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SOME ASPECTS OF THE LEGAL STATUS OF FEDERAL
CORPORATIONS
Harold W. Stoke*

"WfHEN the Federal Government chooses to create a corporation
through which to exercise its powers, to what extent is such an

agency 'government' and to what extent is it a 'corporation'? More

exactly, is a corporation created by and performing functions of the
Federal Government to be looked upon as an entity distinct from the
Government and subject to a body of general corporation law; or is
it to be regarded as an instrumentality which, despite its corporate form,
shares the legal status of the sovereign? This problem steadily grows in

importance and complexity as the present administration enlarges the
use of Government corporations and employs them in performing ser

vices, unusual to the Federal Government, of power production, banking,
insurance, conservation and even the selling of commodities.
As a preliminary step in the study of this problem of legal status, it

is helpful to survey briefly the nature and variety of such corporations
now employed by the United States among its administrative agencies.
Until the World War the Federal Government had had little experience
with corporate agencies. It had chartered and had owned stock in both
the First1 and Second2 Banks of the United States and its right to do
so had been conclusively upheld in McCulloch v. Maryland? These,
however, were the only examples of corporations in which the United
States had a direct financial interest until it acquired the Panama Rail-

*Ph.D., Johns Hopkins; Associate Professor of Political Science, University of Nebraska;
Former Principal Supervisor of Training in Public Administration of Tennessee Valley
Authority; Author, The Foreign Relations of the Federal State (1931); Propaganda
Activities of British Political Parties (1936) 30 Am. Pol. Sci. Rev. 121; State Taxation and
the New Federal Instrumentalities (1936) 22 Iowa L. Rev. 39; Some Problems of Canadian
Federalism (1933) 27 Am. Pol. Sci. Rev. 804; Constitution and the International Labor Con
vention (1932) 30 Mich. L. Rev. 531.

*1 Stat. 191 (1791).
23 Stat. 266 (1816).
*4 Wheat. 316 (U. S. 1819) ; see also Osborn v. United States Bank, 9 Wheat. 738

(U. S. 1824).
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road4 in 1902 and the Alaska Northern Railroad5 in 1914, in both of
which the Federal Government was the sole stockholder. The entrance

of the United States into the War brought about the creation of a group
of corporations, all concerned with war purposes, which were directly
incorporated, owned and controlled by the Federal Government. Of these
the most important were the United States Emergency Fleet Corpora
tion,6 the United States Grain Corporation,7 the Sugar Equalization
Board,8 the United States Housing Corporation,9 and the War Finance

Corporation.10 After the World War several additional Government

corporations were organized11 but the increase in number was not great
and there was no particular novelty of form or function among them
until the beginning of the Roosevelt administration in 1933. Since March
of that year more than twenty Government-owned or Government-
chartered corporations have been created.12 It is almost impossible to

give a definite list of these agencies, for they have been created under
various types of authority, and are continually being altered, increased

432 Stat. 481 (1902).
638 Stat. 305 (1914), 48 U. S. C. �� 301, 305, 307 (1934).
"39 Stat. 728 (1916), 46 U. S. C. �� 802-805 (1934). Incorporated under the laws of

the District of Columbia by the United States Shipping Board.
740 Stat. 276 (1917).
"Chartered under the laws of Delaware by order of the Food Administrator under the

authority of the Food Control Act, 40 Stat. 276 (1917).
'Incorporated in New York by order of the Secretary of Labor acting under the

authority of 40 Stat. 594 (1918).
1040 Stat. 506 (1918), 15 U. S. C. � 331 (1934).
"Aside from the Inland Waterways Corporation, 43 Stat. 360 (1924), 49 U. S. C. � 151

(1934), all of the corporations were banking and credit agencies designed to meet unusual
financial conditions. Several were created to assist agriculture�the Federal Intermediate
Credit Banks, 42 Stat. 1454 (1923), 12 U. S. C. � 641 (1934), and the National Agricultural
Credit Associations, 42 Stat. 1461 (1923) 12 U. S. C. �� 1151, 1161, (1934). The Re
construction Finance Corporation, 47 Stat. 5 (1932), 15 U. S. C. �� 601-603 (1934), and
the Federal Home Loan Banks, 47 Stat. 725 (1932), 12 U. S. C. �� 1421, 1422 (1934),
were chartered to cope with financial problems growing out of the depression.
^The interest in Government corporations has resulted in the publication of some excel

lent discussions. These may be roughly divided between those which treat the problem
of Governmental corporations generally and those which deal with some particular agency.
Among the former the following are especially valuable: Watkins, Federal Ownership of
Corporations (1938) 26 Georgetown Law Journal 261, 637. Schnell, Federally Owned
Corporations and Their Legal Problems (1936) 14 N. C. L. Rev. 234, 337; Thurston, Govern
ment Proprietary Corporations (1935) 31 Va. L. Rev. 351, 465; Maclntire, Government
Corporations as Administrative Agencies, An Approach (1936) 4 Geo. Wash. L. Rev. 161;
Field, Government Corporations: A Proposal (1935) 48 Harv. L. Rev. 775; Note, The
Corporation as a Federal Administrative Device (1935) 83 U. of Pa. L. Rev. 346. Among
the discussions dealing with individual agencies may be mentioned: Glick, The Federal
Farmsteads Program (1935) 44 Yale L. J. 1324; Note, State Taxation and Regulation of
the Tennessee Valley Authority (1934) 44 Yale L. J. 326; Note, Government Corporations
in Business (1932) 32 Col. L. Rev. 881.
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or abolished. Indeed, in some instances it is almost impossible to tell

whether a given agency is a corporation or whether it is a regular ad

ministrative board.13
The range of activities in which these Government corporations are

engaged is extremely broad. They include the fields of banking and

credit, housing, insurance, the distribution of agricultural products and
the production of power. The larger and more spectacular among them,
such as the Reconstruction Finance Corporation,14 the Tennessee Valley
Authority,15 the Federal Deposit Insurance Corporation,16 and the Home
Owners' Loan Corporation,17 are widely known and their functions are

fairly well understood. But there are many others whose activities are

too limited and whose purposes are too specialized to have brought them
to the attention of the general public.18 Yet all of these corporations are

administrative arms of the Government, exercising powers conferred

upon them by the Government and in every instance presenting problems
of legal status.
If these various Government corporations are examined in detail as

to organization, they will be found to vary widely in the character of
the authority under which they were organized, in ownership and in

capital structure. The Reconstruction Finance Corporation and the
Tennessee Valley Authority, for example, were established by direct

legislative acts, while others, such as the Export-Import Banks and the

Commodity Credit Corporations, were organized by executive order

pursuant to the provisions of some directing statute. Some of the cor

porations were organized under the laws of the District of Columbia,
while others were chartered under the laws of a state.19 The Govern-

"Schmeckebier, New Federal Organizations (1934) has a complete list up to that
date. Perhaps the best current source is the U. S. Government Manual published and
kept up to date by the United States Information Service.
"47 Stat. 5 (1932), IS U. S. C. �� 601-203 (Supp. 1935) cited supra note 11.
"48 Stat. 58 (1933), 16 U. S, C. � 831 (1934).
1648 Stat. 168 (1933), 12 U. S. C. � 264 (1934).
"48 Stat. 129 (1933), 12 U. S. C. � 1463 (1934).
MIn addition to the corporations already mentioned the following may be listed as

indicating the range of federal corporate activity. The Federal Savings and Loan Insurance
Corporation, 48 Stat. 1256 (1934), 12 U. S. C. � 1725 (1934), Public Works Emergency
Housing Corporation, Exec. Order No. 6470, Nov. 29, 1933; Commodity Credit Corporation,
Exec. Order No. 6340, Oct. f6, 1933; Federal Subsistence Homestead Corporation, Order
of Secretary of Interior, Dec. 2, 1933; Federal Surplus Relief Corporation, Exec. Order
No. 7150, Aug. 19, 1935; Federal Farm Mortgage Corporation, 48 Stat. 347 (1934), 12
U. S. C. � 1138b (1934); Electric Home and Farm Authority, Exec. Order No. 6514,
Dec. 19, 1933; Production Credit Corporations, 48 Stat. 259 (1933); 12 U. S. C. � 1131d
(1934) ; Tennessee Valley Associated Cooperatives, Inc., Jan. 24, 1934.
"Thus the Export-Import Banks were organized under the laws of the District of

Columbia by Exec. Orders Nos. 6581, Feb. 2, 1934 and 6638, March 9, 1934. The Recon-
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ment owns all of the stock and supplies all of the capital of some of
the corporations, such as the Reconstruction Finance Corporation; in
the case of others, such as the Federal Deposit Insurance Corporation
and the Federal Land Banks, the Government has only a partial financial
interest which may, as a matter of fact, be very slight.20
It is granted that whatever the Government may do through its regular

administrative officers and departments, it may do by means of cor

porations.21 This suggests a second inquiry which might contribute to

an understanding of Government corporations and throw light upon
their legal status. What advantages are to be gained by the employment
of corporate agencies which are not available to the regular officers and

departments of the Government? Probably the most important reason
for the use of corporations is the greater freedom of management they
permit, especially in financial affairs. A corporation devoted to the

management of a single enterprise may properly be allowed powers over

its financial operations�borrowing, shifting of funds, freedom from
annual appropriations, and from the supervision of the Comptroller
General�which could not be permitted to an officer or department of
the Government charged with a variety of duties and subject to neces

sary bureaucratic limitations. "Indeed", said Justice Brandeis, speaking
for the Court of the Government war-time corporations, "an important
if not the chief reason for employing these incorporated agencies was

to enable them to employ commercial methods and to conduct their

operations with a freedom supposed to be inconsistent with accountability
to the Treasury under its established system of audit and control."22
In addition to greater freedom in financial management, two other

distinct advantages accrue to the corporate form. The first is easier
contractual relations with private interests, for private interests are

more likely to be familiar with corporate methods and laws than with the
administrative regulations of the departments. The second is that in

struction Finance Corporation is a Maryland corporation and the Federal Surplus Com

modity Corporation was chartered in Delaware.
"The source of the funds available to the corporations is discussed in Schmecxebier,

New Federal Organizations (1934), passim.
aMcCulloch v. Maryland, 4 Wheat. 316, 409-410, (U. S. 1819) ; "The government which

has a right to do an act, and has imposed on it the duty of performing that act, must,
according to the dictates of reason, be allowed to select the means; and those who contend
that it may not select any appropriate means, that one particular mode of effecting the

object is excepted, take upon themselves the burden of establishing that exception."
""Skinner and Eddy Corporation v. McCarl, 275 U. S. 1, 8 (1927). It should be said

that, by Exec. Order No. 6549, January 3, 1934, President Roosevelt placed the settlement
and adjustment of the accounts of all Government corporations created since March 4,
1933, the accounting procedures of which were not fixed by law, under the supervision
of the Comptroller General.
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drafting legislation which requires speed or which involves novelty of
form and subject-matter, where it is impossible to anticipate all of the

problems which will arise, the corporate form is an easy method of

making sure that all contingencies have been taken care of.23 It is clear,
however, that in these latter reasons for the use of corporations there
lies the assumption that they are similar to private corporations and

may be treated as occupying a status distinct from the Government
itself�assumptions which require careful scrutiny.

Such a survey, however, of the forms and structure of the Govern
ment corporations and the reasons for their use is disappointing as a

means of determining whether the status of such agencies is primarily
that of a sovereign instrumentality or that of a private organization.
In some instances the articles of incorporation or the legislative act of
establishment specifically grants to the corporation the attributes of the

sovereign. In other instances the matter of corporate status is entirely
ignored. And this variation in their legal basis adds to the uncertainty
and confusion with which the entire problem is surrounded. Nor do the
reasons for their use by the Government help greatly to solve the prob
lem. Admittedly such agencies are useful in achieving speed and ad
ministrative efficiency. But it is unlikely that the Government, to secure

these advantages, would select instrumentalities which would be subject
to limitations and disabilities from which the regular administrative de
partments are free. What it would gain in one direction it would lose in
another. It must be concluded that the legal status of these corporations
depends upon other factors than form and utility.
If the experience of the states could be relied upon as a guide for

determining the status of federal corporations, the problem could be
easily solved. The principle is well established, so far as the states are

concerned, that when they employ corporations in activities which are

not strictly governmental they divest themselves of their sovereign
character and take on that of private persons. The principle is concisely
stated in Marshall's opinion in Bank of United States v. Planters' Bank
of Georgia?*

^Stanley Reed, Government Owned Business Corporations in the United States (1936)
10 Tulane L. Rev. 79.

M9 Wheat. 904, 907 (U. S. 1824). Accord: Bank of Kentucky v. Wister, 2 Pet. 318
(U. S. 1829); Briscoe v. Bank 'of Kentucky, 11 Pet. 257 (U. S. 1837); Green v. Frazier,
253 U. S. 233 (1920) ; Flint v. Stone-Tracy Co., 220 U. S. 107 (1910) ; South Carolina v.

United States, 199 U. S. 437 (1905) ; Ohio v. Helvering, 292 U. S. 360 (1934) ; Helvering v.

Powers, 293 U. S. 214 (1934); but compare the recent opinion of the Court in Brush v.

Commissioner of Internal Revenue, 300 U. S. 352 (1937), holding that the employees of a

municipal bureau of water supply are exempt from federal income tax because of the
governmental character of their work.
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"It is, we think, a sound principle, that when a government becomes a partner
in any trading company, it divests itself, so far as concerns the transactions of
that company, of its sovereign character, and takes that of a private citizen.
Instead of communicating to the company its privileges and its prerogatives, it
descends to a level with those with whom it associates itself, and takes the
character which belongs to its associates, and to the business which is to be
transacted."

This rule determines the status of a state corporation by the nature of
the function it performs. If the function is governmental the corporation
shares the privileges and immunities of the sovereign; if it is proprietary
it is subject to the limitations and liabilities of private enterprises.25
It is difficult to see how the distinction between governmental and

proprietary functions can be applied to the corporate agencies of the
United States. It is true that the Federal Government is now engaged
in enterprises which traditionally have been regarded as private. Yet it
must be remembered that the only agencies the United States may
create, the only corporations it may charter, are those which are neces

sary to carry out its constitutional powers. As Marshall made clear in
McCulloch v. Maryland, a corporation is "never the end for which other

powers are exercised, but a means by which other objects are accom

plished. . . . The power of creating a corporation is never used for its
own sake, but for the purpose of effecting something else."26 Since the
Government of the United States is one of delegated powers, every bank
and railroad it has chartered, every board and corporation it has or

ganized, in short, every legitimate instrumentality it utilizes, is engaged
in carrying out governmental powers conferred by the Constitution upon
the Federal Government. As Marshall said: Congress may not "under
pretext of executing its powers, pass laws for the accomplishment of
objects not entrusted to the government."27 And his comment on the
relation between the United States Bank and the Federal Government
is applicable to every other Government corporation. "It was not

created for its own sake, or for private purposes. It has never been

supposed that Congress could create such a corporation."28 Indeed, such

"This doctrine has been most fully worked out and most extensively applied in the
field of intergovernmental taxation. That subject is sufficiently complicated always to deserve

separate discussion. It will merely be mentioned here. However, state taxation of federal

corporations is, in the opinion of the writer, governed by the same principle which controls
the relation of the states to federal corporations in every other respect, namely, Congres
sional regulation. Yet it should be added that the privileges of the sovereign will be less
readily implied in other relations than in the matter of taxation. For a fuller discussion
see, Stoke, State Taxation and the New Federal Instrumentalities (1936) 22 Iowa L. Rev. 39.

M4 Wheat. 316, 411 (U. S. 1819) cited supra note 21.

'"McCulloch v. Maryland, 4 Wheat. 316, 423 (U. S. 1819).
""Osborn v. United States Bank, 9 Wheat. 738, 860 (U. S. 1824) (Italics supplied).
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agencies, to be governmental in character, need not be exclusively en

gaged in performing services for the United States. Such services may be

only incidental,29 but this does not destroy the fact that to create such

agencies at all it was necessary to set up their purposes as governmental
and their status as instrumentalities of the United States.
This view that the instrumentalities of the Federal Government carry

on functions which by their very nature are governmental and not

proprietary has never been flatly asserted by the Supreme Court. There
are, in fact, decisions of the lower federal courts which have held the

contrary and have applied to federal agencies the same distinction as

that drawn between instrumentalities of the states.30 And there are dicta
from opinions of the Supreme Court itself which appear to accept the
view that the governmental-proprietary differentiation can apply to fed
eral instrumentalities as well as to those of the states.31 Yet in actual
litigation the Court has never held an instrumentality of the Federal
Government, regardless of the function it was performing, to be engaged
in private enterprise and hence subject to the liabilities of private per
sons or corporations engaged in similar enterprises.32
Such a theory of the nature of federal agencies should be closely exam

ined for, if it is sound, its implications for the problem of the status of
federal corporations are great. If all federal agencies are, ipso facto,
governmental in character, it eliminates the possibility that federal cor-

MThis principle is now firmly imbedded in the law relating to federal instrumentalities.
In National Bank v. Union Trust Company, 244 U. S. 416, 425 (1917), the Court
said: "What these cases (McCidloch v. Maryland and Osborn v. United States Bank)
established was that although a business was of a private nature and subject to state

regulation, if it was of such a character as to cause it to be incidental to the dis
charge by a bank chartered by Congress of its public functions, it was competent for

Congress to give the bank the power to exercise such private business in cooperation with
or as part of its public authority." See Railroad Co. v. Peniston, 18 Wall. 5 (U. S. 1873).
""Panama Railroad Co. v. Curran, 256 Fed. 768 (C. C. A. 5th, 1919) ; Gould Coupler Co.

v. Emergency Fleet Corp., 261 Fed. 716 (S. D. N. Y. 1919) ; Federal Sugar Refining Co.
v. United States Sugar Equalization Board, 268 Fed. 575 (S. D. N. Y. 1920).
Thomson v. Pacific Railroad Co., 9 Wall. 579, 591 (U. S. 1869); Railroad Co. v.

Peniston, 18 Wall. 5 (U. S. 1873) ; Metcalf and Eddy v. Mitchell, 269 U. S. 514 (1926) ;
United States v. California, 297 U. S. 175 (1936) ; California v. Central Pacific R.R., 127
U. S. 1 (1888) ; National Bank v. Commonwealth, 9 Wall. 353 (U. S. 1870) ; South
Carolina v. United States, 199 U. S. 437 (1905).
""In cases mentioned in the note above in which the Court upheld state taxes on agencies

employed by the Federal Government it did so in the absence of legislative direction.
This silence on the part of Congress was, in some instances, construed as evidence that the
agencies were not intended to be exempt from taxation. A further justification for per
mitting state taxation was that the burden was not sufficiently great to interfere with the
effectiveness of the agency. But in no case has the Court taken the view that the states
might tax an agency of the United States because that agency was performing proprietary
functions.
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porations can be treated (as in the case of state corporations) as

separate legal entities on the constitutional ground that they are engaged
in private enterprise. In this respect the recent decision of People ex

rel. Rogers v. Graves33 is illuminating. The case involved the status of

the Panama Railroad Company, a New York corporation organized in

1849 and acquired by the United States as sole stockholder in 1902.

The company owns and operates a railroad, a steamship line, a hotel,
dairies and a commissary for the use of government employees and for

the general public in the Canal Zone. The railroad, in previous litigation,
had been held by lower federal courts to be a private enterprise despite
the fact that the United States was sole owner.34 In 1934 the New York

Tax Commission levied a tax on the salary of the general counsel of the
railroad, contending that the corporation was a private enterprise and
that consequently its employees were not exempt from state taxation.
This view was accepted by the New York Supreme Court.

"The operation of steamships, railroads, stores, hotels or dairies has not the

slightest relationship to any governmental functions. Common sense compels
the conclusion that such activities are intrinsically, traditionally and historically
of a commercial and proprietary nature. . . It seems clear to us that the
Panama Railroad Company is a government-controlled corporate agency engaged
in a commercial proprietary function."34'1

On appeal to the United States Supreme Court35 the question was thus

squarely presented whether the railroad company was exercising func
tions of a governmental character. The Court decided that it was. The
Panama Railroad Company was acquired, so the opinion held, to facili
tate the construction and operation of the Panama Canal. The laws

providing for the creation and management of the Canal estab^shed
these activities as governmental functions and were well within the

powers of the Federal Government to provide for the national defense
and to regulate commerce.

"In order to reach a correct determination whether the railroad company is

exercising functions of a governmental character, the railroad and the ships
are to be considered not as things apart, but in their relation to the Panama
Canal; and it is clear that the railroad and ships, after the completion of the
canal, continued to be used chiefly as adjuncts to its management and

operation."35*
Thus the Court appears to repudiate the view that, so far as federal

instrumentalities are concerned, the nature of the function performed
m24S App. Div. 452, 283 N. Y. Supp. 538 (3rd Dep't 1935).
MSee notes 43, 44, below.

�"245 App. Div. 452, 458, 283 N. Y. Supp. 538, 544 (3rd Dep't 1935).
"New York ex rel. Rogers v. Graves, 299 U. S. 401 (1936).
K*Id. at 404.
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has any effect upon its governmental character.38 When the states have

engaged in banking, in the operation of railroads, light and power plants,
or in the selling of commodities, these functions have uniformly been
held to be proprietary.37 When the same activities have been engaged
in by the Federal Government, if the instrumentalities have been con

stitutional, they have been classified, without exception, as govern
mental.38 This difference cannot logically lie in the fact that the activities

actually differ in character when carried on by the respective govern
ments. Rather it lies in the fact that the authority of the Federal Gov
ernment is different in its nature from that of the states.

The implications of this conclusion for the problem of the status of
the corporate instrumentalities of the Federal Government are consider
able. The most immediate consequence is that there is no possibility
of classifying a federal corporation as proprietary because of the func
tions it performs. If this analysis is correct those functions are always
governmental. This in turn precludes the possibility of insisting on the

separate entity of a federal corporation which would subject it to the
limitations and liabilities of the general principles of corporation law,
unless that separate entity can be established on some other ground than
the nature of the activities in which it is engaged. It is suggested that
this leads to the theory which the writer is attempting to maintain, that,
unless made otherwise by overt or implied legislative action, federal

corporations are to be regarded as parts of the government itself and
not as separate entities.
The one fact significant for the question of corporate status which

emerges from the analysis thus far is that federal corporations are

always governmental in character and, if legitimate at all, are never

engaged in proprietary activities. With this conclusion in mind it is

necessary to turn to the courts and to study the litigation in which the
corporations have been involved to learn what other considerations have
entered into the actual determination of the legal status of these agencies.
To what extent have the courts been willing to concede federal cor

porations the privileges and immunities of the sovereign whose powers
they exercise, and to what extent have they held them to be separate
entities subject to the liabilities of private persons and corporations en

gaged in similar activities?39 The experience with the war corporations
MFor an interesting discussion of this case see Note, State Taxation of Income Derived

from Federal Instrumentalities (1937) 22 Iowa L. Rev. 430.

"North Dakota v. Olson, 33 F. (2d) 848 (C. C. A. 8th, 1929) ; and cases cited in note

24, supra.
""Ashwander v. Tennessee Valley Authority, 297 U. S. 288 (1936) ; Alabama v. United

States, 282 U. S. 502 (1931), and cases cited in note 29, supra.
This inquiry, at first glance, might seem to be precluded by the conclusion reached
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supplies the most satisfactory guide, for the recently chartered corpora
tions have been engaged in little definitive litigation. In Sloan Shipyards
v. United States Emergency Fleet Corporation the Court held that the

corporation, although it 'represented the United States of America' and

was owned entirely by the Government, was nevertheless a distinct and

separate entity, subject to suit, and that claims against it were not claims

against the United States. Justice Holmes, speaking for the Court,
said:40

"They have suggested the argument that it (Fleet Corporation) was so far

put in place of the sovereign as to share the immunity of the sovereign from

suit otherwise than as the sovereign allows. But such a notion is a very danger
ous departure from one of the first principles of our system of law. The

sovereign, properly so called, is superior to suits for reasons that often have

been explained. But the general rule is that any person within the jurisdiction
always is amenable to the law. . . . The fact that the corporation was formed
under the general laws of the District of Columbia is persuasive, even standing
alone, that it was expected to contract and to stand suit in its own person,
whatever indemnities might be furnished by the United States."

Likewise in United States v. Strang*1 the entity of a federal corpora
tion as distinct from the Government was recognized. The case involved
an inspector for the Emergency Fleet Corporation who ordered repairs
from a firm in which he had a personal interest. Such an action on the

part of an officer of the United States Government had been prohibited
by section 41 of the Criminal Code. The Court decided, however, that
Strang was not an officer of the United States.

"Notwithstanding all . . . the stock (of the Corporation) was owned by the
United States it must be regarded as a separate entity. Its inspectors were not

appointed by the President, nor by any officer designated by Congress; they
were subject to removal by the Corporation only and could contract only for it."42

Again, in Salas v. United States*3 it was held that a fraud against the

above that Government corporations are always "governmental." But the fact that an

instrumentality is governmental does not necessarily mean that it shares all the attributes
of the sovereign, any more than all officers of the Government occupy exactly the same

legal status.
M2$& U. S. 549, 566-67, 70 (1922). Accord: Skinner and Eddy Corporation v. McCarl,

275 U. S. 1 (1927); The Lake Monroe, 250 U. S. 246 (1919); Merchant Fleet Corporation
v. Harwood, 281 U. S. 519 (1930) ; Ingram-Day Lumber Co. v. Emergency Fleet Cor

poration, 267 Fed. 283 (S. D. Miss. 1920) ; Federal Sugar Refining Co. v. United States

Sugar Equalization Board, 268 Fed. 575 (S. D. N. Y. 1920) ; Providence Engineering Cor

poration v. Downey Shipbuilding Corporation, 294 Fed. 641 (C. C. A. 2d, 1923), cert, denied,
264 U. S. 586 (1924) ; Gould Coupler Co. v. Emergency Fleet Corp., 261 Fed. 716 (S. D.
N. Y. 1919).
a254 U. S. 491 (1921).
"Id. at 493.
"234 Fed. 842 (C. C. A. 2d, 1916).
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Panama Railroad Company was not a fraud against the United States

on the theory that the corporation was a separate entity. And in Panama

Railroad Company v. Currani4 it was decided that private individuals

might sue the corporation for compensation for injuries received through
the negligence of its employees despite the fact that the United States

was the sole stockholder. In Dalton v. United States45 it was held that

a retired army officer of the United States was entitled to continue to

receive his retirement pay while receiving his salary as president of the
United States Fleet Corporation, regardless of a statutory provision
which forbade persons to accept salaries from two offices of the United

States at the same time. The basis for the decision was that the Cor

poration was an entity distinct from the United States and from any
of its departments and boards. Nor have the corporations of the Federal
Government been accorded any right of priority as to their claims in

bankruptcy proceedings, although the United States itself is entitled to

such priority.46
On the other hand a group of decisions, equally numerous and varied,

have denied that federal corporations possessed a status separable from
that of the Government and have attributed to them the privileges and
immunities of the sovereign. Indeed, the same corporations have, for
certain purposes, been held to have an entity apart from the Government

and, for other purposes, to be identical with it. Thus the Court held
that the Emergency Fleet Corporation was entitled to share in the

preferential rates and priority in the handling of its telegraphic messages
which were accorded only to offices of the Government.47 The decision

pointed out that the work of the corporation might as readily have been
carried out by means of the regular departments and that these would
have enjoyed the privilege of special handling for messages. It could

"256 Fed. 768 (C. C. A. 5th, 1919) ; see also Panama Railroad Co. v. Minnix, 282 Fed.
47 (C. C. A. Sth, 1922). There is statutory evidence in these cases, however, that Congress
intended the corporation to be subject to suit. These decisions can hardly be reconciled
with Ballaine v. Alaska Northern Railway Company, 259 Fed. 183 (C. C. A. 9th, 1919)
in which the court held that a railroad owned by the United States could not, because
of its governmental character, be sued. The legal status of the Panama railroad, for the
first time, was passed upon by the Supreme Court in the Rogers case mentioned above.
To what extent this decision might serve to modify the attitudes taken in the decisions
of the lower courts in earlier cases cannot now be determined.
"71 Ct. CI. 421 (1931).
"Sloan Shipyards v. Emergency Fleet Corporation, 2 58 U. S. 549, 570 (1922) ; United

States v. Wood, 290 Fed. 109 (C. C. A. 2d, 1923). In the former case the Court held
that the corporation could not exercise any right of priority because it was an entity
distinct from the Government. In the latter case, however, the judgment rested upon

statutory interpretation.
"Emergency Fleet Corporation v. Western Union Telegraph Co., 275 U. S. 415 (1928).
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hardly have been the intention of Congress to have deprived itself of
such an advantage by employing a corporation rather than the regular
departments.
Again, in United States v. Walter*8 the Court refused to accept the

argument of a separate corporate entity when it held that the defendant
in conspiring to present a fraudulent claim against the Emergency Fleet

Corporation was guilty of conspiring to defraud the United States. Said
the Court:49

"While it is true that the corporation is not the United States . . . the con

templated fraud upon the corporation, if successful, would have resulted directly
in a pecuniary loss to the United States, and even more immediately would
have impaired the efficiency of a very important instrument. We are of the
opinion that it was within the words of � 37 'defraud the United States in any
manner'."

In United States Grain Corporation v. Phillips� the Court again re

fused to accord the corporation a separate entity and explicitly stated
a number of considerations which are significant for the whole matter
of corporate status. The case concerned a naval officer who sought to
recover a special fee for the transportation of gold belonging to the Grain
Corporation upon a ship of which he was commanding officer. The

Court, speaking through Justice Holmes, held that he could not recover.

"It is true that the legal title [of the gold] was in the corporation, that the
property of the corporation might have been taken to pay a judgment against
it, and that in other ways the difference of personality would be recognized. . . .

But for purposes like the present imponderables have weight. When, as here,
the question is whether the property was clothed with such a public interest
that the transportation of it could no more be charged for than the carrying of
a gun, we must look not at the legal title only but at the facts beneath forms."51

A recent case of significance, Langer v. United States,62 involved the
status of the Reconstruction Finance Corporation. Langer was accused
of soliciting contributions for political purposes from the clerical help
employed in the management and distribution of relief funds in North
Dakota. These funds had been provided by a grant from the Recon-

"263 U. S. IS (1923). This decision offers an interesting contrast to the Strang case

mentioned above. They may, however, be partially reconciled by the slight variation in
the wording of the different statutes involved. In United States v. Carlin, 259 Fed. 904

(E. D. Pa. 1917), it was also held that when a timekeeper and a laborer employed by
the Emergency Fleet Corporation conspired to issue fraudulent checks they were guilty of
conspiring against the United States. In accord: United States v. Union Timber Products
Co., 259 Fed. 907 (W. D. Wash. 1919); Gould Coupler Co. v. Emergency Fleet Corp.,
261 Fed. 716 (S. D. N. Y. 1919).
"263 U S. 15, 18 (1923).
M261 U. S. 106 (1923).
aId. at 113.

ra76 F. (2d) 817 (C. C. A. 8th, 1935).
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struction Finance Corporation and the efforts to solicit contributions
from such a source was, it was charged, a violation of certain statutory
prohibitions against the use of Government funds for political purposes.
The defense demurred by alleging that the Reconstruction Finance Cor

poration was not the United States and that the collection of money was

not therefore, a violation of the restrictions placed upon the use of funds
of the Government. The court disagreed and, after reviewing the status

of Government corporations at length, concluded that, for the purposes
of the case before it, the Reconstruction Finance Corporation "was a

direct agency for furthering and carrying out powers conferred upon the
federal government by the Constitution." Hence, it was to be looked

upon "as a part of the government".53
When the Government has felt it necessary, in cases involving its

agencies, to throw off its corporate guise and appear as the real party
at interest the courts have quite consistently allowed it to do so. This
has been particularly true in suits dealing with counterclaims and set

offs.54 And in a suit by the Federal Government to recover income taxes
from a private corporation the courts permitted the defendant to set-off
claims against a Government corporation to the amount of the claim
which the United States was seeking to establish.55 The federal courts
have likewise held that Government corporations are not subject to
attachment and garnishment, on the ground that such proceedings con

stitute a serious interference with governmental functions.56
Such a review as that presented of the cases dealing with the status

of federal corporations is likely to leave an impression of bewilderment
even if the results in each case are accepted as equitable. The considera
tions employed by the courts in reaching their conclusions appear not

"Id. at 823.

"Russell Wheel and Foundry Co. v. United States, 31 F. (2d) 826 (C. C. A. 6th, 1929) ;
United States v. Gano-Moore, 35 F. (2d) 395 (E. D. Pa. 1929) ; Erickson v. United States,
264 U. S. 246 (1924); United States v. Czarnikow-Rionda Co., 40 F. (2d) 214 (C. C. A.
2d, 1930). cert, denied, 282 U. S. 844 (1930); Crane v. United States, 55 F. (2d) 734 (Ct.
CI. 1931), cert, denied, 287 U. S. 601 (1932). However, the case of Providence Engineering
Corporation v. Downey Shipbuilding Corp., 294 Fed. 641 (C. C. A. 2d, 1923) and United
States v. New Amsterdam Casualty Co., 55 F. (2d) 377 (S. D. N. Y. 1932) should be

carefully compared with the above decisions.
"United States v. Skinner and Eddy Corporation, 28 F. (2d) 373 (W. D. Wash. 1928) ;

Skinner and Eddy Corporation v. McCarl, 275 U. S. 1 (1927).
"McCarthy v. United States Fleet Corporation, 53 F. (2d) 923 (App. D. C. 1931).

There are some state courts which have held otherwise. Haines v. Lone Star Shipbuilding
Co., 268 Pa. 92, 110 Atl. 788 (1920). The Supreme Court of Nebraska recently held the
Home Owners Loan Corporation subject to garnishment on the familiar ground that it
was not engaged in exercising governmental powers. Central Market Inc. v. King, 132 Neb.
380, 272 N. W. 244 (1937).
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to have been based upon principles sufficiently general to furnish guidance
in specific situations. Yet from a study of the cases two observations of
more than passing significance may be made. The first is that the legal
status of Government corporations is, or may be made, entirely depen
dent upon legislative determination. The variations which have been
noted above in the decisions of the Supreme Court regarding the separate
entities of Government corporations have occurred only in the absence
of legislative direction. When the intent of Congress has not been clear
or when the statutes have been entirely silent, the Court, in deciding
the matter of corporate status, has been compelled to weigh the con

siderations of equity and public interest, as in its judgment, the circum
stances warranted. This fact is sufficient to explain the apparent incon
sistencies in decisions which held Government corporations on one occa

sion to be separate entities and on others to be parts of the Government.
The decisions of the Court supply the clearest acknowledgment that,

as to the question of corporate status, the determination of Congress
is final. In Sloan Shipyards v. Emergency Fleet Corporation,51 probably
the leading case in which a Government corporation was held to have a

separate entity, Justice Holmes said: "The meaning of incorporation is
that you have a person, and as a person one that presumably is subject
to the general rules of law. The only serious question is whether special
remedies have been provided by statute that displace those that other
wise would be at the plaintiff's command."58 In his dissenting opinion
Chief Justice Taft likewise made clear that the status of the corporation
depended entirely upon legislative determination. "The question pre
sented is one of the interpretation of the will of Congress. No one

can contend that Congress, in using the Fleet Corporation for its pur
poses, might not have given it express immunity from suit as a repre
sentative of the United States."59' In Langer v. United States, the court,
after holding the Reconstruction Finance Corporation to be "a part of
the government" said: "A consideration of the Reconstruction Finance

Corporation Act and the Federal Emergency Relief Act of 1933 convinces
that Congress intended this corporation to be an agency of the United
States."60 In the Lake Monroe case61 the Court held the Fleet Corpora
tion liable for damages because Congress had intended that ships oper
ating under the Shipping Board should be subject to all laws, regulations

"258 U. S. 549 (1922).
�Id. at 567 (Italics supplied).
"Id. at 570.
"�76 F. (2d) 817, 822 (C. C. A. 8th, 1935).
ra250 U. S. 246, 254-255 (1919). The cases cited in note 40, supra, explicitly or impliedly

acknowledge the same principle.
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and liabilities governing merchant vessels. And so far as suits against
Government corporations are concerned the Court has recently said:62
"Whether federal agencies are subject to suit, and if so, the extent to

which they are amenable to judicial process, is thus a question of

Congressional intent."
Not only may Congress give its agencies whatever legal status it pleases,

but it does not appear that the attributes with which it endows a cor

porate agency are subject to judicial review. If the agency is held to

be performing functions within the scope of the powers of the Federal
Government the Court cannot substitute its judgment for that of Con
gress as to the powers which are necessary to make the agency effective.
Thus with respect to the status of a hospital operating in the District
of Columbia under a federal charter the Court said: "All that can be
said of the corporation itself is that it has been incorporated by an act

of Congress, and for its legal powers and duties that act must be ex

clusively referred to."63 And, after holding that the Federal Land Banks
were within the constitutional powers of the Federal Government, the
Court said: "Congress declared it necessary to create these fiscal agencies
and to make them authorized depositories of public money. Its power
to do so is no longer open to question."64 It then added: "But nothing
is better settled by the decisions of this court than that, when Congress
acts within the limits of its constitutional authority, it is not the province
of the judicial branch of the government to question its motives."65
It seems clear, therefore, that any federal corporation is engaged in

exercising governmental authority and that Congress is free to endow
it with all the rights, privileges, immunities and powers not forbidden

by the Constitution itself,66 which will make it an effective instrumen-

Tederal Land Bank v. Priddy, 295 U. S. 229, 231 (1935). See also Farmers and
Mechanics National Bank v. Dearing, 91 U. S. 29 (1875) ; Ohio v. Thomas, 173 U. S. 276

(1899) ; Fidelity and Deposit Co. v. Pennsylvania, 240 U. S. 319 (1916) ; Johnson v.

Maryland, 254 U. S. 51 (1920).
"Bradfield v. Roberts, 175 U. S. 291, 299 (1899).
"Smith v. Kansas City Title and Trust Co., 255 U. S. 180, 210 (1921). In Osborn v.

United States Bank, 9 Wheat. 738, 864 (U. S. 1824), the Court said: "Congress was of
the opinion that these faculties [of the corporation] were necessary to enable the bank
to perform the services which are expected from it, and for which it was created. This
was certainly a question proper for the consideration of the legislature."
"255 U. S. 180, 210 (1921)'.
"That Congress cannot create agencies with powers which are not within the range of

its own constitutional authority was reaffirmed in the recent case of Hopkins Federal Savings
and Loan Association v. Cleary, 296 U. S. 315 (1935). The Court held that the Home
Owners Loan Act was an unconstitutional encroachment upon the powers of the states in
so far as it permitted state building and loan associations to become federal ones in
contravention of the laws of the states under which they were organized.
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tality.67 It may give a corporation the free use of the mails, as it has

to the Reconstruction Finance Corporation.68 It can relieve it entirely
from taxation, or determine exactly the kind and extent of the taxation

to be permitted.69 It can determine the jurisdiction to which it may
be subjected and whether it is to be amenable to judicial processes.70
It can give a corporation the right of eminent domain to be exercised
as omnipotently as the Government itself might exercise it.71 In short,
whatever status and whatever powers a Government corporation may re

quire can be conferred upon it by Congress so long as the agency per
forms functions within the range of the constitutional powers of the
Federal Government.
The second general observation which can be made on the basis of

the decisions regarding corporate status is that in the absence of legis
lative determination the Court has been guided, to a large extent, by
its estimate of the effect of its decisions upon the usefulness of the

corporation as an administrative agency. When the interests of private
persons could be served and protected without seriously impairing the
value of the instrumentality the Court has adhered to the doctrine of
the separate entity.72 But when a substantial interest of the United

"That Congress is aware of and intends to use its powers in this respect may be in

ferred from the following extensive grant to the National Housing Administration. 48

Stat. 1246, 12 U. S. C. �� 1701-1702 (1934). "In order to carry out the provisions of this
title and of titles II and III of this chapter, the Administrator may establish such agencies,
accept and utilize such voluntary and uncompensated services, utilize such Federal offices

and employees, and, with the consent of the State, such State and local officers and

employees, and appoint such other officers and employees as he may find necessary, and
he may prescribe their authorities, duties, responsibilities and tenure and fix their com

pensation, without regard to the provisions of other laws applicable to the employment
or compensation of officers or employees of the United States." And of the National

Mortgage Associations to be organized under the above Administration Congress has granted
power, "To do all things as are necessary or incidental to the management of its affairs and
the proper conduct of its business." Id. at � 1716.
"41 Stat. 5 (1932), IS U. S. C. � 601 a (1934).
e9The truth of this assertion was again confirmed in the recent case of Baltimore National

Bank v. State Tax Commission of Maryland, 297 U. S. 209 (1936). The issue of the case

was whether shares of preferred stock of a national bank owned by the Reconstruction
Finance Corporation were taxable by the state in the same manner and to the same extent
as shares owned by private individuals. The Court held that such a tax was valid, the
decision resting upon the conclusion that Congress had not intended to exempt such
property of the Corporation from state taxation. Immediately thereafter Congress nullified
the decision by amending the charter of the Reconstruction Finance Corporation to exempt
such property from state taxation. 49 Stat. 1185 (1936), 12 U. S. C. � 51d (Supp. 1936).
For a fuller discussion see the article cited in note 25, supra.

�See note 62, supra.
The Tennessee Valley Authority is a good example, 48 Stat. 58 (1933), 16 U. S. C.

� 831 (1934).
Thus in Federal Sugar Refining Company v. Sugar Equalization Board, 268 Fed. 575,
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States has been involved or when the effectiveness of the agency itself
seemed endangered, the Court has denied the independent status of the

corporation and has held that it shares the privileges of the sovereign.73
Such a principle is probably too general to be a satisfactory guide for

the determination of actual cases as they arise, but it throws considerable

light upon the fundamental nature of the Government corporation. That
the Government corporation is 'governmental'; that it exercises govern
mental power and was created to further governmental purposes is never

very far from the center of the Court's attention. When the service of
the United States is seriously involved the "facts beneath forms" are

to be conclusive.74 Even when the court has held a federal corporation
subject to state judicial processes it has intimated that if such processes
interfered with the effectiveness of the agency a different conclusion

might be reached. "In the present case it does not appear that the
attachment would directly interfere with any function performed by
petitioner as a federal instrumentality. We reserve the question whether
a different result would be required if such an interference were shown."75
Federal corporations are corporations in name and form, but instru

mentalities of Government in status and power. Their creation and

operation has been attended by legal confusion and uncertainty. For
that Congress must be held largely responsible. Whether confusion and

uncertainty will continue will depend to a large extent upon the willing
ness of Congress to declare more carefully and definitely than it has

yet done the future economic and governmental role of the federal cor

poration in the United States.76

587 (S. D. N. Y. 1920) it was said: ". . . It is repugnant to the American theory of

sovereignty that an instrumentality of the sovereign shall have all the rights and advan

tages of a trading corporation, and the ability to sue, and yet be itself immune from suit,
and be able to contract with others, or to injure others, confident that no redress may
be had against it as a matter of right, but only, if at all, as a matter of the favor of
the sovereign. . . ."
"See cases cited in notes 48, 54, supra.
"United States Grain Corporation v. Phillips, 261 U. S. 106 (1923).
"Federal Land Bank v. Priddy, 295 U. S. 229, 237 (1935) ; Arizona v. California, 283

U. S. 451 (1931); United States v. Thompson, 257 U. S. 419 (1921); Farmers and
Mechanics Savings Bank v. Minnesota, 232 U. S. 516 (1914) ; United States v. Carlin,
259 Fed. 904 (E. D. Pa. 1917); United States v. Bowman, 260 U. S. 94 (1922).
"For some suggestions which might be very profitably considered in a clarification of

the status of federal corporations, see Field, Government Corporations:�A Proposal (1935)
48 Harv. L. Rev. 765.



TRUSTS: INSTRUMENTALITIES FOR AVOIDING
TAXES

Joseph M. Jones1

PRELIMINARY STATEMENT

VK/HILE the prevailing high rates of estate taxes and the generous

exemptions under gift taxes have undoubtedly had some effect
in increasing the number and duration of inter vivos trusts,2 the search
for "loopholes" to minimize current income taxes in inter vivos transac

tions is more productive of litigation. The tendency for one to "have
his cake and eat it too" by creating a trust and yet retaining substantial
incidents of ownership is important.
Judicial trends and legislative moves toward curtailing the tax advan

tages of the trust device and closing numerous "loopholes" will be dis
cussed herein. Time and again, the legal shock troops of the embattled

taxpayer have begun a fresh assault as soon as the Government's posi
tion has been strengthened by legislative action.3 In view of the mass

of litigation thus stimulated, the question might well arise whether or

not there is merit in the negative response of continental civil law to

the trust idea.4

Starting with the Revenue Act of 1916, trusts have been treated as

separate tax units.5 The trustee is a taxable entity who, under the

ordinary trust situation, must report all capital gains and all income

which, under the terms of the trust, is to be accumulated. Beginning
with the Revenue Act of 1924, the primary tax liability for the entire
trust income was placed upon the trustee, with the provision that the

liability could be reduced to the extent of income distributable to the

beneficiary. The beneficiary of the trust reports as a part of his indi
vidual income any part which is distributed or distributable to him

during the current tax year. In order to avoid as far as possible the
higher surtax brackets, the wealthy taxpayer is constantly seeking to
level off his income through the use of the trust device, particularly the
multiple trust idea.
While the courts have repeatedly stated that the general rule, that

^.B., University of Georgia (1923), LL.B., Harvard University (1926); at present, tax
attorney, Department of Justice, Washington, D. C. ; author, Estoppel in Tax Litigation
(1938) 26 Georgetown Law Journal 868.

"Magill, Federal Regulation of Family Settlements (1936) 4 U. of Chi. L. Rev. 265, 273.

"Clapp v. Heiner, Si F. (2d) 224 (C. C. A. 3d, 1931).
'McCain, Taxation of Trust Income not Received by the Taxpayer (1937) 23 Corn. L. Q.

178.

"McCauley v. Commissioner, 44 F. (2d) 919 (C. C. A. Sth, 1930).

18
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the validity or character of a trust must be determined by the local law
of the jurisdiction where it was created and administered, must be

applied to tax cases,6 the proposition has definite limitations. In the
first place, the classification of trusts for tax purposes is not controlled

by local law. Congress is not confined to traditional concepts or classi

fications, but may prescribe its own standards or criteria.7 For example,
in taxing associations and business trusts as corporations, Congress has

prescribed its own classification. Local law is of no importance in this
connection. In the second place, the courts often look to the practical
aspects of the tax case and merely pay lip service to the local law where
the tax avoidance motive is obvious.
No formalities are necessary for the creation of an ordinary trust.

However, there must be a present intention to create a trust, a subject
matter or res? and a definite beneficiary. The trust contemplated by
the revenue acts is a genuine one. There is a definite abhorrence of
nominal or fictitious trusts.9 For example, a trust will be declared in
effective if there is an identity between the trustee and the sole bene

ficiary. In Morsman v. Commissioner,10 the court ruled that a declara
tion of trust will have no effect unless a beneficiary other than the holder
of the legal title is in existence at the time and that neither unborn
children nor potential heirs of the settlor could be regarded as bene
ficiaries. While, under the general trust law, the decision is possibly in
conflict with cases such as Folk v. Hughes,11 the court properly looked
to the tax purpose and saw that the effect of upholding the trust would

permit the settlor to manipulate his property for the primary purpose
of minimizing his taxes. It was conceded that the taxpayer contemplated
selling a large block of stock at a profit and that the trust device was

planned with tax saving in mind. The taxpayer had a relatively large
individual income, and it would have been to his interest to have the

profits from the sale of the securities taxed as trust income, thereby
avoiding the higher surtax brackets and at the same time retaining
substantial incidents of ownership. In denying the validity of the trust,

"Blair v. Commissioner, 300 U. S. 5 (1937); Commissioner v. Morris, 90 F. (2d) 962 (C.
C. A. 2d, 1937).
7Burnet v. Wells, 289 U. S. 670 (1933) ; Greenough v. Commissioner, 74 F. (2d) 25 (C. C.

A. 1st, 1934); Helvering v. City Bank Co., 296 U. S. 85 (1935).
"Brainard v. Commissioner, 91 F. (2d) 880 (C. C. A. 7th, 1937). The court here held

that there could be no present trust impressed upon expected profits from future trading in
securities. Certiorari was granted but the case was dismissed by taxpayer following the
argument in the Supreme Court.
"Stoddard v. Eaton, 22 F. (2d) 184 (D. C. Conn. 1927). The revenue acts are not

concerned with trusts ex maleficio, resulting or constructive trusts.

1090 F. (2d) 18 (C. C. A. 8th, 1937) ; cert, denied, 302 U. S. 701 (1937).
u100 S. C. 220, 84 S. E. 713 (1914).
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the court pointed out that, when a taxpayer thus boldly proclaims his
tax avoidance intention, the transaction should be carefully scrutinized
to see whether it, in reality, is what it appears to be, and if the tax

payer's ingenuity fails at any point, the court should not lend him its aid

by resolving doubts in his favor.

Generally speaking, this class of cases involves the avoidance rather
than the evasion theory of minimizing taxes.12 The courts have repeat
edly said that there is nothing inherently obnoxious in the taxpayer's
effort to minimize taxes�providing there is the element of reality. But
there must be some legitimate business purpose for the transaction other
than the tax-saving scheme. For example, the reorganization statutes

contemplated some legitimate business purpose for the new corporation.
In Gregory v. Helvering,13 its use purely as a tool or device to minimize
taxes placed the corporation outside the scope of the statute. Certain
trust situations will doubtless arise in which the principles of the

Gregory case may well be applied.14
In the ensuing divisions of this article, effort will be made to outline

some of the uses to which the trust device has been put in the constant
effort on the part of the taxpayer to minimize Federal income taxes.

I

REVOCABLE TRUSTS

The natural desire for one to "have his cake and eat it too" has made
the revocable type of trusts a most fertile source of litigation, perhaps
more than any other type of trust. Here, particularly, has there been a

constant bolstering of the legislative bulwarks.
In providing for the first statutory treatment of revocable trusts,15

the legislative committee stated that:16

"The creation of a revocable trust constitutes nothing but an assignment of
the right to receive future income. Since such an assignment does not operate
to increase [decrease] the taxable income of the assignor, the creation of a

revocable trust should not so operate, but the income of such a trust should
be included in the income of the grantor."

"For a general discussion of the terms, see (1937) Buck, Income Tax Evasion and
Avoidance (1936) 23 Va. L. Rev. 107, 26S, and 25 Georgetown Law Journal 863. See
also Angell, Tax Evasion and Tax Avoidance (1938) 38 Col. L. Rev. 80.
"293 U. S. 465 (1935).
"Warren, Trusts to Reduce Income Taxes (1936) 34 Mich. L. Rev. 809, 810. See in

this connection S. A. MacQueen Co. v. Commissioner, 67 F. (2d) 857 (C. C. A. 3d, 1933),
and Powell v. Commissioner, 94 F. (2d) 483 (C. C. A. 1st, 1938).
"Section 219(g) of the Revenue Act of 1924, 43 Stat. 253, 277 (1924).
"Sen. Rep. No. 398, 68th Cong., 1st Sess., (1923) 25.
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The constitutionality of this provision, even as applied to existing trusts,
was upheld in Corliss v. Bowers.17 The enactment of this provision may
be regarded as a statutory application of the principle of constructive

receipt to this particular type of case.18 So long as the creator of the
trust enjoyed dominion over the property and its income, through a

substantial power, it was not unreasonable to tax the income as his,
though it was actually paid to another. In the McCauley19 case, the
court specifically ruled that this legislation was merely declaratory of

existing law and that the principle of constructive receipt justified the
tax even before the enactment of this statute.

When Section 166 of the Revenue Act of 1938 is compared with
Section 219(g) of the Revenue Act of 1924, it is evident that Congress
has broadened considerably the scope of this statute. The income is
now taxable to the grantor of the trust if at any time he has the power
to revest, either alone or in conjunction with any person not having a

substantial adverse interest, or if such a power is vested in any third

person not having a substantial adverse interest. Prior to the Revenue
Act of 1934, the income of a trust was taxable to the grantor if at any
time "during the taxable year" he had the power to revest. The tax

payers were quick to seize upon the quoted phrase, by providing in the
trust agreements for revocability only if notice was given before the close
of the calendar year of the intent to revoke in the succeeding calendar

year. Considerable litigation was thus stimulated on the assumption that
such trusts were not revocable "during the taxable year."20 This poten
tial loophole has been closed by the elimination of the quoted words,
beginning with the Revenue Act of 1934.
Under the Revenue Acts of 1924, 1926, and 1928, the income of a

trust was not taxable to the grantor, if the power to revest was shared
with a beneficiary of the trust. Beginning with the Revenue Act of

1932, the scope of the statute was broadened by providing that in such
a case the person sharing the power with the grantor must have a

"substantial adverse interest." Furthermore, the revenue acts, beginning
with the 1932 Act, embodied a new provision taxing the income of a

trust to the grantor if the power to revoke was vested in any third
person not having a substantial adverse interest. The constitutionality
of this provision has not yet been passed upon. It is conceivable that
the results may vary, depending upon the facts of each particular case.

"281 U. S. 376 (1930).
"Magill, The Taxation of Unrealized Income (192S) 39 Harv. L. Rev. 82, 98.

"McCauley v. Commissioner, 44 F. (2d) 919 (C. C. A. Sth, 1930).
""Compare Simpson v. Commissioner, 77 F. (2d) 668 (C. C. A. 7th, 1935) with Langley v.

Commissioner, 61 F. (2d) 796 (C. C. A. 2d, 1932), and Lewis v. White, 56 F. (2d) 390

(D. C. Mass. 1932).
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While one may not be taxed upon what is in fact the income of another,23
the courts will probably go far in upholding this legislative effort by
looking to the practical side of the case and finding something fairly
equivalent to ownership.22 The Government's efforts to this end were

aided by the broad language of the Supreme Court in Helvering v. City
Bank Co.:23

"Congress may adopt a measure reasonably calculated to prevent avoidance
of a tax. The test of validity in respect of due process of law is whether the
means adopted are appropriate to the end. A legislative declaration that a

status of the taxpayer's creation shall, in the application of the tax, be deemed
the equivalent of another status falling normally within the scope of the taxing
power, if reasonably requisite to prevent evasion, does not take property without
due process."

As pointed out above, it is not enough under the statute for the person
sharing the power of revocation to be a mere beneficiary. He must now

have "a substantial adverse interest" in the disposition of the corpus
or the income therefrom if the trust is to be deemed an irrevocable one

for income tax purposes. This interest may be a matter of relativity to
establish to the satisfaction of the court in each particular case. In
Reinecke v. Smith,2* the Supreme Court ruled that a trustee as such is
not an adverse party. In such a case, the interpretation placed on the
trust agreement by the trustee is not binding on the Government in
the exercise of its taxing powers.25 However, the court held to the con

trary where the trustee, with whom the grantor of the trust shared the

power to revoke, was the legal custodian of the minor children benefited
by the continuance of the trust.26
The Treasury Regulations27 further reveal the broad scope of the

above legislation, interpreting Section 166 as taxing the income to the
grantor of a trust where he may be regarded as remaining in substance
the owner of the corpus by the retention of "substantial incidents of
ownership." It is to be remembered that the Revenue Act28 speaks of
the grantor's power to revest. Some question has been raised as to
whether there is a sufficient statutory basis for this regulation. Congress
might well say, for example, that the corpus of a term trust of less than

aHoeper v. Tax Commission, 284 U. S. 206 (1931).
"Cf. Burnet v. Wells, 289 U. S. 670 (1933).
=�296 U. S. 85, 90 (1935).
M289 U. S. 172 (1933).
""Carkhuff v. Commissioner, 83 F. (2d) 626 (C. C. A. 6th, 1936), cert, denied, 299 U. S.

568 (1936).
"Savage v. Commissioner, 82 F. (2d) 92 (C. C. A. 3d, 1936) .

"U. S. Treas. Reg. 94, Art. 166-1.

"Section 166, 47 Stat. 169, 221 (1932).
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six years (as in England)29 should be deemed in substance the property
of the grantor, and the income taxable to him, but the power of the

Commissioner has been questioned30 to so declare without any more

definite statutory basis than the elimination of the phrase "during the

taxable years," as was done in the Revenue Act of 1932. Congress was

ostensibly dealing with the power to revest and not the right of reversion.
In United States v. First Nat. Bank of Birmingham?1 there was a right
to the reversion during the taxable year, but the court said that the
trust did not come within this section of the Revenue Act. However, it
is interesting to note in this connection the language used by the Supreme
Court in the latter part of its decision in the DuPont32 case, wherein an

alternative basis of decision was outlined, treating the grantor of a

three-year insurance trust as the owner in substance, constituting the
income taxable to him independent of the insurance clause of the Rev
enue Act.
In the absence of more specific legislation, it is not likely that the

short-term feature alone will be deemed sufficient to tax the income as

that of the grantor. However, when this is combined with some other
incident of ownership, the courts might well uphold the tax, particularly
where there appears to be no legitimate business purpose for the creation
of the short-term trust except to minimize taxes. The case of Wood v.

Commissioner33 discloses the need for further legislation. There the

grantor created a trust for five years, naming himself as trustee to collect
the income and pay it over to his wife. Upon the expiration of the five-

year period, the corpus was to be returned to the grantor. It was held
that the income of the trust was not taxable to the grantor. One of the

leading tax service publishing companies issued to its subscribers a

special bulletin referring to this case as a way to save $1,000 on a trust

income of $9,000 without "permanently placing the trust corpus beyond
the control of the grantor." Taxpayers contemplating the creation of a
similar trust were cautioned to note the following facts which influenced
the decision of the Board in favor of the taxpayer: (1) No power of
revocation was reserved to the grantor or to any one else; (2) the trust

did not provide for the distribution of any income from the trust to
the grantor, and none was so distributed; (3) the trust was not estab
lished to discharge the grantor's marital duty to support his wife; (4)
while the grantor as trustee had the power to manage the corpus of the

'"Finance Act, 1922, 12, 13 Geo. V, c. 17, � 20(1) (b).
"Griswold, The Law of Federal Income Taxation (1935) 48 Harv. L. Rev. 1032, 1036.
"74 F. (2d) 360 (C. C. A. 5th, 1934).
"DuPont v. Commissioner, 289 U. S. 685 (1933).
M37 B. T. A. 1065.
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trust, the trust instrument made no provision for his control over the

income and he did not exercise any such control. The income from the

trust was, of course, included in the income tax return filed by the wife,
but under the circumstances the total tax would have been greater had
the income from the trust been taxable to the husband.

However, the courts sometimes manifest a tendency to look to the

substance rather than the form and conclude that the grantor retained
sufficient attributes of ownership to justify taxing to him the income of
short-term or family trusts, especially where the term is short and the
facts show the actual existence of some practical control by the grantor.
Rollins v. Helvering3* is an example of such an approach. There the
court recognized the general principle that a court of equity will review
the discretionary acts of a trustee, but pointed out that such review
was solely for the protection of the rights of the grantor and the bene

ficiary, there being no public interest in the matter. The court found
that there was a technical right in the beneficiary to invoke the aid of
a court of equity to challenge distribution of the trust fund to the

grantor, but upon looking further into the practical nature of such right,
the conclusion was reached that the right of the beneficiary to resist
"was and could be nothing more than an empty, harmful shell which
they would be the last to want to occupy." This theoretical right of
the beneficiary was accordingly disregarded, leaving the essential prac
tical control over the situation in the hands of the grantor, justifying
taxation to him of the trust income.
While there is a growing tendency on the part of the courts, support

ing the legislative and administrative effort, to tax the creator of a trust

if he receives or enjoys something of substance, fairly equivalent to

ownership, the courts occasionally rather jealously recognize and voice
certain principles of equity, even to the point of shutting their eyes to
the realities of the situation. Higgins v. White35 is an illustration of
this attitude. There, the husband and wife created trusts, identical in
terms except for the interchanging of the names of the respective spouses.
Each trust instrument placed funds in the hands of the settlor and a

trust company as co-trustees for the purpose of paying premiums on

insurance policies on the life of the other spouse. Since the trust was

not established to pay premiums on the settlor's policies, the case fell
outside of the express provision of the insurance clause of the statute.

However, the case was litigated on the revocability theory. The trust
instrument provided that the trustees, should they deem it wise to do
so, might pay out any portion of the fund deemed necessary or advisable

M92 F. (2d) 390, 394-395 (C. C. A. 8th, 1937), cert, denied, 302 U. S. 763 (1938).
M93 F. (2d) 357 (C. C. A. 1st, 1937).
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for the comfort, support, or education of the settlor or issue, "or they
may surrender and assign said policy and the trust property held here
under to said Clara C. Higgins [settlor], in which case this trust shall
cease and determine."36 The broad scope of the above powers of the
settlor is further enhanced by the fact that the trust instrument also
gave the settlor (co-trustee) the absolute power to replace the corporate
trustee. In view of the close communion of interest and the broad powers
enjoyed by the settlor-trustee, it can hardly be doubted that from a

practical point of view the settlor enjoyed full dominion over the funds.
While the power or dominion must be one reserved or inherent in the
trust instrument, it need not be enjoyed by the settlor as such.37 In
the Higgins case, the court was willing to recognize this principle of
law only in cases where the reserved power was an absolute one "and
does not involve on the part of the grantor the exercise of a fiduciary
duty as trustee."38 The court concluded that the broad power to revoke
the trust was limited by the earlier provision in the trust instrument,
referring specifically to the current use of the funds for support where
the trustees deemed it necessary or advisable. With this transposed
limitation, the power to revoke could be enjoyed by the trustees only
if they, as fiduciaries, deemed it necessary or advisable. Since such a

trust power was reviewable in a court of equity, it was not such a re

served power in the settlor upon which the tax could be predicated.
In Kaplan v. Commissioner,39 the same court seemed to follow a

broader, more practical approach. There, the court pointed out that,
through the powers vested in himself as trustee, the grantor had reserved
a practical control over the income of the trust fund which could, in
point of fact, be exercised f6r his own benefit. The court further
observed:

"As Kaplan named himself trustee, the large discretion given in the trust
instrument to the trustee as to the accumulation and payment of income is
attributable to him personally. By the terms of the trust that discretion can

be exercised for his own possible benefit, within wide limits. We see no occasion
for refinement of construction against the government. We think the statute
means that if under any circumstances or contingencies any part of the accumu

lated income might inure to the benefit of the grantor such portion of the
income is taxable to him."

The court recognized that to a certain extent the power enjoyed by the
settlor was a trust power, but proceeded to tax the settlor personally
"Id. at 358.
''White v. Poor, 75 F. (2d) 35 (C. C. A. 1st, 1935), 296 U. S. 98; Rollins v. Helvering,

92 F. (2d) 390 (C. C. A. 8th, 1937), cert, denied, 302 U. S. 763 (1938).
�"93 F. (2d) 357, 360 (C. C. A. 1st, 1937), cited supra notes 35, 36.
"66 F. (2d) 401 (C. C. A. 1st, 1933).

i
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with the entire income minus that portion of it which constituted the

irreducible minimum of which the trustee had no right to deprive the

beneficiary.
An interesting example of taxing trust income as revocable in part

is found in a recent ruling of the Bureau of Internal Revenue.40 There,
A created a trust, naming B, C, D, and E as beneficiaries, reserving the

right to revoke the trust with the consent of B. The trust was held to

be revocable as to the interest of C, D, and E, whose consent to revoke
was not required.

II

BUSINESS TRUSTS

Another important type is the so-called business trust, likewise embody
ing some aspects of the "cake and eat it, too" yearning. Taxpayers have

repeatedly sought to obtain the business privileges of a corporation
without submitting to the tax provisions applicable to corporations. In
most cases, a greater tax is payable by all concerned if a trust is taxable
as a corporation. True, in certain cases it is to the advantage of the

group concerned in the organization to be taxed as a corporate unit, as

in the case of large trusts, income of which might be taxed at high surtax

rates as distinguished from the fixed rates applicable to income of cor

porations. But in such an instance, the taxpayer could very easily bring
the enterprise within the corporate zone. It is only where the desire is

apparent to obtain the benefits of corporate activity and yet retain the
individual basis for taxation that we find the fertile field of litigation.
If a trust has been created to enable the participants to carry on a

business by means of a centralized management and to divide the gains
therefrom, it will be deemed an association taxable as a corporation if it
more nearly resembles in general form and mode of procedure a cor

poration than a partnership or true trust. It is not necessary to show
identity in form and mode of procedure of the trust with the corporation.
Since 1918, the revenue acts have expressly stated that the term "cor
poration" includes "associations,"41 but that term is very broad. The
inclusion by legislative action of associations with corporations implies
resemblance; but it is resemblance and not identity.42 The basic factor
is the agreement to conduct a business as a joint enterprise with a

centralized management.

"'Id. at 402.

"XVI Int. Rev. Bull. No. 39, at 3 (1937).
"Section 1001, Revenue Act of 1936, 49 Stat. 1648, 17S6, 26 U. S. C. � 1696 note (Supp.

1936).
"Morrissey v. Commissioner, 296 U. S. 344 (1935).
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While there is no statutory definition of an "association," the treasury
regulations43 contain a rather elaborate definition. As already pointed
out, Congress can for the purpose of taxation make its own classification
and prescribe its own standards, as to which local law is of no impor
tance. Congress said, in effect, that it did not intend that the term

"corporation" should be limited to the artificial entity usually known
as the corporation, but that it should also include, inter alia, "associa
tions." The treasury regulations, promulgated pursuant to this legislation,
correctly point out that the term "association" is not used in the act in

any narrow or technical sense, but that:44

"It includes any organization, created for the transaction of designated affairs,
or the attainment of some object, which, like a corporation, continues not

withstanding that its members or participants change, and the affairs of which,
like corporate affairs, are conducted by a single individual, a committee, a

board, or some other group, acting in a representative capacity."

In distinguishing such an enterprise from the ordinary trust, the regu
lations point out that the latter is usually created by will or by declara
tion of the grantor, the trustees of which take title to the property for
the purpose of protecting or conserving it, the beneficiaries generally
doing no more than to accept the benefits. In view of the broad legis
lative and administrative concept of "corporations," it is likely that any
substantial departure from a strict trust will result in subjecting the
trust to taxation on a corporate basis. The trend of authorities is defi

nitely in this direction.
The status of the business trust has been considered by the Supreme

Court in three successive and ever-broadening stages. In the first stage,45
the Supreme Court was of the opinion that the control of the manage
ment by the beneficiaries was indispensable in classifying a trust as an

association. Five years later, in 1924, the Supreme Court re-examined
the law, and in Hecht v. Malley46 concluded that control by the bene
ficiaries was not decisive in classifying business trusts as associations,
but held that they should be so classified if they exercised the privilege
of doing business as associations in much the same manner as a cor

poration. The third stage is represented by the Supreme Court's deci
sions in 1936 in Morrissey v. Commissioner," and related cases. There,
the Supreme Court clarified many of the refinements resulting from its

former, more general decision, particularly with reference to how far

43U. S. Treas. Reg. 94, Art. 1001.

"U. S. Treas. Reg. 94, Art. 1001-2.

"Crocker v. Malley, 249 U. S. 223 (1919).
"26S U. S. 144 (1924).
"296 U. S. 344 (1935).



28 The Georgetown Law Journal [Vol. 27

corporate form or the lack of it affected the situation. After pointing out

that absence of control in the beneficiaries or of transferability of
certificates was not decisive, the Supreme Court further stated that the

absence of particular forms or of the usual terminology of corporations
can not be regarded as decisive. Through the application of these broad

principles to the facts of the various cases then before it, the Supreme
Court made considerable headway in clarifying this troublesome field
of tax law.
While the Supreme Court spoke of the limitation of liability as one

of the characteristics of the trusts declared in the above cases to be

associations, the absence of this characteristic is not of itself decisive.48
The real test is whether the enterprise more generally resembles, in

general form and mode of procedure, a corporation than a partnership
or true trust. The revenue act implies resemblance and not identity.
The Supreme Court could not have considered all the elements named

by it in the above cases as essential, for an organization possessing all
of them would make up as complete a corporate form as would be true

under a formal charter of incorporation. Nor is the size of the enterprise
controlling. Parties may form an association, taxable as a corporation,
for a small business as well as for a large one;49 and it is not decisive
that ultimate liquidation is contemplated, so long as this is not the

primary purpose of the trust.50 While the recent Supreme Court deci
sions have broadened the tax basis to include a group obtaining substan
tial benefits and privileges of the corporation, refinements and distinc
tions will necessarily continue to bring about considerable litigation.51

Ill

MULTIPLE TRUSTS

The next type to be considered is the multiple trust involving the desire
on the part of the wealthy taxpayer to divide his income between as

many taxable units as possible, i.e., to make little piles out of a big one.

While the enactment of the Gift Tax Act of 193251" put a definite check
upon the use of such trusts, the statutory allowance of the personal
exemption still permits their effective use, especially where the settlor's
income falls within the higher surtax brackets. With higher surtax rates

imposed by the current revenue act than ever before, the advantage of
dividing even a moderate income among several tax entities is apparent.
"Bert v. Helvering, 92 F. (2d) 491 (App. D. C. 1937).
"Monrovia Oil Co. v. Commissioner, 83 F. (2d) 417 (C. C. A. 9th, 1936).
""United States v. Rayburn, 91 F. (2d) 162 (C. C. A. 8th, 1937).
61C/. Lewis & Co. v. Commissioner, 301 U. S. 385 (1937).
61"47 Stat. 245 (1932) 26 U. S. C. � 550 (1934).
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Where one contemplates the accumulation of income by a trustee for
the ultimate benefit of several beneficiaries, as, for example, an accumu

lation for minor children until they reach the age of twenty-one, he will

frequently lighten the tax burden of the trustee by providing for a

separate trust for each beneficiary, rather than a single trust for the
several beneficiaries. In this way, the personal exemption is increased
and the trust income is kept out of the higher surtax brackets.

Litigation in this field of tax law is centered around the construction
of the particular trust instrument. Where only a single instrument is

executed, the intention to create several trusts must be very clear. There
seems to be a judicial leaning to the single trust view. The settlor's
intention as disclosed in the trust instrument is controlling on the ques
tion as to whether he intended to create one or more trusts. The sub

sequent testimony of the settlor as to such an intention will usually be

disregarded by the courts. Cases in which the court held that the trust

instrument created only one trust are set in the footnote.52
The existence of only one fund or undivided trust res is not to be

regarded as fatal to the creation of more than one trust. In United
States Trust Co. v. Commissioner,53 the Supreme Court pointed out that
it was not necessary to have a physical division of the property in order
to carry out the clear intention of the parties. An undivided interest
in property may constitute the corpus of a trust providing the intention
is clear. Other cases in which a single trust instrument was construed
as having created more than one trust are set forth in the footnote.54
The decision in the recent case of Fidelity Union Trust Co. v. Kelly,55

distinguishing a similar case in the same circuit, is an interesting example
of the refinement sometimes necessary in cases of this type to prevent
the escape from taxation. The court here frankly recognized the refine
ment but refused to "indulge in a nose count of plurals" in reaching the
conclusion that only one trust was created. The court concluded its

opinion with this prophecy:55*
"We may say that the predicated change in law is apt to ensue as soon as

the trend of these decisions reaches the consciousness of the legal profession."

Huntington Nat. Bank v. Commissioner, 90 F. (2d) 876 (C. C. A. 6th, 1937) ; McGinley
v. Commissioner, 80 F. (2d) 692 (C. C. A. 9th, 1935) ; Langford Inv. Co. v. Commissioner,
77 F. (2d) 468 (C. C. A. 5th, 1935) ; Wynne v. Commissioner, 77 F. (2d) 473 (C. C. A.

5th, 1935); Johnson v. United States, 65 Ct. Cls. 285 (1928).
6S296 U. S. 481 (1936).
^Helvering v. Mcllvaine, 296 U. S. 488 (1936); Union Trust Co. v. Commissioner, 84

F. (2d) 386 (C. C. A. 3d, 1936) ; Fidelity & Columbia Trust Co. v. Lucas, 66 F. (2d) 116

(C. C. A. 6th, 1933).
K23 F. Supp. 653 (D. C. N. J. 1938).
Kl/rf. at 654.
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The multiple trust received considerable unfavorable attention in

President Roosevelt's message to Congress of June 1, 1937. The 1937

Revenue Act,55" as a consequence, provided that the $1,000 exemption
allowed each trust would no longer be available if the trust instrument

required or permitted accumulation of any part of the income and an

amount equal to the net income was not in fact distributed. While this
amendment is a step in the desired direction, the use of multiple trusts

should still prove a very profitable loophole by reason of the fact that
the gross income is thus spread over more units, on each of which the
surtax must begin at the lowest bracket. This situation was summed up
as follows in a recent article:56

"It is by obtaining lower rates through the division of one income into many
that family income trusts achieve their great tax saving. This saving has been
in no way affected by the Revenue Act of 1937, and probably constitutes one

of the greatest 'loopholes' still left in the revenue laws."

Some thought might be given to taxing the settlor as to all income
directed to be accumulated, and to taxing the beneficiary with all dis
tributable income, leaving the trust as a tax entity out of the picture

IV

OBLIGATION TRUSTS

The creation of a funded trust to discharge one's obligations involves
another attempt on the part of the taxpayer to minimize taxes through
the use of the trust device. Since the Supreme Court had held57 that
income was received by a taxpayer when, pursuant to a contract, a

debt or other obligation was discharged by another for his benefit, it
was a simple matter to go only one step further and hold that the
creation of a trust by the taxpayer as the channel for the application of
the income to the discharge of his obligation left the nature of the
transaction unaltered. In the ordinary case, where the legal nature of
the obligation is unquestioned, the application of this principle is clear.
In the attempt to apply the above principle to alimony trusts, con

siderable jostling has taken place. In Douglas v. Willcuts,56 the leading
case on this subject, the trust agreement for the support of the wife
was made prior to the final divorce decree and was regarded by the
Court as a legal obligation, the discharge of which through the channel
of the trust device furnished the basis for taxing such payments as

""SO Stat. 558, 26 U. S, C. � 901 (Supp. 1937).
"James, The Loophole-Closing Revenue Act of 1937 (1937) 23 A. B. A. J. 759, 763.
"Old Colony Tr. Co. v. Commissioner, 279 U. S. 716 (1929).
"*296 U. S. 1 (1935).



1938] Instrumentalities for Avoiding Taxes 31

income of the husband. Variations of this case are embodied in the
cases set forth in the footnote.59
In Helvering v. Schweitzer,60 a per curiam decision on authority of

Douglas v. Willcuts, the Supreme Court approved the taxing of income
to the settlor from a trust created by a father for the support and edu
cation of his minor children. While this principle seems clear, its exten

sion to cover the case of a trust created by a wife for the benefit of
the children was denied, even though there was a clause in the statute

making the wife secondarily liable for the support of the minor children.61
A rather ingenious argument was presented, and upheld in the circuit

court,62 in Blumenthal v. Commissioner, which was decided against the
taxpayer by the Supreme Court63 on the authority of Douglas v. Willcuts
and Helvering v. Schweitzer. In the Blumenthal case, assets were trans

ferred to a trust with provision for the payment of the settlor's obliga
tions out of the funds so transferred. The circuit court approved the

taxpayer's contention that the effect of transferring the assets to the
trust was to make the assets the primary funds with which to meet the

obligations and to place the settlor in the relation of surety only, and
concluded that the discharge of such a secondary obligation did not

amount to receipt of income. This theory failed to impress the Supreme
Court.
And so we reach the general conclusion that the courts will go far

to tax the income to the grantor if, in creating the trusts, he obviously
had but one purpose in mind, to provide funds for the discharge of his
marital or other legal obligations. In the recent case of Hill v. Commis

sioner,6* the court seemed to be willing to go even a step beyond the

strictly legal obligation situation. There, a social duty such as "inex
orable custom would seem to dictate" was deemed sufficient basis for
the tax upon the income of a trust created by the husband for the upkeep
of the family home. It was considered immaterial that the wife had

independent means or that the home was also partly used by adult

"'Commissioner v. Hyde, 82 F. (2d) 174 (C. C. A. 2d, 1936) ; Helvering v. Brooks, 82 F.

(2d) 173 (C. C. A. 2d, 1936) ; Commissioner v. Tuttle, 89 F. (2d) 112 (C. C. A. 6th, 1937) ;

Glendinning v. Commissioner, 97 F. (2d) 51 (C. C. A. 3d, 1938).
M296 U. S. 551 (1935).
"Commissioner v. Yeiser, 75 F. (2d) 956 (C. C. A. 6th, 1935). A parallel case is found

in Savage v. Commissioner, 82 F. (2d) 92 (C. C. A. 3d, 1936), which was decided on the
issue of revocability. There, the trust which the wife had created for the benefit of the
children could be revoked only upon the consent of the husband. The court concluded
that since the trust discharged the husband's statutory duty of support, he was a sufficient

"beneficiary'' to place the case outside the classification of revocable trusts.
�*76 F. (2d) 507 (C. C. A. 2d, 1935).
"296 U. S. 552 (1935).
M88 F. (2d) 941 (C. C. A. 8th, 1937).
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children of the taxpayer who had independent means. A new tenor is

noted in the tone of the following excerpt from the court's opinion:64"
"Under its provisions [Section 167] a forbidden distribution occurs whenever

the settlor of the trust distributes, or uses the income from the trust estate,
in payment of his personal legal obligations. And indeed it is difficult to under
stand why such distribution is not also present, whenever the settlor of his
own volition or wish goes further and uses such income to subserve his personal
uses, whims, and desires in any behalf, as well as in providing, servants and
shelter for adult children for whose support the settlor is no longer under any
legal obligation. Though the ban of the statute is laid on the fact of dis

tribution, it just as effectually covers the creation of trusts having the forbidden

object or result."

A moral or social duty, as distinguished from a strict legal obligation,
has been upheld as sufficient basis for a special statute taxing the settlor
in certain insurance trusts, which will be discussed in the ensuing divi

sion, and it is not too much to expect that this trend will be further

developed upon the general lines above outlined.
An interesting point for discussion is whether the taxpayer can be

taxed only as to that portion of the trust income actually used to meet

his obligations, or whether it is enough if the funds may be used to

meet such obligations. The authorities thus far hold that the income
of an ordinary trust of which the settlor's minor children are beneficiaries,
which is not actually used to discharge the parental duty of support,
is not taxable to the settlor.65 Of course, if the unused portion is to be
accumulated and held for the benefit of the settlor, it would be taxable
to him under the accumulation theory. But, assuming that the accumu

lation is for the ultimate benefit of the children or outside interests,
the question arises whether that portion of the trust income which may
be used to discharge the settlor's obligations is sufficiently within his
dominion to justify taxation to him under the present statutory set up.
We are first met with the rather convincing argument that there should
be no general application of the broad principles enunciated in Burnet
v. Wells in the absence of a specific provision in the statute similar to
that affecting life insurance trusts. But by the same token, we have in
effect a prospective approval of legislation specifically dealing with this

issue, and Congress might well so legislate in order to clarify the
situation.
The nearest existing statutory approach to this issue is found in

Section 167 (a) (2),65* where Congress has provided that such portion
""/<*. at 943.

"Hudson v. Jones, 22 F. Supp. 938 (W. D. Okla., 1938) ; E. E. Black, 36 B. T. A. 346
(1937) ; Tiernan v. Commissioner, 37 B. T. A. 1048.

"*49 Stat. 1707, 26 U. S. C. 167(a)(2) (Supp. 1936).
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of the trust income as may be distributed to the grantor may be taxed

to him. It seems clear that Congress was here concerned only with

availability of the funds for the settlor's use and did not provide that
the test should be such funds as are actually used. Thus, the statute

taxes the settlor with such portion of the trust fund as may be dis
tributed to him. There is little difference in substance if, instead of

providing for the discretionary distribution directly to the settlor, the
trust provides for the discretionary use in the discharge of the settlor's

legal obligations. For tax purposes, the latter application is just as

much a distribution as if the funds were paid directly to the settlor.
The Supreme Court expressly held in Douglas v. Willcuts that the crea

tion of a trust by the taxpayer as a channel for the application of the
income to the discharge of his obligation leaves the nature of the
transaction unaltered, i.e., "the same in substance as if the money had
been paid to the taxpayer."66 If, then, there is a distribution to the
settlor where there is an actual use of trust funds to discharge his

obligations, the conclusion is obvious that such portion as may be used
for such purpose is distributable and may be taxed under the specific
statute even if there is no actual use of the funds.
When the forerunner of Section 167 was first enacted,67 the Com

mittee on Ways and Means made this explanatory statement:68

"Trusts have been used to evade taxes by means of provisions allowing the
distribution of the income to the grantor or its use for his benefit. The pur

pose of this subdivision of the bill is to stop this evasion."

It is to be noted that Congress was directing its efforts at trusts which
allowed either the direct distribution to the grantor or its use for his
benefit. In the face of this legislative background, supported as it is by
the broad principles enunciated by the Supreme Court, it is difficult
to justify the narrow interpretation of the word "distributed" as used
in the special statute to refer only to a direct distribution to the settlor.
It must be admitted that if the income of such a trust was actually
used to meet the settlor's obligations, such would constitute a distribu
tion to him. This being true, it would seem to follow that availability
for such a use brings the case within the language of the statute, "may
be distributed to the grantor".

V

insurance trusts

By reason of the favorable treatment of life insurance proceeds under

M296 U. S. 1, 9 (1935).
"Section 219(h) of the Revenue Act of 1924, 43 Stat. 253, 277 (1924).
�H. R. Rep. No. 179, 68th Cong., 1st Sess. (1923) 21.
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the estate tax laws, coupled with the hope of minimizing income taxes

through the trust device, taxpayers were quick to utilize the funded

life insurance trust. However, Congress enacted a special statute, be

ginning with the 1924 Revenue Act,69 treating trust income which is or

may be used to pay premiums of insurance on the life of the settlor

as income of the settlor. When the constitutionality of this statute came

before the Supreme Court in the case of Burnet v. Wells,10 the statute

was upheld. There, the taxpayer established an irrevocable funded trust,
the income of which was applied to pay premiums on policies of insur

ance on his own life. The proceeds of the policies were to be held for

the benefit of members of the settlor's family. While the specific issue

before the Court was the constitutionality of the provision of the revenue

act taxing to the settlor the income of such an insurance trust, the Court,
speaking through Mr. Justice Cardozo, took occasion to enunciate some

broad principles, applicable perhaps to related situations not specifically
covered by the statute. The gist of the decision was that the payment
of premiums of insurance on his own life was deemed a sufficient benefit
to the settlor-insured to uphold the specific legislation. Since, under the
Sixteenth Amendment, only income to a person could be taxed, the
courts were required, in order to uphold the statute, to conclude that
this social benefit was a substantial equivalent of income and accordingly
a reasonable classification by Congress in view of the general concepts
of life insurance as a fixed charge in the ordinary family budget. The

opinion spoke of insurance for dependents as being regarded as "a press
ing social duty" and "a common item in the family budget".70* Broad as

the opinion was, it did not purport to cover all types of funded life
insurance trusts. The Court pointed out that, as other cases arose :70b
"The relation between the parties, the tendency of the transfer to give
relief from obligations that are recognized as binding by normal men
and women, will be facts to be considered". The question immediately
arises as to the constitutionality of the statute in regard to funded life
insurance trusts created for the benefit of strangers, or even for distant
relatives not members of the settlor's immediate household. As a matter

of fact, trusts of this type would naturally be very rare and it is not

likely that an occasion to adjudicate will arise, the great majority of
such trusts being made for the benefit of wives or children. It is to be
remembered in this connection that Burnet v. Wells did not purport to
overrule Hoeper v. Tax Commission,11 in which the Supreme Court

""Section 219, 43 Stat. 253, 277 (1924).
7�289 U. S. 670 (1933).
m'Id. at 681.
�Id. at 682.

"284 U. S. 206 (1931).
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declared unconstitutional the attempt to tax as income of the husband

that which really belonged to the wife. Thus, the principles of Burnet v.

Wells will probably be limited in application to trusts, the income of
which is confined to discharging obligations which the taxpayer might
ordinarily have been called upon to meet. If such is the case, there is

nothing arbitrary or capricious in taxing income so applied. That being
so, there is no occasion to delve into the refinements of whether the

obligation so discharged was a legal or a mere social one.
It is to be noted that the insurance statute applies specifically to life

insurance trusts only. An irrevocable trust, non-taxable to the settlor,
might possibly be worked out for other types of insurance as to which
there are no specific statutory provisions making income taxable to the
settlor. Of course, if the insurance were of the sickness or accident type,
income so applied might well be taxed on the general grounds of construc
tive receipt, even in the absence of a special statute. Furthermore, the
courts will likely construe "life insurance", as referred to in the statute,
to include most all of the general insurance contracts. An endowment

policy has been definitely held to come within the life insurance clause
of the statute.72
The statute, as it now reads, taxes only such proceeds of a funded

insurance trust as are applicable to policies on the settlor's life. It does
not tax proceeds applied to carry insurance on another's life, even though
the settlor is the sole beneficiary. While the proceeds of such a trust
which are applicable to policies in which the settlor is irrevocably desig
nated as beneficiary might possibly be taxed under the broad principles
of Burnet v. Wells, some statutory aid might well be here invoked, par
ticularly in the case of identical or mutually reciprocal trusts established

by the husband and wife under the terms of which each spouse estab
lishes a funded trust to meet the premiums on life insurance policies of
the other spouse, of which the settlor-spouse is the respective bene

ficiary.73

conclusion

No attempt has been made to cover the entire field of trusts but only
those deemed outstanding, either by reason of unique facts or scope of

decision, typifying the various attempts, some legitimate and some ques
tionable, on the part of the taxpayer to minimize his income tax through

"Heffelfinger v. Commissioner, 87 F. (2d) 991 (C. C. A. 8th, 1937), cert, denied, 302
U. S. 690 (1937).
"See Higgins v. White, 93 F. (2d) 357 (C. C. A. 1st, 1937) ; Gail H. Baldwin, 36 B. T.

A. 364 (1937).
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the use of the trust device. The following language of Mr. Justice Car-

dozo in Burnet v. Wells is particularly pertinent at this point:73"
"One can read in the revisions of the revenue acts the record of the Govern

ment's endeavor to keep pace with the fertility of invention whereby taxpayers
had contrived to keep the larger benefits of ownership and be relieved of the
attendant burdens."

* * *

"In these and other cases there has been a progressive endeavor by the Congress
and the courts to bring about a correspondence between the legal concept of

ownership and the economic realities of enjoyment or fruition."

'289 U. S. 670, 675-676, 677 (1933).



JUDICIAL REVIEW IN TAXATION

A NECESSITY IN A GOVERNMENT OF LAW

George Stewart Brown*

TN THE general discussion over Administrative Law now going on,
it may be profitable to consider the origin, history and development

of the judicial review of the legality of a tax. This arose and was fully
developed before the expression "Administrative Law" was ever used
in this country.
In the first place the term "Administrative Law" may be somewhat

misleading. It simply means "Public Law," that which grows out of

litigation between the citizen and his government, as distinguished from
"Private Law," the law which controls litigation between private
individuals.
To the casual person the term "Administrative Law" may falsely

suggest the idea of a court performing some part of the administration
of government. That is a complete misconception. For clarity, then,
the term "Public Law" is greatly to be preferred in any discussion of
the subject of whether or not, and if so to what extent, the action of

governmental administrators should be subject to court review.
When government was simple, before it assumed its present multi

tudinous duties and all pervading control of social problems, the suits
between the citizens and their government arose principally concerning
the incidence, and application, of tax laws. The administrative action
of government officials in applying, assessing and levying taxes was the

principal administrative action which citizens desired to have reviewed

by the courts.
As the sovereign government was not suable directly without statutory

permission and as, at that time, there were no statutes giving such
review it required the ingenuity of the common-law lawyers to invent
remedies to meet the situation and to promote the ends of justice.
It was always plain that when an administrative official misapplied

a tax law, by including within the tax subjects or persons not intended
by the legislature, or by imposing a rate or amount of tax higher than
the law authorized, either by misapplying the facts which made the law

apply, or by misconstruing the terms of the law itself, an injustice was

done and the government treasury was enriched at the expense of the
citizen by taking something which did not belong to it.

?A.B., Johns Hopkins University (1893), LL.B., University of Maryland (189S). Judge
of United States Customs Court since 1913. Author of: The United States Customs Court

(1933) 19 A. B. A. J. 333; Judicial Review in Customs Taxation (1933) 26 Law. and

Bank. 263.
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The common-law writs of mandamus and prohibition, the writ of right
and the equitable writ of injunction, all invented or applied by the
courts to control the illegal acts of public officials, as well as the illegal
acts of individuals, did not fully meet the situation. They generally
lay in the discretion of the court, and the court could not review a

discretion in the official expressly granted by the statutory law, but
could only correct an arbitrary abuse of such official discretion. For

the purpose of giving a judicial review of the administrative act of

collecting an illegal rate or amount of tax they were not fully effective.

Something more had to be done.
The common law courts came to the rescue by sustaining the common

law action against the tax collector himself which compelled him to pay
to the citizen the amount of an illegal tax collected by him, whether it
arose through his mistake in finding the facts which made the law

applicable, or his mistake in construing the law. The former, of course,
was just as vital and necessary as the latter.
In the United States, following settled British precedents1 the doc

trine was first declared in its fullness by the Supreme Court in Elliott
v. Swartwout.2 The court here points out that, if in making payment
to a collector, notice is given to him that the duties charged are too high,
and that the party paying did so only to get possession of his goods, and a

declaration is made by such party that he intends to sue the collector
to recover the amount erroneously paid and so the collector should not

pay it over to the Treasury, then certainly the party in question should
have an action against the collector.
To hold otherwise would mean that no action would lie against a

collector to recover excess duties paid to him, but that recourse must

always be had to the government for redress. This would be carrying
the exemption of public officers too far.2"
Later in Bend v. Hoyt the court concludes in effect that the law must

be where an agent illegally demands and receives money, and then pays
such money over to his principal, after notice not to do so, he is never

theless personally liable for such money as was paid to him illegally.3
Irving v. Wilson, 4 T. R. 485 (1791).
a"The suit was originally instituted in the Superior Court of the City of New York

by the plaintiff against the defendant, the Collector of the Port of New York; and was

removed by certiorari into the Circuit Court of the United States." 10 Pet. 137 (U. S. 1836).
2a10 Pet. 137, 156 (U. S. 1836).
3In Bend v. Hoyt, 13 Pet. 263, 267 (U. S. 1839), Justice Story said, "As to the first

question, there is no doubt that the collector is generally liable in an action to recover

back an excess of duties paid to him as collector where the duties have been illegally
demanded and a protest of the illegality has been made at the time of payment or notice
then given that the party means to contest the claim whether he has paid in the money
to the government or not."
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Mr. Justice Cardozo made some interesting comments regarding the
historical development of the judicial remedy in taxation in Moore Ice
Cream Company v. Rose, Collector of Internal Revenue* wherein he
stated that, at common law, and under the Federal Statutes for many

years, protest at time of payment was a condition precedent to the

recovery of taxes.5 This rule was finally abolished by the Revenue Act
of 1924 which applied to all future suits (but not to suits pending).
He pointed out further that this requirement of protest, when it was

in effect prior to the statute, applied to suits against the government
itself as well as the Collector of Internal Revenue and that in the latter
case the United States was' usually the genuine defendant, the liability
of the nominal defendant being only a formality. Thus the Government
was unjustly enriched at the expense of the taxpayers when it held on

to moneys collected illegally, with or without protest? It is to be
noticed that Judge Cardozo refers to customs cases and income tax cases

interchangeably, rightly considering the principles equally applicable
to both.
The trouble with those who maintain that the finding of the facts

which make the tax applicable by the administrative officials should be

binding on the reviewing court if there is any substantial evidence to

support it (and there usually is some), is that they practically propose
that the party defendant (or his subordinates, which amounts to the
same thing) may bind the plaintiff taxpayer as to the facts without
effective judicial review. That is obnoxious to the most elementary
principles of justice. It violates the principle that no one can be both
actor and judge in his own case. The judicial review remaining, when
ever the case turned upon a mixed question of law and fact, which is

4289 U. S. 373, 37S (1933).
"Elliot v. Swartwout, 10 Pet. 137, 1S3 (U. S. 1836) ; Curtis's Adm'x. v. Fiedler, 2 Black

461 (U. S. 1862) ; Cheseborough v. United States, 192 U. S. 2S3 (1904) ; United States v.

N. Y. & Cuba Mail S.S. Co., 200 U. S. 488 (1906).
"289 U. S. 373, 378 (1933). Justice Cardozo continues on page 380: "As the law stood

before later statutes, the taxpayer's protest was notice to a Collector that suit was about
to follow, and was warning not to pay into the Treasury the moneys collected. Elliott v.

Swartwout, supra; Smietanka v. Indiana Steel Co., 257 U. S. 1, 4. Statutes first enacted
in 1839 (Act of March 3, 1839, c. 82, � 2, 5 Stat. 348) and progressively broadened

(R. S. � 3210, c. 26 U. S. C. � 140), made it the duty of the Collectors to pay the money
over to the Government, whether there had been protest or no protest. At first this was

thought to have relieved them from personal liability (Gary v. Curtis, 3 How. 236;
Smietanka v. Indiana Steel Co., supra), but later acts of Congress establish a different

rule, though maintaining the duty to make remittance to the Treasury. Philadelphia v.

Collector, 5 Wall. 720, 731; Curtis's Adm'x v. Fiedler, 2 Black 461, 479; Collector v.

Hubbard, supra; Aronson v. Murphy, 109 U. S. 238, 241; S Stat. 727; 12 Stat. 434, 725,
729; 12 Stat. 741, � 12; 13 Stat. 239; 14 Stat. 329, � 8."
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generally the case in customs taxation and frequently true in other

taxation, would be a sham and a farce.

Only in those rare cases where the facts are admitted and the liti

gation turns solely upon the construction of the language of the law
would the citizen's rights be protected and preserved.
Those early Supreme Court cases where the principle was declared,

involved customs taxation, then the main source of our Federal revenue.
The principle necessarily applies, however, to all forms of taxation. It
carries with it a right to a jury trial on the facts.
While statutory remedies have succeeded it since 1890 in customs

taxation7 by direct suit against the United States, an equivalent action
to recover illegally collected income, estate and other taxes with a jury
trial may be brought in the United States District courts to-day.8
Thus the public law to permit review of governmental action in levy

ing illegal taxation developed early as a substantive proposition in a

class by itself. Such judicial review is vital in a government of law
constitutional in form, as distinguished from a totalitarian government
where the citizen has no rights which the government is bound to respect.
Without it, Frank J. Goodnow, former President of Columbia Uni

versity and of Johns Hopkins University, says that constitutional gov
ernment is impossible.9
The judicial review from the findings of the so-called independent

agencies of Congress, such as the Interstate Commerce Commission, the
Federal Trade Commission, the Labor Relations Board, the Tariff Com
mission, and the like, is very limited in scope. This is because they
carry out delegated powers legislative in character. They fill in the legis
lative details and apply to particular situations a legislative discretion
in furtherance of the general indefinite legislative policy declared by
Congress.10
Judicial review of the action of the above agencies and their factual

determinations is usually confined to constitutional questions, which are

few; and to violations of the statutory requirements in procedure, in
cluding a fair hearing. The courts cannot review the weight of the
evidence upon which their findings are based but can only set them
aside as being purely arbitrary.

7See the writer's The United States Customs Court (1933) 19 A. B. A. J. 333; 79 Cong.
Rec, December 11, 1937 at 1779.
"Welch v. Obispo Oil Co., 301 U. S. 190 (1937); McCaughn v. Real Estate Co., 297

U. S. 606 (1936); Higgins v. White, 93 F. (2d) 357 (1937).
"Goodnow, Principles of Constitutional Government (1st ed. 1916) 244.

"Norwegian Nitrogen Products Co. v. United States, 288 U. S. 294 (1933) ; L. & N. Ry.
v. Garrett, 231 U. S. 298, 305 (1913) ; Simpson v. Shepard, 230 U. S. 354 (1913). Arizona
Grocery v. Atchison Ry., 284 U. S. 370 (1932), at page 386 Mr. Justice Roberts says
". . .it speaks as the legislature, and its pronouncement has the force of a statute."
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Whatever justification there may be for that limited review, on prin
ciple it cannot apply to the administration of a tax law. The adminis
tration of tax laws consists simply in collecting the rate or amount of
taxes which the legislature has imposed. The tax collector does not act

under a delegated power, legislative in character, to levy taxes as the

agent of Congress under a delegated Congressional rule, as does the
Tariff Commission under the Flexible Tariff and the President in

negotiating a reciprocity treaty. The collector simply collects the taxes
in rate or amount as fixed by Congress in the law itself. He does not

make the law. He does not change the law even in the remotest detail.
If then his discretion in construing it, or in finding the facts which

make it applicable, is binding, without any right to the disgruntled tax

payer to a day in court to test the accuracy of his findings, both as to
law and fact, before a court independent in tenure of the executive,
which must weigh the evidence as well as construe the law, the tax

collector becomes an autocrat instead of an administrator. The taxpayer
has no protection from the collector's illegal action whatsoever. The

taxpayer in such circumstances must pay what the official demands
from him whether the legislature has taxed him or not.
As La Ferriere says, before the official the citizen can only beg and

complain. Any relief he obtains is a matter of favor and grace. When
he gets before a court, however, he asserts a right to be treated accord
ing to the terms of the law and according to the facts which make the
law applicable, and demands that his rights be respected by a judgment
of the court in his favor.11
That denotes the difference between a government of law and a

government of men, between a free government and one under which
the citizens are not free.
Denial of the judicial review in taxation would set up autocracy in

its worst form, applying the principles of a totalitarian government. It
would amount to taxation by administrative fiat instead of by law. As
taxation is the power to destroy it would indeed establish a supreme
omnipotent bureaucracy. This is equally true no matter what supposedly
expert advice the tax administrator takes before acting and no matter
how full and free a hearing he, or his subordinates of limited tenure,
vouchsafe to the begging and complaining taxpayer.
After all he, or his

,
subordinates acting for the Government, are

virtually the defendants when the matter gets into court, and so far and
to the extent that his action on either law or fact binds the court and
limits the review, he becomes actor and judge in his own case.

uLa Ferriere, Traite de la Jurisdiction Adminstrative et des Recours Contentieux,
pp. 6, If 2 (1896).
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The dangerous ground which we are approaching is vividly set forth

by Coleman Silbert in the January, 1938 Georgetown Law Journal
in an article entitled "Federal Taxation Remedies and the Doctrine of

Sovereignty." At page 224 he mentions the recent suggestions of some

legal writers that the remedies of all taxpayers be curtailed. This would
be a calamity. The public should be aroused to the danger thus threat

ened, presumably in the name of fancied efficiency in government.
No government could be described rightly as either efficient or honest

which denies to its citizens all legal remedy for the return of illegally
collected taxes. It is admitted that believers in a totalitarian form of

government woud not concur in that statement.
As the functions of government continue to increase, and new forms

of taxation multiply, the question of the judicial review of administra
tive action, and particularly the question of maintaining in their full

integrity the legal remedies to compel the return by government of
illegally collected taxes, becomes of tremendous importance in a govern
ment of law such as ours.

The denial of a full, adequate and complete judicial review of either

questions of law or questions of fact in taxation cases becomes more

disastrous in its effects upon the citizens of a free democratic state as

governmental' functions continue to expand and multiply.
The fact that under the doctrine of sovereignty the government may

have the "power" to deny such relief to its citizens is not a sound public
reason for exercising such tyrannical power. It is hardly a question of

policy or expediency as some seem to think. It seems to the writer to
be a simple question of right and wrong.
Mr. Justice Story stated in effect in Cary v. Curtis12 that the most

important power of a free people is that of levying taxes and duties;
that if this power is to rest simply with an executive functionary of
the government, who has discretionary powers from which there is no

appeal to any judicial tribunal, then certainly, there is no security what
soever for the rights of citizens. Furthermore if Congress can, within
its constitutional authority, vest such arbitrary power of interpretation
in an executive functionary, there is hardly a limit to the scope of
legislation which may give further such power to the executive depart
ment, even to the executive himself. Certainly it was not the intent
of Congress to deprive the citizen of such an important remedy and so

leave him without any adequate protection.

^Cary v. Curtis, 3 How. 236, 254, 256, 257 (1844). The details are given in the writer's
The United States Customs Court (1933) 19 A. B. A. J. 333, 416; and Judicial Review
in Customs Taxation (1933) 26 Law. and Bank. 263. See also DeLima v. Bidwell, 182
U. S. 1 (1901); and United States v. Schlesinger, 14 Fed. 682, 683 (1882).
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Justice Story points out further that in such a case the only place
of appeal will be to the Secretary of the Treasury. None of the rules

of law will apply and even though the Secretary acts in a fair and just
manner, as he naturally would, there is nevertheless a usurpation of

judicial authority by the executive branch of the government. In a

sense one entire field of controversy will no longer be tried by the law

courts, but rather be decided by a single man. And lastly, discounting
all of the above, the question arises can one man decide a problem so

fraught with difficulties, and in which the line of demarcation between
various articles and fabrics, for instance is so fine and sometimes obscure?

Certainly in such complicated matters a judicial inquiry is more fitting
than the discretion of one man.

Justice Story summarizes in his conclusion, that it is a known fact
that the Secretary of the Treasury issues his instructions in detail to
the various collectors of the customs setting out his interpretation of
the various revenue laws. Therefore, the right of appeal to the Secretary
is fruitless, as he has already made known his ideas and in the great
majority of the cases the collectors follow his instructions in detail.
Thus everyone knows in advance how the Secretary will decide. And
since the constitution looks to the courts for the interpretation of the

laws, it is illogical now to rest that right in an executive officer. In the

opinion of Justice Story, Congress never intended to pass any statute

by which the courts of the United States or the courts of the several
states should be excluded from all judicial power in the interpretation
of the revenue laws, and substituted for these courts an executive

functionary. This would in effect deprive the citizen of rights, privileges,
and liberties to which he is entitled under our system of government.
Although what Justice Story had to say in the above opinion was filed

as a dissent it became the law by declaratory action of Congress thirty-
six days after its delivery. It is the most forceful statement of the
absolute necessity of an independent judicial review in taxation to be
found anywhere.
Dr. Frank J. Goodnow, former President of Columbia University and

former President of Johns Hopkins University, also adds weight to the

argument that the reviewing court must be independent of executive
control if constitutional government is to be preserved:

"We may say, then, that one of the fundamental principles of constitutional
government, as seen in the law of modern European States is:

"First�The existence of judicial bodies independent in tenure of the execu

tive; which shall,
"Second�Apply the law regulating the relations of individuals one with

another�usually called the private law�by deciding the cases brought before
them; and,
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"Third1�Shall apply in the same manner the law regulating the relations be
tween officers of the government and private individuals�usually called the

public or administrative law.

"Whether a formal distinction is made between the private and the admin
istrative law, and whether these two functions are discharged by the same courts,
are matters of comparatively little importance. The important thing is that the
courts which have these powers shall be independent of the executive. Without
such independence it may be said that constitutional government is impossible."13
In conclusion, Woodrow Wilson in his lectures at Princeton stated the

necessity of such an independent judicial review in a fashion which
seems to be a prophetic answer to the present day advocates of an

authoritarian, as distinguished from a constitutional, form of gov
ernment:14

"A man is not free through representative assemblies, he is free by his own

action, in his own dealings with the persons and powers about him, or he is not
free at all. There is no such thing as corporate liberty. Liberty belongs to the

individual, or it does not exist. And so the instrumentalities through which
individuals are afforded protection against the injustice or the unwarranted
exactions of government are central to the whole structure of a constitutional
system. From the very outset in modern constitutional history until now it has
invariably been recognized as one of the essentials of constitutional government
that the individual should be provided with some tribunal to which he could
resort with the confident expectation that he should find justice there, not only
justice as against other individuals who have disregarded his rights or sought to
disregard them, but also justice against the government itself, a perfect pro
tection against all violations of law. Constitutional government is par excellence
a government of law."

"Goodnow, Principles op Constitutional Government (1st ed. 1916) 244.

"Wilson, Constitutional Government in the United States (1st ed. 1908) 16, 17.
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THE SUPREME COURT OF THE UNITED STATES
State Immunity from Federal Taxation.

TN VIEW of several decisions rendered by the Supreme Court in the
* October, 1937, Term, it seems safe to say that that Court will, at
least within the next few years, grant no further extensions of immunity
from federal taxation to the activities of the states, or to individuals or

corporations which are in some way connected with such state activities.

Possibly there will be a further retraction of such immunity. That there

was a retraction and a change of viewpoint exhibited by the Court with

respect to this subject during its last term is by now axiomatic. Helver

ing v. Mountain Producers Corporation1 (in substance, and expressly,
overruling Burnet v. Coronado Oil and Gas Co.2) permitted federal taxa
tion of the income derived by a lessee from a state (presumably exercising
a "governmental function" in making the lease) from the land leased.

Helvering v. Gerhardt3 held valid a tax on the salary paid by the Port
of New York Authority to its employees. It may be true that this case

did not expressly overrule Brush v. Commissioner of Internal Revenue*
decided in the previous term, since the two cases did not deal with the
the same state activity; still it is obvious that the Court considered that
it was departing from the principles laid down in the Brush case. This
was assumed to be true by both the majority and dissenting opinions.
Allen v. Regents of the University System of Georgia? dealt with a novel
factual situation, insofar as the Supreme Court was concerned, but it
indicated that new exemptions would not be viewed kindly by the Court.
But while these cases (and Helvering v. Therrell6 and Helvering v.

Bankline Oil Co.,'' decided at the same term) show an about-face from
decisions on somewhat similar cases rendered within the prior ten years,
they cannot be said to deviate from either the decisions or the language
of the cases whch served to establish the principle of immunity of some
activities of the states from any interference by the Federal Government,
by taxation or otherwise.
The rule that the states could not tax the Federal Government or its

instrumentalities was established in M'Culloch v. Maryland8 but the
converse was not decided, and the immunity in question established,
until 1871 in The Collector v. Day? The Court, in holding that the
Federal Government could not tax the salary of a state judge, argued
that the continued existence of the states was an essential factor in our

*303 U. S. 376 (1938). -"285 U. S. 393 (1932).
"304 U. S. 405 (1938). 4300 U. S. 352 (1937).
5304 U. S. 439 (1938). "303 U. S. 218 (1938).
'303 U. S. 362 (1938). 84 Wheat. 316 (U. S. 1819).
"11 Wall. 113 (U. S. 1871).
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system of government. Since the power to tax was the power to destroy,
the Constitution could not have been intended to grant this authority
to the Federal Government with respect to the powers reserved to the
states. What were these reserved powers? The Court attempted no

general definition, but had no doubt about the power to establish and
maintain a judiciary. Without this power no state could long maintain
its independence with a republican form of government. Second, it was
one of the powers possessed by the states at the time of the framing
of the Constitution, and since that document did not take it from the

states, it must be reserved to them by the Tenth Amendment. The Port
of New York Authority, it will be noted, fulfills neither of the require
ments mentioned in The Collector v. Day.
This opinion evoked a vigorous dissent, two justices pointing out that

there was a great difference between taxation by a state of federal instru
mentalities and the converse. The Federal Government is the common

government of all alike, they said, and all states are represented in it.
It is interesting to observe that the majority opinion in Helvering v.

Gerhardt revives this argument after it lay dormant for many years.
The doctrine of The Collector v. Day was soon expanded. United

States v. Railroad Company10 extended the immunity to city revenue

derived from railroad bonds owned by it. The Court here talked of

"governmental functions", and concluded (but not unanimously) that
the encouragement of a railroad to enter the city came under this
classification. The chief inquiry seemed to be whether it was acting for
the public benefit of the inhabitants of the city. Without much discus

sion, this was a long step from former doctrines. The holding in Pollock
v. Farmers Loan and Trust Company11 that the income from state and

municipal bonds could not be taxed by the Federal Government seems to
have aroused little opposition, it being concluded that the Federal
Government could in no way interfere with the borrowing power of the
states or their municipalities. It was assumed that taxation of the income
from bonds constituted such interference, although no tax was levied on

the state itself.
The limitation of the doctrine of immunity for states was shortly

introduced. Snyder v. Bettman12 denied immunity on the ground that
there was no direct burden on the municipality, and incidental effect on
the amount the city would receive by bequest was not enough to oust

the federal taxing power. This appears to be the start of the argument
that the tax must directly burden the state or its instrumentality, an

1017 Wall. 322 (U. S. 1873).
"157 U. S. 429 (189S).
"190 U. S. 249 (1903).
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argument strongly advocated in the very recent cases. In 1905 it was

held that even though the tax is such a direct burden, all activities of a

state do not escape, and South Carolina's state controlled liquor business
was subject to the federal excise tax.13 And this although it was ad
mitted that the state, by virtue of its police power, had full power to

regulate or take over the business in question. The Court went back to

the reasoning of The Collector v. Day, and stated that this was not an

accepted activity of a state at the time of the Constitution. This was

thought to be a proper test for exemption of state activities. The Court
also mentioned the growing threat to the efficiency of the federal taxing
power in the expanding activities of the states. If Helvering v. Gerhardt
had come up for decision the next day, surely no one would have expected
a holding of immunity.
No further cases on state immunity reached the Supreme Court for a

number of years, and when the flow of tax cases in recent years com

menced, there was nothing to indicate a change in the attitude of the
Court. Immunity to federal taxation was denied in Metcalf. & Eddy v.

Mitchell,1* Wheeler Lumber Company v. United States15 and Willcuts v.

Bunn16 on the ground that the tax was not on the state directly, and
its incidental effect on the state was too uncertain to serve as a basis
for immunity. It was stressed that every act of the Federal Government
which may have some incidental economic effect on the states cannot be
declared invalid.
In 1931 there was handed down the first of three decisions which

extended state immunity to a considerable extent; i.e., Indian Motor

cycle Company v. United States.1,1 In this opinion it was felt that a sales
tax, although imposed on the vendor, placed a definite burden on the state-

purchaser. The dissenting opinion pointed out that the actual effect of
the tax probably could not be distinguished from that of the Wheeler
Lumber Company case. Burnet v. Coronado Oil and Gas Co. applied the
doctrine of Gillespie v. Oklahoma18 to leases of state lands, the tax on the
income from the lease being considered a burden on the state. Brush v.

Commissioner of Internal Revenue held that the salary paid by the City
of New York to the chief engineer of its municipal water works was tax-

exempt. The opinion, departing from the tests for "governmental func
tions" expressed in The Collector v. Day and South Carolina v. United
States19 held that the "essential" functions of municipal government were
constantly changing with changing conditions, and stressed the great
"South Carolina v. United States, 199 U. S. 437 (190S).
"269 U. S. 514 (1926).
15281 U. S. 572 (1930). le282 U. S. 216 (1931).
"283 U. S. 570 (1931). 18257 U. S. 501 (1922).
18199 U. S. 437 (1905).
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importance to a city of a pure and ample water supply. An entirely
new test was thus advocated. Helvering v. Gerhardt departs from this
new standard, if it is true, but it was a standard established in 1937.

The Brush case itself, although certainly not overruling Helvering v.

Powers20 decided three years before, indicated a different approach to

the problem, and a change in viewpoint. In holding, in Helvering v.

Powers, that the salary of an officer of a city-operated elevated railway
was subject to federal taxation, the Court spoke principally of the fact
that the city was undertaking a business ordinarily carried on by private
interests. This is the historical test used in earlier cases.

The Court has now indicated that the expansion of immunity will

cease, at least temporarily. But this does not upset any long established

rules, even by implication. Helvering v. Mountain Producers Corporation
overruled a previous case,21 but one only six years old. Its reason, that no
substantial and direct burden on the state was shown, and that remote
or conjectural burdens cannot be allowed to cripple the federal taxing
power, had been asserted many times before the last term of court. The

only difference between the two opinions was the change in view of what
constitutes a substantial and direct burden on a state, and not the effect
of such a burden on the doctrine of state immunity.
The actual holding in Helvering v. Gerhardt conflicts in even the

slightest degree with no case other than Brush v. Commissioner of Inter
nal Revenue, decided at the previous term of Court. The activity in

question is, as pointed out in the opinion, not absolutely essential to the
existence of the state as a governing unit. Nor was it traditionally a

power exercised by the states as one of their reserved rights. As stated

above, the holding accords completely with the language used in the early
cases on state immunity from federal taxation. Some of the language in
the opinion does, however, indicate a leaning toward a new test for

immunity. The only questions would be whether there was any dis
crimination against the state in the challenged tax, and whether it im

posed a direct and substantial burden on the state itself. These were

the tests proposed by Mr. Justice Roberts in his dissenting opinion in
Brush v. Commissioner of Internal Revenue. There would then be no

more discussion of "governmental function", or "essential" activities.
The salaries of all state officers might be taxed, unless it could actually
be proved that such a tax substantially increased the costs of state gov
ernment so as to constitute a direct burden. This, of course, would be
a sharp break with past cases, and particularly with the often quoted
language that the degree of taxation was immaterial, since there were

"293 U. S. 214 (1934).
fflBurnet v. Coronado Oil & Gas Co., 285 U. S. 393 (1932).
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certain subjects that could not be touched however lightly by the federal

taxing power. There is no actual statement in the opinion, however, that
these tests will be used in future cases, and development along such lines

is purely conjectural.
Allen v. Regents of the University System of Georgia carries forward

the idea, not in any sense a new one, that when a state enters a field
of business normally or previously thought of as being primarily carried
on by private interests, it must pay the usual federal taxes. The tax

was not on the state agency, actually, but the Court indicated that the

holding would be the same if this were true. The Court said the use

to which the revenue was being put was immaterial, but in this respect
they were following South Carolina v. United States precisely. The

possible distinction in purpose between the state's entering the liquor
business in order to regulate it and the charging of admissions to foot
ball games for the specific purpose of raising revenue for a "govern
mental purpose" does not seem a sufficient ground on which to base
a different result. Indeed the possibilities of a state's entering new

fields just to raise revenue was one of the grounds for the decision in
South Carolina v. United States.

Federal Rules of Civil Procedure
A function of the Supreme Court which perhaps does not receive its

just share of attention is its supervisory and directory powers over the
work and procedure of the lower federal courts. Among the most im

portant of the Supreme Court's recent work must be included the

promulgation of the Rules of Civil Procedure for the District Courts of
the United States.22
The simple, inexpensive and expeditious administration of justice has

been in past years one of the most pressing problems of the federal

judiciary with the backlog of undecided cases on the dockets of the
district courts assuming alarming proportions.23 In an attempt to solve
this problem the Congress in 1934 passed an act24 conferring rule-making
powers on the Supreme Court and that body appointed a committee of
distinguished members of the legal profession to draft rules of procedure
for the district courts. On December 20, 1937 the committee's draft
was accepted by the Supreme Court and was transmitted to the Attorney
General of the United States for presentation to the Congress. When
no action was taken by the Congress during the session following their
presentation on January 3, 1938, the Rules became effective.25

�"28 U. S. C. A. (Supp. 1938).
"Report of The Judicial Conference (Sept. Session, 1938) 3.

M48 Stat. 1064, 28 U. S. C. 723b. (1934).
"Rule 86.
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Within the purview of this discussion it is only possible to attempt to
consider the general philosophy of the Rules and to note briefly the
more important and novel innovations by which a lessening of the bur
den of the federal courts and a simplification of procedure is attempted
to be attained. The key to the interpretation of the Rules is expressed
in the following manner: "They shall be construed to secure the just,
speedy, and inexpensive determination of every action."26 That is, of
course, the paramount reason for and justification of the Rules and any
changes in procedure should be considered in this light and not as an

attempt to make a change which is an end in itself. For instance, several
of the methods adopted to provide for the efficient administration and

adjudication of civil cases are based on the procedure prevailing in the
so-called "Code States" including the elimination of the distinction be
tween law and equity procedure by the inclusion of both in one form
of action.27 This change is certainly not intended to have any effect on
the substantive rights of litigants, whether those rights be based on

"equitable" or "legal" principles, but merely to adjust the manner in
which those rights are to be presented to and handled by the courts.

An underlying principle adopted by the Rules is the utilization of
the pre-trial procedure by means of which it is anticipated that many
cases now coming before the courts will be disposed of without actual
trial.
In this category may be considered the general broadening of the

rules of discovery28 and the adaptation of such rules to all types of civil

proceedings cognizable under the Rules. Prior to the adoption of the

Rules, discovery in actions at law was extremely restricted, and even

on the equity side of the court was inadequate since written interroga
tories were required. The Rules provide a systematic, complete and
liberal plan for various types of discovery before trial. All restrictions
on the right to take depositions are removed,29 and the scope of the
examination of the deponent is extended to cover all matters relevant
unless privileged, and oral, as well as written, examinations are permis
sible.30 These provisions permit a prompt investigation of the supporting
circumstances and strength of evidence of the adverse party's case which

should, in some cases at least, diminish the tendency to carry the issue
to the court.31

"Rule 1. "Rule 2.

"Rule 34. Simonins Sons, Inc. v. American Can Co., U. S. D. C. (E. D. Pa.) Oct. 4,
1938 (as to its availability).
"Rule 26 (a).
"Rule 26 (b). Nichols v. Sanborn Co., U. S. D. C. (Mass.) Sept. 30, 1938 (A recent

application of the scope of this provision).
The provisions applicable to discovery and depositions are contained in Rules 26

through 37.
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There are also many cases which, before trial, appear to involve issues
of fact, but an examination of the pleadings (often containing assertions
and denials of no real substance) when the case comes to trial discloses
no such issues of fact. Apparently for the purpose, in part at least, of
obviating the necessity for trial of cases of this type, the rule concerning
summary judgments has been adopted.32 Upon motion, judgment is
rendered if the pleadings, depositions and admissions on file, together
with the affidavits, show that, except as to the amount of damages, there
is no genuine issue as to any material fact, and that the moving party
is entitled to a judgment as a matter of law. If the use of this summary
judgment procedure to dispose of actions in which there is no real issue
as to any material fact is as effective in the federal courts as it has
been in New York State, many cases will be removed from the dockets
before trial.33
The most appealing, and most novel, provision is in regard to the

formulation of issues in Pre-trial Procedure.34 This rule, a newcomer

to state and federal procedure, has occasioned the greatest public interest
as an answer to the complaint of excessive legal formality. The court

may direct the attorneys to appear in a pre-trial conference to consider
such pertinent matters as simplification of the issues, amendments to

the pleadings, possibility of obtaining admissions of fact and of docu
ments which will avoid unnecessary proof, limitation of expert witnesses,
reference to a master, and other matters which may aid in the disposi
tion of the action. This procedure may lead to two results: the case

may be settled and dropped altogether, or the issues may be clarified
by amendment or other devices within the scope of the Rules. A similar
proceeding has been very efficacious in England and also in the Detroit
Circuit Court. The experience in Detroit has shown that final disposi
tion of nearly fifty per centum of all cases was made in pre-trial
hearings.88
A second principle adopted by the Supreme Court in these Rules is

that to adjudicate in one proceeding all the lawsuits connected with a

particular situation, or involving the same parties, will further reduce
the number of cases to be tried. An extensive diversity of procedures
has been adopted in accordance with this principle, the basic one, as in
all codes of procedure, being the rule (already referred to) providing
for one form of action in all civil cases.36 In this form of action may

"Rule 56.

"Report of the Commission on the Administration of Justice in New York State (1934)
383.

"Rule 16.
"Federal Rules of Civil Procedure and Proceedings of the American Bar Association

Institute (1938) 298.

"Rule 2.
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be joined all claims and remedies, legal or equitable, whether sounding
in contract, tort, or other branches of substantive law.37
Not only may all claims between the parties be adjusted in one pro

ceeding, but under certain circumstances claims of third parties may
also be disposed of. The defendant, for instance, may bring in a party
who is or may be liable to him or to the plaintiff for all or part of
the plaintiff's claim.38 The right of the plaintiff to bring in a third party
is governed by the same principles.39 Compulsory joinder of persons hav

ing a joint interest as plaintiffs or defendants, is also provided for,40
and in case of refusal to join, in a proper case, a party may be made
an involuntary plaintiff.41 The tendency to greatly broaden the prin
ciples governing participation of parties in an action is further exem

plified by the provision that plaintiffs and defendants, respectively, may
join permissively in respect to actions arsing out of the same transac

tion, or if any question of law or fact, common to all of them, will arise
out of the same transaction.42 In substance this rule has withstood bap
tism of fire in several jurisdictions.43
Interpleader44 under the Rides does not require a common origin for

the claims involved,45 and it is expressly provided that where plaintiff
is, or may be, exposed to multiple liability, persons having claims against
plaintiff may be joined as defendants, whether or not their claims are

identical and have common origin.
In addition to these attempts to reduce the number of cases, the Rules

contain provisions contemplating the simplification of trials, judgments
and appeals. Formal exceptions to rulings or orders of the court are

unnecessary, it being sufficient to make known to the court the action
desired.46 The court may examine prospective jurors and direct one

or two alternates to sit as regular jurors47 and majority verdicts and
juries of less than twelve members are permitted upon stipulation of
the parties.48 Counsel are relieved from the misfortunes of inexperience
"Rule 18 and Rule 13. Federal Rules of Civil Procedure and Proceedings of the American

Bar Association Institute (1938) 248.

""Rule 14 (a).
"Rule 14 (b).
"Rule 19. Sauer v. Newhouse, U. S. D. C. (N. J.) Sept. 30, 1938.

"Rule 19. Indiana Wireless Telegraph Company v. Radio Corporation of America, 269
U. S. 459 (1926).
"Rule 20. Legis. (1936) 3 U. of Chi. L. Rev. 597.
"Federal Rules of Civil Procedure and Proceedings of the American Bar Association

Institute (1938) 248.
"Rule 22.

"See Fidelity & Deposit Co. of Maryland v. Cody, 278 Mich. 435, 270 N. W. 739 (1936).
"Rule 46. "Rule 47.
"Rule 48.
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since the denial of motions for directed verdicts by both parties does
not constitute a waiver of trial by jury49 as was formerly the rule. In
actions where more than one claim for relief has been presented, the
court may at various stages of the proceeding enter judgment disposing
of one or more of such claims.50
The adoption of these Rules, in addition to simplifying procedure and

lessening the burden of the federal courts, constitutes a substantial con
tribution to the possible development of uniform procedure in both
federal and state courts. The federal courts may through an inter

pretation of the Rules in the light of their purpose aid in accelerating
this development. The desire for uniformity of procedure evidenced by
the adoption of these Rules is further manifested by the intention of
the Supreme Court to promulgate orders and forms to meet the provisions
of the revised Bankruptcy Act.51 It is also possible that the Supreme
Court will in the near future formulate rules for criminal procedure
prior to verdict.52

JAMES G. BOSS.

"Rule SO (a).
""Rule 54 (b).
""Report of the Judicial Conference (Sept. Session, 1938) 11.
M12 Cong. Rec, June 8, 1938, at 11268.



FEDERAL LEGISLATION

THE 1938 REVENUE ACT: CORPORATE INCOME-TAX
FEATURES

tVEW tax measures have been the subject of more bitter debate and

controversy than was the 1938 Federal Revenue Act in its period
of formation.
The chief cause of argument was the undistributed-profits tax imposed

on corporations.
Finally, after about five months of drafting and three months of

debate, revision, and more debate, the bill became law, without President
Roosevelt's approval, at midnight of May 27, 1938. The effective date,
consequently, was May 28, 1938.
The primary purpose of this paper is to describe what appear to be

the more outstanding changes and innovations in the corporate income-
tax features of the new 1938 Act. In such endeavor, though, effort has
been made to indicate some of the more disputable provisions and impli
cations so that the reader may thus be better prepared to participate on

either side of various moot points and ambiguities that seem likely to

arise.
In general, the prevailing opinion toward the new law is much more

favorable than it was toward the basic predecessor law, the 1936 Rev
enue Act. Typical of such views are the following statements by income-
tax authorities:
"On the whole the '38 Act is a great improvement over the brain

truster's business busting 1936 Law."1
". . . the revenue act of 1938 may be looked upon as a distinct

improvement over the prior act."2

THE UNDISTRIBUTED-PROFITS TAX

The primary reason for the more favorable reception accorded the
new Act in its final form is that it practically abolishes the widely-
attacked undistributed-profits tax. Proponents of this form of revenue

are, of course, able to find some reasons to justify it, as may be seen

in the following restrained and reasonable statement of former Under

Secretary of the Treasury Magill:
"I do not think what the committee has done here is to be justified simply

as face-saving . . . the problem you are always confronted with in the revenue

*Tax Fax, issued by the Tax Fax Publishing Co. of Harrisburg, Pa. in cooperation with
The Income Tax Payers League; Letter No. 38-9 (May 13, 1938).
"Stempf, Significant Changes in Federal Income Taxation (1938) 66 J. Accountancy

23, 42.
55
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laws is, what is the most equitable way to raise a given amount of money, and

how should that burden be distributed?3
"Now, if you have got to raise the burden from this number of enterprises,

if you take it off here, you have got to put it on somewhere else. . . . there
is no question but what the Treasury is better off from the revenue standpoint
if corporate earnings are distributed than it would be if they were retained.

Consequently there seems to me to be justification for giving a somewhat lower
rate in the case of corporations which distribute their earnings than to cor

porations which do not."4

Opponents of the undistributed-profits tax, however, have probably
been most in evidence when discussion of it arose, and typical of their
views are those set forth immediately below.
Mr. Victor H. Stempf, certified public accountant, representing the

Committee on Federal Taxation of the American Institute of Account
ants: "I am unalterably opposed to the principle of the undistributed

profits tax. ... I feel it is absolutely contrary to the fundamentals of
sound corporate finance."5

Business Men's Tax Advisory Committee (a committee reported to

have been selected by a conference of business men at the Mayflower
Hotel, Washington, D. C, December 1, 1937, to cooperate with Congress
man Celler for repeal of the undistributed-profits tax and the capital-
gains-and-losses tax) :

"The LESS TAX, legally known as the 'Undistributed Profits Tax'
has an effect that is BAD for the Farmer, the Worker and all of us.

"It does not fit the Enterprise system on which the United States has

grown great and will undermine it.
"It is not even a good tax idea�it tends to destroy the sources from

which tax revenue must come.

"It induces and will prolong depressions."6

An amusing, and obviously biased, account of the conflict between
the two houses of Congress in the attempt to modify or repeal the former

provisions of the undistributed-profits tax, which was essentially a surtax

3For, as the well-known tax authority Randolph E. Paul has said: "Whatever may be
the moral issues involved, the fact remains that reasonable men are willing to pay the

price for living in civilized society." The Background of the Revenue Act of 1937 (1937)
5 U. of Cm. L. Rev. 41, 88.

^Hearings before the Committee on Ways and Means on Revenue Revision 1938, 75th

Cong., 3d Sess. (1938) 145.

^Hearings before the Committee on Finance on H. R. 9682, 75th Cong., 3rd Sess. (1938)
168.

"The Less Tax, prepared by the above-described Business Men's Tax Advisory Com

mittee, 43.
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on corporations, is the following series of excerpts from the address of
a prominent accountant:

"You will recall that before Congress convened in January of this year, the
President appeared to have accepted the diagnosis of certain medicine men,
who, in 1936, had prescribed the corporate surtax and excessive levies on capital
gains as the panacea for our social as well as fiscal ills. The practical politicians,
however, had come to a realization that the patient must be provided with
some form of relief. In an attempt to compose these differences, the House

Ways and Means Committee became the official face-saver of the Administration

by recommending the retention of the surtax in principle, but eliminating to a

considerable extent the ailment which was gradually sapping the life of the
unfortunate victim. This solution seemed to be practical, not only to the Pres
ident's goat-writers on the Ways and Means Committee but also to the more

astute members of the majority party. And thus the sugar-coated Bill enacted

by the Lower House was essentially a measure of expediency.
"About this time, however, the Senate applied its collective stethoscope to

the bosom of the emaciated victim, and under the leadership of Senator Pat
Harrison7 of Mississippi, the Senate Finance Committee announced immediately
that sugar-coated pills were not the proper remedy for a malignant growth.
Accordingly it drafted a new bill, which provided for the complete elimination
of the basic cause of the irritation, and with remarkable celerity the Senate

approved its own Committee's Bill without a record vote.
"At this point the House conferees were placed in a difficult position, yet

they were told that the face-saving process must continue. They were finally
able to preserve nothing but the smile. And bearing in mind the terms of the

Act, there may be something prophetic in the fact that the smile disappears from
the picture in two years."8

As indicated above, the 1938 Act thus retains only the principle of
the much-maligned undistributed-profits tax. It does not directly retain
the tax as such, however; that is, there is no longer a specific corporate
surtax in the form of a levy on undistributed earnings. Instead, the

principle of penalizing corporations that do not pay out all their earnings
in the form of dividends to stockholders is to be found in the indirect

way by which a corporation receives, other things being equal, a lower
credit from its normal tax if it fails to distribute all its profits.9
'For a vitriolic attack, in turn, on Senator Harrison as a result of his successful efforts

in greatly modifying the undistributed-profits and capital-gains taxes, see the comments

of the newspaper columnist Jay Franklin entitled Mr. Harrison of Mississippi, the Truth

and the 1938 Tax Law in his column, We, the People, Evening Star, Washington, D. C,
June 11, 1938, p. A-ll, col. 5.
"Address by Norman Loyall McLaren, certified public accountant, before the Mountain

States Accounting Conference of the American Institute of Accountants, Salt Lake City,
Utah, June 1, 1938. The statement that "the smile disappears from the picture in two

years" refers to the provision that the corporate scheme of taxes provided in the 1938

law shall not apply (except as regards foreign corporations not engaged in trade or

business in the United States) to any taxable year beginning after December 31, 1939;
Revenue Act of 1938, � IS, S2 Stat. 457, 26 U. S. C. � 13 (b) (Supp. 1938).
*No distinction is made in this paper between earnings, profits, gains, and income, nor
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TAX rates

In the first place, however, corporations having taxable net incomes

of $25,000 or less are not subject, under the 1938 Act, to the undis

tributed-profits tax in any form. They are taxed on the simple basis of

graduated rates, which, for such corporations in general, consist of

12}4% on the first $5,000 of "special class net income" (which is the

"adjusted net income", explained below, minus the "credit for dividends

received", also explained below), 14% on the next $15,000, and 16% on

the portion over $20,000. (Section 14 (c) of the Act).
Corporations with taxable net incomes only slightly in excess of

$25,000 are subject to the so-called "notch provisions", which prevents
the total tax on such corporations from being disproportionately high in
relation to corporations with net incomes of $25,000 or less. This pro
vision, set forth in detail by Section 13 (d), is complicated and requires
preliminary determination of whether the corporate gross income con

tains dividends or partially taxable interest on certain obligations of
the United States and of Government corporations.10
Corporations of the usual sort with taxable net incomes substantially

above $25,000 are taxable at effective rates varying between 16^%
and 19%. At this place the shadow of the undistributed-profits tax is
to be seen, for the precise rate of the final tax tends to depend partly
upon the amount of dividends distributed. An arithmetic illustration will

perhaps most clearly explain this fact.
Let the following data be assumed in the case of an industrial cor

poration whose taxable year began subsequent to December 31, 1937
and not later than December 31, 1939 (the two-year period covered by
the general corporate tax provisions of the new Act) :

Net income for tax purposes $60,000.00
Portion of net income arising from interest on

obligations of the United States and its in

strumentalities; e.g., interest earned on

United States Treasury bonds 10,000.00
Portion of net income arising from dividends
received on the capital stock of a domestic

corporation 15,000.00
Dividends distributed to stockholders during
the taxable year 12,000.00

is there any attempt to probe distinctions that have arisen between statutory provisions,
on the one hand, and decisions of the Board of Tax Appeals and the courts, on the other;
in this regard cf. Paul, Ascertainment of "Earnings or Profits" for the Purpose of Deter
mining Taxability of Corporate Distributions (1937) Si Harv. L. Rev. 40.

10A detailed illustration, employing hypothetical figures, is presented by Jones, The
Revenue Act of 1938�Changes in the Federal Tax Program (1938) 16 Tax Mag. 323, 325.
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On the basis of the foregoing hypothetical facts the corporate income
tax would be computed thus :

Taxable "net income" $60,000.00
Less: Income from United States Treasury
bonds (Section 13 (a)) 10,000.00

"Adjusted net income" $50,000.00

"Tentative tax": 19% of $50,000.00 (Section
13 (c)(1)) $9,500.00

Less:

l6J/2% of the "credit for dividends re

ceived" (Section 13 (c) (2) (A)). Such
credit consists of 85% of the amount of do
mestic dividends received, but not in excess

of 85% of the "adjusted net income" (Sec
tion 26 (b)). Actually, therefore, the 16 1-4%
rate is equivalent to only 14.025% (i.e., 85%
of 16y2%) of the dividends received, yield
ing in this example 14.025% of $15,000.00. $2,103.75
2y2% of the "dividends paid credit", but
not in excess of 2l/2% of the "adjusted net
income" (Section 13 (c) (2) (B)); the
"dividends paid credit" consists of the ex

cess of the dividends paid ($12,000.00) over

the income from Treasury bonds ($10,000.-
00), or $2,000.00 50.00

Total credits 2,153.75

Total income tax $7,346.25

In this illustration, therefore, the corporation's tax, as a result of the
distribution of $12,000.00 in dividends, is $50.00 less than it would
be if no dividends were distributed. It would, however, have been
$300.00 less instead of $50.00, if there had been no income on Treasury
bonds because it would have been 2l/2% of $12,000.00. To that extent,
then�2^% of $12,000.00 here�the amount of dividends distributed
can affect the tax liability, and to that extent the undistributed-profits
tax is "retained in principle". Of course, where hundreds of thousands
of dollars are involved, the "dividends paid credit" can become quite
important in so far as total tax liability is concerned: 2l/2% oi $1,000,-
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000.00, for instance, is $25,000.00, which is a reduction worthy of even
the largest corporation's attention.

DrVIDENDS-PAID CREDIT

The "dividends paid credit" (Section 27) embodies perhaps the most

complicated provisions of the new corporate income tax.11 It is composed
of the following main subdivisions:

1. The "basic surtax credit", which, in turn, consists of�

a. Dividends paid during the taxable year ($12,000.00 in the pre
ceding example), plus "consent dividends" (described below), and minus
the credit represented by interest on obligations of the United States
and Government corporations ($10,000.00 in the illustration above.)

b. In the case of a taxable year commencing after December 31,
1938, the statutory "net operating loss", which contains certain restric
tions (Section 26 (c) (2) (A) and (B)) regarding the deduction of

depletion and the exclusion of wholly exempt interest received (less
unallowable interest paid to carry certain tax-exempt obligations). In

asmuch, however, as this operating-loss credit applies to only a loss that
occurs in a year beginning after December 31, 1938 and inasmuch as the
corporate income-tax structure of the new Act does not apply to taxable
years beginning after December 31, 1939, this provision regarding losses
applies to just one year.

c. The "bank affiliate credit", which relates to holding-company
affiliates as defined in Section 2 of the Banking Act of 1933, and consists
of the amount of earnings used to acquire readily marketable assets
other than bank stock (Section 26 (d)).
The total of the "net operating loss" and the "bank affiliate credit"

shall not exceed the "adjusted net income".
2. The "dividend carry-over", which is intended to afford relief to

corporations that have disbursed more in dividends than was expected
of them. In general, it consists of the excess of such dividends over the
adjusted net income of the two preceding taxable years. Or, technically
stated, it is the sum of�

a. The excess of the "basic surtax credit" (explained above) for
the second preceding taxable year over the "adjusted net income" for
that year, less the amount by which the excess of the "adjusted net in
come" over the "basic surtax credit" for the first preceding taxable year
exceeds the excess of the "basic surtax credit" for the third preceding
taxable year over the "adjusted net income" for such third year. (The
u"We must now explain the four elements which constitute this 1938 credit. This is

no mean task, because the statutory language is decidedly 'inhospitable'." Klein, Selected
Features of the Revenue Act of 1938 (1938) 16 Tax Mag. 507, 540.
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third preceding year, however, must not have begun prior to January
1, 1936.)

b. The excess of the "basic surtax credit" for the first preceding
taxable year over the "adjusted net income" for that year.
If a preceding taxable year began in 1936 or 1937, computation of the

"adjusted net income" shall be based upon the applicable terms of the
1936 Act.
The following illustration may assist in making clearer the intricate

provisions outlined above:

Excess of

Basic Adjusted Basic

Preceding Adjusted surtax net surtax

year net income credit income credit

Example A
First $50,000 $48,000 $ 2,000
Second 50,000 40,000 10,000
Third 50,000 42,000 8,000

Dividend carry-over: Zero because there was no excess of basic sur

tax credit for either of the first two preceding years.

Example B
First $50,000 $55,000 $ 5,000
Second 50,000 48,000 $ 2,000
Third 50,000 51,000 1,000

Dividend carry-over: $5,000 because for only the first preceding year
was there an excess of basic surtax credit ($5,000).

Example C
First $50,000 $55,000 $ 5,000
Second 50,000 60,000 10,000
Third 50,000 65,000 15,000

Dividend carry-over: $15,000, the excess of basic surtax credit for
the second preceding year ($10,000) plus that for the first ($5,000).

Example D
First $50,000 $39,000 $11,000
Second 50,000 60,000 $10,000
Third 50,000 51,000 1,000

Dividend carry-over: Zero because the excess of basic surtax credit
for the second preceding year ($10,000) did not exceed the amount
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($10,000) by which the excess of adjusted net income for the first pre
ceding year ($11,000) exceeded the excess of basic surtax credit for the
third preceding year ($1,000), and because there was no excess of basic
surtax credit for the first preceding year.

Example E
First $50,000 $40,000 $10,000
Second 50,000 60,000 $10,000
Third 50,000 51,000 1,000

Dividend carry-over: $1,000 because the excess of basic surtax credit
for the second preceding year ($10,000) was $1,000 more than the
amount ($9,000) by which the excess of adjusted net income for the
first preceding year ($10,000) exceeded the excess of basic surtax

credit for the third preceding year ($1,000).

Example F
First $50,000 $38,000 $12,000
Second 50,000 60,000 $10,000
Third 50,000 51,000 1,000

Dividend carry-over: Zero because the excess of basic surtax credit
for the second preceding year ($10,000) did not exceed the amount

($11,000) by which the excess of adjusted net income for the first pre
ceding year ($12,000) exceeded the excess of basic surtax credit for
the third preceding year ($1,000).

3. The "accumulated deficit credit", which consists of the amount

by which any deficit in the accumulated earnings and profits at the
close of the preceding taxable year exceeds the statutory net operating
loss of the preceding year. (But unless such year began after Decem
ber 31, 1937, its loss is not included in the computation ) Some of the

legal problems to be encountered in applying this particular part of the
new law may be seen from the following statement of a prominent tax
expert:

"This is very simple in abstract theory, but a headache in practical
determination. On a tax basis a corporation may have no accumulated
deficit by reason of unallowable deductions or otherwise, but a large
deficit on the basis of ordinary accounting regularly employed. Per

contra, the corporation may have a large deficit on a tax basis, but none
on the basis of its ordinary accounting by reason of revamped capital
structure or otherwise. . . .

"The term 'earnings or profits' remains undefined, although it is clear
that it is neither (a) earnings determined by ordinary corporate pro-
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cedure, as per books, nor (b) strictly taxable income in the ordinary
sense."12
According to the conference committee's report, however, such a

deficit can arise only by means of operating losses, and not in conse

quence of distributions to stockholders. Moreover, the accumulated
deficit is reduced by the credit allowed for net operating loss, which is al

ready deductible as part of the "basic surtax credit". For the first
taxable year after December 31, 1937, though, the accumulated deficit
need not be reduced by the net operating loss, for the reason that no

such loss forms part of the "basic surtax credit" for a taxable year earlier
than one beginning on January 1, 1938.
In view of the fact that a taxpayer's own sincerity is largely judged

by whether his claim for a certain deduction or credit has been actually
entered in his formal books of account, taxpayers that expect to obtain
some benefit from this accumulated-deficit credit have been advised by
tax specialists to consider making their general ledgers show actual

operating deficits at the end of each taxable year; and if such deficits
contain charges for dividend distributions and if the latter must be
eliminated from the amounts of the credits eventually elaimed, plans
should be made to facilitate the segregation, according to such advice.

Similarly, any increases that have been made in the surplus account (or
decreases in the deficit account) as a result of "write-ups" for such esti
mated increases in net worth as appreciation in the value of land or

buildings or for such items as donations or contributions by the stock
holders should be eliminated and set up in precisely described special
accounts. Furthermore, such action should be taken during fiscal years
beginning in 1938. If it is not taken until the year beginning in

1939, then, although the deficit at the end of that year will be satis

factorily shown, benefit,may fail to be obtained. For the Act specifies
that the deficit must exist at the close of the preceding taxable year, and
since it now applies to only the first two fiscal years beginning after
December 31, 1937, the end of a fiscal year that begins in 1939 can not
be the end of a preceding taxable year within such two-year period.

4. The so-called "indebtedness credit", which consists of "reason
able" amounts used or irrevocably set aside to pay or retire corporate
indebtedness that existed at the close of business on December 31, 1937
and that was evidenced by a bond, note, debenture, certificate of in

debtedness, mortgage, deed of trust, or bill of exchange accepted prior
to such time. Thus, if $100,000 was used to pay a corporate mortgage
liability that was in existence at the close of business on December 31,

MStempf, Significant Changes in Federal Income Taxation (1938) 66 J. Accountancy
23, 28.
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1937, or if the same amount was irrevocably set aside in a sinking fund
to pay bonded indebtedness in existence at that time, $100,000 will form
part of the "dividends paid credit". No credit is obtainable for amounts

applied toward payment of interest on indebtedness. (But such interest
is ordinarily allowable in full as a deduction in the computation of
taxable net income.)
Under the 1936 Act a contractual requirement that the amount be

paid or irrevocably set aside was prerequisite to being able to obtain
such "indebtedness credit". But the 1938 law requires merely that the
indebtedness be evidenced by one of the specified forms of instrument.
The purpose of increasing the liberality of this credit was to enable cor

porations to devote greater portions of their current net incomes toward
the payment of their debts.

CONSENT DIVIDENDS

A new section of the Act (Section 28) provides for a form of divi
dends not heretofore allowable�"consent dividends"�but, unfortu

nately, gives rise to a multitude of questions. "Consent dividends" were
devised to enable corporations to obtain credit for distributing dividends
without having to weaken their operating-capital positions by actually
paying out cash. Thus, one of the main objections to the undistributed
profits tax�viz., that it exerted a powerful influence on corporations to

distribute as dividends the cash that was often sorely needed as the life
blood of business�was considered to be largely eliminated.
The essence of the consent-dividends scheme is that the stockholders

of a corporation will agree to include as taxable dividends in their own
individual gross incomes the amounts for which the corporation wishes to
obtain credit as consent dividends. If, for example, five men each own

20% of the outstanding capital stock of a corporation and each will in
clude in his individual taxable gross income a $10,000 consent dividend

(just as though he had actually received a dividend of that sum from the

corporation), the corporation will be entitled to a credit of $50,000 for
such dividends without having to disburse cash. This credit serves to
increase the above-described "dividends paid credit" in its "basic surtax
credit" part. Other conditions remaining unchanged, the maximum tax

saving obtainable from the consent-dividends credit will be 2l/2% of
the consent dividends ($1,250 in the present illustration).
The provisions regarding consent dividends are quite detailed and

novel, and certain requirements must be fulfilled before a corporation
shall be entitled to a consent-dividends credit. In the first place, all
preferred dividends, for prior taxable years as well as the current one,
must have been paid. Next, the corporation must not have taken any
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steps in or toward complete or partial liquidation of any of the consent

stock, which is defined to comprise all stock that is entitled to a share
in accumulated earnings after the prior demands of any and all kinds of

preferred stock have been met. Such share must remain proportionally
uniform, regardless of the amount of the distribution. Hence, partici
pating preferred stocks would come under the classification of "consent
stock" in the usual case, whereas stocks that are limited with regard to

their dividend rights would not be thus classifiable. Third, the consent

ing shareholders must file signed consents, under oath, with the corpora
tion, which, in turn, must file the consents with its tax return for the

year. These consents seem, according to Section 28 (f) (2) of the Act,
to make the consenting stockholders liable for tax on the amounts of
the respective consents, even though the same amounts would not have
been taxable in whole or in part if actually distributed. This possibility
will probably militate against the use of consent dividends in many cases,
as will, likewise, the intricacies of this new form of credit.
The law provides, quite rightly, that as regards accounting the amount

of a consent-dividends credit shall be treated on the corporate records as

"paid in surplus" or as a contribution to the capital of the corporation,
and that the accumulated profits shall be reduced accordingly. This
result is equivalent to disbursing a dividend, in cash, from the amount

of current earnings transferred to the earned-surplus account, and then

having the consent stockholders immediately donate the same amount,
in cash, back to the corporation. The technical accounting entries would

presumably be as follows:

Debit: Profit and Loss
Credit: Surplus
To transfer the net income for the fiscal

period to the earned surplus account.

Debit: Surplus
Credit: Donated Surplus
To transfer from earned surplus
to donated surplus the amount of
consent-dividends credit allowable
under Section 28 of the 1938 Revenue Act.

Various misgivings with regard to consent dividends have already been

expressed by experts in the field of income taxation.

It has been pointed out, for instance, that in practice consent-dividends
will be used only by corporations whose outstanding stock is held by just
a small number of stockholders. For only such corporations probably
will be willing to essay the task of explaining to their stockholders the

complicated regulations governing the use of consent dividends; only
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such corporations will be willing to answer all the resulting questions
that stockholders, ignorant of the details of such form of dividends, may
ask; only such corporations will be willing to contemplate without dis

may the necessity of considering in how many cases the stock of un

willing stockholders may have to be purchased.
Another difficulty appears to lie in the fact that an endeavor to pro

vide for obtaining consent dividends requires planning in advance of
the end of the taxable year, whereas most corporations cannot deter
mine their respective amounts of net income with even approximate
accuracy until at least several weeks after their taxable years have
terminated.
Still another difficulty in obtaining consents is apparently that, accord

ing to the present wording of the law, the stockholders must include in
their taxable gross incomes the amounts specified on the consents, even
though only portions are actually taxable. Let it be supposed, for exam
ple, that the net income of a corporation turns out to be exactly $100,000,
but that a previously-existing deficit of $40,000 causes the surplus
at the end of the year to be only $60,000. If $100,000 is distributed
the stockholders will then have to increase their gross incomes by
$100,000 altogether although just $60,000 represents taxable income

(cf. Section 28 (f) (2)), the difference of $40,000 being a return of cap
ital. Furthermore, the corporation will be entitled to a consent-dividends
credit of merely $60,000, the taxable portion of the dividend (Section
27 (i)), and the stockholders will be permitted to increase the aggre
gate carrying value of their stock by only the same amount.
This situation has been objected to, of course, by students of the sub

ject. The concensus of opinion is probably that the corporation should
be allowed a consent-dividends credit of the same amount as the total
by which the stockholders increase their gross incomes as part of the
same transaction; also, that the stockholders should not be taxed on a

greater sum of consent dividends than is allowed the corporation as a

consent dividend.
Some of the ambiguities, which will doubtless be removed in whole

or in part when the Treasury Regulations covering the new law are

issued, may be seen from the following summary of a tax authority :

"One of the neophyte provisions aimed at ameliorating the various taxes on

corporate undistributed profits is the credit allowed for consent dividends (Sec.
28). To be entitled to a consent dividends credit, it is required that, among
other things, stockholders must agree that they will include as a dividend in
their returns the consented amount. This seems to imply that every stock
holder would in the normal course have to file a return. Suppose the stockholder
is so situated, be it because of insufficiency of income, inherent status, or other
wise, that a return need not be filed by him. Does this provision create the
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necessity, nevertheless, for filing a return, or, in the absence of such return,
undermine the consent dividends credit? (Italics added.)
"It is also prescribed that the amounts specified in the consents must be

included as a taxable dividend in the gross income of a shareholder making the
consent. Suppose the shareholder is an exempt corporation, not taxable at all.
Does that have any repercussions on the credit? Furthermore, does shareholder
mean the stockholder of record or the actual owner of the stock? (Italics added.)
"Finally, it is provided that the amount specified in a consent shall, for the

purposes of adjusting the basis of a shareholder's stock, be treated as if re

invested by the shareholder in the corporation. While this covers the adjustment
from the standpoint of amount, how does it work in regard to time? The

temporal aspect is important, in view of the capital asset time trichotomy.
Does the reinvestment hearken back to the time of the original investment, or
does it take hold as of the consent dividends day, or as of some other point
of time?"13

The last paragraph in the quotation immediately above relates to the

provisions concerning capital gains and losses. In the case of individuals,
but not of corporations, the taxability of a gain resulting from the sale
or exchange of an asset, and the deductibility of a loss resulting from
the same source, depend, with some exceptions, upon the length of time
that the particular asset has been held. If, for example, a share of stock
held for not more than eighteen months is sold or exchanged at a gain,
such gain is taxable in full; whereas if the stock has been held for more
than eighteen but not for more than twenty-four months, only two thirds
of the gain is taxable (except that an alternative method is provided
for the relief of wealthy taxpayers; Section 117 (c)).
The general complexity of the provisions relating to consent dividends

(Section 28) is summarized by the following assertion in the memoran

dum submitted to the United States Treasury Department by the Com
mittee on Federal Taxation of the American Institute of Accountants
on September 1, 1938:

"In its present form, section 28 is one of the most complicated sec

tions of the law, and embodies at least half a dozen baffling problems . . .

section 28 will be practicable only in the case of closely held corporations.
Because of the complications involved, even such corporations will be

discouraged from its use. The committee, accordingly, urges that the
section be supplanted by a simple scheme."14

DIVIDEND MEDIA AND POLICIES

If a corporation does not wish to pay out its cash in the form
of a dividend and if the consent of its stockholders to a consent

"Seidman, The Revenue Act of 1938�Some Interpretative Problems (1938) 16 Tax
Mag. 387, 388.
^Proposed Changes bt the Federal Revenue Law (1938) 66 J. Accountancy 227, 235, 236.
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dividend cannot be obtained, the dividend can be distributed in non

cash property, such as securities of other corporations, or in liabilities
of the corporation itself, like promissory notes payable. But if the divi
dend is paid in non-cash property, the amount of basic surtax credit
received will be either the "adjusted basis of the property in the hands
of the corporation at the time of the payment, or the fair market value
of the property at the time of the payment, whichever is the lower"

(Section 27 (d)). Hence, if the corporation were to distribute to its
stockholders corporate bonds for which it had paid $30,000 but which
had a current market value of $50,000, only $30,000 would be allow
able as basic surtax credit, whereas the stockholders receiving such
dividend would be taxed on the basis of the market value, $50,000.
Somewhat similarly, if the dividend is paid in obligations of the cor

poration itself, such instruments of indebtedness, according to expert
opinion, should be made attractive enough, as regards details like in
terest rate and date of maturity, to enable them to have a market value
not less than their face value. For the new Act provides (Section 27 (e))
that the amount of basic surtax credit allowable for a dividend of this
type is either "the face value of the obligations, or their fair market
value at the time of the payment, whichever is the lower."

If, as is often advantageous, the corporation desires to pay the dividend
in its own stock, i.e., pay a "stock dividend", then, if the dividend is
taxable, the amount that will be allowed as basic surtax credit is the
fair market value of the stock at the time of payment (Section 27 (f)).
The dividend, however, to be taxable, must alter the respective per
centages of stock owned by the stockholder recipients.
For example, if there are 10,000 shares of no-par common stock out

standing and no preferred stock has yet been issued, and if a stock
dividend of one share of preferred for each two shares of common is
declared and paid, the proportionate interests of the stockholders in the
corporate net assets will not have been changed. For if stockholder A
owned 1,000 shares of common before the preferred stock dividend was

declared, he had a one-tenth interest in the net assets of the corporation,
and this proportionate interest was not changed by the stock dividend,
which caused him then to own 10% of the preferred as well as 10%
of the common. Hence, the dividend was not taxable income to the
recipients,15 and for that reason no basic surtax credit would be allowable.
But if there are 5,000 shares of preferred stock outstanding, as well

as 10,000 shares of common, and if stockholder A owns 16% of the
preferred and 10% of the common, a preferred dividend distributed in
common and consisting of one share of common for each share of pre-

'August Horrmann, 34 B. T. A. 1178, 1182 (1936).
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ferred, would cause A's proportionate interest in the corporation's net

assets to become altered. For whereas before the dividend distribution
he owned 800 shares, or 16%, of the preferred and 1,000 shares, or

10%, of the common, after the distribution he owned 800 shares, or 16%,
of the preferred and 1,800 shares, or 12%, of the common. Conse

quently, the dividend would be taxable to the preferred-stockholder
recipients16 and could be used by the corporation as basic surtax credit.
The same is true if the corporation distributes its preferred stock as

a dividend to its common stockholders, provided that both preferred and
common are outstanding and are owned in different proportions by the
same interests or are owned by different interests. For then the dividend
constitutes taxable income, unless exempted,17 and becomes allowable
as basic surtax credit.
From the foregoing explanation it is obvious that there are other

factors includable in the "dividends paid credit" than simply the actual
amount of dividends paid in cash. There are, e.g., under certain condi

tions, net operating loss, dividend carry-over, accumulated-deficit credit,
indebtedness credit, dividends paid in assets other than cash, and stock
dividends. Hence, it is plain that the total effective amount of the
dividends-paid credit may be obtainable, in a particular case, by items
other than dividends actually paid in cash. (Such "effective amount"
is the amount of the "adjusted net income", inasmuch as the 2}4%
deduction for the dividends-paid credit cannot exceed 2J4% of the

adjusted net income.) Consequently, it should also be plain that

corporations desirous of obtaining the maximum dividends-paid credit
and yet of retaining as much cash as is consistent with that aim will

carefully estimate the total of the credits obtainable from other sources

than payment of cash dividends before paying out dividends in cash
to save taxes.

If, for example, a corporation's net taxable income for 1939 is $40,000
and if the operating loss for 1938 was as large, then (except that certain
types of depletion, if present, certain wholly exempt interest income,
and certain unallowable interest deductions will need to be considered
�Section 26 (c) (2)), no dividends will have to be declared in 1939 for
the purpose of minimizing the corporate federal income tax. Or if the
net taxable income (and adjusted net income) for 1938 is $50,000 and
there are allowable credits of $15,000 for debt retirement, $20,000 for
dividend carry-over (computed in this case according to the Revenue
Act of 1936), and $5,000 for accumulated-deficit credit, only one more

"Koshland v. Helvering, 298 U. S. 441, 446 (1936) ; Commissioner v. Tillotson Mfg. Co.,
76 F. (2d) 189, 191 (C. C. A. 6th, 1935).
"Helvering v. Gowran, 302 U. S. 238, 241-243 (1937).
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credit ($10,000) is needed to bring the total of the dividends-paid credit

up to the amount of the adjusted net income. Consequently, dividends
of only $10,000 will have to be paid to accomplish this aim and, under
certain conditions, to endeavor to obtain such credit by means of consent
dividends may be practical.
Lack of space prevents full exposition of other sections that seem to

require clarification if the new Act is to be applied with a minimum of

uncertainty. One of the provisions relating to the dividends-paid credit,
e.g., states that for a dividend to be included in the basic surtax credit
each stockholder receiving it must, in general, receive the exact amount

that his proportionate number of shares entitles him to receive (Section
27 (h)). But another provision (Section 115 (f) (2)) classes "optional
dividends" as taxable income to the recipient stockholders, and such

optional dividends allow the shareholders to elect whether to receive
the corporation's issuable stock or stock rights, or to receive money or

any other property. The result is that since in most instances of divi
dends payable in more than one medium each stockholder will not re

ceive the precise cash value a share, even though each has the same

equality of opportunity to select the dividend medium, doubt arises as

to whether such optional dividends are allowable to the corporation as

part of the basic surtax credit. If they are not, double taxation will ensue.
There also seems to be some question in regard to the compatibility

of the dividends-paid-credit sections 27 (g) (distributions in liquidation)
and 27 (i) (nontaxable distributions). For the latter section appears to

deny that the basic surtax credit may properly be made to include

liquidating distributions that are taxable dividends under the former.18
Although, as previously stated, the 1938 Act is generally regarded as

much fairer to business in general than was its predecessor, the 1936

Act, many corporations are going to discover that their taxes under the
new Act will be higher. This situation will be largely due, however, to
continuation of the policy, so important from a tax standpoint under
the previous Act, of distributing all or nearly all of the net income in
dividends. For the new Act will mean lower taxes, as a whole, if rela
tively smaller portions of net earnings are distributed. The general
situation in this respect may be seen from the following table, which

shows, in nearest-dollar figures, the federal income taxes on six different
amounts of net taxable income under both the 1936 and the 1938 Acts
when three different dividend policies are followed:19

"For an extended discussion cf. Committee on Federal Taxation of the American Institute
of Accountants, Proposed Changes in the Federal Revenue Law (1938) 66 J. Accountancy
227, 234-235.
"Adapted from Klein, Selected Features of the Revenue Act of 1938 (1938) 16 Tax

Mag. 507, 542.
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Net Portion of net (taxable) income distributed

(taxable) All Half None

income 1936 1938 1936 1938 1936 1938

$10,000 $1,040 $1,325 $1,317 $1,325 $2,082 $1,325
25,000 2,890 3,525 3,913 3,525 6,865 3,525
100,000 13,840 16,500 18,780 17,750 31,503 19,000
200,000 28,840 33,000 38,505 35,500 63,928 38,000
500,000 73,840 82,500 97,680 88,750 161,203 95,000

1,000,000 148,840 165,000 196,305 177,500 323,328 190,000

An important point to be remembered, of course, is that the amount

of net taxable income may differ markedly from the amount of net in
come determined by generally approved accounting standards. Hence,
the net taxable income may be much greater or less than the net account

ing income and may exist even when there is a loss according to account

ing standards. Such differences result from exclusion of accounting
income from taxable income, non-deductibility in tax calculations of
certain types and proportions of accounting expense, different concepts
of the nature of accrued income and accrued expense, different points of
view toward doubtful and worthless assets, different standards by which
the presence of gain or loss on the exchange of old for new equipment is
recognized, and so forth.
Various other changes of less general importance appear in the 1938

Act. The more significant of these are summarized below.

IMPROPER ACCUMULATION OF SURPLUS

The section relating to improper accumulation of surplus (Section
102) has been given some new and sharper teeth by means of the fol

lowing provision:
"EVIDENCE DETERMINATIVE OF PURPOSE.�The fact that
the earnings or profits of a corporation are permitted to accumulate

beyond the reasonable needs of the business shall be determinative
of the purpose to avoid surtax upon shareholders unless the cor

poration by the clear preponderance of the evidence shall prove to

the contrary." (Italics supplied.)
An intimation of the zeal with which the Treasury may be expected

to prosecute corporations that are allegedly violating Section 102 may
be obtained from the Spitzner case.20 There the corporate surplus, on

the basis of the estimated market values of the securities and fixed assets

owned, was only $318.12 although on the basis of cost it was somewhat

'C. H. Spitzner & Son, Inc., 37 B. T. A. 511 (1938).
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more than $2,000,000.00. The Treasury, despite the foregoing facts and
a loss for 1932 of $4,637.33 (which the Treasury agreed to), assessed a

tax of $94,377.32 for improper accumulation of tax under Section 104

(of the 1932 Act), which did not have such strong provisions as the
new Act. The Board of Tax Appeals decided for the taxpayer, but, of
course, the latter had to expend considerable money and time in the

legal battle.
Another case, in which, however, the Board ruled against the taxpayer,

is the Blaffer case.21 There the taxpayer had capital stock of $250,000
outstanding, and surplus for its respective taxable years 1932, 1933, and
1934 of $58,003.87, $71,843.60, and $123,552.28. Its securities owned
had suffered tremendous declines in market value although such losses
had not been converted into actual losses on its books. Not only were

the market values held to be not controlling, but its surpluses were held
to be excessive in relation to its book assets, which averaged around

$3,000,000, and its capital stock of $250,000.
The importance, though, of shifting the burden of proof may have

been overemphasized by current writers. For, in the last analysis, the
courts will be governed by the preponderance of evidence. Nevertheless,
the psychological effect of the new Section 102 should prove useful to
the Treasury in causing taxpayers to decide not to risk incurring the
heavy penalties assessable for conviction of improperly accumulating
surplus.

miscellaneous

The new Act provides some relief to personal holding companies, which
were the major target of the 1937 "Tax Loophole" Act.22 Such relief
consists principally in making certain types of closely held corporations,
such as licensed personal finance companies and real-estate companies,
less liable to the severe penalties of falling under the classification of
personal holding companies; also in permitting the dividends-paid credit
to include several new items, and in granting the right to pay "deficiency
dividends", which serve to reduce surtax deficiencies assessed against
personal holding companies.
As in the 1937 Act, the 1938 Act defines personal-holding-company

income to include gains from the sale or exchange of securities. This

aR. L. Blaffer & Company, 37 B. T. A. 8S1 (1938). Cj. also the still more recent case

of Mead Corporation, 38 B. T. A. 687 (1938).
"Cf. the writer's three papers on that law: The 1937 "Tax Loophole" Act: Purpose (1938)

26 Georgetown Law Journal 380; The 1937 "Tax Loophole" Act: Accomplishment (1938)
26 Georgetown Law Journal 69S; and The 1937 "Tax Loophole" Act: Unfinished Work
(1938) 26 Georgetown Law Journal 963.
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prevents taxpayers in certain cases from being able to avoid the onerous

classification of personal holding companies.23
The provisions relating to corporate contributions to domestic char

itable and similarly exempt organizations, on the other hand, have been

tightened. For, first, no more than 5% of the net income (computed
before deduction of the contributions) may be deducted for contribu
tions even though the latter are "ordinary and necessary business ex

penses", whereas the 1936 Act permitted contributions to be deducted
in full if they could be shown to be ordinary and necessary business

expenses. Second, the deduction may be taken only in the year of pay
ment, irrespective of when the contribution is pledged.
As usual, special treatment has been accorded certain kinds of corpora

tions, such as those in bankruptcy; and certain special forms of cor

porations, such as banks and insurance companies, have been taxed dif

ferently. The subject of corporate liquidations (not treated in this paper
because of the exigencies of space) has also received a great deal of
attention in the new law, by provisions that are very complicated and

significant. A new method of inventory valuation, the "last-in-first-out"

method, has received official recognition, although its applicability seems

limited2* Some new restrictive qualifications have been added to the

provisions regarding pension trusts.

Finally, with respect to capital gains and losses the 1938 Act contains
two changes that will affect corporate taxpayers. The first provides that
depreciable property used in the business, such as buildings and machin

ery, shall not be classed as capital assets. The second provides that
worthless securities owned must be deducted as capital losses, instead of
as bad debts, except in the case of banks. This second provision is an im

portant limitation because capital losses, as previously, are not deductible
to the extent that they exceed the amount of capital gains plus $2,000.
Net capital gains, also as before, continue to be taxed as ordinary income,
instead of being subject to the special provisions applicable to non

corporate taxpayers.
HENRY W. SWEENEY.

""Montague, Miles & Company, Inc., 38 B. T. A. 144 (1938) exemplifies a case where
the taxpayer was saved, by a very narrow margin, from being taxed as a personal hold
ing company because the 1934 Act included gains from only the sale, and not from the
exchange, of securities in personal-holding-company income.
""Practically useless" was the phrase applied to this amendment by a tax attorney,

E. C. Alvord, at the 1938 annual meeting of the Controllers Institute of America;
editorial Scanning Controllership Scene (1938) 6 Controller 281. The Committee on

Federal Taxation of the American Institute of Accountants, in a recent report supplement
ing its memorandum of September 1, 1938 to the United States Treasury Department (see
supra notes 14 and 18), has set forth its reasons for recommending revision of the new

provisions; The Last-in, First-out Inventory Method (1938) 66 J. Accountancy 310.



NOTES
WHEN DO DIVIDENDS VEST?*

A STOCKHOLDER'S right to dividends when declared is a matter

to be determined by established legal rules of title.1 The right of
the stockholder to share in the earnings of the corporation is an intangible
right, i.e. it is only a right to share in earnings distributed in the form
of dividends pursuant to a declaration of the directors in exercise of
their discretionary power.2 But the declaration of a dividend segregates
an interest in the net assets of the corporation and creates a liability
running from the corporation to the owners of its shares.3 This proposi
tion is true whether the dividend is payable immediately, at a specified
future date,4 or upon a day not yet appointed.5 On a sale made prior to
the declaration of a dividend the stockholder's right to share in the

earnings of a corporation passes with the stock.6 After a dividend is
declared it constitutes a property interest separate from the stock and
on a sale does not pass with it.7 Thus, as between successive owners,
the transferor in the absence of a contrary agreement is entitled to
dividends declared before the sale of his shares even though such divi
dends are payable at a date subsequent to the transfer.8 Up to this point
?This paper is limited to cases involving ordinary cash dividends.
Tord v. Snook, 205 App. Div. 194, 199 N. Y. Supp. 630 (4th Dep't 1923), aff'd, 240

N. Y. 624, 148 N. E. 732 (192S) ; Lunt v. Genesee Valley Trust Co., 162 N. Y. Misc. (N.
Y. City Cts.) 859, 297 N. Y. Supp. 27 (1937).
Wheeler v. Northwestern Sleigh Co., 39 Fed. 347 (E. D. Wis. 1889).
'McLaran v. Crescent Planing Mill Co., 117 Mo. App. 40, 49, 93 S. W. 819, 822, (1906):

"The doctrine is that by the mere declaration, the dividend becomes immediately thereby
separated and segregated from the stock and exists independently of it; that the right
thereto becomes at once immediately fixed and absolute in the stockholder and from
thenceforth the right of each individual stockholder is changed by the act of declaration
from that of partner and part owner of the corporate property to a status absolutely
adverse to every other stockholder and to the corporation itself, in so far as his pro rata

proportion to the dividend is concerned."
'Hill v. Newichawanick Co., 8 Hun. 459 (N. Y. 1876), aff'd, 71 N. Y. 593 (1877) ; Ford

v. Snook, 205 App. Div. 194, 199 N. Y. Supp. 630 (4th Dep't 1923), aff'd, 240 N. Y. 624,
148 N. E. 732 (1925). Also see cases cited infra note 8.

"Beers v. Bridgeport Spring Co., 42 Conn. 17 (1875) ; Northwestern Marble & Tile Co.
v. Carlson, 116 Minn. 438, 133 N. W. 1014 (1912) ; Wallin et al. v. Johnson City Lumber
& Mfg. Co., 136 Tenn. 124, 188 S. W. 577 (1916).

�Wheeler v. Northwestern Sleigh Co., 39 Fed. 347 (E. D. Wis. 1889).
'Ibid.

"Ibid.; Bright v. Lord, 51 Ind. 272 (1875) ; Lobaco Co. v. Chaffin, 193 Ky. 225, 235
S. W. 993 (1921); George D. Hope Lumber Co. v. Stewart, Mo. App., 241 S. W. 675
(1922) ; Hopper v. Sage, 112 N. Y. 530, 20 N. E. 350 (1889) ; Sherman v. Riley, 43 R. I.
202, 110 Atl. 629 (1920) ; Wallin v. Johnson City Lumber & Mfg. Co., 136 Tenn. 124, 188
S. W. 577 (1916) ; Clark v. Campbell, 23 Utah 569, 65 Pac. 496 (1901) ; cf. Sautbine v.
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the decided cases are in harmony. Difficulty is encountered, however,
where a dividend is declared upon one date, payable at a later date to

stockholders of record at an intermediate date,9 and title to the stock
is transferred by sale or devolution between the date of declaration and
the record date.10 The decisions upon cases involving this factual situa
tion are in conflict.11 New York12 and Utah,13 following the general rule

Straud, S F. (2d) 809 (C. C. A. 8th, 192S) ; Atwood v. Huff, 130 Va. 624, 108 S. E. 562

(1921). The reports on most of the above-mentioned cases do not indicate whether the
directors had fixed a day as a record time for the determination of the stockholders entitled
to receive the dividend. See note 49 infra.
"Thus a board of directors at a meeting on December 15 may declare a dividend payable

on January 15 to stockholders of record at January 10. This practice is very common.

The same effect is accomplished by declaring a dividend payable on January 15 and

directing that the transfer books be closed for a given number of days preceding the due
date of the dividend. Numerous permissive statutes authorize such action. E.g. see the
New York Stock Corporation Law � 62, as amended, which contains the following
provision:
"The board of directors . . . may fix a day and hour not exceeding forty days pre

ceding the date fixed for the payment of any dividend ... as a record time for the

determination of the stockholders entitled to receive any such dividend . . . and in such
case only stockholders of record at the time so fixed shall be entitled to receive such

dividend ..."
For similar statutes, see III. Ann. Stat. (Smith-Hurd, 1934) c. 32 � 157.29, in some

respects identical with the New York Statute.
"Three varying situations may be presented: (1) A dividend is declared payable to

stockholders of record at a later date and between the day of declaration and the record
date the stock is sold. Richter & Co. v. Light, 97 Conn. 364, 116 Atl. 600 (1922) ; Smith
v. Taecker, 133 Cal. App. 351, 24 P. (2d) 182 (1933) ; Ford v. Ford Mfg. Co., 222 111. App.
76 (1921); Ford v. Snook, 205 App. Div. 194, 199 N. Y. Supp. 630 (4th Dep't 1923),
aff'd, 240 N. Y. 624, 148 N. E. 732 (1925); Burroughs v. North Carolina R. R., 67
N. C. 376 (1872); Western Securities Co. v. Silver King Consolidated Mining Co. of

Utah, 57 Utah 88, 192 Pac. 664 (1920). (2) A dividend is declared before the death
of the testator payable to stockholders of record at a date subsequent to his death. Buchanan,
v. National Savings and Trust Co., 23 F. (2d) 994 (D. C. App., 1928) ; In re Booth's

Estate, 139 N. Y. Misc. (Surr. Ct.) 253, 248 N. Y. Supp. 264 (1931); In re Wolfe's

Estate, 155 N. Y. Misc. (Surr. Ct.) 190, 279 N. Y. Supp. 605 (1935). (3) A dividend is
declared before the death of a life tenant payable to stockholders of record at a date

subsequent to his death. Union & New Haven Trust Company v. Watrous, 109 Conn.

268, 146 Atl. 727 (1929); Nutter v. Andrews, 246 Mass. 224, 142 N. E. 67 (1923).
"Fletcher, Cyc. Corp. (Perm. ed. 1932) � 5380; Stevens, Corporations (1936) � 127;

13 Am. Jur., Corporations (1938) � 673, n. 13: "Conflicting views appear to prevail
with respect to the time at which the amount of a dividend is to be deemed severed from
the corporate assets where the dividend is declared payable to stockholders of record as

of a time later than that on which the declaration is made. One view follows the rule
that the date of the declaration is the effective date for the purpose; the other view holds
that the later time must be so regarded ..."
"Ford v. Snook, 205 App. Div. 194, 199 N. Y. Supp. 630 (4th Dep't 1923), aff'd, 240

N. Y. 624, 148 N. E. 732 (1925) ; In re Booth's Estate, 139 N. Y. Misc. (Surr. Ct.) 253,
248 N. Y. Supp. 264 (1931) ; In re Wolfe's Estate, 155 N. Y. Misc. (Surr. Ct.) 190, 279
N. Y. Supp. 60S (1935).
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that dividends vest on the declaration date, hold that the transferor is

entitled to the dividends. California,14 Connecticut,15 the District of

Columbia,16 Illinois,17 Massachusetts,18 and North Carolina,19 following
the rule that dividends vest on the record date, hold that the transferee
is entitled to the dividends. The rule followed in the latter group of

jurisdictions will be referred to as the "Connecticut rule."20 It is our

purpose to criticize the "Connecticut rule" upon the following points:
I. It is erroneously grounded upon custom rather than upon estab

lished legal principle,
II. It results in a conflict of laws in the jurisdictions that follow it,
III. It is merely a minority exception to a general rule,
IV. It confuses business practices, corporate reporting and transac

tions in stocks.

I.

In departing from the general rule to establish the "Connecticut
rule" the courts gave recognition to two customs prevalent in the finan
cial world: first, the custom among stock exchange members of dealing
in stock "dividend on" prior to the record date and "ex dividend"

subsequent to the dividend date;21 and second, the custom of directors

"Western Securities Co. v. Silver King Consolidated Mining Co. of Utah, 57 Utah 88,
192 Pac. 664 (1920).
"Smith v. Taecker, 133 Cal. App. 351, 24 P. (2d) 182 (1933).
"Richter & Co. v. Light, 97 Conn. 364, 116 Atl. 600 (1922).
"Buchanan v. National Savings and Trust Co., 23 F. (2d) 994 (D. C. App., 1928).
"Ford v. Ford Mfg. Co., 222 111. App. 76 (1921).
18Nutter v. Andrews, 246 Mass. 224, 142 N. E. 67 (1923).
"Burroughs v. North Carolina R. R., 67 N. C. 376 (1872).
MRichter & Co. v. Light, 97 Conn. 364, 116 Atl. 600 (1922) is the leading case on the

doctrine that dividends do not vest until the record date.
"While the vendor, who has sold his stock between the date upon which a dividend

was declared and the record date, is entitled, under the general rule, to the dividend in
view of the fact that the right to the dividend has been segregated from his rights as a

stockholder and does not pass with the stock, he may nevertheless pass title to the dividend

upon sale of the stock by expressly agreeing to do so or by dealing with reference to

a custom to do so. According to the custom among members of the New York and other
stock exchanges, title to unpaid dividends passes with title to the stock up to a determinable
time (determined in accordance with the rules of the exchange regarding "settlement

days") after the record date or the day upon which the transfer books are closed. If title
to the stock passes after such time, title to unpaid dividends remains in the vendor. In

the former situation the stock is said to be traded "dividend on"; in the latter�"ex
dividend." This custom is sanctioned by the New York Stock Exchange, Rules of

Board of Governors, which contain inter alia the following provisions: "Rule 210�

Transaction in stock (except those made for 'cash') shall be ex-dividend or ex-rights as

the case may be on the first business day of the first term whose term settlement day is
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to declare that a dividend shall be paid to stockholders of record at a

future date.22 Apparently the purpose in shifting from the general rule
to the exception was to give effect to the above-mentioned custom among
stock exchange members of dealing in stock "dividend on".23 But custom
or usage may not be relied upon to vary the terms of an express contract
unless the party sought to be charged had actual knowledge of the

custom, or knowledge that the dealer acting as his agent would trade in
a certain market and be bound by its rules.24 Consequently the "Con
necticut rule" has been grounded upon the practice of directors declaring
dividends payable to stockholders of record at a later date.25 To such
declarations the courts have ascribed an intention of the directors to

determine the time at which dividends shall vest and thereby fix the

rights of the parties not only as between shareholder and corporation
but also as between successive owners.26 This reasoning is not in accord
with the facts.
Title to shares of stock may be transferred by delivery of the certifi

cates evidencing ownership of the shares.27 Consequently statute, by-law

subsequent to the record date fixed by the corporation, or the date of the closing of
transfer books therefor.
"Transactions in stock made for 'cash' shall be ex-dividend or ex-rights on the business

day following said record date or date of closing of transfer books.'' New York Stock
Exchange Directory and Guide, c-245.

""See note 9 supra.
^Richter & Co. v. Light, 97 Conn. 364, 371, 372, 116 Atl. 600, 602 (1922): "The plaintiffs,

according to the custom of corporations in declaring dividends and the usage of dealers
in stocks and bonds, were justified in believing that these dividends would belong to them,
and therefore paying a correspondingly increased price for the stock. Apparently, if the
defendant be permitted to retain the dividends, he will make a two-fold profit on the
transaction at the cost of the plaintiffs." It must be borne in mind, however, that it was

not found as a fact that the parties expressly agreed to pass title to the dividend or that

they dealt with reference to a custom whereby title to unpaid dividends was passed upon
sale of the stock. It may well be that the plaintiff was entitled to the dividend upon

equitable principles. But the court grounded its opinion on the fact that the dividend was

payable to stockholders of record on a date subsequent to the day of sale.
"Irwin v. Williar, 110 U. S. 499 (1884); Wilhite v. Houston, 200 Fed. 390 (C. C. A.

8th, 1912) ; Blake v. Stump, 73 Md. 160, 20 Atl. 788 (1890) ; Hopper v. Sage, 112 N. Y.

530, 20 N. E. 350 (1889); Newman v. Lee, 87 App. Div. 116, 84 N. Y. Supp. 106 (2d
Dep't 1903).
^See cases cited supra notes 14 to 19, inclusive.
�Ibid.
OT6 U. L. A. (1922) � 1: "Title to a certificate and to the shares represented thereby can

be transferred only,
"(a) By delivery of the certificate indorsed either in blank or to a specified person by

the person appearing by the certificate to be the owner of the shares represented thereby,
or,

"(b) By delivery of the certificate and a separate document containing a written assign
ment of the certificate or a power of attorney to sell, assign, or transfer the same or the
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or charter provisions requiring stock transfers to be registered on the
books of the corporation and permissive statutes authorizing directors
to fix a day as a record time for the determination of the stockholders
entitled to receive any dividend are deemed to be for the protection of
the corporation and its stockholders and creditors; particularly for the

purpose of protecting the corporation from liability in the payment of
dividends to persons who appear on its books as owners of stock, where
it has not notice of transfer. Such provisions do not affect the validity of

unregistered transfers as between the parties. Nor do they affect title
to the dividends.28 It goes without saying that the directors, in fixing
a day as a record time for the determination of the stockholders entitled
to receive a dividend, are guided by a desire to bring their action within
the protection of such statutory, by-law or charter provisions and not

by an intention to determine by such act the persons in whom legal title
to the dividend shall vest.29 It is not only wrong to impute such an

intention to the directors' act but Lunt v. Genesee Valley Trust Com
pany30 establishes the proposition that even though directors actually
intend to determine the persons in whom title to dividends shall vest,
they are without power to do so. In the Lunt case the court made the
following statement:

"The rule governing the owner's title to dividends when declared, being
established by the courts, may not be abrogated by the act of the corporation;
nor may the custom of a particular corporation in declaring dividends change
the established rule of title, unless both buyer and seller contract with full
knowledge of the custom and impliedly adopt it as part of their terms of sale."31

It is unnecessary, however, to go beyond the decision in Richter &

shares represented thereby, signed by the person appearing by the certificate to be the
owner of the shares represented thereby. Such assignment or power of attorney may be
either in blank or to a specified person.
"The provisions of this section shall be applicable although the charter or articles of

incorporation or code of regulations or by-laws of the corporation issuing the certificate
and the certificate itself, provide that the shares represented thereby shall be transferable
only on the books of the corporation or shall be registered by a registrar or transferred
by a transfer agent."
The Uniform Stock Transfer Act has been adopted by twenty-five states, including

California, Connecticut, Illinois, Massachusetts, New York and Utah. It was adopted by
Connecticut in 1917.

M14 C. J. �� 1148, 1241 (1919); cf. 6 U. L. A. (1922) � 3: "Nothing in this act shall
be construed as forbidding a corporation ... to recognize the exclusive right of a person
registered on its books as the owner of shares to receive dividends ..." The "Commis
sioners' Note" to the above-mentioned section states that: "This provision is necessary for
the protection of the corporation."
"See cases cited supra notes 12 and 13. Also see, Note (1924) 38 Harv. L. Rev. 245.
30162 N. Y. Misc. (N. Y. City Cts.) 859, 297 N. Y. Supp. 27 (1937).
^Id. at 866, 297 N. Y. Supp. at 33.
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Company v. Light32 the leading case on the "Connecticut rule" to dis

prove that rule. In the Richter case the board of directors of Stanley
Rule & Level Company on October 21, 1919 declared a dividend to be

paid on January 1, 1920 to stockholders of record on December 26,
1919. On December 16, 17 and 19, 1919 the defendant sold shares in
the company to the plaintiff, but did not deliver the certificates evi

dencing such shares until after the books were closed for transfer. The
dividends were paid to the seller, since he not only was the actual owner
on the day of declaration but also was the record owner on the record
date. The purchaser brought an action to recover such dividends. At
one place in its opinion the court made the following statement :

"The power of the directors to declare a dividend which shall vest in the
stockholders of record on the day when their resolution is passed implies and
includes the power to declare a dividend which shall vest in the stockholders
of record on another day."33

The assumption upon which the foregoing statement is based is in
correct. It is true that the directors have power to declare a dividend

payable to stockholders of record on the day when their resolution is

passed or on another day, but title to the dividend, as between transferor
and transferee, vests in the actual owner of the stock, not the holder of
record. Basing its reasoning on this false assumption, i.e. that the divi
dend vests in the stockholder of record, the court held in effect that it

might be inferred that in fixing a record day for the determination of
the persons entitled to receive payment of the dividend the directors
intended to fix the time at which title to dividends should vest in stock
holders of record. Of course this reasoning falls since the title to divi
dend never vests in the stockholder of record as opposed to the actual

owner, although the corporation may have discharged its obligations
for all purposes by paying the record owner. What is more important,
this tenuous argument did not settle the case. Since the seller was both
the actual owner on the day of declaration and the holder of record
on the record date, he would have been entitled to the dividend in any
event. But the court went on to hold that "the unrecorded transfer was

good between the parties" and that the purchaser, who was the actual
owner at the record date, but not the record owner, was entitled to the
dividend.34 Thus in its final decision the court in effect admitted that
the power of the directors to declare a dividend "which shall vest in the
stockholders of record" upon which it based its argument that title to
dividends vests on the record date was for the protection of the cor-

B97 Conn. 364, 116 Atl. 600 (1922).
"Id. at 368, 116 Atl. at 602.
MW. at 371, 116 Atl. at 603.
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poration and did not govern transactions between transferor and trans

feree.

II.

Not only is the "Connecticut rule" contrary to established legal prin
ciples but it results in a conflict of laws in the jurisdictions that follow
it. In Union & New Haven Trust Company v. Watrous?5 a Connecti
cut case, the court approved the "Connecticut rule" but followed the

general rule on the ground that the declaring corporation was incorpor
ated in New York and that the question was governed by the law of
the state under which the corporation was organized. This result natur

ally follows from the Connecticut view that the time at which title to

dividends vests depends upon the intention of the directors expressed
in or implied from the resolution declaring the dividend. Thus in Con
necticut a declaration of a dividend at a meeting of the board of direc
tors on December IS, payable on January IS to stockholders of record
on January 10 will be interpreted as an expression of the intention of
the directors that title to the dividend shall vest on January 10. But
where the same facts relate to a New York corporation a Connecticut
court cannot place the same interpretation upon the directors' declara
tion since in New York the declaration is not interpreted as expressing
the directors' intention as to the time when title to the dividend shall
vest. Instead it is regarded merely as a device to protect the corporation
from liability for payment of dividends to persons not legally entitled
to them as between transferor and transferee, inasmuch as it is settled
in New York that title to dividends vests upon declaration. Consequently
the intention of the directors of a New York corporation must be inter
preted in the light of New York law. Connecticut is thus embarrassed
by a conflict of laws. New York is not. This is borne out by the fact
that in one New York case the general rule was applied to dividends
declared by a Virginia corporation without inquiry as to the Virginia
rule, if any.36
The conflict of laws in Connecticut is particularly acute if the question

arises as a result of a factual situation where a testator domiciled in
Connecticut, creates a trust of property including shares of stock in a

New York corporation and a dividend is declared prior to the death of
the testator payable to stockholders of record at a date subsequent to
his death.37 In such a situation the rule of the Union & New Haven
Trust Company case is in conflict with the doctrine that:

"'lOa Conn. 268, 146 Atl. 727 (1929).
38In re Wolfe's Estate, 155 N. Y. Misc. (Surr. Ct.) 190, 279 N. Y. Supp. 605 (1935).
"This factual situation was presented in Union & New Haven Trust Co. v. Watrous

109 Conn. 268, 146 Atl. 727 (1929).
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"In the absence of circumstances indicating a contrary intention, the inter

pretation of a will creating a trust of personal property is governed by the
law of the settlor's domicil."38

One New York case presented an unusual situation. The transferor
sold her stock prior to the declaration of the dividend. The corporation
declared a dividend payable in the future to stockholders of record on a

date prior to the day on which the transferor sold her stock. Thus the

day of record was not only prior to the day of transfer but also prior
to the day of declaration. This case, unusual as it was, presented no

difficulties to the New York court. It reiterated the rule that title to a

dividend vests in the actual owner on the date of declaration and held
that as between the transferor and transferee title to the dividend was

in the transferee.39 It may well be asked: "How would a Connecticut
court rule on a similar situation?"40

III.

It may appear to the reader that the "Connecticut rule" represents
the majority view on the question under consideration, since it is fol
lowed in six jurisdictions,41 whereas only New York42 and Utah43 have

specifically stated that the general rule applies even though the directors
in the resolution declaring a dividend fixed a day as a record time for
the determination of the stockholders to receive payment thereof. It,
nevertheless, is maintained that the Connecticut doctrine is merely a

minority exception to a general rule.
In the first place the "Connecticut rule" has not been followed without

criticism and qualification. In North Carolina the rule, announced in

Burroughs v. North Carolina Railroad Company,4* was subsequently
criticized as against the weight of authority.45 In Illinois the rule was

M(1929) Yale L. J. 125, 126.
"Lunt v. Genesee Valley Trust Co., 162 N. Y. Misc. (N. Y. City Cts.) 859, 297 N. Y.

Supp. 27 (1937).
"In Cogswell v. The Second National Bank, 78 Conn. 75, 60 Atl. 1059 (1905), aff'd, sub

nom Jerome v. Cogswell, 204 U. S. 1 (1907), the directors of the bank declared a dividend

(more properly referred to as a distribution of the proceeds from the sale of certain assets

set aside for the benefit of stockholders) on June 27 payable in the future to stockholders
of record on June 9. But a problem similar to that mentioned above was not presented,
inasmuch as the transfer involved did not occur until after the declaration date.
"See cases cited supra notes 14 to 19, inclusive.
"See cases cited supra note 12.

"Western Securities Co. v. Silver King Consolidated Mining Co., 57 Utah 88, 192 Pac.
664 (1920).
"67 N. C. 376 (1872).
"Lancaster Trust Co. v. Mason, 151 N. C. 264, 65 S. E. 1015 (1909): While the Bur

roughs case was criticized as against the weight of authority, it was not overruled; such
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announced in Ford v. FordManufacturing Company,*6 a case presenting a

factual situation that appears to justify an exception of some sort to the

general rule. In the District of Columbia the court, in a case where title to

shares passed by devolution, relied to some extent upon the "Connecticut

rule," but apparently placed more reliance on the doctrine that the intent
of the testator to be gathered from the language used in his will and the
situation and circumstances surrounding him must control the deter
mination of the question involved.47 Thus acceptation of the rule is

unqualified only in California, Connecticut, and Massachusetts and of
these it has been applied in cases where the transfer resulted from sale
only in California and Connecticut.48
On the other hand, the general rule has frequently been followed

without indicating whether the dividend involved was payable to holders
of record on a certain day and without distinguishing between the gen
eral rule and its exception.49 And in a number of cases where dividends
were declared payable to stockholders of record at a certain date the
court followed the general rule without mentioning the record date or

without distinguishing between the general rule and its exception.50
Under such circumstances the force of the general rule is not to be
denied by an exception that is followed without qualification in only
three jurisdictions.

IV

The court's opinion in the Richter case contains the following state

ment, which is self-contradictory:
"Since it is universally held that the mere declaration of dividends creates

debts against the corporation in favor of certain stockholders as individuals, it
would be unreasonable to withhold from the board of directors the power to

action not being necessary for the decision; Wheeler v. Northwestern Sleigh Co., 39 Fed.
347 (E. D. Wis. 1889) semble.
"222 111. App. 76 (1922).
"Buchanan v. National Savings and Trust Co., 23 F. (2d) 994 (D. C. App., 1928).
"See cases cited supra notes 14, IS and 18.

"Bright v. Lord, Si Ind. 272 (187S) ; George D. Hope Lumber Co. v. Stewart, Mo. App.,
241 S. W. 675 (1922) ; Sherman v. Riley, 43 R. I. 202, 110 Atl. 629 (1920) ; Wallin v.

Johnson City Lumber & Mfg. Co., 136 Tenn. 124, 188 S. W. 577 (1916) ; Also see (1924)
38 Harv. L. Rev. 245, 249.

"�U. S. v. Guinzburg, 278 Fed. 363 (C. C. A. 2d, 1921) ; In re Kernochan, 104 N. Y. 618,
11 N. E. 149 (1887); Hopper v. Sage, 112 N. Y. 530, 20 N. E. '350 (1889): It was

necessary for these decisions to distinguish between either the declaration date and the
record date, or the general rule and its exception; Beattie v. Gedney, 99 N. J. Eq. (Ch.)
207, 132 Atl. 652 (1926): This case presented a factual situation to which the "Connecticut
rule" could have been applied, but the court followed the general rule without referring
to its exception.
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declare specifically when those debts shall begin to exist and who those creditors
shall be."51

The term "create" means "to bring into existence."52 Hence a thing
is not created until its existence is begun. Yet the court states that the
declaration creates the debt and at the same time implies that the
declaration may specify that the debts so created shall begin to exist in
the future. The declaration cannot do both. A resolution cannot create
a debt in praesenti and declare its existence to commence in juturo.
Thus it is not clear from the court's decision in the Richter case, or from
the cases following that decision, whether the courts in those cases have
held that a debt is created by the declaration of the board of directors,
or whether the directors' resolution is a declaration that a debt both
shall be created and commence to exist in juturo upon the happening of
a condition precedent, i.e. the passage of time. It appears that the
latter is more descriptive of the decisions, but this would be opposed to
the admittedly universal rule that "the mere declaration of dividends
creates debts."

Assuming that by the mere declaration of a dividend a debt is created,
but that the title of stockholders in such dividends does not vest until
the record date, you have an anomalous situation in which the corpora
tion is a debtor without the relationship of debtor and creditor existing.
In such a situation the corporation declaring the dividend would treat
it as a liability in its financial statements from the date of its declaration
until it is paid,53 but the stockholder would not be permitted to treat the
dividend as an asset prior to the record date. The method of accounting
that would thus be imposed upon stockholders is not in accordance with
the practices currently followed by private corporations, particularly
investment trust companies and public utility holding companies, that
hold stock in other corporations among their assets.54 Present practices
n97 Conn. 364, 370, 116 Atl. 600, 603 (1922).
^Webster, New International Dictionary (2d ed. 1934) 621; Black, Law Dictionary

(3rd ed., 1933) 474.
raSee authorities cited infra note 57.
"It is the practice of such companies to include dividends receivable among the assets

shown in their published financial statements. E.g. see reports to stockholders by the

following corporations: Atlas Corporation, October 31, 1937; The Broad Street Investing
Co., Inc., December 31, 1937; National Bond and Share Corporation, December 31, 1937;
National Investors Corporation, December 31, 1937; Spencer Trask Fund, Inc., March 31,
1938; American Telephone and Telegraph Company, December 31, 1937; Engineers Public
Service Company, December 31, 1934; Standard Gas and Electric Company, December 31,
1937; and Niagara Hudson Power Corporation, December 31, 1935. These reports do not

disclose whether dividends receivable are taken into the accounts as assets on the day of
declaration or on the day of record. It is assumed, in view of accounting theory on this

subject, see note 55 infra, that such dividends are taken into the accounts as at the time
of declaration.
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in this respect not only find support in accounting theory,53 but are

recommended in uniform accounting systems prescribed by various fed
eral regulatory agencies.56
Assuming on the other hand that the directors' resolution is merely a

declaration that a debt shall be created in the future, you have a situa
tion where the declaring corporation would not be deemed a debtor until
the debtor-creditor relationship is finally established and consequently
there would be no need to treat the dividend as a liability on its financial
statements until the record date. However, such treatment even under
the foregoing assumptions would be contrary to accepted accounting and
business practice, since it is the custom to regard dividends as liabilities
from the date of their declaration until they are paid.57 Thus the same

"Esquerre, Applied Theory of Accounts (1914) 301: "... if a dividend has been

declared, its amount must be taken both as an asset and as income, even though it be made

payable months later. The legitimacy of the asset cannot be denied since after a dividend
has been declared, it cannot be rescinded unless it has been established that its declaration
was illegal." Also see, Bell, Auditing (1924) 147; Paton, Accountants' Handbook (2d
ed. 1934) 278; Paton, Essentials of Accounting (1938) 324, 32S.

"S.E.C, Uniform System of Accounts for Public Utility Holding Companies (1936)
14, Acc't No. 116: "This account shall include the amount of dividends declared on stocks
owned. Dividends shall not be included in this account before they are declared." The

foregoing � statement indicates that the declaration date determines the time at which
dividends receivable should be taken up as assets. Also see, F.C.C., Uniform Systems of

Accounts for Telephone Companies (193S) 32, Acc't No. 121; F.P.C., Uniform
System of Accounts Prescribed for Public Utilities and Licenses (1936) 23, Acc't
No. 128; I.C.C., Uniform System of Accounts for Electric Railways (1914), 82, Acc't
No. 412.

"Bell, Auditing (1924) 274: "By dividends payable is meant dividends declared but

wholly or partly unpaid. Promptly upon the declaration of a dividend it should be charged
to profit and loss or surplus and credited as a liability." Kohler and Morrison, Prin
ciples of Accounting (2d ed. 1931) 274: "There are three dates of interest in connection
with every form of dividend: (1) the date of declaration, which is the date of the board

meeting; (2) the date the stock records are closed; and (3) the date of payment. A legal
dividend once declared becomes an obligation (a current liability) to stockholders and
cannot be rescinded." Also see, Esquerre, Applied Theory of Accounts (1914) 30, 362;
Paton, Accountants' Handbook (2d ed. 1934) 1008. S.E.C., Instruction Book for

Form A-2 for Corporations, 34, item 24: Instructions for forms prescribed by the Securities

Exchange Commission under the Securities Act of 1933 for the registration of securities

require registrants to state separately in their balance sheets the amount of "dividends
declared" under the caption "Other Current Liabilities." In one stop order opinion the
Commission had occasion to comment on unpaid dividends as a liability; In the Matter
of Metropolitan Personal Loan Company, 2 S. E. C. � (1937), Securities Act Release No.
1594: "The minutes of March 10, 1936 show the declaration by the Registrant's Board of
Directors of a quarterly dividend [payable April 15 to stockholders of record] as of March

31, 1936. This dividend amounting to approximately $6000, created an immediate liability
which clearly should have been reflected in the balance sheet of March 31, 1936. If this

liability had been set up, the surplus would have been negligible. Its absence constitutes
an omission of a material fact." While the foregoing statement would have been true
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accounting problem is presented under both assumptions. The second

assumption, however, also gives rise to a rather complicated legal ques
tion, viz., may it not be inferred, if a debt does not exist until the record

date, that a dividend may be revoked at any time between the day of
declaration and the record date? There apparently are no cases that

directly support an affirmative answer to the foregoing question. It is

believed, however, that an affirmative answer can be supported by
analogy. According to the general rule the board of directors cannot

revoke a cash dividend once declared.58 This rule was qualified in a

leading Massachusetts case, Ford v. Easthampton Rubber Thread Com

pany,59 where it was held that under certain circumstances a cash dividend
could be revoked. It is usually stated that this case stands for the proposi
tion that if a cash dividend has not been announced it may be revoked.60
However, the court in McLaran v. Crescent Planing Mill Company,61
referring to Ford v. Easthampton Rubber Thread Company states that:

"The decision of that case can only be sustained upon the theory that the
declaration of the dividend did not create a debt to the stockholders, for if a

debt was thereby created, it is preposterous to say that such debt can be can

celed by the action of the debtor without the consent of the creditor. In fact,
we understand the opinion, inasmuch as it is there asserted that 'the passage of
the vote did not constitute an actual contract of the corporation with the
stockholder' as holding that the declaration of the dividend did not create a

debt; and if this be its holding, it stands out boldly, singly, and alone in this

country against an unbroken line of cases, and overwhelming weight of authority
that we are not at liberty to disregard were we so inclined, and we are not."62

Looking at the "Connecticut rule" in the light of the decision in Ford
v. Easthampton Rubber Thread Company as interpreted in the foregoing
statement, it seems that under that rule a dividend could be revoked at

any time between the day of declaration and the day of record. Conse

quently the "Connecticut rule" is contrary to the public interest in that
it will tend to cause confusion and insecurity in the purchase and sale of

corporate stocks.68

under either rule, since the record date and the balance sheet date were identical, the lan

guage used in the opinion is highly significant in the light of the instructions for Form A-2.

The idea that the declaration of a dividend creates an immediate liability' runs throughout
the above-mentioned authorities. This view is in accord with the established legal doctrine.
See note 3 supra.
""Staats v. Biograph Co., 236 Fed. 454 (C. C. A. 2d, 1916).
"lSS Mass. 84, 32 N. E. 1036 (1893).
"Fletcher, Cyc. Corp. (Perm. ed. 1932) � 5323.
"117 Mo. App. 40, 93 S. W. 819 (1906).
mId. at 51, 93 S. W. at 823.

MIf the "Connecticut rule" stands for the proposition that the corporation is not liable
for dividends declared until the record date, there would be insecurity in transactions where
stock was sold between the declaration and record dates (title to the dividend passing with
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In conclusion it is maintained that the "Connecticut rule" is not only
subject to the foregoing criticisms but that it is of very narrow applica
bility. This is borne out by the fact that only a few decisions have been
based upon it;64 indicating perhaps that even in the jurisdictions follow

ing it most disputed transactions in securities are governed by the gen
eral rule; by express agreement of the parties; or by dealings between
the parties with respect to settled customs. Thus but little, if anything,
is gained, at the expense of established legal rules of title and business

practices in corporate reporting with concomitant conflict of law and
confusion in security transactions.

ROBERT F. GRAHAM.

it due to agreement of the parties or operation of the "Connecticut rule"), inasmuch as

the corporation could revoke the dividend and the vendee would be deprived of something
for which he had given valuable consideration.
"See cases cited supra notes 14 to 19, inclusive.



RECENT DECISIONS
ADMINISTRATIVE LAW�Fact Finding Standard for Judicial Review

The Saginaw Broadcasting Company of Saginaw, Michigan, was denied a radio
station construction permit by the Federal Communications Commission. The Com
mission, after hearings, granted the permit instead to Gross and Shields, intervenors
in this appeal. The order of the Commission denying the application of the Saginaw
Company and the record on appeal contained only the ultimate fact findings and
the evidence taken at the hearings. The Federal Communications Act of 1934, 48
Stat. 1064, 1093, 47 U. S. C. � 402 (1934), provides that within 60 days of the
filing of a notice to appeal to the United States Court of Appeals for the District of
Columbia by an unsuccessful applicant for a radio construction permit, the Com-
mision shall file with the court "a full statement in writing of the facts and grounds
for its decision as found and given by it." Section 402 (e) of the same Act provides
that judicial review of the Commission's orders shall be limited to questions of
law, and that findings of fact by the Commission, if supported by substantial evi
dence, shall be conclusive unless they shall clearly appear to be arbitrary or capricious.
Held, order of the Commission reversed and remanded for lack of necessary basic
findings of fact to support the Commission's decision. Saginaw Broadcasting Co. v.
Federal Communications Commission (Gross et al., intervenors), 96 F. (2d) 554

(App. D. C. 1938).
The increasing importance of federal administrative agencies in the governmental

structure has caused the courts to emphasize the necessity for fact findings to support
decisions and orders of these quasi-judicial and quasi-legislative bodies. The United
States Supreme Court has repeatedly enunciated the duty of administrative agencies
to make fact findings, but has not yet attempted to elaborate particularly with respect
to the process and standards for administrative fact finding. Florida v. United States,
282 U. S. 194 (1930); United States v. Baltimore & Ohio Ry., 293 U. S. 454 (1935);
United States v. Chicago, M., St. P. & P. Ry., 294 U. S. 499 (1935) ; Atchison, T. &
S. F. Ry. v. United States, 295 U. S. 193 (1935); Morgan v. United States, 298 U.
S. 468 (1936). State courts have also passed on the issue of fact finding with respect
to state boards and agencies. Kewanee & G. Ry. v. Illinois Commerce Comm., 340
111. 266, 172 N. E. 706 (1930).
In the Baltimore & Ohio case, supra, Mr. Justice Brandeis stated that while formal

and precise findings were not required under Section 14 (1) of the Interstate Com
merce Act, 24 Stat. 384 (1887), 49 U. S. C. � 14 (1934); 34 Stat. 589 (1906), 49
U. S. C. � 14 (1934), this does not remove the necessity of making, where orders
are subject to judicial review, quasi-jurisdictional findings essential to their consti
tutional or statutory validity. Cf. Beaumont, S. L. & W. Ry. v. United States, 282
U. S. 74 (1930).
The court, in the principal case, goes further than in any case on the point

heretofore by specifically defining the necessary content of fact findings and enunciating
a standard, or rule, for the process of fact finding which an administrative tribunal
should follow in reaching its decision. In overruling the order of the Federal Com
munications Commission the court, speaking through Mr. Justice Stephens, said:
"The [fact finding] process necessarily includes at least four parts: (1) evidence
must be taken and weighed, both as to its accuracy and credibility; (2) from atten

tive consideration of this evidence a determination of facts of a basic or underlying
nature must be reached; (3) from these basic facts the ultimate facts, usually in
the language of the statute, are to be inferred, or not, as the case may be; (4) from
this finding the decision will follow by the application of the statutory criterion."

87



88 The Georgetown Law Journal [Vol. 27

Thus, in clarifying the fact finding issue by laying down, a rule of action for admin
istrative tribunals, the court has made a valuable contribution against encroachments
on individual property rights and has delivered a sharp blow at possible Star Chamber

proceedings which might develop under the broad grants of power vested in the
Federal Communications Commission and sister agencies. The principal case makes
it very plain that basic facts must be shown in sufficient amount by the Communica
tions Commission before the court will uphold the Commission's orders. Ultimate

findings in the broad language of the statute unsupported by the basic facts are of
no value. See Heitmeyer v. Federal Communications Commission, 68 App. D. C. 180,
(1937). The court re-emphasized its ruling in the principal case in Tri-State Broad

casting Co. v. Federal Communications Commission, 96 F. (2d) 564 (App. D. C.

1938), decided the same day as the principal case.
Following the decision in the Saginaw case the intervenors applied to the United

States Supreme Court for a writ of certiorari alleging as reversible error the untime-
liness of the Saginaw Company's appeal from the Commission's order. In the prin
cipal case the court had held against this contention by ruling that the filing of a

petition for rehearing before the Commission suspended the running of the period
for appeal from the Commission's order, and an appeal taken by filing of notice of,
and reasons for, appeal within 20 days after the Commission's final decision against
the petition for rehearing was timely. Federal Communications Act, 48 Stat. 1064,
1068, 1093, 1095, 47 U. S. C. �� 151, 155, 402, 405 (1934). Certiorari was denied.
Gross v. Saginaw Broadcasting Co., U. S. Sup. Ct., (1938), 5 U. S. L. Week. 1374.
See also Red River Broadcasting Co., Inc. v. Federal Communications Commission,
U. S. Sup. Ct., (1938), 5. U. S. L. Week. 1487.

ALLAN B. MILLER.

CONFLICT OF LAWS�Divorce�Comity

Plaintiff and defendant were respectively wife and husband residing in the District
of Columbia. On February 17, 1925, they executed a separation contract making a

property settlement between themselves, reciting that they had finally abandoned
all intention of continuing marital relations, and had agreed to live apart. The
husband agreed to pay the wife $35.00 per month for her support and maintenance.
He paid these maintenance installments regularly. The appellant continued to reside
in the District of Columbia. Appellee later removed to Maryland where he estab
lished a bona fide domicil; and there commenced a suit for absolute divorce on the
ground of desertion. Service of process was secured upon the appellant by publica
tion, in strict compliance with the law of Maryland. The following March, without
the knowledge of the appellant, a decree of divorce was granted the appellee. He
remarried two years later. Appellant then sued appellee in the District of Columbia
for a limited divorce on the ground of cruelty. She later amended her bill by adding
an alternative prayer that the Maryland decree be declared null and void and that
she be declared the lawful wife of the appellee. Her bill was dismissed by the
lower court. Appellant made several assignments of error, but on appeal abandoned
all of them except that, "it is contended that regardless of whatever validity the
decree may have in Maryland it is not entitled to full faith and credit here . . . ".
Held, assuming the correctness of the appellant's contention it does not follow that
the lower court was in error in dismissing the bill. It is quite proper for the District
of Columbia to recognize the decree as a matter of comity, unless considerations
of public policy forbid such recognition. Under the conditions of the present case,
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no children being involved, and the parties having recognized their incompatibility,
it is more in the interest of public policy to validate the remarriage than to set it
aside. Hellmuth v. Hellmuth, 98 F. (2d) 431 (App. D. C. 1938), cert, denied, U. S.
Sup. Ct., (1938) 6 U. S. L. Week 126.
The Supreme Court of the United States has defined comity in these words:

"Comity is not a rule of law, but one of ... . practice, convenience and expediency
Its obligation is not imperative Comity persuades but does not

command .... It demands of no one that he shall abdicate his individual judgment,
but only that deference shall be paid to the judgment of other co-ordinate tribunals."
Stover Mfg. Co. v. Mast, Foos & Co., 177 U. S. 485, 488 (1900). This definition has
been widely adopted and applied. Continental Securities Co. v. Interborough Rapid
Transit Co., 165 Fed. 945, 960 (C. C. S. D. N. Y. 1908) ; Torrey v. Hancock, 184
Fed. 61, 69 (C. C. A. 8th, 1910); Norwich Union Fire Insurance Society v. Stanton,
191 Fed. 813, 815 (C. C. A. 2d, 1911). Thus, except for constitutional provisions,
the law of no state can have effect beyond the bounds of the state imposing it,
unless by permission of the state where it is allowed to operate. Atkinson v. Atkin
son, 65 App. D. C. 241, 82 F. (2d) 847 (App. D. C. 1936). When then shall comity
be extended? This rests entirely in the discretion of the court upon due consideration
of public policy. The courts are the final judges of the occasions on which the exer

cise of comity will or will not make for justice or morality. Hubbard v. Hubbard,
228 N. Y. 81, 126 N. E. 508 (1920). There can, of course, be no answer, in the lack
of circumstances showing abuse, Davis v. Davis, 96 F. (2d) 512 (App. D. C, 1938),
when the decision rests on judicial discretion; but is it necessary to rest this case

upon such an arbitrary conclusion, or upon such broad and ill defined principles?
In order to grant a valid divorce against a non-domiciled spouse a court must, in

some way, get jurisdiction over the interest of that spouse in the marital status. 1

B'eale, Conflict of Laws (1935) � 113.11. In Haddock v. Haddock, 201 U. S.
562 (1906), it was decided that a valid divorce entitled to "full faith and credit"
could be granted against a non-domiciled spouse, where such spouse compelled the
the domiciled spouse to seek a new domicil because of the wrong of the other. Thus
it is to be seen that a valid divorce entitled to "full faith and credit" can be obtained,
where one spouse puts it in the power of the other to rightfully acquire a separate
domicil. But, it can not be contended that such right can be obtained only by the
wrong of the other spouse. Although not decided in Haddock v. Haddock, supra, nor
in any other case before the Supreme Court of the United States, it is manifest that
such right is acquired by the mutual and voluntary agreement of the parties to live
separately and apart. Restatement, Conflict of Laws (1934) � 113. By so

consenting to such separation each spouse subjects his interest in the marital status
to the law of the domicil of the other. Beale, Conflict of Laws � 113.11 (1935).
It was so held in Sudbury v. Sudbury, 179 Iowa 1039, 162 N. W. 209 (1917); and
the same conclusion was reached in Rinaldi v. Rinaldi, 94 N. J. Eq. 14, 118 Atl.
685 (1922).

C. JONATHAN HAUCK, JR.

CONSTITUTIONAL LAW�Agricultural Adjustment Act of 1938

Plaintiffs are tobacco growers in Florida and Georgia. They filed a bill quia timet in
the State court seeking to enjoin the defendants, tobacco warehousemen in Valdosta,
Georgia, from retaining and paying to the United States one half of purchase price
of tobacco sold over the several marketing quotas allotted to plaintiffs under �� 311,
312, 313 and 314 of the Agricultural Adjustment Act of 1938, 52 Stat. 31, 7 U. S.
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C. A. � 1281 (Supp. 1938). The case was removed to the District Court of the

United States for the Middle District of Georgia, for trial before a three-judge
court as a case arising under a law regulating commerce. 36 Stat. 1092 (1911), 28

U. S. C. � 41(8) (1934). Plaintiffs amended the bill to seek a decree declaring the

said sections of the Agricultural Adjustment Act unconstitutional as being beyond
the power of Congress since its real purpose is to control the production of tobacco,
a local activity. Plaintiffs maintained, in addition, that it was a taking of property
without due process of law, especially as applied to the crop of 1938, due to the

fact that quotas were not allotted until after the planting season had begun. The

United States intervened to defend the Act. Held, (one judge neither concurring
nor dissenting) bill dismissed. Mulford et al. v. Smith et al., M. D. Ga., (1938) 6

U. S. L. Week 162.
This is the first test of the 1938 Act.
The declaration of policy of the Act states that its purpose is "to regulate inter

state and foreign commerce in cotton, wheat, corn, tobacco and rice to the extent

necessary to provide an orderly, adequate, and balanced flow of such commodities in
interstate and foreign commerce through . . . marketing quotas . . . ", and other
means. 52 Stat. 31, 7 U. S. C. A. � 1281 (Supp. 1938).
It is well recognized that Congress has the power to regulate anything which

burdens interstate commerce, as that power is limited only by the Constitution itself.

Addystone Pipe & Steel Co. v. United States, 175 U. S. 211 (1899) (conspiracy to

raise prices); Stafford v. Wallace, 258 U. S. 495 (1922) (regulation of live stock

dealers); and N.L.R.B. v. Jones and Laughlin Steel Corporation, 301 U. S. 1 (1937)
(unfair labor practices).
The 1938 Act is clearly distinguishable from the Agricultural Adjustment Act of

1933, 48 Stat. 31 (1933) 7 U. S. C. � 601 (1934). In that Act Congress attempted
to control and regulate farm production, placing a processing tax on agricultural
products so as to give certain benefit payments to farmers for withdrawing acreage
from production. Congress was held to have exceeded its taxing powers as the sole

purpose for its use was to control the growing of agricultural products, a strictly
local activity. United States v. Butler, 297 U. S. 1 (1936).
This new Act does not penalize or forbid the production of tobacco. Section

312(a) of this Act places a duty on the Secretary of
1

Agriculture to fix marketing
quotas when the latest statistics show that the total supply of flue-cured tobacco
will be above the "reserve supply level". It is apparent that the marketing of
tobacco is in the direct flow of interstate commerce as tobacco is grown in over half
of the States and is prepared for consumption mainly in North Carolina and
Virginia. In addition, exports to foreign countries total 70 percent of the domestic
consumption.
A stable supply is necessary to achieve orderly marketing. A relatively small excess

supply causes wide fluctuations in prices received by growers and affects their income
and ability to buy manufactures moving in interstate commerce. The failure of
numerous cooperatives to bring order into tobacco marketing showed a need for a

regulation of the entire market. H. R. Rep. No. 1645, 75th Cong., 2d Sess. (1937).
Such regulation is clearly within Congressional powers unless there is a clear usurpa
tion or the effect on interstate commerce is non-existent. Stafford v. Wallace,
supra. Tobacco is grown to be marketed. Farming is a local industry which
cannot be controlled by the United States under its taxing power when the
tax is a mere incident of such regulation. United States v. Butler, supra. But
if there is a real and substantial relationship between the intrastate and the inter
state activity, the intrastate may also be controlled under the Federal commerce
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power to the extent necessary for proper regulation of the interstate. Southern Ry.
v. United States, 222 U. S. 20 (1911).
It is true that tobacco growers will tend to bring their crops within the limits

of the quotas allotted to them. This may indirectly result in a type of voluntary
control of crops, but only indirectly, for it "is a mistaken theory" that "treats the
source of the injury rather than its effect upon interstate commerce, as the criterion
of Congressional power". Second Employers' Liability Cases, 223 U. S. 1, 51 (1912).
The Act does not seek to fix the price of tobacco. With the marketing processes

stabilized, prices will have a tendency to remain at a uniform level and thus eliminate
the chief factor causing the dislocation of interstate commerce. The effect of quotas
on the price structure .is quite like that of tariffs; but a Federal tax on imports to

protect American industries, rather than to raise revenue, is not unconstitutional.
/. W. Hampton & Co. v. United States, 276 U. S. 394 (1928). Prices may be regu
lated directly, if necessary, without contravening due process. Nebbia v. New York,
291 U. S. 502 (1934). The chief effect of the penalty will be to discourage marketing
in excess of the quota as the returns the grower will receive for that sold in excess

will not usually cover costs of production.
The contention that it was taking property without due process because the

quotas were allotted after the planting season had begun is without any merit. Cf.
Boston Beer Co. v. Mass., 97 U. S. 25 (1877).
The sections of the 1938 Act applying to the marketing of tobacco undoubtedly

provide the most favorable test of the law for the United States. There is no at

tempt made to restrict or control crops by means of acreage allotments or to use

acreage allotments even as a means to arrive at the marketing quota. A specified
number of pounds, directly arrived at, under the general rules laid down by Con

gress, is the basis for the individual marketing quotas. For the other crops, however,
acreage is used as an aid in establishing market quotas.
A final hearing may be expected in December and with only eight justices serving as

at present, the validity of the tobacco marketing provisions of the Act could be
upheld even by a split decision.

EDWARD H. ADZIGIAN.

CONSTITUTIONAL LAW�Sovereign Immunity from Suit

Under Private Acts of Congress waiving statutes of limitations and immunity of
the Government from suit, suits were brought against the United States for damages
sustained as the result of alleged negligence of the inspectors of the Bureau of
Animal Industry of the United States Department of Agriculture, in dipping, in

specting and certifying for interstate transportation tick infested cattle. From judg
ments awarded by the District Court, the United States appealed on the ground
that the negligence alleged was in no case proven. Held, the Government's liability
under the Acts authorizing suit must be determined by the established principles of the
law of tort as in cases between private parties, and so tested plaintiffs had failed
to prove a cause of action. United States v. Russell & Tucker et al., 95 F. (2d) 684

(C. C. A. 5th, 1938) ; United States v. Price et al, 95 F. (2d) 687 (C- C. A. 5th,
1938) ;United States v. Porter Brothers & Biffle et al, 95 F. (2d) 694 (C. C. A.

5th, 1938).
It is elementary that the United States can not be sued without its consent.

Lynch v. United States, 292 U. S. 571 (1933); Wells v. Roper, 246 U. S. 335 (1918).
The question whether the United States is a party in interest as defendant is deter-
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mined by the question of the effect of the judgment or decree which can be entered
and not by the merely nominal party on the record. Kansas v. United States, 204

U. S. 331 (1907). The immunity of the United States recognizes no distinction
between cross-bills and original bills, or between ancillary suits and original suits,
but extends to suits of every class. Illinois Central R. R. v. State Public Utilities

Comm., 245 U. S. 493 (1918); United States v. McLemore, 4 How. 286 (U. S.

1845).
By successive acts of Congress, the United States has consented to be sued upon

its contracts, either in the Court of Claims or in a district court of the United
States.

Although the Constitution provides "... nor shall private property be taken
for public use, without just compensation", U. S. Const., Amend. V, there was,
until 1855, no legal means of making the provision effective. Congress alone could

grant redress. Borchard, Government Liability in Tort (1924) 34 Yale L. J. 1. By
the Act of February 24, 1855, the Court of Claims was established to hear and
determine all claims founded upon any law of Congress, or upon any regulation of an
executive department, or upon any contract with the government of the United
States. Rev. Stat. � 1049 (1875), 28 U. S. C. � 241 (1934). The Act of March 3,
1863, enlarged the jurisdiction so as to include all set-offs, counter claims, claims for

damages, or other demands, on the part of the Government against any person making
a claim in the court. Rev. Stat. � 1060 (1875), repealed 36 Stat. 1087, 1168, 28
U. S. C. �� 434, 761. By the Tucker Act of March 3, 1887, the Court of Claims was

given jurisdiction to hear and determine all claims founded upon the Constitution of
the United States, or upon any law of Congress, except for pensions, or upon any
regulation of an executive department, or upon any contract, expressed or implied,
with the government of the United States, or for damages, liquidated or unliqui
dated, in cases not sounding in tort. 24 Stat. 505 (1887), 28 U. S. C. � 41 (1934).
By the same Act, the district courts of the United States were given concurrent

jurisdiction with the Court of Claims where the amount of the claim did not exceed
$1000. The circuit courts were given similar jurisdiction in all cases where the
amount exceeded $1000 and did not exceed $10,000. Peelle, Origin and Jurisdiction
of United States Court of Claims (1922) 10 Georgetown Law Journal 1.
The Supreme Court has very materially limited the application of the Tucker

Act, supra. United States v. Jones, 131 U. S. 1 (1889). The clause "sounding in
tort" has been given a wide interpretation. In Bigby v. United States, 188 U. S.
400, 403 (1903), it is said, "It is clear that the Act excludes from judicial cognizance
any claim against the United States for damage in a case 'sounding in tort' ". And
in the same case at p. 407, the Court said, "It thus appears that the court has
steadily adhered to the general rule that, without its consent given in some act of
Congress, the government is not liable to be sued for the torts, misconduct, mis
feasances or laches of its officers or employees. There is no reason to suppose that
Congress has intended to change or modify that rule. On the contrary, such liability
to suit is expressly excluded by the act of 1887". Nor will the Supreme Court permit
the settled distinction between contract and tort to be evaded by allowing a claimant
to frame his claim as upon an implied contract. Hill v. United States, 149 U. S. 593
(1893).
Congress alone can give or withhold relief where the claim is founded on the

wrongful proceedings of an officer of the Government. Schillinger v. United States,
155 U. S. 163 (1894).
Congress has sparingly enacted any general relief for the settlement of tort

claims. By the Act of June 25, 1910, the Court of Claims was given jurisdiction
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to hear and determine claims for the tortious acts of the Government in the infringe
ment of patents. 36 Stat. 851 (1910), 35 U. S. C. � 68 (1934). A Federal Em

ployees' Liability Act was passed, establishing an Employees' Compensation Com
mission to provide compensation for disability or death of an employee resulting
from a personal injury sustained while in the performance of duty. 39 Stat. 742

(1916), 5 U. S. C. � 751 (1934). A Suits in Admiralty Act was passed in 1925,
authorizing suits against the United States for damage caused by, and salvage
service rendered to, public vessels of the United States. 43 Stat. 1112 (1925), 46
U. S. C. � 781 (1934). Numerous acts were passed conferring on certain Depart
ment heads a limited power to settle tort claims. 40 Stat. 364 (1917), 5 U. S. C.
� 209 (1934); 37 Stat. 586 (1912), 5 U. S. C. � 208 (1934); 41 Stat. 1436 (1921),
31 U. S. C. � 218 (1934). In 1922 the Underhill Small Tort Claims Act was

enacted. 42 Stat. 1066 (1922), 31 U. S. C. � 215 (1934). By this Act power was

conferred on the head of each executive department and independent establishment
to settle claims for damage to, or loss of, privately-owned property not exceeding
$1000 caused by the negligence of any officer or employee of the Government acting
within the scope of his employment. This is the only tort claims statute of general
application. A statute creating a liability upon the Government for torts was passed by
Congress in 1929 but given a pocket veto by President Coolidge. H. R. 9285, 70th

Cong., 2d Sess. (1929); S. 4377, 70th Cong., 2d Sess. (1929); Sen. Rep. No. 1699,
70th Cong., 2d Sess. (1929); McGuire, Tort Claims Against the United States (1931)
19 Georgetown Law Journal 133. A greatly improved Federal Tort Claims Bill was
prepared by the Committee of Claims of the two houses of Congress in 1933. Sen.
Rep. No. 658, 72 Cong., 1st Sess. (1933). This bill, if passed, would have provided for
allowance and payment of claims for damages to property up to $50,000 caused by
the negligence of any officer or employee of the Government within the scope of
his office or employment, and not arising out of contract. For personal injuries or

injury resulting in death, liability was limited to $7500. Borchard, The Federal
Tort Claims Bill (1933) 1 U. of Chi. L. Rev. 1. The bill failed of enactment.

Hence, under the law today there is no general recognition of claims against the
United States in excess of $1000 in amount for tortious injury to property, and
none whatever of claims of civilians not connected with the Federal Government
for tortious injury or death. Claimants seeking relief for tort claims must, with
the exceptions noted above, adjure Congress for relief as was done in the principal
case.

C. ALBERT FEISSNER.

INSURANCE�Automobile Liability�Additional Assured

Plaintiff, as administratrix, brought an action in the United States District Court
against defendant insurance company for the wrongful death of decedent, occasioned
by the negligent operation of an automobile upon which defendant had written a

policy. Prior to the accident, the named assured had given her son permission to
drive to the Washington Woolen Mills to see a friend. The son .picked up several
friends there, including decedent, and proceeded to Colonial Beach to attend a dance.
The accident occurred on the way home from the dance, the car being driven at
the time, with the son's permission, by one of his friends. The court found as a

fact that the son had no general permission to use the car, and that he had no

special permission to use it to go to Colonial Beach. The clause in the policy upon
which plaintiff relied read: "The insurance granted by this policy shall apply to

additional Assured as follows: any person or organization using the automobile or
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legally responsible for its use, provided such use is with the permission of the
named assured . . . ". Held, at the time of the accident the son of the named
assured was using the car with the permission of the named assured, and was there
fore an additional assured within the contemplation of the policy. Jones v. New York

Casualty Co., 23 F. Supp. 932 (E. D. Va. 1938).
There is much diversity of opinion in decisions contruing the phrase "with the

permission of the named assured". The authorities agree that the question is one of

fact, but vary widely in conclusions deduced from a given situation. Compare Trotter
v. Union Indemnity Co., 33 F. (2d) 363 (W. D. Wash. 1929), aff'd, 35 F. (2d) 104

(C. C. A. 9th, 1929) with Odden v. Union Indemnity Co., 156 Wash. 10, 286 Pac.
59 (1930), where opposite results were reached from the same set of facts. Per
mission to use the car need not be expressly granted, but may be implied. It may
be continuous, and deduced from the relationship of the parties, Maryland Casualty
Co. v. Hoge, 153 Va. 204, 149 S. E. 448 (1929). It may be implied from the circum
stances of the loan and the exigencies of the situation, Aetna Life Insurance Co. v.
Chandler, 193 Atl. 233 (N. H. 1937), or the prior acts of the parties, Maryland
Casualty Co. v. Roman, 37 F. (2d) 449 (C. C. A. 2d, 1930).
The most definite cleavage of authority occurs in cases where a limited permission

to use the car is granted, and the bailee departs from the use for which the auto

mobile was loaned, and uses it for a different purpose.
One line of decisions holds that, in the absence of a general permission, the person

seeking to qualify as an additional assured must have been using the automobile at
the time, place and under the circumstances intended by the named assured when
he loaned the car. Thus, it has been held that a person using a car for a joy ride in
the afternoon, after having been permitted to use it in the morning to go to a funeral,
was not an additional assured, Fredericksen v. Employers Liability Assurance Corp.,
26 F. (2d) 76 (C. C. A. 9th, 1928). An employee who had exclusive custody of a

company automobile, but who had been instructed to use it only in his work was

held not to be an additional assured when the accident occurred while he was

using the car for pleasure outside of business hours, Kazdan v. Stein, 26 Ohio App.
455, 160 N. E. 506 (1927), aff'd 118 Ohio St. 217, 160 N. E. 704 (1928). Other
cases following this view include Denny v. Royal Indemnity Co., 26 Ohio App. 566,
159 N. E. 107 (1927); Indemnity Insurance Co. v. Sanders, 169 Okla. 378, 36 P.
(2d) 271 (1934); Cf. Penza v. Century Indemnity Co. of Hartford, Conn., 119 N. J.
L. 448, 197 Atl. 29 (1938) with Rikowski v. Fidelity Casualty Co. of N. Y., 117
N. J. L. 407, 189 Atl. 102 (1937).
Another line of cases, headed by Dickinson v. Maryland Casualty Co., 101 Conn.

369, 125 Atl. 866 (1924), followed in the instant case, holds that a person to qualify
as an additional assured need only have permission to take the car in the first
place. A subsequent departure from the original purpose is immaterial. Jefson v.

London Guarantee and Accident Co., 293 111. App. 97, 11 N. E. (2d) 993 (1937);
Parks v. Hall, 189 La. 849, 181 So. 191 (1938), overruling Parks v. Hall, 179 So.
868 (La. 1937); Peterson v. Moloney, 181 Minn. 437, 232 N. W. 790 (1930);
Stovall v. N. Y. Indemnity Co., 157 Tenn. 301, 85 S. W. (2d) 473 (1928).
The Stovall case represents the furthest extention of this doctrine to the present

time. In that case a salesman was permitted to drive a company car but had been
instructed not to use it for personal purposes. He returned the car to the place
where it was stored when he no longer needed it for his work, but on the day in
question retained the claim check. After work he took the car again, and an accident
took place while he was driving to a town 135 miles distant to see a friend. It was

held that the salesman was an additional assured within the meaning of the policy.
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The court rested its decision upon the theory that original permission is all that is

necessary, and any subsequent deviation is inconsequential. It emphatically rejected
the doctrine, suggested by way of dictum in Fredericksen v. Employers Liability
Assurance Corp., supra, that the proper test was whether there had been a slight
or a material deviation.
It is pointed out by courts following this latter line of cases that the person buying

this type of insurance does so with the object of protecting persons using his auto

mobile with his permission. It is to be expected that more or less material deviations
will often be made from the purpose for which the car was loaned. The insurance

company writes the contract, and it has the power to modify the clause so as to
limit liability to cases where the person seeking to recover as an additional assured
has received permission to use the car as and when it was 'being used at the time of
the accident. If the insurer elects to use an ambiguous phraseology, the clause
should be given the broadest possible interpretation in favor of the insured. The court

may then confine itself to ascertaining whether original permission was granted, and
not be compelled to determine the exact limits of the permission.

OGDEN H. CHAMBERLAIN.

LABOR LAW�Labor Disputes�Due Process in Procedure

When the employees of a telegraph company, who had been on strike, desired
to return to work, the company reinstated all but the five most active union men.

The National Labor Relations Board found that, although no unfair labor practice
was committed by the company prior to the strike, the company's refusal to reinstate
the five men because of their union activities was a violation of Sec. 8 (1), and
Sec. 8 (3) of the National Labor Relations Act, 49 Stat. 449, 29 U. S. C. �� 151-
166 (Supp. 1935). The Ninth Circuit Court of Appeals, however, twice refused to

enforce the Board's order of reinstatement, 87 F. (2d) 611 (1937); 92 F. (2d) 761

(1937), and the Supreme Court granted certiorari. Respondents, after questioning
the jurisdiction of the court, assailed the order on the grounds that the strikers
were not within the protection of the National Labor Relations Act and the Board
was therefore without authority to act; and that the Board, in changing its complaint
during the hearings, and in failing to issue an intermediate report for the purpose
of allowing exceptions to it to be filed before it issued its order, acted without due

process. Held, that the Court had jurisdiction, that the striking employees remained
within the protection of the Act and the Board's order was, therefore, valid; that
there was no lack of due process in the procedure of the Board. N. L. R. B. v.

Mackay Radio & Telegraph Co., 304 U. S. 333 (1938).
The Court rejected the contention of the respondent that, since the men were

unwise in striking and that the strike was not the result of an unfair labor practice
on its part, there could be no labor dispute within the meaning of the Act. Such
a contention, it was pointed out, resulted from a confusion of the terms "unfair
labor practice" and "labor dispute." The character of a labor dispute is not changed
by the employer's lack of guilt in causing it. Since the strikers were engaged in a

current labor dispute, they remained employees within the meaning of Section 2

(3) of the Act, and were entitled to the Act's protection. On this question there
was no conflict of opinion among the Circuit Courts of Appeals. Jeffery-DeWitt
Insulator. Co. v. N.L.R.B., 91 F. (2d) 134 (C. C. A. 4th, 1937); N.L.R.B. v. Bell
Oil and Gas Co., 91 F. (2d) 509 (C. C. A. 5th, 1937) ; Black Diamond S.S. Co. v.
N.L.R.B., 94 F. (2d) 875 (C. C. A. 2d, 1937). The Ninth Circuit Court of Appeals
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itself held that a striking employee may remain an employee within the meaning
of the Act, and be entitled to its protection, and declared that its ruling in the

Mackay case did not hold otherwise. N.L.R.B. v. Carlisle Lumber Co., 94 F. (2d)
138 (C. C. A. 9th, 1937).
The striking employees, however, did not have an absolute right to reinstatement.

The Court's opinion made it clear that it was not an unfair labor practice on the

part of the company to replace the strikers with other employees, and that the

company did not have to discharge its new recruits in order to provide employment
to the strikers when they chose to return to their jobs. But, when the company
did choose to reinstate the strikers, it could not, in reinstating them, discriminate
on the basis of their union activities. Such discrimination was forbidden by the Act.
The right of strikers to reinstatement, and the power of the Board to order re

instatement even if recruits hired during the strike have to be discharged, must not
be considered as being denied by the court. In the principal case, the unfair labor

practice was not committed until after the employees had gone on strike. Since an

employer's freedom to hire new employees is not restricted until an unfair labor

practice is committed, Black Diamond S.S. Corp v. N.L.R.B., supra, the telegraph
company was free to hire replacements and could not have been compelled to dis

charge them had it not subsequently violated the Act. However, where an unfair

labor, practice is committed prior to, or results in, a strike there is little question
but that the Supreme Court will hold that the Board has the power to order re-

insatement of the strikers even if new employees have to be dismissed. In one case

in which a Circuit Court of Appeals enforced such an order, the Supreme Court
denied certiorari. N.L.R.B. v. Remington-Rand Inc., 94 F. (2d) 862 (C. C. A. 2d,
1938); cert, denied, 58 S. Ct. 1046, 1061 (1938). Another case involving such an

order, N.L.R.B. v. Columbian Enameling and Stamping Co., 96 F. (2d) 948 (C. C. A.
7th, 1938) will be before the Court during the new term.

Having found that there had been an unfair labor practice, the Board was within
its authority in ordering reinstatement. N.L.R.B. v. Pennsylvania-Greyhound Lines,
303 U. S. 261 (1938). The argument of respondent that the Act, in creating a rela
tion of employer and employee where none existed, was unconstitutional, was re

jected by the Court in holding that the original relationship had, under the Act,
never been terminated. Congress, it held, acted within its powers in allowing the

relationship to be continued because it ". . . may impose upon contractual relation

ships reasonable regulations calculated to protect commerce against industrial
strife . . ." citing N.L.R.B. v. Jones and Laughlin Steel Corp., 301 U. S. 1, 48 (1937).
In upholding the procedure of the Board, the Supreme Court clarified further the

requirements of due process in procedure before administrative bodies. Respondent
attacked the procedure of the Board on two grounds: (1) that the original complaint
against it had been withdrawn after all the evidence was in, and a new complaint
substituted, and that the Board finally reverted to its position in the original com
plaint in making its findings; (2) that the Board in proceeding under No. 37 of the
Rules and Regulations of the N.L.R.B. in taking the case from the trial examiner be
fore he filed an intermediate report, denied to it the opportunity to file exceptions to
such a report. The effect of both, it was claimed, denied the respondent the right
to be notified of the complaint against it and the right to have the issues before
the Board clearly defined. The Court, however, characterized the first contention as

being "highly technical." Said the Court, ". . . At no time during the hearings
was there any misunderstanding as to what was the basis of the Board's complaint."
The entire evidence was directed to the fact whether there was discrimination against
the five strikers in denying them reinstatement. The Board's failure to direct that
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an intermediate report of an examiner be prepared, or to file its own preliminary
report of its findings and conclusions, was likewise held not to be a denial of due
process, because at all times the issues and contentions of the parties were clearly
defined.
The procedure of the Board under No. 37 of the Rules and Regulations had been

previously criticized in Consolidated Edison Co. of N. Y. v. N.L.R.B., 95 F. (2d) 390
(C. C. A. 2d, 1938), and had been gravely questioned after the opinion in Morgan v.

United States, 304 U. S. 1 (1938), had been rendered by the Supreme Court a few
weeks prior to the opinion in the principal case. In the Morgan case, the Court held
that the failure of the Secretary of Agriculture to submit the findings of his subordi
nates to the appellants, and to allow them to file exceptions, was a denial of due process
of law. In that case, however,, the findings which the Secretary of Agriculture failed
to show appellants, and on which he based his order, constituted the entire evidence
against the appellants. In the principal case, however, the respondent was at all
times aware of the issues involved, was present when all the evidence against it was

introduced, and was permitted to challenge all evidence. This distinction between the
procedure in the Morgan case and in the principal case was reiterated by the Court
in its opinion denying a petition for rehearing of the Morgan case, 304 U. S. 23

(1938). Substance and not form determines the presence or lack of due process.
Where there is adequate notice and an adequate opportunity to be heard, no one

has a constitutional right to a particular form of notice, or a particular kind of hearing.

PHILIP TREIBITCH.

MUNICIPAL CORPORATIONS�Municipal Subsidies and Ownership of Industrial
Enterprises

The City of Winona sought to validate bonds to be issued under a statute (Miss.
Laws 1st Ex. Sess. 1936 c. 1) embodying an Industrial Plan to be administered and
controlled by the Industrial Commission. The object of the plan, as stated in the
preamble, is the "balancing of agriculture and industry and the ending of unemploy
ment". Municipalities are empowered, with the consent of the Commission, to issue
bonds to raise funds with which to acquire, erect and equip industrial enterprises
which the municipalities may operate, sell, lease, or otherwise dispose of on such
"terms and conditions as will best promote and protect the public interest." Fulfilling
the prerequisites of the statute, the city issued these bonds to enable it to build and
then lease a factory for the manufacturing of hosiery, knitting and wearing apparel.
Albritton, a taxpayer, objected. Held (one justice dissenting), the bonds were issued
for a public purpose and the due process provisions of the United States and Missis

sippi constitutions were not violated. Albritton v. City of Winona, 178 So. 799 (Miss.
1938), appeal dismissed, 303 U. S. 627 (1938).
Whether the municipality may engage in enterprises usually owned and operated

by private individuals depends upon whether the enterprise is affected with a public
purpose. Green v. Frazier, 253 U. S. 233 (1920). Some courts hold that public
convenience alone is sufficient to affect a business with a public purpose. Pittsburgh
v. Scott, 1 Pa. 309 (1845); People v. Salem, 20 Mich. 452 (1870). Other courts

maintain that public necessity is a requisite to affectation with a public interest.
Holton v. Camilla, 134 Ga. 560, 68 S. E. 472 (1910) ; Allen v. Inhabitants of Jay, 60
Me. 124 (1872). The purpose being public, taxes may be levied for such purpose
and the due process clauses of the state and federal constitutions are not violated

thereby; but if the purpose be private, then the taxation constitutes a taking of
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private property without due process of law, although in a collateral manner the pub
lic may be benefited. The demarcation point between public and private purposes
is not easy to discern. Loan Ass'n v. Topeka, 20 Wall. 655 (U. S. 1874).
Judicial history has demonstrated that public purpose is an expanding concept.

"In deciding whether the object for which taxes are assessed is a public or private
purpose we cannot leave out of view the progress of society, the change of manners
and customs, and the development and growth of new wants .... which may . . . .

call for a new exercise of legislative power." State v. Toledo, 48 Ohio St. 112, 140

(1891). In recent years states and their subdivisions have entered on projects to

promote the public welfare which in the past have been considered entirely within
the domain of private enterprise: (manufacturing and selling farm products) Green
v. Frazier, supra; (maintaining icehouse) Bolton v. Camilla, supra; (maintaining a

coal yard) Jones v. Portland, 245 U. S. 217 (1917); (selling gasoline and oil) Stan
dard Oil Co. v. Lincoln, 114 Neb. 243, 208 N. W. 962 (1926). Within this sphere
of action novelty should impose no veto, for the prolonged inactivity of governmental
power does not militate against its legality when exercised. Sun Publishing Ass'n v.

Mayor, 8 App. Div. 230, 40 N. Y. Supp. 607 (1st Dep't 1896); German Alliance
Ins. Co. v. Kansas, 233 U. S. 389 (1914). In the instant case textile manufacturing
for the first time has been raised to the position of an industry affected with a public
purpose, and that only in view of the surrounding circumstances which required
public ownership. Some courts have held that manufacturing is not affected with
a public purpose. See Holton v. Camilla, supra, at 567, 568; Opinion of the Justices,
155 Mass. 598 (1892). The concurring opinion in the principal case states that the
only public interest involved is in regard to ending unemployment. In this respect
the statute resembles an emergency measure for the public benefit.
If the purpose for which the property is taken is public, the determination of

the legislature that the necessity for so taking it exists is conclusive. But the legis
lature's determination that the purpose is public does not preclude the court from

questioning the fact. Allen v. Inhabitants of Jay, supra. Judicial review is limited
to power in such cases and excludes policy. Chicago, B. & Q. Ry. v. McGuire, 219
U. S. 549 (1911). The power exists if there is a substantial relation of the method
to the public objects (i.e. the general welfare or public convenience). Chicago, B. &
Q. Ry. v. Illinois, 200 U. S. 561 (1906). Before the courts will interfere, there must
be an abuse of power going clearly beyond the necessities of the case, and it must
assume the character of an arbitrary and unreasonable fiat. Leary v. Adams, 226 Ala.

472, 147 So. 391 (1933); Minnesota v. Barber, 136 U. S. 313 (1890). In determining
whether there is an abuse of power, the court will look to the reasons stated in the
preamble of the act for guidance, but will not be limited by it, for extrinsic facts
must and will be considered. Hence, the preamble does not affect the validity of
the statute but serves to exfoliate to some extent the legislative intent. Lothrop v.

Stedman, 42 Conn. 583 (1875).
Although at first the case at hand may seem revolutionary, it merely applies old

law to a new situation�which is a method by which legal progress is achieved. The
implications of the decision are multiple and as yet new and untried. The salient

question the court leaves hanging in the air is, what is to stop the legislature from
extending public ownership to all private industries under these circumstances? This

point is taken up by the dissenting opinon in which the majority of the court is
belabored for not finding or even hinting to the solution to this problem.

FREDERICK REINHOLD TOURKOW.
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STATUTE OF FRAUDS�Contract not to be performed within a year

By a written contract of March 31, 1928, the plaintiff agreed to sell and the
defendant to buy buttermilk for the ensuing five years. In January, 1931, the
market price of buttermilk falling far below the contract price, the plaintiff con

sented to a reduction in the price for the calendar year of 1931. In return the de
fendant orally agreed to extend the contract to March 31, 1934, at the contract

price. The defendant, however, notified the plaintiff on March 31, 1933, that the
contract had expired. On April 1, 1933, the plaintiff notified the defendant that the
contract had not expired and that it would continue to sell to the defendant the
buttermilk at the stated price. Thereafter, the defendant continued to accept butter
milk protesting each time that it would be liable only for the market price. Simul

taneously, the plaintiff informed the defendant that it would be billed for the con

tract price. This action was brought for the contract price of buttermilk delivered
after March 31, 1933. Held, that an oral contract not to be performed within a

year is within the Statute of Frauds and therefore unenforceable, and the plantiff's
right of recovery was limited to the market value of the goods under an implied
contract. Consolidated Products Co. v. Blue Valley Creamery Co., 97 F. (2d) 23,
(C. C. A. 8th, 1938).
The singularity of this case is best expressed in the concluding words of Stone, J.,

concurring: " .... I think it not improper to express an apprehension that justice
has failed in this litigation. ... To allow the buyer to obtain and keep the full
fruits and advantages of the modification agreement and to deny the seller any and
all relief thereunder seems to me unjust."

Since the written contract has been superseded by the oral contract, the plaintiff
could not revert to the written contract and bring action for the contract price of
the buttermilk for the year of 1931. City Mortgage Co. v. Diller, 180 Wash. 499,
40 P. (2d) 164 (1935). Having remained far below the contract price, the market

price was clearly inadequate compensation to the plaintiff for the rights surrendered
when the oral contract replaced the written, yet this is the full extent of its legal
remedy. Day v. New York Central R. R., 51 N. Y. 583 (1873); 3 Page, Contracts
(2d ed. 1920) 2568. The plaintiff's only other recourse would be a bill in equity to

estop the defendant from pleading the Statute of Frauds. Gravelin v. Porier, 77
Mont. 260, 250 Pac. 823 (1926). In the instant case this remedy is unavailable for
the reason that a mere refusal to perform an oral agreement within the Statute of
Frauds is not a fraud. Morse v. Winslow, 254 Mass. 407, 150 N. E. 158 (1926); 2

Williston, Contracts, (Rev. ed. 1936) � 534.
Under the peculiar combination of facts in this case the application of the Statute

of Frauds secures to the party pleading it the entire advantage that he was to gain
under the oral contract, while the plaintiff, in just the reverse circumstance, has
tendered the bulk of the consideration required of him and received none of the

advantage that he expected from the oral contract. All this, with the case yet so

clearly within the Statute of Frauds that the duty of the court to declare it so,
is obvious. The rigor of the law is hardly commensurate with the neglect of the
formal requirement of reducing the contract to writing. The general utility of the

law, on the other hand, coupled with the fact that an identical case could rarely,
if ever, be produced, hardly warrant an appeal for either a legislative or judicial
exception to the Statute.

WOODRUFF J. DEEM.
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TORTS�Construction of Survivorship Statutes

Plaintiff's intestate was riding as a guest of defendant's intestate, when the latter,
driving at a high rate of speed, collided with an iron stanchion located on a "safety
zone". The driver, Ehrlich, was killed almost instantly, and Merritt died a few

days later. The action was founded upon the Death Act of 1848 and the Executors
Act of 1855. The former permitted the personal representative of a party who died
as the result of the "wrongful act, neglect, or default" of another to maintain an

action against the tort-feasor. Section 5 of the Executors Act provided that the
estate of a deceased tort-feasor should be liable for "any trespass to the person or

property, real or personal, of any person or persons" committed by such deceased
tort-feasor. The defendant contended that no action could have accrued against
Ehrlich, and hence an action could not have accrued against his estate. Held, plaintiff
should be allowed recovery. The particular statutes, make no distinction between
cases in which the tort-feasor predeceased the injured party and cases in which the
injured party predeceased the tort-feasor, and, inasmuch as they are remedial statutes,
they should be given a liberal construction. Ehrlich v. Merritt, 96 F. (2d) 251 (C.
C. A. 3d, 1938).
At common law a cause of action for a purely personal tort died with the death

of either party to the action. Nickerson v. Harriman, 38 Me. 277 (1854); see Hindey
v. Holt, 24 Colo. 464, 51 Pac. 1002, 1003 (1897); 2 Cooley, Torts (4th ed. 1932)
106. As far back as 1285 the English law permitted the survival of certain actions.
13 Edw. I, c. 25. By this act and that of 4 Edw. Ill, c. 5, the English legislature
allowed the actions "de bonis asportatis" to survive the death of the wrongdoer.
These acts, however, were construed very liberally, and soon the English courts were

permitting practically all actions founded on contract to survive the death of the
party at fault. American courts, in construing statutes permitting tort actions to sur

vive either in favor of or against one's estate, have been unable to arrive at a

universal doctrine. Most states hold that these enactments are remedial since they
relieve some of the evils of the common law; and, being in aid of the common law,
they should be given a connotation which will further the purpose and intent of the
act. Stewart v. Baltimore and Ohio R. R., 168 U. S. 445 (1897); Moore v. Pywell,
29 App. D. C. 312 (1907); Merkle v. Bennington, 58 Mich. 156, 24 N. W. 776

(1885); Tichenor v. Hayes, 41 N. J. L. 193 (1879); Black, Interpretation of

Laws (1911) 487. Chief Justice Cooley, in speaking of a survivorship statute, says:
"It was passed to remedy a great defect in the law, whereby, through the very
severity of the injury which a party's negligence or misbehavior had caused, he
in many cases escaped responsibility altogether, though these were exactly the cases

in which he ought with most certainty to be held chargeable." Merkle v. Bennington,
supra, at 158, 24 N. W. 776, 777 (1885).
A respectable minority take an altogether different view on these statutes. These

courts regard them as creating an unheard of right, prohibited by the common law,
and maintain that, being in derogation of it, they must be construed strictly. Hamil
ton v. Jones, 125 Ind. 176, 25 N. E. 192 (1890); East Tennessee, Virginia & Georgia
R. R. v. Lilly, 90 Tenn. 563, 18 S. W. 243 (1891). The construction given these
statutes by the dissonant jurisdictions is best exemplified by the language of the
court in Hamilton v. Jones, supra, at 178, 25 N. E. 192, 193, where it is said:
"Statutes in derogation of the common law are to be strictly construed; and one

who seeks to maintain an action which was within the prohibition of the common

law must be able to point to a statute which, in plain and explicit terms, authorizes
the action to be maintained."
Not long after the principal case was disposed of by the New Jersey court, Woollen
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v. Lorenz, 98 F. (2d) 261 (App. D. C, 1938) was decided by the United States Court
of Appeals for the District of Columbia. In this case the plaintiff had been injured
in North Carolina as the result of the negligence of defendant's intestate. By the
the laws of North Carolina the cause of action survived against the estate. The
D. C. Code (1929) tit. 29, � 251, permits executors and administrators to sue and
be sued in any personal action, "except actions for injuries to the person or to the

reputation," which the deceased could have maintained or in which he would have
been liable. Counsel for plaintiff argued that the North Carolina law was controlling,
since the law of the place where the wrong was committed governs. The court, in
finding for the defendant, recognized the existence of the right, but held that Con

gress had not supplied the necessary procedural machinery by which to enforce it.
It based its decision on Restatement, Conflict of Laws (1934), � 390, which

provides that the law of the place where the wrong was committed governs, "pro
vided the law of the state of the forum permits the representative of the decedent
to sue or be sued on such claim." The plaintiff was suing for personal injuries which
are explicitly excepted from the statute and hence could not sue in the courts of
the District. See 2 Beale, Conflicts of Laws (1935), � 390.1.

By casually perusing Woollen v. Lorenz, supra, one might be inclined to think
that the court silently held that survivorship statutes were in derogation of the
common law, and hence should be construed strictly. That is not so. The code

provides that actions for personal injuries are not included within the surviving
actions. As to these, therefore, the common law is still in effect. Herzog v. Stem,
264 N. Y. 379, 191 N. E. 23 (1934) is directly in point as to the factual situation
and identical as to statute; the court, speaking through Lehman, J., 191 N. E. 23,
24, said: "The common law has in this respect not been changed by the legislature."
How, therefore, can we say that such a statute is in derogation of the common

law? Cf. Moore v. Pywell, supra.
The principal case and Woollen v. Lorenz, supra, are clearly distinguishable; the

former is decided on a statute held to be remedial, and the latter is disposed of in
accordance with the common law.

ARTHUR J. NADEAU, JR.

TORTS�Imputed Negligence

Appeal by railway company from a judgment which denied its motion for a

directed verdict. The appellees, motorist and his rear seat passenger were hit at
a railroad crossing by appellant's train. The driver, while admitting that he failed
to stop at the crossing as was required by law, claimed that he did not see any
lights or hear any bell and offered evidence that no flagman was present. Although
the passenger acknowledged that he was familiar with the crossing and stop sign,
he did not warn the driver or advise him to stop. Held, that the passenger, though
not chargeable with the negligence of the driver, was guilty of contributory negligence
as a matter of law because ,he failed to exercise reasonable care for his own safety.
Louisiana & Arkansas Ry. v. Jackson et al., 95 F. (2d) 369 (C. C. A. 5th, 1938).
The right of an automobile passenger to recover for an injury when the driver

is negligent has occasionally been complicated by the confusion of the doctrines of
imputed negligence and contributory negligence. This can be laid to the case of

Tkorogood v. Bryan, 8 C. B. 114 (1849) which charged the negligence of the driver
of a public vehicle to a passenger. This doctrine was later expressly repudiated in

England. Mills v. Armstrong, 13 App. Cas. 1 (1888).
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The doctrine of imputed negligence had unfortunately spread to the United States
and it was some time before it was rejected. Little v. Hackett, 116 U. S. 366 (1886).
Even today it survives, in a modified form, in one state�Michigan, where the doc
trine is applied to a guest but not to a passenger for hire. Crook v. Eckhardt, 281
Mich. 703, 275 N. W. 739 (1937). The principle does not extend to persons of im
mature age, for negligence is imputed under the fiction of agency and the infant lacks
the capacity to commission an agent. Hampel v. Detroit G. R. & W. Ry., 138
Mich. 1, 100 N. W. 1002 (1904); Fabiano v. Carey, 279 Mich. 269, 271 N. W. 754

(1937).
The general rule today is that the right of the passenger to recover is based on

the exercise of ordinary care for his safety and if his negligence is the proximate
cause of the accident he cannot recover. Baltimore & Ohio R. R. v. Faubion, 92 Ind.
App. 592, 170 N. E. 94 (1930). It is ordinarily for the jury to say whether or not

he has exercised such care. Hoen v. Haines, 85 N. H. 36, 154 Atl. 129 (1931).
Yet the courts often submit the question of whether or not the passenger used

reasonable care with the instruction that, if the passenger knew or should have
known of the danger and did not protest, his conduct was unreasonable and he is

guilty of contributory negligence. Elling v. Blake-McFall Co., 85 Ore. 91, 166 Pac.
57 (1917). Other courts leave the question to the jury to determine whether or not
inaction amounted to contributory negligence. Curran v. Earle C. Anthony Inc., 77
Cal. App. 462, 247 Pac. 236 (1926).
According to the general rule, reasonable care requires the passenger as well as

the driver on approaching a railroad to look for trains. Parker v. Southern Pac. Co.,
204 Cal. 609, 269 Pac. 622 (1928). Thus while it is ordinarily a matter for the jury
to determine the reasonableness of the passenger in protecting himself from danger,
the approach to a railroad crossing is itself such a warning of danger that failure
to be reasonably watchful, in the absence of excuse, is, as a matter of law, contribu
tory negligence. Boscarello v. New York, N. H. & H. R. R., 112 Conn. 277, 152 Atl.
61 (1930).
There are two other lines of cases that are extreme in their holdings. One is that

the passenger must look and listen at some effective point and if he fails, he is
guilty of contributory negligence as a matter of law. Bradley v. Missouri Pac. Ry.,
288 Fed. 484 (C. C. A. 8th, 1923). The other extreme is that, in order to charge
the occupant of contributory negligence as a matter of law in failing to see an ap
proaching train, something more than ability to see and a failure to look must be
shown. He must actively participate in the negligence of the driver, or must know
that the driver is unaware of some danger perceived by him. Trenholm v. Southern
Pac. Co., 8 F. (2d) 452 (C. C. A. 9th, 1925) ; Carnegie v. Great Northern Ry., 128
Minn. 14, 150 N. W. 164 (1914).
The courts have differed over the degree of vigilance required of the passenger.

It has been held that he is not required to exercise the same vigilance as the driver.
Timberlin v. Chicago, St. P., M. & O. Ry., 208 Wis. 30, 243 N. W. 208 (1932). The
strict view is that though the occupant looked, he is not excused for failing to see

the train which was visible in time to warn the driver. Kutchma v. Atchison, T. & S.
F. Ry., 23 F. (2d) 183 (C. C. A. 8th, 1927). A more liberal view is that the passenger
is not required to see that which was in sight and hear that which was in hearing.
Layton v. Penn. R. R., 9 N. J. Misc. 640, 155 Atl. 268 (Sup. Ct. 1931). It has even

been held that to be guilty of contributory negligence the passenger must have some

special knowledge of danger apart from driver's knowledge or a reasonable notice
of the driver's negligence. Haaga v. Saginaw Logging Co., 165 Wash. 367, 5 P. (2d)
505 (1931) Then the care that the passenger should exercise depends a great deal on
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his position in the car. Thus a guest in the back seat owes a limited degree of care.

But he must warn the driver of danger known to him. Weidlick v. New York, N. H.
& H. R. R., 93 Conn. 438, 106 Atl. 323 (1919).
It should be noted that this case expresses the federal rule which is admittedly

strict. Garrett v. Pennsylvania R. R., 47 F. (2d) 10 (C. C. A. 7th, 1931). It is

submitted, however, that it also represents the majority view. Even though the pas

senger was in the rear seat, being familiar with the crossing and knowing the driver
was not, he had a duty to warn him. Weidlick v. New York, N. H. & H. R. R., 93
Conn. 438, 106 Atl. 323 (1919); see Birmingham Ry., Light & Power Co. v. Bar-

ranco, 203 Ala. 639, 642, 84 So. 839, 842 (1920). Contra: Angell v. Chicago, R. I.
& P. Ry., 97 Kan. 688, 156 Pac. 763 (1916).

JOHN H. D. WIGGER.

Trust or Partnership?�Business Trust�Liability of members

The First National Bank of Chicago filed claim against the estate of Luther W.

Conover, deceased, for a balance due on a promissory note of the Highlands Com

pany, which had been organized to deal in realty. Conover had signed the note as

one of the five persons constituting the managing committee of the Highlands
Company. The original parties forming this company conveyed certain lands to the
State Bank of Chicago as trustee, subject to the control and direction of the High
lands Company, and by the articles of association set up five of its members to act
as a managing committee vested with the sole and complete power to carry out the

purposes of the association. They thought they were forming a business trust.

Defense contends the company was a business trust and that the Conover estate was

not liable. Claimant contends the company was a partnership, and even if the

Highlands Company was a trust, the decedent was personally liable for the pay
ment of the note as one of the trustees of the company, because of the failure of
the articles of association of the company to exempt said committee from personal
liability. Held, the agreement between the parties was a partnership, and Conover's
estate was liable. In re Conover's Estate, 14 N. E. (2d) 980 (111. App. 1938).
The "Massachusetts" or business trust has been utilized in the business world as

a substitute for the corporate or partnership organization. Such an organization
consists essentially of an arrangement whereby property is conveyed to trustees in
accordance with the terms of an instrument of trust, to be held and managed for
the benefit of such persons as may from time to time be the holders of transferrable
certificates issued by the trustees, showing the shares into which the beneficial
interest in the property is divided. Hecht v. Malley, 265 U. S. 144 (1924). Gener
ally speaking business trusts are valid, although under a minority view they have
been declared invalid in some jurisdictions, at least with regard to any immunity
from personal liability. Weber Engine Co. v. Alter, 120 Kan. 557, 245 Pac. 143

(1926).
The court in the principal case finding the company to be a partnership based its

decision upon Schumann-Heink v. Folsom, 328 111. 321, 159 N. E. 250 (1927), which
case is universally recognized as giving the proper distinction between a partnership
and a business trust: "Where under the declaration of trust, the. unit holders retain
control over the trustees and have authority to control the management of the busi
ness, the partnership relation exists. Frost v. Thompson, 219 Mass. 360, 106 N. E.
1009 (1914). . . . Where the declaration of trust gives the trustees full control in
the management of the business of the trust, and the certificate holders are not
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associated in carrying on the business and have no control over the trustees, then
there is no liability as partners. Rhode Island Hospital Trust Co. v. Copeland, 39
R. I. 193, 98 Atl. 273 (1916)." In the principal case control remained in the

managing group set up by the organizers, and the trustee was subject to direction
of the group so that the company could not be called a business trust.
The generally assumed deduction is that when an attempted business trust fails

as such, its members are liable under the established rules of partnership law. But
the court in its concluding paragraphs makes a statement without precedent or reason,
which may be interpreted in the future as a basis for protecting members of an

attempted business trust as if it were a body corporate from liability, when they do
not intend to deal as partners: "... that the agreement between the parties herein
was a partnership. By the terms of said contract they did not exempt themselves,
nor did they make any mention of exempting themselves from personal liability". It
so happened in the Conover case that the parties did not insert a provision that
they should not be personally liable for debts or obligations incurred in the operation
of the business. Could this dicta of the court possibly indicate that if the parties
had contracted for freedom from personal liability, the court would have given effect
to such insertion and the estate would not have been liable in the instant case? It
is hardly thought that they meant this. Does this mean that some court in the
future might take this to indicate that members of an organization invalidly organized
as a business trust, but contracting for no personal liability, shall not be answerable
to the creditors of the business under the general rules of partnership law because
of their specific statement? These questions are not considered by the court. It

gives us no inkling as to what the answer will be when such a case arises. But until
the specific question arises, the general rule remains, that when an attempted business
trust is held to be a partnership, its members shall have partnership liability imposed
on them, even though they contract against personal liability.

LEONARD A. GOLDBERG.



BOOK REVIEWS
HENRY WHEATON, 1758-1848�By Elizabeth Feaster Baker.f University

of Pennsylvania Press, Philadelphia, 1937. Pp. xi, 425.

This is a readable, scholarly and highly meritorious survey of the

career of an outstanding but insufficiently regarded figure in American

diplomatic history. As the biographer notes, the public aspects of Henry
Wheaton's life, his work as an editor, a lawyer, a diplomat, and as a

writer, overshadow his personal relations : therefore, and quite properly,
the accent in this volume has been placed upon Wheaton's activities
rather than upon his biography in the modern psychological sense. As

such, this essay fills a real need; it is indeed singular that the author of
the first great English authority in the field of international law should
have had to wait until now for an adequate biographical and bibli

ographical notice.
For the student, one of the most useful features of this account of

Wheaton's life is the list of his writings on pages 311-321. It illustrates
the wide and scholarly range of his interests. Here are included, along
with the Elements of International Law, which first appeared in London
in 1836 and were republished in ten subsequent editions in English, six
in French, as well as in Italian, Spanish, Chinese, and Japanese ver

sions; the brochure proposing in 1815 a uniform bankruptcy law for
the United States; the twelve volumes of Supreme Court Reports which
Wheaton prepared, an outstanding history of early Scandinavia and the
Northmen, and the renowned Histoire des progr&s du droit des gens en

Europe et en Amerique, (originally written as a prize memoire for the
Institute of France and first published in 1841) in addition to a host of
lesser monographs, essays, addresses, and reviews, on a variety of sub

jects, legal, historical, philogical, artistic, scientific and political. When
it is borne in mind that apart from the Supreme Court Reports, these
works were all accomplished incidentally to other occupations, the list
is a tribute, all the more eloquent because it is mute to Wheaton's
marked scholarly industry and attainments. It has been one of the
tragedies that seemed, perversely, to dog, even beyond the grave, a

career otherwise genial and distinguished, that Wheaton's claim to recog
nition as the greatest historical authority on international law which
this country has produced and as one of its most skillful and devoted
diplomatic representatives has never been completely accorded.

"Frustration", it is remarked in the concluding chapter, "is the greatest
tragedy in life; and frustration was Wheaton's experience, for his life
was harassed by one disappointment following closely upon another."

tPh.D., University of Pennsylvania.
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When, after completing his legal studies and having been admitted to

the bar in Providence, Wheaton sought a more ambitious arena. His

plans to enter practice in New York were delayed by the rigid require
ment of a three years apprenticeship then in force in that jurisdiction.
His promising political prospects in New York were definitely blasted

by the unanticipated results of a single vote in the New York Assembly
to remove DeWitt Clinton as Canal Commissioner. His long and emi

nent services as reporter to the Supreme Court brought him only a

fraction of the return to which he should have been entitled, had not

his work been pirated by Peters and the piracy, one of the most unblush

ing in the history of legal authorship, condoned by the Supreme Court
on technical grounds in the opinion in Wheaton v. Peters, written by
Judge Story. This decision, Story himself described in a letter to Chan
cellor Kent who had remonstrated with him for the decision, as one of
the "many bitter cups we are not at liberty to pass by." Nor did the

diplomatic opportunities held out to him by an ungenerous democracy
accord with Wheaton's talents. His first appointment was unequal to
his reputation,�as charge d'affaires to Denmark in 1827. In 1835.
Wheaton was given a more important mission as the first charge d'affaires
of the United States commissioned to Prussia, but his patient endeavor,
upon which he labored for eight years, to negotiate a commercial treaty
with the Zollverein, though it met with favorable response in Germany,
was finally defeated on political grounds by the refusal of the Senate
to ratify. And, at the end of his career, after twenty years of distin

guished diplomatic service, he was brusquely discharged, again through
the vicissitudes of political favor, without attaining the appointment at
Paris which he had long desired. Finally, after Wheaton's death, owing
to the unfortunate controversy between Wheaton's family and Law
rence as to the editing of the Elements of International Law by the

latter, no American edition of the work has appeared since 1866 to per
petuate his influence in this country, although no fewer than six Eng
lish editions, the last in 1929, have appeared since that date.
It would be out of place to attempt here to review in detail the epi

sodes in Wheaton's life as they have been recounted in this work. But,
it may perhaps be permitted to refer to some stray items which have

intrigued this reader. There is, for example, the reference on page 5 to

the requirements for admission to Rhode Island College in 1798, namely,
"the ability to read accurately, construe and parse, Cicero's Orations,
Virgil's Aeneid, and The Greek Testament; also to write Latin gram
matically and to know the rules of Vulgar arithmetic." Judged by the
educational notions of today, this was indeed a narrow preparation for
a lad of twelve to enter college; but Wheaton's subsequent achievements
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suggest that with all their wealth of mechanical apparatus, modern
methods of schooling will do well, if in their product, they compare
with the results of the schooling of Wheaton's time.
In accepting the position as reporter to the Supreme Court, it is of

interest to note that Wheaton not only undertook financial responsibility
for the production of the reports, but also was regarded as acceding to

a function more analogous to that occupied by the early English law

reporters, such for example as Lord Coke, than to that which the office
of law reporter has come to mean in recent times. In this capacity, it
will be remembered that Wheaton included in his reports various notes,
which considerably contributed to their value, in addition to rendering
the reports themselves on the basis of the papers furnished by the justices
of the Court. Another related activity in which Wheaton participated,
was the preparation of the New York Revised Laws; the biographer
suggests that he contributed more to this, the first great English code
of laws, than has commonly been supposed; but the evidence in support
is inconclusive.
Another phase of Wheaton's earlier activities, which it is of interest to

recall, is his participation in New York politics due initially to his

editorship of The National Advocate when that appeared as a Tammany
organ in 1812. Subsequently, he was a member of the New York state

convention of 1821, and was particularly active in the discussions

anticipating the election of 1824. At that time, the Democratic or

Tammany party divided itself into two camps,�those of whom Van
Buren said, "They thought nothing wise that was not violent," and the
conservative group, among which Wheaton was numbered. As such,
however, as his subsequent affiliation with the ephemeral People's Party
indicated, his influence was exerted towards the liberalization of the

judiciary and the establishment of the suffrage upon a democratic basis.
Of the various facets of Wheaton's career, the biographer has with

Justice dealt most fully with his various diplomatic activities. To these
went the best years of Wheaton's life, and in these he acquired a reputa
tion for ability and fair-dealing, even greater in Europe than in America.

Accordingly, this brief notice may close by quoting an observation in
which Wheaton, after his retirement, epitomized the true genius of
American diplomacy as well as of his own career in the service:
"The office of a foreign minister is the office of a peacemaker. Diplo

macy has been supposed to be a mantle of craft and deceit, but I
believe that honor and integrity are the true arts of the diplomatist."

Hessel E. Yntema.*

?Professor of Law in the University of Michigan Law School.
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A HISTORY OF POLITICAL THEORY�by George Sabine.f Henry Holt

and Co., New York, 1937. Pp. xvi, 797.

Professor Sabine set himself one of the most difficult tasks imaginable
in attempting to delineate in the short space of less than eight hundred
pages, the tremendous panorama of political thought and theory from
even pre-Platonic times to the myriad present day political ideologies.
At first thought, less credulous might say that he had set himself an

impossible task, that such a text would have to sacrifice perspective for

compactness; eliminate lesser known, but nonetheless important ele
ments and figures for the sake of space. Professor Sabine has done
neither. He has presented a continuous progressive picture, sacrificing
none of the elements necessary for a well-rounded consideration of the

political aspects of the greatest thinkers of every period.
It is a commonplace that political thought is the political idea of a

people or an era. and political theory comprises the political ideas of an
individual. The author has woven the two together without sacrificing
their relative importance in any case; nor has the work the disjointed
lack of historical continuity exemplified in other attempts to do the same

thing.
It is also a commonplace that there are very many aspects from which

an analysis of the political theory of any period or any given contributor

may be attacked. Naturally, in such a compendious work, it is rather
difficult to appease everybody and to satisfy the various theoretical op
ponents. Dr. Sabine does not attempt to, and has, naturally, presented
his delineation in the light of his many years of experience as professor
of philosophy and political theory. Critics may not agree with his atti
tude towards certain of their pet theorists; but one is forced to admit

that, all in all, he has done as objective and unbiased a study of the many
characters presented throughout his work as any hitherto attempted
compendious history of political theory. Perhaps this objectivity may
be due to the fact that Professor Sabine has been able to place each
individual's political theory in the perspective of his entire philosophy,
a factor not to be discounted in any attempt to describe accurately the
contribution of any political theorist. This is exemplified by no better
example than by his treatment of St. Thomas Aquinas in the short sum
mation of his philosophical system in the short space of a few lines.
This is also an example of the completeness with which Professor Sabine
has completed his task, since there are writers of histories of philosophy,
in general, who utterly ignore Aquinas in their works !
It is safe to say that while agreeing with this particular criticism, and

tSage Professor of Philosophy in Cornell University.
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disagreeing with that, it would be difficult to find, within the compass of
a single volume, as objective and as complete a statement of the political
ideas and theories of as representative number of thinkers from the earli
est times to the present complicated state of political theory as this re

cent contribution of Sabine's.

James F. Leahigh.*

THE INTERSTATE COMMERCE COMMISSION, Part Four�by I. L.
Sharfman.f The Commonwealth Fund, New York, 1937. Pp. 550.

This volume completes Professor Sharfman's study of the Interstate
Commerce Commission. This study is not merely a detailed chronicle
of the historical and contemporary activities of the Commission; it is
also a scholarly and critical analysis of its functions and accomplishments.
Persons interested in administrative law and procedure are deeply in
debted to Professor Sharfman and to the Commonwealth Fund for this
impressive work.
Part Four contains Professor Sharfman's description and appraisal

of the Commission's organization and procedure, culminating in a dis
cussion and criticism of various proposals which have been made for
reorganization of the agency. It also contains his conclusions1 and an

index and table of cases covering all four parts of his study.
Part Four is of unusual interest at the present time. Administrative

agencies are beset on the one hand by uninformed, prejudiced attacks
of persons hostile to the extension of the administrative process (such
as that of the American Bar Association);2 and on the other, by ill-
considered proposals of persons who are basically friendly to the admin
istrative process.3 Professor Sharfman's factual description of the
administrative process in operation in the Interstate Commerce Com
mission and his analysis of proposed changes should repulse the one

and educate the other. Unhappily, however, the enemies are not to be

?Instructor in Political Science, Georgetown University.

tChairman, The Department of Economics, University of Michigan ; member, Advisory
Committee on Railroad Employment to Federal Coordinator of Transportation.
Published in substantially their present form in Sharfman, The Interstate Commerce

Commission (1937) 46 Yale L. J. 91S.

'Compare Sharfman's parenthetical description of "shibboleths of the day which are

hostile to extensions of control." p. 345.
"Compare Sharfman's effective criticism of the Report of the President's Committee on

Administrative Management: The Problem of the Independent Regulatory Agencies, pp.
261-274.
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repulsed by a four-volume treatise; and the misguided friends are already
sufficiently educated.
With relentless precision, the facts are here related to lay many of

the ghosts which are conjured for the purpose of frightening Congress
men and dismaying the public. An imposing array of facts and figures
supports conclusions such as these:

"There is every reason to believe that at no time in the history of the
Commission have the political affiliations of the commissioners exerted any
influence upon their determinations."4
"But while appointments to the Commission have not been free from the

impact of political and sectional influences, dominant emphasis has generally
been placed upon considerations of character, training and experience."5

Fault can, of course, be found with Professor Sharfman's conclusions,
depending upon the opinions of the critic. He who seeks to criticize,
however, should approach his task humbly. In the first place, a person
who attempts to appraise the operations of an administrative agency
without having observed its operations at first hand�from file clerk to
commissioner�is very likely to err. In the second place, Professor
Sharfman's conclusions are based upon thorough research, and they
evidence the operation of an alert and objective intelligence.
With respect to the procedural and organizational problems of the

Interstate Commerce Commission, with which Part Four is concerned,
Professor Sharfman's basic diagnosis is stated as follows:6

"The essential need of the situation, from the standpoint both of specializa
tion and coordination, is that the flow of tasks requiring determination by the
divisions or by the full Commission be restricted to limits consistent with
thorough consideration and responsible decision and not productive of undue
pressure. In administrative tribunals engaged in numerous and complicated regu
latory activities there is always a grave danger that action will be taken in
routine manner, pro forma, with those possessing full knowledge concerning
the matters at issue assuming no public responsibility for the results, and with
those assuming public responsibility for the results possessing no full knowledge
concerning the matters at issue."

To meet this need, he recommends extended use and further liberaliza
tion of the Commission's power to delegate work to divisions, indi
vidual commissioners and boards of employees, and restriction of the
right of appeal to the full Commission.
It seems to me that this recommendation is inadequate to solve the

problem which Professor Sharfman indicates in the penetrating observa
tion which I have quoted. Public responsibility does not attach to the

4P. 22 ; but cf. p. 48.
"P. 27. The volume contains a detailed analysis of the personnel of the Commission.
"P. 336 (italics supplied).
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employees or the individual commissioner who make the decision, merely
because they act pursuant to expressly delegated authority. The re

sponsible body is, and must continue to be, "the Commission". Nor are
the dangers of pro forma action by the administrative tribunal success

fully averted by delegation; there is merely a substitution for such

perils of the danger of action by a single person or a board of employees
who may not have the perspective or the judgment of "the Commission".
Professor Sharfman is obviously an admirer of the Commission, and

undoubtedly there is some basis for such admiration. Consequently,
he does not adequately notice the criticisms of the Commission on

account of its supposed lack of vigor and enterprise. His proposal that
power to make decisions be further delegated might have a tendency to

invigorate the work of the Commission by stimulating individual com
missioners and the staff, and providing opportunity for more detailed
consideration of important matters; but the problem cannot be solved
as easily as this. The problem really has two aspects: first, revitaliza-
tion of the Commission itself; and second, reinvigoration of the Com
mission's staff. This second aspect of the difficulty is extremely
significant. Its solution, if any can be found, is dependent upon such
matters as the selection of personnel, its promotion and tenure, and it
is also profoundly affected by the internal organization and procedure
of the agency.
It is my observation that the staff of a government agency is not likely

to perform its duties with energy and vision unless the agency's organi
zation and procedure are so arranged that the staff members are con

stantly stimulated by participation in the deliberations of the persons
who make the decisions and by suggestions from the persons in whose
hands the shaping of policy is placed. By the same token, conspicuous
deterrents to excellent staff work are such things as inadequate oppor
tunities for staff participation in the making of records at public hearings,
and the exclusion of staff members from the deliberations of the Com
mission. In short, effective, vital work by an administrative agency is
in large part dependent upon liberal communication, as directly as

possible, between the policy heads of the agency and the members of
its staff. If this be true, it is probably the most important argument
against the complete separation of judicial and administrative functions,
which is being urged in some quarters today.
Indeed, one can hardly read Part Four without wondering about the

present and future of the administrative process. Where are its speed;
its flexibility; its freedom from technical rules of procedure?7 There is
great danger that they may vanish, one suspects, in a cloud of spurious
due process; and all that remains is a pedestrian expertness�the expert-

'Compare Sharfman's recital of various technical rulings by the Commission concerning
the admissibility of evidence. Pp. 196-220.
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ness of a mechanic, but not of an engineer. Today when administrative
justice must be swift, sure and imaginative, if we are to make the eco

nomic and social adjustments necessary to preserve our form of govern
ment, we find an administrative process which is slow, uncertain, and
traditional. Perhaps, the day will come when persons as competent as

Professor Sharfman need not devote so much of their energy to repulsing
destructive attacks on administrative agencies, and may turn their

thoughts to the tremendously significant problem of restoring vitality
and speed to the administrative process.

Abe Fortas.*

NOTABLE VIRGINIA BAR ADDRESSES�Delivered Before Annual Meet

ings of The Virginia State Bar Association�Edited by O. R. McGuire.f
The Michie Company, Charlottesville, 1938.

Eloquence is a Virginia product, growing naturally in that famous

State, but reaching a high point of cultivation at the Bar. Referring to

that Bar, Mr. James C. Carter, in his address: "Provinces of the Writ
ten and Unwritten Law,"1 says it is "... a Bar always and still distin

guished for learning, skill and eloquence, ..." With one possible
exception, these twenty-six addresses amply establish that thesis, and
the Committee making the selection, headed by Colonel O. R. McGuire,
of the Arlington bar, are to be congratulated. The addresses range over

a period of fifty years approximately, from 1888 to 1936, including
such dissimilar styles of oratory as those of Woodrow Wilson, Wm.
H. Taft, George F. Hoar, Thomas R. Marshall and Hampton L. Carson.
While all are indifferently labelled "addresses", they include a charming
pastel in prose, "The Old Virginia Lawyer," by Thomas Nelson Page,
and valuable historical papers meriting not merely a hearing but careful
study, such as "The Southern Confederacy and Its Constitution," by R.
Walton Moore, in which he discusses the interesting fact that no Supreme
Court was established in the Confederate Constitution; "The Constitu
tion and the Problems of To-day," by Stanley F. Reed, delivered in

1936, discussing the delegation of legislative power; "Two Periods in the
History of the Supreme Court," by David J. Brewer, disclosing all that
Judge's subtle power of analysis, and "The Place Occupied by the Ju-
*Assistant Director of the Public Utilities Division, the Securities and Exchange

Commission; sometime Associate Professor of Law, Yale University School of Law.

1'Chairman, Committee on Administrative Law, American Bar Association; Member of
the Bar of Virginia.
JPp. 321.
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diciary in Our American Constitutional System," a paper exhibiting the

learning and industry of Mr. Carson. Holmes Conrad's address: "The
Old County Court System in Virginia," is the longest, covering twenty-
seven pages. In introducing this address, the editors have noted that
Mr. Conrad "became a member of the Faculty of Georgetown University
Law School, as a lecturer on the History of English Law in October,
1901." He retained this position until near the close of his life in

September, 1916. Mr. Conrad quotes at length (p. 206) from a lecture
on Jurisprudence by his colleague on the Law Faculty of Georgetown
University, Professor Munroe Smith, who taught Roman Law at George
town from 1901 to 1923. In "The Sovereign Law of the Land," a very
interesting paper, Professor Thomas Reed Powell finds that the logic
of constitutional law i�, after all, the common sense of the Supreme
Court of the United States. Lindley M. Garrison urges less attention
to precedent and more emphasis on principle in "The Ideal Basis for
Law."
Most of the addresses are, naturally, those of native Virginians, and

eleven speakers are graduates of the University of Virginia. An intense
interest in Virginia, in its history, the careers of its heroes, and in its
contributions to the institutions of our Country breathes ardently in

many of the addresses. The reviewer anticipated warnings made years

ago which are applicable to the immediate present, and he was not dis

appointed. For example, in 1908, Mr. Taft said that "all our institutions
are being subjected to close scrutiny with a view to determination
whether we have not now tried the institutions upon which modern so

ciety rests." He also said the chief social attack was on private property.
Mr. Carson in 1913 decried the proposed radical revision of the Judicial
Department of the Federal Government. Mr. George Bryan in 1924
declared that "the peace of the world hangs by a thread." In one address
the speaker hails our system of government as "a central sun, the source

of light, power, harmony and beauty, productive of separate existences
and destructive of none, while moving without collision or chaos to the

majestic music of freedom down centuries of time." Aristotle, Lord

Bacon, Cicero, Demosthenes, Blackstone, Jefferson, Washington, and

Wythe are among the authorities most frequently cited. In reading the
addresses of those speakers whom we have had the privilege of hearing
in the flesh, we miss of course, the charm and power of their presence,
but for the Virginia lawyer, this volume should be a necessity. For
other members of the profession it will provide a delightful relief after
the study of the new rules of procedure or the recent Bankruptcy Act.

Hugh J. Fegan*

?Assistant Dean and Professor of Law, The Georgetown Law School.
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THE POWERS OF THE PRESIDENT�by W. E. Binkley.f Doubleday, Doran

and Company, Inc., New York, 1937. Pp. xi, 332.

"Leaderless Government" was the subject in 1897 of an address by
Woodrow Wilson, then a professor in Princeton University,1 which

attracted much attention, and while Professor Binkley does not refer to
the address in his book, nevertheless its theme is the rise and fall, the
ebb and flow of the political power of the President as opposed to that
of the Congress, since the Constitution of 1787 was placed in operation.
Surveying the Federal Government in the long perspective of history,

Wilson said that:

"Its several parts are severally chosen; it is no unified and corporate whole.
Its President is chosen, not by proof of leadership among the men whose con

fidence he must have if he is to play an effective part in the making of affairs,
but by management�the management of obscure men�and through the un

certain chances of an ephemeral convention which has no other part in politics.
Its popular chamber shapes its affairs, not by conference with those who must

execute the laws and show them feasible, nor yet by any clarifying process of

debate, but chiefly by means of silent management of its moderator, whose
office is fixed for a two years' term, and who represents, not the country, but
a single constituency. Its Senate is a band of individuals, amongst whom it is

impossible to maintain leadership, and to whom it is difficult to extend the

discipline of party organization. This is not a government of systematic checks
and balances,�a system of checks and balances would enable you to distinguish
causes and calculate effects. It is a government without definite order, showing
a confused interplay of forces, in which no man stands at the helm to steer,
and whose course is beaten out by the shifting winds of personal influence and

popular opinion."2

It is because of these "shifting winds of personal influence and popular
opinion" that there has been the rise and fall, ebb and flow in the lead

ership struggle between the executive and legislative branches of the
Federal Government. Briefly stated, this book concludes that during
the administration of Washington and John Adams, the business interests
favored executive supremacy; that the legislative branch looked to the
executive for guidance; and that finally the Federalists overplayed their
hand with the result that the agrarians, under the leadership of President

Jefferson, secured control of the Federal Government. However, it seems
abundantly clear that Jefferson continued executive leadership but in
an indirect manner, managing Congress "through secret influence some

what after the manner of a political boss, although without any implica
tion of corruption."3 Madison, Monroe and John Quincy Adams lacked

tProfessor of Political Science in Ohio Northern University.
110 Va. Bar Ass'n. Rep., 271, 292.

'Id. at 285, 286.

SP. 300.
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the political astuteness of a Hamilton or a Jefferson and their personal
prestige did not measure with that of Washington. They also had to

contend with Henry Clay, a born leader of men, and with Webster,
Calhoun, and others in the legislative branch with the result that leader

ship passed to the Congress.
However, the grant of universal suffrage made it possible to elect a

champion of the masses, even though the legislative caucus might dis
approve, and the election of Andrew Jackson "marked the beginning of
the idea that the President is a 'tribune of the people,' privileged to

exercise a vigorous veto in the people's behalf. The party of the agrarians
had made a direct about-face on the doctrine of congressional sov

ereignty."4
Strange to say, the rising Whig party included the economic group

which had been Federalists and instead of being in favor of a strong
executive, the Whigs fulminated against the dictatorship of the President
and placed their trust in the leadership of the legislative branch. Says
the author:

"Ever since the days of Andrew Jackson the business interests of the United
States have always been uncomfortable when a popular, aggressive leader has
reached or even threatened to reach the office of President. Every 'tribune of
the people' from Jackson to Franklin D. Roosevelt has looked like a potential
if not an actual 'rabble rouser' to the capitalistic interests. Such an executive,
fearless both in initiative and in the use of the veto power, puts the control
of the government quite definitely beyond their power."5

Unable to capture the Presidency any other way, the Whigs resorted
to rabble rousing in 1840, with General William Henry Harrison and

John Tyler. They were successful in the campaign, but General Harrison
died shortly after his inauguration, but not too soon to indicate that he
did not intend to insist upon his leadership as against that of the Con

gress; but Tyler, who succeeded him, made it abundantly clear that
he did not subscribe to the Whig view as to the leadership of the

Congress, even though it meant the defeat of his party at the next

election. The southern leaders, fearful for their "peculiar institution,"
wrested control of the Executive from the masses, who had been the

support of Jackson, and such control was continued until the election
of President Lincoln.
Lincoln was elected as the result of a campaign waged somewhat

along the lines of the Harrison campaign, and Lincoln being presented
as preeminently a man of the masses of the people "readily accepted
the idea and conducted himself as a tribune of the people."6 However,
*P. 301.

6Pp. 301, 302.

"P. 304.
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his energies were largely taken up by the conduct of the war between

the state, and he had little time to devote to such reforms as enlisted
the interest and support of Jackson. President Johnson attempted to

carry out the Lincoln policies with such dissatisfaction to the Republican
leaders that he was discarded at the end of the term for Grant. Then

began a long line of presidents, who, with the exception of Hayes, were
for the most part content to permit Congress to have the ascendancy
in public affairs. Cleveland was independent, but he was not a leader;
McKinley was safe and worked with Congress, and so did Taft. How

ever, Theodore Roosevelt reasserted the leadership of the president, and
so did Woodrow Wilson. The next three presidents either did not, or

could not, lead while their successor, Franklin D. Roosevelt has again
reasserted the leadership of the president in public affairs.
The above is a brief summary of the story interestingly unfolded and

ably stated in this book which has been recommended by the Theodore
Roosevelt Award Committee. The book has been documented with
footnotes at the bottom of the respective pages; there is appended a

fairly exhaustive bibliography, and the book has a good index.
As will be noted, this is not a law book, but since the president is

the chief administrative head of a vast organization consisting of some

one hundred or more different agencies, and since his influence on the
wise and just administration of the laws is very great; the book is one

that all lawyers may read with profit, as demonstrating the ability and

capacity which a president must have to be reasonably successful in

securing the enactment of laws for such administration.

O. R. McGuire*

RESTATEMENT OF THE LAW OF RESTITUTION�American Law In

stitute. St. Paul, 1937. Pp. xxv, 1033.

The Restatement of the Law of Restitution, is the seventh restate

ment of a field of the common law, which has been prepared under the
direction of, and adopted and promulgated by the American Law In
stitute.1 It, like its predecessors, was inspired by the desire to help meet
the difficulties caused by the great and increasing volume of reported
decisions, which seems to be in a fair way, to create a new legal provin-
?Chairman, Committee on Administrative Law, American Bar Association; Vice-chairman,

Committee on Administrative Law, Federal Bar Association; member of the Bar of

Virginia.

Additional volumes of the Restatements of Torts and Property are, as yet, to be
published.



1938] Book Reviews 117

cialism in this country. In its restatements, the Institute has sought to
cut through the excresences of the cases, and to reveal to the profession
that ideal, which is the law of no particular state; yet is the law of all
the states. Its goal, as it has stated it, is to have the restatements accepted
"as prima facie a correct statement of the general law of the United
States".

Hitherto, we have had restatements of Contracts, Agency, Torts, Con
flict of Laws, Trusts and Property. Now the Institute has given us

The Restatement of Restitution. Here, for the first time, a title has an

unfamiliar ring. And, as one would surmise from this, the Institute has
tendered us a restatement which is based on a new synthesis of legal
material. Restitution is a term devised to cover familiar principles of
law which, for the first time, have been drawn together for treatment.
In the course of the development of our legal system substantive law

has been very largely cast in a procedural mold. The restatement, under
consideration, is new in that it looks primarily to rights and only secon

darily to remedies available for their enforcement. This new approach
has made it possible to combine the law of quasi contracts with other

principles which have heretofore been treated under the heads of equity
and trusts. The newness of this treatment is evidenced, to a certain

extent, by the fact that the volume is divided into two parts, prepared
by different reporters, and assisted, in some instances, by different ad
visers.
Part I, which was prepared on the basis of the work of Professor

Seavey as reporter, is far the larger of the two parts. It embraces eight
of thirteen chapters and one hundred and fifty-nine of two hundred and
fifteen sections. Here it is hardly necessary to add that these sections
are divided into black letter rules accompanied by comments and illus
trations. The form employed is that which is now so familiar to all
users of the restatements except, perhaps, that more textual material is
included, by way of introduction, to the volume and to particular chap
ters and topics. To the writer this material seems to be a valuable
edition.
In the introductory note on the scope of this restatement it is stated

that "it deals with situations in which one person is accountable to an

other on the ground that otherwise he would unjustly benefit or the other
would unjustly suffer loss". Part I is intended to define the substantive

rights of parties in such situations. It covers that part, and it is far the
greater part of the law of quasi contracts which is based on the principle
of unjust enrichment; but it is not limited to that relief which was

formerly obtained at law by the action of assumpsit. It is concerned
with the right to restitution regardless of whether that right is such a
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one as would, now or formerly, be enforced at law by means of the
fiction of a promise, or is such a one as would be enforced in equity
or by the court of a code state in the exercise of its equitable jurisdiction.
But in treating of restitution, the concept is limited to those rights
formerly within the field of quasi contracts and to analogous equitable
principles. It does not embrace such rights, even though they are resti-

tutionary in nature, as those enforced in such actions as trover, replevin
and ejectment. Perhaps it will be useful, at this point, to skim through
our volume in order to see what is included.

Chapter one is introductory in nature and contains a brief exposition
of the principles on which the right to restitution is based. Paraphrased
with deceptive simplicity, these might be stated as establishing a right
to recover money or property where a benefit has been conferred by one,
or at his expense, upon another, when the first party was not acting of

ficiously and the second party can not in equity and good conscience
retain the benefit received. Unlike the case in most actions, the recovery
allowed is generally measured, not by the loss of the complaining party
but rather by the amount of the benefit which has been received by
the other. However, as is pointed out, there are situations where, because
of the tortious character of the defendant's conduct, the recovery is cal
culated on the basis of the complainant's loss.

Chapter two, which is by far the largest in the volume, deals with
benefits conferred by parties acting under the influence of and motivated
by a mistake of fact or of law. It embraces situations wherein the mis
take is induced by innocent misrepresentation and by fraud, and it deals
with such equitable subjects as reformation and rescission as well as

with typical quasi-contractual actions for the recovery of money.
Chapter three treats of benefits conferred under coercion. It deals

with duress and undue influence, with coercion under the form of legal
process, with the discharge of one party's duties, and the rights conse

quent on such discharge, and with contribution and indemnity, as

between tortfeasors.

Chapter four is concerned with benefits conferred at request and is
developed by cross reference to the Restatement of Contracts. The fol
lowing chapter deals with the familiar situation where one party volun
tarily, and without mistake, coercion or request, confers a benefit on an

other by preserving his life, health or property or by discharging his
obligation as by furnishing necessaries to his wife or minor child.
Chapter seven deals with benefits tortiously acquired. It treats of

the right of a person, upon whom certain tort injuries have been inflicted,
to waive the tort and to secure restitution by means of an equitable or

quasi-contractual action based on the fiction of an agency or trust

relationship.
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Chapter eight is concerned with defenses and with the measure of

recovery. It is, in part, a summary of, and in part, a supplement to the
matter which appears in the preceding chapters.
Part II was prepared on the basis of work done by Professor Scott as

reporter. It deals with special equitable devices or principles which are

available for making effective the rights recognized in Part I when a

judgment at law or a decree in equity for the payment of money would
be of doubtful value. Chapter nine deals with constructive trusts, equit
able liens and the right Ito subrogation, which are the remedies available.
Of these the constructive trust looms largest; and, having been passed
over in the Restatement of Trusts (also reported by Professor Scott),
it is here set out with considerable fullness as a device for enforcing
restitution under numerous circumstances. Following a discussion of
bona fide purchaser and other equitable principles precluding the en

forcement of a constructive trust or equitable lien, the restatement con

tinues in the next three chapters to treat many types of situations
where those remedies may be available. These are, in order, those in

volving the acquisition of property under oral agreement, the acquisition
of property on death as by murder or by the wrongful procurement of a
will or of intestacy, and the acquisition of property by a fiduciary. The
thirteenth and final chapter is concerned with following property into its

proceeds in order to prevent the loss of constructive trusts and equitable
liens.
It is hoped that the fragmentary sketch which has been given will con

vey some idea of the scope of this restatement. As inadequate as it is,
it seems impossible to attempt more, for the volume here reviewed is a

large one and represents a very high degree of skill in condensation and

expression. To charge to the attack and joust with a rule here or a com

ment or illustration there seems futile. Fortunately a reviewer is not

confronted with the necessity of agreeing in toto or refuting in detail.
And leaving aside what might seem, to one commentator or another, to
be flaws, it can be said that this restatement is of such excellence in de

sign and execution that it should render valuable service to the legal
profession.
It appears to have the more potential value by reason of the fact that

it covers what has previously been a hodge-podge of matters which are

difficult to run down in the digests and treatises. In the standard
digests quasi contracts is not a heading. The quasi-contractual and

equitable material alike is scattered under Contracts, Agency, Equity,
Trusts, Release, Reformation of Instruments and many other titles.
Neither has the field been adequately covered by any treatise. Professor
Keener and later Professor Woodward did excellent work in quasi con-
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tracts, but their volumes are more limited in scope than is this restate

ment, and it is time that the principles of which they wrote should be

reexamined and reexpounded.2 Much of the material now assembled
and made available has hitherto been scattered through works on con

tracts, equity and trusts, and seems too often to have escaped the eye of

practitioner and judge alike.
This restatement is unique in that it is accompanied by the notes of

reporters on almost half of the sections treated. These notes, containing
citations of hundreds of cases, cover ninety-nine of the more difficult
sections and seem to 'the reviewer to make the restatement a more valu
able working tool. And what is more important, it seems to be a feature
which is likely to attract the practicing attorney and the judge, and it is
only if the restatements find favor with these that the purpose of the
Institute is possible of achievement. The writer believes that such notes

and the record of the restatements in the courts,3 will not be of less

importance than local annotations in winning acceptance for the work of
the Institute.
In closing, the reviewer expresses the hope that the Restatement of

Restitution will receive the use which it seems to merit. Where, in its

preparation, it has been necessary to choose between conflicting rules,
the writer feels that the choice has generally been wise and what he
would designate as on the liberal side. It is difficult to state a mythical
general law on the basis of the decisions of the several states, and "the
best legal thought". But, on the whole, the law so devised seems to be

reasonably well rooted in the past and at the same time designed to

serve the future. It does not seem to be so removed from precedent and
tradition as to be unacceptable, and at the same time it gives definition
and consistency to a body of legal doctrine which has too often been

applied willynilly. The Restatement of Restitution seems designed to

extend, to good advantage, the use of quasi-contractual and equitable
actions of a restitutionary nature while, at the same time, curbing what
a very distinguished jurist has described as the "well-meaning sloppiness
of thought"* which has too frequently characterized actions founded on

principles of equity and good conscience.

James A. Spruill, Jr.*
2Their volumes were published in 1893 and 1912.

"American Law Institute, The Restatement in the Courts. Third Edition. (1937).
'Scrutton, L. J., in Holt v. Markham, 1 K. B. [1923] 504, 513.
?Assistant Professor of Law, The University of Georgia School of Law.
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