts t r ansferred to 

l'f!DSion trusts . Although amounts t ransferred to stock bonus, 

pension or profit-sharing plan trusts are deductible by the 

employer, the amounts transferred to the trusts are not tax­

able to the employee untU they are paid out of the trust 

arter retirement or otherwise, according to the pension plan. 

'!be trust itselt is not taxable with respact to income earned 
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upon the investment of tbe funds transferred to it. 

Discussion These statutory provisions were un­

doubtedly intended to encour age pension and retirement pl ans 

l •hich would &iva a measure or old age securit y to employees. 

They ha'fB been ea ployed, however , to a l arge extent for Ule 

purpose not of benefiting junior low-paid employees, but 

raU.r tor the purpose of laying aside f or tuture lower­

bracket taxation aft er retirement, large blocks of the 

salaries payable to senior key men 1n tbe employer colllp&nies. 

Reco!!l!!!endation Sections 23 (b), (p) and 165 

or tl'e statute should be amended so as to l1m1 t the dedue t1on 

tar payments made by employers to pension trusts to some 

fixed amount (say $5, 000) for any one employee. 

22. ~sting Law as to Discovery yalue and Per-

centoge Depleti on (Sec . 114 (b)) Section 114 (b) of the I n­

ternal Rennue Coda allows special depletion in Ule case of 

s.l!!!! (other than metal, coal or sUlphur aines) disccrrered by 

the taxpayer. The baais i s the value or the property at the 

date or discovery, or within 30 days thereafter; the depletion 

allowance is limited to 5~ of the net incOIIUI or the taxpayer 

trom the property. In the case 
1
or oil apd gsa wells, the 

allowance ia 27t:C of the gr oss 1ncoae tr011 the property 

(excluding rents and royalties), but the allowance may not 

l . The purpoae ot theae at.tuto17 prowialcoa 1a stated 
1n part 1n CGIDterence Report •o. 486, 6'1tb caaa., lat Seu. , 
p, 29, Wov. 19 1921; }1'1nann C~ttH Report •o. 960, '10-
\b Cane. , lat sua . , p . 29, J1a7 1, 1928. See also 01cer A. 
Olatwt, 32 BU 670. 
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exceed 5~ ot the net income of the t&Jtpa.yer !rom the 

property . In the case o! ~ ~. the percentage o! 

gross income U 5%; 1n the case ot metal l!l1!!!.! it is 15%; 

in the case o! sulphur .l!!.!.ru!.! 1 t 1s 23%. These last three 

allOifances ar e limited to 50% of the net income . It should 

be noted that these percentage allowances go on indefinitely 

md not a~erely until a definite capi tel sum is exhaus ted. 

Discussi on The special depletion deductions 

orig inated 1n discovery value deductions included in the 
1 

l'.evenue J.ct ot 1918 which was during the World fla,r. They 

were designed to encourage metal resource development , par­

ticularly oil wild catting. In 1926, because or valuation 

difficu l ties, percentage allowances were substituted in the 

eases mentioned tor discovery value allowances. The original 

discovery value allowances were •ravored industry• deduc­

tions , and involved the f actor or incentive taxation. In 

1937 the President and the Secretary ot the Treaaury re-
2 

CO!Slended the elimination of these provisi ons, but the re-

~ndation was not adopted . 

Recommenda tion You will no doubt wish to urge once 

~a>re the eliminati on of tbe se special depletion allowances. 

l. Paul and Mertens Law or Federal I ncome Taxation, Sec. 
2l .5J (1934). , 

2. Letter of President Roosevelt, June 1 , 1937, quoted 

229 

in l Report or the Joint Coaaittee on T&Jt ETasion end Avoidance , 
75tll Cong . , lst Seas ., p . 1 (1937) ; s ecretar7 Morcenthau, 
EeBl'ings be tore the Joint co-i ttee on Tax E'fasion and A•oidance, 
75th Cong. , let Sen . , p . 11 (1937). 

Regraded Unclassified



" 230 

or course, depletion on the basis or cost or nlue at llarch 

1, 1913, should be retained in the statute . 

23. Existing Law a s to Development Expense 
l 

Under the regulati ons now outstanding the taxpayer is given 

the opti on to charge to capital or expanse intangible drill­

~ and development costs, including expenditures tor wages, 

ruel, repairs, hauling supplies, etc., incident to the drill­

~ or walla and the preparation or wells tor the production 

or oil or gas. 

Discuuion Expend! tures or t he type mentioned 

result in a capital asset, which 1n the ease or productive 

properties continues to produce income throughout the 

life or the property. The so-call ed option is only an 
2 

option in an artificial sense, since taxpayers generally take 

the cash and le t the credit go by availing themselves or the 

~ivilege or deducting immediately the tull cost or capital 

usets, rather than postponing the deducticn to years llhen it 

ozy be recover ed through the door or depreciation or a 

••pi tall zed 1 tea. The Treasury made a move about a year ago 

1n the directi on or eliminating this so-called election, and 

compelling capitalization, but abandoned the idea attar in­

d6a trtal hearing a. 

l. Reg. 101, Art. 23 (a) -16 . 

2. See Government Brie! in the Wilshire case, P· 9. 
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Regogpendation This option has been granted by 

tba regula tlona for a long period of years, and may have 

beCCJll& embedded 1n the statute. Its elimination for the 
1 

ruture will not require a statutory provisi on. 

It is worth consideration whether a furt her pro­

nsion should not be enacted limiti ng depletim and depre­

ciation deductions to amounts reported to stockholders 1n 

2111\Ual repor ts. Conversely, listing a pplica tions to the 

Security & Exchange Commission might be required to show 

depletim end depreciati on taken for income tax purposes. 

24. Existing Law as to Taxat i on of Non-Ruidegt 

Alien Individuals and Foreign Corporations (Sees. 211- 219; 

Sees. 231-238) Under the Internal Revenue Code neither 

non- resident individuals nor foreign corporations are now 

taxable w1t2> respect to capital gains; and foreign corpora­

tions are given the benefit of a tlat rate of 15~ on their 

taxable incooe; md lo:' 1n the case of dividends (which ma.r 

be reduced to s~ i .n the case of a corporation organized under 

tla laws of a contiguous country - Canada and llexico - i f so 

provided by treaty w1 th such country). 

Discussion No sufficient reason appears why non­

resident aliens should have this distinct advantage over 

l. Belvering v . Wi lshire Oil Co., . U. S. (1939); 
et. Belvering v. R. J. Reynolds Co., J06 U. S. 110 (1939). 

~31 
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ci ti&ena and residents of the Uni t ed St ates, nor why foreign 

corporations over domestic corporations should have any 

advantage 11'1 th rilapect to rates of tax or types of taxabl e 

tnoome. If anything, discriminations should operate in 

the opposite direction. 

Recomm'ndation Sections 211 to 219 and 231 to 

2)8 of the Internal Revenue Code should be amended to tax 

non-resident aliens and foreign corporations upon income 

rrom sources within the United States in such a way that 

the re is no discrimination in their favor . Th.ere appears 

no r eason why non-resident aliens and foreign corporations 

should not be t axed upon capital gains consummated within 

the United States even though they have no office or 

place or business w1 thin this country. 
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25. b1•MDI WY as to Batate !ax llwpttops (1992 

Ac t . Sec. 401 Ccl . 1926 Act. Sec. 302 ( g) the Interntl 

Re•enue Code now crants a geJiera1 estate tax exeq, tion or $40,000, 

~ a special exemption or t4o,ooo or insurance upon policies 

taken out by d ecedent upon Ids 0110 lite and payable to beae­

t1c1ar1es other than the estate or the insured. 

D1scuuign While a ceneral estate tax exe11pt1on 
2 

should be allowed in the case or reasonably small estates, and 

while a $40,000 special insuranc e estate tax exeJBption should 

perbaps be all owed tlso in the case ot sllall est ates, t hese two 

exuptions a s t bey now operate cooter an 1111due beatt1t upon 

utates in blgh brackets. The 140,000 general exe~~ptlon •ans 

koo to an estate or beheen $40, 000 and tso,ooo. In the case 

ot a net estate in excess or $4,ooo,ooo but not in excess ot 

k ,soo,ooo, the exe~q~tion means t oo,ooo 1n tax. In tile oase 

ot an estate in exc ess ot t so,ooo,ooo the exe~~ption aeans 

t2e,ooo in tax. Tbe sue figures .,. be applied to tbe insur­

ance exemption. It is well known in insurance circles that 

IIWI;r persons rtth h1gh brackets estates take out insurance 

poUcies or 140,000 not because thll)' are interested i n insurance, 

1 Secti on nuber rererenCtl ~mder the estate tax are to ~~ 
aneral rewen•e act s ad not to the new Interntl Rnmue Codt 
w1 th wbicb latter section nubers aoat paons ere not yet raailiar • 

2 Possi bl7 an enn cr eater exe11ption ahould be allowed in the 
case ot saall estates. 
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Brcopendation As in the case ot the personal exesption 

and credit tor d epelldents in connection witb the inco111e ta.x, 

tbese t-40, 000 exemptions should b e modi fied so that tbey nre or 

equal benefit to large and small estat es; or perhaps tbey Should 

be elilllin&ted altogether i n t be case of net estat es in excess of 

a ctven substantial figure . One mecbanism tor accomplishing this 

ch!lnce would be to insert normal and surtax structure in the estate 

tax allowing tbe t40, 000 exempti on for nor;~~al estate tax purposes. 

!be special 1nsurabce exemption should perhaps be eliminated in 

tbe ca~e ot a 11 a states md an increase of tbe gene ral .exemption 

all011ed. to small estates. 

26. Existi ng Law as to Taxation ot Lite Insurance 

(1926 Ac t. Soc. 302 (g) ) Apart from the contemplation ot death 

provision tbe proceeds of life insurance payable to beneficiaries 

otber th&n the e s t ate of the i .nsured a re t axable oDl.y i f the in­

sured i s ves ted at tbe date of death with incidents of o1111.ersbip 

in the policy. Incidents of ownership are now defined as including: 

(l) 'file right of t be insured or his estate to the 
econolllic benef1 ts of the policy; 

(2) The power to change the benef iciary; 

(3) The right to surrender or cancel the policy; 

(4) The right to cancel the policy; 

(5) The right t o r evoke 811. an1g~t; 

(6) The right to pledge the policy for a loan; a nd 

(7) The rigbt to obtain froa the ins'Fer a loan 
agains t the surrender yalue of the policy. 

1. Reg . eo, Art. 25, as u .ended by T.D. 4729, CB 1937-l, 
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It the insured irrevocably a sst&ns the above incidents 

ot ownership to another person (usually his wit e) , there 1s no 

estate tax upon the proceeds at the insura nce, unless the trans­

fer is held to be in contemplation or dea th. The more modern 

form or avoidance in this field of the law is the issuance 

or cross policies, one on the lite of the husband taken out 

and owned by the wife, and the other on the lite ot the wire 

taken out and owned by the husband. This 11ethod avoids the 

necessity ot any assi&nment or irrevocable transfer ot the 

iaeidents or ownership. 

Discussion Large Slllounl:l at insurance proceeds 

alt(6ether escape tax under existing l aw. Insurance is sold 

to l arge customers upon tl:e basis or a tax-avoidance selling 
1 

appeal. I t is believed that iDtra-company schOols are main-

tained by the insurance compnnie s in which salesmen are 

inst ructed how to discuss possible tu savings with prospective 

insurance buyers. 

Insurance proceeds, in so tar aa they exceed cash 

surrender value, are at tbe date ot the dea th at the insured 

enjoyable tor the firl!t tilll!! by the beneficiary. Tbe death 

ot the insured creates an additional untaxed value and trees 

it tor the t1rat tiM to tbe beneficiary's use. Such a 
• 

genuine enlarge•ent or tba beneficiary's ri&hta has been e~&gb, 

without an:r llhitt ot econollic benefits t ro ra the estate, to 

1. See Wri&ht and Lowe, Sellin& Lite Inaurance tllrough 
a Tax Approach. 
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support the taxation (1) or interests held by joint tenants 
1 

ucl tenants by the entirety; (2) or property as to which 

236 

the clececlent bas retained tor life the possession or enjoyment 

of the income if 

amending Section 

transferred a.tter the 1951 Joint Resolution 
2 

302 (c); and (3) of property as to which 

tile decedent has retained nothing more than a •eto rigbt to 
3 

prevent a r evocation or the trust by the beneficiaries alone. 

IIbera 1t is necessary to prevent tax a?oidance devisee! by 

ingenious minds, there may be no denial or due process in 

aeasuring the t ax upon the transfer of insurance by reference 

to wbat passes at death. 

Reco!1!lllendat1on We may be precluded t roa aaending out-
4 

• t ending regulations retroactively. Regulations eo, Article 

25, as amended, should be further amended at lellst tor the 

fllture. If necessary, the statute should be Bllended so as to 

aake inescapably clear the intention or Congress to subject to 

tax tile proceeds or all lite i nsurance policies taken out by 

l . Tyler v. united States, 281 U.S. 497 (1930). 

2. Belver1ng v. Bullard, 303 U.S. 297 (1936). 

3. Bel•ering • · City Bank Farmers Trust Co., 296 u.s. 
85 (1935) . 

4. Belvering •· Reynolds Tobacco Co. , 306 u.s. 110 
(1939); cr. •ery recent opinion in the Wilshire Oil case. 
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the decedent on hJ.s own lii'e to the extent tho t he bas paid 

premiums t hereon, or where be possessed at the time of death 

some i ncident of ownership over the policies. In the s ituat ion 

involving cross-policies, commonly taken out and paid for by 

spouses with their separate funds, there is lacking any sub­

stitute f or t est amentary disposition, and Congress might well 

canvass t he compara tive merits of revamping the present income­

tax exemption of insurance proceeds , or of imposing a special 

exc ise t ax, wholly dissociated from the es t a t e tax title, 

upon the re ceipt by the beneficia ry of l ii'e i nsura nce proceeds 

i n excess of the a ggreg:.,te premiums paid by him. However, 

any amendment taxing the proceeds of policies, r e gardless of 

i nc idents of ownership or regardless of the source of premium 

payments, should be only prospective in applica tion, to avoid 

obvious unfa irness aga inst parsons who have already procured 

policies in reliance upon the Treasury ' s outstanding inter­

pretation of the statute . I t might be possible to apply 

the eerded sta tute to policies taken out before i t s passage, 

but to exea pt from ultimate estate ta.x the cash surren1er value 

of policies theretofore taken out, existing as of the passage 

ot the amendment, or to exempt an aaount bearing the s ame ratio 

to the total proceeds a s the time between the issuance or the 

policy and the passage of the amendment bears to the tota l 

period until the date or death. ThJ.s amendment involve s t he 
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eU~ation fro• the atatute of the c o• pletely unaatis­

tactory laa&uaf e •policies taken out b• the decedant upon 

his own life. • 

27. Ex1 stipg Law as to Propertx Pas sing Jader 

Powers of Appgintment (1926 Act. Sec, 302 (f)) The estate 

tu stat ute now provides t hat there !!ball be incllld ed in 

the & ross estate property paas1pg llPder a general power of 

appoint.en t anr chad, by the decedent (l) by will, or (2) 

by deed exercised in contell!platioo of or intended to taae 

ef fect i n possessi on or enjo1'JI8Dt a t or after d aath, or 

{:;;) by deed llPder whiCh the d ecedent has retained for his 

Ute, or any p eriod not ascertainable w1 thout reference to 

his death, or for any period which does not in fact end be­

fore his death (A) the possessi on or enjoyment or, or the 

right to t he income t'rom, the pr operty • or (B) the r i ght , 

either alone or i n conj llllction w1 th any p erson, to desi gnate 

the persons Who shall possess or enjoy the property or the 

iocoDe t herefro•. 

Discussi on The .nse of the word • pas sing• =akes 

1t possible to escape all estate te:a: at t he electi on of the 

person for whom the power is exercis ed, i f that person would 

haye teken the same property in d ef&lllt of appointment. For 

instance, if a power is gi'fen to A, and i n default of his 

l. See Paul, Life Insllr• ;:r ud the Federal ! state Ta:a:, 
52 Han. L, Rey. 10117 (19119) ; ley"· 1JDJ. ted St ates, nry 
r ecent ly decided by the Collrt o1 Claiu • 
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uercise of the power by will the property iS to pass to 

A'S 1ssue, or if no issue to A's heirs-at-law, A•s heirs 

,..1 still elect to take under the will of the donor of the 

po•er, r ather than under the appointment itself, even 
1 

though A has e xpressly exercised the power in their favor. 

Tbe Board of Tax Appeals recently decided James Webster. 

239 

2 
Exec • • 

1111der &thor1 ty of the Grinnell case. ThiS case illustrates a 

slmple estate t ax avoidance expedient. The rule stated U that 

J the benefiCiary-appointee receives no more because of the 

uereise of the power by the donee than be already bad under 

the donor 's will in default of the exercise, Section 302 (f) will 
3 

oot apply. This rule is highly prejuliicial to the revmue 

because it will apply to numerous fllll1ly test&eentary dispositions . 

So long as the s t at ute covers only general powers , 

there are aaple means of a<roiding tax deriving from technical 

distinction between generd and special powers. The out-

standing regulations say thst a power 1s general if the donee 
4 

ay appoint to bir:.self, his esta te or his creditor s . A 

1. HalTering v. Grinnell , 294 u.s. 153 (1935) . 

2. 38 BTA 273. 

3. Lewis Spencer Morris , p ee. , 39 llTA 1>70 followed 
the same rule • 

4. Reg . 80, Art . 24.. 
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5pec1:1 power IIIIIY be used which 1n no way will affect the 

desired purpose or the donee. Examples or such special 

powers aro: 

(1} A power to appoint among natural persons and 

charitable corpora tions in which the donee is deprived 
1 

of the right to appoint business corporations. 

(2) 

(3) 

2 
A power exercisable with the consent of a trust,ee. 

Under .llaryland law a power which on its race is 

general becomes a special power because no appointment can 

be osde to creditors . In that state virtually no powor of 

lppoinboent can be reached by Sec t i on 302 (r) as the sec-
3 

tion now stands . 

Recommendation 

(l) The word "passing" should be eliminated from the 

statute so as to preclude escape from tax when a general 

appoi ntment gives the beneficiary-appointee the same or less 

thsn he wou ld hava r eceived 1n default of the exercise. 

(2) Tbe .ords "alone or m conjunction with any person• 

240 

slululd be associated 1n tbe statute with the word •exercisable. • 

(3) The sta tute should include within its scope special 

powers, as well as general powers, with a provision for the ex­

ception or some speci al powers to cover eases in which an appoint-

l. IYaldemar R. Belmholz, Exec . , 28 BTA 185. 

2. Charles J. Hepburn, Exec. , 37 BTA 459. 

3. Leser v . Burnet, 46 F (2d) 756 (CCA 4th, 1931). 
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IIS!It UDder a special power after a sin&la life tenancy c an 

be exerciSed only 8J10n& the children of the donor or donee • 

and 1111ere the property in default of appointment is to he 

diStributed among that class. This would not postpone the 

tu •unduly, " but would prevent such situati ons as exist in 

Dela .. are , -'hera an estate can escape t ax forever by giving a 

son a life estete and a special power to appoint any of the 

son's children; each generation can then repeat this process. 

(4) There should be provision for a t ax on powers, 

1111 ther they are exercised or not, except in the case of the 
1 

exee?tlon mentioned in (3). 

241 

It special powers were taxed reaardless of the limi­

tation suggested, testa tors would illllllediately turn to the 

alternative or setting up life estates with vested remainders .• 

Therefore, it no such limitation were placed upon the taxation 

or property passing under a special power, Conarass !llould can­

•••s the poss1 bili ties of i~~~posin& a succession or 
2 

1nher1tence (rather than an estate) tax wbenever a re-

... lndenun under a will succeeds to property upon the death 

l. This ~ole subject is ably discussed in Oriswold1 Powers 
ot Appointment .&nd The Federal Dtate Tax, 52 BarY. " · ReY. 
929 (1939). 

2. See letter of the President to Congress quoted in Ways 
&nd lleans Colllllli ttee Report !fo. 1681, 75th Cong. , 1st Sese. • 
p. l (1935). 
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o! the preceding life tmant. This r.ould not be an ertreme 

hardship, since l i fe tenants are f re c.uently given a power 

o! invading the trust corpus ,which gives them virtually 

242 

tbe same economic control over the remainder as 1a posses s ed 

bT the donee or a power of appointmen t . The rates of taxation 

upon the remaindermen in such cases should be cons iderablT 

l ower than thos e under the present esta te tax law; and the 

remainder should probably be exempted from t he tax if the 

life tenant dies wi t hin a period or five years after the death 

of tbe original decedent . my statutory aoendraent along this 

line would have t o cover the still further liternat1 ve or 

buying an annuity for the wife (as dis tinguished from making 

her a life tenant) and leaving the balance outrigh t to the 

children, perhaps with enjo,...ent postpobed unti l a certain age. 

28. RY1 st1pg Law as t o Reverter Interests (Sec. 302 

(c ) a s Amended by t he 1 932 Act. Sec. 003(a)) In Helurtng T· 
1 

St. Louis Union Trus t Co . the Supreme 9ourt decided by a vote 

or 5 to 4 that there is no tax upon the esta te or t he grantor of 

a trus t \'/here the only r eserva t1on in t oe trust ins trUilent 1 s 

l. 296 u.s. 39 (1935). 
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8 possibility of reverter (as t o income) if the benefici ary 

{the grnntor ' s daugh t er) should predecease the gran tor . Th.is 

decision r esulted in a r evision of the estate tax regulations 
1 

and the insertion ot the following language: 

"On the other hand, it, as a resu l t or the transfer , 
there remained in the decedent at the time of his de.ath no 
t1 tle or interest in the transferred property, then no part 
of the property is to be included in the gross estate merely 
by reason or a provision in the instrument ot transfer to 
the effect t hat the property ~~~~ t o r evert to the decedent 
upon t he predecease ot some other person or persons or 
the happening or some other event.• 

DiScussion The existing statute, as so interpreted, 

makes a highly art1f.1cial d.1st1nction. For instance, 1f the 

decedent provides that the benefit of the property should pass 

ta A for l ife with a reservation of the r ae to the gr antor, but 

with a remainder in t ee to A contingent upon A ' s survival or 

the grantor, then the property is i ncludible in the grantor's 

estate. On the other hand if a technically vested fee t1 tle to 

the property 1s given to A, but w1 th a further provision that 

the property should revert to the gr:ontor if A pr edeceases him, 

1. Reg. 00 , Art . 17 (1937 Ed. ) 
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00 estate tax 1S imposed, a1though the net effect ot the dispo­

sition 1S exactly the same as in the preceding case, 

Recommendation There are, of oourse, ell sorts or 

variations of reverter interests, but certainly as to many ot them 
1 

tM dissenting opinion of llr. Justice Stone, concurred in by 

3 of hiS associ ates, reflects the rule tbat sboJ.l.d be incorporated 

l!lto t ho statute. In net effect the rule 1S tbat the estate 

tax should be imposed in all cases 1n which t he decedent in 

aalting disposition of his property reta.ins any valuable interest 

in the proper ty by which he postpon es final disposition of the 

property until his death. The Supreme Court may, however, relieve 

this difficulty in several pending cases in wllich an overruling 

or the St. Louis doctrine is being requested by the government. 

29. Existing Law as to Gifts in Contempla tion ot 

Death (Sec. 302 (c) of 1926 Act) The estate tax statute pro-

Tides that there !ba1l be included in the gross estate gifts and 

tra srers 1n trust made in contemplation or death. 

1 Helveri.ng v. St. Louis tJnion Trust Co., 296 U.S. 39 (19115) • 
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otssussiQA The statute, by -.king taxability de-

pend on the motive or purpose accompanying the g1tt , incorporates 
1 

8 subject! ve test. Ylhether there is contemplation or death 1 s 

a ouestion or tact which the courts tend to answer with extreme 

Uberali ty i .n 
2 

ravor or decedent estates. In United States v. 

?;ells the frankly admitted motive or the decedent in making the 

gl!t was to reduce income taxes. Toe only mot!Ye connected with 

U!e wllicb prevented the gti't from being subjected to an estate 

tax was itself a tax-reduction motive. In MD)' cases gifts !IBda 

by persons well over 60 years ot age are bald not to be in 

oontempla t1on or death; in one case a gift by a 

90 years or age was held not in contemplation of 

person over 
3 

dea tb . 

Recommendation Some provision should be made to show 

Congressional intent to tax all gifts and transr~rs i n trust 

lbicb serve a s substi tutes for testamentary disposition. The 

1926 Act inserted a t..-o- year conclusive preau.pt1on which was 
4 

held uncons t1 tutJ.onal by a 6 to 2 decis i on in Heiner I · DonnA 

1. 
Series, 

a. 

Paul, Selected Studies in Federal Taxation, Second 
p . 265 (1936) • 

283 u.s. 102 (1931). 

3 . Rochester B. Rogers, 21 BTA 1124. 

•• 265 u.s. 312 (1932) . 
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rule the present Supreme Court llight sanction s uch a 

provision, it would be e xtremely unfair in the case ot 

gifts by relatively young persons. A general provision 

might perhaps be enacted establishing conclusive presumption 

to cover cases in which the gift is made a ttar the deceden t 

reaches 60 years ot age , w1 th the present rebuttable pre­

sllllption coTering cases 1n which someone under the age or 

60 aakes a gift and dies thereafter withill a two-year peri od. 

30 Bx1st1ng La• as to El1m1nat1op or Estate Tax 

Against Insurance Proceeds by Reason ot uncollectible 

Claims ( Sec , i503 (a)) Under the Internal ReTenue Code 

claims against the estate wllioh are allowed in the juris­

diction in which t he estate is being administered, are de­

ductible in deterllining the net estate, even though the 

clai ms are not enforceable against some particular assets 

ot the estate. 

Piscuss1op In many states the proceeds or lite 

insurance payable to named beneficiaries a re not subJect to 

cl81J:.s against the estate. Tues are escaped altogether 

1t the claims against the estate exceed not only the ne t 

estate, but also the statutory gross estate, including life 

246 
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1 
iliSW'&DCe proceeds. In one ease an estate eo-aluated at 

onr $1,000 , 000 more than halt ot which conSisted ot the 

proceeds ot lite insurance, had v alld claims against it 

aoountiog to some $6,000,000, none ot wb.leh constituted 

a char&• asalnst the proceeds ot the policies. Since the 

1111collectible claiu exceeded the gross est4te, there was 

no estate tax llabllity. 

Reggpoll!atioP. Section 30~ (a) ot tbe Internal 

Renoue Coda should be aaended to prortde tbst elat•s against 

an estate are allowable d eduetions only it oollectible 1n 

the particular Jurisdiction. 

\ 
I 

1 . eo-. v. Aaes, 88 F(lld) ~8 (CCI. 7tb, 19~7) . 
See also Belveriq .,. llorthwestern llat101l&l Bank and !rut 
Co. , 89 P(lld) 553 (CCJ. 8th, 1937 ); eo-. ., . L)'llaf 10 P(lll) 
7(4.5 (CCI. ht, 19~7); Bel.verina .,. o•Donn•l!t 1M r 'Ill) 852 

CCI. 2nd, 1938) ; eo-. v. Strauss, 77 P{:t:a) 'l!l (CCI. 7tb, 
1935) z. oo rehearinf att•d 81 P(2d) 1016 ( CCI. 7th, 19~) 1 eo • . 
T. Ba.uock, 102 P 2d) 1 (CCA 6th, 1939); Wainwri&ht v. llyle, 
22 r. Supp. 175 (au,. Pa. , 1937); Edna r. Ba7a et a1., Bx' rs, 
U B'U 808. Sea the diaaentin& opinion ot .. llber Barron 1n 
!boas DeC. Ruth, et a1. , Bxl rs, 36 BTl. 191 WhiCh was howeTer 
att•d b7 the Circuit Court ot Appeals (appeal dtallissed, 
CC& 5th, 1938) . 
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l 
Gilt TAX 

&1. '§Dating Law as to Gitt tax l xm t t ons (Sees . 

~5 (a) , 504(9) of the 1932 Act . as geqh4) The exist-

ill& git't tax allows a cWIIIllati ve &emption of I 40,ooo, and a 

non-ciiJIIU].ative annual exemption or k,ooo per donee. This 

last exe:aption is not a pplicable to transfers in trust. 

Du cuui on This $4;,000 exnpt1on is aw:h abused. 

Ially taxpayer s spread large a moi!Dts or valuabl e gifts aaong 

se•eral persons and accomplish substantial transfers or property 

without any gift tax. Furthermore, a donor who Sltticientlr 

anticipates the ruture uy over a span or years give &W>IY a 

considerable a111011Dt or property tree from t ax . The principal 

purpose or the exemption is merely -to allow a reasonable latitude 

for inter-family gifts, 

Recoggepdation Section 504 (b) of the Revenue Act ot 

1932 should be further amended so a.s to restrict exanp ted gifts 

at least to members of the donor's i.-ediate t&llilJ . 

llovember us, 1939 

se 1
1 

Section nu.ber references Ull4er the citt tax are to the 
vera revenue acts aDd not to the new Internal Revenue Code 

'llith whicb latter section nuabers 80St persou are not yet fall111ar. 
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QMOIIABD!!JI A-1 

QUESTIONS AS TO W !!!FFECT 0! 

OF TJ!E POlUS IWlB I!f moRAI!l!!J( t. 

Referring to llr . Paul's accoapanTtng memorandua 

aarked •t.•, question arises as to bow .uch additional tax 

will be derind fioa the s\llsest1ona ~~&de as tollowat 

l. The making ot so.. appropriate prortaion to 

the end tbat the personal exe•ption and credit tor dependents 

will be changed !rom ita present torm to a credit acainat 

tax, under which equal benef it would be &1Ten to taxpe:yers 

1n the l ow brackets and taxpayers in the high brackets. 

This ~t be accomplished by an a.endaent to the statute 

liaiting the present personal exemption and cr edit tor de­

pendents to a credit tor normal t ax purposes only. 

2. The taxa t1on ot all stock di rtdenda not present­

ly subjected to income tax and par tioularly c~on stock di't'i­

dends upon c011100n stock, there being no other class or stock 

outstandin& at the time or the declaration or the di't'idend. 

3. The taxatioo or abort-term and other truats o! a 

character exe~Spted t rom t ax t o the grantor in such cases as 

1 
the llertdith ~case, in m1oh title to the trust pr oper ty 

1! transferred tor a 11111 ted term to the tra.at, and the trust 

becoaes a taxpayer in a lower br acket then would be the 

1 . 37 B'fA 1065, at!'d .RU Btl!a 104 F (2d) lOU (CCA 

~. 1939) , cart . sranted, Oct . 9 ,~39. 
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crantor it be were cb&r&ed with the 1ncon ot the trust. 

4 (a) . ~ strencthen1n& ot Section 102 'bT a 

prortsion that the tacts recited 1n lleaoranchla A, pace 8, 

shall be regarded as coMtitutinc ~ tacit n1.dence ot 

a purpose to aToid surtax upon shareholders. 

(b). ~be strencthenin& ot Section 102 bT a 

prortsion that the word. •exiatinc• be 1n.,rted before the 

•ord •business• 1n subd1T181011 (c) ot Sect1011 102 to pre­

not nc1dance ot the 1l! llille ~&.scribed on pare a 8 to 

9 of llemoran4ua A. 

{c) . 'lbe l en&thenin& ot the statute ot 11Jd.­

tat1<ns as suuested 1n the sue ae110r8D4ua w1 th respect to 

Stlltion 102 cases. 

S (a). A prortsion to the attect ~bat deductible 

religious, charitable, scientific, literary and educational 

and other eontributiona ot the tTPe deductible under Section 

2) {o) be liaited, 'llben paid 1n the tol'll ot propertJ, to the 

cost basil ot the property to tbe donor or ita ftlue at tha 

date of &itt, whicbenr is lower. 

{b). .Ia alternatin prortaion allowinl no 

greater deduction than would be allowed it tllll donor sold the 

property and contributed tbe proceed• leu tha capital cains 

tax. 

6 (a) • .Aa tl1Jd.nat1on ot the deduction now con­

tained in Section 23 (e)(3) applicable to loaaea ar1•1nl troa 
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' 
r~, atora, shipwreck or other ca.ualty, or tr<a tbett. 

(b) . Traat.ent o~ auoh da4uct1on aa a cap1 tal. 

loll instead of an or41nUT loss. 

7 . J. Ull1tat1an of the al.lonnca tor the da4uc­

t101l of 1ntereat 011 non-bu.a1nesa 1n41 rtdual borrow1JI&a to 

I f1xa4 DOUilt 0~ $500. 

8 (a). J.n el1111nat1an of the da4uct1on prortda4 

1n Section 2.3 (b) of the Internal Rennue Code ~or interest 

paid or accrued oc tunda4 corporate indebtedness. 

(b). J. reatr1ctioc of the reorcmlzatiOD pro­

naiOD so that i t will not app~ to recap1ta.l.is&t101U1 be•-

111& as their principal. purpose the tax a•oidance -the o~ 

substitutinl borrowed capital tor an eq:uitT contr1but1cm by 

stockholders. 

9 . J.n el1111nat1cm o~ the prortaian contailled 1n 

Sectioo 2.3 (k) tor the da4uct10D of non-bu.a1neu bad debta 

except bad debts when not exceedinl $1, 000 1n the cue of 

tach debtor. 

10. J. Ua1tat1on upcm the al.l- ot da4uct1ble 

tu .. aa proridad 1n Sact1on 2.3 (d) 1n reapect to property 

beld for the tupeTer'• 01111 ue to tuaa Oil aall ~· DDt 

exceadiJll $10,000 1n ooat to the da4uct1nl oomer, or .Uua 1n 

tb1 tuabla :rear of ~t1011. 
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11. A provision to the e~~act that where the 

optional valuation privilege granted by Seotion 302 (j) 

of the es tate tax statute is used, the basis ~or the 

property valued pursuant to this election shall be the saa 

for purposes ot capital gains or losses as the value used 

1Jl the estate tax r eturn. 

12 ( a) . A provision denying t o husband and .Ue 

living together the pr ivilege o~ ~iling joint returns. 
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(b) . J. provision generally adopting tbe BritiSh 

aethod ot taxation ot husband and wi!e as outlined in llemorandlDI 

A, assessing tbe joint income at surtax r a tes based upon the 

co-:lbined inoome or both husband and wife . 

13 (a). An amendment ot existing law along the 

lines suggested in item 13 or llemorandum A w1 th particular 

respect to taxing t be interest on all state or Federal bonds 

issued att ar the passage o~ a new Congressional ... nc!Mnt. 

(b) . An &JDendllent ot the existing law, as pro­

posed b)" Sana tor Class 20 year s ago, which would •aasure tbe 

surtaxes applicable to non-tax-e.xapt income 1n relation to 

t&xJ>aye r' s tote~ ino01De, including tax-exempt inC OM. 

14 (a) . A nat increase in capital cain rates o~ 

SO% ot the existing rates with a provision that oapital gains 

shall not be reoocni&ad to the extent that the gains are 

reinvested within 12 aontba in rislt-bearinc equities in new 

enterprtaaa. 
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(b) . .An amendaeDt ot capital gains pro­

rlsions so a a to mall:e capital gains taxable at the highest 

rate (not exceeding 5~, ho118nr) applicable to taxpayer' a 

i ncome, exclusin of capital gains, With a proYiaion tor 

a credit against the tax to the extent that the ga.ina are 

rel.DYested Within 12 aonth.a in risk bearing equities in 

new en terpriae1. 

15. A provision reYoking the exemption now 

granted by Section 115 (b) of the Internal Rennue Code to 

corporate diatr1but1ona of earnings or profit. or inorease 

1D Talue ot property accrued prior to krch 1, 1913. 

16. A prortsion in the statute incorporating 

the general prinoiples of G.C.K. 13,796, CB XIII-2, p. 41, 

discussed under item 16 ot Keaorandua A. 

17. A prortsion discountenancing the doctrine 

ot the W, & X. Boldtpr case, 32 MA 830. 

18 (a) . A prortsion that the basil tor gain or 

loss and depreciation an4 depletion shall be, in the cas e 

ot property tranaaitted at death, the adjusted co1t basil 

1D tbe ha:nd1 ot tbol decedent, ratbolr than the Yalue at the 

date ot death. 

(b) . A prortaion alOD& the linel ot Seotioo 

42 ot the Internal Bennue Code generally to t3le ettect tbol t 

death shall cOIUititute a closed tranaactioo with respect to 
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pro~rty trannitted by the decedent at death. 

19. A proT1aion ~ttng the exe•ption now ac­

corded to domestic bu1ldin& and loan aaaociationa along the 

general linea indicated at page 28 or lle.ar&ndu A• 

20. A proT1a1on ~ting the exeaption and deduc­

tion• granted to mutual casualty and tire in81U'ance oo• 

panies alOD.g the linea 1n41cat ed at page 29 or lleaorandu 

A. 

21. A proT1s1on liaittng the deduction tor pe.:r­

aents .-de by eaplo:rera to pension trna ta to a fixed &IIOtmt 

per annwa or t S 1 000 tor an:r one •plo:ree. 

22. A proT1a1on elainating the 1 banu.e• deduc­

tion on account of discOTery Talue and percentage depletion 

now allowed to .tne owners and oil and gaa well ownera, to 

the general and that such taxpayers shall be 11111ted to 

coat depletion, or depletion on the basis of n.lue at March 

1, 1913. 

23, A aoditication or the ex1attnc regulat1CGS 

&ranting the option aa to the expeue deductiOD. or capitalisa­

tion or intangible drilling and denlop•ent coata aa outlined 

at page 33 of Xe110randua A. 

24 (a). Tbe el1.tnation of the exPption tro• 

capital caSna tax on aalea c~ted within tbe United Statas 
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no• granted to non-resident aliena and foreign corpora­

tiona huiDI no ottice or place ot bus1neas 111 thin the 

United States . 

(b) • A general prortaion p1ac1ns foreign nonresident 

corporat1~ upon a baaia ot taxation s1a11ar to that •-

played with respect to dcaeat1c corpora tiona. 

2S (a). A aoditication ot the $40,000 seneral 

estate tex e;uapt1on (and also the $100, 000 estate tex 

exeaption sranted by the 1926 Act) so that an equal bene­

fit is derind troa the e%81lpt1on liT both 1arse and n&ll 

estates. 

(b) . An e11m1nation ot the $40,000 general • • ­

tate tax exemption (and tb.e $100,000 estate exemption) 1D the 

case or estates exceeding $1 , 000, 000 1D net Yalue exc1u41ng 

tbe exeaption. 

(c). A reden1opaeot ot the estete tex structure 

so that the ettect ot the $40,000 geur&l estate tex exnp­

tt<m (and the $100,000 exeaptton granted liT the 1926 Act) is 

lilll.ted to a noraal eatete tax not exceeding 2~. 

(d) . A prortaion siailar to that JUDtioned 1D 

(a), (b) and (c) abon with respeot to the insurance prooeeda 

exeaptiOD ot $40, 000 on policies p.,.able to naaed benefici aries. 

26(a). A prospect1n prortaion cener allT to the 

ertect that the proceeds ot lite 1naurance abal.l be aublected 
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to estate tax t o tbe extent that the decedent bu paid 

prellliUAS on the insurance or in their tull uount 'IIbera be 

possesses at the date of bie death some incident of owner ­

ship onr the policies. 

156 

(b). A proTiaion as to cross-insurance policies 

along tbe linea sugcested in lleaorandua A, pace 39, subject­

ing the proceeds of such policies to inco .. tax at tbe 

regular rates, or to a special excise tax at a flat rata 

or 1~. 

(c) . A caoparatiTe stateaent sbow1.nC tbe effect 

or tbia amendMnt generally as compared w1 tb an uandlulnt 

11odl.fied on tbe basis of cash surrender Yalue or ratio 

on the time basis, as described on page 39 ot lleaorandua A. 

27 (a). A proTision 111111 ting tbe tax exempting 

effect now applicable in the case of special powers of 

appointaent as indicated on page 43 of 1te11<1randua A with an 

exception tbat special powers made ~hereunder can be exercised 

tree !rota estate tax only 8Jllllll tbe children of the donor or 

donee and where the property in default of appointllent is to 

be dbtribotad --a thet claaa. 

(b). A proTiai on iaposine a auccessian or in­

heritance tax on tbe Yalue of rezainders under a will, to be 

illpcsed at tbe daatb of the Ute t-t at rates equal to tbe 

•n•tine estate tax rates. 
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28. A proTistan subjecting reTerter interests 

to estate te.x taxation where tbe decedent retaina any 

•aluable interest 1n his property by which he postpones 

tl.nal d1spoa1 tion thereof until his death, auoh as the 

interest inTolTed 1n the St. Louh case Mntioned on pqe 

43· 
29. A proT1a1on that gUts by persona OTer 60 

years or ace sb.a.ll. be subject to m irrebuttable preauap­

t1on that they were aade in canteJIPl&tion or death, 

)0. .t. proTtsion precluding the estate tu: 

deduot1b1li ty or uncollectible claiJU. 

31. .t. prortaion liaiting the $4,000 gUt tax 

exemption to gi!ta to meabers or the donor• a illlllledi&te 

t&lllil,y. 
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TO: 

1'!\CJJ: 

llE!.IORANDU]f OF TRAN§IUU.Y, OF 
B AND B- 1 

Honorable Henry Morgenthau 
Secretary ot the Treaeur,y 

The Whit e Houee 

I aa enclosing herewith a second memorandum, 

earlted B, also prepared by l!r. Randolph £. Paul, 118t1ng 

a nld>er of altuatlone 1n whleh the tu laws a igbt poaeibl;r 

be amended i n the interest ot t &XJ)a.Yere. I would l l.ke to 

have from ;rou an e ~t1mate ot the lose in revenue, 1t any, 

258 

wh1ch would result from the adoption of Ur. Paul's suggestions. 

For your oonven ienoe I enclose a memoran<lum of epeoit1o 

questions lteyed to !Jr. Paul • s memorandum, marked B-1. 

As with respect to the accompanying memorandum, I 

&ga1n realize the impossibility of answering theee questions 

with 1:18themat1eal accuracy, 'but I would 111te in all caees 

to h&ve your beat ~atluate. 
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JtQIO!Will!!ll OF PQ88IBL§ ClWIUS IH Tfll T,U Lellf 

IIIIOR !0\/LI) ELT!l!!!AT.C CERTAIN I!fJJJSTICiiB TO TAXP.m:RS 

TO SCfJij EXTQ!T RESULTING IN D£CREA8£ or RmiHt1ij 

INCQI!E TAX 

1. Consolidated Returns 
2. Intercorporate D1Y1denda 
3. 111t1gat1on ot the Statute ot L1m1tat1one 1n Certain Caaee 
4. llortgage 'fr&RI actions 
5. Taxation ot A11aon:r 
6. Caneellat1on ot Indebtedness 1n Corporate Reorganizations 
1. .Ucerta11111ent ot Earnings or Prot1 ts .bailable tor 

Corporate D1str1but1one 
s. !axat1on ot Un4letr1buted Prot1 ts Despite Impa1raent 

or Capital. 
9. Pereonal. Holding Company 'fax llhere Db1denda Cannot Be 

D1atr1buted 
10. Rea Jud1oata 
11. Credi t tor Dependants 
12. Personal. lled1oal. Expenses 

GIFT TAX 
13. G1tte 1n Truat 
14. cart Tax on Tenano1es by the Ent1retr 

G£NSi!!AL 
15. Intereat on Det1o1eno1es and Retunda 

' 
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ll!:L!OIWIDUll OF POSSIBLE Cl!AOO£S IN TH£ TAX L.llf 

lfHICH WOULD eLD.!INAT£ CE:!\TAIN INJUSTICES TO 

TAXPAYERS TO SQ!!E EXTENT REsuLTING Ill D£CREjAS£ 

OF BzyENU£ 

INCOUE TAX 

2[1) 

l . Existing Law as to Consolidated Returns. The i ncome 

tax law since 1934 ha s abolished the privilege or t iling con­

solidated cor~orate returnn, e>:cep t w!th reference to railroad 

eorpornt1ona . 

DiRcussion It seems to ~e generally accepted good 

accounting t ha t the accounts of a ffiliated corporAtions should be 

coml)Uted on a oonsolida ted basis. Separate corporate returns 

orten m011n multi ple t axation of the same earnings , and put an 

lr~siatible premium upon artificial intercompany t ransactions 

to reduca the tax burden. Also, I nt ernal Reve nue Bureau deeentral:i 

enomoualY complicates the problem of t111diting unconsolidated 

returns. What 1s really a single buslnesa unit should proper lY 

ae such. Although the older provisions on thi.s 

~!nt weNt productive of ooDS1derable litigation aa to the 

enatenee of Alf1liatlon and the precise treatment or various 

Intercompany i tems , the use of consolidated r eturns would be 

praeucal and feasible, especially in tbe light or previous 

1. See Internal Revenue Code , Sec. 141. 

• 
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2. 

0~r1enoe. Little or no loss of revenue would be involved, since 

lt 1e impossible to administer Section 45 with thorougbnen. 

Recommendation Affiliated companies should either 

be required or permitted (if not required) to tile consolidated 

...,turns under the general method applicable to years prior to 

1934. It the latter alternative 1s adopted, a higher rate of 

tax and consent to various regulations llll..ght be required as a priee 

ror the privilege ot tiling a consolidated return; euch a 

differenti al wae provided in the 19S2 Act. 

2. £x1sting L&w as to Intercorporate Dividends For 

nearlY twenty yeare the income tax statutes, until 1935, exempted 

intercorporate dividends. Recipient oorporatione were required 

for 1ntormation purposes to report dividends from domestic 

corporations , but were allowed to deduct sueh dividends to their 

run extent in determining taxable net income. Section 26 (b) 

or the Internal ftavenue Code now has t he etteot ot relieving 

intercorpor ate dividends rroa clouble taxation onl.Y to the 
1 

ex~nt ot 8~, while tax 1s imposed upon such dividends to 

the extent of the remaining 1~. This means a normal tax 

or 2. '/% on interoorpora te dividends under t he 1940 rates 

118% or 15~). 

1. Tbh percentage waa tormerl.Y !IO)C. 
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J)1aouot1on The purpose ot the legielative change 

ot pol1CY in 19~ reeul ting in partial taxation ot intercorporate 
1 

dl-r1dends was partly a revenue purpose, and was alec deriYed 

trom a desire to dis courage complicated networks ot holding 

companies. This purpose has, ot course, been partly achieved 

1n the case or management and holding companies by the llheeler­

RII7burn Law. A Congressional purpose to discourage personal 

holding companies has also been achined by a very drastic 

apec1al proY1a1on applicable to personal. holding coapanies 

Urst inserted in the 1937 Act and now part ot Title I A 

and SupJ)lement P. However, there still remains a necessity 

of discouraging onr-complicated corporate structures, particularlY 

structures involving the uee or a triple tier ot corporations. 

On the other hand, there are undoubtedly many ~i tuations in 

which aubs1d1aries are a legal necessity, as tor example where 

a railroad 1e compelled to incorporate in a number or etates 
2 

as the price or doing business. 

1. Aooarently another purooee in 1936 was to prennt 
aYOid&nce Of tax by diYiding the income Of a corporation .... eng 
aenral eube1diaJT corporate unite. But aee Twentieth Century 
Fund, racing the Tax Preble•, p. 179 ( 1937): 1 Howenr, sub­
stantial a•oidanoe would be unoractical. for a large corporation 
since 1 ts bue1ne18 would haTe to be di Tided ...,eng numeroue 
e~~au aube1diariee. J'urthel'!Dore, auch a•oidance could be pre­
••nted by taxing a ube1diaries at the highest rate or taxation 
applicable to the whole att111ated group. 1 

2. Varioua ueetul and neceeaary purpoaee ot holding 
:n~-aubsidlary corporations are set forth in Berle a: Ileana, 
o...,rn COrporat i on and Pri..ate Property (1932) · 
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It would be a happy solution 1t we could 

doYlte some meUiod ct taxing intercorporate diYidende which, 

ln aoool!lplhh.ing dedrable objects, did not penalize caeea 

where a minor degree or corporate complication 1e unaYoidable. 

It might &leo be adYiaable to eliminate trcm thia double 

tuat1on intercorporate diY1denda where tbe receiYing 

co.,araticn hae mere13' reasonablY inTeeted a aurplua in the 

stock or other corporationa and baa a small interest which 

baa no real controlling J)OWer in the corporation whose stool< 

1a 011184. 

Reco~~mendationa Recolllllendat ions haYe to be T~e 

on this point, but certainly certain aspects or the problem 

C9J be canvassed as follows: 

(a) The possibility ot t he elimination or t his 

type or double tax&tion where a euba141 ary corporation 1e a 

aatter or neceuity or requirement, as in the railroad caeea 

oent1one4. 

(b) !he possibility ot the el1mination ot this 

double taxation in eaaea in 'llbich a corporation baa 

aerel)- 110re or lees teaJ)Orar113' inTeeted surplus as aboYe. 

(o) The J)Oseibil1ty ot atittening the tax in cases 

or inexcueabl3' complioated corporate structures which have no 

re~aonable buaineu purJ)Oae or founda tion. 
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~. Ex1et1ng L&w as to Miti«ation or the Statute of 

!olo1tRt1ons ln Certain Cases Section 820 was added to the 

lnooms tax st11tutes by the Revenue Aot ot 19~ to prevent 

the possibility of double deductions or double taxes based 

264 

upon the same items. Under this Sect ion 1t there is a determina­

tion under the income tax laws subsequent to August 2?, 19~, 

in an inconsis tent treatment or a prior item - either 

identification ot the taxpayer or when an item is 

tuab1e - t hen 12'1 e item can be corrected by taxing the acount 

correctly and allowing a deficiency assessment or refund, 

that no adjustment can be made tor years previous to 

Dis 0\1!81on Some of the worst types or inconsistency 

covered by this Section. The statute treats or the 

double allowance or a deducti on, but does not atteot the double 

dhP.llO"MOe Of 1\ deduct ion. The chief examples of this 

category are deductions tor worthless securities or bad debts. 

~•1ther taxpllfers nor government otticiale are entirely 

Innocent or inconsistent rootballlng regarding such iteets. The 

so•ernment otten olaims, and frequently with suooeaa, that 

the stock or bad debt claimed as a deduotlon by the taxpayer 

1. See generally Uaguire, Surrey and Traynor, Seotion 820 
ot the Revenue Aot or 19~. 48 Yale L.J. 609, 719 (19~). 
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actuallY became worthless in a rear prior to the taxable ye&r 

s.nl also prior to the period w1·thin which refund claims are 

possible. 
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The new s tatute thus is inconsistent in ite condemnation 

ot 1ncons1etenciea. Stoclt losses may not be claimed by the 

~~~r because or reasonable doubt aa to the tacts , rather 

than any culpable negligence on the t8XJl81er•e part; and 1t 

the debt or etoclt 1a finally held to have become worthless 1n 

an outlawed year, then the error 1e irretrie•ably perpetuated. 

£r.e e:x:planationa ottered informally tor thia i ncompleteness ot 

Seotlon 820 are not wholly satisfactory. It 1a stated that 1t 

an adJustment were here permitted, the statute ot limitat ions 

would be virtually abolished. But at least aome permissive 

machinery might be set up to permit the Commiaaioner to do 

Justice in these excluded cases. 

Reeommemation Section 820 should be extended so as 

to give d1eeret1on to the Commissioner to allow adjuetments 

aooe appropr.l.ate date tor amaunte which would other­

ooapletely lost as deductione. Also, the requirement 

in Section 2:5 (lt) that a debt ascertained to be worthleaa 

' charged ott within the parPieular rear• should be 

remo•ed trom the etatute, and this elimination should be made 

retroactive to the extent outlined above. 
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4. iixlo t1ng Law &o to Mortgage Trm act1one .4 great 

nUIIber of opportuni et1o deo1e1ona made by a bewildering Tar1ety 

or ~1nistrative and Judicial offioiale hae oomplete1J contuaed 

the whole field of tranaact1ona involving mortgfl8ed property. 

Tille oonfua i on involves q1.11etiona both as to the recognizable 

data of the loss ouffered by the mortgagor or mortgagee and the 
1 

ot eudl louea (whether capital or ordinary) . 

2CG 

Diooyaeion Where the mortgf181! bi de in mortgaged pro­

perty at a price lbich hapoene to i nclude intereet accrued on 

Supreme Court has deoided that the "interest• 

1a oonatruothel7 r e ceived and conetitutee taxable income to 

tho aortgagee, even though the fair market value of the property 

at tile time or the sale may have been far leae than the bid 
2 

price ard the mortgagee therefore bad lUI actual lou. On the 

other han4, 1! the property 1s "d.untarily1 conTeyed by 

the mortgagor to t he mortgagee in eat1e1'aot1on of the debt 

wt12!out the fol'lllallty or a foreolooure, the mortgagee io not 

treated ae haTi ng reoe1Ted taxable interest unleu the fair 

the property trans ! erred ie equal to the prin-

etpeJ. debt plue 1ntereet. 
3 

1. See generally Paul, federal Income Tax Problema o1' 
and ltortgageee, 48 Yale L.J. 1:51!5 (1939) . 

(
2. He1nr ing y . IUdland l!utual Life Ineuranoe Co., <100 U.S. 
1937). 

3. Manhattan L'utual Life Ine. Co., 37 BT.4 1041. 
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The Board or Tax Appeals baa held that the mortgagor's 

1085 on foreclosure is realized only when the redemption period 
l 

e:<p1raa under loo!ll. law. In vlew or the comparative infre-

quenoy of redemptions , such a r ule is deoidedly arbitrary. 

l'oreover, 1t causes complicated que atione where the period 

of redemption 1e dltterent with respect t o different parties 

in interest. It would be far more oonven1ent, and certainly 

;:or e realhtlo, to provide that the lose 1s realhed at least as 

soon "" t he foreclosure s ale occurs. 

The nature or any loss suffered by the parties (as to 

whether an ordinary or capital loss for income tax purposes) 

has also ~en a fertile field or disagreement. The Treasury 
2 

regulations pei'IIit the mort gagee to deduct &A an crdinuy bad 

debt the uno olleot1ble deficiency upon a foreclosure, t o t he 

that the mortgage notes have not been applied on the b id 

But the regulatlona go on to provide that where the 

::ortgu-ee bide in the property, he realizes a O&J)lt&l galn or 

lou "8&aured by the dltference between the bid price and the 

!dr earket value or the property. It i a abo ruled by the 

or 'lllxcjppeals tba t except ae to de-

l. J. O. Hawkins, 34 BTA 918, att 1d 91 F(2d) ~4 (CCA 5th, 
19~7) ; Derby ReRJ.ty co., 35 BTA 335, diamiesed without opinion 
92 F(2d) 999 ( CCA 6th, 193?). 

2. Reg . 101, Art. 23 (k)-3. 

? c ­
- <-1 
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~rec!al>le property e. ce.oite.l loss occurs (e.a to both mortgagor 

and 1110rtgagee) where property i s conveyed in se.t1ste.ct1on or 

the debt without e. foreclosur~ by e. mortgagor personally 

Hable tor the mortgage debt. 

There ahould certainly be no taxable gain trom the 

purchase or property by the mort gagee. Nor ahould tbe lose 

of the mortgagee upon a tore closure, or the loa s or either 

!)Art)' upon a •voluntary ' conveyance ot tbe mortgaged proper ty, 

be treated aa a capital loss. Such e. conveyance 1e no t e. 
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'sale or excha~e• exce9t 1n the mos t technical aenae or the 

term; the parties are 1n the position or debtor and credi tor 

rather than ot seller and purchaser. It 1a e. medieval play with 

words to say tha t e. toreolosure sale is involuntary but that a 

conveyance under threat or foreclosure i a voluntary. The 

cortsagor'a equity is uau&ll:r whollY worthleaa in either oaae. 

C&lcule.t1ons or ga1n or loss upon tcreclosure raise 

further problema as to the mortgagee' a coat basis t or gain or 

lose upon a re-a&le. The regulations now proTide that the 

basis la the talr market value at the time or tore­

closure (which 1a taken to be the bid price ln the absence or 

clear contrary eyldence) . However, considerable doubt has been 

1. See tor example Betty Rogers, et &1., ~7 BTA 897, att'd 
~03 F(2d) 790 (CCA 9th, 19~9) , cert. den. Oct. 9, 1939; but aee 
lngham "· Ccmm., F( 2d) (COA 2nd, July 26, 1939) . 
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east on the val1di ty or thea a regulations by the llid1and Mutual 

4ec1e1on. The Supreme Court •s refusal in thnt oaae to consider 

!air Mrket value on the question or interest income may mean 

tl>\t the mortg~e 'a bas1s is the price which he bid at the 

toreclosure, regardless or actual value. 

Reoocmend6tion There should at least be added to 

Section 117 ( aa waa done in t he case of redemptions or corporate 

bonds) a provision that neither a roracloaure, nor a conveyance 

m lieu thereof, ia to be deemed a sale or exchange tor 

income tax purposes. 

Such a provision might be merely part of a general 

reviaion or Section 117, in ao far as it relates to transfers 

•hich are essentiallY involuntary, suoh as losses on corporate 

liquidations. 

5. Existing Law aa to Taxation of Aliaow The Suprema 

Court several :rears ago committed itself to the view that 
1 

ali.tlony does not oonatitute taxable income to the dhorced wife. 

Thle w lnclple baa been further extended to exe11pt !1'0111 income 

ta.t in the hand a or the w1te true t pa;rments provided i .n 11eu or 

direct alimony pay111enta; the incooe from such trusts remains 

ta.tsble to the husband on the ground that he 1s receiving 1 ts 

•~nomic benefit through t he di scharge of his legal obligation 
2 

or SUpport. 

1. Gould v. Gould, 245 u.s. 151 (1917). 

2. Douglas v. Willcuta, 296 u.s. 1 (19~). 
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OiAouulon It does not seem oonetitutlonallY necessary 

to continue g1"Mt1~ divorced wives thls trealtiah exemption trom 

inco<ne tax either upon direct alimony payments or upon d1etr1bu­

t1one from !Ill alimony trust set up by the husband. The theory 

of the Supreme Court in the Gould case waa th& t alimony was not 

1neou , but rather a transfer to her of oapi tal to toke the ylace 

of the support which the husband would have given her in future 

;eare 1t the 'DI!.rtles had continued living together. But while 

it is true that the value or the support given by a husband to 

r.ls wife is not taxable to her while the parties are living 

to;;ether, there seems no conclusive reason why the &aJDe exemption 

should be granted to the pecuni.ary substitute which the law grants 

to the wife upon h~r divorce, and which aha is tree to use tor 

any purpose ahe daa1rea. 

The exlatlng treatment leads to endleu oompllcat ions 

~ controversies as to who shall be taxed on the trust income 

undar varying aets or facta, as where the husband dies before 

t::e ex-wlte but the alimony trust tor her bene f it oontlnuea, or 

•h•re th~ wife was the guilty party in the dlTorce proceedi ng 

Md was not legally entitled to alimony, or where the very creation 

of the alimony trust oompletely relievee the husband under local 

law rrom any further obligat ion to his ex-epouee. A iypical ease 

1n th1a field 1ft now pending before t he Supreme Court but is 

Fitch v. Comm., 103 F(2d) 702 (CCA 8th, 1939) cart. 
Oct. 9, 1939. 
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unl1Jtel,y to a:r:tord a oomplete solution. !he Uabil1t1ea o:r 

the present system, in the form o:r uncerta1nt.r and o:r the heavy 

burden of lltigation which it throws upon the courts, more 

t~ outweigh its aesets, since taxing the wire rather than 

the husband would CAuee little i f any decline ct revenue. 

211 

Re00mmendat ion The income tax statute should be amended 

to tax the wife UJ)On alimony payments or trust paJlllente i n lieu o:r 

&11Jiony, and the husband should be allowad to deduct such amounts 

tro:> his own taxable income . The r evenues could be completely 

protected by imposing a gift tax upon the creation o:r alimony 

trusts; t."is could be accomplished by inserting into the gltt 

tax sections a provision that release o:r marital rights to 

alimony should not be oo na 1dered an adequate oona ideration in 

money or money ' a worth tor a t ransfer of property. 

The alimony situation ie, o:r course, only a segment o:r the 

'llllole tleld o:r trusts set up bY a husband tor ~~>embers ot h i s f amily. 

lhere such a trust is set up tor a chUd or wife living har­

!IOnlously with the husband, the ex1at1ng oaaes are eo contused 

tht.t one never knows when the grantor wUl be taxable upon the 

lncol:le and when the benef iciary who receives t he income . The 

t:odel or t he £ngliah ino -:lme tax law certainly deeervea careful 

considerat ion here; the grantor mi ght be taxed bY sxpreaa 

statutory provision on the income :!'rom any true t set up tor a 

•Ue l iving with him, or tor a minor child, unless a full l ite 

estate in the income ie given in trus t for the child rather than 
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" more term ot yoare . It deemed dea1rablo, th1e now etatutoey 

scheme could be made applicable only tor tho futuro, and tho old 

scheme could remain tor oases in which alimoJV arrangements 

have been baaed upon existing law. 

6 . Existing Law as to Cancellation ot Indebtedness in 
I 

Corporate Reorganizations 'l'he Chandler Aot, recently passed 

to clarity and ll!llend certain portions ot the Nati<>nal Bankruptcy 

Act, conta1M a provl.aion t hat no income tu ahall be levied 

upon any release ot indebtedness occurring when a oo~~~p&ny is 

reorganized and returned to business under Section 77 B. A 

large reduc tion or fix ed indebtedness usuallY oooura, since that 

1s the very purpose or a oorporate reorganization. 'l'he Aot, 

however, goes on to pr ovide in Section 270 that the cost ba els 

or the assets l n the hands or the reorganized compaJV shall bs 

redueed by the tull Rlllount or the indebtedneu cancelled or 

reduced. Th1a eweepi ng income tax provhion oreot 1n almost 

still ot the night, through the Judie 1ary Co=i ttee 

than the lfays and l!eans Co"""i t t ee. 

Discuesto n 'l'he above treatment, although seemingly 

i te face, leaves the sit ua t ion worse than it was before 

the attempt ed remedy. I ndependentl y ot thla statute, the cor­

porat!on would be taxed as having received income only in t ho 

1. Pub. No. 696, 75th Cong., 3rd Sese., o.575 (1938). 
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1 
..,unt by which 1t 18 lett w1 th an art1rmat1ve surpl11e. The 

~ndler Act, however, appears to have the ettect ot imposing 

a deterred income tax ( throllgh e. basis reduction) on the whole 

RJ:~ount ot indebtedness cancelled, even tho~tgh only a part ot 

the cancellation wollld have been taxable to the corporation 

general income tax principles. 

Thlle , a corporation w1 th a debt ot $1,000,000 and assets 

secured a $500,000 red~tct1on ot ita debt, 

under general income tax principles, not be taxable 11pon 

$200, 000 ot the cancellation, elnce t hat wollld merely 

the aaaeto and debts exactly eq~tal. Only the reniUning 

Under the Chandler Act, however, 

$500, 000 goes to rsd~tce the cost basis ot the 

oo~•P~nY ' s assets tor depreciation purposes a nd tor comp~tting gain 

upon subsequent disposition. 

Re 00mmendation The provisions ot the Chandler Act 

to income tax eeem out ot place, and might be trans-

to the Beven~>~ Code, with a clear pro91aion that coat 

shollld be reduced only to the extent that the corporation 

have received taxable income except tor the etatutor.r 

8eotion 113(b)(3) ot the Code attorde a precedent 

273 

Lakeland Grocer.r Co., 36 BTA 289. Sven thia rule baa 1te 
1t1eations. Several torma ot release trom indeb~edness do not 

taxable income regardlese ot solvency. Th~te the cancella­
owed by a corporation to one ot ita stockholders 

treated not ae income, b~tt as a contribution to the 
corporation. Beg. 101, Art. 22(a)-14. 
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hert, althouGh even that Section is some..tlat ambiguous in its 

phraseology • 

274 

There seems no reason why a slm1lar treatment should not 

be extended to individuals. Extension or re-ndjustment agreements 

with creditors, or the 1;ype here involved, are really adjustments 

o! eaolt"l rather than the creation ot income in the ordinary 

sense or the teru~. 

? • £xht1ng Law as to Ascertl\11111ent or EArniMII or 

Prc>f1 t9 Available tor Coroorate D1etr1but1ono The income tax 

statute det'lnea a d1v idend as any dlo tribution out ot •earnings or 

pro!lts. • The term •earnings or profits• incl udes many items 

ot non-taxable inoome, such as interest on government bonds 

and dividends ot domestic corporations. Numerouo questions have 

lll'1Ren as to whether particular receipts which would oth~trwloe 

be t8.XIIble inool!lll, but whioh have been accorded a otatutory 

e•em9tlon, &r~> •earnings or profits• so t hat distribution t here­

fro" to tl1e shareholder& would be taxable to them. 

For example, property may be acquired by a cor­

?Oratlon i n the course ot a tax-tree reorgani~ation . Com­

pacy A, having pro'Oerty tor which it paid $1,000, but 

•hioh has risen in value to $1,000, ooo, fllAY transrer the 

proJ>erty to Oompo.ny B in return tor the latter' a otock. 

A slmllar gain may, or oouroe, ariee on an exchange or stock 

tor stock. It hao been held by the Board and the courts 

gain, thoui:'P it is not recogniud ae taxable 
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to the eompaey due t o the reorganizati on prorleione, never­

theless, increases the earnings or profits or the trMe-
1 

tarring eompaey available tor taxable distribution. 

Furthermore, at least one court hae indicated 

thRt a mere rise 1n value or property held by the eame 
2 

eotloany may constitute earnings or protite, although un-

real1%ed increment has never been considered taxable income. 

Discuas1on Ca ses like F. J . Young Corporation 

1;nore the baelo theory underlying the non-recogn i tion or 

cain in reorgani~at1on transactions. Section l ll(o) 

provldea: ' In the ease or a sale or exohllllge, the extent 

to •hich the gain or loss determi ned under thie aeet i on 

shall be reoogni~ed tor the purposes or thie title, shall 

be determined under the provisions or section 112.• 

The words •ror t he purposes ot this title ' seam to compel 

the conclusion that the exemption rrom non-recognition tor 

1nco!!e tax ourposes applies equally to the deterlllinati on or 

earnl~a or protite. A correlation between theee two con­

cepts 1o eseential 1! we are to achieve tbe obJective ot the 

reorgani~ation sections, and 1! we are to a •o1d extremely 

1. F. J. Young Corporation, ~ BTA 860, att•d 10:5 
F(2d) 1:5? ! CCA 3rd, 1939); Susan T. Freshman, 33 BTA :594, 
d1am1ssed •ithout opinion CCA 2nd, :5rd, 1936. 

2. B1n~el v. Oomm., ?5 F( 2d) 989 (CCA 2nd, 1930) cart. 
den. 296 u.s. 5?9 (1935). 
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d1!t1cult probleme of adm1n1strat1on an1 of bookkeeping 

fqr tax purposes. The decisions referred to are also con-

trtu'1 to the Treaaury's own current income tax regulations . 
1 

Recommendation The statute ahould be amended t o 

m~ it perfectly olear that • earnings or prof i ts• are 

not increued either by appreciation, or decreased b7 

depreciation in Talue , or increased b7 11.1\T receipts rendered 

tu-tree by the reorganization proTisions. 

8 . i:%1§ t1ng Law A8 to T ltltlltion of Undhtrlbuted 

Profits Deap1te Impairment of Caoital Though erpir 1ng 

at the end of the current year, the undi stribut ed prot ita 

tax still leaves a large number o f oontroTersie s arising 

wl th r espect to earlier years since 1935. Relief from 

thls tu waa accorded to insolvent companies and 

to <>ompan1ee 1n receiTerah1p. HoweTer, companies which 

~.ad an impaired capital struottre, but which had soaahow 

"'llnaged to st._,. out of bankruptcy or reoeiTerehip, were 

ghon nc> elm1lar relief, &Ten though the;rwere e qually 

unable under local law to dis t ribute any d iTidende. !be 

cherter ct euch a corporation was held not t o be a contract 

1. Reg. 101, Art. 115-3. For a more complete critic i am 
ot these oasea see Paul, Ascertainment of • earnings or Pro­
Uts• tor the Purpose of Dete:na1n1ng Taxability of Corporate 
~1Btr1but1ons, included in Selected Studies in J'ederal Taxa-
1on, Second Serlee, p . H9 (1938). 
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exec11t ed by the corporation, and the statute so interpreted 
2 

us been held ooll8titutional. 

Diocl!8s1on There 1s still no authoritative decision 

uoh0ld1ng the rii?Pt ot Congress t o tax as undia tr1buted prot1ts 

aRJ"ninga the distribution ot which 1s forbidden by state 

law. The rl.Gt t to t l\x in such eases will probably be upheld, 

but such a oonniot between national and local statutes is 

certainlY inel(!)&dient. · It was otten not teae1ble, due to 

Uol.tations ot time or to t be unw1ll1ngneeo ot pre tarred 

creditor s, tor companies with i .mpaired capital to write 

down their capital structure 1n order to distribute the 

currant u .rnings. Theretcre, such oorporationo are prActically 

in the &Me posit i on as corporati ons in reoeiverohlp or 

bankruptcy, and should be given the same reliet. Ot herwise , 

thl very corporations least able to pay dividends are torced 

to pay the greAtest undls tri but ed prot1 ta tu. 

Recommendation It it is deemed inadvisable retro-

ac tively to exempt det1c1t corporat ions trom the undistr ibuted 

prof1 t o sur t ax to the extent or their cApitAl impa1noent, 

~an th_,. should be least be g iven the favored treat.,.mt or a 

flAt tax at a rate subatant1Ally below the average ettective 

und1otr1buted prot1ts tax rate . 

1. Reg. 94, Art. 26- 2 . 

2. Crane-Johnson Co. v. Comm. , 105 F(2d) 740 (CCA 8th, 
1939). 
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9. £xist1ng Law M to Peroonal Holding Co!!!p8,1Jy Tax 
lhert pivlde!)do Cannot Be Plstr1buted Since 19~ Congreoo 
has imposed upon •personal holding companies • a tu now 
~unting to ~ on the f i r st $2,000 of undiotributed income, 
IUld ,.. ti\X of ?5% on the remaining undistributed in'come. Sec­
tion <l05( a) allows ouch companiea t he d eduction o f dividendo 
pa14. The current act , however, denies to such companies 
the benet'lt of the capital loos prov1sione which will 
be available to other oorporations beginning next year, 
804 alae purports to deny them the benefit of the carry-over 
or not losses. 

D1 apues1on As a result of the aboYe proYialone, 
e&ll)" personal holding companies are being spanked much more 
seriously than Congres s probably int ended. This is eapeci ally 
true in the cue of corpcrati cna which have current t axable ln­
eoce but which have no earnlnga or profits available tor dlvl­
dend 41et r1but1on, ei thor from the current year or trOll poet 
yeare. Th1s e1tuat1on 1s possible where the co r poration 
Ms non-deductible capital loeees, or other non-allowable 
0XJ)elllea or looaea, which eliminate • earnings or protlts• 
Wit hin the technical meaning of that phraee but leave 

1 
currant t axable income. 

1. See Foley Securitlee Co. " · Co11111., F(2d) (CCA 8th , 1939). Here the personal holding company had a 1934 PI'Otit ot $49,000. However, it bad a deficit of 8bout $23,000 

( cent 1nued on following page) 
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Under the existing law such a corporation ma.r be 

taxAble at apprax1111Ately 75J' of i ts net inoome. It can-

not escape this tax, since even if it distributee an amount 

equAl to the total current taxable income, that amount will 

not be a taxable dividend because not out of •earnings or prot'1ts•, 

and therefore would not entitle the corporation to a dividends­

paid credit • Nor OM the tax r escaped through the mechaniSJ:I 

or a eoneent d1Yidende credit; the intention of Congress, 

as reYealed in the leg1alative reports and in the current 

regulations, was that such a credit could be obtained only to 

tho extent thet a dividends paid credit would have been 

possible 1t the nctual cash had been distributed, which means 

that the amount ot the credit is limited by the amount of 

(continued from prev ioue page) 
:t the beginning of the same year. It distributed aporoxi.matel.y 
942,000 to escape the pe r sonal holdi~ company surtu. 
Due to the prior deficit , it was held that the first $23,000 
had to be used to make up that amount, and t he distribution to 
~his ext ent wae a return of capital, not taxable to the ahare­
;toldera and not 8Va1lable for use as a diTidend e credl t. 

This problem does not exist under the ac~J! since 
1936, s ince Section ll5(a) now defines 1 dividend1 to =ean a 
d1et r 1bution out of either earnings or proti te accumulated 
alnee 1913 or current earnings or -orot1 te ot the taxable 
rear without regard to the existence of accumulated earnings. 
That is, einoe 1936 a d iTidend from current prot ita would be 
ta>able wh en dist:r1b uted, even though there 1e o. detici t and 
aueh a dividend would be deductible by the corporation. The 
P;;oblem typified by the Foley case still may arise, however, 
• ere the company hae current taxable income but no earnings 
or Profits either trom the current '!fJar or prior years eince 
1913. 

1. See Internal Revenua Code, sec. l:ui( a ) defining a 
dhidend. 

2. See Internal ReYenue Code, Sec. 28. 
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1 
earning a or profl ts available. Even complete liquidation would 

nossiblY not s erve to remove t he etrait jacket; even here the 
2 

di•idends pa i d credit might be l1mi ted. 

Recommendation I t it is deemed inadvisable to 

exemot from the personal holding company surtax corporat ions with 

no current or paet earnings or proUts, then an al ternat ive 

meebanls~> would be to extend the consent dividends ored.1t 

to such personal holdi~ companies tor 8111oun ts wh i ch the share­

holders include in their individual r eturns, even though such 

e:ounta would not have been taxable as d i vidends 1t act ually 

10. Ex!eting L§w as to Reo Judigat! The general 

Jud1cla1 doctrine ot 1:!!.§ Judicata, namely the princi ple 

that leeuea of t aot or ot legal. rigllte determined in one 

sult cannot thereaf t er be re-litigated, is a oplied by the 
3 

courts in tax controversies. The doctrine involves special 

l. l'aye and Weans Committee Report No. 1860i 75th Cong., 
3rd Sese., pp. 24-25 ( 1938}; Reg . 101, Art . 23( c)- . 

2. see Gaston & Co., 39 BTJ. 640, involving Section 
3Sl or the 1934 Act and holding that a liquidation dletribution, 
not being tiUUlble to the shareholders except to the extent 
that it exceeded their bash, could not be d educted by t he 
corporation in computing the personal holding compan.v 
tax. Under present law, however, i t 1a possible to obtain a 
d
1
1vldenda paid credit tor some liquidation die tributione; Reg. 
01, Art . 27(g)-l. 

3. Tait v. l'eetem Uacyland Ry. Oo., 289 u.s. 620 (1933). 
~1souseed in Paul, Selected Studies in Federal Taxat ion, Second 
, •r1ee, pp. lOC, 106 (1938); Griswold, Rea Judicata in Federal 
ax Caeee, 46 Yale L.J. 1320 (1937) . 
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cuestiona with relation to the income tax t or the reason 

th.at the income tax involves items such as trUB t income, de­

prec1at1on and many others which recur annually year after 

year, causing each year's tax liability to oonatltute a 

different cause or action. 

As appl i ed to tax cases t he doctrine 1s further oom­

ollcated by the tact that tax suits may sometimes be brought 

Collector o f Interna1 Revenue and aometimee against 

tie ~lssioner or agai nst the United States . On t h is point 

the law ma:r be aur.~marized by stating that decialona in the 

cssas involving the United Stat es or the Commiu1oner as a 

party may be 1:!§ Judicata as to later actions involving t he 

Collector, whereas the converse ot thls propoel tion is not 
I 

Diaouooion The application of E1l Judicata cauees 

startling ino tanc ea of martyrdom aa tax law progresses 

Conelde r t he plight of the ullhapp:r husbard in l!!l-
2 

•erlr.g v. Br()()kt. The Second Circuit Court of Appeals i n this 

ca.e held that a certain husband who had created an ali110n:r 

trust In behalf ot hie diTorced w1te was taxable on the trust 

lncoae upon the ground that t he income operated to dlaoha.rge 

hie lesal obligation towards the ex-spouse. several :rears 

later (long after the time tor any direct au peal in the Brooks 

:lOS (1. Ct. Bankers Pocahontas Coal Co. T. Burnet, 287 u.s. 

620 
(1932) and Ta1t v. Western llar:rland Jl:r. Co., 289 u.s. 
1933). 

2. 82 P(2d) 1?~ (CCA 2nd, 19~). 
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0888 hAd expired) the s ame Cireuit Court ot Appeale in a dltter-
1 

ent ease, involvi ng a substantially 1dent1oal aliiiiO~ trus t 

held that the husban:l was not taxable and expre .. ly over­

l'llled i te prior deoia1on ln the Brooke case. Nonrthe-

lese, because ot t he operation ot rea 1ud191\t!\, Mr. Brooke 

~Dust apoarentl:r oontinue to !>41 income taxes upon the trust 

1neoce so l of"6 as t he trust endures. An error baa been per­

petuated whleh neither the Court , nor the taxpa;rer, nor the 

gover!*nt can do ar17thJ. ng to alleviate. 

The doctrine has fur ther oomplloatlons in tax cases 

due to the sye t em ot Supreme Court certiorari. The United 

States Supreme Court rarely grants certiorari in tax oases un­

less the lower courts are in o ontlic t; but contliot may de-

ve lop only after it 1a too late tor the original taxpayer to 

peti t ion tor certiorari. The purposes ot the doctrine ot !:!! 

Judicata, namely, to leaeen litigation la, ot course, a wor thy 

obJeot1ve, but ae applied· to tax cases under our sratem ot 

courts, the objeotlvea "ot the doctrine are defeated instead 

or aehined. In caees decided adversely to the particular 

lit igant, whether gcvernment or taxpayer, every avenue ot a.,peal 

moat be exhausted, however small t he amount involved, elnce 

otherwlee the original deo181on wi ll result i n a binding ad­

Judicat ion which may be oonolua1ve aa to al 1 future tax 11-

Abllitles rele.ting t o the same item. 

1. Relnring v. Leonard, 105 F(2d) 900(CCA 2nd, 1939} • 
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RecoerAation The existing distinction between 

suits 1nvolv1.ng the United States, the Comiaaioner and the 

Collector is h1gbl.y artitioial, and there 1a no reason 

why all tax suite and proceedings should not be required to 

be brought against the Un1 ted States, the real part:r in in­

tereet. 

It also need not be too loose a remed;r to authorize 

the co\C"ts arA the Bo lU'd ot Tax Appeals to relax the rule ot 

!!! !udicl\tl\ in 10eri torious oases upon 11 showing ot additional 

or ditferen t t11oh in the subsequent :rear or upon 11 showing 

that the rules ot law as announced b;r the courts have changed 

s1nce the prior detetmination. This o11n be ,.ocompUehed 

procedurally by petmit t ing motions to strike out pleadings on 

the ground th11t .w Judi eat!\ applies and permi ttlng such mo­

tions to be defended on the ground ot additional or ditterent 

fACts or a new rule ot law. 

11. !xl.eting Law as to Credit tor Dependent§. The 

ex1st!ng law granting a $400 credit tor dependente baa been 

stated in the accompanying memorandum. This ored.lt tor de­

pendente now provided b;r the statute eeasea whe n the dependent 

reaohes the age ot 18 years, unless the dependent 18 !lh7s1oall:r 

incapable ot self support. 

PiQusa1on The aeoompan;rlng memorandum 1uggeete 

an elia1nat1on ot Ute d1eor1minat1on involved in the tact that 

t~ars in the h i .gb brackets receive 110re tax ea•~ than 

283 

Regraded Unclassified



ee. 

those in lhe lowel' bl'aekete. On the other h&nd, the credit 

tor dependents is inadequate 1n thllt 1 t atoJ)a, ae indicated 
above, at the age ot 18 J&e.ra. This 111t>out the college 
entering age when in ma ny t11111liea dependente become moat ex­
pensive and the credit tor dependents ia most needed. 

RecoC!l!lendRt1 on Aaeumlng the d1acr111ine.t1on 1n-
•olved in the credit 1s eliminated, it ia worth eer1ol18 con­
e1derat1on whether the maximum age ot 18 should not be lifted 
to 21 Jee.ra, the atanda.rd age ot attaining maJoritJ. 

12. §xlatlng La" aa to Personal Medlc6l Expenses 
fhe present statute expreaelJ dlsallowa all pereonal lhlng l 
expenses and 12118 dlaallowanoe includes M1 amount expended 
t<r medical aerv_ic ee. 

Dlacuaston It would be 11holl1 logi cal &nd tall' to 
allow ti\X!)&yera soma deduction tor expenses incurred 1n protect­
ing t heir own health - their ch1et l noome-produclng capital 

It 1a Plalnl7 inconala tent to perm! t a tart~~er to 

the expense ot veterinarian aarvice to h1a cattle, but 
not to deduct medical expenses made to protect the health of 

h1cselt and bla tllllilJ. A deduction here would encourage the 
obtaining ot adequate medical attention by taxp8,fers 1n the 
lower-oiddle income brackets. An experiment in permitting auch 
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a deduction has worked auooeaatullJ under eome ot the state income 

1. Internol Revenue Code, Sec. 24(&)(1). 
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tu laws. 

Recommendation A maximum deduction of perhaps 

$100 a year should be allowed tor medical or dental expeneea 

p,Ud by the taxpayer on behalf of himself or any member of 

his familY· 

GIFT T,U 

13. zxioting La• as to Oltta in Trust Section 505(a) 

ot the 1938 law a~tended Section 504 (b) of the 1932 law by 

providing that the $4,000 annual exeluoion allowed generallY 

tor gltt tax purposes shall not apply to g1tte in trust. 

D1eouae1on Tbia amendment waa ineerted to remedy 

the evil of creating a number of true to :!'or 12le same bene­

!1c1ary 1n order to aeoure the benefit ot more than one ex­

olus1on. The calculation or the exclusion in this situation 

has been the subJect of a di:!'terenoe of opinion between the 

Board or Tax Ap'Oeala and the courts; the oourta have tlnallY 
1 

held under the lawe prior to 1938 that the benetlcieriee 

are the true doneea rather than the trustue, and therefore 

the tax avoidance which the 1938 aJ:~endment was auigned to t­

prevent hae provc~n illuaor:r. J.t any rate the remedy adopted 

In the act amounts to burning down the house to destroy 

tho rata. Trusts tor minor children and ot her members o:!' the 

fAmily are a useful sociAl. device , and it eaema undoe t o 

g1ve them a virtual death blow by completely removing the 

•xeaption. 
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Racommerr1&t1on The $4,000 gift tax exclusion 

be restored to gifts m&de by way ot true t, with the 

liMitAtion thnt only one trust should be recognized tor each 

~enef1c1ary in comput i ng the tax. The excluelon, in other 

•ords, should be in a l l cases determined acoording to the 

nllllber or benet1ciarie s rather than the number ot trusts . It 

one exclusion is claimed with respect to a gift in trust 

~or e certAin beneficiary, no additional exclue i on should be 

sace year tor a gift made directly t o the same 

~enef1c1ary . 

14. E:x1et1ng Law as to G1tt True on Tenancies by the 

Entirety, The existing regulations under the gift tax pro­

vide that 1! a husband purchases property and causes t1 tle to 

be conveyed to himself and hie wife as tenants by the entirety, 

then the transaction amounts to a taxat-le gltt to the wtre, 

cone1st1n! ot t he value ot her interest in the property. 
1 

Th!e ooe1tion hae been upheld by the courts. Howe•er, the 

t ax law provides that upon the death ot t he huaband in 

situation, the whole value of the property ie 1n-
2 

clu11He in hie estate tor estate tax pufl)oeee . 

Discussion The above treatment means that the 

government inconsistently treats sudl a conveyance as a com-

1. Lilly •· Smith, 96 F(2d) 341 (CCA 7th, 19~) cart. 
305 u.s. 604 ( 19~) . 

2. Sec. 302 (e) . 
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plated transfer 1» the w1te for gift tax purpoeea, but die­

regards the transfer for estate ta.x purposes. the gift tax 

rule, 1210reover, inYolTes conal.derable d1tfioultiea of Talu-

1ng the wit e •s right to the Joint uee of the property tor life 

and her contingent right to become sole owner of the property 

1n case ehe survives the husband; and it 1e poeaible that re­

nned diet1not1one mtl,)' have to be drawn according to the 

exact legal ril!bts which the law of the particular loo&J.i ty 

the wife as one of the Joint owners. 

Since the estate tax and gift tax were olearl;:r de-
l 

signed as supplementary to one another, t he gift tax should 

not be interpreted ae oovering transfers llh1oh are explicitly 

covered by the estate tax. The more significant shift of 

economic intsreats oooura at the husband's deat h; and here, 

as elaewhere, the imposition of tax should be laid upon 

economic realities rather than artificial legal technical ities. 

!he gift tax upon the type of transfer 1n question would, of 

an allowable deduction in oollpUting the estate tax; 

the methode of computing such a credit, this is an 

inadequate protection. lloreover, the husband ma7 not con­

sciously hau i .ntended to mal!B a gift to the wife in the sort 

ot trMeaction here inYolTed, and impoaing a gift tax traps the 

uneuepoot1ng t&Xpqer. 
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The prectee extent to which this 1e true will be further 
·~••wo4nlltetd by the decision in Sanford letate .,. Co ... , u.s. 

(1939) aU 1g 10~ 1'(24) 81 (CCJ. ~rd. 1939). 
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Recommendation Assuming, aa we apparentl.y must, tha.t 

L1llT v. Smith 1e a correct interpretation or the statute, the 

£1ft tax law should be amended to provide that no tranater (ex­

cept girts ul t1mately determined t o have been made in contem­

plation or death) should be subj eeted to g1tt taxation where the 

a&Jte propertr would be included 1n the tranareror• a taxable 

eat&to upon hia death. 

lS. EXisting La" as to Interest on Deficiencies &nd 

The preeent law allows interest of ~ upon tbo amount 

of any doficienc1ee, and also allows the eame rate or interest 

upon MT refunds round to be due the taxpayer. 

Discussion Th&se percentages are out o:r line with 

interest rates and should be reduced. Such a reduction 

•OUld bene rit taxparera s ince the amount or deric1enoiea collected 

1'7 tho governaent must considerabl3' exceed the uount or rotunda 

c•Uected br taxparera. 

288 

Recommendation Tbe ' intereat rate on both dar1c1enciea 

Md refunds should be lowered to 4%. ~ ~ 

~¥?r;i;.£-
13, 19:59 

.l!ote: Section number rererenoes under the girt and estate 
are to the several aote and not to the new Internal 

K&•·••••• Code with which latter eeotion numbera •oet peraons 
not yet r&~~~il1ar. 
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!IEM(I!ANWll B-1 

QU£8TIOHS AS TO THE Ei'FECT ON me; RJiV.EHU.E 

OF TH£ POI!fi'S !.lADE IN !IEMO!W!DU!l B 

Referring to J.!r, Pau1' s accompiUl)'ing me1110ran1um 

carksd ' B' , question arises ae to how much l oea or 

revenue will reeu1 t troc the suggest1one made as toll owe: 

1 (a). A provision requiring attUiated corpora­

tiona (defini ng those tame as the,y were detlned 1n the 

1neoce tax a cta 1mmediateJ.,y prior to 19M) to tile ooneol1dated 

retllt'ne, the rates or taxation to rems1n unchanged. 

(b). A provision granting permission to tile 

consolidated returns ( l) upon oondit ion t hat under a coneolida­

ted return there ahould be added an additional rata or ~ 

to the t ax gener&ll,y provided with reepeot to oorporatione, 

and ( 2) w1 thout eucb a J$ d1tterenti&l. 

2. A provision IDOd1ty1ng the preunt taxation on 

~ of the &count received as intercor porate diYidende in 

the tbllowing reepeote: 

(a). .An allm.tnation or this tax where the dividends 

•ere received trom a subsidiary company the formation ot 

which was necessary to carry on business activities in a 

Particu111r state. 

(b). .Eliminating the tax oompletel;r where the cor­

pOration baa reaeonabl;r invested surplua in another corpora-
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t1on rlthout aectuirilll a controlling interest. 

(e) . Raising the tax (by imposing it upon 

25~ instead ot 15~ of the dividends received) 1n the case 

or complicated corporate structures involving a sub-aubilidtary. 

3 (a) . A provision amending Section 820 added 

by tbe Rannue Act of 1938 and giving the Colllliaaioner dis­

cretion to allow adjust.ents back to 1932 tor worthless 

stock or bad debts wha.n there has bean a determination re­

sulting 1n a double disallowance or such a deduction. 

(b). A provision el1m1.nating troa the statute 

(retroactively to 1932) the r ectuirement that bad debts as­

certained to be worthless during the taxable year must be 

charged ott on the books or the taxpayer. 

4. A provision amending Section ll7 ot the In­

ternal Revenue Co4e to provide that neither a mortgage 

foreclosure nor any conveyance 1n lieu ot a forecl osure 

should be regarded as a s ale or exchange within the •&ning 

or Section 117 and that the loss ot aithar party upon such 

transactions should be ordinary, rather than capital, losses. 

S (a) . A provision which would prospectively 

uend the 1no011e tax statute by rejecting the Supra• Court 

cases ot Oou1d y . Gould and Dqyglas v. Willcutt and which 

Would impose 1nco118 tax upon a divorced rlte with respect to 

amounts hereafter received by way or aliaQQT or trust pay-
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1!18nts in lieu of ali.aaon;y, allowing the husband to deduct 

such amounts !rom hi a gross income. 

(b). A provision Which would subject to exist­

~ gift tax rates t he creation ~ a husband or an alimony 

truat which co•pletely discharged the husband' a obligation 

or support towards his d.ivorced wife. 

6. A provision amending the Chandler Act to pro­

Yide t.ha t the cost basis or assets in the ba:!tds or a corpora­

tim reorganized under Section 77 B should be reduced on:cy 

by tbe amount or tbe debt cancellation which would haTe con­

stituted taxable inCOIII8 except tor the statutory exemption 

1n the saae Aot. 

7. A prortsion that the earnings or profits or 

corporations anilable t or dividend distribution shall not be 

affected by any increase or decrease in the value or assets, 

or <111 account ot a tax-tree reorgani.zaticm, which are not 

recognized tor inooae tax purposes. 

8 . A prortsioo retroaetiTely reducing the un­

distributed protits tax in the case or corporations which 

were unable to aaka lecal distribution or d11'14en4s under local 

law because or capital deficits, to a flat tax or !>:C. 

9 (a). A proTision re110v1n1 the 6S:C or 75:C tax on 

ths undistributed 1nooae ot perscmal boldine coapanies where 
I 

the coaplftT baa no earnings or protita anilable tor the 4i.a-
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tribution ot a diTidend. 

(b). A proTision imposing the perS)nal hold­

ing company surtax upon taxable income without regard to the 

existence ot ea.rnings or prot! ts , but extending the consent 

d11'idends credit proTided 1n Section 28 to permit ahara­

holders to consent t o the taxation ot undistributed income 

nen tbouah such amounts would not ha•a been taxed to them 

as a d1Y1dand 1t actually distributed. 

10. A procedura1 prortsion r equiring all tax 

suits or proceedings to be instituted against the United 

States rather than the Collector or Commissioner and conferr­

ing upon the Board ot Tax Appeals and the courts a broad dis­

cretion in tax cases to disregard the principle or !.!! 3udicate, 

where ths tacts or the law as announced by the courts is 

changed in the subsequent year. 

11. A pra..ision allowing the $400 credit tar de­

pendents to be claiaed 111. th respect to children or the tax­

payer unti l the chi ldren reach the age or 21, i nstead or 18. 

12. A prortsim allowing a III.8X1&ul deduction ot 

$100 tor medical or dental expenses per year paid on behalf 

or the taxpayer or any ot his dependents . 

13. A proTision once 110re granting the $4,000 g1tt 

tu exclusion to gi!ta 1n trus t , but with- a limitation that 

only Clllle such excl usion should be recognised 1n en:r year wi tb 
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reapect to gs.tta in truat tor tbe .... 'benet1o1ary. 

14. A prortaion a.nclinc tbe gitt tu law to 

the ettect th& t ccm"reyanoea by way ot tenano1.. ot tbe 

entirety ot tbe t:rpe in't'Olnd 1n L111T y. 8111tb monld not be 

subjected to gift tu where the .... property will later 

be tu:ed tor estate tu: purposes. 

lS. A prortsion reduc;ing the interest on det1c1eno1 .. 

and reti1Dda to J$, rath&r than 6f,. 
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Alllli!ICU COliSULUI ~94 
l!anol, ladochi~~&, lloYu obor 14, 1939 

SubJeoU Mon-t of Car40 fro• lla1pboac 
b7 Lighten. 

I 
Tho HonorAble 

Sir: 

Tho Soorotar7 ot Stato, 
Yuhlncton. 

1 haft th& honor to rater to _,. doopatch AO . 5 or October 
13, 1939, In which montlon h ...S.e of th& plaA or a Jrlt!oh coDeorn to 
11tohlhh a lighter""' oorneo fro• Eaiphonc to tho noarut port 1n 
Ch1110 In order to u olot In clear!»& the coacootlon of carco aval Ung 
tro:~o lt \0 China. !hi t plan hu boon da!ln!tol7 ab&lldonod bot a 
llcl>toroce oorYic o baa boon 1.._.-atod botvo ... Ha1phonc and Plm 14J1c 
Th>wnc, a point about halt Y&7 betvocm llano! and Doac Daac. n. 
llrahh co"'J)&Il7 hu &lro&d,- put two Ughtero I n urYico and 11 
att ...,UDC w utahlbh a ochedulo whio.h Ylll oo.ahlo the IIOTO"""t of 
lq.lprox1Mttl1 700 tone a month. Thia uount it , ot couree, rela.t1Ye}Jr 
o=all bot It will roUno to a c ertain oxt ont t ile onr-taxd capo.clt7 
of the r allw&7 to Do»& Dane. 

To date, hoveYer, the ~ritlah eo~any haanot had ~ch aucceaa 
In oocur! J>& carso for Ito l lgbtoro, Tho roprooontat!Yo of tho 
compo.A1 hu axproo oed bio confidontlal opinion that tho •tr anolt&ireo• 
at &Up boac and preOUID&bl:r the r ailw&7 coarp&a)" oro not &llJ<ICNo to 
"' '"'.a thh e.Mll amount o~ lucrati•e 'buaia.e ae co into otberha.Ddt. 
Tb1t ~ be a correct interpretation of an anomaloue eltuatlon - the 
Prencb expreaa grea t concern oTer the con,geaUon ot ccco a t a.lpbonc, 
the7 oro oono t&Atl:r urglnc that ooDOthiac bo dono to clear the 
co~oUon, and ;re t the;r do not t&ko tlliYantoce or &D. opportunl ~ to 
aoolo t t hio cloarlnc. 

CUr!ouol7 onoucb, I a:> told that .,..., the Chinuo ohipperc 
ban l boYD. D.O croat entbulaaa tor thi• plan. 

llu pocttllll:r 7curo, 

Original and 2 copleo to the J)opart110n' 
Ccploo to labe117, C~IIIC &Ad Pelp1ac 
Ccp7 to OoniUlato O.ural, lloag)a!J>C, 
Cop7 to Conoulat•, lalcoa 

C!WU.ES S , REI:D 
Charlot S, Reod II, 
AMrlcan Conoul . 

j 
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Secretory ot Sta tt:, 

Waah1ngton , 

2350, November 14, 4 p , m, 

FOR T REAli ORY , 

PLUN 

London 

Dated November 14, 1939 

Rrc'd 10:34 a . m, 

Today's prtaa quotes a stock exchange notice clari­

fying tbe existing regulations arrccting the salt by 

non-ruidents or neuritics subjEct to rrgulo.tion or th£ 

deftncc (!inaner> regula tiona , Briefly the notice makes 

295 

1t clEar that stcuritits sub.1cot to the restrictions can­

not bt sold by a non-rEsident txcept to another non-red­

dent; an exception to this rule allows residents or British 

dOMinions including Ind1a, tbe colon1u and protcotoratcs 

(excluding Canada, Ncwtoundland and Hong !tonal and rtsi­

dents or Bri t1ah mandates, Egypt , Anglo-Egyptian Sudlln ani 

Iraq to sell rtstrioted securities to a UnitEd Kingdom 

resident but not (rtpect not) to purchase euoh aeouriti ts 

from a Upitrd Jt1~dom r esident, 
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CORRESPONDENCE l: 
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lnoko 

s ua.Je:en t ILIPBOII OOIJ!RS •T IOI liD 
BAll OP •auao. 

I oall ecl tho Ball: or lllcl•d at lOtM a.a. and 1ll 

Mr. Boltoo1 a ab-oo I apolto to Kr. 81'1*-· I 'n dlaau .. liiiC 

yuterdq 1 a aterl liiiC autre\, I atat..S that 1t bad ~~- aboat 

as thin on tho ap-trWllll a a lt bad ~~- oe tho do~eward ao••••· 
Forei&n bu71JIC or ders •-eel to llaYo noeecl..S f oHica aoiu01 

orllera. Sel l1QI ordera hva 3 q • appoarecl to hno drlecl ap. 

SiepuM OODtlftecl .:T atat•lllt &boll\ J apaooao Ordora. fh., bad 

bed £900, 000, ho thoacht, and ••17' U ttlo or that waa len 11J aow. 

l reCer recl to tho I ntoma\looal Tal. 1< Tal. buatnou llld 61opa­

rapl1ed that tho IatomaUODal Tol . & Tal . people ~~~ ha•• to 

decide by t 0110no• otcllt. lio OODt':lm..S that t h o Brltllb lllb-

sidiuy bad bMD p amtUod to COYer u eo, ooo, that ta t he t1rat 

=aturttr, 1ll t ho op• a arke\. rho total na tc,ooo,ooo and ho had 

t old th• that llo .-ld ~ 4eal with th• at 1117 otllor the~~ tho 

oft1e1al r ate aad that ho apMtecl tb• t o deal with lila 1ll Loedoa. 

It ther dld oot aoopl¥ with hla reqgoat, ho • uld reel< hla "1111-•o 

oa t he Brlt l ah •bllldlU'J'• .U a real\ b o hopecl that t ho tr.a­

U on 110Uld bo _ala ... at tho c.OI nte. I t tho IDtomatloeal 

hl. & tal . bad pno 1a a\ ~ rate or a "* aco, thlf' rt&.re 

1t would bno coat th• a leu or aeo,ooo ancl t b., bad ao t nntecl 

tout atiUII tor that. lltl* ud IIPOir• to th• thla ..,mlal 

'"d •u ti'JiDI to 1.t th• to 4ea1 win tbo -trol. It tho ato­

tl.diur chou to 10 Ulo oUior ..,, bo aoul• oot laolp U. 
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n OiftAL Rltii .. YC e ANK 
Of' NCW YOitK 

CORRESPONDENCE 

!'o IDoU_ --- --

• 

DATE low•bft 141 lQM• 

SU&J~CT1 f iL'RBOI I M IIIIS 47TOI mB 

l&ll or wor,yo. 

I .acc .. t..S that the ._aiaa •--« t o be t~ 

rlth their telli.Dc• 81~- Rated that be bad IJ)Ol<ID to t h • 
snerelT .,d told tb• tbd t~ were clot.ac "-11e to tb••el••• 
•• .,.11 u t o tbe Britt&. I •*-« .... .,.. 414 t he llaai•• 1 n 
their at.erliac - encl h e rt~Plied \bat 1t was the rea&lt ot 
•h1t't1~ the thole ot tbdr auop- anna. 

W1 tb r11U'Cl t o toclq' • auttn, I aettODed tbat •• had 
to &.M, ~llow1zlc Aaatercl•, 'lh1ch s-ed to 'be the 

pr1.oc1pal bu7ar b.,.., ~be local 4•end t or sterltac, I t boacht, 
•u Just about satiattecl a d a tortber u pWU'cl ..,., • .,t ot the rate, 
t t ..,,. , •aa l1ltel7 to be leu ellnpt th• 11> the lalt r .. claT •· 

ulted 'lh.U.er Braat.l be4 bee a .. n er or nwrU1111 and I 
repeated llbat I bad told Boltoa a t" claT• 1110, a•elT, t hat all 
tbt 1nfomat1011 'lhJ.ab •• had b- able to cat ber -eel to 4eQ7 t hat. 

I allltecl eftber be woulcl ••ture a 111111 aa to torel.ca 
balance s lett 11> ._l•cl. Ia repliecl t.bat 1t ,.., reel.l7 cl1 tt1 C1&lt 

to &a1 but tb.,.. ••• ••rT little lett t.bat n a ao t .. p1re -~· 
oro what eztct c1o ~ma•_. bold narllDI •-rtu .. , • I •* ... 
ead his enn.r na •.t. creat clee.l.• ~be \hoUcbt that ~retcaera 
~d buJ.l cl up their n•U..C MJ.•- •• • re•U ot aaeurl\7 sal" 
•u oae t blt ~• 41Raft bJ.a. .aa \he _ _ , be waa aot troublilll 
about our tree aanw ... , 11 fltrdc•_. .-.I4 blllD eelllDc aterlt.c 
-rtt1ea \he aUaut• -t4 be 4111'Ud'-

~s 
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P"':OEIItAL RESERVE" e .AHIC 

Of' N.EW YOftK 

CORRESPONDENCE 

• 

o ..... ... --.v 1!. u•. 
SUOJECT• !ILIPBOII COIYDS.IfiOI !l'fll 

BAH Or DOUID • 

J. reten.cl to IIJ.a 1 ... \hF aable l o. 101'7 or la.•bv e 

11114 told hi• that " wald cUle M. tonllht about canaio d1t-

nC11ltiel 11bicb " ••• a:pai•aiJII· •-lbil e ~4 be pl .. .. 

han socebod7 ••4 ua b)' a1JIIa1.1 ooplea of t heM cvtttlcat .. . 

! hat, I said• -.14 pro~abl7 IUIII:e it -HesaH7' tor ua 1o tatare 

to .. ocl a cable aiiUlar to the ODe .. were 41 apatcbl.ol '-lcht. 

Siepullll pi'O!aiaecl t hat he -td aM t o t hat . 

I ":\ I .. 
' ..,1# ~I u> ' 

2S8 
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TREASUR Y DEPARTMENT 

UNITED STATES OCIAST GUARD 

WASHINGTON 

l4 IOYOIIbU 1 1939. 

liE1IliWii)IJI( lC81 Tb• Secrotm 0: tbo f!:!all!!'Y• 

n.o att&cbed oolt--npl•Mt0'7 lottor troa .Lcloo1ral 

Harold R. Stork, Cb1e.t ot laTal Oporatiou, U. 3. Ia>)', dated 

9 NOY&IIbor, 1939, 1o torw&l'd8d tor JOQr 1otor~~at1Cil. 

R. R. 'tllE8CIII, 

6,0 
6:) 

Roar .LciJI!.ral, u. S. Coaot Cl!lard, 
Coiiiii&Ddant • 

2S9 
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IUft c-..Aftlllft 
OM OI or 'I'll CHI IP or IIAT.U. ~­

WA31111Df\i1 

'... .. ltat 

DIU .AMSal • ..-., 

IIIMirU:r .n.r al'l'tftl ttl tllll IIIOqDOU la ... Tedr I 
_1 .... let- ,_ 0..'-ia L. • • ~. u. s. ~ ........ , til&\ 

\180 wu 1 "'"' tM a.-4 - l'atftl. Ia \Ida letter.,. ....... 
•1 - a-' "'o ~a-'llq la ._... \a 

.- JUt or - ~ ""' b• •-41111 
etnHr, c- ... __ , , .. ·-""' -.. 
DlO';tV:XU aater TUZ 41tt1nlt ob 1 rwe .. •• u. 
rta!.'lllU\7 _. - ..... ae4 the ta0:1110D •a Mt 
ulac 11ft ft41o 4• h !aar o~ 'belli& - 'llr • 
,...&lila -· "'- CIAIIPIZU. ,..,_. ........ u. 
lana laMr aau-- - t...lta•lr· n 
M11a11Llf t. a pl•- 'llart .. ooaat I'IU'4 '"" .... • 
ao a 'lilT •-"" ..._ ~ ,_,.,. 

n ..... ~ la-U• t o ,_._ wa w-u• to,.. 
'-Mla\eq 'lllllt tile la"ar la wllloll \lila m-t _. .... _. 
11- .. - or- o~n .... la ~ ottloa wile .Ulal<l u- 1\ 
llu aa1p - ...._ ,... ...... to •• I wlell, - til ..... llelaWl.ro 
ta ,_. t o ,_ \liNe -• • "" ••.uat re1&U .. 'bl,. 
..._ llaftl .... Gout o..t r-. 

Wl\11 IIUbft JJ81--LI' n e4e 

1•1 L R. ftAK 

IIIQ~ .... ··"··· o het, u.o,o.ut o.ut, 
....... ,D.o. 

-
~JO 
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HoYeaber 14, 1939 

Dear llr. Secretary: 

Por your 1ntoraation l enclose an excerpt rroa 

a strict ly confidential l etter receiYed by •• troa 

Wr. IYar Rooth, GoYer nor, S•erigea Riksbank, which I think 

you will be i .nter est ed 1n reading. 

Bon. Henry Korgenthau , j r . , 
Secretary ot the Treasury, 
luhin&ton, D. c . 

• 

Sincerely yours , 

~L~. 
President . 
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l..O ..... ., , . 

sVERIGES RlKSB.Ui!: 
Stockbolo, 25th October, 193 

Strictly Contidentlol 

Ur. George L. Harrison, 
President , 

Federal Reserve Bank of New York, 
N e w Y o r k . N.Y. 

Dear Ur. President, 

As I told you in ~ letter of April 12th regarding 
our foreign exchange policy we were i ncreasing our holdings 
of gold . Op to now there bas during this year been an in­
crease in our gold holdings by about 160 mi l l i on kr . Tbe 
gold is held a s follows /ti~res in •1llions or Swedish 
kronor at actual gold price/: 

24/ 10 19~9 

Gold in Sweden A 1.030 
• " England 96 
n n U.S.A. ~ 

1.501 

Since the outbr e war there has been e. heavy 
drain on our dollar and ter balances . Owing to the tact 
that Swedish importer e b n buying dollars partly for pay-
ments of goods alre and pertly for anticipated 
payments of imports, and th orei gn banks have withd rawn 
their balances in Swe en, ur dollar asset s have been reduced 
from 14& million doll about the 20th of August to 87,5 
million dollars yesterday. That is the reason, why we asked 
your Bank to sell part of our gold 8gs1nst dollars in order 
to increase our dollar holdings. 

We are now sending some gold fro~ Sweden to u.s .A. 

~ith kind r egards, 

I remain, dear Mr. President , 

Faithfully yours, 

(signed) Ivar Rooth 
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... • •• 17, 1,, 

111 ctear ICJ'. llarl'1-l • 

ftdlw111~­
.. 1p t or r"" l.tMP to S..,.WT 
Morpll~o 4atl4 110~ 1--, 
with 1'1 .-1•-· 

I lllal1 'llo «114 to ""--C 
\1111 to h U a"-ti• aa - .. 
be "- to tllo otn.•. We -,,..,..,uas Ida 11oor. oa ~: 

81Mel'el'1 ~. 

(Signed) H. S. Klot2 
11. a. nota 

Pr1-tl SIONbP7 

Ill'. oaoM L. llan11oa, 
Prl11&aai, ,. ... al ... llr91 

11u11t or ... ~ 
..... 'fol1to ... ~. 
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JI GRI.Y 

Paris 

Dated Novcnbtr 14, 1939 

Rtc ' d 4:55 p. m. 

Secretary of State 

Washington 

27~, November 14, 7 p. c . (SECTION ONE) 

FOR THE TRE:.SURY • 

~fttr an absence of stvtrcl months due in part 

to illnras Frtdtrio JEnny, L£ TE: 'PS' well known and 

1nflutnti ~l collaborator , has r,turntd to that journal 

with a ti"ttly nrtiolE i n thE tlovcmbtr 13 issue entitlEd 

"'"lc.r Finnncu" • It is o.n Error , ht says , to think that 

financial and Economic problems ar t of second plao£ 

1mport o.no t in war t1~• : on t hE contrary tht succtas 

of codtrn worf~rt dtpEnds on 1a:tnst financial re­

sources . Tht prL~ry question is to find thtst rE­
sources r a ther tbon to adjust "public txptnditurt to 

pt~ntnt receipts• . He thtn reviEWs tht ycar's 

txpenditurts a s follows : Tht total 19~9 budget vottd 

by Parlia•~tnt cnrritd expenditures or tht State (not 

including thoat of local govtrnmtnts nor tht budget of 

tht nlnortization fund) of a Uttlt over 10o,ooo,ooo, ooo 

franca ot ,.hicb ss, soo,ooo, ooo oonstitutca tht ordinary 

budgEt 
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- 2•2753 1 NovD:lbEr 14, 7 P-"' • (SECTIO!I ONE) troo Par1a 

budgEt bal a noEd by rEvEnuEs and thE othtr 35, 000, 0001 000 

oons1a t 1ng lArgEly of national dEfEnse cxpcnd1turca 

<I Ert to bE oovtrtd by borrof11ng 0 

(END OF SECTJON O~E) 

BULLITT 

EI'.B 

3DS 
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JI 

Seoretnr1 of Stntc 

~·.'o.shl ngton 

GRJ.Y 

P::~ria 

Dnted NOv cnbcr 14, 1939 

l'l cc 1d 7:05 p ,•·1o 

2753, Novc:lber 14, 7 p . :'l , (SECTJO!I 'mO) 

After the 0Er.l.'lns ._,_.._rchEd into Pr~ ·ue l n l~ch, t hESE 

expenditures tttr t "'-"ttri~lly lncre"lstd br!nglns the 

total to btt~tEn 110 nnd 115,ooo,ooo,ooo rr::~nc s , I n 

the war o coal ~n of S tptt: tb tr 2 1 P.~rl1n•·:cnt votEd 

add i ti ona l c r edi ts of s9,ooo,ooo,ooo or 11h1ch 

appr oxi·:atcly t,S ,ooo, ooo, ooo " •rc " pny-1cnt cr edits" 

and 2<!1 000,000, 000 cuth-rizntions (ol>r tclt(!r= No , 

1712 1 Scpte,bcr 2 , 7 p ,- , , ) , REynaud (uho i s dut 

to pres tnt bl.a budget t o thE Fir.::~nc t C?· r :l.asicn of the 

Ch:l:'1btr Pr id:.:·) r.lll SEt f orth hJ.s tatl-utca for the 

co"11ng yc.'\r ( i t vill bt rtc'\lled fr ., our telq;r = l!o , 

2215, St.,tt::'>tr 27 1 8 p , . .:, t h c. t w~r txp t nd1turto will 

be voted only by qucrt trs 1n view or t h t 1 possi bility 

or ESt1•mt 1rl{l nEEds f e-r " y ee~r ohtnd) . The question 

ar1su, c ontinues Jtnny , a s t c ho17 t hen expend i tures 

art t o be o ovcr cd , 

BULLITT 

!IK: EMB 
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JI 

Storttnry of StatE 

Washington 

GRAY 

Pari s 

D~ttd Novtmbtr 14, 1939 

Rto ' d 7tl0 p. m. 

2753, Nov£mbtr 14, 7 p .m. (SECTION THREE) 

HE urgts thct tht rtvtnuE from taxation should b t 

os l argE as poos iblt (given thE ndv t rsE EffEcts on 
rEvEnUE of mobilization on 

/the oountry 1 a tcono~y) to facilitate tht ~nnging 

or the monty Dll\ rktt and to s afeguard thE stability 

or thE currEncy, Additionel s acrifi cEs should b t 

askEd of tax pa~Ers and consumers and at the same 

t i mt the maintmancE of productive econornic nets 

should bt stimulattd to prtvtnt tht dryi ng up of 

sourcts which f eEd tht ?rEnsury, Rr n~~ts that , 

"It is a dtlioat t problEm in thE first placE to 

strEngthen the tax system sufficiently to pcrQ!t o 

sntisf cotory !low of r t vtnuu wit'lout cccttding tht 

point whtrt tht spir i t oi' EntErprist bEoomts discouragEd 

and losa es nr t rt(lis t Ertd r ather than thE d£s1red 

incrEt\s ts"; on the otht r band to br ing about possiblE 

coonomiu nnd to fight c t asel t ssly cgalns t \lt\OtE and 

thirdl y 
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- 2- 2753 1 Novtmbcr 14, 7 p. m. (SEC·riON THREE) from Paria 

thirdl7 to rEconcile thE mainttn~not ot on toonomic 

litE os not ivE oa possiblE to militnr7 ncocaa1t1ts . 

BULLITT 

EMS 
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JI 

Stcrttary or Statt 

Washington 

GRAY 

Paris 

Dnttd Novu1btr 14, 19~9 

Rto 1d 6 1 ~6 p .~. 

2753, Novcobtr 14, 7 p.~. (SECTION POUR) 

Turning to txc•ption~l rtsourccs , b e s ays they 

nrc t wo : i nflation a nd borrorJing , Inflntion 1a tbe 

tasltr , but ita abuse i nevi tably ~~a repercuaaiona 

on the currency a nd on prices , It should tht rtfor£ 

bt 1\VOidEd a s rnr a s posslblto Thtrt ':'lUst , hOY/EVEr , 

bt OO."lt recourS£ t o tbt crtation of : •.on ty, givtn tht 

rapidity 1':1 th ,.,hi cb ::msaivt r:ar ntcds ~•ntrr1al1zt o 

It r.oe for this rtns on that t h E Bank of France optntd 

tht Treasury ' s 2S,ooo,ooo,ooo crEdit , In this conntc­

tlon , ht says it ia cor th notir~ that the Stntt' a 

authorized odvnnct up to llovt!:lbtr 2 v:~a dr:mn on only 

to the extent or 7300 ~lllons end th.".t "11pparently 

this noney was utilizEd lEss ror current cxpt nst 

txptnditurta than to pt~it tht Trtaourr to cover 

advonots 11hicb it wao obligEd to ·:1<\kt t o tht otabiliz~­

tion f und ror gold purchnstS o In thE lust analysis , 

tbcrd'or£1 

:!09 . 
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- 2- 2?531 Nov~bcr 14, ? p.n . (SECTION POUR) t ram Pari s 

therefore, this 1ntlat1on, so ~odcrata undEr tht 

olro~~tano •s , 1s guarantEed at lcaat in part by 

mctalllo ooncy (gold)" 

BULLITT 

~K : EliB 
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J1 

SterEtllry of Stilt£ 

Washington 

GRJ,Y 

Pllrie 

DlltEd Novtnbcr 14, 1939 

Rtn ' d 5 :20 p. m. 

2753, Novatbtr 14, 7 p.n . (SECTION ?IVE) 

Turning to borrowing, ht anya tht\t borrowing 

vill b t called upon to providE thE Oovtrnntnt vi th 

thE grcnt tr part of its vllr rtsourc ts r.hieh is uhy 

n poliny of borroYiing dts1gntd to sllftl!uc.rd th£ cr<dit 

of tht st11t c is of such importnnot . lit points out thnt 

French rcntts today art hightr i n spitE of th£ voar thnn 

in 1938 and uprE9SE9 thE btlitf thllt the prutnt 

polloy of entEring •to thE public prttcrcnnt for 

short tcrc lollna• is sound. Consoli dation opcrotiona 

uill eon£ lllt tr froc tint to tic t •to cas t thE short 

t trm mon ty ~ktt 11nd rEconstitutE eirculllting funds• . 

BULLITT 

El.IB : NK 
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JI GRAY 

PARIS 

312 

Dnt Ed Novtmbtr 14, 1939 

Rtc ' d 8 rl6 p.m. 

SEcrEtary or StatE 

Washington 

2753, NovembEr 14, 7 p. m. (SECTION SIX) 

In tht mont tary field , hE snya , lt ia important 

in wnr timt (firs tly) to prtvtnt the outflow or gold 

t~otpt for thE Covtrnmtnt 1 s arQS purchasEs abroad; 

(SEcondly) to prEvEnt t~chnngc ratEs "which nrE no 

longEr ' rEgulari zEd ' by gold movEntEnta f r om losing 

thEir stability and finally to aasurt that nll 

nationnl nnd fore i gn ExchangE rEsources nrt plac Ed 

nt thE di sposition of thE country. H1noE complete 

control of ExchangE, of forEiGn trade and thE rEquirE­

mEnt for dtcl~ntions of holdings abrond . RE concludEs: 

"BEhind thE barriErs of t~changc control , thnt 

Exptditnt ao nbhorrEnt in t imE of pEnce but n mEasurE 

of prtonution ao ntctssnry in tb1£ ot wc.r tbtrE ts 

Estnblishtd n cnpitnl circuit strongly primtd by t ht 

r Eturn or funds , l crgEly matntatntd by oovings placed 

at thE servicE of thE country in pEril, a circuit 

which 

Regraded Unclassified



-2-2753 1 Novtmbr.r 14.1 7 p .m. (SEC l'IOll SIX) trom Paris 

which brlngs to tht cof rtra of th< Trtcsury undEr thE 

torm of lonn subscrlptlona n largE pnrt of tht sums 

txpt ndtd bJ tht St~tr. Por this rt~son borrowing 

tnkts in Efftot, nmong tht immEnsE rtsourote which 

tht t1n~ncing of n wnr ntotssitctts 1 tht prcdomlnent 

plo.e £ "hi ch 1 t must OOOU~J• 

B\TLLITT 
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sroretary ot State, 

1Vnah1ngton, 

ORU 

Parh 

Dotrd Novrmbrr 14, 1939 

REc 1d 8:22 p , m, 

2'753, rovtmbtr 14, 7 P • m, (SECTION SEVEN) 

~r hovt reported in past tr1rgrama (tor rxamplr 

telegram No, 2632, November 1, '7 P• m, and 2'70'7 , November 

9 , '7 p , m, ) thr nntura~ rmphu1s br1na plnord htrt on 

the nrtd to txport and thr d1ff1cult1re and obataolrs in 

thr way ot rx·>orts concerning thr progrraa or lack 

thereof no etnt18t1o8 orr avail~blr , Tht prrae 1a 

btginnin3 to dl.ecu8s tht question mort truly and lns t 

night ' 8 r E ~E;:ps contained n ltndina art1clr on thr 

oubjrot , It po1nttd out that rxport rntrrpr1aea n•rd 

labor , row mntrr1als , end plnnto; t~~t 1t 1o uotl£s8 to 

1nv1tr t~cm to txport if in thE tirst plnor they connot 

prOduce , Doubt1ts• thE nrcrss1tit8 ot national drtcnst 

wr1 tu IF. 'J:E!.a>S tnkt prrcrdrncr ovtr rvrryth1na but 

txpor tnt 1on 1a one of thtst nrcrsoi t1ra , •wr must not 

torgrt t~~t our exports art composed largrly of luxury 

ort1o1ra, the crtation of which rrquirra tbAt our artists 

end our art1oona work in an atmoapbrrr that it 1a di fficult 

to 
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to ~1ntc1n in wur , It is all th£ morr nroreiCrJ tbnt 

thr populct1on lrnd a lifr ce approaching normal ae 

m1l1tnry nroreo1t1ro will prrmit , • To rxport , LE T~S 

eont i nuro , both o orllrr ond a buyrr orr nroreenry ond 

untortunctrly thr difficulty of oommunioat1ono 11 

orriouoly hindrr1ng Prrnch rxportrrs . 

ws 
Elm 

BULLI'l"l' 
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Jl 

SEcrEtory of StntE 

Washington 

GRAY 

Paria 

Dntcd November 14, 1939 

Reo ' d 8 t29 p . m. 

2753, Novcnbtr 14, 7 p.m. (SECTION EIGHT) 

Ntutrols compl~ining of French dtl~s i n export 

~uthorizoti ons and communic~tiona report on the other 

Mnd trot relattons cith G•rmnny ore woh quicker nnd 

cosi er . "The necessi ty tor contr olli ng corrcopondtnct 

with tht out sidE world is Easily undcratandoblt o The 

enemy must bE preventEd from rECEiving information 

which i s prEci ous to him; ngeinst this d1endvantagc 

!!lUSt be placHd thos e \7hich result in thE stopping of 

our exports . In ordEr to blockadE Ocrmnny must ~ • 

go to the Extront of blockading ourselves? If that 

i s thE coat i t is n ecessary to chooat between postal 

control end rxport , but n t do not believe '" arE 

eondtmmld t o this olttrn~tivi o Is i t rcnlly iopossi blt 

to organize control so that urgent commun1cctiona with 

nEutrnla nrc not subjtct to dtloya? Such 1• th£ pro­

blEm i t 18 urgent to solvE if one b£11£vts tMt rxport 

h in wor time, Evtn mort tb..'\n in pcocE t1mt , o vital 

ntcraa1 ty for thE country" o 

BULLITT 

PG t EllS 

31& 

Regraded Unclassified



REB 

Storrtory or Stott , 

Wash1n,ston. 

CJliiJ 

Po.rh 

Dntrd Novcmbrr l t, 1939 

Rrc 'd 8:35 p. m. 

2753, Nonmbu 14, 7 P• m, (SECTION NINE) 

This is thl: first aootwhnt tinid following i n Prone< of 

tht oorr outspoken compleints C9prcring in the British 

prus on w:.r t1mt controls ond rrotr1ct1ons thl:rc and 

it is probable tbat th< French preas responding to the 

complaints \1h1oh in ap1 t< or tht oorc disciplined 

attitude or n country schoolEd by univrraol military 

srrvice c~y broomE more vocal oo tim£ goes on. Both 

LE 'l'El'PS tor cxampl< and U. JOUR!'EE INDUSTRIELLE sound 

warnings ct th£ "dllng<r" of increased Govrrnmrnt controls 

os rvidEDOtd by thE proposed drpartmcntal groupo to 

317 

oaaurr supplies of foodstuffs ond agricultural products 

(please ace our telegrams Nos, 2632, November 1 , 7 P• m. 

end 2G~~. Novrober 2, 6 p. m, ) thr lattEr journal protests 

that whilE producers bEg for mort "liberty• the State 

thrrotcnc more and mort control on1 predicts thnt thE 

State will peas Away troo •regulAted liberty• to •con-

trolltd economy• . 
BULLITT 

E!IB 
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PAP 

Seoretary of Sto.te 

Washington 

GRAY 

PARIS 

~18 
~-

Dated November 14, 1959 

Roo 1 d 81SO p. ml 

2755, Novel:lber 14, 7 p . m. (SECTION TEll) , 

Tho aeouritiea market showed a firmer tone yesterday 

and this tendency continued on en increasing scale today, 

Pract1oally all along the line gains were regiatered and 

rentes advanood on the averace over one ha l f a franc . The 

two exchnnge guaranty i ssues of 1925 and 1937 gained 1 , 70 

and 4, 10 respeotively. The improved tone of tho markets 

the paat two seasions is largely due to tho public belief 

that the danger of a German invasion of Holland and•Bclgium 

is somewhat loosened. 

Tho Journal Official today carri es a decree increasing 

cigarette pricoa by the tobacco monopoly on tbo average 

about one franc twentyfi ve por packago, 

Tho Belgian National Bank s tatemont for the week ending 

November 8 shows 80ld holdi ngs at 18, 0291 0001 000 up 6 , 900, 000; 

foreign oxchango holdi ngs down 167, 000, 000 to :5 ' 925' 000' ooo, 

Belgian commoroi a l advances up 519, 000, 000 to 3 , 296, 000, 000 

and commoroi al o.dvanoes abr oad up :59, 000 to 16,539, 000. 

Advancoa 
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PAP -2- 275~ , llovomber 14, 7 p. m. (SI!CTlOll TEN ) from Paris 

Advances on public funds are down 276, 000, 000 to 761, 000, 000. 

Note circulat ion ia up 51, 000, 000 to 27, 195, 000, 000. The 

tronsury account i a down 1,500, 000 to 7, 2001 000. Gold 

ooverago ia 64 . 20 as agai nst 64 ,24~. 

BULLI'I'T 

REP :e.IB 
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l!EB 

Stcrttnry of Stnte, 

Wnohington, 

GRI.Y 

Pnr1e 

Do.ttd 

Rtc'd 

A • 

November l4, 

8:11 P• m, 

2753 , November 14, 7 p , m, (SECTION ElEVEN) 

1939 

Tht Btl5inn Trrnaury hns isautd 40, 000, 000 t'ranos of 

tbrtt l'IOntt a Trtnsury bills C>t C>n nvcro.ge ro.te of 2 .75~ 

per o.nnum C>gllinst 2.74~ previous, 

~,o --

T~E BtlJinn FinnncE Uin1stry hna 1eaucd ll sto.tcmtnt 

conctrning proposed nrw to.xts . Excrsa profits tnx will be 

7~ nnd t he rtmnini ns 3o,% will bt subject to thE •tnxE 

mcbilitrt" , Thtrt WErt U kE wiot incrcnots in n nu:mbtr of 

indirEct tC>XEO dtaignrd to product 1 , ~43 , 000 ,000 frnnco 

ndditionnl rtvEnut whilE mnintntnins npproximatcly thE 

prtaEnt proportion bEtwEEn indirEct tnxta, conau:mption 

tnxta , and atnmp tnxEs . ThE oto.ttMtnt ratimo.tce the cost 

ot Btl_;l.an ~1obilizntion at 8 , 500, 000, 000 t'rnnca or wMch 

4, 500, 000, 000 1o C>ctuo.l mobili~ntion costs !'rom October 

19, 1939 to Dtct~~~btr 31, 1940 nnd 1 , 500, 000, 000 t~~ 

tatQ~~I 9tJ:fftUCEd rEvEnUES · T~E txtrnordi nnry budgEt 

for 1940 ia rxpEcttd to total 2 , soo, ooo, ooo. 

~lil l-J!~n61:\ ·tinnnoinl prcoa tal<to plrcourE in nnnounc-

in'\f • \:l:'lt"'r atC.'I)l 'ifah•DEDt ot ' . .,, 
or.ict:cii~ • !r1! ftt' York. 

( EliD OF !.IESS'-GE) 

thE ngtncy of tbt ~ociEtt 
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TREASURY DEPARTMENT 321 
INTER OFFICE COMMU NICATION 

TO 1181'4 ... ) ..,._ ... 

!1M fwelca .,hmp _.,.,- Wa wt.ta. ra\M n't'ioc la m .rraUo -r. 

Ia Au\OI'Ua Wo nra1"'• • ••ll.as - -- a\ ).~-13/16 -· prior \o -
~ of ._._ ...... it,.. 3·93-7/1. Ia low Tut< - ., ..... -tatlaa 

- ) .<jl-}/ 1 aA a\ \hat Un - CllleM IMk INpar- til&\ U - ,-•·rl"' 
o\trll.as la -'--· tM lnlac flu\ ' S'V _._ m _._ hM ...._ 

"' ooll 1.50,000 '~~~ida - "' enw• 1a tile _.., •• ..._ ~ - Jnlac 1a\o 
1h owa pOoU1oa. tM ...._V flu\ O.llm.T npor- til&\ U W. reni- lletll 
bat u4 oell o-. fer o\wll.as 1a -u. _._ tiN• - 1a Pwio, .&hft\ Jd.._ 
-a1oc, o\WU"' ,.. .,..,. a\ 3.96. I\ tllm MCM \o r..-. - ollerU, llt\W 

-•U• .. -- - 1ew at 3.93-1/1. I\ ,.......,.,lT -- '- '·""-3/1 .... 
olo .. 4 a\ ).93-'J/~. tM _.,., 1a o\orllas - oo omll _, a\ u- ,.,. rata 
.,.14 a p- per pAM ea mall -...., a1\Mr WIIF• 

!1M 41•-• far - -••• •-llas ..u..t \o l:IJI/. per ~. ~ \o 
"-'3/ lft!.. pw - hr \llree _..._, - 41o-.t - 'it,-3ffl :por ~. --" \o 
'1,.7/lrif. :per-

Sal" ot o\orU.ac ~ - ffii>Z HporUJIC 'bmli:o la lw York \o\ale4 IAA9,000 
troa \bo followl.as OOVOHI 

17 oo.-relal oo..ar. • ••••••••••• • . •..• ...•••••••..•••• . .I. Z!M>,OI:JO 
l7 toreSca- (hr lint, ....,. - ._. Mor1ea) • ••• 

!oW. • ••• 

!1M 'bmli:a &1M Nper- til&\ - llrlUela 0..\INl ..- .,. •• ohrll.as -•s.a. 
to ;,77,000 a\- attlalal ra\o at -.GI, AU at W o o-UIIC INprHMW ao\\oa 
'biUo, 

!1M otllw IJ9erlM\ ~-nu-- ra- wUa17 ..,. • ...- ao tollewoo 

I'HM!o'­.. u·­...... ,_. 
w.-
0 'le 6l11.ar 
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!be 411C.,.., Oil \bo au- POlO ... u ..... ,. iacroaoo &ad -· \o4q '""to' ., 
lll-7/Sf.. 

!be !)ow JOileo \lcDr OU'I'1o4 o.a .lo-ta\84 hooo 4o-\elo h• llo4r14 a\oUJOC 

tllo>t tbo &puloh COTOrDaa\ OC!Oia lo&o oorNoto4 \ho pooo\0 rato \o oaatorw t o \bo 

ttcllllo of \ho :trlUoh poual. u4 \bo J'r- fr&llO ill rol&Uoa to '"'- U, a. 4oll&r, 

Ia tht tut..,.o, U, a, 4oll&ro rooal\iJOC h .. llpo.aioh -.rh 'Oi.U 'H 110rt.h 10. 05 

puetoo ($.0995 por pooo\0) , lloll&ro *loll aro nlu\orl}T rotarao4 to 1pata will 

bo .. rtb 12.56 pooot&o ( $.0796 por pooo\a) . '!bo tonoor ratoo wore 9.90 posot&o 

($,1010 per posota) o.a4 12.37 pooot&o ($.0801 P• pooot&) .miolo '11'01'0 b .Uoot tor 

the loot two 110a\bo. 

'h parcb&oo4 tbo followiDC .. OUiltl 1Jo COld froa \ho ...,_..loo4 &oOOilllto ot tbo 

boAb b41cato4J 

$1,000,000 fr• tbo lotborlu4o -
993,000 froa tho •uoaal - ot llolc1a 
J50,000 fr011 \ho- ot \"- llopl1bl1o, Coloabta <­

-'"""",.....,= _,o4 l&to oo. IO'Foober 13) 
f9. }4),000 !o\al 

!116 h4oral llooarn Jul< roporto4 t o u \loo tollowiJOC obt-ata ot 10141 

$1, 663,000 froa 0....11&, obtppo4 b7 \ho - ot Oaaad&, Ott&•, ooo.dcu4 to l"-

7o4oral llooorn li&D.k of l ow York, for oalo to tho U, s • .loOII' Otf1ot a \ 

l ow York. 
1,1)0,000 tr• lwitserl&ad, olo1ppe4 b7 I"- latloaal- ot a..st-lu4 for \hO 

&ooollll\ of \bo :BIS, ooulcu4 to t"- 7o4oral lleoorYt :Bull: ot low York 

for tho aeoollllt of \bo :au, ' "'- 41opot1Uoa ot wh1oh 1t lUIII:aom t o 11.0 

at ,,. prooat tS.O, 
22,000 tr• llloclu4, oh.l,ppo4 1>7 a.-.1 lloo.\acll • Co., oo ... tcu4 to ""- llull:oro 

,.....,,..,"' !rut Coopq, lew York, for oalo to \be U, s. A.aOII' Ottioo at low York. 

$2;815,000 !ot&l 

0o tho report ot I01' .. bor I r.coin4 tr.. t"- 7-al llooorYO - ot 1.,. Tort:. 

&:hies tho torolp ...,-.. potlUoa of ~. u4 -· ill lh 41otrlot, tho to\al 

poolUoo of all oarrt1lGloo no ohort tho .cptY&loo.t ot *16,9Jli,OOO, a 4ooroatt ot 

11,780,000 1a I"- ohor\ pool\ loa for I"- -k. '!bo llO\ oh&DCto 1a pooiUoa oro ao 

tollowo1 

llllt8t POSl!IOI S1!0B! POSI!IOI .,...,.IASI II 

OClii!IIY IO'flllllll 1 IOYJIIID I Elm POSitiOI 

Jaclep4 t5.o49.ooo • 11,190,000 • 1!)9,000 

Joropo a , Jll5,ooo 1,191,000 ~53,000 (:tacr•oo) 

Cua4a 932.000 515.000 17,000 

Iaua .U..rioa 291,000 J63,000 72,000 (laor- ) 

Jar llaot 4,0~,000 2. 937.000 1, 119,000 

All 0\hero 1. 000 ]1.000 lOaOOQ 

total t u.7111,ooo $16, gJII,ooo $1,780,000 
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The oqui....J...,t ot to~'• I.ond.cm IQ>Ot allnr price •• 41.2}; aad. tho torsrd. 

price llo.971· !be prlao :paid. 'by llud.7 aad. llaNu tor torolcz> oilnr sa .....,~ 

at Y!-J/4/. 'lho !r•IIV7'• prioo sa ~lao 'lll!ohnpd. ~t }!)~. Ia lin l'orlc, " .wa 
tlfl parcl>aooo ot ailYor tot&li.tlc 375.000 O'DOoo llllllar tiM SUYOr ~·.Act. 

,, u 1o parallaaod. }~,000 ollllcoo ot oilYOr troa CaDa4a a1<1J1C ~ to~ ot 495,000 

O\U).CII purcbaee4 4DriztrC •oYeaber v.a4er Ollr ACf'I ... Dt to ln1iJ 1, 200,000 OliACel MDtbl7 • 

11r. IDolca told. .. at 11115 thh ...... illc tb.ot ho had. Jut -- wtth llr. Sl_..,. 

o1 the Baalt ot lin~·"", _ , bad. told. Si_..,. ~'bont tiM lin l'ork ·~ -.rltot. 

SliP"""" tho'a&ht tho .T-••• 11U'o FKtical.ly throllcll ooWac otorUac. 51-

1>&4 toll<od '111\h the --~-• aad. bad. hilltod. t o th• tb.ot ooleo ot otorUac """h &o 

tbtf ba4 'botn Ml<iD& bad. not 'bean 1a their om intoreot. !he lluaai&no 1n410&Ud., 

t• repl7 to Siopann'o 'lUI'7o that tha oterll~>& IIIlich tho:r bad. oold. r opreoontod. 

torelco> ur:ball&o bal&acoo . lJo r epq to I'Doko '• quo \ion ao to tho extent ot t oroip 

~·• in J::oc! n d , Sl_..,. replied. \bat t ho oo ware YOrJ ..U outoid.o ot !rlUoh 

llolplre 'b&l&acoo. Conti.Jl\>.1ac tho qli .. Uon &o t o tho toroip._b.old. J r1U oh -~1Uoo 

lb&t eoul4 'bo l 1quid.&to4, I'Doko •• 1otorM4 'b7 Sio_..., tb.ot thlo •• &D oaUrolJ 

4Jftor01lt qv.ooUon, &nd tb&t tho Yol""" alD>t 'bo oubot&llti&l. Sio_., h11lh4 tb&t 

IJ olgno ot t.port&llt llqu14&Uon ot !r1Uoh oocuriUoo d.o'Folopo4. tb.o7 lli&bt 'bo 

oollod to talto OODe &OUon. Sio_., ot&tod. t bat a doeloloa '001114 'M takoll 'b7 

u aorro• with reapect t o the ~.000,000 atv'ity t4 the I.t.t . 11blch haa -.. ........ 

lloned lD &&rlior COil'l'tra&Uono 'bot- tho ll'od.onl RellrYO J aak &D4 t ho Jaak ot 

l:ntl&Dd. Sle_., •14 that ~65,000 wo'l&l4 pro'bol>q ho aoqv.iro4 oa tho lin l'orlc 

-loot &ad tho r~ad.or would 'bo cinn 'by hla lD loa4oa at the otflolal rate, In 

cloolJI& hl o talk with ao, I'Doko OJFioood. tho oplaioa tbat tho lin l'orlc otorllJIC 

- :mt • • a l1U le t1ro4. haYillc a'boorbed all ... t all tho oUrl.Ug 11 oolll4, &D4 

th&t elthor bJ1:r1nc or oollia& llicl>t han a -.rbd ot1'oc t oa tiM rate. 

Leroy-l!oaull.._ ttlophono4 ao :rootarda:r troll ... l'orlt. Bo otatod. that t ho J'rtnalt 

Coooul Genonl bad. tb&t ~ ea-YOro4 to ooll to tho Chaoo Jaak a olcJ>t d.rott dram 

b7 tho Conoul Oceral on tho lllniotrr ot ll'oroip Ufalr o ot ll'ruoo to conr ~lot 

ODd roumiJic upon11o ot t ho J'Nnoh Conoulat o O..oral. !be Cbaoo llaak bad. rotuoo4 t o 

~ tho d.ratt, ot&tillc that tho JloAt 1IOul4 II&Yo to c_.catt with tho Stato llopu't­

lliDt at •ohlnt;toa to ooo obothor 0110h a tr&n-Uon would 'be perlliool'blo Ullllor tho 

l "'trallt7 .tot. Loror-J•nll.u told .. tb.ot Plnoont •• in hlo ottioo aad wao &ell 

1Dtorooto4 1n t hlo caoo, oi..Dco tho !r1Uoh J:a'baoo:r &ad oonoul&r ottloero ill thlo 

.....,,.., '001114 ban tho - pro'n-. I lot Loro;r-a-lln taow \bat thlo •• aot 

• !rta~ •ttor. I tr1o4, withou t """cooo, t o le&O'Il troo the Stato llopu'-At 

1lho • • h&ad.llll& thlo •ttor. I o&llod Loro:r-J....U., 'b&olc &D4 told h1a tb.ot 1t ho 

lt&rll.e4 'tlben, u4. t o *•• ud bow, the Cbaae b&4. retened thia •Uer, I would. ••• 

If &07thlac o...U 'be d.cmo to u :pod.l.to a 4oohlon. 

llr. IDoko opoko wt,th ao at lla45 ;yootar~ oYoalD&. Bo -uoao4 tb.ot Pla-t 

bo4 h lopboaod. h1a 1n rop.rd to tiM qvoUon a'bo'FO 4ooorl'bod ao raho4 b7 Loror 

!"'UUeu, &D4 tll&t ltnoko bad. a4Yho4 cont&llt with tho Stato llopar-at. 

llr, LoroN•nU• toloplu>ud. .. at }130 thlo attoraooa to tho ottoot tb.ot 

PU.eot 11&4 hlop.houd h1a to~ that tho Jr1Uoh Conoal o.aoral ill l'n l'ork lta4 

t~r1011eod tho - d.ltticult:r ao tho ll'r..,.... Coaonl Ocoral - Olld.MYorillC to 

otll • dratt to tho Cbaoo Joalt. Loro;r-~1.., told •• tb.ot t'"' lo"70ro roproo..,t­

iac the llhaoo Jaak. W.oor o. 111ll'b&olc &D4 Sarpnt, '11111 ooao to • ohlactoa on 
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TREASURY DEPARTMENT 

INTER OFFIC.E C.OI\IIIIUNICATION 

OAfC ....... 15, 1939 

TO .... 0'-7 ... l'patlia 

'"""' llr . Ooollr.a 

!be !orelca ezo!tnp _., - (llio\, l\er11Jic opeu( ta .., Yol'lt a\ 3.93-1/2 
01111 «acli ... 4 ~ 3·'12--1/2 oa ..U Hlllac o..,..o troa allroe4 reeo1Te4 ~ tb8 -
Tori< ~...a. Athr alloorp\loa of \Ida ahl'1lac ~ "'- &ll'b\, po4 oo-.dll1 llaT­
ioc """-""' ae4 \lle n\1 C1'e'n•117 ,, ............ \o \lle bl.p ot J.~/8 llhDI'UT 
Ntozo IIOOll• -...t\11' "'- (U\&Uoa •TI4 ta a ...,..., I'MP oe4 el.aoo4 a\ J,!jll, 

!be 41a001la\ oa fo......_ ahl'lliiC Yi._ ~ 2-l/11 per poou4 for - aoa\la 
01111 5-1/2# por poooa4 tor - ••"'-· - Clloaoo .... reeo1Yo4 er411'o troa Lo­
t!lio •mll>c \o o1111 fo...,.... o\•11ac loa\, • \lieN - 10 .._.., for fo.....U a\ 
~~~a~ u •• u rotoonM \!to ortora \o ~ - 11 \14. llvtoc \lao o.,.....• ot \be 
o!toraooa, U ,.. ...,.r, ... \Ita\ \!to J~o ,...... otforlac fo..,... o\or1lac ta 
ooll1l _....\o for \!tree -- a\ 'jelf2# J>ll' poooa4 41•-•· - Tiol.l. oa oao 
oonth'o o~orliac io 6-1/'lf> por - ae4 \!troo aoa\la1 o, 'Je9/1(/f> J>ll' -· 

Saloo of o\or1lac ~ \lle f<IV ropor\lQC b- la • .., York ae4 \he J'-111 
llloo~m~ BODII: of ._ York \oh1o4 ~33,000 troa - tollowioc NVOoll 

J7 oo .. trolal oeaoeraa••• ••••••• •••• •••• •••••• ••• ••••••••••• )02,000 
J!1 forolp balllca (Jiuropo, J'w lao\ M4 lav.ih AMrloa), .... ,IO 181,000 
J7 Jo4or111 :looorTo lllllllt of ._ York (J'or .. ..,q) ..... •• "''~-ri14l1l1 

!o\&1 •••• 

17 oo.-ra.ial ooaoeru •••••• ••• ••• • ••••••••••• ••••• ••••• •. ·' ~;.ocJO 
J7 foralp- (-.npo, ._ill Merica oe4 J'ar laot) ...... ~~~~ 

11\al .• •• 
Of tho ftiV ...,.r \lac - · \be Ouraav !nat Co. woo \he oal)' oaa \lle\ .. u 

·~·~ to t.llo llrlUah Coa\1'01, H aoU a \o\111 ot ~.ooo a\ \lao offldll1 ra\o 
o! ~.02, All of \Ida o\11'11111 ropreooa\14 oot\oa 'blllo , 

!'ho 1-111 looorTO liOIIIIt par-14 65,000 'bll1cal for \lao lloalt of I.e\TU.. 

'!be o~hor il~tor\aa\ .......-cloo c1oao4 • follOWI 

:rr.oa tr...,a 
Ollll4erl 
IYloa fr...,• 
lie~ 
a.u41• uuar 
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•• .. u tz.m.ooo 1.a ..,u to u.. •uaa1 ~..t e~ .. _., !lola ..... a total 
of $U,5115o000 l.a .. 14 .. u to U.. In=••• "'--t - ••letoo tho11' .._.t to "'T 
"'u n1u4 at llpFOZl•talT •u.ooo,ooo, liiWIIl "ot-t ,.. -uo- 1.a a prntna 
rtpert. 

Wo pvciWIM the to1low1J1C -to ot •14 f1'0a tho o--'co4 ..,0 ...,.to ot tlla 
baaka 1lldicato41 

!l'ho 7o4oral leo....,. llak roporto4 to u tile tollowt"C p l4 ohi-atoa 

f 2,971:,000 f1'0a Zllci.M4. oll1ppo4. 117 tile lluk of h&J•", ooao1..,. to tlla fecl.oral 
leoorft :Jult el llw Toft: tor acocrut ot tho aoU..1'laMa Balllt, tho 41o­
pool Uoa ot wllicll lo - at tho pnoeat U.O, 

9SQ,OOO troa 'De?.-, oll1ppo4 liT s-.1 llo"'- u4 0.., - 11M4 to the ChaM 
leUoaal :Jult ot llw York tor aacCIIIIlt ot the lettorUa lluk, tor oalo to 
tho 11, I , .Aaoq ott1co at •• Toft;, 

21!9,000 trca hcJ ... , oll1ppo4 117 the 1114lall4 Beak to tho Qoarui;J tr.Ln Co.....,;r 
of •• York tv tlla 8CC0111lt ot a C"P"'h" rool4u t , tor oalo to the 11, I, 
Aaoq Ott1oo at llw Terk. 

33,000 fro• helen', oll1ppo4 'b7 the Buqu Bole• pOIIII' 11Btr&~Cor, -~to 
tho Buqu Bo]Co pCIV 11Btr&IC01' ot llw Tort, tor oalo to tile 11. s. Aaoq 
Ottloo at •• York • 

.. , ... ~,..,. 2"")6 ... ,""006"" \l'o tal 

•• lla'ro rooobo4 a Oll)lo 114'rico hoa U.. .&Mr1ou CoDAl at Botllbq, 11141a, that 
llo W b nicM tor ohipM&t to tllio eollllt1'7 t'JO,OOO l a pl4, oll1ppll4 'b:r U.. .. tloul 
But of 11141a to tlla a..rat:r tr.Lot Co•-:r ot llw Tort at laa l'raao1ooo, h 1o 
.. - that tho pl4 will k ooll. to tho 11, I, lllat at laa fraaolooo . 

!l'ho 0(11.1'r8l•t ot toda:r'• I.a4oa epot .u ..... p1'1 ..... lll,J9ilall4 tile , .. _.__ 
p:lco, ln,1,. a..q .u a.r.a•o p1'1CO t or t ora1p albor r-1M4 •±•&""' at 
Y..J/'41. !bo tr_,.•o p1'1oo - alao "VIler&""' at » I • 

Ia lw York we ..to tov pardMM ot all.,... totall"C 175,000 ---· the 
Sll- Pvclluo Aot. 

llr, Jollaooa, 11oupr e1 \M hralp ~-t of the ca..tcal Balllt, tol~.U 
10 troa 1w York tllia aoniac 1a ~to \M a .. 1ra of OM ot tho-·· .. - ... 
to aport tb, •· Jollao .. laq1airll4 u to -tiler the 'b&l< olloal4 -...... to Uo­
ooaroco u.. ooport ot IOUll u ooo .. tlol ......,..u:r. I t ol4 Ilia that I - ot ao 
rt~trlcUoao ~oao4. 117 - lu- atllorlUoo ot tho 'llaUo4 1\atoa 11p0a -ll .,._ 
port, &114 I tol4 Ilia that - frauv:r Dopartaoat .....U aot tab tile roopou1'b1lli;J 
of otathc tllat noll u aport allaoal4 bo uacoaJ'.,... u • attar of .. uoaal poUq, 
1 tol4 1U. that 1t he wtllllo4 to par- tile •ttor tv tiler, lie olloal4 opelllt UrooU, 
Wlt.b Mr. ar.ea ot the Dopartaoat ot ltato. 

CONFIDENTIAL 

Regraded Unclassified



- J-

lfr, P1auat \elepboae4 .. fro• Yuhl.actaa Wo atteraooa . Be ba4 Jut re-....4 
rroa ... Tort<. Jet on lea'riJic that OltT he - 1 ........ tll:rov4h llr. I.oroo -t tbo 
~,,.. of the Clur&\7 !rv..t 11101Ue4 to the oplll1oa that J r1Uoh beD &tbor11o4 
14 4ool 1a foro1CI' uc-.. 1UOilar the Jr1Uoh roll'l&Uou aut \o cou14oro4 IIP&h 
of U. Jr1Uoh Qo.o.,...at Ill o -oq-o, wUh the f'uthor ""'"lt that the7 aro 
.. ~ troo to parUo1poto h. the prhato cro41\ oporo.U oao o.llowohlo mwl• ov -tral-
111 .Act. P1a .. at &&14 thio waal4 be o. ...,b, ..... oorioou •ttor tho.ll thet of the 
p111 4rafh which LeroT-Joml.1ft lu4 aeaUolll4 to M , J.t tbe ncceoUoa which I 
u4o, o.ttor cou ultlll& with llr, :Boraotoia, llr. Plaooat oto.to4 tllat be woul4 h.lk 
vHb o1 thor llr, Orooa IIMkwortb of llr, :Bort b t in the leCI'l 41rio1oa of the 0... 
portoont of Sto.to. 

Chai....., I4o Pndtt o.f tho Boac l'.oq ProMUoa Coaittoo, Ohiaooo ladutr1al 
eo-oporatlToo, oo.llo4 oa • Wo attonooo., I l oo.rlll4 Ollb-uaUT fro• llr. Paot1ol4 
of tbo ))epor-at of Stoto that ohe lu4 co.lle4 o.t that llop•t•at, bolq porooao.llT 
acquiato4 with on.,.o.l of the officoro Ybo ba4 oorYo4 1a Clhtao., &114 ba4 - .. ,.._ 
torro4 to •• whoa ohe ""Cbt the,_ of oo-ao 1a the frMOVT Dopart.•t Ybo 
o4t>t coao14o.r h..- ro~ot for poooiblo fla&oial uoht&oe to the or,.UuUoa 
vbicb obe roproofth, !2>e rioitor bopo4 to llo ohlo to taU SocrotorT llorc-tb& 
ber IJI>rooolou of Chi- bo.rlac roo14o4 there OIMT 70&1'1 01111 llariac rota.rao.t olllT 
rocODtlT. I tol4 her tbo.t the SocrotorT wu ltopt 'Clip to 4o.to oa Chiao., Yboa 1 
IO'Il&ht tbo uaot :P'U'P<I•• of bor rioU, aa4 f- that it wu with tbo u ... that 
obo llicbt pt 10M flUDOial u oiatauo for 'bo.oiMII OO.t..-prhM in OhiJla, 1 tol4 
her tbot the :llport-hport :Bao.lt wu the olllT cov.,.....o.t luUnUoa which alsJlt o.t 
the proooat Uao ciTO .-r co•14o.raUoo. to her r oquot. 1 ,.,. h..- llr, P1orooo.1 o 
._ oa4 o44rooo . 81aco oho wu intorooto4 l o. talldi>C with llr. J.rtllllr •· y._, 
I pn bor hio o44rooo, the liqflowor Botol, after 1terll1ac froa tbo Sto.to D.po.rt­
otnt that bo lu4 rotuno4 to4o.T troa Yo.ohi..,toa. Sbo lu4 llr . J.robie I.ocbhoo41o 
....,, , o.o4 oo.14 that obe wu to "" hi• in • .., York aoxt woolt, 
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Storrtary ot Statr 

Washington 

2765, NovEmbEr 15, 7 p. m. 

PCB T !lE TREASURY. 

328 

GRAY 

Paris 

Dated November 15, 1939 

Reo ' d 4:47 p. m. 

Today1 a Journal ort1e1Kl carr1u a drorrt postponing 

from NovEmbEr 15 to DEctmbtr 31, 1939 thr datE on which 

th£ rrqu1rrd drolarat1ons ot holdings abroad arE t o br 

baatd and postponing trom Drormbrr l , 1939 to January 15! 

1940 thE datr on which such declarations art to bt t1ltd. 

(Embassy's tElEgrams numbers 2028, Stptrmbrr 18, l p .m. and . . 
2394, Ootobtr 9, 7 p . m. ) tht accompanying explanatory llltmo• . 

randum states that rrpatriat1on or oap1t41 baa brtn ao 

substantial a1not Srpttmbtr '10 that 1t baa brrn possiblE 

• to mEEt thE t1rst txptndituru abre&d wh1ob thE country's 

rrqu1rEmrnta havE madE ntctssary• whilE torrign ExchangE 

rEaervts havt continued t o 1norrasr. 

(END OP SECTION ONE) 

BULL ITT 
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JI GRi.Y 

Pari a 

329 

Dated Novtmbtr 15, 1 e39 

Rro 1 d 3 :34 p .m. 

Storetnry of StatE 

Waahin:;ton 

2765, NovCQbrr 15, 7 n.~. (SECTION ~0) 

Tht tlt'.oornnduo ::'ids t~t the ·t art ~1gna that this 

r eturn flow or c'lpitol is lL!:tly to cont inue end that 

thtrtfol'£ thr (lovtro:ll!tnt dots rot l'i sh to stop such 

rtpt'.tr 1nt1on • y thE llovtrtbrr 15 dtndl1nr Esptci::olly 

no d tl'l yo in tr::onspor t n t1on , rtc ., undtr txisting 

oirou•nstnncts may h.·wr 'lincl rr rd t he return of 

holdinaa abro~d uhrr t olr r ::ody d£o1d •d uoon . You u i l l 

rEc~ll (tor £xe·J.Jplr , our t£1Egra:n ~;o . 2635 , Nov imbtr 

2 , 3 p .t~. ) th~t tbt attitude of the Frrnch f 1nonc1ol 

"uti oritiu 1s t!l.'lt wh•. lc rruch or tt l a cc.pl tal would 

sooner or later b t ~~dr ovnil~blt to the Government 

::On)..-tny, it 1a 'llO':' E s:ltisfectory to obto1n os tlllCh ns 

oos s iblE volunt~rily. 

BULL!TT 

Eill 
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SECrEtary of StatE 

Wns hl ngton 

GRAY 

Paris 

330 

DatEd Novtm~Er 15, 1g39 

REO 1 d 4122 p,m, 

2765, No'1El!>b tr 15, 7 P•"' • (SECTIOll Tt:REE) 

On the other hand tht postponcnent or t~t date tor 

fili ng dEclaration o tnns a delay in reaching an 

a~proxim4tt tsti~atE of tht txtEnt or Frtnch holdings 

abroad , 

'~E l Earn that a rtctnt; confidEntial instruction 

has bEen issutd tht "approvEd inttrll1td1arits" by thE 

For ei gn Exchang t Off icE pErmitting them to grant , 

with refErenc e to the ?oreign Exchange orri ct , 

authorizat •on fo.r non- resident roreigntra to carry 

wi th them on leaving Franc£ thE sue or 25, 000 francs 

or its Equi valEnt in for ei3n currenc1 eo , tr~vtllcrs 

checks etc , instEad of the previous 1&X1MW of 5000 

franca , Por suns abovt t hat amount approval or thE 

?ortign Exn~angE OfficE was for~crly ntctssnry, 

BULLITT 

E'"B 

Regraded Unclassified
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S ecretary of Stot t 

Waah1 ngton 

ORJ.Y 

Poria 

Dated NovtmbEr 15, 1939 

REo ' d 4 : 40 p , m, 

2765, Novtmbtr 15, 7 p ,~, (SECTION FOUR) 

To brio:; txistl.na pra.etiet into contorr.t1ty 

wl th tht cash and c~ry provislons of our NEUtrality 

:.ot Ylt undtrst::md that dollar txohnng e to oovtr 

imports !ran thE UnitEd Statu tor which l1oEns cs 

h.~ve beEn approved ma y be Ol\bled through an " a pprovEd 

i nter!lledi nry" to its corresponden t i n tht UnitEd 

St~tES , Thus p aYJlltnt lll:lY b t mod£ to tht /.morionn 

exporter nt thE timE or transfer or thE titlE of 

the eoods in questi on in thE United Statts , On thE 

othEr h:md ror !.'!!ports rro"' a mmb er or otha coun­

t ries payment is not -,oprovtd until the goods hcvE 

actually arrivEd in Pr .,nc c or documEnts prEsEntEd, 

Pin:>not !i1n1sttr Rtyn::.ud returnEd from his 

London oonv ersatt ons this .norning , 

( END SECTION FOUR ) 

BIJLLITT 
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Storctary or Stot t 

Washington 

Per is 

Dntcd llovembtr 15, 1939 

Reo 'd 4:55 p . m. 

2765, llo..-onbtr 15, 7 p .m. (SECTION ?IVE) 

A joint British end FrEnch CO'll"lUniquc hns just 

bttn issuEd htrt that rtads as follows in tr~nslation 

from tht F'rEncl- : 

• on thE invitation or tht ChnncelloP ot thE 

ExchEquer , 'lonsi£Ur Paul Rt ynnud cru>>E to London on 

th£ 13th and 14th of Novonbtr accompaniEd by rEprt­

scntat1vts of tht !linis t ry ot Fin~nc t . Tht tllo 

ministers rtoogniztd tht nrcrsaity for a closE and 

conatnnt cooptrntion i n tlu: t cononi c and financi al 

ophtrto . Thty £XOI!Ii ntcl tht orronscr.tnta llhich havE 

txi sted for somt timE to nssur t th!a oooptrotion. 

They dtcided to ~intain it nnd extend it EVEn turtbt r . 

DiffErent quut;.ons so5lE ot uhich concErn 6tncrol 

financl ~1 'lnd tconoJ\l.c policy <md othEr of Ylh loh 

pr t unL a >ort ttchni c c.l c~rccttr were discuss ed and 

on all thtst qurst1ons tht t xisttnot of a convnon poi nt 

• Of Vi t\'1 YIClS £VJ.d£nt . 

(END SECTION FIVE) 

Bt1LLI'l"l' 
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s~crrtary or Stott 

Wuhington 

GRAY 

Pari a 

DatEd NovembEr 15, 1939 

Rro 1d 6:35 p.m. 

2765, Novmbcr 151 7jlm (SECTIO!l SIX) 

Whan thEsE consultations were finiahtd MonsiEur Paul 

REynaud proposed turtlu:r mEEtings or a Similar naturE 1n 

ordEr to ""?'intain pt:rmanEnt contact betwEen t lu: two 

treasuries . ThE ChnnaEllor of thE Exohrqurr ~vr his 

oomp1rtc assent to this suggestion" . 

On tht atouri tiEs markEt today variable revenue 

issura werE firm particularly inttrnat i onala Suez advancing 

455 tronoa . Most rrntrs advanced fractionally thE 1937 

rxobangc guaranty issuE ga.ining 7 0 orntimn . ThE fortnightly 

liquidation pa3atd off Easily with carryover monEY ~in 

at onc~lr pt:r ornt. (END SECTION SIX) . 

BULLITT 

NPL 
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Storttary or State 

waa bington 

GRAY 

DatEd NOVEmbEr 151 1939 

REo'd 6:40 p. m. 
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2765, NovmbEr 151 7 p.m. (SECTION SEVEN). Excbangt: 

ratEs bavt undergonE no change ainoE our telegram N~Er 2707, 

Novrmbtr 9
1 

7 p. m. last paragraph w1 th the excEption ot 

thE bclga Whioh dropped to 718 - 724 during laat •ctk1 s 

or1s1a and baa remained at that figure , 

The NEthErlands Bank statEmEnt tor thE •rrk 

Ending NovrmbEr 13 shows a reduction in gold resErves 

rrom 1, 104, 000, 000 t1or1ns to 1, 059, 000, 000. Total 

liabilities art 1, 3571 000, 000 aa against 1, 387, 000, 000. 

Gold coverage droppEd trom 79, 60 t o 78. 05 • • 

NPL 

(El!D OP IESU GE) 

OlVIlllll 

r er • 1 •lltl 
I &!LOA U illf - .... _ ....... _ ..... 

BULLITT 
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Stcrtt, ry of Str.tt , 

W~shington , 

2363, Novt~Er 15, 6 p ,o , 

FOR TRE..SURY. 

PIJJ:N 

London 

Dr. ttd NovE,btr 15, 1939 

Rco 1d l2 t 53 p ,m, 

335 

In vi£\1 of tht oo=tnts on thE nEcualt:; for 

curt~iling ~cg E E~rntrs ' consur.~tion ~nd tht mtntion of 

compulsory anv i ng r.s ~ ctthod on P"S E 13 of tht ~;b::ss:;' s 

'"Emor•.ndum of October 7 on tht British \'~ r budgEt , it is 

of interest th~ t t tlo -,rtioltc in thE TillES of ytsttrdo.y 

• nd tod:ly by Ktynts ~dvoe::tt r.nd outlinE Cl seht•tr for foro<d 

so.vlnga . 

:tcynts ::rguts th." t through l ongEr ••orklng hours , 

11lutlon or l~bor ~~d r.:lg E lnert~SES (the l attEr ttndtno:; 

having ::> lrE:ldJ ::>ppE-,rEd 1 SEE n y Jo , 2167 Of OctobEr 25) 

"•n inort::st in tht purchasing pOI·Er of u::>gt E:trntrs by 

~ t lt, et pounds 500 w.l.lllon ~ yE::r rNSt bE tXpEottd;' a nd 

ehtn n'\xinu:n effort is rt:~chtd r. l ::rgtr i ncrc-.s t uill bt 

intvit:.blt; th~t if tbt govtrnntnt policy of holding donn 

pricaa ot etrtll in goods sucottds t:or!:ing ol:.os purohCisi ng 

pomr v:1ll oor.r1:::nd mort goods ; nnd tha t it 110gto o.rt 

:lllOI:td to riot tbt s i tua tion nill bt furthEr oggr~v'\t td 

and 
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-2 - #2~63 , Novcnber 15, 6 p.~., froo London . 

and the vicious spiral of intlct ion induoed , 

Keynes ex~incs alttrn~ tivc remediEs: 

(1) r a tioning though dts i r nblt for othtr rt~sons 

is no rtmcdy c.gr.inst o gcntr'\l increas e of purchMi ng 

po11er as it ~ltrcly d i verts dtl"'::nd fr0'-1 the rntioncd to 

the unr"ti oncd ortiolt . 

236 

(2) •·ntiprof1tttr1ng ::>E-:suru "txault into undue 

pro:'linenoc tht lt:>s t s ign1f1c r.nt c~us c of rising prieta . • 

Theoc t vo ~tthods bt cbar·cttri~cs cs "poucdo 

rcmcdita • ' ThrEE gtnuint rntdit: be considers must "11 

be r.ppl1ed but the dcgrte is 1•1port• nt 1 

(1) ;. r1at in priers rohich bE 'l!'gueo io dtsirobl t 

insofar no the rise r epresents increases in costs , rise 

in "orld pricES nnd depreciation of exchc.t\(le . "It is 

unlikely trot vtc con avoid so!lE further rise up to (so.y ) 

20 per cent obovc prc-n r.r" , but ~hilt ~ price riot 

sufficient to restor< tquilibria~ betn een purchas ing powtr 

~nd t he s upply or goods could en~~nce the yi tld or the 

excess profits duty it ar.ould be beyond oll rto.son nod 

tnduro.nc e·' , ~nd tbt viciOUS spir:\1 or rising priC£3 =: nd 

~ages could not be ovoi dcd . The control of consuopt i on 

by ~ rio E in pri c tS >?Ould bt 11 l orgtly futilE unless \1£ 

rt - ct\Ot our v:ngcs system, The r i se in pricES helps only 

to 

\ 
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-3- i2363 , Novcnber 15, 6 p.~. , fron London. 

to the extent th~t it is grcotcr thnn the risr in 

\",''lgts" . 

: 37 

(2) T::.xati on \/OUld h nve to be di rect on thE working 

classes who consume thrEE fifths of net consumpt i on and 

whose incomes arE likely to rise by upwards of 15 pEr cEnt . 

A turnover tax on non- essEnt i als he cons id ers dcsrrvEs 

closer attention but llkt a rise in prices this would 

fsll in equal proport i on on all levels of lnco~e and would 

also ~ve administrative difficulties . He sug~csts that 

the governmEnt might rEsEll at a pricE yield i ng a profit 

s om r of the staple goods of which i t is monopolizing th r 

dis tri buti on . This would oroducr benefit to thE treasury 

with the lEost addit i on to Exioti~G nnchintry . But the 

pricE nnd taxation rEmEd:f both dcprivr the Ylorking class 

of benefits from thEir increased earninls which largrly 

represent increasEd effort on thtir part . 

(3) i' e therEforE stro.,:;l!' advoontto a systEm of 

forced saving which would in eff ect give wag< earnErs the 

bene~it of their i ncr rastd enrninga at a deferrEd ti~e , that 

is when the war is over . Thoueh the indivi dual '""l' d i slil•e 

ooatponing his own consumption, im,tdiote expenditurE of 

increased earnin~s will not benefi t the individual i f 

prices rise di sp~oportionntcly or if his incrEasEd 

r:o.rn1nga art taxEd aPay . 
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- 4- #2~63, NovDDbcr 15, 6 p .m., from London . 

KEynEs thEr tfort suggtsts that a percentagE of all 

incomes ovtr a sti pulatEd mi nimum should be paid to t hE 

governmen t , par tly as compulsory savings and part ly aa 

dlrtot taxEs . Tht total pErcEntagE taken would r i st 

stteply as th£ ltv£1 ot income increasEd . HE would 

takE 20 pEr CEnt of incomES of pounds 150 per annum and 

by rising pr oportions up to 80 ptr cent or incomEs ovEr 

pounds 200, 000. Th lowEr ranges would seE thE wholE 

338 

amount taken put into a savings account not to bE rElEasEd 

during thE war while tht hi ghEr rangEs would first havE 

deducted thEir liabilitiEs for income and surtax which 

would represent an incrEasing proportion the highEr 

the inoomt . ThE forctd saving proportion would bt credi tEd 

to tht individual as a dEpos i t in thE post officE savings 

bank to carry 2 1/2 pEr cEnt intErtst and woul d not bE 

avai l abiE for currEnt txpEnditur t or as stourity against 

loans . TKe blockEd savings m1&ht be USEd to mEEt prE-~ar 

capital commitmEnts such -s install~Ents on housE purchasE 

or other hirE purchas E or insurance premiums, or with 

sptcial permissi on ror unavoidable expenses arising from 

illnEss and untmploymtnt . ThE blocked sums would bE mad E 

available at ttr tht v•ar by a sErite or installmEnts which 

would greatly hElp thE transition from war to a peac t 

ccono'l1y . 

KtynEa statts hE i s unabl e to estimatE accuratEly the 

amount 
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amount of compulsor y savi ngs whi ch woul d result but 

suggests at least pounds 400 million over and abovE 

income and surtax . While a stiffEr sohtdult might 

339 

bring in a correspondingly l arger return , Ht emphasiz Es 

that the proposal would only be supplementary to other 

remedi es but i t would bt "more d'f i cao1oua than any 

conceivablE increase in taxation, and nrarly as good as 

a 10 per cent tall in real wages whilt doi ng no lasti ng 

i njury to working class consumpti on. " Ht also emphasizes 

that t ht schtmt \Jould not obvi at t normal borrowi ng of 

voluntar y savi ngs s i ncE resources "oul4 accrue i n t ht 

hands ot banks , insura ncE off i ces etc . and that 

gcv~rrnmcnt loans coul d be subscribed fror.• company r t strves , 

sinki ng funds and capi tal r tlrastd by the salt of for Eign 

invutmtnts etc . " llo mor t con be olained for it than 

it would apprcciabl¥ case th• Trtosury ta tasv. • 

Though this is the f i rst proposal for co=pulsory 

savings to be mndE pubUc, the probltt18 ot reducti on 

of consumption an4 the tappi ng of potential savings 

an4 tax l i abili t i es before thE purchas i ng power i s s pent 

on consumpti on hav< bEen wi d ely di souaa td s inc e t he 

comments on t he budgEt which wert attached t o the 

mcmorand~m on thE budgEt rEftrrtd to nbovc. For exampl E 

on October 2J the financ i al ed i t ors or tht DAILY TELEGRAPH 

urged 
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- 6- ;\-'2363, Novtmb<r 15, 6 p .m, , from London . 

urged thE importenc£ Of tappi ng thE increasing purchasing 

power resulting from h<avy govcrnmtnt Expendi turE by 

o savings compai gn ond olso through the sol< of bonds 

on tap , a method successfully ustd i n the war of 1914- 18, 

On November 7 thE FINANCIAL NEI''S published on Edi tori al 

urging a tox syston whi ch would collect incomt tax on 

solori ts ot sourcE fro~ tht EmployEr , othEr typta of 

direct taxat ion by installmcnts at short interva ls and 

a ~mE mEthod ~f taxing thos< btlow thE dir<ct taxation 

l<vtl . ThE basic ai~ i n borrowing as in toxotion, th< 

<ditoriol urgEd , should bt "to Entrap purchasing pcw<r 

bEfOrE it gEtS into gEnEral Oi roulotion" and thE widEst 

possible propaganda for thrift end rEliancE on the to p 

solES of s<curitits of widely divergent typEs should bc 

USEd to rEdUCE th< margin of ba nk financ ing or notional 

loans . 

Sine£ tht publication of th< incrEase in the cost 

or l iving i ndex rtporttd in my 2167 or Octobtr 25 ond 

tht subsequent rises in wagts thtre hns been increos i ng 

inttrest in the wholt qutstion of prices ond wag<s i n 

rtlotion to thE f iscal pol icy of the government and a 

growing fu l1ns that , a s KEyn <s puts it , "the central 

problem of tht homt EConomic f r ont , a probl<m which rEqui res 

for its solution thE coordination ot pri ce poli cy, budg<t 

policy, 
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-7 - #2363 1 Hovtmbtr 15, 6 P •"' • • troo London . 

pollcy, and wagu policy--h:ls not yet bun foetd11 • 

Tht TI!lES lt:>di ng t d i toriol today deal1ns with 

Ktynts artiolts offtrs on£ cr i ticism on tht grounds t hat 

Ktynts asoumco that a ll productivE ruouroco ar c now 

fully occupied. .,, .. h:ltEvtr r.my be tht cost in n f tw 

~onths ti~t this condition dots not now prtvn11" as 

i s proved by tht 1, 400 , 000 untmploytd whost numbtr would 

b t inortastd by 3n i motdi a•t rEstriction on eonsu:pt1on. 

But the tditoric l continues, t his condition ~ill not 

tndurt a s thc nc.r Effor t g a ins in no,.,tntum " nd "tht 

scht•n< dutrvcs to bE vrclco'"ltd prtcistly btcaust 1t takEs 

thE long vitw, tht obsEnct of r·hioh 11~s tht ou tstanding 

dtftot of thE last budgEt" • 

KEH!IEDY 

CSB 

341 
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Secretary of State, 

'.'lashi ngton . 

23?3, Novcnber 15 , S p . m. 

POll TREAS IJRY . 

PLUN 

London 

DQtrd Novrmbcr l S, 1939 

llco ' d 11 :40 a , m, 
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The press reaction to Xcynca' rorcrd aavin; achcmr 

reported in my 2353, Novrmbcr 15, 6 p , m., i s significant. 

The writer of thE DAILY EXPRESS leading Editorial evi­

dently clot s not apprEciate Keynes 1 concern that this war 

should not, likE thc 1914- 18 war, be financed by inflation. 

He charactErizEs K£ynca "an cncmy ot libErty" bccnusE hE 

inaulta the public with a proposal tor compuls ion whEn an 

appeal to patriotism would hove the desired r Esult, ancl 

asks whetl'.t:r 11r . KEynES has forgottrn the ruponac to the 

war lonna or the l<tst war . 

The tlAILY IIAIL f11Xlneial Editor , whilE admitting the 

aounclnua or KEynes' argumEnt that tht stanclnrd ot liVing 

cnnnot b< rxpoctrd to improve in Wllr time ancl that rising 

pr ieta would clrprivc increased wo.gco cr much or thrir value , 

adds "but compulsory methode clo net appeal to the city" 

and suggests a savings dr1 vr among wage <arncra . 
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hS= -2- No . 2373, Novanber 16, 5 p . m. , from London 

The DJ.l LY !£RAID 1'1no.nc io.l cdi tor, admitting tba t 

Kcynes ' plan is prefErable to a salts tax contends that 

his nrgument rEsts on the assumption that the output or 

goods consumEd by thE working class must nctually bE rr~uctd 

whilE the wo.r effor t continuEs . "Thia cnnnot bE proved( • • • • • ) 

until this doubtful point is absolutely utob11shEd, 11 this 

writer thinks incomes undEr 1>5 per wtck should not be 

affected, while for persons nbove workill(! class level 

"thEre 1a much to bE said for Vr . Krynes' plnn, • but thE 

"bribe or interest" should not be offered to holdErS or 

big fortunes who should br subject to nn aml.llll capital tax . 

The NEWS CHRONICLE financial editor reports city opini on 

as being not untavornblE but uncertain o. a to whethE r LD.bor 

pr the Government would accept a proposal so revolutionar y 

ond o.dda "o.nd that a cems to show that even in thE city therE 

1a ns YEt i nsufficient rED.l1zn tion or thE ro.ct thnt thE 

f1nanc1nl methods of thE lnst wnr nrc going to prove com­

pletel:y ine.dcqun tc to cope w1 th thE prrscnt wnr" • 

Tht MANCHESTER GUARmAN f1nanchl tditor's comaEnt iS: 

"There o.rt serious objections to the parti cular schEmE drawn 

up b:y !!r . Keynes , to which \'IE shall rtturn, But the general 

idcn or paying out extra enrnings during the war in thE form 

or dEfErred claims on g oods n nd amenit i ES is undoubtEdly 

sound. " 
ThE 
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batl · 3- No , 2373, November 16, 5 o. m., from London 

T;u: TIMES city cdi tor agrus tho. t special mrosur cs 

arc rsscntial to prcvent much of the rxtra purchasing 

power implicit in govcrnmcnt war expEndit ure cscapins into 

extra consumption but criticizes tht sohemr on the grounds 

t:~at it would work i nequitably as betwten salaried officials 

and wa3e earners. He characterizes the scheo< as an amalgn­

cotion of two considerations (l) the need to draw off e~cess 

:;Nrcl'asing power, and (2) t he diCficult y or extending direct 

taxa tion to the working classes . "Inn sense it may be 

conceived as an alternativE to auch an ExtEns i on but i t is 

not such an cxtcnsion in tact and Mr . KEynes trEats it as 

it 1t were" . He also asks whEther repnymrnt ot the forced 

savi ng is to be rn1scd by a pon t-wt~r i nflation and notes 

t hnt this would render negligi ble th£ inducemcnt to voluntary 

subscripti ons to wnr l oans which might fall i n value while 

compulsory savings were to r eceive 2-1/2 percent and to be 

r epni6. a t par shortly after the mel of the war . "If usual 

sl unp supervenes upon this war as i t did upon the l&st 

•reflation ' need not necesoar i ly i nvolve n cleprcoiotion of 

gil t-cdgcd • , 

The two t1na.noiol clnil1£8 and th£ DAlLY TELEGRAPH han 

not yct commented on the oohcme , 

KENIIEDY 

l:LP 
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r!IOMI American Embaaar, Par1a 

110;1 2769 

DATE: November 161 1939, e p.m. 

roR THE TREABURY 

'l'h11 aorn1ng n vere intoretd ocnridentiallr bJ 

Ooun de Xurrtlle that (ae vae ind1oattd in the laet 

eentenoe ot the tb1.rd paragraph ot our hlegraa no. 

r.t07 dated •oTember 9, 7 p . a . ) there vera brought to 

France reeterdaJ Belg1an gold· reeerTee. At the requeet 

ot the Belg1ana theae reeerTII haTe been unt to 

Bordeaux, he ea1d. He stated that it vae h11 opin1on 

the Netherland• a till had 101De gold in i te own oountrr 

but he d1d not ltnov hov auoh. He 1&1d he thought it v .. 

rool.hard7 ot thelll to keep 1t there at th1e time. It 1a 

eate t o 1q, incidentallJ, that neither Ooun de llurTUle 

nor 8Jl1 other person 1n France ie in poaeeee1on ot 8Jl1 

reallr vall founded intor~~~at1on t odaJ regard1ng the 

queat1on or Whether or not the Netherland• and/or Belg1ua 

V1ll be inTadtd bf Germ&n1• !hat th11 V1ll happen sooner 

or later i 1, hoveTer, the opin1on ot the aaJoritr. 

BULLITT 
• •J 

.. 
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Stcrr tary of State, 

Wo.ehington. 

2378, Novtmbtr lG , G P• m. 

FOO TREASURY. 

PlAIN 

London 

Dated NovembEr lG, 1939 

Rcc'd 12:54 p . m. 

1 . The stock exchange 1s ctu1et with little bus1n£ss 

but gilt-edged sccurit1ts maintain their priers, war loan 

closing today at 92-l/2. Tbt loans of local authOritiES 

ar t also working fret of minimum prices, tht marg1n8 be­

tween buying and sEll1ng ctuotat1ons bEing rcduccd and some 

of tb£ minima being raind. 

2. Tbt app-cc1at1on of the PortuguEst escudo trom · 

347 

109 l/2-lll to 107 3/4-108 1/2 yrstcrdaY rcflrcta the 

Portuguc sc GoverranEnt 1 s dtc1a1on to lrave thE attrl1ng area 

and tiE its currency to the dollar . Th1a ratE was unchanged 

today. Off1c1all1 1'1Xtd ratrs have remainEd unchanged this 

week with thE exception of tht brlga which aftEr apprEciating 

on Tu£sda1 to 24. 30- 60 waa tixtd toda1 at 24.35-65. Th£ 

P1nn1ah exchangE fixed 7tstrrday at 197 bu1cra was unchangEd 

today. 3 . 
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hem - 2- No , 2378, Novrmbr~ 16 , 6 p . m. , from London 

3 . A small drcrrasE 1n th< notr ctroula tton ot 

>.728 , 000 is rtcordtd in today's Bank of England rEturn. 

ThiS togEthE r with tht dE clint in public deposits of 

>.3 . 4 million and in othEr accounts of io897 , 000 and a 

aull nt t incrEaS E in stouriti ra in thE banking dcpart­

::.cnt (govrrnmtnt sccurit1ts bD.ving tnercaard by >.950, 000 

and othEr etcurit1ts dtcrcasEd by io82l,OOO) rEsultEd 1n 

an 1ncrraa£ 1n bankErs' dEposita of >.5 .2 mi llion bringing 

thE total to >.107 million, 

4, Today ' s FINANCIAL NEVIS prints a a tory thllt as a 

248 

r Esult or etatcmtnts by a high off1o1.al or thE Czechoslovak 

National Bank whO has managEd to ruoh Be. alE , tmt thE 

ordt r to aurrtndtr tht g old to Germany wae madE under 

thrtat and t nt,1m1dat1on, the Bank of Inttrnattonnl Stttlt­

mrnts baa av-nd to bOld back >.600, 000 of C~tch gold not 

yet actually dtlivcrtd to Otrmany . 

RR 

J I' 

•. . . 1 
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JI.AaAIBIIAR or mreax Uc.IYD 
,_, .Aurioaa lfll'lluq, JlaJ'lo -

110; I . 1'118 

DA!Ia lloTubor 111, 18118, ' p.a. 

amo•• 0111, wo, 'l'IIRD, ro11B. 
rca Bz•enar· 

3~9 

!llio 1101'111DC ft 4roppe4 1a oa Ooun 4o llunillo t or 

a obai. .. rehrlle4 to PaJ'lo JOdord.q oftll1ac atter 

llaT1DC COM w1 tll bJaau4 to Loa4oa. Own do llun1llo 

oa14 tllat tbe7 be4 be4 no 1TWJ tr1oJ141¥" WJta w1 tll 

11r Johll tiaoa u4 o.tt1o1el.a ot the Br1Ueh !NUUI"J• 

Bo o~4 that the aature ot tbeu ooa .... r .. t1ono YM 

oo11pletoq prel1a1DarJ and general. aa4 tho part1o1panto 

414 not tl')' to o- to allJ 4ot11l1to ..-r .... nt. Bo u14 

tllat aaturel.q Cere YM oou M£phew2ep (11l other worb, 

)Wra trecuy) 1n oolllllot1on nth the aatter ot the 

rol aUn partio~J)Iatloa ot J'ranoo an4 Groat BrUun 1n 

the cruuac ot are41to to ~7 u4 to otllar ooutrloo 

tr1oll417 to the A1lloo. Bo oa14, bowo .... r, tllat the 41t­

toronooo botwoa' tbe Brltieh u4 the rronob obo\ll.4 DOt 

bo ox.a-rate4. 

Jl.,..ato tor the larp -u 'M1n& OJQ>On4o4 tor 

the ailntoa&lloO of ~ Br1Ueh o:q>041Uoa&rJ toroo 1a 

rruoo ... tu other iiiPort&llt quooUon 41oouoo4 1a 

Loaba 
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London. ~~r 41eouaa1ona .S.ll be ha4 ba'""en \he 

Br1t1ah &D4 the Prenoh experta with reterenoa to theaa 

two blg queat1one ae well ae regardlng other aattera 

wh1oh ere pending. It waa autuall:r agreed that 1 t wae 

1aportant to aa1nta1D oloaa oontaot. 

!he graTa preoooupat1on Vb1oh the Br1t1ah eXhibited 

v1 th reterenoa to their foreign exchange probl• 111praaaed 

Ooun de llurrtl.la pertloularl;r. Be atated that although 

the:r are aald.ng enr:r ettort to buJ enr;rth1ng pou1bla 

1n aterl.lng, t~:r are worried oYer the arr1Tal ot \he 

t1aa When aouta d1tt1oult1ea will be preaented b:r haYing 

to pa;r tor Y1 tal wer euppllea ln dollara, During the 

World Wer, he a aid, 1 t ha4 been pou1ble tor J'ranoa and 

Great Brl tain to take oera ot thalr own purohaau up 

unt1l 191'1 (.112, without loan• troa the United ltatu 

Gonrnaent pruuaabl:r) but he quaatloned Whether thla 

tl.. tbe:r would be abie to oont1nue on their own raeouroea 

tor ae long a period due to d1tterant o1rouaatancoa and 

the ohazla8 1n the nature ot \he wertere. Be aa1d \hat 

tranltl)' ~ 414 not know Whet oould then be done. ( Ae 

tlaa sou on n ahall undoubtadl:r hear a great deal """ 

about th1a. ) 

Ooun 4e llurY1lla wae not opt1111at1o r egarding the 

poaa1b1l1 t:r ot 1noraae1ng J'renoh exporta to an:r great 
extent 
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.nea• dMe tllllaa p ,PJ'lMl~ M ..... , 11"1 U1a IIIII 

an ~ ani~•• eluoe& u luvlM, s.ilpon.u .. 

of 'llb1111a tiM 1111 Ullla Goft~.at 1e ~ eouno uzlou M 

Uooovap at tblo u.o. (1111Uidl noV1ot1oao oa 

rroa~~~a 1ap0na u" bHa oi-1 Uo1H4 un.) 

( DD OJ' .m• !IIIID) 

. . . 
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PARAPH!W5E OP 8EOTIOH POUR or TELE01W1 NO. 2768 or 
NOVEMBER 18, 19~9, 4 P. H., I"RRH THE AXERICAII E!IB.l8SY, PARIS: 

Oonoernlng the budget wh.ioh will be preaented tomorrow 

to the Finane• Commission of the Chamber, be atated the 

total ot the ordinary bu4gat aa approximately sa,ooo,ooq. 6..,., 
france, which would be only for civil expenditures. He 

added tbat they would balance th1a budget. Regardihg mili­

tary axpend1turea, he wasn't certain yet of the eatimatea 

for the tirat quarter. In 't'iew of the hea't'y ax1at1ng tax 

burden 1n Franca, tax le't'iea will not be greatly increased, 

be reiterated; in this connection eee Embaaey 'a no. 2635 

of November 2, 19~9. 3 p.m. 

EAIHSG 
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CJ 

Scorrtary of Statl: , 

Wash i ngton , 

GKt.X 

PARIS 

Dated Novcmbrr 16, 1939 

Rto 1d 3tl7 p .m. 

2768, NovElllbtr 16, 4 p!m, (SECTION Ft VE) . 

Tbia morning 's Journal orrioh l oarriu a drcru which 

lays down thr policy which tbt government propoats to 

follow during the ptr1od of hostilities regarding wagts 

and t xteting oollt cti vt l abo:r agrnmcnta , 8:rittly, it 

p:rovid£8 that tor cntcrprists not rngagtd in supplying 

material or services for national dtfcnsr , revision or 

oolltotiv r labor contracts may br undtrtakcn b7 mutual agrc•­

mcnt or tmploycra 'and tmployrta ' organizations or by a 

aimplt and rapid arbitral procEdure i .t duirtcl by tit hEr 

party • In c i thrr e as t , tbt approval ot the 111niatrJ or 

Labor 1a requested~ Thr Govc:rnmcnt under the blanket 

law or July 11, 1938 oovrr1ng war t imc powrra will ru 

wagta and '!"'rking conditione directly !OC' nati onal dtrcnar 

incluatrira . 

BULLITT 

CSB 
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CJ 

Stcretary of State , 

Wash ington . 

GRAY 

PARIS 

Dated Novcmbtr 16, 1939 

~to 1d 5 p. m. 

2768, NovembEr 1 6, 4 p . m. (SECTION SIX) 

Employers paying less than minl.mw:l tixtd wegu or more 

than mu:imWn will b£ subject to fines to bt paid into the 

sol1dnr1 t y t-.•nd (Embassy Is despatch No . 4939 or SEptEmbEr 

6 , 19'39) . ThE deer££ furthEr providES that whcrt paid 

354 

vo.oo.t ions \ltr£ not possiblE owing to wnr conditions this 

yr o.r , nn 1ndtmnity equal to thE '9tr1od or unut 111ztd 

vo.ention sl:nll b£ paid by Employers within 11 pEriod of thrE£ 

months to workrrs EntitlEd to aucb indEmnity wbtthtr mobili­

ZEd or not . In eocmEnt i ng on th1s d tcrct , tbt 'l'El4PS so.ys : 

0 TbE finnnoio.l conduct of thE WG.r rtqUirU tllflt o.n incr£QS£ 

in prioto bt 'll'EVEilttd. Prieta in principle bovt b <Eil 

tixt·\ n t t ht levEl rrcchEd on Sep tember l , lnat . 

BULLlTT 

NK :NPL 
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c.r 

Jccr·tnry of Sto.tt , 

2768, NovcntbEr 16, 4 p .m. 

G:IAY 

PA:US 

Do. ted IIOV<ulb<r 161 1939 

Rto 1tl 4'20 p . m. 

( SEC'\'1 011 S~VEN) 

But in S)itr or all r egulations tliffcrcnt rEasons may 

355 

cauac tl-r·~ t o rise and incrcasetl wagu !.o onE ot tb£ eaUGta 

of which it •o ..: l<! b£ impoaaiblt to prEvEnt thr consEqurnera . 

The • tabiB za tion of wagrs on t':< contrary will greatly 

help to otabil1zt pri osa" , 

The Bllnk of PrancE sto.trment dott tl Novrmbrr 9 publishEd 

today ol•ono a turth r r i ncrrast of 1', 400, 000, 000 francs in 

the provisional advancr acco1JI'lt of the Tru.oury 11Vlki ng tht 

total drawn eo tar si"C£ the war G, 7oo, ooo,ooo. Co=rcial 

atlvanoca decreasEd 349 , 000, 000 to a total or 6, 500, 000, 000, 

Thirty day advnnets dEcreasEd 1•0 ~illions , 
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CJ 

S<orcta• y ·>t Stat£ , 

Wao 1.<!. n,::ton . 

DatEd NovembEr 16, 19~9 

llto ' d • :27 p ,m, 

2768, llovtlllbEr 16, <. Jl . n . ( i E:;'I'I C'K El O!lT ) • 

Circulation i ncreased 129, 000, 000 to a total ot 

146 , 721, 000, 000 • Rat!o ot gole cover t c demand 11ab1li­

t1u d tCrEO,SEd slightly from 5g, S()',! t o 59, 75'! , 

3SS 

Profit taking on an inactive accuritiu Nrktt ltd t o 

moderate los, ts all tlu'ou.gh tl:.E !ira t hour with tht excep­

tion ot c r rtain rcntce which r iOllaintd steady, Tht 1925 and 

1937 rxc~ge guarantEE issues lent 1 . 95 trance nnd 1, 25 

fra nca rca pect!vt1y , 

O!ticial exchange ra tes arc again unotonstd 8!th ~hE 

t XCtption O! thE btlgo >lbic h Wtn'ctntd today to 714-720, 

(END ::::; : A:>£ ) . 

Billll'i"l' 

CSB 

GJ VI 3='3 R 

~ 11 t 1 ,1)111 

, ......... ,. fill!~ 

..., . ....... , t.....O 
...... ~ .............. ,, 
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DEPARTMENT OP STATE 

CONFIDENTIAL 
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NOTE DATE . 
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COllPIDEIITI/>L RELEASE FOR PUBLICATION AT 9 p ti EAST""RN STANDARD 
1'tUEt T!!URSDAV8* NOiJEP.BER lS 1939: I hM TO~ BE PittVIOUSLY 
PUBL sllf!o, QU ED FROM OR dF:o tN'ANY i'IAY, 

A:'ALYSIS OF R:."'Q.UI~£HENTS OP S£CTION 2 0? TI!S 
N£UTRALITY ACT OF 1939 

(Commerce vlth States Engaged ln Uar) 

I. Amc:·lcan v~ssels (lncludins aircraft) are pr ohi'J1ted from carry­
ln.; .e.c sel•fOrA 2.!: any articles g.r materlnla to any sta te named 
as a l clllgeront in a proclsmntlon issued by the President. 
A. Exceptiono : 1. 1'ranoportation of eny passengers or any a rticles or 

materials by American vessels (1nclud1n~ aircraft) 
on or over lands , lakes, river s , nnd in and >rntera 
bordering on the United States. 

2, ':ransportaiTon by American veaeels, other !!!!1!! !ll.!:­
cratt, ot mall, ·passengers, or any artioleo or 
materials, except arme, nrmr,un1t1on, 2.!: implements 2!. 
!!m:• to any port . 0 • n . i n the \/estern Hemisphere north ot 35 north 

lntltude and vest ot 660 veat longitude; 
b. in the Western Hemisphere eouth o! 35° nor th 

lntltude; c. on the Atl~~1c Ocenn or ita dependent vntera 
south or 30 north latitude; or 

d . on the PacifiC or Indian Oconna or their dependent 
waters; provided, that no such port ia included vithln a 

oombiit area. 3 . Transportation by nircrntt of mall, pn•sengcrs , or 
nny ort1cl ee of motcrii\ls, exoopt arms, OJ'll:llln1tion, 
~ implements of war, to nny port 

n. 1n the ~lesteriiliemisphere; or b, on the Prcific or Ind1nn Oceans or their dependent 
wators; • d d thi provided, that no suob port is inclu e v i n n 

~om &It ~· ( ) ( 2) • (3) 4. ronaportntion, as desoribod 1n 1 , nnn 
abovo or ~ ·•rm1Moo. m ~ .. oleocnts 2! !!!!!:• 1t 
they ~re t~e'use ox ue l•OlYY American veeaole, 
n1rcraft, or other vob1olle in conneot1on·v1tb their 
oporct1on o.nli molntenanoe. 

II, 
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!I. ~ r!Sh!• title, ~ interest in any articles or motnr iala (ex­
cept copyrighted articles or materi als) to be exnorted or 
transpor ted to a belligerent country must be tranarerrea-to 
foreign ownership at the ~ 2! la4ing in the United States, 
before the articles or materials are ao oxportod or trans­
ported, or attempted to be so exported or transported, or 
onuocd to be eo exported or tra.naported. 
A, Exooptlona: 

1. Transportation of articles or materials, other than 
arms, ammunition, or implement• or war, by-Amer~ 
VOiiels (including aircraft) on or over lakes, rivera , 
and inland waters bordering on tho United States, or 
by vehicles or aircraft on or over lands bordering on 
the United Stntes. 

2. Transportation by American veasola, other than a ir­
orart , or mall or any articles or moterialii;"Cxcopt 
!£!!1 nmmunltlon , ~ lmplemento 21 war, to any ~rt 

a , in the lfeatern Hemisphere northot ~5° north 
latitude and west or 660 voat longitude; 

b, in the Western Hemiophero aouth or 350 north 
latitude; 

o, on the Atlantic Ocean or ito dependent waters 
south of 300 north latt tude; or 

d , on thn Pacific or Ir.dien Oooans or their 
dependent wetcrs; 

provided, that no such port i o included within a 
~omba t l'.l't><>. 

3 , T.•anoporultion by a ircrnft of mnll or any art lcleo or 
~ll':tcrlnls, except nrms, nmmun1tlon, Q.!. imple ments of 
\·U\r, to nny oort n . in the ires tern Hcml~phnro ; or 

b , on the Pacific or Indi~n Oceans or their depen­
dent waters; 

provided, that no ~uch no1•t ie included \11thln a 
combnt aron, 

4, Tran~port<>tion by a neutral vooool to any port 
referred to in (2) above, of cny nrtiolee or mntc••iols, 

oor:run1t1on, or 1mJMemonte of war, 
-.-· -=-pert is not inCludodin a eombnt .£!:£!!.• 

5, tion, os doeorlbGd in (1), (2) oDd (3) 
above, ot a_rca , aomun1t1on, ~ 1molecente 2! ~~ 
if they are-tO be used cxcluoively~y American 
voaoels, aircreft, or other ~hicles in connection 
with their operation rnd mnintcnanco. 

(Note : There i o no exception in the case or troneportnti on 
by a vesser of a belligerent otato ,) 

B. Ioeunnce or blll of lading under wnron-t1tle pnsoes ~­
d1tionallY to-fOreign nurchnosr upon delivery of t hof 
art1oloo or meterinle to o carrier oonetitutes trans er 
ot right, title , and interest , i ed to 

0, The shipper of such erticleo or matorie~s i s ~e~~ fadi ng 
filO with the COllootor Of OUBtODIS at t plS ro~ with the 
a dooleration under oath thnt he hoe com 0 ht title 
requirements of law regardi ng traneior ~~r!~ch'rulee ~d 
end inter~st, end t~t he wmulill cotm~ ~r~m time to time. 
regulntiona ae shall be pro ga e 

vessels (including 
III. In the ovont or transportation by ¥.j~!.!. and It A (2) and 

a1rcrert) as described 1n I A (2) ~craft) as describGd 
(3), and by neutral vessels (including ntt Shnll bGtore 
in II A (4), every such vessel orra~~~rUnited St~tes, tllo 
deonrting from _lli JuriRdictlon 5L. - "'-==-= 

with 
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with the collector of cuetoms of tho port of dspnrtur e, or, 
if no collootor nt such ~ort, with tho nonrost collector of 
cuotou.e , n ~ statement contnining 
A, n complete list of all nrticloe or mnteriolo carried no 

cargo, nnd the nnmee nnd nddresses or tho oon~igneoo of 
nll ouch art icles and materials; nnd 

B, o statement or the porte at which such articles and 
moter i nlo are to be unl oaded and of the ports of c~~l of 
the vessel. 

••• 

NOTE: Soction ? or the Ncutr~lity Act rorbldo the extension of 
credit to the governaent of ony belligerent state or · 
political subdivision thereof or to any person ncting for or 
on bchnlf of such goverDQent or political subdivi sion, It 
docs not forbid the extension of credit to nny person in a 
belligerent stnte who is net acting for or on behalf of a 
belligerent government or any politiool oubdlvlo l on ther eof, 
exoopt thnt no credit or any kind mcy be extended to any 
person ~thntsoovcr i n n belligerent stoto ln connect ion wi th 
tho snlo or arms , pJnmunition, end implements or war as 
dotlnod in tho President's Proclamation or l(o.y 1, 1937, 
Art icles and mr.~orinls other than nrms, nmmunition, ond 
implements of war may, therefore, be oold on credit to 
pr1vats persons or firms in belligerent stotcs, provided 
thcso persons or firms ere not no ting for or on behnlf of 
o bell i geren t government or a political subdivision thereof, 

It may bo added that section ? df the Act does not n~ply to 
tho extension or credi t to tho governments or neutr~~ ototea 
or to -po r~ons or rtrmo in those atnt e , unlosa those per~ons 
or f1rmo should be oct1ng tor or on behalf of the govcrDQent 
of o belligerent state or o polltionl subdivision thereof , 
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TREASURY DEPARTMENT 

lm.:R OFFICE COMMUNICATION 

!be fore1p en!t•p - wu ......, (lllo\. l\er1hc opeua 1a ._ Toll!: 
•' 3·~ 11M flaoW..W w1Wa a llllnM r-.. \o olooo a\ 3.9}-1/1. 

360 

Saloo of o\n'U.C \7 \lie fora ropor\h c -.- 1a '"' Toll!: at the ,..._.al 
boone liMk of IJow Toll!: \ow.& lollll3,000 trea Uoo followl.ac -•• 

17 oo...relal eonr•raa •••••••••••••••••• •• •••••••••• •••••• ' 21,.000 
~ foretp.....,. (-.rep., IV .. , - ._\11 AMz-1•) •• ••• 1. 17\ ooo 
IT ~.Ural leHrW ._ .t ._ ton (h.r •l"WWq) .......... 11 20:000 

ltw • •• • ' ltll3,000 

Pvohaoao of o\n'U.C -- \o ~>m,ooo , .. b41oa- \alnr 

IT oo~olal .. _.._... •• •••••• • •• • •• •• ••••••• •• •• ••. •••. •• ' ~~.OCIO 

17 t•relp , ... (....,. .... ~ ._•>•••••••••••••••••••• 
!o\al, ••• 

l'olO,ooo \:r u.. ..- of -.-ua 
m,ooo ..,. u.. ..__.,. "-' o..p..,. 
1.20,000 \7 \lie •uaaa1 01\7 ..,. 

1111,000 •w 
111oo •uaaa1 01\7 J.M of :1w Y.lll: .._r- Uoo\ 1.300,000 -.. ..a \o u.. 

'·'· • '· ..,. u.. •1uu o.au-u ., -.oil ........, u.. •uaa1 otv,.. of Lo-. 
llllo U.U..Uaa 1o- of .,_., ..,.ua\ha \7 Uoo I,!, A!, wt\11 u.. htUela 
CoaV.l. W. ....._.._ \lie\ u.o I,!. A 1. - ~\OJ.T 1.1,000,000 \o 
OO'IW .-...1 .. o\lf.tlaU••• Of ·\Ilia -'· U 1uoa eoftlrel 1.150,0110 1a ... -a•- \lleloJOO.OCIO -u.- .... ..,. .. a \oW of 11151),000. 

!loe JoUral ••• ,. ,.. pu ...... 105,0110 \ol&M for Uoo Juk of t.Mo. 

llloo ..... ......... ....... .. ..... t8lr}T • .....,.. 

coNFlDENT\Al.. 
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Yo pvelluo4 t.M followtac -h of p14 froa tiM --..b4 IICccnzah 
of Uw :1Mb 1ll41oaWI 

$ 1, 6oo,OOO fro• tiM lot1Mr111D111 llult 
1 ,010,000 troa \bo laUoul llult of :BoJclu 

• 2,610,000 !otal 

!bo Jocloral b oone :1111111: zwportocl to u tho followtac oh1p•ah of plta 

$ 2,450,000 fro• Bollu4, ohippocl bT tho lo\.,.rlu4o 1111111:, ooaolcucl to u. 
Jocloral .... "" :Baall: of lev Torll: to be oaraub4 for acccaa\ of 
\bo lo\horliiDILI 1111111:. 

l ,lall,ooo froa ol'opaa, ahippocl bT t.M ToiDobaoa lpoclo laall: , ocaolpocl to t.M 
ToiDobaoa lpoolo :BAlik, Sa haaolooo, f or oalo to \1M lJ , I , Ilia\ a\ 

--.,..,---loa Jroachoo. 
$ },6}11,000 t otal 

!bo oqul'raloa\ of ~·· I.oa4ca opo\ ollnr pl'loo ., .. 111.}}1. 11aD4 u4 liar-'• prloo fOI' forolp ollftl' l'aaal- •Mbo•pt a\ }11-},-.,. !be frOMVT' • 
prloo vu aloo IUICboacocl a\ 351. 

Ia ,.., Torll: vo ..._. fovz parohuoo of oll·rn \ otllllac 175,000 ouaceo 'llllbr 
U.. Sll<ror PIU'cbao• J.o\, 

Mr, 0rol'rODOI' Jo ... a of \bo DepU'\11-\ of eo-roo Mkocl, la bobalf of a 
baaklac 1Dq'CI1HI' fro• \1M PIIClf19 eo .... about tho IIZ'r aacomoa\o for •IIZ'I'Tiac 
.. couato ot forolp purobaolac ocaaluloao wi\h tbo h toral .leoorn :1111111: of 
Jov Yorll:, I tol4 hia \!Mt \IM UTaac-ah ho4 ao\ TO\ bMa cooplo\ ocl u4 tiM\ 
,.,.,. ho4 ao\ T•\ be .. a1Q' offlclal Hloao• oa \hh wbJ oc\, 

Dr. Ar\lar 1. Touac, J laoaolal .A4noor lo Oh.laa, oal1ocl Wo afh.._.,, 
l!e \ol4 .. ,., ... ho4 \allte4 wi\b •• oro. llaaoo , Yh1\o, u-·· na.r­
Cot\oa olaoo I laa\ ._ hill 1a t.M locrotarT1o offloo, le 1a l•'rlac for 
Callfor'CLla (1125 Cbal- lea , loa ~) oa l a\llr4AI,T, IrA\ will tlT '-all: lf U. 

So<n\01'7 tooii'Oo \o OM hill - - · 

CON Fl D-ENTIAL 
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November 16,19~9 

Jesse J ones' 1tr to KY,Jr re conference with Mr. Jaramllld 
1n which Jonee etated hla opinion wae overdue lnter~ 
ahoul4 be refunded at ~ lnatead of coupon rate ot : 
bon4a ehoul4 extended at ~ tor 10 year• an4 '~ thereaf ter , 
a1nki ng .tund of not leae than 1600,000 a year ehould be eet 
up with wh lch to bu7 bonds annually on tenc2er; desirable to 
P.ave aome such arrangement as wou14 permit indi vidual bon4-
hol4ers to convert thelr bonds into mllreie that could be 
used i n Colombia tor purei'.ase of t hinge to export , having 
1n mind that this ~ould result i n increaeing Colombian ex­
-oorts . 

THIS LTR OF JONES IS FILED AS OP 11/22/~9 ae attachHnt 
to ceeting held in HK,Jr's office that date at 10 am 

Regraded Unclassified



CJ 

Secrrtary of Statt, 

Washington , 

51, NovEmbE r 16, l p . m. 

G!IAY 

GUATEMALA CITY 

Datrd NovEmbtr 16, 1939 

Rto ' d 4:06 p.m. 
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FIR TSE ACTING 3EC:tE'l'&RY OF TBE TREASURY PROM GASTON. 

The Conttl'EDCE optnrd formallJ at a ausion opEn to 

thE public Tutsd.ay morning follcnttd bJ a buaintss s<ss; on 

in tht afternoon to which prtsa r tpr cocntativEs WEre admit" 

trd . At thE aftErnoon srsaion I madE a grneral statEJn£nt 

of a nonoOIJFittal charactEr which boa apparEntly beEn wEll 

rcc r ivcd, the atmospherE of the ConferEnce to datE being 

friendly and harmonious so far aa 1 can judg~ . 1 a hall 

send you a co py of thE statEmen t b ; air mail . 

Th£ ConttrtncE has now rcao lvrd itsElf into committ Ee 

procedurE to bE followEd bJ a pltnar'J public atssion at the 

End which I .., ticlpntr at the url1cot the btginning of 

ntxt week . Following thE gcnrral lints or thE agEnda 

thrrr co~'ittEEs , mon t tary , banking and r xchangE havt bttn 

created, I am on thE Exchangt committEE but procEdurE ia 

informal and other m£mbrra of the dElegation art a ttrndl.ng 

eueiona of tiE other oo11111ittrre . In tbt committEES WE 
art 
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arr now in thE procEss or analyzing projEGts and suggEstions 

advancEd for GonsidErat i on by tht various dtltgatEs . 

Numerous countriEs havE indicatrd an intrrtat in work ing 

toward uniform oustoms nomtnolaturE and proordurt , coopEra­

tion agal.nat smug3ling, uniformity or fiaGal statistics and 

EXChangE Of financial information and publi cations , In 

connection with customs proctdurE wr arc going to circulatE 

Thursday th£ Tar11'f Commission documtnt (Legation's 49, 

NovembEr 13 , 4 p, m, and DEpartmrnt•a 50, NovEmber 15, 3 o. m, ) 

A nWilbtr of othEr countriEs havE ciroulo. tEd similar documents . 

ln \:ht EXChangE CODr.!it trE WE h3VE alrEady agrEEd to 

draft rtoolutions bEari ng on thEBE oub jEcto . WE haVE a lso 

rngagtd l.n oomt prEliminary diocuaaions of dirEct ExchangE 

problrmD but will takE up thE broad aubj to t formally on 

Thursday. 

All thrEE committEES havt dEvoted GonaidtrablE attEn­

tion t o proposals of Ktxico and Nicaragua which would crEatE 

somt f orm or inter-AmErican financial inatitution. 

Th£ UExioan proposal oontEmplatEa the orra tion of an 

institution to plan and dirEGt all new rortign capital 

1nvca tmtnt 1n thE othEr Amt rioan Rcpubl1oo th£ sourer of 

ouch capital not bring sptc1t1Edo Thr institution would also 

ac t aa agEnt for thE SEVEral central banks and would ass i st 

thEm 1n ExchangE mattEr s . In thE cxahangr committEE 
considErablr 
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considerable doubt was exprtsacd by all mEmbers as to th£ 

praatiao.b111ty of tlr proposal and in tht banking comm1tttt 

it was dt~idtd that it should bt rtftrrrd to tht Washington 

Committe£. Th£ proposal is still undrr discussion in thr 

monE t ary Cl'lllllllitttt which i s considering a brief clraft rE­

s olution r t oommt:nd1 ng careful plann.ing and dirEction of 

ntw capital invts~nt. 

Th.t lliearaguan proposnl rnvisagu tht Eventual adoption 

of an intrr-Amrrican monetary standard and thl: crtat1on of 

an intEr-AmErican cltaring hoU3t in Ntw York to regula~£ 

and sto.biliz£ exchangEs and carry nut economic studiEs. 

ThE proposal is bEing conoidtrtd ah1ttly in tht mo~Etary 

aommitttt , whiab will d1acusa it further on Frido.y. A 

grncro.l opini on bo.s bEEn EXprtsstd that crrdlta art ap­

propriatE only for tbt Elimination of aEaoono.l and similar 

tluatuati ono , and that thE: only :tolution aa .oppoatd to 

palliativE tar EXchangE difficultiu 1s to bo: found 1n long 

ttrm dEvtlopmo:nt of industry aDS a griaulturt. 

Stvcral dtlEgatEs have brougbt up thE quration of 

reduci ng tariffs and Brazil bas prrsrntcd an informal 

suggrotion for inttr- Amtrican tariff prEftrtnats , but it 

has bEEn dtoidEd informally that such topics ar• not within 

thE oompctcnat of th£ mrtting. Almost all of tht dr l rgatra 

have cvinotd interest 1n adequate shipping facilitiEs and 

lowEr 
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l owtr ratta, but agai n it bas bttn Otoided that this 

ma ttt r 1o n ot w1 thin th£ coMptttnoc or the mEeting. ·:It 

han indio11ttd a willingntoa to transmit informally to tht 

!Ac.ritim£ Commission and othtr appropriate agEnciES any 

writtEn OOI!IwU:nt.s which any of th£ delegatts may w1ah to 

prtpare . 

Th£ Xtxioan proposal includtd incidentally a suggtstion 

urging t he 5rtat•r US£ of silvtr but no inttrtat in th£ 

matter has bttn displaytd by any other delegates . 

I should sppreeiat£ information as to tht progrtss 

or tht 'aahlngton CommittEE tsptci~lly as regards ovtrlapping 

study of any of tht abovE subjtoto . 

DESPORTES 

CSB 

l 
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To: !be run 

rroa: 11r. a..,.., 

lb 
llnoabor ~ 19}9 

Cab~' •••Uac ~ •' ~ p.L hu"'' woro : !l>o huldlllt, 
Koaoro. olloo . !!ann, ~. Voo4rlac 14hon J'arl 1 Vall I • 
noble and ~ Perkl,ne. ' • 

1 
• aee , u ee • 

'l.'!!e heoldent opened tho •••ttac b;r oh.Uac that ho ha4 boon hard 
at work: OD llex:t 71&1" 11 'budcet, that he ha4 ll&de drutic u4 enere CUI"­

tailllent all aloac tho llna, a.ll4 that ho waAted each Cabinet -bor , 0 

haYo a "'"'' aa4a ~e41a'•l7 ot tho poroonnol altu..tlon !J1 h1a 4apor~ 
nent. !'bo hool4on' said ' hat ho tolt IW'I tho re&Ular doportoonh ot 
Co•eru.nt h&d. becou O?IJ"-oBalLftld, 811.4 he V&Ate4 all depa.r\aent bead.t 
to coaot tllllac tho placoo ot thoao lll})lo:rou who han roolpod, &114 to 
atop a441ac all peroonnol to tholr rollo. Tho Proaldoot wao opoc!fle 
lo hit ro'luoo t that ••h ro of the Cabinet de nor:rtbloc within tholr 
power to cut down the expea.eo of runnlnc tbelr departaenh . 

Onder Socrotar:r Volln took up vi th tho Prooldont tOYoral Aopor~ 
a.ental aattere, but ha4 utll.iDc to report OD. the forel,p aUuatlon. 

: G7 

'l.'!!t htoldent vao l n,oroo,od In the !ftaour:r report en .arlceh, vhlch 

ha4 boon rolatiTely otroac durlnc tho wotk followloc tho laot Cabl••' 
aoounc. I reported t hat troaaury bondo wore oow oelllac at tho hlchoot 

point of their roeonr:r llnh o!Jl .. tho otart of tho war. I aloo 
roporhd that tho Je4oral a.oono :Board ha4 ool4 apyro~hl7 $~ ailllon 

1D bonda lD \ h i l&at th.Jotl ~. 1101\ Of which Ytrl cuarazt.ttecl 1UU81 : 

alto, that tho troaour:r ha4 oold approzaahl7 $3 ailllon. 1 ropor'e4 
that t ho 11ew Torlc tl8ta Indoz ter tho wHit of 11oT•bor 11 wao 'Op l.S 

troa tht prnloua veolt, oauae4 larpl:r b:r ozceuiTe car loadlaca· 

'l.'!!o Prool4ont oaid that bt appointed •• a c ... tttu of one to tr:r 
to ~·t 111a7 trca Joooo Jonoo blo ourpl.uo caoh to tho ozton\ of $JOO ailllon. 
Be aai4, ..tl111Cl7. tha\ It I could pertor. th1o airaclo ho would lo41od 

be ~a\otul. 

!be heoidant talked at lo~ abou\ tho price l nel tor c_.,41Uoo 
and ln4lll\rlal prodv.cU. otatlac that ho wao nr:r well oa\!atlo4 with tho 
vq tho prlce lnel ba4 bahaTed since tho etart of \bo war. !l>o Preai41Gt 

said be tolt that 1nduatl'7 ha4 4ou a ~od J ob In lcoopiOC prlcM don. 
and that unlooo oo•o !oolato4 caooo - t o rtov, ouob ao • lc'lt happen Ia 

\ho al-1.- 1n4llltr:r. tho OoT-t would 110t han \o take 014T acUoa. 
!l>o Proaldant ..... tate4 1111 belief that thoro would oot be 014T •hrlal 

llu.p In buoluoo dVlJIC tho ttrot three ooGtht ot 19110. 

Soorotar:r 11oo4r10C ha4 notb!JIC to report, lolt r&C~uootod an en41uco 

with tho Preo141nt attor Oablno\ •ootiOC• 
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368 
.Uton.:r O..l'al IIDrpb:r INpOHM that u ba4 -.4e a o.ploto 

oQJ'Y&J' of \ho fUoo 1a hio ~t - ba4 cottoll all - fUoo 
11ou4 "P u4 pat-· \h-•IOMiac 111141Uoll&l .,..,. anJ.l .-lo 1a 
tho l)epal''"ll\ of l'u\ioo. !be ProoldAat \oU. \U .t.tto,._ -.J. \hat 
ho ba4 ....,.ln4 MYol'al ~h.-oat OOilfllot l>o\naa \ho !Nao'u7 
aa4 tu llep&r-\ of l'uUoo oil tu oaooo, rOOillUIIC l ll ooo\17 clelq 
llo\h \o tho OoYo.......,\ u4 \o t_.ro. Bo lllOtr~~et~ \ho .t.Uol'llo:r 
O.nor&l to tab t.blo MUor 1lp l•~atal:r wl \h tho 'l'rMo,.,., ulto a 
thoroQCII lnYOo\lp.UOil, and npor\ Oil wut WU O&llOlliC thooo OOilflloh 
.,..,. d&lqo. 

!bo onl;r ot.bor lDtoroott-. 4loou.aol oll toot plaoo l>o\Yooa t.bo 
Proolclellt and Saoro\ar;r W&llaoo, ol>o ap.ln- a plaa for pro-olliC 
tuoo. Sooro\.ar7 W&llaeo waa ooaOOihat crl\lo&l of \ho ~....,.,. oUUU. 
toward h1o f.- ool•tioa. Ito alaoot ponuadod \ho Proold&llt that hio 
corUfloato plan would 4o tho trlot. !llo Proold&llt ealc~ .. Yh&t I ~t 
of tho corUfloato plan, and I told hla tut t.bo Soorotar:r of \he !Nao'u7 
and I both fol\ \hot lt wao Juot -thor lclnd of procooolliC tu, Juot oo 
Ylclouo ia 1\o raoul\ u the 4lreot prooooolnc tu. !llo Proold&llt woo 
then \old • Sooro\ar;r W&llaco that \ho cor\ltloato plan would oolloct 
tho ... ,...,.. without Uo appooroaoo 1a tho 1N4cet. I polat~ ou.t \o \ho 
Proolclellt tU\ tho Soorotar;r1o ol>Jootloa to thio wu 'baa~ •poa \ho 
fact that 1\ ••••14 oroa\o ouhlcle of \ho haaov:r • oocoad tu oolloctt-. 
_.,, and \Ut wo f&l\ thio wo&ld l>o ba4 proce41u'o. !be Proold&llt tua 
laotr~~et~ Soorotar:r W&ll aoo to cet lll \oach Yl\h tho haao,.,. &ad tr:r 
to lron oat \U dlfforoacoo of op1a1oa oa t.blo ..,.l>Joct. 

!be Cal>lao\ aoo\lnc o4Jourud at }145 P·•· 
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• Treasury Departmen\ 
Office or the Under SecroUI'}' 

Dat.e : 

'l'o: IUoo C!wmcq 

From: Jll 

I p n ortctnoJ. to Mr. IChlo:r t o plt.oo 
on Socy'o dook - 10:00 •·•· 

- -
: 

• 
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Tol !be PllM 

;.,..1 Kr. lluee 

Tho Pr oo l 4on\ op ... ~ \ho moe\ln& by t\At ln& thA\ ho hAd boon hard 

a t vorl: on non JW.I''• lNdp\ , \hat h t had MAo ill'ntt!o Md " "oro cur­
tnl bton\ o.ll o.lOJ>G tho llno, .n4 \hat ht vantod oucl> C..bl .. t - ber to 
ha.,. a ouner - t-t4la \olr of tho ort nn.•tl t ltuAU on In hit cl..,..t­
u at . -:'ht Protlteot talc! \1\:>t he ftl\ tllZ'O L'.o rot;\llar cl.,...t.aenh or 
eo .... .._, hac! - ..... ........,ocl, ancl he va~tttd ell do-arbon\ heada 
t o oeatt fllll"C tho placoa of tha9o or.:plo)'..,t who 'taft roolr,nocl. aJ>d to 

o\op nll4l nc all por toMOl to th•lr roUt. Tho rool d.,t vu - !flo 
In h l o ro~uoo t that ~ .. boro or \he C~lnot do ovory\h ln« v!thln tho!r 
power \ o au\ 4ovD \ho esponoo o~ NJU~In& thol r dopartntnh. 

lhocl• S-ot&r7 Volltt \ook "l) V\ th tho f reslclont tSYoral cloJ>ari­
"'tR \ 11 aa\ tera, 'bu\ 1u.4 DO\hl "l(; to r.r-ort O."l Lhc !"orotp: t l\ua\lon . 

:c~ 

Tho Prtt lclc\ " ""' l n\&reot ocl In tho l'reD.aury I'IJ'OM on M11<oh . ""lall 
hr.cl bH n rolaUftl1 otron,: dunnc \ho wool< rolloviOG tht lh\ C..bl not 
oeoU n,:. l r t por\ocl \1\At 'l'r oooury bondo vo:-<~ """ t olllll!: nt tho h lchoot 
poln\ o r \holr ............ .., l onlo tlnot \ ho ot iU't or the ...... l r.lt o 
POJ'OI'\t4 that \ht focltral RttorYe l!oiU'cl hncl oolcl AJ>"I'OUM \&17 ;;?:? allllon 

l o booob ln \.'lo lh\ \hl'ot dart , ""t' or 'I! lo'- wore 4"&"&n\ to4 loouoo1 
oloo, \hat \ ho '"-aaJ7 hacl told a;r.rox!Da\ol r H "tlllon. I r e?Or\tcl 
\hat \ha ._ tol1< 91-• t nclox ror t l\e _ ,, or T;oT.,..b.,. ll vaa a;> l.B 

rro. \ho pnn- -· -ocl larpl7 let ........ 1 .... oor loadlfll:l. 

"'- Protldta\ talc! \ho\ bo &7J>Ol n\ ocl ,.. " cocal ttoo or ono t o try 
to "'' Ollt:f ,_ J oott Jol111 blt ourplu oAth to tho txhnt or . JOO a tllloa . 

l!o tald , •Ult&lT. \ha\ lf l eoul4 perro .. \hlo al rMh hn vould locltocl 

'be Cft\tN. 

'lilt Protl.S.\ Wko4 a\ 1~ ·-' \ ho pr loe l rrel ror -clltloo 
and llldu .. no.l JII'04otlo\o , t \t\l"C \h<>\ ho '"" nr;r vell tllll otltcl v lth t he 
,_, \lit prloo lowl hacl 'bebtYt4 tlnoo \110 t\al'\ of \ho vnr. Tho 1'1'<tolclon\ 

oal4 bt fol\ \11&\ , • • ,.,. hacl do .. a aoocl Jo'b lft koopl i\G prloot dotm, 

and \hat ualtot - l oo1a\t4 tatll - t o Yltv . ouoh 1\1 ald>t l>a!'POft l n 
t ho al•l- lndDe\1'7 . \ht Owou • woul4 ..,, haft to ta):o - aou oa. 
~ Protlcloa\ ,...\a\t4 bit 'llallef \hat \htrt _,.,. no\ 'be &117 M \ trltl 

tl-.p l a 'butt-• 4!1Piac \ha nnt \hHO DOn\ho of 191!0. 

s_.,.., -"'"IIC hacl 100\hln& to ropon . bu\ ~uu\ocl on audl­

vl\h \ht Prool.S.\ at\tr Oablnt\ aee\l llC• 
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......... al ........................ ....... 
_..._. .. .U..Iallie''IM a ... w...._.u .... m .. _.... • r' r: .... • .. .... ..U"-l ..... ' ,,..,. Ia .. r a at,.._, ._ ,_.._, w• ............. a a1 .., 
lie W RM&wl Wlllal p'=t ........ -'ll" M1 sa .... t.rac 1 
..... ,, 1 t .. ,. ... - ... -· ..-ltU. la -"' ...., ... .. .. .... t ..... ' J , .................. ..... 
0 al tc .... .aa ..._.., 11e~wt•-" r I • ... a 
• .... .............. fiCpSft- ..... - --u. ..... ...,.. ... .......... 

.. w, ................. 111M ... pl.--· .. .. 
PNel._. ... 'a t1uV llal'-· * -.Ja _..a,_ fer prrrrrrlsc 
-· taws..., WaUaM - _..._, cnUcal. of ._ ,,. ... , •"lW. ._. ~~ ,_ eal•tlM. Ia ..._, pa ht .,. ,... • ._. that Ide 
...an ... p1.a .-1• .. tu wse. """ ,....,...,, ...,.. .. ..,., t .,._. 
et .... -'&,._.. f1.at ..a I taU Ida u.a. - ..... ..., at .. !a I ..a I tau. felt .. , lt v:.e ~· -•~ llbA of ,..... .... ..._ ~ a 
w~-.. 1a "' ~• a • a"" Jl'lllllllSC .... """._.._.­._taU-. lsaa1c:JJ Walta. that.._ _,,nate pla .-14 ..u ... 
....... ....... , ... ,, _ ............ t ........... .. ......... ... .. , ..... ,.,.. .. ...., ........... -........... .. 
,... ._. lt UUIIW __.. ....... at .. hrr 1'1 a ..-4 '- ..u-.. 
...-. .... .., w talt thla ~~ h W prr 11 n 0: !lie ,_,._. ._ 
, ......... 1-c\U7 Walta. tc ... la .... vltll ... ""u I ... -
tc •- ad._ 411fw err at .,w. oc tiP.h w'Jaot • 

.. aa.a.n -usc ..,._... •• 3•115 P•*• 

Regraded Unclassified



Hanee: 

c... 
A. 

c... 

t.. 

c:. 
s... 

c:. 

I wanted to set ready for this proos oontcrcnce to sec 

1E I could find nny n~r.• !or you, but I '11 be ci:orJled 

if I hod title. I don•t think I •vo cot ~· neVis , 

lou don't thirJ< ~ou • ve eot M)'1 

I will have to uk tho boyo boN. 

:to ir::?ressicn hu sot-en out t.l.nt possibly oa:el:oCy 

at the Federal. F.eaerve Systc who :ado a •;>eeeh out at 

~t. Louis might be re;>reaentinc tt.e vie"" o! the 

~etre.t!.on . '\\e don' t know t.ho he is. 

271 

t.:r. ::.cc.les, I taKe it you o.ro talld.nt about. f.'ellJ I ,.'ill 

say on l.!r. Eccles ' subject or t~~Xation tbnt I don't think 

ho opoke for the Adrninl.s trntion, I doubt eeriously 11' he 

spoke for the Con(ll'ess, end I a:• abeolutely positive ~.e 

did not speak tor t.l>e '!'nlaoury. 

1.1r . Secretary, you said you C:Oul>ted he e;>oke fo.r ~hat? 

'ftle Congress. 

'Ul-.at na tho Last? 

!)e£1n1tely he d1C. not opeak for the Trea.sury. 

It he tia$ speakinC for tho Treuury 1t.:.t ..-ould he heve said? 

A. That 1s one I can't aDS'Io'Or. 

0\lffiol.cll ThAt ' s ,.1-.at the President cnlle an 11£1oy' cpestion. 

Soh"CJ'tl \'lh)r o.on•t they ask '11!13t tl>e Treasury hiUI to sayl 
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'hhat 1iiere :rour objections to tbe opeech? You only said 

7011 doubted he spolca for tho l.<l::d.n1..tration. 

llo, I doUbt 1f he cpoko for the Confjreoo . It you want 

372 

to publish i t , you CW'I oey, I em docned cert<d.n he didn't 

spaak for the 'l'l•oasW'y-, but I don 't think that •• GOod 

buoineos to be quite &o att•onc about it •• that. A:; I otq, 

ott tho record, or for b4CktTOttnd j)Urpo:sus., ..-e luive ~.ade 

a real sincere anti con.acittntioua etlort hero to !inti out 

fraa peo?}e o.ll ov~r tb co1111~ry -.!let tr.ey tlto"l;ht.-t.hose 

people 'n...,o T.el'e p.a!fint. tbo taxe-llhat. .. er~ the cU..:'!"iC'\lltie:: 

1n the s;,ttc and it •• .,.,. to mo that hnvine udc that 

earneGt ettempt to tot that in!or.:ntion tris ~~~ indicate, 

to the pUblic lllind at oey rate, y,hat ~ow the use of ~:oine 

do\m thoro and spendinG all that titl:e Md money- to eo toll 

tho Troasury and Wlk to tho,, about this •l.tuaticn 1f their 

rrlnds were a-l renc.y lilotlde up. OUr minda were not oacie up at 

o.ll- t.hey are aboolo.rto~ OJX>n, and r.o wont to keep t.h"" 

open, but to havo GOr:AbooJ' [O out t;1.th a preccnceivcd 

pro~c, which proo-m incic!entall.y (agai.r: : sar eft the 

record) ! don't oubocrib.J to <.t &ll. I thinlc it "O'Olild be 

the ...-ers-t U'...inl; 1n the t:crU. n could do to U:.ve the 

l.dministration so up and say >:o ere coir.o; to just raJ.•• 

taxea t.ere ond oock the little fcllOY <.r><i •ocl< the 

Wldiotributed OIU'nina•- tltat ' a ,.~.:.t t.o said, ,ut back tho 

Wldistributcd proti to to.x. 

T.bat did ho co.ll 1 t? 
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You could oee he dian 1 t ~.avo a Good provo a~nt • 

Yeo , that r.oulll be ea popul.&r aa hell with the co\Ultryl 

t.:.r • Sccret<u-y, the ona at&t<n:ent that yoW' mind is open 

on thin tl>.iJ1<:, ... rany havo tho.t on tl>e record? 

Yea, 1 don 1 t mind ol1)'1nu that because that is the 

373 

aboolute truth. 'i'he .~utrntion luuJ no definite procra:> 

1n t".ind at all. 't'e havo an abaolute~ open ll1nd o.nd "" are 

not :>cldng :>ey c""""-tenLs of tm1f ldncl, not ~ ury 

atl>te:..entG about it. 

tlult opecch oight be tl'.at oince tl:o TNaoW')' didn't =ounce 

it.s prOgt"3m this man, 84 an authority 0£ the Oove~:-n:ttent, 

speoJd.ne the To'aY he uid, tha r~.soDon thnt you havtin' t a:nno\Ulcdd 

the progr.., is m>et you just oto.tG<!-that you are oavine your 

judpent until you have studied ell the fact s . 

Mother thi..ng, a&ai.n talld.ug of! the recQrci, ~e -.-ould be 

al:aolutely f oolish ond sill)' at t.IW: •t3co of 1be E:te U 

~;ore t::xcs or not oak to: =.ora tc.xea . ::obocij~ em $EJ '&hat 

ovvn tho indicated return .. ill be and this bWiine•• situation 

i a eoing rol'lllU'd 00 steadily that nol:>odY but a cllamed fool 

car. ·~ 1 can tell you right now .. Mt revenue ldll be next 

yo::or. We don •t knott T<bothor i t ~ill be $500, 000, 000 '"ore 

revenue or a billi.on dollar& &ore t'ovcnue rllb the present 
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tax 6>"'~· It wuld be !oolioh, l ockin,; :oll tl.e .,;cy to 

' 41, 18 li'OOt.bs <he:u.., to .cy · .. o I= ncr .. juot 7oh&t. ~.e nre 

~oint to require in revenue. ThtLt ;.._oozn ' t ::U.e sense . 

I o.on 1 t see how t~ny ser.cil:il o porcon c.:oulC.: 'r.n.kt.: auch 

4. ... tnter.tcnt. 

Ccn "" ocy for the rocord. U1<>t you •~~:; t lo<.t it ia far 

too e:rly to decicie on any uefinit~ t tX !-rOt:"•_.,.. tor nel."t 

yocr, to hook 1~ "? •:t.b ~:>1• o,.en~ t;dnL? 

Lr. Secretary, :.:r. _celeB' L.j)U\IC..~ r :Jceived i':.worc.ble co::ru_cnt 

in Cel.·~in G~Ctions Of thu pl'tiU~. ~ Ol c::t~plo, ti.e Ci_Ut.:;ticn 

o~ ~"inancinl) fUrther c.nilll..:lurt. e:.p.onditurce , ) lu!: relief, etc . 

:hey pointed out thnt r.i(;h•r tt..~eo l.c r "ou;.d ,,,_,. <>! on-

:.oul.t. }'OU ~e ta;.4 ::tatc:..tlnt about t..l>e.t.? ~s !.oe.e., !:e 

'~nc pro;ecti:l& al::o into tho tut.un.--17 !l tlnd 1<;.:;..- :.r.d 

t.al:in& int.o consiaer~t1on t.hv ltu· e Ol'rl6l' .cnt ex-peno.itw-es, 

plua r elief and other ~;Cnert\1 coot• o! the Covom:ent. 

I won • t :take eni •tato>:ent for tha r ecord 8bout that for 

the oimple rea.son 1 t L•t• into o oubjoct <mtirely out <>! 

Cl:J province. I only bD.va ono phue or it. I (.'C' not 

char;;ed nth maldniJ ~tt·ation volley "" to """ eucl> 

...., ue f>Ol.ng to ::pend or o:.v,. OW job, "" ~p;>rOPI"i"tioM 
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lln: lt8de, is to !ind aa c.ucll rovenuu "" ... Cllll nthout 

ciiatorting econ"'* !r= tho revenue oyatuol. 

JJOn1 t you think it ie cowr:l to !innncc expenditures from 

hi(Jller t <>Xes? 

1 uy, of f t he record, tloat I think it is sound to filwnco 

all expetl(iiturcs of thu Oovom.1tont tl.rcu~:h t o.xt.tion as you 

£0 on. In other r.orda, I don ' t believe J'oU can to on ad 

i.nf1nitu;n openciinc ,41000, 000,000 1:01'8 Uun you collect. 

That 'IJJJ.7 "he ::n olc.-:u~.ionod vi ..... .oint tl.at yw ct oulC 

pay your ~, but I e~~n • • 1.ot it out u ,.. he::.<.. 

Your old ar&l""ent ..-ith ::r. -CWI i o - - ? 

loty arc=ent is he buttod into U.c tu preble and be i.&Sn ' t 

sot a C-od-dmned tl:ing to do 'rlU. U . J.'e c~ J:ollcr about 

spending aD •• uch "" ~.c lll:cs-tll~t ' s hiG buoin••• · That ' s 

hl.a vieviJ)oint Md every m1111 in entitled to ids viOTipcint. 

I ' ve &ot ::d.ne, h& 1 t LOt llio . Th•Y clon ' t to along perillel 

lines . 

Then you ..ron' t =alec r.nj.. ccn ;:nt. on tho t\.o ~bjccts? 

t:o, you W¥lerst.:md t..!'-1 I can•t. .t\.1 I seQ·, t!'-zt 'is r.o::-.e 

ot c:tY Qtc:n6d, bu:ril:c;;:=8 t::.! to C~"". be C.:: c:rit.ieill o! ::.o W..e..'"l 

I talk 30ol!t the spondi:'ol: prc.;re:, whoov..: '• b<:b"; thAt 1•· 

I try to mind ~ ov.n bWiinCOS and all I O!:k h1l:l to t!o 1• 

mind w.s. 
Can '"" quote you on that? (I.:.ut)>tor) 

No. 
l!e' • in bad sbnpe; ho' a Q>t a bad choulder (J.!r. Eor..,s ). 

I thousht mqi>e you uant ~>eclO• · 
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A. He•• DOt here; that•o the 0111¥ """""'I''" got. 

Q. Have ,..,. had &tf/1 report yet rr .. Ouataaala .... to wr.ether 

lo:r . Guton•s pockets have been ptclca<l? 

A. The only report I bavo hAd ia tha preoo r eporta--no diroct 

reports. 

~. ilh.at about this central bllllk inati tution they• re talking 

about 11or.n there? I sce 1t ua projected. 

A. They arc talldng about a triportite oit\lation or scz:ethinc 

l1lle that. u 'I<Oilld be a 21-pertite, but th.:lt I do:>•t 1<no1r 

~ about am I don 1 t unt to ~117 Oll)'th1ng ebout 1t 

unW Herbert &eta ooek beCilUUe I 1a juGt as ienormt na 

I can be about what they are c!oina d0'1\1l there. 

Q. Apropoo of tl'.at situation hew are yo>.:r conferences caaing 

alone With the State Deportmont nnd l:r. Jones on the 

Latin-American credit situation? 

A. I baven•t attendod any o! those conferences. Tbe Secretary 

of the 'l'rcasury, !!r. Jones and Lr. 1\'elleo are, I ~ tt.e 

!1nal c:a;aittee on ""-"t .... cr uy be dona in South .....,rica, 

but I l&Ten 1 t attendod any o! t hose ,..oti.nj;a •o I ""' r.ot 

up-to-<late on the;:. 

Q. TMre -.on•t be any finoncinll untU t.be Secretary ~ 

A. Jio. 

Q. J.lr. Hanes, is there anythins you can oey t or the record 

aa to bow you think aeneral buoino•• io going o.long? 
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! ~en 1 t knO" .. 1.! : :-:-~ ~ru,v --~u 1.o0 ~! vc :,-ou Ul:!-.... lUJ . .., 7"" =7 

!C:.ct ... te f.t t..::i~ ... cr ... r.t . 

~ .o.v~n ' t. ·,ou .~u ~ota r··_.~, ..... _. "'-•a: t .. - • ., 1.. .. . u : 0\11' L"XiJt:l' c t.propos 

Of tl.c foru~.;t, Y\.U h"VO 'O • "''· 1 w " ~ ,.,~ on ~uc n .Cw oontiitions 

n{.x.-t.. yocr'l 

... :u ;~cu · t 3.ll cc.n:: ... r:._u : col:t. tl ~ invcnt..cr:, ~itt:t.l.ion • 

•. o , I :=.... no~ ccr.c~:-r ... d to"L:t 1!.; ! on•t. .:.e.- .. ~ 

"· ~::.:oo\G roc \~·ul"";.ion nt. t., cr .. nt . 

, ... 

..ell, ~.e ~on ' t ttJ ::.c 4.o ti.1.t .:w· . .• c ;.rc ,}t:....t ioot:ir.c 

: n 

tc 1.:;.~.. .re~~ur: ) ; : · .. cult.. lo...l ... 1.0r ~ nt.. 1 :.1:-c~.-..r.:r..: i.-1 

a lot more -on.:y 1..itM \.t.. 1V .. ow t}.~ ... Chri~v llq -O t. .. 

t~r ... not rcil"'.J:! t.o '"t.t GO ._ 001.: in Jr.:.'.IO.r • • ' .t:'l : ~.!: in 

l "'···" ...... i.;. r. non . .o.l ... l act ... u1Hl in b\,:;i.nec:.; , bu~ , er.or ;- \10 .... " -

I cn't ::tol::e:ribl.. to t. •• o vi i-::-oir.t, t.."'d ~,. ...... n• r.. n.:r.t 
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alcmc, o! the econaoi•t• lil.o h""" ~>o.,n talldnc about 

a r•al sl>r.~p in J:muary, ;ehruary '""" l..uch. I just 

can ' t see that . 

Iu t hD.t on the record? 

l~o . 

ROt• 'bout the ;>e.rt you onyint; you ,Jeroonnl.ly look for 

a non•(\1 sl.aekenir.0 in buoinuee t1.1;1l t &!'ter Cl>r..o=s? 

Unlcos you !ollm:ed it up, •IWl¥• tL t ,,auld !'Ut :;e in 

the c::.teeory ~ c.on' t ""nt to be put 1n ''"' t.h..::.t i s 

I t.cllt...YU there is ..,oir"'U to bo a r al 'lu::.,p in bu...ine:as 

in ..::am.li:·r) , ::.ebruary and i..ai•ch. lou .,~o tJ o _ cderiJ. 

: oserve bot>ru in<iex i • , robnbly , oint, to be o.rcund J..:.) 

to 125. T'ne gx-uat \.ci(li".t in t.:>nt o.vot•ntc io t11e otool 

operntion~ Lave nov~d tht t up tl"\.lt .... 'n'"'ouuly. :::>t e .::::l is 

~oinu l.i.kc a hol.l!lo ai'iro . I ~:auld &xpoct oooe noroal 

olnckenin& in th<:t level but n d.l\cl:cnin(l to ll& or ll5 

woul~ still Oe Zt rcnl ;;0"/C !'on.nrd ~ince \.e :~twe been 

~ -a .; ( 

us1r.s oteel ~roc:ucts, u"t•r U10 Col ... ..M.D =m-ct.ed into ?ou.nd 

it T:ould be quite obviouo to An>boaY t!.ut our •tool 

tronu!acturera were coinU to have big buoinvsa £rem abroad 

fl!len neutl·alit; r.ns <ihnn11cd. !;o I think it io por!ectly 
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obwiows that the pn.lont cmutact~~rW woulo .., out and 

•IIPP4' hi:oaelt 1d.th ""toriw, kn<no1n& that the d""""'d 

""" jw>t bound to COOle lraa abroad- there iGD't any 

other .,.... about i t . 

Q, You don't went to ·~ tor t ho r ecord that you dioauce 

'll'it ll the torecast u-s ot dO<llll? 

A. Uo, I don ' t t:ant to be ccntroveruial nbout this. 

You hcve alre;;dy said that the 'l'rC&e\117 view !or s1x 

1100t.ho is ext.re:'-el7 opt1aioUc about bu41neoo. • ouldn't 

you nnt. to sq tl:at your personal opinlon ic t!'..at. after 

the sl&cksning in Jtnuuy buDineoa 'OOUld re•\13? 

A. Do you tiJink that 1a too !ar~ 

Schwarzr I >.oul.dn' t use the t~i co opucitic . 

lioneo o I! you taka out the extr.,.el.y opt1JII1otic-boca\13e ey 

optir.ll.m is t.""'perad nnd it must be by chiD'lging events. 

Q. iihat can "'" ·~ 

A. The Treasury 1s optimisti c 11bout buatnosa. 

Q. 'lhat ie -t your !orecasts eho>t'l 

A. I es . 

379 

!!ow 'll1ll ...., phrue that again? lbe 'n:/ you just $aitl it is 

the 'l'reu\U7 1o optioll.ati c a:.out b\14inooa conditi ons and 

then 'fOU soici that applied only to the nut six aooth&. 

A. I ea, we are not mAid.nC any s!tort to look too !ar in tile 

cryat al. 
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can ""' "''" on the record that ;our perOOMJ. n e'l"J)Oint 

1e that thoro is likely to be a moderate alnel<Ollin;: ll..'t.cr 

tho fi r st Of t.'te ye:.r, OoaDOnal sl&ckoninl;1 but thet you 

don ' t l ook for ~ eorioun --? 

360 

1~ . !lo su£t ainc-d <io"Ymturn 1n bu.s1ncoa . 

Sch·.tatz a That re.l.o.tes to tax produ.ction . 

~:o.ne a : Yes. 

• • <£ course, the Treasury 10 !ollo'.:in' the •HUI1ti011 very 

closely; they' ve got very LOO<l contecto. 

... 

A. 

Q. 

'lh"1 are in the proccoo ot tollcr.i.n!: 1 t tr<<rJ dey bec..-uco 

n have got to cake the "oti:lc.too tor t!.o yield o! t.'lls 

tax syst"" o.nd I >.ill G"-1' o.cllin, of: t:1e record, tr.at ii 

you go back and look up the ~Jaaury hiotcry or ~~ bTQUP 

o! !ellows doing this rorocnstinS I hcvo been o..,..zcd by 

the way they hnvc: hit it on tbe nolh•i they havett' t miG:Jttd 

that t hin& hardly at all. I l.fiVO forgotten Tl.'ll>t the f':l.guruc 

aro but ~..ey hav3n ' t been 1.'301"0 tl.a.n 1 or ~ ott • I have 

t;ot great coniidenc~ 1n ~em; t.l.v. jll..t CI.v.m•t oeen UOIJl:· 

u . Secretal"J", ;oul.dn ' t ,.. tie t ese tw t::in;;s up .,-.Q SO¥ 

that one reason for your optl.:oiss ie th4t )"OU ....,t to see 

..C.at the revenue troa the axiatinc tax otructure •ill be2 

/tnd you can sa:y that l;.l.o outlook for incNased yield fr= 

tho present t<UC ·~10te::1 U br ight. !bat is ol>out all I ' ve 

cot on Iff¥ mind. 

Thank ;you, l'r· Secre~· 
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kWANO PU CUEN 
• oow: •••• 

•30 l'tn-• Av.rwv. 
, ..., YO-all 

llr. 1o1m I. Rues 
TrMSUrJ Depor-t 
lao~Oil, D. c. 

Doar Mr. Banes: 

IOYIIII>er 15, 1939 

In a r eoODt oonYoraatlon whloh, I ho4 wlth 

Sooret a17 llorgentholl ho I.Dqulro4 whothor lfr. LltYI.DOY 
had rocentl.J' b- lD Ctnmglr1Dg. Be aloo ua4orotoo4 that 

~. LitTinOY'I JliaalOD had D.Ot be• a SUOOIII. Tb.e 

Socratory aako4 mo to wire back to Obungklng tor 
clarltlcatlon. 

I cabled an lDQUirT to Dr. B. B. ltWll 

roger4ill& thla queatle&, o.JI4 han tocla7 rocolY04 h1o 

ropl.J' . Be ln1'ormo me that thoro le abaolut o}¥ llO 

foundation tor t he lDtOl'lll&tlOD about lb•. LUYlllo-. •a 
T1e1t to 0hnnat1»&· Ha o01181de-ra tbia another U~U~pll 

ot 1apaaoao propogeda. I ho.TO &lao mado a porac:11al 
I.Dquil'Y wlth a Chi.Daao ottlclal rocct!.¥ arr1Yo4 trca 

OlaUDgld.llg. OD4 he tol4 •• that ho 110YOr boar4 or lfr . 

LU-.I.DOY' a Ylelt to Cll.ungll:ing, but thoro hu boOD a 
RunlaJl Trada 1Uao1e& thoro dlooueeing acne l>uai.DoOI 
aottora wl th tho GoYe.....,.t. Thot alsht hllTO glTOD 

rile to auoh ruaor•. 

I ahall tool t hallk:tlll lt you will kil>dl¥ 

'P8·•• the aoo.,a ~tonu.tlcm, at 70u.r oon'1'•1coa, to 

Tho Secretary. 

11th kil>doat poracmal rogarda, 

382 
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I • · I ,_ J. # , .... "ft-·· u ~" t ]0 

LORD , DAY & LO RD 
2!5 BROADWAY 

NE:W YORK 
CY,..A IIIO e u H.OINO 

c.r.-.c .0.0111'~--­
\.0 "0<It.,....... 
H CW YOIIIot 

WU~INOTQI'OI O,riC C 
SO V T ... C•N e U!UUNO 

Bovember 16, 1939 

The !'resident, 
Tbe l'lhi te Bou.set 
1"esh1n8too, D. c. 

Ky dear Kr. President: 

I enclose herewith a memorandum which attempts 

t o i mplement your ideas upon an excess proti ts tax. The 

memorandum dis cusses some or the principal probl ems which 

t he drafting or a s tatute would involve and suggests a 

number ot problems which need further consideration. Tha 

subject is a difficult one and requires more study than 

could be gh•en to it in the limited time anileble, but I 

hope the enclosed meaarandua will expedite a cl arit1cat1on 

or the subject. 

Gem rally speaking, t he meaarandum adopts two 

of the bas ic factors you ha..-e suggested, naaely, (1) 

net oost of assets, and (2) capitalized earnings. For 

reasons given at pages 19 and 34 appraised nlue and book 

value a.re not t aken, but the t wo factors eaployed in 

: 83 
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'!he !'residant 
2 

.. oertaining invested capital are to a large degree a dupli­

cation or t he discarded factors , In other words, net cost 

of assets amounts to a duplication or corr ect book values, 

and capitalized earnings appro:zillllltes correc t appraised 

value. Thus , we preserve your essential thought or co,.pen­

satl.ng tor inaccuracies inherent in the use or one tormula 

tor the COIIpUtation or inTested capital or excess taxable 

earnings . 

In a nutshell , the tax discussed 18 a graduated 

tax upon excess earninca, Excess taxable earnings are de­

fined as earnings in excess or the earnings or a representative 

standard per iod , 1935 to 1938 inclusive, but t~ey 11ay not be 

taken at l e as than ~ or 110re than ~ or the invested capital, 

'!his p1p1••p allowance is to protect coJ:l)orations with l ow 

earninga during the representative period. !he p•p!IJP allow­

ance b to inSure t he collection of tax troa corpor ations 

lihich bad lar&e e arnings durin& the representative peri od, and 

which should be in the beat position to pay. 

In order to forestall criticiaa or the type directed 

again st the World war excess profits tax, the deTice is adopted 

or ignoring coat of assets acquired before llarch 1, 1913, and 
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The President 

taking that value, 

its virtue 1a that 

J 

This scheme 1a favor able to taxpayers; 

almost all assets can be taken at their 

net cost baaia tor purposes ot 1nc01118 tax depletion or 

depreciation. Thia enormously st.plities the tax by using 

to advantage coaputations now available to taxpayers and 

the Bureau or I.nternal Revenue . We thus el1.111nate one ot 

the greatest ditticultie s and irritations incident to the 

World War excess profits tax, 

Naturally, all figures used by way of suggesting 

r ates and exea ptions ar e tentat i ve and illustrat ive. 

If I have not made the subject clear in the en­

closed memorandUJD, I shall be very glad to give any turtb!r 

explanations that mAY be necessary. 

385 
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I.JTRODUCTIOII 

The purpose of this memora ndum is to summarize 

a general plan for the taxation of excess profits expected 

to be forthco~tng as part of the impact or the war upon 
l 

the American economy. The memorandum wil.l r irst set 

forth the tundamental proposal 1n broad outlibe; it will 

tben attempt a slightly more det ailed exposition or some 

of tbe n ecessary provisions of a statute iiiJlOS1118 such 

a t ax. The description of the tax is not intended to be 

complete , but a nWDber or sugges t ions are o trered in the 

hope t hat they may serve as a basis for the Cra'111ng ot 

a statute that will be fair and workabl e . 

1. No atteMpt will be a ade to drdt any precise 
s t atutory provisions. 

:!87 
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The ~dvisability of once more imposing 8 true 

excess profit~ tax has frequently been stated by iapartial. 

co11111entators , often with tbe further thought that Slch a 

tax, if administratively successfUl, might be r etained as a 

permanent part of the tax :wstem. 

1. The. earliest i n stance of such a tax in the Oni ted 
Sta tes, a 12~ tax on manufa cturers of muni t ions was imoosed 
by the 1916 Act . A proti ts tax was illloosed by the Act Ot 
March 3, 1917, (30 Stat. at Large 1000) which was replaced 
before it was ever applied by the excess profits tax of 
October 3, 1917 (Revenue Ac t of 1917, Sees. 201-210) , both of 
which reappeared i n revamped form in the Revenue ACt of 1918. 

:a a 

Thi s 1918 Act was a combination of two taxes: 
one, the excess prof1 ts tax proper , and the other , a so- called 
:!!!.[ profits tax. The first .,...s theoretically on the excess 
of profits over pr e-war average earnings. The two no1'11181 rates 
of return were deducted fro111 actual. profits to get the inoome 
subject to tax. The normal rate of return under the excess 
profits tax was &' of the capital invested in the bus1 ness 
during the t axable year. The tax was imposed on the difference 
between actual profits and normal p rof1 ts plus an arbitrary 
allowance of $3,000. The normal rate of return under the 
"ar profits t ax was the avera ge profit for the period 1911 to 
1913, plus or minus 10~ of t he i ncrease or decrease in invested 
c~i t al. The excess prof1 ts tax, in other words , assumed an 
~ return on capital to be nol'11181 . The ... ar profits tax 
assumed that pre-war e arni.nss wer e normal , and that 1~ 
prot1 t durlng war time wes normal . The method g1 vins the higher 
tax was the m•putat1on to ba used. 

2 . s e, e.g., Twentieth centurY Fund, Facing the Tax 
Problem tl937) ; Godfrey Nj~lson , war PrOfits Taxes and Their 
Records , 17 Taxes 569 (19259). 
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I • G!!jNERAL DB§CBI!'TIO!! Of tAX 

the proposal has been made that a tax be enacted 

along the following general l ines: 

(1) Allow a return free from the tax or normal 

profits or the corporation. 

(2) tax any profits abaTe the normal profits or 

noru.l return at graduated rat,es increasing as the profits 

real1:ted in the taxable year exceeded the norul return, 

(3) Profits would be defined, generally speaking, 

389 

1 

in teras or •net income• for purposes or the existing income 

tax, tbua simplifying administration by taking .l'ull advantage 

of work which has to be done independently of the new statute. 

(4) the normal rate of return would be measured by 

the following factors: (a) equity capital inYested in tbe 
2 

corporation as or the beg1nn1ng of the taxable year , wbich would 

1 . Tar iatians are indicated at p. 43 below. 

2, Yoasi bly tbis invested capital should be increased on 
account or stock dividends paid during tbe year . See P· JO. 

the 1918 excess profits tax used the •average• ot 
the taxable yearJ 1918 Ac t , Sec. 326 (d). the •average• or 
the year referred to capital paid in; no earnings or the year 
were permitted to be included in invested oapltal• This 
rule t urniahee a reasonable precedent tor the present act. 
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1 
reflect aeaeta at cost, or depl8tal. cr depreciated coat 38 

determined b7 the Bureau of Internal Revenue tor income tax 

purposes; (b) the average prof i ts over some ntRndard represent­

ative period, euch as the period from 19~ to 1938, inclusi ve . 

(IS) 'l'bere wou.ld then be allowed as normal prot! ts 

or normal return 
2 

the average orot1 ts of the a tandard or repre­

sentative period with the llaitatlon that these protlta taken 
~ 

as normal and used as an excess protita tax credit, llflgbt 

not exceed ~ of the invested capital, plua 5~, which amounts 

to 1:1$. And 8% of the invested capital would be taken as 

noroal profits even if the corporation had average profits 
4 

for tbe standard period of les s t han that nmount. 

For example: 

(a) If a corporation hae average standard period 

croflts ot $200,000, current profits or $250,000 and an 

invested eap1 tal of only $200,000, there would be normal ee.rn­

i~s of onl,y $24,000, consisting of $16,000, being 8% of 

1. As to value at llareh 1, 1913, see P· 25. 

2. This period is sometimes referred to t-elow as the 
1ete.ncle.rd period•. 

3. 1918, 1921 Acts, See. 312. 

and 1~ ~~~~rx fee 5~0:~ w~g%:~:~~~t f~e:\~=~:~n;~::d 0~r tak-
i ng in more corporations. Tn1a is a matter which, o course , 
requires complete s tudY before it ie decided. 'l'he recent 
Canadian statute use s an opti onal rate of !1%. 
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inves ted capital plus an increase of 50~, 

leavin& t axable profits of $226, 000. 

1 
or $6, 000, 

291 

(b) I f a corpor ation has average standard period 

profitS of $200, 000, current profits of $250, 000 and an in­

ves ted capital of $&, 000, 000, there would be normal earnings 

of $ p<!!O ,000 consiSting of ~ of $3, 000, 000, and tbe lower 

average earnings of $200,000 "ould be dis r eg6l"ded, leaving 

only $10 , 000 in the taxable class. 

I. (a) Ex8.llple of Computnt1.on of Tex 

Before o ommenting on the above factor s entering 

into the computation of the tax it s ay clarif y discussion 

to set forth an example of a hypothetical tax liability as 

2 
follows: 

1 As an alternative method there mighi ~:eu;.:dre~s 
normal ' prot1ts an ave~ge t ~ t~~v!!~~~n~=p~tal. Fo~ 
sent ati ve period and a,. 0 e ti earnings of $200, 000 
example , i! a company th~0rgg~es~t~! ;~ch is $16, 000, its 
and a capital cost of 1/' 2 r $216 000 or $108,000. 
normal p rofits would be o • • 

1 
are sare1Y illustrat1.e. 

"""- rates used 1n thiS e:~aap 8 
2. .. .. 
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1800,000 
400.000 

Average standard pror1 ta - 1935 t o 1938 
statutarY normal t'aturn 
Actual net income, See. 21, 

Internal Revenue Coda 
Income tax l1ab1l1ty 0 18% (approx. ) 

Nat 1noome attar ordinary oorporat a tax 

392 

$10, 000,000 

l, 200,000 

2 , 000,000 
l, 200,000 

3,000, 000 
540.000 

• 2.460. 000 

Jmount or Statutory Balance aata Allount 
Nat Income Nortlal Ra- SubJect or ot 
Each Brack- turn(axeeu To Tax Tax Tax 

at Prot1ts Tax 
Credit -Not onr 15~ or 

1n..-asted capital 1 , 500, 000 1 , 200,000 l500,000 1~ 30,000 

over l~ but not 
over~ ot 
invested oapi tal 300,000 l500,000 ~ 75,000 

over 1e:' or 
invested oaoital 660,000 660,000 so% ~.ooo 

Exoees Prorite Tax ~35.000 

ATeraga percentage or excess prorita 
tax on exoeas ineoH - ~ 

ATerage percentage or aggregate ex-
oeae pror i ta and income tax 
l1abil1t7 on total net 1noo» - 3$ 

There is attached hereto, as Exhibit A, a computation 

in another oaae 1n which the taxpayer' s anrage standard profits 

to giTe exemption greater than ~ or invested 

capital. 
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I. !bl Necessity ot Graduated Betta 

Natural~ the exigencies ot rtYtnue needs 

tactor in determining the precise ratea to 

0uggeated proposal involves the use ot a graduated 

would be the 
1 

be used. The 

rate scale, -

in this respect it ie unlike the c·-rent B i ~ r t1eh Act, but like t he 

canadian Act and the .American 1918 Act. 

£xcees profits t axation is grounded on the assumption that 

extraordinary proti ts can be regarded ae windfall gatns.This aes~ 

tion seems t o be the more Justified the higher the protits are above 

the •normal•. Profi ts only a l1ttla bit hi gher than the 'hor:Dal ' 

~~ be due to windfalls trom war or may be due to other reasons; 

therefore, it seems justified to l eave a large portion ot profits 

which onlY sl1gl\tlY surpass the •normal' in the hands ot business, 

but to i ncrease the tax r ates with increas ing protlt r3t1o under 

the assumption that the higher the profitability the greater the 

probability tha t they must ~ attributed to factors other than 

special skill ot management. 
The general rule that the abil1 ty to pay principle does 

not JustitY a graduation of corporate taxes doe a not hold t rue tor 

the excess profits taxes. The general rule ie basad upon the 

l• For tX8lllple, the leg1elat1ve history of the 1918 Act shows 
thl>.t that act wse exoected to yield Gs , ooo,ooo,OOO,ot which the 
excess profits tax was expect ed to yield $2, 400 , 000,000.( Senate 
Finance Committee Report llo. 617 ( 1919) . 

It ls estimated that the 1917 excess protits tax absorbed about 
44% ot the increase 1n annual. profit trom $4,123,000,000 to 
$9, 500, 000,000. A group ot the largest manufacturing and mining 
companies in the countrY paid in taxes (1ncl udin6 both the normal 
income taxes and the excess or war profits taxes) about 25% or their 
net taxable income tor 1917 and about ~ ot the same 1noome tor 1918. 
For refinements or these percent ages, see Report of Speoial Com-
mi ttee on Inveet1gat i on ot l!unitiona Industry, No. 944, Part 2, 
74th Cong., let Seas., p. 14 (1935) • 

2. It 1s impossible to determine which profits are due to 
IISJ\agement and which are attributable to eoonom1c conditione or 
se!li-IIOnopolistio adYantages. 
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assll!!lpt1on thll.t corporate taxes are ultlcate]J borne by the stock­

holder. If there should be any graduation lt should be in 

corresoo ndence to the income bracket to whioh the stockholder be­

longs, ~~ioh or course can be done onl y through the individual 

i ncome tax. Exces s profits taxati on ie based on the theory 

that these orotits should be taxed irrespective of whether they 

.-ould otherwiae acorue t o a person in the lower or in the h i gher 

t>r aekets. 

Th1a tax 1a not based on t he J)r i ncipl e of the individual 

ability t o pay, but on the theory that gaJ.na a ttributable to ex­

traneous t a otors be absorbed as ouch as poseible by taxation. It 

is a ta.x on the corporation ,!!!t!: .!! and not & tax on individuals 

through the means ot collect ion at the source. 

There are some arguments against graduated rates. All 

excess proti ts t&JCation implies a certain crudeness in the determina­

t i on ot •normal ' profits. It a uniform standard ratio i s the 

cr i terion ot •normal ' profits, then corporations with a normallY 

hi gh r atio ( f or instance, because of high rht in the specifi c 

branch) would tall into a higher bracket under the principle or 

graduati on. The necessary crudeneea ot the criterion thereby 110uld 

be aggravated. 
I f standard e arnings in a base period are chosen as a crit-

erion, then corporations whtcb happen to have extraordinarilY low 

proti te in the base period are penalized by a high bracket tax, it 

gr&dua t i on 1e applied. 

It an exoeu prot1ta tax i s proposed tor a neutral country 

i.n a per iod ot war, the rates cannot be too drastic. 
In such a sit-

Regraded Unclassified



-9-

uation busineaa ie not predo:ainantly dete""ined by the l.l:lpaet or 

the war, eo that All high proUts could be reg1u-ded a.a war profits. 

rr the progression, therefore, ehould not reach very high per­

centf1S8s 1t may be mor e advisable to enact a flat rate with a 

decrre•s ion tor profits Just above the criterion or •normAl" profits . 

Such a degrenoion l s advisable in order to avoid n too sudden Jump 

:rom the non-taxable to the ta."<able profits. 

A flat rate tax is more eas1ly adm1n18tered than a pro-

gre•sive t ax. 

I.(e) Aool1eation of the Tax 

The Act should cover virtually all corporations; segre­

ration ot war profits industries in the conventional sense or 

the term would be impractical, since all increased profits 

will be l)&rtly at tributable to war aotivi tiee and to the Rttend­

e~t rise in price levels . I t is notewor thy that ln the first 

war act of 1916 munition makers were singled out as the sole 

object ot the tax. But other profits soared at the same time, 

and all industries were soon drawn within the net or subse-
1 

Specific ty pes ot oorporat1ona should probably 
ou4lnt acts. 

be treated ae follows: 

1 Jt s true that a universal apolication or the tax 
O!i ght ie to harsh consequences in oarticular eases. For 
ex~ole in the case or gol d mining 1t was round under the 
earlier' aots that while gold bro~gh; ~~~~~dp~~:ri~:r~~~~s 
of the war, nevertheless the cos 0 a ' a1 visions 
uo. Therefore, suoh mining was exem~~~~ b~e~pe~4).p~ere 
1n the Act ot 1918 (Revenue Act of • • imllar 
would probablY be pressure at the ~rese~t ~;:• 1~~~e~r7 in 
sneoial exemptions wherever the pr oes n 1 in the case 
~uest1on are regulated by lat, t:: ~~~o!~:~ :r a minimum return 
or r ailroads. But in view 0 e ti e the need ot such ex-
or ~ before the tax becomes opera ., • 

esptiona 1a t ar trom~o~l~e~&r~·~--~~--~--~~c-~------~~~-=:::J~~ 
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1 
Oorpora.t1ons eDmot from the income tax should 

also be exempt from th18 tax in order to a impl1ty administra­

tion and avoid complaint. 

( 2) Personal service corporation a, 1n wh1oh oap1 tal 

is not a material income-producing factor, might be exem9ted 

from the excess profits tax, but might reasonably be taxed as 
2 

partnerships, as waa done under the 1918 and 1921 Acts. 

( 3) Some favored treatment might be shown to very 

39S 

~all corporations, which are not affiliated or subsidiary units 

of lArge corporations. Average statistics under the earlier acta 

covering profit-earning co~rations show that the ratio ot 

net income to capital varied, roughly speaking, in inverse pro-

9Qrtion to the size of t he company. Larger concerns seldom 

realize such a high percentage of profit as do successful 

concerns of moderate or small size. Therefore, to avoid an un­

due discrimination aga.inst small corporations, there might be 
5 

exet:~pted oorporatione with a net income of leaa than $25,000 

or some other appropriate ainlmum amount. 

1. Internal llevenue Code, Sao. 101. 

e. This would be conetitutiona1l1 more0aooe~4ab0le8no•282th&n in 1918. See He1ver1ng v. National Grocer1 o., vv • • 
(1958). Yoreover, it m1~t be better statutory technique to 
give such oorrora t ions an option to be taxed 88 oarCotnelrehiipa r 

t 1d gu1ationa issued by the mm sa one • 
~n consent o oer FC .re ial l luab1e in the caee of oor-
•n>s technique might be espeo 1 va h 
poratione engaged 98r tl1 in peraonal service aotivitiea, w ere 
al1ooatione of income would be neoesaar'1· 

3. !his was the dividing 11M under the undistributed profits 
surtax, •• .. ended b1 the 1958 e t, Sec. 14(a) • 
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(4) Ney corporatiopa would also have to be treated 

somewhat differently, as wtl.l be discussed more 1n detail 

below. Here the reference to pre-war activities would have 

to fall away, and an A priori normal r eturn of some figure 

between 8 and 1~ of invested capital would have to be takl!l1, 

(5) li'ore1m corporatiops might be taxed under a 

provision similar to the special assessment provisions or the 

1918 and 1921 Acts discussed below, or they might he given 

391 

an o1:ltion to use the general method of COIIJ)Uting normal return 
. l 

as to any capital actually employed within the United States. 

(e) Personal holding comoapies and foreign personal 

llolding compap1U should be exempted; they are now subjected 
2 

to taxes calculated to compel their disintegration. 

l. 

2. 

Compare canadian Excess Profits 

Titles IA, Supplemer:l t P · 

Tax Act, Sec. 2(c). 
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(7) Sueeeaaor Coroorationa The reorganization 

sections, lhieh have been embGdied ln the income tax statute 

since 1918, render the treatment ot r eorganizations prior 

to or attar the enactment of t he tax much leaa perplexing 
1 

than under the old acts. The 1918 and 1921 Acta drew the 

line at a 50% change ln interest or oontro1 ln dete,.1n1ng 

whother aaeeta should be stepped up tor lnYeated capital 

purposes when there had been a reorganization, eon­

solldatlon or change in ownership of a trade or busineea. 

398 

In comout lng invested eapltal tor the current taxable 7ear attar 

the lmpoai tion or the tax for aD7 oorporation reor ganized or con­

solidated within the meaning of the tax-tree reorganization 
2 

aoctiona of the income t ax statute, aeaeta transferred to a new corpora-

tion may under the proposed tax be regarded, aa for income tax purposes 

as lt still in the hands of the predecessor corporate owner or at 

1. 1918, 1921 k ta, Sec. ~1 

2. Internal Revenue Code, Sec. 112, 113. 
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the cost t o such previous owner , if the previous ooner was 

not a corporation. Generally speaking, the r eorganization­

basiS provisions would be ~plicable. Proper adjustment 

would, of course, have to be made for any cash or property 

actually paid in as part of the transaction. 

(8) Individuals awl Partnephi u No attempt need 

be C~Sde to apply the exc ess profits tax to individuals or to 

partnerships as under the recently- enacted BritiSh statute 

(except as to professions dependent .ainly upon personal 
1 

qualifications) and under our 1917, but not the 1918, Act. 

While it may be somewhat illogical to exempt individuals, 
2 

corporations make up the g reat body of American busi re ss, 

and the individWll surtaxes will t ake good car e of the problem 

of excess profits so far as individualS and part nerships are 

concerned. I ndividual capital gains are o.nother lll!ltter; if 

we have a substan t ial riSe 1n pri ce levels, capital gains 11111 

be war or excess prof! t s in every true sense of the tem • !Nt 

the better road to the taxation of such profits seeDS t o be 

l. 
and was 

2. 
385,000 

The excess profits tax of 1917 caused great discontent 
barely endured even as a war • a sure . 

Kennedy, Dividends to Pay, P• l(led93~, .;~a~Ogi~~~39. 
corporations a s of 1925 1ncreas • 

:.ss 
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t he raising of capi tal. gain rat,es in the Inco• Tax 

The individual s t ur axes Will aind.larly prevmt &nJ 

~00 

gross inequality between the t ax on corporate and non-corporate 

business such as might raise an issue of consti tutionality on 

the grounds of arb1111lry classiticat1on. 

I . (d) Durati on ot tax 

It aight be desirable to r etain such a tax as a 

perunent part of the revenue system. Bookkeeping devices 

might avoid part of the incidence of my temporary excess 

profits tax. And it may further be said t hat corporations 

earning a very large ret urn on their invested capital are 

able to beer a larger pert of the tax blrden t llan other 

corpor a tiona. 
One technical problfllll wbich would becoiD8 accentuated 

rlth a contin~ duration of the tax would involve the standard 

period of eandn&S to be e.ploJed. l s tiae passed on and 

economic Cb&n&e• occurred, the 1.11 e of the 1935 to 1938 period 

would grow more and 110re antiquated and out of proper co!llplll'ison 
The use of a .aving basis (in other words, 

rlth present .facts. 
the use 

0 
t the 1 ear i-d1atel7 prior to the taxable Jeer as 

1 . Sao. 117. 
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a part ot the standard period) is a poaa1ble solution· 
' 

this method, however, would giv~ corporations a vested 

interest in one year's excess profits by permitting them 

to reduce their subsequent tax accordingly. Potential 

errancy in the uee or a moving basis would be leas serious 

if, aa has been suggested, standard profits (or excess profits 

tax credit) are deemed to be not lese than ~ and not more 

tbM 1~ ot the invested capital. An alta rna t1ve, and perha!)e 

preferable, solution would be to change the 1935 to 19:58 

period to some different span or years atter industry had 

passed through a fairly normal period. 

II. USE OF INVESTED OAfiTAL 

While average profits during the standard period 

~<ould be the criterion usually employed under the suggested 

proposal, the invested c~oital would be referred to for the 

purpose ot a minimum and cax1mum allowance. There is a 

vit al reason tor these minimum and maxl..al\1111 allowances which 

should be eet torth at this point. Contrarr to popular 

impreeaion, 1t appears incontrovertible that a great 1118111 ot 

the leading concerns have realized very eubatant1al profits 
1 

in the so~oalled depression. A tax which merely reached 

1. See IennedJ, Dividends to Pay, Qh. 1 (1939). 
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profite above theee large depreesion-period protite woUld 

perml t the eeoape ot large sources of revenue b:r those 

~>eat able to bear thelr share of the tax burdens. On the 

other hand, there are many concerns which, el ther because 

of their poeitlon in the industry or because ot the nature 

of the 1nduetr:r in which the:r are engaged, had low proti te 

in the depreeslon period. Such ooncerns, the ver:r 

which should be peiU1tted a reasonable opportuni t:r 

oonoerns 

to re-

coup loeees, would be heavil:r penalized it excess proUts 

were defined a• profits of these low profl t :rears. !he 

402 

only protecti on which can be reasonably afforded for such 

concerns ie meaeurement of normal or standard profits b:r 

r eference to invested capital, wh1oh 1n turn measured by 

r eference to the depreciat ed or depleted coat or assets employed 

1n the 1:u eineas. 

II. (a) The Neeessity ot ueing Invested Caoital 

Tbe suggested proposal, i t will be noticed, combines 

the eonceot of standard proUts with that or a normal rate of 
1 

return upon in•ested capital. Fro• one Yiewpoint, the value of 

1. In this respect it le somewhat almll&r to the recentlY 
enacted British exoes• profits tax effecti•e April 1, 1939, 
Thi s tax 1e fixed at q of the amount b;r whi ch the prof! ts 
of the taxable :rear exceed the pre-war standard of profits. 
The standard prof! t i s detel'lllned w1 th refsrence to ths proUts 
or a standard period prescri bed accordlnS to when the trade or 
bua1ness was commenced. If the business was ooamenced before 
Jan~ar:r 1 19~, Ula atandanl period u optional w the t axpayer 
1a ae to1iowe: either 1935 or 1936, the yeare 1935 and 1937, or 
the yean 1936 and 1937. In the caee ot a butln•t• started 
attar Jul:r 1, 1936, the et&ndard Pt'Ofita are the atatutor:r 
Psroentage • which _ !J ~ ot the innet ed caplt&l 1D the cue of 
corporation• an4 1.o;. 1n relation to non-corporate organl.zat1one. 
IUniaua al1owanoaa are JUde 1D lieu of etandard profit•· It ia 
also proYlded that r etareee 11a7 aake special &l1owanoea tor l1Daa 
ot buaineaa 1DYo1rlug part1cu1&r rieltl or otbll r oon41t1one. 
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the assumed invested capital necessarily denencls 
,. upon the stan-

dare! earninas; fr~ another vie wpotnt the ue:n.Jted profits de!)end 

uoo~ tne invested capi tal . The construction ot an "inves ted 

c•?ital" based on earnings alone would involve a lacteal circle. 

Ir it were proposed to tax all excess profits on an abstr: ct 

•!~v ested capital,• whicb itself uld b t 
wo e ound by capl t•l1zing 

ea rnin&s at a certain percentage, &nd If that sa2e pereeata&e 

or ret\U'Il wera then per!llit ted to be r eceived free rro,. tax, we 

•ou:d be indulging 1n circular r easoning. 
1 

Tbere sho·.1ld obviously 

l . I t lS t rue that tne use of capitalized earnings rQUld be 

o:>e "tetbod of v alui.ng inves ted capital for pur;>ose of an excess 

rort ts tax . One difficulty in t!l1s c onnectton, ho~ever, "ould 

be t!le selection of tbe capt ta .ization rate for each ind..strv 

eo:>Sidertnr ho,.. SOCI8 buSinesses involve llHle and others 8 ~ery 

great hazard , as well as bow the e3rn1ngs of :~ Industries 

tl'lctuate widel y while the ;lrortts of others are r elatively stable. 

:here 'O'ould be no yardstick here except tae vague seneral principle 

t~• t ntgb nsl< industries should be CA~italized on the basis of a 

h lg~er rate of return than 1110re stable lor r lsl< industries . But 

r~f~ed differentiati on •~uld complicate edcdnistr a tion, and I t 

llOuld probably be necessary to ado;ot a . ibernl capitalization r ate 

tbicb " ould be a pplicable to all industries . T'nis tread r avo r t he 

At · h risk industries, which is econocically desirable . How2Yer , In 

tll8 interes t of consistency It ..-o·1ld tbe a be necessory to take t.'e 

same r ate of capitalization in detel'lll1n1ng how 10uch net incow Should 

be exe:5pt CrOCI tax altogether . Tb~, if it ..-ere decided to le'lYe a 

6~ return free from the tax, a verage net Income duri ng tae stan1atd 

p~riod llllght be capi talized by multl?lyl~ teem by IS 2/3 wll.l.ch vould 

certainly be a reasonably Uber lll r a te of eapl taltzatloo-. Tbe 

sa~e result however, can be reached more directly and more simply 

b7 oerel;; ~ing the a verage standard profits as the nor:t 'l1 thout 

any a t te2p t at capitalization. 

I t 1s a serious question tohether the old Q)ncept s of 

coaparat1Te 1'1::1< factors are nny longer valid. For inst ances, 

the old idea wa!' t hat the oU and aiDlni industries a r e extrc.­

baLardous . Are they todny? Tbe se 1cdustr1es are usually 

oraantzed on a large scale 1fh1cb averages out dry holes md d 

un~rofitable mines ; moreover, modern methods of explorot1~o thS: 

~1 tc:overy have gre~ tly a1.n11111 zed old buards. Tbe =an o 

(coot'd P• 18) 
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b~ 1ome contributing aeaeure or capital independent or 

etl\/ldard profits. lloreover, as indi cated above, the use 

ot the !actor or earnings alone would discriminate in favor 

of corporations which profited materiallY during the de­

pression years,and would be especially unfair in the case 

ot new a.nd speculative industries. It might 10.110 over-accent 

tho taotor or good will. A verr cos tly mine a hart ~ nner 

han produced a si!"f;le ton or ooal during the standard period, 

And tM oorpor at1one which achieved good will peaks in the 

represent a t1ve per iod would P8J' no tax. 

404 

Therefore, whatever its dittioultiee t he use or an 

invested capi t al concept similar in mMy reepeote to that or the 

1918 Act seems desirable. As to most assets the invested capi tal 

computed would be related directlY to the cost basia originallY 
1 

arrived at tor depreciat ion or depletion purposes under the income 

tax. The uee or such a basie i s better adapted to a permanent tax .. 
than any exempti on related i6. every case only to aversge 

(1 cont ' d tro• p. 17) 

street certainly no longer thinks or t be etoclt or the Texas 011 
Company ae being etock ot a huardoue enterprise. He ma:r be 
uo-to-date in hie t h inking and the old recapitalization formulae 
"'Ill be what are 6beolete. on the other hand, perhaps " com­
PArRtively new company engaged in a reputedlY stable industry 
should be regarded aa eubjeot t o a higb riek. The man or the 
street may be up-to-date in his thinking and t he old recapitaliza­
tion fol'llulae may be what are obeolete. 

1. See however P· 27, note 5, as to percentage deoletion. 
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earnings. It iS a more responsible figure than book value
1 

and 

IS readily a vaila ble 

material bas already 

for uae, since most of its underlying 
2 

been computed for income tax purposes . 

1. Tbis WJUl d perhaps be the rost arbitrary possible 
ba sis of value. I n the case of most well-conducted corporations 
book values originate in cost , but IIUilly corporations even today 
carry assets at book valu es completely out of line , up and down, 
with depreciated costs and current values. Yany asset• of great 
vr l ue never get on the books a t all; on t lle other hand, many 
assets of small value appea.r on the books at innated values. 
Even in the case of corpor.:.tions >llose book values started w1 th 
genuine cost there would be variances originGt.ing i n d1.tfer1ng 
i deas and estimates of depreciation, obsolescence, etc. Since 
a bigh book value would raiSe employed capi tal , tbe use of thi s 
factor ..-ould tend to penalize conservative bookkeeping, and there 
would be high-sounding talk or confUct betnen New Deal agencies . 

The answer may be made tbat crudities i nherent in the 
use of book values migll t be compensated b y using book lralue 
as only one of several f actors. This is true, end it is 
also true t hat bool< or asset values are often t aken in evicl ence 
of ' 'a lue 1n the absence of other evidence. (See Paul , Selected 
Studies in Federal Taxation, p. 211 (1937). But tbis reply is 
only a partial answer, and any tax which was referable to book 
values so often statecl by the courts to be merely evidentiary, 
(see e: g . , Doyle v. Kitchell Bros. , 247 u.s. 179 (1918)) ~ould 
be subj ected to some justifiable criticism, and auch additional 
unJusti!i able cri ticism as well. 

tax 
tion 

2 . True, the use ot value at March 1 , 1913, for income 
purposes somewhat complicates the point, but tbis complies-
need not trouble us . See p. 24 
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II. (b) Criticism or Earlier Excess Pro tits Taxes 

Before defining Invested capital in more explicit 

terms , it raay be wel.l briefly to dispose of the critici sms 
l 

made of the World War excess profits taxes. Lack or ad-

ministra tive experiexr::e, deficiencies in bookkeeping records 

and WIIYal \abil1 ty of detailed tactual information ID&de i n­

vested capital under the old acts an unpopular i nstitution. 

me computation or invested capital was irritating and costly 

to taxpayers and delayed the collection ot revenue UDder a 

9rocedural system which put a prem1Wll on under-payment of t ax 

in the original return. However, the Government and tax­

payers were just beginning t o understand the statute and its 

Bppli cation ¥Jhen Congress repealed the tax, thus thro~1.ng 

~06 

any the knowledge we h ad gained . The old tax had a soiDld 

principle underlying it. It we bad left it in the revenue laws, 

1. Inves ted ca~ital under our ear(li~er excess palrofit11s 
acts was defined as la) cash paid in, b tbe actu cas 
value of tangible property paid in, and c) paid-in or earne~ ) 
surplus employed 1n the business. (1918, 1921 Acts, Sec. 3~~ 
Patents trademarks , good will, copyrigbts and other intang~i 
assets ;lere included up to an amount not exceed1ngftbthe acto k 

1 r t hen aid in the par value o e s c 
via ue o suCh pro9er

2
Y56w t t hpe totai .,ar value e t the corporat ion ' s 

ssued therefor, or ,. o r 
sha1·es , llbichever was the l owes t. 
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tts administra tion 'I!Ould ban beco~~e r elathaly simple by 

th.U time. lloraover, its graduated r ates might !lave diminished 

tbe incentive for tax avoidance by corporate surplus accumulation. 

W1 t il out attempting at 1be moment any discussion of suell 
1 

technical problems as tile exclusion or borrowed capite 1, tile 
2 

limitations to be put upon tbe inclusion of intangible property, 
3 4 

and inadllissi ble assets, end tile treatment or reorganizations, 

reference ma,y be briel'ly made to tile troublesome problem or valua­

tion f or purposes of invested capital. 'l'here was no special 

dif!iculty under tbe old acts nth respect to c a sh paid in, but 

corporate stock is frequently issued for property, botb tangible 

-W7 

and intangible. The metbod of computing invested c apital used under 

the earlier acts therefore involved a valuation or property paid 

in to the corporations at tbe time paid in. Suell a valuation, as 

1. Holmes , Federal Taxes, p. 1275 (1923 l!d.); see P· 32 

Federal Taxes, P• 1257 (19£3 Ed.); see p. 28 
2. Holmes, 

lltl (1923 l!d.) See also 
4. Holmes, Federe.l Taxes, P• rt o! s e~ial CoJimittaa 

discussion or 1ba Old ~111n1o~ ~~~~/=~ 94. p~rt 2, 74tb 
on Innst1aation or "Mun:1 io~s(1~35) • 
Cong., 1st seas. , pp. 19, 2 • 

Holmes , Federal Taxes, P• 1255 (1923 Ed.); see p. 34 
11 . 
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or the t111111 paid in, even thollih preVious to lla.rcb 1, 1913, 

was preauaably once made by the Treasufy tor corporations 

old enough to have been subject to the tax 111posed by the 

1918 and 1921 Acts (except corporations granted spacial 

assessments), though it may be a question to What extent de­

t ails or tte valua tiona ao made could now be reco vered from 

old tiles. There would not be the same problem in the case 

d oewer corpor ations since the Bureau or Interhal Revenue 

presumably has sufficient cost reconts . But tor reasons 

indicated bolow, these difficulties aay be avoided by 1gnor-

1Dg acquia it ion cost before Karch 1, 1913. 

Unless we do so, the violent, and often bitter, 

critici sm of the old excess profits tax, particularly in its 

use or invested capital as a base tor the exemption and, 

again, particularly in connection with the difficulties in­

volved in valuations, made by such experts as llr • ArthUr 

Ballantine, torMr Assistant Secretary ot the Treasury, the 

late Dr. Thomas s . Admas, former AdVisor to the 

·108 

al bl under this method or 
1. Another more tbedoretti~na~~n ~~ a basic tbeory ot value. 

computation would be the e er • tual ash value" 
The 1918 and 1921 Acts used the term a~ as ~od as BDY that may 
(Sao. )26 (a)) , and par~ap~ thi~s t:r:u!stion'ot tact the answer 
be found, tor in the en tv~ d w1 tb aathematical accuracy; 
to wh1o h can never be de e 8 ed by 8 process or comprollisa 
the question IIIIIStalways be detel'llin ita or co11plex cirCWIShncesl 
witb practical reference to a 00!~~~ute are a geoerality or lit~ 
a.M the basic terms used(r Jbe Selected Studie a in Federal 
pr actical consequence. ) a ' 
Taxation, p. 168 (1937) • 
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1 
Treasury, and others 110uld no doubt be repeated. This cr'iticism 

seems to have been considerably exaggerated , but it was suffi­

ciently telling to accomplish the repeal of the old excess 

profits t ax . The t ask of government and taxpayers under a 

new act would not be as diffieult as it was u.nder the 1918 and 

1921 Act s for several reasons, among 'IIIIich are: 

(a) 

(b) 

(c) 

(d) 

Corporate records are i n better sbape tb8ll tbey 
were in tbe last war; 

Tbe &reau is more adequately manned and more 
experienced tban it was in the l ast war; cor­
porate advisors in tbe lecal and accounting 
fields are also more coape tent and experienced; 

It should be possible to re-utilize considerable 
old valuation work; and 

The Bureau of Internal Revenue is in tbe po­
session of much data w bieh would be useful, and 
so perhaps are other branches ot tbe government, 
such as the S. E. C. 

cial CoiBIBittee on Investigation of 
1. See Report of Spe t 2 74 tb Cong., lst Sess., 

Munitions Industry No. 944, Par • 
p. 19 (1935). 

409 
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II. (c) !be InO.O..p.ee ot Depreciated Coot 

There is a t'urtber and -Are "·-- •= daaental reason wb;r 

the determination of invested capital Will be easier today 

than it was in the World War years , The capital (1ncluc!1ng 
1 

J"id-in su~lus) and earned surplus or a corporation, or its 

net worth, consist, when all is said and done, of nothing 

else but the difference between (a) the cost of the corporate 

non-depreciable and non-depletable assets plus (b) the net 

cost of the corporate deplet able and de preciable assets atter 

depletion and depreciation and (c) the borrowed capital or the 

corporati on, both tunded and current. Ths eonnnt1onel approach is 

frq:a the liability side or the balance sl-eet. But Ule re i s another 

l, Of course, adjustment or earned surplus has to be made 
tor reserves which are mere subdivisions of the surplus account . 
Reserves for contingencies, reserves for self insurance and 
reserves for Federal income and profi ts taxes are properly to 
ba considered parts ot surplus, Thi s i s not gene rally true of 
any reserves thB additions to which IIIAY be deducted in computing 
net income. Aaong such latter type of reserves are r eserves for 
deprec1at'-cm (which are presllll8d to offset thB loss 1n value 
of assets) and reserves for state or local taxes where thB cor­
poration reports on tbe accrual basis and the 11110unts carried 
to such reserves ha'l'e been deducted. (See gener ally on this 
subject Reg. 45, Art, 839) . 

2. The •net worth" or a corporation consists or thB excess 
<1 assets over liabilities (to creditors, as di.stinguished fro• 
the propri etorship account), See Kobler and llorriS on, l'rinciples 
of Accounting (1931) p. 33; Kester, Accounting (1925) Vol), II, 
pp. 398 412; Kester, Advanced Accounting, 3rd Ed. (1933 Ch. 21, 
In its tro adeat 8111se, • surplus" represents the exctn of net 
worth over the capital stock of the corporation, with certa~ t 
exceptions (as wbere theA cap1tt1angl s t(l~lw)asp 0~~~n:;!~e;:s~~ca:.,t-
a discount) , B~field, ccoun ' .Ad d A counting ini (1925) Vol. II, p . 439 , See also Kester, vance c , 
Jrd Ed, (193 3) Ch. 25. 
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approach - naaely, froa the auet aide ot the b&lance sheet. 

The capital and earned surplus uy aore eaan1 be detem1Ded 

today than 1D tile World War years , because we are dealin& 1n 

the ma.1n with asaets purchased or acquired during a period 

411 

in wbicb cost depreciat.ion affected net 1Dcon. Jl'or 110st 

corporations the Bureau and taxpayers IIUSt be 1n the possession 
1 

or data fiXing the cost of assets , 1.nolud1ng assets purchased 

w1 th stock. Valuation probl ems are therefore reduced, and 

we baTe a nils hle a current depreciated cost ot asaeta on the 

asset aide which fixes the surplus on the liability sJde. 

Whare property was acquired before the adnnt of the incoJie tax, 

the basis uaad should be the 1913 •alue (unlike the treatment 

under t he old act wbieh took original acquisition cost in the 

case or assets acquired prior to March 1 , 1913) rather than 

attempting any retrospectiTe appraisal aa of the date contributed . 

No aillli la r net cost basis may be currently avails ble as to hon-

l . In ao• cases the basis u,y be the llarch 1, 1913 -ralue. 
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depreciable assets, such as non-mineral lMds an4 st'>eiB re­

presenting the aasets of subsidiary or other corporations. But 

undeprec1ated cost is a sate enough basis tor such lands, and 

gross cost will usually be 
1 
available, particularly where therd 

has been a reorganization. Where such cost wee not avai lable, 

the figure at which non-mineral land ie carried on corporate 

t-ooks 18 usually not unrepresentative of ita current value; 

and in the interest of sl.mpllci ty the book value of the 

land at the date of the introduction of the bill into Congress 

m1gh t be uaed for this purpoee, although th 1e would work occasional 

injustice where a company had rigorously scaled down its book 
2 

value without obtaining anr income tax benet!~ from the reduction. 

If we disregard cost of assets aoq uired prior to ~!Arch 1, 1913, 

an asset-side amount 1s therefore reaaonabl:y available as t o a 

large proportion of corporate assets, Which establishes a t1~er 

surplue account than was available at the time ot adminis­

tration of the earlier acts and thue m1n1m1~es to a remarkable 

degree the difficult1ee of computing invested Mpital which 

Dllde these earlier aots so unpopular. 

1. Bee Reg. 101, Art. 112(g)-6. 

2 . stoolto, or inadmissible assets, will be dealt with 
separately below. 
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2? 

TH£ CALC!JLA:riON OF INV£ST£!) CAPITAL 

(a) In General 

Reference has been made t o the simplicity of 

determining the first element of invested capital, _ cash 

paid ln. Apart from i ntangibles the paid-in and earned 

surolus accounts are plainly referable to the aaaeta or 

the corporation; lf theee assets are correctly valued, 
1 

eurplua la a ba1ancing figure. For purposes or computi ng 

tbe correct eurplua auob assets aa cash, and notes and 

accounts receivable, could be taken at t heir taos value; 

lnvsntories might be valued, as for income tax purposes 

and as f or purposes ot invested capital under the old 
3 

2 

excess profits tax, at cost, or cost or market, whichever is 
4 5 

lo~ter. All depletable and depreciable property, lnoludlng the 

fixed property account, could be taken at the net original ooet 

1. See authorltiee cited in note 2, page 24. 

2. There should perhaps be aoae d1acount tor accounts 
and notes receivable which were ~ot worth race value, but 
this 1& a me. tter or de tall. 

3. Holmes, Federal Taxes, p. 1268 (1923 £d. l 

4. Variations might be allowed where some other 
inventory basis ie allowed to the taxpayer. 

5 A. speoial problem ia presented by the percent~ t 1 
depletion deduotion allowed to oll and gas producers \ ~er i: ~ 
mi ning oompanlea. (Seo.ll* (b)) . It la a question !ooreK~~ ~ 
whether t he excess or percentage depletion over ooa t d ' 
1913 value depletion should be allowed a11 part of ~nv~a t~ 
capit al. 'l'he eame queetion arises all to diaoovel'T ep e on. 
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tor iJic- tax purpoeea, or uet val~ at March 1 
1, 1913, 

a ruure alrelld;y Bureau or 

Intemal Revenue 

generally &TaUable to the 

and taxpa.yers , This would leave ~uch non­

depreciable and non-depletable assets a s 1s d ( n except atneral 

lands) to be taken at book value. Any assets, suches 

exempt bonds, the inco.a !rom which is exempt, lhculd, or 

course, be inadll1as1 ble as part or invested capital , 
2 

tax-

III(b) !ntandbles 

The question or including intangible assets, such 

as patents, good will, etc. , also needs special consideration. 

Intangibles, as well as tangibles, aay contribllte ~~&terislly 

in ~ome ind~tries to the profits or a corporation. llhe r e 

intangible Talues are in large part the result or deduetible 

advertising and promotional expense, then inolusicn beyond 

·~14 

the recogni t1on they obtain thrcugh the pr otits rorllllla is hardly 

justified by considerations or equity. A better case can be ade 

out tor the inclusion or intangibl es purchased for cash ar stock, 

the value ot 'llhich the taxpayer bas not built up by deductible ex­

penses. 8110h intaJ¥ibles should be to so• extent included 1D invested 

1 nu. altemetin basis tor proper ty acquired prior 
to tbat data 1.1 not a signitiomt ooapliostion. It balpa 
corporations organ1Hd prior to tb&t elate , bolt siaplities 
adaini•tration enoraously. 

2. Th1• ... doD& a4er the 1911 Act. 
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capital, perhaps to a greater extent tban 1a recognaed in 
1 

the standard earnings toraula. This ma:y lead to soae 

discrimination between a corp or atiClll which acquires such 

assets by outright purchase, securing a substantial allow­

ance the retor, and a corporatiClll which has bu11 t up silllilar 

good will gradually b:y enterprise and act ivity; and with a 

heavy tax such discrilliDation, mll)', ot cours e, cause serious 

inequity. But it aust be reaed>ered that aost intangibles 

( such a a pa teat a, copyrights or trcnchises) purchas ed tor 

cash or s tock have a depreciable basis for !iloo• tax pUr­

poses. to t ail to allow the inclusion ot s uch iatengibles 

would 111111te for a departure trom income tax ptac t.ice. 

Intang1 ble values are to some extent recognised 

throogh the uee or standard profits in the cases or corpora­

tions which have had earnings attributabl e to intangibles in 

tba :years prior to the incidence ot the tax. But there are 

macy instances in which a corporatiClll did not own, or bad 

415 

not sut1'1cient}7 developed intangible assets to produce earn­

ings in the representative period. there are also cases in 

which intangibles atght have been donoant in the standard or re-

1. It standard earnings retlect e:~s ~e ~!:f!b~~r 
aa tbe:y will in the casehor ~i~~~~on ot intangibles 
the propo1ed tax appr oac es 
lli2 .Hai2 in invested capital. 
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presentatiYe period. I t seems desirable, ' therefore , to 

give greater recognition to intangibles than is arrorded 

by the use or tN standard pr ofits formula. On the other 

hand, the arbitrary par nl.ue formula for the recog­

nition or intangibles contained in the 1918 Act seems 

highly undesirable. A compromise would be the allowance 

ot t ba entire amount of intangibles acquired tor cash 

and the partial inclusion or intangibles acquired ror stock. 

The inclusion or intangibles acquired for stock might be 

limited to the actual Yalue of an:y stock ginn in exchange 

or by a prortsion that the figure used as their cost basis 

should not exceed 2~, or some other proportion, or the totel. 

cost basis. 

III (c) Capitalized Earnings otTaxable Year 

As an incentive to equity f1n8noing, and the dis t ribu-

tion of cck dirtdends, earnings capitaliZed during the 1 
current taxable year, at least up to the middle or the year, 

might be inCluded 1n invested capital by en express statuto~ 

provision, though this was not dona under the earlier acts. 

ogn1 t •"'- extent or capital:l.u-Such a prortsion would r ec ze, o """' 

1. See page 3 

2• Res. 45, Art . 850. 

.}16 
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tion, the lndubi table tact that undivided protl ta of the 

early part or a taxable year contribute to the production 

of the proti te of the later part or the v . ear. The addl tion 

would contemplate the addition only ot earnings of the current 

year, since the earning s ot pas t years are already in invested 

capital. It must be admitted, however, that this mechani sm 

involves d1fticult1es of proof as to the NDount or earnings, 

which d1tficulti ea might be excessive in cocparison with what 

could be achieved. 'l'ho inclusion or earnings cap1talbed during 

t he first 6 months or the year should be limited to cases in 

which the capitalizing stock dividend was taxable to stock­

hollers. 

III. (d) Asset s Not Emploved in the Business 

A further question ari ses as to whether t here should 

be included in invested capital only assets l'fhioh are actually 

em!)loyed in the buaine sa, which might in many cases be far 

from equal to lhe totality or assets. It may be plausi bly 

argued tba t in a tax intended to tall upon the excess proUts 

or busine ae, onlY business assets should be considered. Also, 

a corporation with large accumulations of surplus would other­

Wise have an undue advantage, since it could invest that sur­

plus in bonds yiel d1ng onlY a small but sate percentage of 

return and offset t he h igh returns from its business opera-

tiona with the relativelY low return from investment~. How-

ever, previous aots attempted no such dlttarantiation and the 

attempt should be avoided duo to the insurmountable oraet1eal 

dl ttioultiee which it would entail· 
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III (e) BorrowtO Capital 

Borrowed capital should be excluded tram 1nTeated 
1 

as under the earlier acta, since the bondholders 

are not the equity owners or the d1str1buteea of the corpora­

tion. It is true that 1t borrowed capital is excluded, 

there is l ikely to be a consider able nuabar of corporations 

with no innated capital. or not aore than a relatinl.r 

nocdnal. capital. - t or eltUiple, concerns with larse intansibla 

assets buil.t up by deductible expenses, or those whose tan­

gible property has appreciated hugely since the orisinal 

investment. BoweTer, to permit the inclusion of borrowed 

capital. woul.d confer an unaer1ted adTantase upon eorpcrations 

deri Til!8 larce proti ta from tlmds borrowed at a low rate 

ot interest, which woul.d be deductible in computing the 
2 

taxabl.e inoOIH . MoreoTer, troa the incentin standpoint 

.;18 

1. Section 209 ot the 1917 Act pronded that where the 
corporation h.d no inTested capital. or onlJ a noainal. capital., 
tbl net inco .. in excess of a stated exeapt1on should be 
taxed at ~ Using this pronsion wea ju.p~ out or Ule 
tryins pan into (not the tire) relat1Ta :1.-=1 7.;.. A 1r9~~e Act 
ot ~ woul.d be much too low in JI8D7 instances. • .. e 
pronded tl:a t !bare the aaount of borrowed capital. was ab­
noraal. , t he taxp&Jer atght apply tor special assessaent under 
Section )28. 

2. This deduction woul.d, bowen~ be r~r:;;~t:di;na~~ 
case of other oorporationstift a~~~: •• : :orita tax. See 
in coaputinc incOIH subjec o 
pace 50 -· 
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it is desir able t o encourage equitr rs..nanctng, and a 

corpora tion w1 th a large tunded debt should be tempted to 

retir e tbe debt in fa Tor ot a stock issue. i'heretore, 

borrowed capit al should be excluded. 

The exclusion ot borrowed capital would be onl)' 

of the actual amount borrowed, including both tunded debt 

and current indebt edness; anr assets purchased out ot pro­

fits from borrowed capital would be included in invest ed 

capital. ~ so-called~reterred stock• should be treated 

as borrowed capital 1t the holders rank ei ther with or prior 

to general creditors as to either •diTidend• payments or prin­

cipal amount; this involves esentially the same considerations 

as the trequent1r-11t1gated question whether the annual pay­

ments on such seeuri ties are to be treated as d1 rld&nds or 

deductible interest. The bard casea of corporations with an 

abnormall)' high borrowed capital woul d have to be handled 

under a special assessment secti on, or b)' a prortsion g1 ving 

a corporati on the option ot including borrowed capit al as 

part ot its inTested capital prortded that its standard 

profits should then not be permitted to exceed a lesser per­

centage of inns ted capital (such as S~) • 
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III ( t ) · Otoclt of Ot->ter Corporations and Tax-Sxempt Bond! 

Under the 1918kt stock in other oorporn.tiona 

owned by t he taxpayer was inadmissible in computing invested 

ca9i tal on the theory that tho dividends on such stock 

were doduotible in computing the net income o! the corpora­

tion. Today, however, since 15% of the dividends received 
1 

420 

troCl othe:r corporations are t&X.&ble, & corresponding portion 

ot the C&'91 ta1 investment 1n such shares should ba recognized 
2 

in determining 1nYeated capital. Other inadmisoibles, in-

clud1~ bonde the interes t upon which ia not required to ba 
3 

included in computing no t income, may ba exoludod aa under 

the 1918 Act. 

I II (g) . Possible Uae of Appraised Val ue A1ternative 

The alternative use of s t andard profits or o! a 

percentage or invested caoit al would great ly reduce the 

possible number or erratic i nstances in the operati on or 

the statute. Isolated untaimees, however, might still 

result 

poaal, 

tor the reason, Rl'IOng others, that tho ouggested pro­

like the old excess pro!i ts tax, would not take any 

1. I nternal Revenue Code, Sec. 25(b). See, however, 
following note. 

2 Ulnar oompli cations i n connection with Suoplement Q 
may ba.le! t tor detailed consideration later. 

918 sao 326· Reg. 45, Art. 3. - see Revenue Act of 1 • ~d selling esouritiea 
815. Corporations enga)ge~ in ~l~gpecl$1 problem bare tor 
(deal&ra in aeour1ties presen 
further consideration. 
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consideration or appreciation or value 
1 

e t , xcep aa 

apprecia tion in value 1s implicitly r ecognued by the allow­

ance or an increase over 8~ or invested capite l it the 

standard or representative earnings por~it. Therefore, 

a third possible alternative or measuring invest ed capital 

may be offered as a suggestion, consisting or the appraised 

value of tbe corpor a t e assets at the beginning or the tax­

nble year. 

The alt ernative would, however, be iapractieal 

as a compulsory provision. Even it the data rele.-ant 

to a current valuation were readily avail& ble, which is to 

be doubt ed, appraisal would necessitate fixing upon some general 

principles or valuation; and the use or this factor , to some 

extent justifiably and to a perhaps greater extent bee a use 

or ~<ld a-spr ead t axpayer pe judice against value tion necessities, 

would be an unpopular provision if made compulsory. llor eover, 

the Government would have 1 ts problems; counter~proof in 

valuation cases is expensi.-e and beyond the ordinary racilities 

or administration. Again, we woold have the rector or de.lay 1n 

1 . La Balle Iroo Works v. United States, 2S6 u .s . 377 

(1921). 
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the collection ot reftnues. ~a.xpayera would cl&Ua h18h 'l'llluaa 

and the inerttable process or horse-trading would M?e to 

be endured. It should also be noted that the use or aP­

praised value 1a to some extent a duplication or the use 

of average earnings, tor one or t he principal methods of 

appraisal is to capitalize earnings . 

For t hese reuoas I would adrlae against the use or 

appraised 'oalue as an invested capital raetor. It this al­

ternative ia used, its use should be optional to tbe taxpayer. 

This would eertaihly d1m1 n1 sh cr itieiia, since any ta.xp&Ter 

1lh1c h then chose to use this Method would be doing so in order 

to d1lll1nish tax liability. lloreover, it the alternati're is 

adopted, appraised value should be operati.e onlyby way of 

r etunds , and should not be perllli tt ad to be eMployed in coM­

puting original tax liability payable in theyear of filing 

returns . 
IV pEl'ER!(!NATION OF STN!DMD ri!(!'ITS 

Aa set forth above , aany or our largest business 

units were •!dng substantial profits durin& the period fro• 

1935 to 19)8
1 

inClusive, and to use average earnin&S as an 

exclusi w test ot tax 11&bil1 ty would aean virtual exeaj:tion 

tiona A siailar situation was 
tor many or our largest corpora • 

W
,_ co~"ress, i .n passing the 1917 Act, did not 

the very reason ...., -
use the pri.noiple of pre-war profits ns standard proUts . A 
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ceiling limitation, based upon some percentage or inTested 

capital, seeas nece ssary to preTent a serioua loss or 

r ennue on account or tbe escape from the o~ration or the 

tax by tbe Tery corporations the t ax should aos t fairly 

reach, and a cellar limitation is necessary to pre•ent an 

excessiTe burden being placed upon corpor ations making 

less than a fair re~m on their capit al during the re-

presentative period. As has been noted, it is proposed 

l. SUch a treatment would be very similar to the 1917 
law in computing excess profits. That tax took the excess 
over a so-called normal amount consisting or a fixed sua 
($3,000 t or domes tic corporati ons or $6,000 tor partner ­
ships, citizens or residents) together with an amount equal 
to the percentage or the inTested capital represented by the 
aver age annual income during the pre-war ~riod, prortded 
that in no case should this percentage be less than ~ nor 
more than ~ ot capital. 'lbe years 1911 to 19'-4 were 
used as tbe pre-war period. It the business was not in 
existence during those years , the deduction ..... rued at 
~ instead or 71o to ~. I r there was no ineoM or a nry 
l ow incoae during the pre-war period the or1 ter ion was the 
per centage or capital earned by s1m1iar or representative 
business . (Sec. 209). 

An alternative possible limitation would be that the 
normal rate of return might not exceed the amount necessary 

-!23 

to pay 6~ dividends -on the paid-up capital stock or the cor­
poration (or in the cue or no-par stock to pay the rate or 
di rtdends paid in soae. r epresents ti Te year) . Ct . yart III , 
Sec. 13 (7} ot the En&liab Bxcess l'rOfits Tax. This alternat i ve 
would be aiJipler , but lass saturactory, since it would unduly 
fa•or over-capitalized corporations. 
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that stAAdard profits, wh1eb are exempted trom the operation 

of the proposed excess profits tax by the mechanism or an 

excess profits tax credit, be computed on an alternate basis. 

They mil,}' consist or (a) 8% of the invested capital, or (b) 

tre standard prot1 ta of the representative period u9 to 9% 
ot the invested capital plus 5~ thereof, or in other words, 

~24 

1~ · Ststing this thought 1n pos1 t1ve tore, there would be an 

excess profits tax credit consisting or the atiUldl\rd average 

proflta, but this credit would not be lees than ~. or more thsn 

1~ ot the invested capital tor the taxable year. '!'hue, a 

corporation is always entitled to an exempt ion of protite up 

to B~ ot ita inves ted capital, and may be entitled to sn 

exemption ot a greater amount it the standard protite or the 

representat ive period exceed 8% of the invested capital. 

But the exemption 1e limited to 1~ ot inveated capital. 

The determination or standard profita involves the 

further probleaa indicated 1n succeeding paragraphs. 

IV (a) The ChOice or a Representative Per iod 

The csr<\inal problem in the use of average earnings 

over s r epresentative period as the basic meaeure of standard 

protite 1a to choose so11e fairly representative period. For 

th1a purpose the years 1935, 1936, 19~7 and 19:58 are per­

haps the best available, since the uae or earlier years would 

lead back to the pit or the depression. 
At least one of the 

k- d b a high income year tor 11an1 industries, a.,ve yeare woul e • 
and •ore than one would be a high income rear tor some in-
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Criticism of this period as unrepresentative may 

be anticipated, particularly from corporations which 

f ound the period one of lean ea-•-. gs . Th .. ~, i s crt ticism is 
answered by the fact that a corpora tion is in all cases 

e11t1tled to a mi nimum earnings exemption ot 8~ or its in­

vested cepi tal. There is the fUrther possible expedient 

1n this connecti on of allowing the taxpayer the use of 

some ot her fai r ly representatin consecuti•e period upon 

a showing that the years 1935 t o 1938, incluain, were 

1n its particular case not a fair per iod. This expedient 

has been used in connec t ion w1 tb the Agricultural Ad jus tmen t 
1 

Prograro and the Sugar Act. 

Taxpayers which commenced operation too recently 

to han had existence during the tull sta.ndard period could 

be given the opti on ot taking the a.,erage of the last t wo 

years, or merely of the s ingle year, prior to the enactment 

or the tax. Here the •1n11111• return bas ed upon the per­

centage ot i nvested capital would afford an adequate pro­

tection against untairDeas 1n most cases. The sue protection 

would apply where the net result ot ope.ra tiona during the 

whole standard period was a loss . Here , however , a.ny pert 

of the current profits applied to the extinction of losses 

suffer ed during the standard period llight wall 
be an ellowa bl e 

deduction tor purposes of computing tbe excess profits tax. 
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IV (b) A4luatment ot Standard Profits to 

Investt4 Capital ot Taxabl e Year 

It would, ot course, be an over-simplification t o 

average the profits ot the representative period and to 

ignore the average invested capital employed in producing 

auch earnings. Such a procedure would be unfair to ecncerns 

which had increaaed their invested capital in t he period, 

~2G 

and would unduly favor concerns Which had decreased their 

invested capital. It is, therefore, suggested that the 

average invested capital be taken into the equation by in­

creasing or decreasing standard profits tor the representative 

period in the proportion which the inveated capital at the 

beginning ot the taxable year bears to the average invested 

capital during the standard or representative period. Thus, 

1t the invested capital at the beginning ot the taxable year 

was double the average invested capital in the standard 

or representat ive period, ,the normal or standard pro1'1 ts ot the 

taxable year to be tree trom the tax tor the period would be 

double the standard protita· ot the representa tive period, but the 

standard protita to be used as an excess profits eradlt could not 

exceed 1~ ot the inv_ested capital tor the taxable :rear. 

The formula involves the reasonable assumption that 

capital added during the standard or representative 

period would have earned ordlntrY profits at the same ratio 

as did the original capital. However, aa to additional 
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capital inYeat11111nts after the enactment or the ta.x, a 

somewhat higher percentage might be used du to th , e e reason-

able assumption that fair profits during a war period would 

be somewhat higher than fai r proUts during the standard 

or represent&tift period. 

IV (o) New Corporations Oruphed atter the Re­

presentatiTe or Standard ~eriod 

New corporations organized after the reprasentatiTe 

or standard period present a peculiar problea. In their 

cese no standard profits are ayailable to be taken into the 

equation, and it seems necessary to rely wholly upon the 

8% inTested capital formula . The only alternatiTe is perhaps 

to increase this formula 1n such eases by an arbitrary per­

centage, say 25~ (which is halfway between the straight in­

vested capital formula and the ligbest standard pro!i ts avail­

able to other eoaapanies) making the percentage 1~. This 

arbitrary increase is justified by the consideration that most 

or these new corporations would be in '; relatinly unsafe 

ecoonomic position and should be favored from a ta.x stand­

point as ooapared with older established corporations. 

IV (d) !he Et tagt ot Pi391l t•riod' DftCor1ng fro• 

tho Calendar Year 

Another complication arises !rom the tact that many 

corporations keep their books oo a basil or fiscal periods 
In such oases the calendar 

dtt'!erinc troa the calender year • 
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years cC tbe standard period Will not actullly hue been 

used as an accounti ng year b,- the taxpayer. 1'bere is 

some an0111aly in treating corporations otherWise similar 

differently sillply because or accidental differences in 

fiscal pe r iods . Theoretically all profits should be sub­

ject to the s8Jie tax irrespective or past accounting peliod. 

It would be poasible to eccoeplish this b,- pr~iding for an 

apportionment of profits or losses to tran.s1a the profits 

of a tiscal }'8ar into the years used, either in computing 

the standard profits or in computing the excess profits 

tax. Such an apportionment, it used, would norully be on 

.;28 

1 
a time basis. It might, however, i .nvolve complications and 

additional expense to taxpayers, and I am inclined to pref'er 

the more practical expedient of reaorting instead to those 

established fiscal years which most closely coincide With 

the c al.endar years specified in t he statute. 

1. Cf • !'art III, Sec. 14 (1) of' the Br itiSh Act and 
Sec . 335 ot the Rennue Act or 1918. 
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v. PETBRMIHATION OF PROFITS §UBJECT TO TAX 

In determining what profits should k• ""' subject t 0 

the excess profits tax, net income for in come tax pUr;>oses 

would be the natural and efficient starting point.l For 

example, ~nvestment income, as pointed out above, should be 

included. The statute should perhaps expressly incor-

porate. by reference methods of determining net income stated 

in the income t ax r egulations to cover instances in mich 

methods a re not expressly : provided for in the income tax 

~29 

l . There probably should be no special proTis ion as in 
the 1918 Act with r espect to Government contracts; the income 
from such contracts should be kept at the level of other pro!i ts. 
Of course, lii4DY such contracts are treated specially by the 
Vinson Act. An excess profits tax would i n fact be illusory 
here, since the excess profits tax 1rould itself be taken into 
account i n arriving at the contract price. In other words, 
the manufacturer would str ive to obtain a price which would 
leave him after paying the t a x in about the same pro!it posi t1 on 
as he would have achieved bad the t ax not been in existence. 
The Government would itself be creating with one band the excess 
profits wbicb. it would be taxing w1 th the other. 

2. But compare British Excess Profits Tax, Seventh 
Sqhedule, Sec. 6; see also Canadian Excess Profits Tax, Sec . 
4~l)(e) , exempting from the Canadian tax any dividend• received 
from domestic Canadian corporat ions . 
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statute itself. 1 
For example, tbe 1acome tax re~lations 

bave a special provision - not appearing in the statute 

itself - as to apportioning income from long-term contracts , 

permitting the income from sucil contracts (a) to be taxed 

when received or (b) appor tioned over the life of the contract. 

Consolidated returns would be very desirable in the case or 

subsidiary or a.ffiliated companies , since the duplication ot 

tax upon the sB!Ile e amings which otherwise ensues is 

especially burdensome when the r ates of tax reach tile bracl<ets 
2 

suggested in tbJ.s proposal . However , tbe use or consolidated 

r eturns for this purpose rould not be desirable unless the 

income tax statute were also amended to pemit the general 
3 

use of such returns. 

Some variations from net income for income tax 

purposes w ould, however, be necessary to conform to the 

peculiar characteristics of an excess profits tax. ltost of 

uld take the form Or additional deductions. 
these modificati ons wo 

1. Rag . 101, Art . 42-4. 

2 Decentralization of the Bureau of Internal Revenue 
emphasizes the necessity of consolidated r eturns. 

a. They a re 
Internal Revenue 

now used only by railroad corporations; 
Code, Sec. 141. 
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V. (a) Deduction of !nco~ Tax 

Clearly the ordinary inco"e t •• of the - corporation 
should be ll proper deduction. Thi • o WIIR not done under the 

1918 Aot; that aot conversely allowed the excess profits 
tax as a oredit in arriving at the amount eubject to income 

1 
tax. 

v. (b) Addi tional Looses 

The act should also be liberAl ae to the deduction 

or losees. Deduction for anounte used to reatore previous 

losses during the standard period might be deairable. The 

importance of such a relief proviaion is obvious; it would 

help in hard oases and silence comoln1nta . Alao, losses 

occurrlns ln a year after the enactment of t he excess !Jrofite 

·~ 31 

tax should be oarried forward as under Seot1on 211 of the Revenue 

Aot of 1939. Tho 1918 law, in Section 204, had n &!JBC1ai re­

lief provision somewhat along t..~18 line to take care of losses 
2 

ensuing trom .a termination of the war. That act orov1ded 

th.ot net l osses tor 1919 could be charged back to 1918 And 
' 

forward to 1919, 1t the taxable year ~~anced to begin between 

certain dates. Such a relief proviai~n should be repeated a~d 

extended in AnY present law. 

1 . 1918 Act, s ee. 236 (b). This method would be an accept­
able substitute. 

2. Seo. 204 (b) . 
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J. Cc) Inventories 

Inventories present a special problem in connection 

dth 81:1 exceas profits tax, since one should be prepared tor 

a large tall in val us following the war, The increased value 

or inventories at the present tiiD& may tbus eventually prove 
l 

i llusory. The Revenue Aet or 1918 pe1'1111tted rebates in 

case or inventory shr1nkages under certain nsrrowly-4et1ned 

r estrict ions, but did not IP tar toward a complete solution or 

this problem. 

I! inventory losses ar e allowed to o!!set the gains 

432 

or a prior year , grounds !or complaint are greatly reduced. 

Under the 1918 treatment the loss could not be claimed in tbe 

subsequent return itself, but had to be obtained by way or a 

retllnd claim, and the taxpayer's .:>ney was ttlere!ore nth­

held from the tiae or collection or tile tu until the ultiaate 

r e f'wld, But this i s a relatiTely unJJport8Dt procedural 1tee, 

and is probably necessary to preserve the orderly audit or 

returns. The allowance or an orrset against the inventory 

gains or 
8 

prior year s hould be combined w1 tb a carry-over or 

the lou t 
0 

subsequent years as under Section 211 or tbe 

l. 
Sec. 214 (a) (12) and Sec. 2M (a) (U); Reg. 45, Art. 261-8. 
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1939 Act. As an altem.a tiTe, corporations llligbt be permitted 

to set up a reserve allowance of some percentage to guard 

against a possible fall 1 n values. 

Tbe l ast-in - first-out inventory principle, allowed 

for a few i ndustries by tbe 1938 Act and extended by tne 

1939 Act , llli gbt be enough to cover the case of goods actua11Y 

taken out of inventory during the taxable year. In an in­

flationary period this provision generall7 has tbe effect of 

adding t o tbe actual cost or goods sold dlrl.ng the year tne 

higber-pr1ce goods purchased later, and thus wCNld be a shock­

absorber of a useful character, because it would relate high 

costs to high gross income with a tapering off of cost a as 

the income tapers off in the deflation period. Such a pro­

vision, however, should be coupled "1. th the net-loss prov1 sion 

It lllight not be enough alone, since 1 ts 

433 

mentioned above . 

opera tion would be some11hat haphazard, depending on .men goods 

were purchased and .men prices happened to change. Standing 

alone, it llight also have the undesirable etrect of encouraging 

taxpayers to engage in a scruble of end-ot-tbe year sales, 

thus intensifying any possible derlationary .aveaent. 
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y, (d) Amortization 

The 1918 Act - contained au amortization provision, 

supplementary t o t he general provision for the deduction of 

the depreciation and obsolescence, which provided that: 

(a) ill the case of buildings , machinery, and equipa ent or 

other facili t ies constructed, erect ed , instal led, or acquired 

on or after April 6, 1917, for the production of articles 

contributing to the prosecution ot tbe War ldth Gei'1Uily, and 

(b) in the caae of vessels constructed or acquired on or after 

April 6, 1917, for the transportation or articles or men con-
1 

tributing to t he prosecution of tbe War , there ~ould be 

allowed a reasonable deduction for the amortization for such 

part of the cost of such facilities as had bean borne t¥ tbe 
2 

taxpayer. 
ThiS proviSion, founded in t he idea that eq\11. ty 

required a recogni t1on of the substantial risk in.olved ill war 
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1 
time construction, ProTed very dittioult ot administration. 

Perhppe a substitut e tor the word •nmortization• should be 

·)35 

round. The amortization allowed under the 1918 Act was nothing 

more than extraordi nary depreciation or obsolescence, and the 

essential problem is t o relate that depreciation or obsolescence, 

chieflY the latter, to a short period ot earning capacity. 

What really happens is that certain taoil itiee lose their 

earning power as soon as the war has ended; all that an amort i­

zation provision means is that certain war tacilitiee may be 

depreciated over the period ot their extraordinarily short 

useful lite with proper allowance tor subsequent non-war use-

tulness, which is reall Y salvage Value. 

It should be noted that amortization may be thought 

ot in terms ot a deduction tor both inoome tax purposes and 

war tax purposes, or it may be regarded as a special deduction 

tor war tax purposes. The old amortization provision was for 

both purposes. 

It it is practicable, aome more flexible a=ortization 

nrovieion than was contained in the 1918 kit should be devised; 

its virtue would be that it would be adaptable to incentive 

taxation and an encouragement ot capital investment in 

industries where expansion i s thought desirable. 

1. Report of Speci al Committee 
Uun i tiona Industry, No. 944, Part 2, 
P· ;lO (1936). 

on Investi gation ot the 
74th Cong., let Seas., 
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V. {e) Diyidends Paid Cr&di t 

One of the principal functions l of the tax under 

consideration is to tax excess profi ts 1n corporations 

because or our knowledge that such corporat e profits rill not 

be s ufficiently distributed to permit the:~ to be subjected 2 , 

as they should b e, to the individual surtaxes. The suggestion 

a111y, ther efore, be made of the advisability of pem1tt1ng a 

lind ted dividend oaid credit of the kind nol< allowed tor ;>unoses 
3 

of the dome st'lc personal holding oo:~>;any provisions and for 

purposeo of 6 ection 10:0 . Such a credit would tend to encourage 

the dist ribution of cor :>ora t e enrnings to ~tockholder s , some 

of v1hom would be t axable llt rea sonably high bra ckets , and the 

remainder of whom would enJoy i ncreased s pending powor . The 

extent to t.h1Cn t his credit .. ould be avai t ed of <ould, of 

course , depend upon the rates ado.>tecl in the exces profit s tax. 

1. True, the tax •ould also have SOCia non-revenue , regulatory, 
effects in connection with price control. See Report No . 944, 
Special Cotlllllittee on Investigation o! Tbe llunitions Industry, 
pp . 8, 55, 74th Cong., lst Sass. (1935) . 

2 . The personal holding co~pany provisions do not reach tbe 
mo.jority of colP orations , and Section 102, appli cable to 1m­
proper surp l us eccWllulation s by corporations gener ally, bas been 

a conspicuous f a i lure. 
3. Internal Revenue Code , Sec . 405. Such a c r edit was also 

allowed ror purposes of the diScarded undistribUted profits tax. 

I d ., Sec. ';1:7 . 
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The credit m1gbt, perhaps, depending uoon the amortization 

provision adopted, discourage new construction, but any such 

effect might be obviated by allowing a credit in respect 

to tnxe.ble etoclt div i dends. The credit might also be allotted 

only ne against the 5Q% surtax on income in exceeR of 1~ 

of the invested capital. So limitincr the cradit would obviate 

the obJection the.t the t~~ in effect required a corporation 

to distribute funds needed in ~~ business. For no corporation 

which can earn and r etain more than le(. of ite invested capital 

in any one year can complain if a tax induces it to distribute 

the baltmoe. 

If any such provision is made n par t ot the law, 

it enould allow a reasonable period (say 2; months ) atter 

tte close of the year tor the declaration or dividends, and 

perhaps also a deficiency d1v idsnds oaid oredi t. Th1a would 

obviate much criti cism ot the tyoe leveled with Justice and 

effect against the undistributed profits tax. It would, 

ot course, mean aome revenue lag, a1nca stockholders would 

report dividends paid atter the cloae of the corporate flscal 

year in a later taxable ye..:r. Peroisaion might also be granted 

to obtnin the cr edit through the mechnn1am or a consent 

dividends credit without actual distribut ion. 
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VI. JDI..\INISTRATIVE Pfi0FH!8 

VI. (a) Assessaent gnd Colleotlon 

The provisions as to assessment, collecti on, and 

should be the same as thooe exiat1ng 1n the ordi nary 

·138 

i ncome tax fleld, probably including the or1v1lege of appeal­

ing to the Board of Tax Appeala or t~e courts even troo the 

special assessments suggested below. 

VI. (b) Possible Avoidance 

~ethoda of atteopt1ng to avoid an excess profits tax 

~ould undoubtedly be as 11aitlese as the infinite ingenuity 
2 

of taxpayers and their advisors; they would vary all the way 

from the petty device of putting relatives of the officers on 

tte payroll or small corporations at exorbitant salaries, or 

the postponement of profi table activities ln the hops that the 

t ax might die appear, to Rpendlng exoess prof1 ts (otherwise 

au~ject tQ the tax) for excessive advertisin& and every other 

1oag1nable purpose which could coneeive~lY be Jus tified as a 

bua1neae eJC98nse. However, it 18 unllltelY that any great aoount 

ot wasteful expend i t ures would result , or that avoidance would 

be effective enough to hamper &dminlatr~tion very seriously. 

1 One add! t lonal suggestion with reepeot to the adc1n1stra­
t1on of the tax would be a l engt hening or the statute or limi-
tations upon assessment and collection and possiblY also apon 
refunds. 

2. see Paul The Background or ~he Revenue Act of 
19~7, 6 Univ. of Oblcago L.~. 41, 44 (1937) . 
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Salaries present no very grave problems where the 

tax is not made applicabl e to 1nd1v1duals or par t nerships . 

Exorbi tlllt salaries could be treated under the 11m1 tat1on 

-i 39 

as to reasonableness lai d down 1n the income tax provisions 

without any f~ther statut ory provisions . llany or the devices 

common under the older acts were designed to postpone pro-
1 

fits until the abolition of the tax; 1f the statute were 

pnssed a s a penoanent part of the tax syste~~, the efficacy 

of such. methods would largely dlsappear . Moreover, avoidance 

and evasion are lea• likely to be rwapant if the rat es of tax 

are kept fairly moderate . 

yi. (c) Special Assessmept in Cases of Pecul iar 

Hardship (Sees. 327 - 928 of the 1918 Act) 

The Revenue Acts of 1918 and 1921 contained the 

famous Sections 327 and 328 ~hich the framers of the 1918 Act 

wisely inserted in the statute to cover peculiar a~ses which 

would not fit into the general pattern of the act without undue 

These SectionS gave to the Commissioner or Internal 
hardship. 

discretion to adjust pr ofits tax on a special 
Revenue a Wide 

1 • See, e . g., Report of Special 
of Jluni t1ons Industry No. 944• Part 2• 
p. M (1935). 

Committee on Investigation 
74th Cong., 1st Sess., 
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basia 1n cases 1n which 1nTested capital could not be satis­

factorily determined and in cases 1n which abnormal conditions 

affected the capital or income ot the corpora tion. In such 

cases the Commissioner had the task of fixing the tax of the 

corporation affected by such condi tions by reference to the 

taxes paid by representat1Te corporat i ons angaged 1n a like or 
l 

similar business . 

The adainistration ot these prortsions pUt a great 

burden upon the Colllll1ssioner. llaey taxpayers 1n the course 

ot t he war paid tax w1 tbout protest i .n accordance with the con­

Tentional standards of invested capital set up in the act. 

4U 

These same taxpayers later, with some abatement of patri otic 

ferTor , made application for r evision and reduction at the taxes 

they originally compUted on the ground ot alleged abnol'118.1 

conditions affecting capital or income. If the Commissioner 

decided that such conditions existed, be was raced with the 

problem ot assessing a fair tax. Be ns handicapped 1n this 

task by the tact tbl t 1n the first few years after the war 

the taxes of •representatiTe• corporations c011puted in the 

ordinary way had not yet been finally deteni ned. lloreonr, 

from tillle to tilDe rwaored scandals were rife 1n camection 

1 Por a consideration of these aecti ons by the Supreme S 
c • Williamsport Wire Rope Co. T. United States1 277 u. • 
5~~iJ;) 1 lUAir T. osterlein Machine Company, 275 U . t; . 220 (1927) • 
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with the special a ssesamt s ection which handled these cases, 

and there is no doubt that many corporations not entitled there­

to received the benefit or the provisions . 

~ 41 

However, there seems to be no escape f rom the necessity 

of some liUCh ralief provision, perhaps some•lhat more circumscribed 

than that con ta1ned 1n the 1918 and 1921 Acts . The wisdom of 

too muCh 1nnex1b1lity is dubious, and 1n the end tbe legislative 

branCh will probably have b) trust the administra tive author! ties 
1 

once JDOre. It is 11 terally impossible to fralll8 a broad compre-

hensive sta tute sucb as the one under consideration without 

working undue hardship in many me r1 tor1ous cases . No reasonable 

1 It would theoretically be very desirable to exclude ~: 
• ial review regarding such a ssessaents • 

possibility or a Judie t rmit ad•in1st ra tin finality, as 
our greater reluctance 0 pe actice would make sucb an attempt 
compared wi th the &lg1ish Pit 15 at least conceivable that some ot 
very unpopular. lloreover:U ht be interpreted to impose a con-
our Supreaae Court cases g al review resarding income tax 
st1tut1onal requl.reaaent

8
of ~~~~ci v lley ' la ter co. v. Ben Avon , 253 

valuati on questions. ee 285•u.s. 22· ct . Anniston llanu-
u.s. 287; Crowell "0a· i~en~g~·u.s. U7 (1937). 
facturtns Co. v. v • 
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and occaaionaJ. 

-56- 442 

l 
a statute ot universal application to be perfect, 

2 
hardship must be disregarded. But the door should 

be lett open to prevent i rreparable damage 1n extreme situations. 

D1tf1cult1ee arise from the tac t that in eo many bualneases the 

profits may fluctuate very widely trom year to year. Also, the 

profits or 1940 may be merely the fruit or expensive actlvitlea 

long antedating that year. Therefore, as under the 1918 Act, 

some safety-valve must be provided tor cases 1n which tP~ble 

income 1s seriouslY disproportionate to cao1t &l an well as 

cases 1n which invested capital 1e tor aome reason d1tflcult to 

de termine. 

November 16, 1939. 

Regraded Unclassified



SXb1b1t A 

Com~&t1gn Baaod UPOn 
,. Normal Return 

Amount or 
Net Inoome 
£&ch Brllcket 

15~ of 
lv .. ,ot••d oap1t al 1,500,000 

l~ but not 
l~ ot 

sted oap1tal 300,000 

650,000 

Excess Profits Tax 

Statutory 
Normal 
Return 

800,000 

Ba.lnnoe 
SubJect 
to Tax 

?00, 000 

:lOO,OOO 

650 , 000 

Amount 
ot 

TP.X 

70,000. 

2:l% 75,000 

$1?5 , 000 

Regraded Unclassified
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