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TAXATION OF GOVERNMENTAL SECURITIES AND
SALARIES

TUNSDAY, F3B1,UARY 141 1989

UNITED STATES SENATE,
SPECIAl, CoMMTrEE ON THE TAXATION OF

GOVERNMENTAL SECURITIES AND SALARIESWashington, D9. 0'.

The special committee mot, pursuant to recess at 10 a. M.0 in the
committee room of the Senate Finance Committee Senate Office
Building, Senator Prentiss M. Brown, clhirman, presiding.

The CHAIRMAN. Tho committee will be in order.
We will flrat hear from Prof. Kossuth M. Williamson, of Wesleyan

university, of Middletown, Conn.
Professor Williamson.

STATEMENT OF KOSSUTH M. WILLIAMSON, PROFESSOR, WEB-
LEYAN UNIVERSITY, MIDDLETOWN, CONN.

Mr. WILLIAMSON. I have a very short statement or memorandum,
which I would like to read to your committee, and then, if there are
any questions following, I will be very pleased to answer them to the
best of my ability.

The YhIAIRMAN. Certainly.
Mr. WILLTASON. I assure you that it is not very long, but tlat it

is a brief statement on the proposal to eliminate the reciprocal exemp-
tion of future issurs of Federal State, and local government securities
and of salaries of employees of these agencies and is not intended to
be exhaustive,

Since stici matters lie outside of my sphere of competence as a tax
economist, I shall say nothing about the constitutional aspects or the
elative merits of procedure. by statute or constitutional amendment.

Nor shall I present any statistical material, leaving that to the statis-
ticians and others who have made independent investigations of this
character.

TAXATION OF GOVERNMENT SECURITIES

I shall now take up the subject of taxation of Government securities.
Perhaps I could be of most service if I give you my reactions to the

most important issues in the current debate upon this proposal. Those
issues are:

(1) The effects of tax-exemption upon the principle of progression
in taxation;

(2) The economic effects of tax.exemption; and
(8) The revenue results of abolition of tax-exemption upon future

issues of Government securities.
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It will be noted that, since action with respect to existing issues
does not seem feasible or equitable, my remarks relate only to the
elimination of the tax-exempt privilege for future issues.

PFZCT5 OF TAX-XEMPT -f MulITInZ UPON THE PJUNCIPLIE OF
PROOREBSIVE TAXATION

One of the most crucial arguments against tax-exemption of Govern.
ment securities is that It obstructs the effectiveness of the progressive
income tax, It Is Important that the theoretical validity of this con.
tention should be understood. Such a result arises because individuals
in the higher Income brackets gain more in surtaxes avoided than they
lose on the lowbr interest rates of tax-exempt bonds.

If the volume of tax-exempt securities were so limited that the
supply would be entirely absorbed by those to whom exemption was
most valuable, the wealthy Investors in a freely competitive market
would tend to force the bond yields down to the point where at least
some of the wealthy investors would be losing as much In reduced inter.
eat as they gained in tax reduction.

When, however, the supply of bonds issued Is so large that they must
be purchased by lower-Income Individuals by corporations, and by
tax-free institutions, the price of the bonds must be low enough, or
the Interest rates high enough, to attract these purchasers to whom the
value of the tax-exemption is much less.

Buying in the general market, the wealthy investors do riot have to
pay any more for the tax-exemption privilege than It is worth to
buyers who would not have to gay high surtaxes anyhow. These
wealthy Investors gain, therefore, ifiore than they lose.

Their profit is measured by the spread between the interest they
lose and the taxes thev save. Under such conditions, tax-exemption of
the bonds does offer the opportunity to the wealthy to escape the bur.
den of the higher surtaxes. Factual studies bear this out. They leave
no doubt that tax-exemption impairs the effectiveness of the progres-
sive principle.

The significance of this weakening of the effectiveness of progression
depends in part upon the validity of the policy of pro ression itself,
and upon the fairness or desirability of the present higfr levels of the
surtaxes. There are, of course, various objectives In progressive taxa-
tion. One objective is to achieve equity In the distribution of the tax
burden; another is to decrease the inequality of incomes.

Whatever the objectives may be, it must be recognized as a fact
that the country is, in our times, committed to the policy of progres-
sion. Although the question of what surtax rates are expedient or fair
may well be moot, the validity of the policy of Progression is no longer
debatable. Tax-exemption, therefore, by offering escape, to the
wealthy from burdens legislated upon them by statute. obstructs the
o eraton of this established policy and creates a socially undesirablesituation.

Moreover, it is not in the Interest of democratic institutions to allow
conditions to exist which prevent the enforcement and effectiveness of
legislative intent. Democracy does not profit from the procedure of
enacting policies without implementing them. If the scale of rates of
our surtax is thought to be unfair or unsound economically, it is more
fair, and more sound economically, for the Government itself to revise
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them, rather than for wealthy individuals, through the legal loophole
of tan-exemption, to accomplish a hit-or-miss revlio of their own.

The CHAIRMAN, Will you please read that again?
Mr. WILLIAMSON. Moreover, It is not in the Interest of democratic

Institutions to allow conditions to exist which prevent the enforce.
ment and effectiveness of legislative Intent. Democracy does not
profit from the procedure of enacting policies without implementing
them. If the scale of rates of our surtax is thought to be unfair or
unsound economically it Is more fair, and more sound economically,
for the Government itself to revise them, rather than for wealthy
individuals, through the legal loophole of tax-exemption, to accom-
plish a hit-or.miss revision of their own.

But some may contend that, whatever the theoretical possibllites,
the factual evidence does not indicate that the rich are availing them-
selves of the opportunity to escape from the progressive burdens of
the surtaxes.

The CnAinWAN. You are not, yourself, saying that is a fact?
Mr. WILLIAMSON. No; and I am going to comment on that now.
Sample studies have been made of the composition of estates

probated in recent years and estimates have been made by the Treas-
ury Department and others as to distribution of the ownership of the
existing tax-exempt securities. These studies suggest that there
has been no great flight by the rich from other investments to tax-
exempt secti cities, and that, in fact, the bulk of those securities are
held by governments, institutions, corporations, banks, and insurance
companies, not subject to the surtax. Almost all of the Increase of
governmental debt of recent years has, according to the Twentieth
Century Fund, been taken up by credit institutions.

The statistics I do not go into, because, undoubtedly, they are
available to the committee.

The data underlying all these studies are, of course, incomplete
and subject to wide margins of error.

Moreover, the studies mentioned are not up to date, and do not
preclude the statistical possibility that a change has occurred in the
last 3 or 4 years and that there may actually exist a more definite
trend to tax-exempt securities on the part of the wealthy at the
present time.

But even supposing the studies to be entirely accurate, and to
reflect current conditions, the obstacle of tax-exemption to progressive
taxation Is still serious. The seriousness derives from the fict that
the holdings of individuals though not a disproportionately large
percentage of the outstanding securities, nevertheless in absolute
terms constitute a very largo sum, indicating that many taxpayers do
avail themselves of the tax-exempt privilege.

Reinforcing this is the fact that the larger the investors, the higher,
according to the evidence, the percentage of their fortunes held hi
tax-exempts, demonstrating that the greater Importance of tax-
exemption to wealthy investrs than to investors of limited means is
well appreciated.

Thus, though the statistics, such as they are, may minimize the loss
of revenue from tax-exemption, they do not disprove the proposition
that tax-exemption undermines the progressive feature of the income
tax to a marked extent.

52
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Not only do tax.exempt securities impair the effectiveness of pro.
gression: TI'hy tend, in addition, to burden less well.to-do investors.
The competition of the wealthy to buy securities for tax-exemption
purposes raises bond prices and lowers bond yields. Individual in.
vestors of small means, savings banks, and Ufe insurance companies
must necessarily accept somewhat lower interest rates on Govern.
ment securities than would be enjoyed if the prices of such securities
were not, to some extent, inflated by the demand of wealthy taxpayers
seeking escape from surtaxes.

Thus, poorer Investors, saving bank depositors, and life insurance
policyholders bear, in the loss of interest, a sort of indirect taxation.
It is they who help to make up part of the Government's loss in

revenue from tax exemption.
A. strong case then for the elimination of the privilege, can be

made, not only rom the fact that tax-exemption obstructs apparent
legislative tax policy, but also from the fact that it tends to distort
the distribution of the burden of taxation.

THE ECONOtIO AnGUMENT

Some proponents, however, of the elimination of tax-exempt secu-
rities for the future, urge it also on economic grounds. They contend
that tax-oxemption distorts the capital market and diverts the Invest.
ments of the wealthy, who can best afford to take risks, away from
equities.

The discontinuance of tax exemption, according to this view, would
force funds out of bonds back into enterprise and risk-taking, and
would In this way greatly stimulate the revival of the capital market.
For several reasons it is probably wise not to base the case for the
proposal on such economic considerations,

In the first place, the discontinuance would apply only to future
issues and such economic consequences upon investment behavior
would, if they resulted at all, be long delayed.

In the second place, though the volume of tax-exempt holdings is
large, the influence of tax-exemption upon the decline of tho aggregate
volume of private investment in recent years is uncertain. Competent
economists are by no means in agreement as to the causes of the
decline.

Moreover, we have already pointed out that such data for the past
as are available do not reveal any definitely Increasing shift of the
wealthy to tax-exempts.

Of course, there is the possibility, already mentioned, that the
incomplete and lagging statistics do not report a more decided trend
that may well be going on now in that direction.

If, however, theinvestment behavior of the rich does not ultimately
prove to have been exceptionally partial to tax-exempt securities
recently, the explanation of the decline In private investment and of
the shift In the ownership of equities will have to be soulit elsewhere.

Other factors may be quantitatively more responsible for the present
distress of the private capital market than any increasing influence
of tax-exemption upon the investment stream of surtax payers. So
complex and far reaching are the causes for the timidity of private
investment and the stagnation of capital-goods industries that it
would be a dangerous oversimpliflcation to attach great significance to
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the influence of tax-exemption upon the aggregate investment situa-
tion, It is much safer, therefore, to base the case for discontinuance
of tax-exemption upon the sufficient and more certain grounds of tax
equity and the principle of progression.

However, this much can fairly be said. If the tax-exemption
feature has any economic effects at all, the presumption is that it
would discourage private Investment.

In addition to securing the advantage of equity and fairness, the
discontinuance of tax-exemption will forestall future discrimination
In tax burden upon the income of enterprisers and risk-takers as con-
pared with that of the Government bondholder, and, insofar as such
discrimination is an unfavorable economic influence upon aggregate
investment, will yield an important economic result as a by-product.

THE FISCAL AROUbIENT

I now turn to the revenue argument advanced against this proposal.
According to newspaper references Professor Lutz has presented
estimates to show that the change will not result in any great net gain
in the budget position of the Federal Government after the deduction
has been made for higher interest that will have to be paid on future
bond issues.

On the other hand, he contends that the change would produce a
substantial future net loss to the State and local governments, result-
ing tu in an actual budgetary loss to all levels of government taken
together.

It is interesting to note that Prof, C. 0. Hardy, a little over a decade
ago, arrived at somewhat similar though not identical, estimates of
the probably fiscal results of ending tax-exemption.

Such estimates are, of course, subject to wide margins of error
because they relate to unknown future conditions, and must be based
upon uncertain assumptions.

Even if we accept. the Lfutz estimates, however, they do not con.
stituto a compelling argument against the advisability of discontinu-
alice of tax-exom p tion. So far as the Federal Government is
concerned, as the UVnder Secretay of the Treasury has pointed out,
the change would still be (lesi'able on grounds of equity and the
strengthening of the progressive feature, even if the change resulted in
a net loss.

Any plan of tax revision aimed to redistribute the burden of taxation
neces;itates the reduction or elimination of some taxes and tile re-
placement of the lost revenue by new, more equitably obtained
receipts. The mere puiiit of revenue productivity, without con-
sideration of the adjustment of the burden, ignores tax justice.

From the point of view of securing the adoption of the proposal
however, the contention that the State and local governments will
stiffer a net loss from the change is a highly important matter. The
expectation of loss arises from the fact Litt these government, have
been enjoying an indirect subsidy in lowered interest on their bonds.
The subsidiary governments do not wish to surrender this advantage
and thus to suffer additions to their future interest cost.. If the pro-
posal is to win their support, therefore, it will doubtless be necessary
for the Federal Government to compensate them for this injury to
their vested interests in the tax-exempt privilege. If the problem is
considered sufficiently important, however, a satisfactory solution
can probably be found.
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The Ideal plan would be to work out a solution of the much larger
question of Pederl-Stte tax conflicts in general, of which reciprocal
immunity of governmental securities forms only a part. This larger
problem ofouintergovernmental fiscal relations lhas been growing in-
problem y serious in recent, years.On to other hand, it Is a question whether any unified and thorough-

going plan of coordination of these fiscal relations can be achieved by
political procedures.

Perhaps progress in this direction will have to be made piecemeal
and by compromise as the most pressing problems arise. If that
view is correct, the elimination of tax-exempt securities may unfor.
tunately have to be handled individually as one of these piecemeal
solutions.

In default of any such solution of the tax-exemption problem through
a thoroughgoing coordination of the intergovernmental fiscal relations
in general, the Federal Government might agree to pay the States
an outright subsidy for a limited number of years to reimburse them
for the fiscal loss from the discontinuance of the tax-exempt privilege.
This suggestion has been made by other students of the problem,
and If the proposal cannot be carried through otlrwise, it seems
worthy of serious consideration. The elimination of evasion, the gain
in equity, and the strong thening of the progressive feature of the
tax system should be wel worth the cost.

THE TAXATION OF GOVERNMENT SALARIES

The elimination of the reciprocal tax immunity of government
salaries is also justified by considerations of sound tax principles.
If we are to set as one of our goals in taxation the best possible adjust-
ment of the tax burden in accordance with the ability to pay or the
economic status of individuals it is desirable that Government em-
ployees should be placed on a basis of tax equality with their fellow
citizens of comparable incomes. In the case of Government salaries,
of course, it is the normal tax rather than the surtax which is chiefly
at stake, because of the prevailing low salary levels.

Thus, just as the aim of discontinuing the tax-exemption of Govern-
ment securities is to protect the progressive system, so the aim of
eliminating the tax-free privilege for Government employees is to
broaden tle base of tlhe income tax and more nearly to universalize
the visible payment of taxes. Tie two proposals thus supplement
one another the one being aimed at strengthening the income tax at
the top, and the other at strengthening the tax at the bottom.

It may be argued that the Imposition of taxes upon Government
employees will merely result in increases in their salaries and will
not call forth any net contribution by them to the cost of govern-
ment. The net economic effect, however, is very difficult to predict
since it must depend upon many factors affecting the determination of
Government salaries and the incidence of an income tax,

Even if a corresponding increase of Government salaries should
result however, the action would seem Justified as a means of bring-
ing alout a greater feeling of tax consciousness and a realization of
contribution to the cost of government on the part of many of these
employees, whose salaries, after all, form much of that cost,
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The significance of this point may be greater in the future, however,

than at present. Many students of taxation believe that we should,
by lowering exemptions and replacing many indirect levies, give the
Income tax a larger relative place in our aggregate tax structure. The
tax would thus be converted Into a revenue Instrument fiscally more
important and less limited in application to the rich.

If such a revision of tax policy is likely in the future, the number of
Government employees Immune from tax liability under such a tax
would be very much larger than at present. If so, it follows that the
immunity of government salaries wfth respect both to revenue and to
tax consciousness has greater importance for the future than for the
present. Seen in such future perspective, present action for discon-
tinuance of the tax-free privilege for Government employees is justi-
fied, not only as a means of meeting present conditions, but as a
program of fiscal preparedness for the years that lie ahead,

Ti1 CHAIRMAN, Any questions?
Senator AusTIz, I have none.
The CHAIRMAN. Professor Williamson, we thank yoU very much

for coming down and giving us the benefit of this excellent statement.
(Mr. Bernhard Knollenberg, librarian, Yale University New Haven,

Conn., testified before the committee on this date (Tuesday, February
14, 1039). Subsequently, at Mr. Knollenberg's request, the com-
mitteo agreed to eliminate his testimony from the printed record.)

The CHA i MA. The committee will be pleased to hear from Prof.
William J. Shultz of the College of City of Now York at this time#

STATEMENT OF WILLIAM 3. SHULTZ, PROFESSOR, COLLEGE OF
THE OITY OF NEW YORK, NEW YORK OITY

Dr. SnIuLTz. Mr. Chairman and gentlemen of the committee, as an
academic economist I cannot present any new figures, any now
calculations, that will throw added light on the effects of the tax-
exemption of Government securities and salaries or on the effects of
abolishing that exemption. For my statistical material, I am in-
debted to old researches by Dr. Hardy and others long available to
eeybody, and to recent statistical analysis by Mr. Heny C. Murphy,
of the Treasury Department. The more pertinent of Mr. Murphy's
figures have already been presented to you by Mr. Hanes and Mr.
Murphy. My contribution can only be to supplement and coordinate
the interpretations placed upon these figures.

WHY TAX EX MPON OF GOVERNMENT SECURITIES SHOULD BE ENDED

On several past occasions I have written in condemnation of the
tax exemption of Government securities:

The Cost of Government in the United States, 1925-26 (National
Industrial Conference Board, New York, 1026), pages 139 to 140.

American Public Finance and Taxation (Prentice-Hall, New York,
1031), pa es 151 to 156.

Your axes (Doubleday Doran, New York 1938), pages 149 to 160.
American Public Finance (Prentice-Hall, Mew York, 1938), pages

616 to 822.
My objections may be summarized under four headings:
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1. The injustice perpetrated as among various classes of Federal
income-tax payers and, to a lessor extent, as among various classes of
State income-tax payers.

2. The effects on investment tendencies.
3, The loss of more tax revenue through the exemption than is

gained by the lower interest rMe.
4. The inconsistent distribution of the gains and losses involved

between the Federal Government on the one side and tle 3tato and
local governments on the other.

INJUSTICESl INVOLVED IN TAX EXEMPTION OP OOVERNMENTAL
SECURITIES

Tax exemption of governmental securities involves injustice only
because of the existence of progressive income taxes. It is because,
under the present Federal income-tax schedule, p rich man pays 72
percent on the next $250,000 of his income over $500,000, and a
poorer man pays 17 percent on tile next $4 000 of his income over
$22,000, that the exemption of interest, on g overnment securities is
worth more, as an instrument of tax avoidance, to tle first individual
than to the second.

According to the spread in interest rates between highest-grado
taxable securities and tax-exempts, there will be olle group of inconlo
taxpayers who stlind to gain), thtrougll tx avoidance, by hivestimg in
tax-exempts instead of taxable securities, and inotlher group who
gain nothing or actuallyy lose (if no allowance is made for the ''safe"
and "liquid" character of Government securities) by such invest-
ment. If the "interest rate diflerential" between tax-exempt securi-
ties tild the highest grade of taxables were one-sixth, under tile pre-
sent lFedorol income tax all recipients of more thon $22,000 txItilhlo
income would gain by Investing in tax-exempts, while the recil)ilents
of less than $22,000 of taxable income would lose by such investment.
At that income level, the profit from tax avoidanceeceeds the loss of
interest income that results from the interest-rato differential. if
the interost-rate differontial were one-half, the dividing line would be
at the $80,000 income level. If the lnterest-ratto differential wore
three-quarters, tle dividling line would be at the $1,000,000 ilcole
level.

Not only (toes tIe existence of tax-exempt securities and a pro.
gressivo income tax establish one class of investors who can real a tax.
avoidance profit by investment In tax-oxempts and another wllch
loses, but it also discriminates as among the investors who profit in
this fashion. As Mr. planes said, in his statement: "Tile value of
the tax-exemption privilege varies widely among different purchasers
having different incomes; the cost of acquiring this privilege, on tile
other hand, is the saime to all." hearingss. cit. supra, p. 6.) The
larger the taxable income of any individual, the greater is his tax
avoidance by investment in tax-exompts. The relative degree of tax.
avoidance profit to be derived by richer individuals from Investment
in tax-exempts depends upon the degree of progression that is
embodied in the personal income-tax-rate schedule and upon the in-
torest-rate differential between comparable taxables and tax-exempts.
Under the present Federal personal income tax schedule, and assuming
a current 3-percent yield on riskless taxable securities and a 2K-percent
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yield on tax.oxempts, n man with $500,000 of taxable income saves
77 percent of his potential additional tax by purchasing lip to
$8,300,000 of tax-exempts, whereas a man with $22,000 of taxable
income saves only 3 percent of his potential additional tax by pur.
chasing tip to $133,000 of tax exempts, To the extent that Congress
seeks to distribute the burden of the personal income tax upon aprogressivev " basis, the existence of tax-exempt securities operates
"regressively" to nullify that. intent. Under State income taxes,
within their more moderate progression, the distributional injustice
produced by tax avoidance through investment in tax-exempt securi-
ties is much milder, but it is nonetheless present.

Demand for Government securities by Investors who seek tax
exemption raises the price-or what is eqivalont, lowers the interest
return-for investors who seek the relative safety and liquidity that
such securities offer. From this unquestionable fact it Is frequently
argued that tax exemption perpetrates an injustice upon the safety
and liquidity investors. (IQid p. 7.) I consider this a weak argu-
ment, one tiat invites side-issue attacks by proponents of tax exemp-
tion and I prefer to clear it away myself ratl~or than leave the attack
to them, Demand for Government securities is joint. One set of
buyers purchases Government securities for one purpose-tax exemp-
tion; a second set purchases for a different 1)urpose-safety and liquid.
lty. The price of the securities-their interest yield-is determined
by the joint demand operating upon the given supply. It is true
that the existence of the tax-exemption demand forces up the
price -that is, lowers the yield-for the safety and liquidity pur-
e!!nserQ. 13t it i_ equielly true thist the existence of the safety and
liquidiv dcmaiid forces il the price for the tax-oxemption pur-
chasers, There is no justice or injustice involved in this-no more
than when deinnd for copper to make shells forces up copper prices
for electrical users of copper, and the demand of thle latter forces up
copper prices for munitions makers,

Although we may conclude that the feature of tax exemption works
no intisice upon safetyt" and "liquidity" purchasers of Government
seurities, there can he no question but that these latter classes of
investors would benefit from the abolition of tax exemption. With
the present group of t4x-exemption purchasers out of the market;
prices for government securities would unquestionably fall-that Is,
the issuing governments would have to offer a higher interest rate.
To whatever extent, even though sliglt, the yield on governmentals
was raised, "safety" And "liquidity" buyers would get a better return
on their investment. To tile commercial banks, insurance cow panics
savings banks, and trusts that hold such securities, this would he a
welcome development.

DAD EFFECTS OF TAX EXEMPTION ON INVESTMENT STRUOTURS

It is a truism of individual investment policy that a substantial re.
serve of safe, ince idling issues should be accumulated before a
begindng is made on thte purchase of more risky junior issues. A man
with moderate means, after covering a reasonable cash account insur-
ance, and possibly home purchase, should buy a nest egg of sound "gov-
ermnents'" before ie seeks the more speculative industrial bonds and
stocks, Conversely, a wealthy individual whose total of wealth
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allows him a wide margin of ultimate values against all eventualities,
does not need the safety of Government issues. He can, and from
the standpoint of national economic welfare he should supply the
junior capital which provides economic initiative and control.

Some critics of tax exemption argue that this means of escape from
taxation has "turned the investment market on end" (Ibid, p. 9),
that it has driven rich men to invest in "safety" (as an Incident to
buying tax exemption) thereby forcing individuals with more mod-
erate means, who shouldn't, to Invest in "venture." Such a state.
ment exaggerates. In the first place, with $50,000,000,000 of gov-
ernmental securities outstanding, there Is an ample supply to moot
the needs of all investors who properly seek safety. And %ith the
interest differential between tax-exempt. and sound taxables now re-
duced to a trifle, because of the tremendous supply of Government
issues and the current low interest level, investors with moderate
wealth are not being unduly discouraged by yield reasons from in-
vesting in governmentals. Moreover, as study of the composition of
estates of rieh decedent. shows, our wealthy men still keep the major
part of their wealth In junior issues, Tax-exempt bonds never gave
anyone control over an enterprise. And the power and the oppor-
tunities for capital gain that inhere in common stocks are not to be
surrendered IfI htly-even for a substantial tax saving-by the men
who can afford to own them. Nor must we overlook that nondistri-
bution of corporate profits oven with an undistributed profits tax
in effect, may accord a wealthy holder of common stocks as substan-
tial a tax avoidance as would ownership of tax-exempt Government
securities.

But even though the existence of tax-exempt issues may not attract
all or most "large wealth" out of venturesome junior investment,
and even though the small investor can still obtain 'safe" government
securities without much of a sacrifice in yield-in short, oven though
the investment market is not "turned on end"-nonetheless the
general investment effect of tax exemption is bad. No one can deny
that a substantial amount of "big wealth" is looked in tax-exempts.
To the extent that this element of "big wealth" was shifted to indus-
trial placement, it would encourage new issues, which would stimulate
Y general economic activity, or encourage a transfer of venturesome
Junior securities from investors with less wealth who are less fitted

to hold such issues. Abolition of the tax-exemption privilege would
eliminate an element of investment distortion now present.

NET LOSS TO GOVERNMENTS

If the governments that Issue tax-exempt securities gained more,
through lower interest rates, that is lost to the tax-collecting govern-
ments through tax avoidance we might argue, on grounds of expe-
diency that the profit involvedoffset tfie factors of injustice and invest-
ment distortion noted above. But issuing governments do not gain
more than the taxing governments lose. In a country that employs
progressive income taxes, every tax-exempt bond issued involves a
revenue loss that outweighs the interest gain.

At any given time, the extent of the net loss sustained by govern-
ments because of tax-exempt securities is determined by tee fac-
tors-the progressive character of the rate schedules of the personal
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income taxes levied in the country, the amount of government secur-
ities outstanding relative to the markets for them, and the current
investment interest rate.

If only proportional property or income taxes were levied tax.
payers' gains through ownership of tax-exempt securitics-whlch is
an inverse way of saying governmental losses on tax receipts-would
be approximately balanced by governmental gains on interest saving,
But the existence of progressive Federal and State personal income
taxes introduces, as was stated earlier variations in the tax-exemption
value of government securities to different individuals. Under the
present Federal tax, a man with $300 000 of taxable income avoids a
72-porcent tax on an additional $280,060 of tax-exempt income, while a
man with $22,000 of taxable income avoids a 17-percent tax on an addl.
tional $4,000 of tax-exempt value. With any given volume of tax-
exempt securities on the market, their tax-exemption value, and, hence
their price In terms of interest rate, is determined by the marginal set of
purchasers who gain least from tax exemption, but whose purchases are
necessary for complete absorption of the outstanding issues. The extra-
avoidance gain of the inframarginal holders in the higher income
brackets is clear loss to the taxing governments, And the extent of
this inframarginal taxpayer gain or governmental loss is determined
by the scale of income-tax rates. If the income tax is sharply pro.
gressive-if there is a big difference between the tax rates on the
inframarginal purchasers of tax-exempt securities and on the mar-
ginal purchasers-the governmental oss is correspondingly large,
If, as in the State personal income taxes, the rate progression is mild,
the tax loss on the inframarginal holders of tax-exempt securities is
slight.

Senator AUSTIN. The calculations of what the Government saves
on interest based upon 1022 do not apply to 1030, largely because of
the difference of the securities outstanding. When you speak about
the interest differential at the present market at 0.4 of 1 percent--

Dr. SHULTZ. Yes.
Senator AUSTIN. Then you understand my question?
Dr. SHULTz. Yes. This influence of the volume of tax-exempt

securities outstanding on the interest rate differential, explains in
part why Professor Lutz's analysis of the interest-saving on tax.
exempt issues, based largely on 1022 figures, does not apply fairly to
1039, when the interest-sav.ng is much less.

Senator AUSTIN. What is your estimate of the present interest
differential?

Dr. SHULTZ, I am accepting the Treasury's estimate of around
four-tenths of 1 percent.

Senator AusTIN. Now what is the interest differential for the
period assumed by Mr. Lutz in 1922?

Dr. SfULrz. 'fliat is covered by Mr. Hardy's book, and it was
around 1 percent at that time. I am going on my memory, and I
have not checked that up recently at all.

Given any particular degree of income-tax rate progression, the
extent of tax los on Inframarginal holders of tax-exempt securities
is determined by the amount of such securities outstanding, since it is
this amount that determines how far up or down the income-bracket
scale the no. rofit-no-loss margin of tax-exempt security holders will
be established
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Senator AUSTIN. When we were talking a moment ago, were we
talking about the absolute or relative value of the tax-exempt privilege
in terms of interest rate differential?

Dr. SII ,TZ. I was holding that point in abeyance. While I gave
absolute figures for the interest raIe differentials in 1022 and 1030,
my argument really dealt with relative differentials. But the con-
elusion is unaffectod. In 1022 we had a larger relative differential
applied to a higher investment rate than today. So the absolute
differential was substantially greater than today, which was the
essential point of my argument.

Senator AUSTIN. Now you are talking about the absolute interest
differential or a relative one?

Dr. SnnT,, It would have to be the absolute differential, since I
am speaking in terms of actual interest saved. If I were to speak of a
relative differential dependent upon the amount of exempt securities
outstanding I would havo to speak of a differential of around one-sixth,
or one-quarter, or one-half, or some other ratio.

Senator AUSTIN. Proceed.
Dr. SHULtS. If only a few hundred million dollars of tax-exempt

securities were outstanding, under the present Federal income-tax
rate schedule, they would all gravitate into the possession of indi-
viduals with taxable incomes over $1,000,000. For such individuals
there would be a profit in holding tax-exempts even if their yield were
only ono-quarter that of corresponding taxable securities. The pur-
chasers vtould not be willing to sacrifice in lower interest rates the
full amount of their tox saving, since they would be surrendering the
element of control attached to junior securities, and safety feature of
government issues would not bo oIn important considerltioln to thoi.

tit the discount would be slight. 11th all the purchasers of these
bonds enjoyiiig approximately the same tax saving and with all willing
to pay-n ret iced yield-almost as much as tilts saving was worth
to them, the Issuing governments would gain in interest saving
almost Ias much as the taxing governments lost. There would be
some loss, but it would be shightt.

But with larer amounts of tax-exempt securities outstanding, the
demand of individuals in the top-income brackets is fully satisfied,
and some of the securities #must be bought by individuals in lower-
income brackets whose saving is less,. Naturally they are going to
pay less--that is, Insist on a -higher Yield-than top-bracket buyers.
As marginal l urchasers, their demand determines th e interest differ-
ential of the entire volume of tax-exempts. On these marginal
buyers, the issuing governments gain in interest differential almost
as much as is lost in taxes; but meanwhile, on the Inframarginal
buyers-the purchasers in the top-income brackets-tho tax loss is
much greater than the issuing governments' gain.

As the amount of government securities outstanding increases, the
margin of purchasers moves ever further down the Income-bracket
scale, the tax saving possible for the newer groups of purchasers be-
comes ever smaller, and the interest different al between tax-exempts
and comparable taxables shrinks. When the shrinkage of differential
has proceeded far enough, a new demand element enters-the "safety"
and "liquidity" investors. For awhile, the extent of this new market
for tax-exempt may peg the prico-as measured by the interest dif.
ferental-for governmental securities, in spite of a further big expan-
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sion of issues. But its expansion continues in the face of an established
structure of joint demand-the demand schedules of tax-exemption
purchasers plus the "safety" and "liquidity" purchasers--the pr ce of
new issues must be brought ever lower I. e., a higher interest rate must
be offered, with the result that the interest differential shrinks still
further. Govertunental loss through tax avoidance Increases as the
reduced interest differential makes possible tax avoidance through
)urchaso of tax-exempts by individuals in lower iand lower income

brackets, tit the samne time that governmental gain through interest
saving grows less alia less.

As stated above, the current invetinent interest rate also affects
the net loss inflicted by tax-exempt securities on governments at any
given time. While the ratio of the yleld of government securities
to that of corresponding taxnblo securities is determined by the volume
of government securities outstanding relative to the market demand
for them, the absolute amount of this interest differential depends
upon the current investment Interest rate. If the current yield for
sound, taxable securities Is 3 percent and the interest differential ratio
is one-sixth, government issues can be marketed at it one-half percent
Interest saving; if the current yield for sound taxables is 6 percent, at
the one-sixth ratio the Interest saving for governments is I percent.
Governmental gain through interest saving depends upon the absolute,
not the relative, interest differential. Governmental loss through tax
exemption is independent of the levels of taxable security yield- gov-
ernment security yield, or interest differential. Therefore the notloss
suffered by governments through the issup of tax-exempt securities is
Other things being equal, greater on securities issued at a time of iow
interest rates, such as the present, and less on securities issued at a
time of high interest rates.

The interest-saving gain that governments derive from tax-exempt
securities is established, for the life of the issue, when the securities
are issued. It is determined by the factors noted above-the pro-
gression of existing tax-rate schedules, the volume of government
securities outstanding in relation to the markets for them, and the
current investment interest rates, The tax-avoidance loss, which is
a factor from the moment when the bonds are issued, may change
during the life of the issues If the rate schedules of existing taxes are
modilfed, or if new taxes. -to which the exemption of the securities
applies-are introduced. If th.( progression of taxes in existence
when the issties were marketed is increased or If new taxes subject
to the exemption are introduced, an additional tax loss, over and
above what could be calculated at, the time of issue, is incurred, because
additional tax avoidance becomes possible without any retroactive
effect on Interest saving. If tax reduction occurs after the marketing
of an exempt issue, the tax-avoidance gain of the security purchasers-
or, inversely, the governmental loss--is reduced without any retro-
active effect on fte original interest saving. In a recent book
American Public Finance--Prentice.all, New York, 1938, pages
(618 to 610)-I summarized the historical significance of this feature
of tax exemption as follows:

As of 1923 the Federal Government had neither gained nor lost through total
eemption of Pitst Liberty Loan bonds from Federal Income taxation, it had

lost by Its partial exemption of later bond Issues, and what it had lost through
12225O9.-Pt. 8-2
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tax-exemptlon of State and local bonds was In marketing their Issues. * * *
For the 120's as a whole, when Federal Income tax rates wore being reduced and
few State Income taxes were adopted, a netgain * * * was probably realized
on all tax-exempt bond Issues. But with the Increase of Federal and State
Income-tax rates during the 1930's, tax-exempt bonds have caused the taxing
governments a staggering (supplementary) tax loss.

INCONSISTENT DISTRIBUTION OP LOSSES BETWEEN THE FEDERAL OOV-
ERNIENT AND STATE AND LOCAL GOVERNMENTS

As was stated above, the tax-avoidance loss that governments suffer
because of tax-exempt securities depends upon the degree of rate
progression in the taxes they levy. The Federal Government imposes
a sharply progressive income tax, so that it sustains a substantial tax-
exemption loss-estimated between $170,000,000 and $337,000,000
annually. Only 29 States impose progressive personal income taxes,
for the most part with very moderate rate progression, so State
income-tax losses through tax-exempt securities are relatively slight.
So widespread is nonassessment of securities under State and local
property taxes, even under the low-mill rates of classified property
taxation, that tax exemption can practically be ignored as a property.
tax factor. The State and local governments, therefore, lose but
little revenue through tax exemption.

Nearly the entire gross tax loss involved in tax-exempt securities
is borne by the Fe(oral Government. Such interest saving a is
possible with the present low "interest differential" is divided between
the Federal Government on the one side and the State and local
government on the other, in proportion to their issues of securities.
tis possible that a few of the States with progressive income taxes

are in the same position as the Federal Government of losing more
through tax avoidance, accomplished by the agency of tax-exempt
Federal issues as well as by their own nontaxafo bonds than they
gain on interest saving. But unquestionably most of the State
and local governments at the present time enjoy a not gain through
their power to issue securities exempt under the Poderal income tax.

The Federal Government is paying a hidden subsidy to many of
the States that costs it several times wore than the net gain to the
States.

Senator AUSTIN. Have you observed to what extent the States of
the Union have opposed tis proposal?

Dr. SHnULTZ. No, sir. I cannot say anything on that point at all.
I state later on that I believe it would be difficult to obtain ratification
of a constitutional amendment dealing solely with abolition of the tax
exemption of Government securities.

Senator AUSTIN. I gather from your answer that you have the im-
pression that the States by virtue of their interest would be opposed
to such a constitutional amendment?

Dr. SnuL,-. Yes.
Senator AUSTIN. And so you have got to add the fuel of interest to

the fire of patriotism in order to get ttem to adopt this, have you not?
Dr. SIIuLTz. I think that there would be some basis for that state-

ment in the discussions that took place at the time the sixteenth
amendment was enacted. The question was raised by the New York
Legislature or Governor Hughes, I think, at that time, whether the
amendment would make the interest on State and local securities
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taxable. The implication was that they would not have ratified the
amendment if that had been its effect.

Before I begin this next discussion I think that I should add that
I am an attorney; that I have studied and written in the field of con-
stitutional law; so upon those points let us say that I speak as a lawyer
as well as an economist.

HOW TO F4ND THER EXEMPTION OF OOVRNMENTAL SEOURITIZS

There are four possibilities of congressional action to eliminate the
abuse of tax-exempt securities:

1. A resolution forbidding future issues of Federal seourtie.4 carry-
ing exemption from Fedora taxation.

2. Enactment of a statute, in accordance with the Presidential
message of April 25, 1038, specifically including interest on State and
local obligations in the concept of "taxable income" under the Federal
income tax, with or without a reciprocal waiving of immunity of
Federal issues from State and local taxation.

3. Amendment of the Federal income tax, to change it from a
tax "on income," as authorized by the sixteenth amend ment, to an
excise "on the act and transaction of receiving income measured
by net Income received."

4. A constitutional amendment.
Possibilities two and three above are alternatives. Possibilities

one and four, together with the alternative two or three, could be
pursued concomnditantly.

RESOLUTION ON FUTURE FEDERAL ISSUES

For reasons stated earlier, every Federal or Federal instrumentalities
issue carrying full tax exemption would involve the Federal Govern-
ment in a substantial tax loss. Partially exempt issues, whose ex-
emption does not apply to the personal income surtax Involve a mild
loan, since no individual or institution will pay more-fn acceptance of
lower interest rates--than his gain through such partial exemption,
and in all probability will pay somewhat less.

A resolution forbidding future issuance of Federal or Federal in-
strumentalities securities exempt from Federal taxation will not, of
course, affect the exemption privilege of outstanding issues.

TAXATION OF "TAX-EXEMPT" INTEREST UNDER THE PRESENT INCOME
TAX LAW

I am none too optimistic on the possibility that extension of the
Federal income tax in its present form to the interest on outstanding
or future State and local obligations would be sustained by the courts.
I feel that Mr. James Morris made out a much too optdtio analysis
of the Supreme Court's recent approach to the issue of Federal taxa-
tion of State Instrumentalities. (Hearings, cit. supra, pp. 30 to 52.)
Not one of the cases cited by Mr. Morris questioned or weakened the
basic proposition, established in Collector v. Day, and Pollock v.
Farmers Loan & 7rust Coman , that bast functions and instru-
mentalities of the States-in which category State and local borrowing
and State and local bonds must fall-may not be taxed or subjected
to other interference by the Federal Government. The decisions in

539
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Fint v. Stone Trary Co,, Educatimol Films Corp, v. Ward, and
PacKo Co. v, John.son turned on an issue which I will discuss-Iater-
the doctrine of "siubject and measure," The inheritance tax cases
mentioned by Mr. Morris also involve this issue. The line of oases
repre snted hy Afetea & Eddy v. Mitchell avd James v. Dravo Con-
trating Go. accept the fundamental principle of the freedom of basic
Federal or State functions from taxation by each other, and merely
construe certain functions as "contractual," "proprietary," or h
cidental," and hence not protected by the principle that covers he
basic functions and instrumentalities. Nowhere in the hundreds of
tax cases that have been decided by the Supreme Court since Pollock
v. Farmers Loan d Trust Co. is there the faintest indication of any
Intention to overrule the fundamental principle.

I do not wish to hO understood as saying that what the Supreme
Court has created it cannot unmake. The principles that the Federal
Government may not tax State instrumentalities, and that the State
and local governments may not tax Federal instrumentalities, tire
judge-made law, and judges can overrule them. But overruling of
such fundamental law Is a step thot the Court would be utterly averse
to taking. Possibly the present members of the Supreme Court would
take that step. y personal conviction is that they would not.

AHNDM ENT OF VIE TAX TO MAKE IT AN EXCISE ON THE, RECEIPT O
INCOME

Although the Supreme Court might refuse to overrule a fundamental
element of established economic law, if it were provided with 1) leg,-l
fiction that would enable it to sustln nondiserhninotory i'ed'er.! tax!-
tion of State lnstrumlentolitles and nondiscriminatory State taxation
of Federal histrumentalIties without specific overruling of established
law, it, might well make use of that fletion to further the purposes that
the President has in mind. As it happens, there is mch a legal fiction,
created by the Supreno Court, at hand.

fin Flint v. Stone Tracy C7o., about which the chairman of this com-
mittee questioned Mr. Morris, the Court established the fiction that
every tax has a legal subject on which the tax is imposed and an eco-
nomic measure to which the rate of the tax is applied. In this case,
a Federal corporation income tax lhleih Included as taxable income the
interest on State and local bonds held by the taxed corporation, was
held valid on the ground that the legal silbject of the tax was the act
of doing business as a corporation- -a pormissible subject for a Federal
excise. The Pollock case was not overruled, but simply held not to
apply to the situation under consideration, since the Polock decision
turned upon a tax whose subject was income.

This legal fiction of the "subject and measure" of taxes had had a
checkered history, sometimes employed, sometimes ignored by the
Court. During the 1930's the Supreme Court has made liberal use
of it to sustainStato corporation income taxes applied to income front
Federal bonds, to the income of a bridge company whose earnings were
derived from International traffic, and to other elements of ihcome
which might have been thought, under older principles of tax law, to
be exempt from State tax powers. Congress took note of the Court's
use of this fiction hi 1920, when It amended R. S. 6219 to permit States
to tax national banks under special excises "measured by net income,"
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thereby enabling the States to include interest on Federal bonds held
by banks as part of the measure of their bank taxes.

I suggest that this fiction of "subject and measure" might be used
to frame a Federal income tax applying to the interest on State and
local securities. With the phraseology of the tax law amended so that
the tax becomes "an excise on the act and transaction of receiving
income by individuals and corporations, measured by the net income
received,' the Supreme Court would be able to sustain the taxation
of interest on State and local securities without overruling established
fundamental law, Perhaps the Court would choose not to accept
this avenue of escape. If that should be its temper, be sure that It
would never ratify the approach suggested by the President. But
there is also the important possibility that it might accept this avenue
of escape, whereas it would refuse flatly to overrule the older law,

Senitor AI'STIN. May I aqk a question at this point?
Dr. SiuumrZ. Surely.
Senator AusTIN. I'o you take that position because you feel re-

ceiving income by an in ividual or by a corporation is doing business?
Dr. STULrz. No. You will notice that while the corporation

income tax of 1009 was interpreted by the Court as an excise on the
at of doing business by the corporation, that would not apply as toindividuals.

Senator AUSTIN. Yes; but let ino call your attention to something
thaft has just been handed to me. On ptigo 105 of The Taxing Power
of the 1?ederil and State Govcrniments, a report of the staff' of the
Joint Committee on Internal Revenue Taxation. In Jensen v.
Ieneuford; /1hon8(Dn v. Same (Washington, A3 1'. (2d) 007). the Court
said:

The right to recilvt, propjertv (liscoite In iAs Iistance) Is butta necessary ole-
inent oif owInership, and, with ;t swlh right to receive, the ownership Is but an
,mpty thhig and of no value whatever. * * * T'he mere potential )rivilego
of recelvitig eared icome aniouints to nothilig 18less and lintil tilei i:c 10Is8
received. 'The right to receive, the reception, and the right to hold, are progres-
sive incidents to owtershlI ) ati( Indispensabhle thereto. To tax ally (ie of thieso
, lemenits is to tax their stima total, namely, owvierslp, and therefore, the property
(income) itself.

Now if that is so, the act would be unconstitutional, would it not?
Dr. AnULTZ. That opinion, Senator, is derived directly from the

statement of the Federal Supreme Court in the Pollock case. That
is the position upon which the Court there held the Income Tax Act
of 1894 unconstitutional, namely, that n tax upon income was a tax
ulpon the property itself, and hence a direct tax, and one that had to
be apportioned among the States. The Supreme Court later in a
ease involving the Union Pacific Railroad Co. overruled that particular
nspect of the Pollock eas.

Senator AUSTIN. Then I gather you take this position in this
statement, to wit, that the phraseology of the tax law-

Dr. S*WLTz. Yes.
Senator AUSTIN. You take that position on the assumption that

the Supreme Court has overruled this principle that I called your
attention to in the dansen case?

Dr. SHULTZ. Yes, I might state that, in a number of States with
respect to State income taxes, where no Federal issues are involved,
the courts have held and still do that the income is a feature of the
property behind it. It is so held in New Hampshire. But so far as
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the tradition of the Federal law is concerned, that is not so. And
then we have the inheritance tax oases. The Supreme Court has
sustained the Federal tax upon the transfer of property as a valid
tax since it is an excise,

Senator AUSTIN. Now are you referring to the trust during life?
Dr, SHULTx. No. I am considering the transfer of property at

death. The Federal estate tax is uphold as the excise on the nct of
transfer of property at death.

The Federal Government cannot tax the property but through the
use of this principle subject and measure, an estate tax is upheld
on the theory that the subject of the tax is an act of transfer. The
measure of the tax is the value of the property. I am suggesting that
the same principle be applied to income taxation, so that even though
the Court might hold that the Federal Government cannot tax
directly income from St'te and local securities, Aonotheless the Court
might hold that the Federal Government could tax the act of receiving
income.

Senator AUSTIN. It is on that theory, isn't it, that the incidence of
such tax is the date of death?

Dr. SnULTz, Yes; that is one of the reasons why the calculation
must be from the date of death, Federal tax, rather than date of
receiving the property by the heirs.

CONSTITUTIONAL AMENDMENT

If a statute to abolish the exemption privilege of Government
securities can be drafted so as to be sustained by the Supreme Court,
by all means let the reform be accomplished by this direct, quick
route. The only way to determine whether the Court will sustain
such a statute is to pass it, There will be no paucity or delay in cases
to carry it before the Court. If the statute is not sustained, the situa-
tion will be no worse than it is now.

There are two objections to proceedin to abolish tax exemption by
constitutional amendment. One, the obvious one, is the delay in.
volved. The second derives from the circumstances noted above that
"most of the State and local governments at the present time enjoy
a net gain through their power to issue securities exempt under t h
Federal Income tax." This being so, can it be expected that three.
quarters of the States would deprive themselves of a net advantage
by ratifying an amendment ending that advantage?

If it proves impossible to abolish tax exemption of Government
securities by statute, then there will be no alternative but, to try the
amendment route. In such case, it will be politic to combine the
proposal to abolish tax exemption with some other proposal of advan.
tage to the States,

Senator BYnD. Did I understand you to say that some States wore
taxing interest of Federal bonds?

Dr. SnumiZ. Yes.
Senator BvntD. What States?
Dr, SiWuiz. There are six States. I do not have them listed but

I will be glad to provide you with that list by correspondence. ur-
thermore-bank incomes are taxed, under that provision of R. 8. 6219
that the bank tax shali be on excise, measured by Income, Including
the Interest of Federal bonds,
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Senator AUsTIN. That is by consent given by the Congress to tax

an agency of the Government?
Dr. SHKULTZ. I believe that a general State corporation income tax

could be applied In this same way to Federal bond interest. The case
of Educational Films Co. v. Ward was a case, as I remember, applying
to the general State corporation tax, the right being exercise upon the
privilege of doing business as a corporation, measured by the not
income, and the Supreme Court upheld the State corporation tax.

A suggested tie-up would be an amendment clause modifying the
limitati ons upon State tax and regulatory powers under the interstate
commerce rule. State officials iave long urged an amendment on
this subject-I bellev e that the question has been several times before
Congress-and the two reforms combined might receive ratification
where the tax-exemption proposal alone would fail.

RECIPROCAL ESTENSION TO STATES OF TAXINO OWRS Ov E D ErAL
SECURITIES

Whichever method of extending the Federal income tax to interest
on State and local securities is enacted, the State and local govern-
ments should be granted reciprocal right to tax Federal securities,
This might well prove to be merely a formal gesture, since, if the
"subject measure' principle should be upheld as a method open to
the Federal Government of taxing State and local issues, the same
principle would be available to tio State and local governments to
extend their taxes to Federal securities. Indeed, as already pointed
out, some of the State governments are already utilizing this principle
to tax the interest on Federal bonds.

Authorities on constitutional law are In dispute as to whether
Congress can waive an incident of Federal sovereignty, such as the
immunity of its instrumentalities from State and local taxation. To
me, the weight of argument seems unquestionabl for the proposition
that it can waive this particular court-created incident of sovereignty,
The line of Supreme Court bank tax decisions on R. S. 5210 seems
unanswerable authority for this proposition,

The CHAIRMAN. You base that differential at 15 percent?
Dr. SHULT?. Yes; and not only the 15 percent relative differential

but the investment rates.

APPLICATION OP TI E PROPOSED TAX TO OUTSTANDING OR TO FUTURE
ISSUES

If abolition of the tax-exempt privilege were accomplished by
revising the phraseology of the Federal tax to conform with the
"subject measure" principlo, the precedent of Supreme Court decisions
would indicate that the tx could be applied to outstanding tax-ex-
empts, Federal as well as State and local. Pacific Co. v. Joktuon may
be cited as authority for this conclusion. Whether it would be ad-
visable so to extend the tax is another question,

Beyond doubt all present holders of tax-oxempt securities who pur-
chased them for their "exemption" value would feel that they had
been made the victims of a suporfraud on the part of the Federal
Government, They sacrificed a small "interest differential" to buy
the tax saving. Now they would be deprived of their tax saving-
Itself a matter for Intense bittemss-without compensation for their
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sacrifice. Tie Treasury Department and this committee have
expressed awareness of this point.
Bu tto the minds of some, an important economic consideration may

overrule this ethical consideration, If the proposed tax should apply
to future issues of governmental securities, a long time-estimated up
to 60 years-must elapse before all tax exempt securities are elimi-
nated. Over this period, there will be a constant shrinkage of the
volume of tax-exempt securities outstanding, with tile retired issues
replaced by taxable ones. Investors in "safety" and "liquidity" will
purchase tho new taxable issues, while seekers after tnx exetnption
will continue to buy the outstanding tax-r.eompts. There will be a
slow but steadv shift of the remaining tax-exempts front "safety"
and "liquidity" investors to "exemption" investors. When tle
supply of outstanding tax-exempts shrinks to the point where it is
somewhat less than sufficient to supply tim total demand of "exemp-
tion" investors, recipients of large lncomee,, to whom the exemption
privilege is worth more than to smalli-Income rocipiont i, will begin .to
bid away the renmaning tax-oxenpts from cmnller-ineome investors
by offering a premium, The "margin" of tn -ex.mpt investment will
start moving .up the income-bracket scale. The more the supply
shrinks, the higi icr the margin will rise, and tho higher will be the
premiWm offered on the remaining tax-exemlpts. True, the "exemp-
tion" profit to Inrge-incomo recipients from ownership of tax-exempt
securities will he diminishedd bv the substantial preniums they will
have to pay for those securities. But, although the large-icome
recipients ill, find their "exemption" profit reduced, the taxinga
governments will not he the gainers. The premiums in question will
constitute n "unenrned increment" received by prior holders of the
securities.

The moment that a law taxing the interest on fixture government
issues went into effect., all issuing governments would have to Increase
the r..ni' on their offerings by the present small "interest, differential."
The interest saving to isu'ing governments wold therefore he lost
immediately. But the revenue loss to the taxing governments and
the nl usti es of tax-exemption discrimination would contin e un-
abated for 20 or 30 years longer. And then, for another 20 years,
there would be q gradual abatement of the injustice and the tax loss,
during which tine every transaction in outstanding tax-exempts
would yield the prior holders an "unearned increment" in tile form'
of a rising premium on these securities.

Granted that abolition of tile tax-exempt, privilege on all outstand-
ing governmentnl securities would work an injustice upon the present
holders of these securities. But continuation of the tax-exempt
privilege for the present outstanding volume governmental securities
will continue for another half century most of tile tax discrlmination
injustice that we want, to end, it will not bring in a penny of addi-
tional revenue to the taxing governments for at least another quarter
of a century, and it will produce an unjust flowering of unearned incre-
ment. It is an open question where the balance lies between these
sets of injustices.,

A practical compromise might be to allow a 10-year extension of tle
exemption privilege to outstanding issues. At the present time, be-
cause of the tremendous volume of government securities outstanding
and the low current interest rates, the market value of the exemption
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ivilege-as evidenced by the "interest difforential"-is quite low.
is market value is a capitalized value-the value of this year's

exemption to an average holder of a tax-exempt security, plus the dis-
counted value of next year's exemption, plus the further discounted
value of the following year's exemption, and so on for the life of the
security. The discount that is applied to the value of exemptions 10
years or more in the future is so great that In the present "Interest
differential" or market price of tax-exempt securities with a lie
greater than 10 years it is tin Infinitesimal figure. This infinitesimal
value of exemptions 10 years or more hence could be abolished with
practically no sacrifice to present holders of the securities-not so
much sacrifice as is involved In many cases by the month-to-month
market variations in the prices of these securities.

AIOIATION OF TIlM EXEMPTION OF GOVERNMENT SALARIES

The issue of tax-exemption of government, salaries is less complicated
than the controversy over government securities.

Unlike Interest yiels, salary determination (loes not involve minute
calculation of relative competitive returns. T consider Mr. Hanes In
error when he states that government salaries .re lower than business
salaries by the amount of the tax exemptions involved. A Federal
or State salary of $3 600, or $6,500, or $12,500, or any other round
figure. is not establidied with any fractional-dollar tax-exemption In
mind. Practically nil governmental salaries are established arbi-
trarily, without consi(leration of the tax-exemption feature. The
exemption of Federal salaries from State taxation, or of State salaries
from Federal taxation, is just extra "velvet" for the fortunate
recipients.

Quite properly, income-tax payers feel that this "velvet" enjoyed by
government, employees in an injustice, a discrimination against. them-
selves. This "ethical" argument is the main reason for eliminafifrg the
exemption-the $I6,000,000 that the Federal Government will obtain
from taxable State and local salaries is a minor item.

Since government salaries are established without consideration of
the exemption involved, it is improbable that abolition of the exemp-
tion will cause any increase of government pay rolls. If you accom-
plish this reform 'Now York City will not increase my salary at its
municipal college by a single dollar. The tax will come out of my
pocket. And much as I shall personally deplore the resulting im.
poverishment, I do not see that I have any impersonal bast for objec-
tion., since I belong to the class that lias been enjoying "velvet."

What I have said above upon the constitutional issues surrounding
elimination of the tax-exempt privilege of government securities ap-
plies to elimination of the exemption of government salaries. Whilo
the Supreme Court has recently limited the principle of government
salary and payment exemption by holding that it does not apply to
payments made in the course of contractual, proprietary, or incidental
functions, it has not questioned the basic principle. Rephrasing of
the income-tax statute in accordance within the "subject-measure"
doctrine seems to me the most likely statutory approach. If the
Courtwili not sustain the tax on the basis of this fiction, a constitu-
tional amendment is the only alternative procedure,

Senator AuSTIN. Will you permit a question?
Dr. Snut'rz. Yes.
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Senator Auswiz. Perhaps if we should take just the opposite pro.
miss to that which you take, antd assume that the taxation of salaries
of employees of both Federal and State is to be imposed--
Dr. SUtLi. Yes.
Senator AUsTN. Wouldn't these employees look for an increase

adequate to that additional burden regardless of whether their
salary was fixed arbitrarily or not?

Dr. SHULTS. I read my report to some of my teaching associates
and they protested against my taking that position. However, if
they believe that their salaries would be increased to such an extent
as t take care of the burden, I do not believe they would have any
objections to it.

Senator AusTiN. Very good. 'Now let us go one step further and
inquire whether in your opinion, in your character as an economist
to say nothing about your facility as a lawyer, in your opinion would
there be any -dequate gain to compensate for the labor and the cost
in making t1&s change?

Dr. SHULTS. The only gain that I see there would be that Mr.
Westbrook Pegler would have one less tomto to beat. We come
back to this proposition, a sense of injustice on the part of the tax-
payers. One of the speakers also suggested the element of tax-
consiousness-that if the recipients of government salaries were
made to fol that they also had to contribute to increased govern-
ment expenditures perhaps they would be less likely to be partisan.

Senator BYRD. tou do not contend the cost of administering the
act would be anything like the income?

Dr. SHuLNr. No. It would be taken care of by the machinery
already set up and the additional cost of bringing in one more group
of salaries, would be fractional.

Senator BYRD. Thank you, very much. It has been an interesting
statement. I believe that we next have the privilege of hearing from
Prof. Paul 8tudenski, of New York University.

STATEMENT OF PAUL STUDENSKI, PROFESSOR OF 00NOMICS,
NW YORK UNIVERSITY, NEW YORK CITY

Dr. STUDENSKI. Gentlemen of the committee: I have prepared a
paper which it will require from 20 to 25 minutes to deliver, Before
starting with it I should like to know whether you will hftve the
patience before lunch to hear some more economic doctrine.

Senator BYRD. Proceed, and be as concise as you can, please.
Dr. ST rDuNsK. I may say at the outet that besides having

taught public finance for a number of years at New York University,
and being in charge of most of the courses in public finance given at
that'university I have been for some 25 years consultant to State and
municipal governments in matters of public finance urnd taxation.,

As recently as last year I acted as consultant to the New York
State constitutional committee and prepared for the committee a
volume on the problems of taxation and finance. For the past 5
years I have acted as consultant to the New York State Commission
for the revision of the tax laws.

I have also acted in the past few years now and then as part-time
consultant to some Federal agencies, such as National Resources
Committee. At the present moment, though I am not doing any
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'work for the Social Security Board, I am on the staff of the Board a
principal consulting econoist.

I am giving you this background so as to indicate to the committee
that I have no bias in favor of either the, Federal Government or the

:State and local governments.
The Issues involved In the proposal considered by your committees

.are fiscal, economic, and political in character. I shall confine my
remarks to the fiscal issue.

One of the fiscal Issues most prominently discussed before your
,committee involves the question as to the extent of the gain in public
,revenue and losses in the higher costs of borrowing which would result
from the subjection of future Issues of public securities to reprocal
Federal-State taxation, and whether or not the gains will sufficiently

-offset the losses. t justify a * arrangements.
At the outset it is I ant to indicate asmuch as this'

proposal would sub taxation only utur of Federal,
&ate, nd local bo , its main effects 1i the future he immedi-
Sate gains In re" and the Immediate n higher cos f borrow-
ing would be atively am or e vo e of new missions
'each year oeent a aetlo of existing w 11 or
partial ty exe t debt, ssum the t rate r g in
'State and cipalin ionof ich cons utes
the central pest of the prop o t si g he issua e of
approximat y $1,000,000,000 eow o Statog d
municlpalit eve W icesSenator YRD. yo ie
continue In efinitel

Dr. STUD NSKL I a the p of an increase fro one
'billion to on billion a ear r t 15 years, and say
that it will ke betw 15 an b ore reater pt of
*the present 0,000,000,000 f St d mi pal bt wll e re.Wied.

Senator Avis . Air yo ,elgki the
Dr. STUDIM. The reti
Senator AusT IN. understood you a there woul billion

dollars new issue on art of the States?
Dr. STUDENex. New es annually for public rovemente'and

other purposes. They ma cer nt of refunding.
Senator BYRD. What I would ow is what is your option

-of the additional bonds that will be issued?
Dr. STUDINKL In the main my calculations take consideration

of the additional bonds for now public improvements,
Senator AusTIN, Is part of the $1,000,000,000 for refunding pur-

'poses?
Dr. 8TuDpaict. I assume a small part.
Senator AVSTIN. Practically all of It you estimate will be for addi

tional bonds?
Dr, SorUDENSr. Exactly.
Senator AusTix, Then within 20 years the local and State bonds

will double by that?
Dr. STuDzNsxK. The new Issues would in the main replace the

retired issues now outstanding. 'There will be some growth In the
debt. What the debt will be 15 or 20 years from now, whether it
will be 80 billions of dollars or more, no one naturally can predict.
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It will take between 15 and 20 years before the greater part of the
present $20,000,000,000 of wholly tax-exempt State and municipal
bonds will be retired and $20,000,000,000 of now taxable State and.
inunicipal securities will be issued. Despite this obvious fact, it
seems lo be ,the provdent impression that the proposal will result in
large immediate gains in Federal revenue on the one hand, and large
immediate offsetting losses by way of higher costs of State and miun i-
ipal borrowing on the other. Mr. lanei, the Under Secretary of the
Treasury, in presenting on January 18, Treasury estiniatos of large
gains in revenue and large increases in interet costs, pointed out that
they deal with the distant future and not with the period immeli-
atoly ahead.

By contrast, Prof. H. L. Lutz, in a voluninous report prepared for
Mr. Morris S. Tremaino, comptroller of the State of Now York, has
failed to make this reservation clear in his estimates, and many wit-
nesses appearing before your committee haive used his figures. In tie
first paragraph of his conclusions as to the probable effects of the adop-
tion of the proposal, Professor Lutz says: "Federal taxation of State
and local securities would coqt the States and munielpalitles a mini-
mum of $113 000,000 annually in increased interest cost,."

le should have inserted after the words "would cost the States and
municipalities" the words "eventually, when the %,olunio of taxable
State and local securities would be as large as the existing volume of
nontaxable State and local debt." This situation, f have already
pointed out, would occur 15 to 20years after the adoption of the Pro-
posal. Actually, on the basis of tile present volume of new emissions
of State and municipal bonds, the immediate increase in the interest
costs to the States and municipalities, even using Professor Lutz's own
methods of computation, woul d be only $,000,000 the first, year and
$12,000,000 the second year. "

Senator AUSTIN. Do you, tn making that statement, adopt Mr.
Lutz's promises as correct?

Dr. STUDENSKJ Yes yes; but I think that he overlooked tie slow-
ness of the growth in the volume of now taxable bonds each yer and
his computation should have been made on the basis of gradual
increase in the volume from year to year.

Senator AUSTIN. Well, takIng his report in the light, of your view,
you would still have an additional cost, as you say to the States, of
$0 000,000 the firat year and $12,000,000 the second year?

Br. STV)EVSKa. Yes.
Senator AUSTIN. And would increase in sonic regular ratio as you

come up the scale to 15 or 20 years?
Dr. S'TUDENSX, Yes; I thin this progression would take place.

As you will note in the first paragraph of bis conclusions us to the
probable effect oi the adoption of the proposal, Dr. Lutz says:

Federal taxation of State awl local securities would cost the States and nmunlel-
palitles a minimum of $113,000,000 annually in Inoreased Interest costs.

And thissituation, I say, would occur 15 to 20 years after the adopticin
of the proposal,

In the same paragraph Professor Lutz says:
The Federal revenue from such taxes (on State and local securities) Is estimated

at an average of $95,000,000.
Hero too, the qualification referred to above should have boon

inserted. As will subsequently be brought out the immediate Federal
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revenue from this source will be negligible. Only In the more teoh.
nical parts of the report does the author state that his calculations
are "based on the conditions assumed to prevail when the volume of
State debt subject to taxation becomes as largo as the present immune
debt" (p. 121). But even hoze.no indication is given as to when this
condition will obtain. The author translates ds estimates into specific
figures of costs to different States and municipalities without indicat.
ing when they will eventuate. He convoys the impression that they
will matorialhzo immediately.

On the basis of Professor Lutz's calculation, Mr. Tremaine in his
own brief, after estimating the municipal indebtedness in his State in
1937, at over $3 160,000,000 declares that "the municipalities (if the
State of Now York would, therefore, be faced with the possible in.
creased interest costs of about $30,500,000 a year." O thor briefs,
likewise, give the same erroneous impression Chat large immediate
increases in interest costs to State and municipal governments would
follow the adoption of the proposal. Thus Mr F. B. Formhoff, the
representative of the California League of Municipalities, said on
Fobruar 11 that on the basis of Professor Lutz's calculations, "Cali-
fornia State and municipal governments would be compelled to shoul.
dor in financing charges, about $9,100,000 additional cost every year,"
if the proposal adopted. Mr. F. A. Pallotti attorney general of
Connecticut, said in his brief: "Connecticut cities and towns would
have to pay an additional $1,000,000 a year higher interest If the
Federal Government should ever succeed in taxing our bonds." Mr.
Harry McMullan, attorney general of the State -if North Carolina
said of this proposal: "This means that North Carolina's State and
local interest costs will increase in excess of $3,000,000 per year * * *
if, as, and when the income upon its bonds is subject to a Pederal tax."

Senator AUsTIN. Do you know whether the briefs of those persons
that you refer to specifically are founded upon the State debt of their
own States, respectively, as of the present date?

Dr. STUPFNSNBK. That is indicated, Senator, and implied in the
statements. Some of them stated it, directly,

Senator AUSTIN. All right. If that is true, what Is there erroneous
about it?

Dr. STUDENSKt. The error, Senator, is in assuming that this will be
an immediate increase, when, as a matter of fact that amount of
increase will take place only at some distant futuro-1 years or more,
when there- will be an amount of taxable bonds corresponding to the
amount of bonds of their State and community now outstanding,
which are-

Senator AUSTIN, That is to say that you have to assume that the
tax would relate only to future Issues?

Dr. STvDENSKI. Yes, Senator.
Senator AUSTIN. And it will not relate to refunding?
Dr. STUDENSKI. It will relate to refunding issues.
In reality, even on the basis of Professor Lutz's own estimates of

the probable Increase in interest rates on State ani local borrowning
which would result from the adoption of the proposal, the immediate
added burdens to the States or cities represented by these witnesses
would be less than one-fifteenth of those quoted by them and the
increase in these burdens would be slow and gradual in nature.
Moreover, there is great likelihood under the present conditions of
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the money market that no immediate rise in the costs of State and
local borrowing, of any sort, would result from the adoption of the.
]proposal.

I am citing those facts by way of illustration of the exaggerated
notions of the Immediate offoots of the adoption of the proposal on
the costs of borrowing, which are rapidly gaining foothold among our
State and local officials as a result of the misleading figures presented
in Professor Lutz' report. Even Mr. LaGuardia, the mayor of the
city of New York, who is t practical export in municipal finance,
was so Impressed by Professor Lutz' f gures that he said of the pro.-
posal, according to newspaper quotations, that "It will dt us right
between the eyes," and the other day proposed an elaborate plan for
the distribution by the Federal Government to States and municipal.
itios of a subsidy to meet the increased costs of their borrowing, which
would supposedly result from the adoption of the proposal.

In addition to giving the erroneous impressions as to the immediacy
of these largo Increases in the costs of public borrowing, Professor Lutz
tends to underestimate the offsetting increase in the public revenue
which would result from the reciprocal taxation of Federal, State, and
local bonds. Thus, Professor Lutz estimates the gains wldch the Fed.
eral Treasury would obtain from the taxation of the Income from the
existing volume of State and municipal bonds at an average of $95,.
000,000. A careful examination of the methods employed by dm in
arriving at this figure, as described on pages 120 to 123 and In the
appendixes F and G, reveals therein certain fundamental flaws. The
author has used as a basis for ds computation of the expected revenue
yield from Federal taxation of State and municipal bond interest the
distribution among individuals of holdings of partially exempt secur-
ities, although this distribution is obviously the reverse of that of
individual holdings of State and municipal securities. The latter type
of securities, being wholly exempt, tend to concentrate in the hands of
the wealthy, while partially exempt securities tend to concentrate in
the hands of corporations and recipients of smaller incomes. The
figures of the Bureau of Internal Revenue (Statistics of Income for
193, t. 1, p. 30) show that of the total volume of State and municipal
securities owned by Individuals, 52 percent are held by' individuals.
with net taxable incomes In excess of $50,000, and that of the volume
of partially exempt securities held by Individuals, less than 20 per-
cent is held by individuals in the latter income group. By using a
distribution of bond ownersldps showing unduly low ownerships of
State and municipal securities among taxpayers subject to high sur-
taxes, Professor Lutz arrives at an unduly low estimate of the prob.
able yield of Federal taxes on the interest from State and municipal
bonds. The author has supplemented this method of computing the
tax yield with another that appears to be even less reliable. Why he
has failed to use the figures of tie Bureau of Internal Revenue giving
the actual distribution of the ownership of State and municipal bonds
among Individuals, Is not clear.

The contrast between the figures given by Professor Lutz In his
reprt and those presented by Mr. Hanes to the committee is striking.
Mr. Hanes estimated the ultimate gain to the Treasury from Federal
taxation of interest on State and municipal bonds at between
$107,000,000 and $198,000,000, or at about 50 percent more than'
Professor Lutz. While it is evident that Professor Lutz's estimates.



TAXATION OF 0OVIIBNMJPNT BECU1UTI1 8 AND SALARIES 551.

are based on false assumptions, the bases of the Treasury estimates
are not given. Probably no accurate estimate of the probable yields
can be made because of the many v'ariable factors fivolved which
may account for the wide spread between the Treasury's minimum
and maximum estimates. Still it would be desirable to have the
Treasury ox plain how it arrived at its figures.

Professor LutMz in his report arrives at a most extraordinary tAisti-
cal conclusion regarding the fiscal facts of the proposal. He examines
the probable gains in revenue which would redound to the Treasury
from the taxation of State and local securities, on one hand, and the
losses which the States and local governments would sustain from such
taxation in the form of higher interest costs thereof on the other, and
he concludes that the losses will outweigh the gains. Similar com-
putations are made by him as to the effect of State taxation of Federal
securities, and of Federal taxation of Its own securities, and in each
case h likowise finds that the losses will outweigh any possible gains.
Thus, in his opinion, the net effect of. the proposal would bo a o8 to
the public purse as a whole. I hold in my hand a chart In which
Professor Lutz's conclusions are presented in a graphic manner.
I doubt very much that the complexities of the problems and the
multiplicity of varying factors which must be taken Into account
would permit of any accurate computation of the net fiscal effects
of the pro psal.

Withoutgoing Into any statistical computations, I wish to advance
here one or two very simple propositions relating to the possible fiscal
effects of the proposal. It has been established that only one-third
of the $20,000 000,000 of outstanding State and municipal bonds is
held by Individuals with net taxable incomes of more than $15,000 a
year to whom the complete exemption privilege is of great Importance.
two-thirds are held by corporations and individuals to whom this
complete exemption affords little benefit. Obviously, if the proposal
is adopted, there will be a gradual shift in the ownership of the out-
standing wholly exempt State and municipal bonds, wealthy indi.
viduals-buying them from corporations and recipients of smaller in.
comes, This reservoir of wholly tax-exempt bonds, a part of which
will be available for a transfer to wealthy individuals, aggregates at
this moment some $12,000,000,000. Consequently, for some time
after the adoption of the proposal, the avoidance of Federal surtaxes
by wealthy Individuals may continue unabated, and very little, ad.
tonal revenue will probably flow into the Treasury as a result of the"
taxation of State and municipal bonds. As the prices of whooly
exempt State and municipal boids are bid up, individuals exposed to
the lower surtaxes who now find it advantageous to buy such bonds,
will no longer find it advantageous to do so. The wholly exempt
State and municipal bonds will tend to concentrate In the hands of
Individuals exposed to the highest surtaxes. As the volume of new
issues of taxable State and municipals increases the extent of the
avoidance of the Federal Income tax by wealthy Individuals through
investment In these bonds will grow ever smaller.

The corporations and individuals releasing their holdings ot wholly
exempt State and municipal bonds, will replace them with new
taxable State and municlpid bonds, assuming that opportunities for
alternative Investments have not changed. It is quite possible, there-
fore, that the rates of Interest on the new taxable State and municipal
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bonds will not rise by even the relative y moderate rate of one-half of
1 percent estimated by several authorities. Professor Lutz appears
to have. completely overlooked the gradualness of future increases in
tax yields and the existence of certain forces which would tend to
offset possible increases in the costs of borrowing. Needless to say,
the condition of the money market may be such as to prevent any
rise in the interest rate on the taxable State and municipal issties.

Serious fears are entertained by many citizens who are actively
concerned with the welfare of State and local governments, that the
adoption of this proposal will so increase the costs of State and local
borrowing in the future as to seriously interfere with the ability of
these governments to carry on public improvements. Such fears
appear to be unfounded. Even should we assume that the interest
costs on new borrowings will increase by one-half of 1 percent, the
burden thereof on the State and local budgets at the present rate of
growth of State and local debts, would be relatively small. Thus,
for example, in the case of the city of New York, which is second only
to the Federal Oovernment in the extent of its borrowings, the added
cost on the basis of an annual volume of new borrowings of $150,.
000,000, would be only $750,000 the first year, $1,500,000 the second
year, and so on, Assuming that this added cost would have to come
out of the real-estate tax, the additional tax burden would airount
to less than one-half of 1 cent on every hundred dollars of assessed
valuation the first year, I cent the second year, and so on.

The owner of a property assessed at $10,000 would pay an additional
tax of 50 contp the first year, $1 the second year, and so forth. The
immediate costs would be nowhere near the figures quoted by some
of the witnesses before the committee. Nor, as I have already
stated, is there any positive certainty that the costs will even roach
these relatively moderate levels. It has already been indicated, that
certain influences may readily operate to check a rise in the interest
rates on taxable State and municipal securities.

One other factor needs to be mentioned which will tend to check the
possibility of a rise in interest rates on taxable State and municipal
debts as a result of the adoption of the proposal. I have reference to
the greater care in the management of the fiscal affairs of their State
or community which public officials will be forced to exercise in order
to insure the credit standing of their State or municipality when the
artificial prop of tax exemption supporting their credit will no longer
be available.

Senator BYRD. There has been a groat Improvement In the han.
dling of county boids and bonds ofsmall towns by reason of some
supervision that has been given by the States. Virginia has done that
and lowered the interest rate of the subdivisions of the State. In
many instances that supervision has not resulted in reducing the rates
yet because some of the bonds are outstanding.

Br. STUDENSK. Naturally. Naturally, but t is showing its effect
upon, the new issues.

Senator ByrD. But Mr. Lutz does not refer to that though.
Dr. STUDENSC. I do not believe he does.
No State or municipality whose finances are In order ought to expert.

ence any difficulty in obtaining credit under the conditions of the
present liquid money market for the financing of worthy under-
takings. State, and especially municipal governments, had been
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borrowing without difficulty for at least a century before the intro.
duction of the income tax and the establishment of tax exemption.
Tax exemption of State and municipal bonds is only a comparatively
recent development.

The paramount fiscal issue in the proposal before the committee,
in my opinion, is the preservation in our tax system of the democratic
principle of taxation according to ability to pay. The greater part
of our tax system tends to be regressive in nature, that is to boar more
heavily on the p0ope of small means than on those of larger means.
The only segment of our tax system based on the principle of ability
to pay is that represented by our income and inheritonce taxes.
Although these taxes supply only 14 percent of the entire tax revenue
of the country at this moment, their importance is far greater than
is indicated by thlis proportion: they add equity to our tax system
as a whole. This is their prime significance. It is exceedingly
Important, therefore, that these taxos be protected against any
Possible impairment which might interfere with their effective opera-
ien. Those who entertain this view, therefore, look with extreme

concern on those developments which tend to controvert the purposes
and operation of those taxes, and, in particular, of the most progressive
tax among them-the Federal personal income tax. Foremost
among sueh tendencies has been the growing avoidance of the pay-
ment of the tax through investment in the wholly tax-exempt State
ahnd municipal securities. This tax avoidance undernines the integ-
rity of our tax system and the morale of our taxpayers. We cannot
profess to be taxing in accordance with ability to pay, while we are
offering a wide loophole to our wealthy citizens to avoid the applica-
tion of this principle by investing some of their wealth in wholly
exempt securities. To save the principle, we must as speedily as
possible, close this loophole. I don't know of any other practical
moans for the accomplishment of this result than that of making all
future issues of Federal, State and municipal securities reciprocally
taxable.

The preservation of the principle of ability to pay in our tax system
is, in my opinion, the paramounlt fiscal issue involved in the proposal
before the committee and should be given precedence over al the
other fiscal and economic issues involved. Although the proposal
will not close the gap In our tax system immediately, it will at least
prevent Immediately the further widening of this gap and will close
it in a gradual way eventually.

The exemption of interest on State and municipal bonds from Fed.
eral taxation, from a fiscal point of view, is a form of a Federal subsidy
to State and local governments for the defrayment of a part of the
interest costs of tlelir borrowing. Although tbo purpose of this sub.
sidy may be a worthy one, its form, in my opinion, is contrary to
public interest. lor this subsidy is effected by means which impair
the vital principle of abili to pay in our tax system, For this
reason this subsidy should,%, my opinion be withdrawn as speedily
as possible and of course in the most painless possible manner. If a
Federal subsidy for the defraymont of some of the costs of State and
local borrowing is to be furnished by the Federal Oovernment to our
States and localities, it should be furnished in some other form or forms.

1222f0-9--pt, 8-4



554 TAXATION OP GOVERNMENT SECURITIES AND SALARJUJS

Senator BYRD. Thank you very much. Are there any questions?
There are no questions, and you have made a very interesting contri-
bution.

Dr. STUDHNSXT. Gentlemen of the committee, I have written re-
cently an article on Federal taxation of State and municipal bonds,
which I brought along with me, and should you wish it I will leave It
with you.

Senator BYRD. Thank you, and it shall be included in the record.
(The article referred to is as follows:)

(Reprint from the January IkV Issue of Tax I The Tax M againepublfhed by Commerce Clearing Hloue,
Inc., 20M 1 et Monroe 8 t-. f~legol

FEDERAL TAXATION OP STATE AND MUNICIPAL BONDS

(By Paul Studenski 1)

The question of reciprocal Fedoral-State taxation of Interest on Federal, State'
and municipal obligations Is of much greater concern to the Federal, than to the
State govornmeats. First of all, the Federal Government Is dependent for a
larger proportion of its revenues on the income tax than is any State. Many
states, in ract, levy no income taxes whatsoever and therefore, for the time being
at least have nothing to gain from such reel rocal taxation. Secondly, the induce-
ment for taxpayers to invest in tax-exempt londs so as to reduce their taxes results
mainly from the high surtaxes of the Federal income tax. The consequent losses
In revenue are, therefore sustained mainly by the federal Government. Thirdly,
the Federal Government grants only a partial tax exemption for most of its own
obligations, whereas State and municipal bonds carry a complete exer ption from
the Federal tax. As a result of this complete exemption, States and r.aunielpailtio.
can borrow money at somewhat lower rates of interest than they otherwise would
have to pay and the obligations of some of the States and municipalities sell at
a higher price than comparable obligations of the Federal Governnmont. The
yields on these States and munlclpalissues are actually lower than the yields
or corresponding Federal bonds.$ Thus, the States and munilipnlitles gain at
the expense of the Federal Government, which loses revenue far in excess of any
gain it procures In lower costs of borrowing.

Today wealthy Individuals Invest their funds In tax-exempt State and municipal
bonds as a convenient refuge against the high surtax rates of the Federal income
tax. The Immunity of State and municlpil bonds from taxation thus seriously
undermines the Federal powers to tax and interferes, therefore, with the operation
of our constitutional system. Why this undermining of the Federal taxing powers
and, hence, of our constitutional system Is not being given proper consideration
by our legal authorities in their discussions of the constitutional Issues Involved
In tax-exempt bonds, Is not clear to a layman like myself.

It Is proposed that the Federal Government should tax, undor Its Income tax,
interest on all future issues of State and municipal bonds, that the States should
tax under their income taxes, Interest on all future Issues of Federal bonds; and
that both the Federal and the State Governments should tax under their respec-
tive income taxes interest on the future Issues of their own bonds and the bonds
of their resective agencies or subdivisions. It Is generally conceded that both
the Federal and the State Governments are under a moral and, In many cases,
also a legal obligation to continue the existing exemption of Interest on otitstand-
Ing Issues. It is obvious that the subjection of State and municipal bonds to
the Federal income tax constitutes the most important part of the entire proposal
because of the constitutional Issues Involved. The moment these Issues are dis-
posed of and the right of the Federal Government to tax the income from State
and municipal bonds Is clearly established, the problem of gradual elimination
of all the existing types of exemption of government bonds from both Federat
and State taxation will become relatively simple.

Inasmuch as some States stand to gain from a continuance of the existing
exemption of State and municipal bonds from Federal taxation, some citizens
therein oppose the rescindment of this exemption in any form whatsoever,
whether by a Federal enactment or by an amendment to the Federal Constitu-
tion.

I Professor of Economics, New York Universit.
Thus, for example, In October 193, a New York State bond maturing In I.4. bearing Interest at 24

percent end carring complete exemption from the Federal Income tax was yielding at its tlen existing
market priee 1.21 percent. A Federal bond of comparable maturity, which was only I*rtlIV exempt,
wes yedlng 1.88 percent.
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They place the narrow interest of their State or locality ahead of the national
interest, In view of the existence of this conflict of interests in the tax-exemp-
tion Issue It becomes incumbent on any citizen vonsldering this issue, to deter-
mine first of all, whether he would approach it from a local, or from a national
point of view. That a socially-minded citizen will he inclined to consider it fromtihe point of view of the national interest appears to be obvious.

8O01AI. AND ECONOMIC EFFECTS OF RECIPROCAL EXEMPTION

Most people who have given any thought to the subject, agree that reciprocal
exemption of interest on government bonds from Income taxation hIrs very bad
financial, social, and economic effects and should therefore be terminated as
pcedily as possible. They disagree among themselves only with reference to

the best method of accomplishing this result. It is conceded generally that tax-
exemption results in heavy losses of revenue to the Federal Government, that it
diverts the flow of capital from private industry and hence retards Industrial
growth, that it porinits some citizens to escape their proper share of the costs of
government, and that it invalidates the ability-to-pay principle of taxation to
which we, as a democratic people, are presumably committed. The truth of
these contentions can hardly be denied. Ton totwenty years ago the exemption
of Interest on Government bonds from the Federal income tax was quite com.
monly defended on the ground that it produced savings for the Government In
the form of lower interest charges, far In excess of losses in revenue. Today this
argument can no longer be seriously advanced, for the fact that tax exemption
under present-day conditions produces the opposite effect is too easily demon.
strated.

Some people defend tax exemption on the ground that the present high surtax
rates of the Federal income tax ame confiscatory in character. It Is fortunate
from a public point of view, they say, that this escape from discriminatory taxa-
tion is open to the wealthytaxpayers. This Isa dangerous argument. It places a
stamp of approval on a perversion of the law. For no one would contend that
the exemption from income taxation of the interest on Government bonds was
ever Intended to provide such a refuge to wealthy taxpayers. The proposition
tt the income tax be so perverted, is obviously contrary to the fundamental
principle of our demoorary that the laws should be obeyed by citizens, even
thoug, individually they miay take exception to them.

DOCTRINE OF CONSTITUTIONAL IMMUNITY

Some lawyers contend that the Federal Government has no power to tax the
receipts from interest on State and municipal bonds. They propound the doc-
trine of the constitutional Immunity of the interest on such bonds from Federal
taxation, tracing it to John Marshall's famous decision In which the immunity
of a Federal Instrumentality (a branch of the Bank of the United States) from
State taxation (which was discriminatory in character in this case) was held
essential to the preservation of the Independence of the Federal Government. It
is asserted by theo jurists on the basis of this decision and also of the Poleck
decision of 1894, that the Immunity of the interest on State and municipal bonds
from Federal taxation is necessary to the preservation of the independence of the
States. To an ordinary layman this contention seems fantastic. The writer has
never yet hoard a layman however opposed to the proposal to tax the Interest on
State and municipal bonas under the F'ederal Income ta~x seriously contend that
such taxation would undermine the independence of the States,

Since under the proposal, interest on State and municipal bonds would be taxed
under the Federal income tax in exactly the same manner as interest on Federal
bonds, such taxation of interest on State and municipal bonds could not possibly
Impair the borrowing powers of the States and municipalities without interfering
at the same time and In the same manner with the borrowing powers of theFederal Government. If at any time, however, the opposite holds true and the
Federal tax in question should become discriminatory in nature as regards State
and municipal bonds, appeal could be had to the Supreme Court. That the
Supreme Court would not allow such discriminatory taxation, can scarcely be
doubted. It is clear, therefor that ample protections against the Improper usage
of Federal taxing powers in the matter exist in our Constitution and that there
is no need for making the Intetest on State and municipal bonds immune from
any Federal taxation to make these protections effective. The contention that
interest on State and municipal bonds must be kept immune from Federal taxA-
tion in order to preserve tho Independence of the States is in complete discord
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with the actualities of our political system. It represents a purely legalistic and
roundabout approach to a very simple practical problem.

FINDINGS Or iCNT n98MARl1iEs

Recent papers by Mr, John Philip Wenchel, Chief Counsel to the Durau of
Internal Revenue,' and the careful tesearehes conducted into the subject by the
Department of Justice during the past year or two4 clearly establish the fact
that the doctrine of inommnity of State and niifelpal bonds from Federal taxation
which so palpably offends common songe can scarcely be considered to be the law
of the land. It ls shown that this doctrine is embodied only in the Pollock decision
referred to above, and that this decision hats been sl)ersoded by the sixteenth
amendment. The amendment Is shown to have negated this decision not only
as regards the apportionment of the income tax among the States according to
population, but also as regards the nontaxability by the Federal authorities of
Interest on State and municipal bonds. It is shown by these researches that the
phrase of the sixteenth amendment giving Congress the power to tax Income
"from whatever source derived" was inserted therein for the specific purpose of
removing the aforementioned restrictions of the Pollock ease, and that it wits
commonly understood in and out of Congress at the time to be aimed at the
accomplishment of this result.

Says the report of the Department of Justice on this point:$
"There is certainly nothing that was said In the course of this debate (in Con-

gross, on the resolution submitting the constitutional amendment) from which
it may be inferred that a single MeAn ber of the Congress expected, or Intended
that the Income from State and nmnlelpal bonds and the yalarles of State and
municipal officers and employees, should be constitutionally hnnnine under the
proposed amendment. On the other hand, every positive utterance in the course
of the debates Is susceptible of the construction that the Congress did not intend
to grant anv form of inninity."

Mr. Wunbhel says In the paper already quoted:0
"The construction placed upon the proposed sixteenth amendment by Governor

Hughes received wide publicity throughout the country. This bellef was held
and strongly expressed by many lawyers and public officials. It was referred to
and discussed in the inesages of a number of Governors In submitting tile pro-
posed amendment to the State legislatures. For example, the Governors of
Florida, Missouri, North Dakota, and Oklahoma all agreed with the interprota-
tion of Governor Hughes that the sixteenth amendment extended the taxing
power but nevertheless thoy urged its ratification. From these sources it seems
clear Ihat a large number of supporters of the sixteenth amendment believed
that they were conferring upon the National Government the power to subject
the interest from State and municipal bonds and the salaries of State officers and
employees to an Income tax."

When, therefore, Congrmss, after the adoption of the sixteenth amendment, In
enacting Its Income-tax law, Inserted in It a provision exempting from the tax
Interest on Government bonds generally, It did so apparently for reasons of
expediency rather than because of any conviction that such exemptions were

,required by the Constitutlon,? Tie Stulremo Court has never had an opportunity
since the adoption of this amendment, to pass on the powers of Ito Federal
Government to tax interest on State and municipal bonds tinder its Income tax.
The evidence presented by Mr. Wenehol and t o Department of Justice gives
support to the belief that tho Supreme Court will ststain these powers, and that
Congress can, therefore, provide by a simple amendment of the Federal Income.
tax law for the taxation of the Interest on all future Issues of State and municipalbonds,Some people believe that even though the Federal Government may have the

power to tax the Interest on such bonds, It would still be safer to do so by a
constitutional amendment. This reasoning seems to tie to be palpably weak.
The most effective answer to this contention was given by Mr. Nieholas Murray
Butler, president of Columbia University, a year ago In the following statement: I

I Address en the Leal Aspect of Tax.Exempt Privileges before the American Bar Associatlon reprinted
In the C niireIonal Hecord, May 28, t9M, No. 107, pp. W -W99II- hnd addrtmson the Federal Taxation of
State Iad LoCal Bonds, before the Natlionsf Tax Assoc ation, Oct;ber 24, 1W.

'Taxation of Governent Dondholders and Employee, The Imnunity little and the iteenth Amend.
mont. Astud' made by the DepurtmentofJu.tle-. Government PrintingmOice. 138. P.219.

* See footnote S above.
Ibidem, p, 192,

'As quoted by Mr. Wenchel, Coniessional Record, Vol. 53, No, 107, May 28, 93, p.9911,
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"Senators Borah and Root disagreed with Governor Hughes. Nevertheless,

Governor Dix, who succeeded Governor Hughes, urged the legislature of New
York to ratify the sixteenth amendment in these words:

"'Indeed, It seems to me that it the words "from whatever source derived"
would leave the amendment ambiguous as to its power to tax income from official
salaries and from bonds of States and municipalities, the amendment ought to
be opposed by whoever adheres to the democratic maxim of equality of laws,
equality of privileges, and equality of burdens. * * * It is Impossible to
conceive of any proposition more unfair and more antagonistic to the American
Idea of equally and democratic principle of opposition to privilege, than an
income tax so levied that it would dlvdo the people of the United States into
two classes.'

"There could be no more direct and unqualilfld grant of power to Congress
to tax income from whatever source than is contained in the language of the
sixteenth amendment. To adopt now another amendment definitely specifying
that the Congress might tax Income from sources which have been hold exempt
because of court decisions subo uent to the sixtenth amendment would be to
make u.4 the laughig stock of the world. That would be equivalent to saying
that, the words Ifrom whatever source derived' do not mean what they appear
to mean, but must be supplemented by a variety of specific designations of sources
of income. Out of this situation would arise a new series of court decisions which
would exempt the income from sources not specified in the second amendment.
The situation would be ludicrous to the point of absurdity."

A fear Is expressed by some people that the subjection of the interest on future
issues of State and munilipal bonds to Federal Income taxation would result In a
material rise in interest rates on such bonds. Undoubtedly some rise in interest
rates onl such now Issues would result. Ilt. this rise would prol)ably not exceed
one-half of 1 percent amnd would be of little immediate eonsequeneo, inasmuch
as the volume of now issues would be relatively small. Years would go by before
the volume of tax-exempt State and municipal bonds would diminish so materl.
ally as to vitally affect bond prices and bond yields in the market generally.

SUMMARY

To summarize, the present exemption of the interest on State and municipal
bonds from Federal income taxation, is creating an Intolerable situation. Stops
should be taken Immediately to bring about the termination of the exemption
at least so far as now issues of(State and municipal bonds are concerned. Congress
should )ass an amendment to the Federal Income tax law making interest on such
bonds taxable. A test ease should then be instituted at the earliest possible
time, which would enable the Supreme Court to pass upon the constitutionality
of the measure, Tills, in the main is the program which has the backing of the
President of the United States. People Inoterted lit fair taxation have been
complaining for years of the evil of tax-exempt bonds. They have now an oppor.
tunty to lend their support to a reasonable program for a gradual elimination
of this evil,

Senator BynD. The next witness the committee will hear is Mr.
Sydney A. Gutkin, an attorney, of Newark, N. J.

STATEMENT OF SYDNEY A. GUTKIN, ATTORNEY, NEWARK, N. .

Senator BYD, How much time do you wish? The reason I ask
that question is I am informed that another committee wishes to use
this room for a hearing.

Mr. GuTKxN. I think that I can limit my remarks to 20 minutes, or
extend them, if you wish it, at some future date; whatever your
pleasure is.

Senator B'nn. Very well. I think that we should adjourn after
20 minutes have been consumed, and, if you have not finished with
your remarks at the end of that time, we can put the balance In the
record. Limit it to, say, 15 minutes to 1 o'clock p. m., as another
committee desires to use the room,
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Mr. GvTu'IN. Mr. Chairman and members of the committee, I
consider it n privilege to have boon invited by your chairman to come
hero to discuss with you the proposal to take legislutivo action to
eliminate tiny existing Immunity from income taxation of the Interest
on future issues of governmental obligations and compensation paid
governmental officers and employees.

In my opinion the primary consideration In connection with the
problem is that of policy. Legal analysis and methods shou l be
secondary. I submit that continuation of the exemptions is unwar-
ranted, unsound, and contrary to our American principles of fair and
equal treatment, and that steps should and must be taken to end them.

In explanation of my position hero, permit me to say that my
remarks should not be considered those of a biased proponent of a
program. I had the opportunity of viewing the question when I was
associated with the office of the Chief Coutnsel for the Blureau of
Internal Revenue, and since then as a taxpayers' representative.

The statement that the exemptions must be removed reflects the
consensus of national opinion, as expressed by taxpayers, editorial
writers, economists and others. Regardless of party, reardless of
political, social or economic beliefs, right think ug Individuals con.
demn the exemptions and are outspoken in favor of the President's
proposal hi connection therewith.

A recent Gallup survey I shows that 87 percent of the people say
that people who work for the State and local governments should ply
Federal income taxes on their salaries, and that 75 percent of the
people state that people who own United States Government bonds
or State or municipal bonds should have to pay Federal income taxes
on their incomes from these securities. Tho largo percentage in favor
of such taxation is not confined to any income group. Even in the
upper income group 09 percent are in favor of the removal of the
exemptions.

That the effect of the existence of tax-exempt bonds upon the busi-
nC3s life of the country is decidedly bad seems to be the view of the
Twentieth Century Fund and of analysts generally.

So also, the newspapers of the country are consistent in their
condemnation of the exemptions and their insistence upon their
removal. In picking one out at random, I find the following.

TAx EIwVRYONz Amity,

Certain Conlressmen, while favoring tie abolition of tax huninnty for public
employees and the holders of aIovernment bonds, are of the opinion that a con-
stitutional amendment is necessary in order to gain the objetive,

However, tie sixteenth amendment gives Cotigress the right to levv taxes on
incomes "from whatever source," and surely that blanket proviso would seem
sufficlently extensive without further change In tbe fundamental law.

The sensible thing, at any rate, will I) to i)as. the proposed law and leave final
disposition of It in ie hands of the United States Supremo Court. In the event
of an adverse decision, the amendment machinery could be started with the loss
of nnthinp it. time.

The only mistake Congress could make In thin connection would be that of
falling to do anything about an inequitable situation that has long called for
rectification In the Interest of fiscal fairness.'

The caustic criticism of columnists in general is probably best
exemplified by that of Westbrook Peglor in hs column which appeared

I New York TiIeO, .ebruar'8, 1939.S Trenton Ryening 'tlmes, Februar'y 8 1919.
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In the Washington Post of June 3, 1038, entitled "Charity Towards
Some."

Many other columns and comments may be cited to you, but I
will not protract this phase of the discussion.

Before going into methodology, It seems to me that although in
the case of bond Interest taxatfoin might increase slightly tle Cost of
municipal and State bond financing, the ultimate benefits that would
flow from such taxation should lead the States to look with favor upon
the proposal, if they took an enlightened attitude. A surface examma.
tion does not readily reveal this and, therefore, some State representa-
tives are disposed to oppose the program. At this point I merely
wish to state categorically that much of the statistical information
presented to you last week is based upon misconceptions and a
allure adequately to see and grasp the entire problem in its unre-
stricted scope.

Some may say that, while the end sought is good the method pro-
posed is not, because, under existing constitutional limitations,
nothing can be done.

No one can criticism those who have an honest conviction to this
effect. But we generally find that those who say this are the ones
who do not wish to have anything done and use the Constitution as
an excuse,

I feel confident in saying that no lawyer, known for his erudition,
would state categorically tiat the law as to intergovernmental tax
immunity is definitely one way or the other. In the light of recent
cases, no more than a slightly informed guess may be ventured by
anyone.

I am in sympathy with any method, including constitutional amend-
ment, which would accomplish the desired result. We have had much
experience, however, in attempting to procure results through consti.
tutional amendment,. We know only too well the many pitfalls, the
delays, and the uncertainty attendant upon the submission and ratifi-
cation of an amendment.

Senator AUSTIN. Have you studied that question of amendment?
Mr. OUTKIN. Yes.
Senator AUSTIN. As to how long it takes to get an amendment

through?
Mr. GUTKIN. Yes.
Senator AUSTIN. And you know what the record is in this Congress

about that?
Mr. GUTKIN. Well, I would-
Senator AUSTIN. Do you?
Mr. GUTKIN. I think I have some ideas in that connection.
Senator AUSTIN, As to tino?
Mr. GUTKIN. I think so.
Senator AUSTIN. What is the average time that It takes to put

through a constitutional amendment, according to our past history?
Mr. GUTKIN. I am not able to state the average time, but I know

that in some instances some amendments have been put through only
after many years, while others have not been put through at all.

Senator AUSTIN. You are speaking of the whole field o the amend-
ments of the Constitution, in this statement, which seems to me to be
contrary to the record.

Mr. 0 UTKW. If you have some specific question, I will be glad to
answer it.
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Senator Aus'rr In the Court controversy, and with reference to
the Court-packing bill that record was made perfectly obvious. Do
you know what it was-

N11r. GuTKlr. I do not recall; although my next remarks are ad-
dressed to what you have in mind.

Senator AUSTIN, All rilt. We will pass on.
Mr. OVKM, Walter 1 ppmann, writing in his column in the Now

York Herald Tribune, says:
President Roosevelt has proposed to overcome this difflcully by enacting a

Federal statute ending the Immunity for the future, and letting thw Riuprenlo
Court say whether the old precedents stand or whether the Constitution can be
reinterpreted, Tio President's suggestion Is not, as some comnmentators have
muggest ed, another attack on the judiciary and ol constitttional prineiplo, In
ipite of the decisions there is a rea doubt about the whole matter. The Con-
stitution ts silent about it and it, would be entirely proper for Congress to ask the
Court to reconsider the problem.
What, then, can be said with respect. to efforts to provide for the
situation by legislation? I shall review the authorities briefly, and
indicate my interpretation of some of the more important' cases.

The prohibition agnirist taxation by State and Nation, each by the
other, of State and National agencies and obligations, arises, not by
virtue of any express constitutional provision, but is based upon the
proposition 1'that thle right of taxation may be so used in such cases
as to destroy the instruments by which the Government proposes to
effect its lawful purposes in the States." 3 This doctrine was first
entnciated in MClloch v. Maryland,' and has been reiterated in
various connections over since.

In Collector v. Day, the first Supreme Court decision actually
recognizing the principle that the Federal Government may not tax
State instrumentalities, the specific question was whether the salary
of a State judicial officer was subject to taxation under the National
Revenue Act of March 2, 1867. Tho Court concluded that the Con-
gress did not have power to impose a tax upon such compensation,
reasoning from its earlier opinons.1 The implied immunity, therefore,
found to exist with respect to the Federal Government, was hold to be
applicable reciprocally to the States, and has been so considered evers&,nce.

It is apparent, however, to a careful analyst that tinder these cases
it is indicated that the Federal taxing power in relation to State in-
strumentalities may have a markedly wider scope than the taxing
power of the States in relation to Federal instrumentalities.

MciCdloch v. Maryland was founded on the idea of supremacy of
the laws and instrumentalities of the United States over State action,
rather than on the idea of reciprocal immunity. Thus, 50 years
later, the Court, in Collector v. Day, made a sharp and unwarranted
departure from the earlier cases in holding the tax immunity to be
reciprocal.

It is interesting, in this connection, to speculate upon whether the
Idea of reciprocal immunity, enunciated in Collector v. Day in 1871
and repeated through the years, may, although not warranted by
MfeClloch v. Maryland, not have been attributable and appropriate
to the times.

I Nal0o nk v, Ctm fthno llh (169), 0 wall. (76 U. 8.) 333, 381.

* 1870) 1I Wall. U.S. , 1,
yAt(Vidn 120), 2 A4.ri -A7 U.0t 3) 444 . 67rMfMloser, (1842) 18 POteS (41 U. 8.) 43U; WOWee
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A war had just settled any doubts about the final answer In a con-
flict which threatened the existence of the Union. Were political
forces prepared for a nationalism which would permit Federal taxation
of State instrumentalities and deny State taxation of Federal instru-
mentalities? It was Marshall's role to speak in terms of a firm na-
tionalism, but the troublesome problem which several times was the
occasion for his speeches was the problem of protecting the Federal
Government against encroachments by the States, rather than the
justification of encroachment by the Federal Government upon the
functioning of the States, When considered in relation to their
proper background, it is possible that Marshall's utterances, and also
the doctrine of reciprocal immunity, wore attributable to the stage of
political development at the times they were spoken.

It may be suggested that the doctino of reciprocal immunity is
validly subject to criticism either because it was erroneously conceived
or because of the way it has been applied, and not because it was out
of tume with the times. Collector v. Day and a number of subsequent
cases misapplied the doctrine and struck down taxes which were not
discriminatory and which could not properly be said to hinder the
operations of the States or the Federal Government,

Previous material presented to this committee has made a splendid
analysis of the decisions on immunities in fields analogous to the
immunity of the interest from Government bonds, and has shown
how the rule of immunity has been made to yield to tho rule of non-
discriminatory taxation. It has demonstrated how the Court has
now rejected the promise of the Pollock decision,' that a tax on the
income of bonds is the equivalent of a tax on the bonds themselves.

It has shown how, subsequent to the Jollock caRe, the Court appears
to have reached a contradictory or inconsistent result with respect to
other claims of immunity.

Thus, it has sustained franchise taxes which have reached the
income from Government bonds by including such income in the
measure of the franchise tax; it has approved the income taxation of
the compensation of Government contractors, Government lessess, and
Government employees; it has approved the taxation of not income
f:om interstate commerce and the taxation of net income from expor.
station ,

When these healthy departures from what might have been an
intolerable rigidity of rules of immunity aro subjected to close analysis
the inconsisteney of continuing an immunity from income taxation of
interest on Government )onds or officeholders stands out clearly.
It seems proper to say that, while the developments in this field pre-
sent a picture of inconsistency, they may have some justification,but
only in a policy of experimentation and in a policy which emphasizes
the' rule of "some but not too much."

It can aptly be pointed out that, just as in the case of the Govern.
mont conthaktor, the only relation which the Government bond-
holder Ias with the Government. is that of contract; that one pays
money to the Government and receives a promise to pay the agreed
interest and to repay the principal, and that the other either transfers
goods to the Government or performs services for it, or both, in return

)eOrfect v F,. mete.on Th$ C,,., (3898) 17 U. s. 429.
8".. Flnt'. .1oue 5Pta Cb. (3911) 2)U, S. 107; JAm .Dv.Proo Cutoifnt COMMInI U S.

Ikl#MN v.Afou Riem FIodwe#, (3938) T8. CI. 823 Ornr,. Len, (W922) VU,. ZrlM) W ; (" Vy,Dunn 3I1 382 ~U.S.,218; ,8/eu ~ I ,8.834; ntd U# . . vAnd.
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for a promise to make the agreed payments, and that, as the Court
permits the income of the contractor to be taxed, It is difficult to
draw a distinction which would justify immunity of the bondholder.

In like manner it can be pointed out that interest from Government
bonds is reached by taxation, whether the tax is a franchise tax
measured by income, or whether it is a tax upon income. From a
philosophical a preach, the only justification for the difference is that
be Court, while not being willing to plunge the whole way for the

removal of immunities, has endeavored to cut down the immunities,
although such a process has resulted in distinctions which, when con-
siderc( apart from this empirical process of Government, seem to be
without substance.

Of particular Interest and importance in connection with this
problem is the history of the sixteenth amendment, which shows the
agitation for the income tax, the congressional history of the amend.
meant and the history of the ratification of the amendment.

The Department of Justice's study which has been given to you
makes an outstanding contribution in this respect. The study
demonstrates that the basic idea behind the movement for the income
tax was that the Federal revenue system, heavily weighted with con-
sumption taxes and so greatly at variance with the principle of ability
to pay, should be modified by the Introduction of an income tax which
wouldpermit wealth to pay taxes according to its ability.

The movement was as broad as its subject and the evils sought to be remedied.
There was no exception, exemption, or limitation, express or Implied. The object
was to impose a portion of the tax burden on tho Income from "wealth" or invested
capital. There was no suggestion that any typo of Income should be considered
Immune.

It is ironical that some of the leading friends of the income tax
should have Interpreted the proposed amendment in a way that would
to an extent defeat the purpose of income taxation. A long fight had
been made for the income tax, the amendment had been submitted
for ratification, and then an argument was advanced which raised fears
that the amendment might not be ratified. Persons who had fought
for the tax were fearful lest the argument result in sidetracking the
amendment.

It was unfortunate that the argument was brought forward. Had
the discussion not been precipitated, with the resultinT interpretation
by some active leaders that the amendment would not authorize
taxation of the interest from State and local bonds, it seems reasonable
to believe that the Court would have given full meaning to the plain
words of the amendment.

The Department of Justice's study should perform a valuable
service in bringing to the attention of the Congress and the Court a
more complete view of the discussion relative to the intended scope of
the amendment, which shows a preponderant understanding that
power was being conferred to tax interest front State and'local bonds
and the salaries of State and municipal officers.

Directing our attention to the judicial aspect of the problem, the
answer to the query as to whether or not the Court will reexamine its
previous decisions based upon the doctrine of immunities may be
found in other cases and the presence hero of the factors which imelled
reexamination in such cases. These cases indicate tliat the Court
feels no hesitancy in reversing itself where conditions so warrant.
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The Court plainly admits It is not Infallible; plainly admits that
Judicial doctrhIo needs overhauling from time to time as political,
sociological and economic trends change. In the past 8 years the
Court has overruled 10 of its previous decisions, containing at least
six of its weighty doctrines.' Preiious decisions have not been
stumbling blocks to the Court where the end presently sought is
contrary to such decisions.

The elements which led to restatement in recent eases are also
clearly present wlen we come to consider the doctrine of implied
unmii os, Despite individlui views as to the merits of a change,
we have witnessed a gradual but sure metamorphosis In the relations
between the Nation and the States. The Federal Government has
been called upon to guide, finance, and manage theeconomic well.
being of the people.

In the light of tho intervening political, social, and economic
changes which have taken place in the 110 years since the doctrine was
recognized; in view of the experience we have had in applying the
doctrine; in the light of the political and social defects of the doctrine
viewed against the background of modern events; in the light of the
mischiovoos results it has produced; in the light of the resulting clear
nnd unjustifiable discrimination between citizen and citizen with
respect to the tax burden required to be boneo, it would seem that
the Court should find grounds upon which to base a reexamination
of the field of tax immunity, when called upon to pass upon fair, non-
discdminatory legislation. If the doctrine, upon reexamination, is
clarified in a manner upholding the constitutionality of that legisla-
tio', the administration of the revenue laws of the Nation and the
States will be simplified, and the burden of taxes as between poisons
sirailarly situated will become more uniform and just.

There are sound reasons to lead one to anticipate, if the legislation
proposed is enacted., that the Court will actually reexanino. By
casual remarks in its decisions, the Court has frequently indicated its
willingness to reoxando certain of its provously established doctrines
prior to their actual presentation for reconsideration. That seems
definitely to be the case in connection with the doctrine of implied
immunitios.'

(n connection with an analysis of the case material, it may be
interesting to note the following additional comments. At the time
A clloch v. Maryland was decided the fourteenth amendment was
not as yet a part of the Federal institution. That instrument
therefore, contained no definite check on the arbitrary exercise of
the taxing power by a State.

So, also, at that time, there was no express constitutional prohibi-
tion against States discriminating as between persons or subjects in
their taxation. Since that time, the fourteenth amendment has been
interpreted to provide such a check. It may thus be well, if the ques-
tion h3 presented again, to rcexamino in the light of the fourteenth
amendment, file theory ipon which tis case was founded, although

Fto Fin' COrporation v. Doval (1932) 258 It. . 13), overruling long v./tk-Woc.. ((1r ) 277.U.s. 14)
CAe go 4 8 1, .L. V. COmmluloner ((1932) 2,4 U. . 2 ), ovnullog Ple 1141ro v. Cellni ((3920)

263 Vs. 1). and IeletlArod v. It 'lev ((d h 0) 63 U.8 8), u nk E. U. 8, ((1M3.) 290 U. 8.37) overrulIng
lgndrizv,, 8 ((1911 291U. 5 70) nnd Jm FI ,ljv t.T. 8, ((1920) 24 U.S. co) stil II0l CC

J'errlA ((1937) 3001. 8. 7o) Overt Hlln Adtlne V. C /rtfn' Hot I taf ((1923) 28 U. 8, A,) 1kld rtin#1V.
LVr , Yr7n t odueurs Corpor Iim ((I98) 3, A. Ct, 23) orcrrullno Oil ekple v. Okloaoma ((1922) '7 U.8 711 0
and hr. Oil & a t C0. ((1932) 20 U. A. 893); 8rie Reil7od 14 ,. C', opkin ((Y33) 30 U. 8.

TUln 8tIe ((1 I. ;rmt V. akard* 3 8 . ot 40); ruf
dnled (39. 1,c1. 67).
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under the legislation proposed, it is not necessary to reexamine the
MU0lloch cas.

It is apparent that this power to destroy by taxation and to dis.
criminate between persons or subjects was not and is not possessed
by the Federal Government. I

Thus, the principle expounded by MOulloch 'v, Maryland was
Improperly end inaptly applied in Collector v. Day, The conclusion
there is faulty, since the promise upon which it was based-that the
powor of the Federal Government to tax involved the power to
destroy the States-was not and is not true.

It is conceivable that If Chief Justice Marshall had been convinced
that the Federal Constitution contained a definite chock on the arbi-
trary exercise of the taxing power by a State, i check such as the
fourteenth anendment h15 )en interireted to provide, ho might huve
believed less in the destructive force of the taxing power. Be that as
it may, it is not, necessary to demonstrated that the decision in tlcCul.
lock v. Mtaryland was either wise or unwise.

But after all of this theorizing, what is the Supreme Court apt to
do? The best case to which we may look for the purpose of prognosti.
eating t result is the Gerhardt case.11

The Gerhardt case involved the constitutionality of a Federal income
tax upon the salaries of certain emplovees-a construction engineer,
and two assistant general managers-of the Port of New York Author.
i a bi-State corporation created by compact between Now York and
New Jersey approved by Congress.

The cor oration operated bridges, tunnel, an interstate bus line,
anda freight telnuinal. These employees took oaths of office, although
neither the compact nor the related statutes appear to have created
any office to which they were appointed.

After reviowin and analyzing the athodties, the Court held that
tile imposition of the Federal income tax on such salaries was valid.
The grounds, stated in the opinion of Mr. Justice Stone and con.
curred in by three other Justices, were: That the tax was laid on net
income derived from employment in common occupations not shown
to be different in their nelthods or duties from those of similar em.
Floyces in private Industry, an l thus was it nondiscrinlinatory tax
aid on the net incomes e? such employees in common with that of

all other members of the community; that, as such, th3 tax could by
no reasonable probability be considered to preclude the performance
of the functions which &ew York and New Jersey have undertaken
or to obstruct them more than like )rivate enterprises are obstructed
by our taxing system; that the tax does not curtail any of those func-
tions which hae hitherto been thought to be essential to the continued
existence of New York and New Jersey as States; that the burden of
the tax affecting the States, as it does only to the extent, if any, to
which the employees pass it on to the States, does not give rise to an
immunity from taxation because the actual burden on the State is
so speculative and uncertain that Immunity, if granted, would restrict
the Federal taxing power without affording any corresponding tangible
protection to the State governments.

Mr. Justice Black concurred separately, basing his opinion on a
restatement and abrogation of the immunity doctrine, and also on
the proposition that the sixteenth amendment, in authorizing the

St Supr, note 9.
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taxation of income "from whatever source derived "justified the tax.
Justices Butler and McReynolds dissected on the ground that the

taxation was constitutionally prohibited and said that the majority
opinion had overruled a century of precedents.

The opinion of Mr. Justice Stone, after stating these grounds for Its
decision, undermined their value as positive guides for the future by
stating in further support of the decision, that employees of the port
authodity are not employees of a State or a political stbdivision
thereof within the moaning of the original applicable Treasury regu-
lation.

While the holding in this case may be restricted to the point that
the tq.payers involved were not considered to be officers or employees
of it State nevertheless, the language of the decision may be taken to
hi(hcate that a contrary result would be reached in the event the
Brush cage were to be litigated again, The decision is negative in
effect, in that it indicates that no exemption exists with respect to
the con)pensation of an officer or employee of a State if such officer
or employee is not engaged in a function which has hitherto been
thought to be essential to tile continued existence of the State, Query
as to those officers or employees who are so engaged?

Collector v. Day, while not overruled by the decision, is not specifi-
cally recognized as an authority.

The Court said, however, that since that case involved a State
judicial officer, it was narrowly limited to a function which pertained
to State governments at the time the Constitution was adopted,
without which no State could hion preserve its existence.

Regardless of opinions as to the actual effect of the decision on
pr'eviowi doctrines, it wotild seem to preszage a holding, in a case ado.
qjutely raising and arguing the issue, that officers of States and their
political subdZvisions not performing legislative, executive, or judicial
functions and having counterparts in private employment, are not
inimune from Federal taxation; and tile possibility that officers per-
formingsuch functions may be hold to be taxable,

On nll points, the opinion leaves the matter open for whatever action
the Court may subsequently decide to take,

It furnishes no reason, however, to believe that McCulloeh v. Mary-
land will be abrogated although, this point too is left open, for the
Court definitely recognized a distinction between the immunity of le
States and theimmunity of the Nation and illustrated the distinction
by use of the original language of Marshall In Mctl/och v. Maryland.
So, also, tile Court is silent a to what it map do with rospect to the
taxation of interest front State and local obligations.

We must conclude from this analysis that we cannot say with any
degree of definiteness just what the Court is apt to do. I submit,
however, that in view of the present state of the law, and the pre.
sumption of constitutionality of an act of Congress, legislation along
the proposed lines is amply justified.

I have one further comment with respect to the G'erhardt case, as
concerns its retroactive effect. The opinion is of immediate concern
to officers and employees of States and theit political subdivisions and
instrumentalities.

Except insofar as prior decisions are res adjudicate in a technical
sense or as the statute of limitation may be applicable, tax deficiencies
woulh seem to exist ikith respect to compensation received in past
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ears by persons in governmental employments who were not engaged
p orfdring functions essential to tile continued existence of States,

as States, Even the statute of limitation would provide no bar as
to those who have not filed returns. W\'hile it would now he close to
ruinous in many instances to open up past year. during which thieso
persons were Itlled into a sense of security by virtue of what they
the properly assunued to he thie law, nevertieless it would seem to be
the duty of the Treosury to ellect collection of these deficiencies, It
i4 thuis incumbent upon the Congress to defno tho policy which the
Trensu I)eportment should aiplly with respect to this subject, tind
it is submitted tint it should enact legislatio, which would eliminate
the retroactive reflect of this decision,

But should this committee conclude not to recommend he legisla-
tion proposed berauso of supposed constitutional grounds, there is,
anuoll others, still Ranother method that is available, tile constitu.
tionil ty of which seems unass.ilable. In this connection 1 icaer to
my paper which appeared in the July 1038 issue of the Callornia, Law
Review, pilges 579 001, with porticulor attention being paid to the
part th(reof wl.ch begins on l)Upe 6194.

In 191), Carter Glass, then Secretary of the Treasury, stated i
that in connection with the practice of poisons of weflh p1li irg ir
funds in billions of dollars of wholly-exempt securities there was al-

* * * urgent necessity of revision of the revenue law so as to require that,
for the purpose of ascertaining the amount of surtax payable by a taxpayer, his
income froim State and municipal bonds shall be reported and !noeJeI in is total
income, aijd the portion of his Income which Is subject to taxation taxed at the
rates specified hi the act In respect to a total Income of such amount. The
Treasury's reeonnicudntions in this n,spect l'ave been transmitted to the rppro.
priate committees of Cotngress In connection with the Re venue Act, of 1018, anid
again In the prepent calendar year. Undcr the present law a person 1 having an
Income of, vay, $1,000,000 from taxable securities would, upon tie salo of half his
property and the investment of the proceeds of that halt in State or municipal
bonds, not only obtain exemption for the Income derived froin such investment
In State and nirnicipal bonds, but greatly reduce the surtaxes payable In respect
to his other icome. It is intolerable that taxpayers should be illowed, by pur.
chase of exempt securlties, not only to obtain extirption with respect to the In.
come derived therefrom but to reduce the s perti xes ut on tl:eir other Inc, me,
and to have the supertaxes upon th:elr olher income determined upon the ssirmp.
tion, contrary to faot, that they are not In possession of Income derivcd from
State and inuttiipal bonda.

A question has been raised concerning the right of the Federal Govrnment
under the Constitution to tax the incone from State and municipal bonds., but
there can he no doubt of the constitutioi:ality of such an adnnistrativo provision.
The proposal Is not to tax the inconie derived from State and munici a) Reouritles,
but to prevent evasion of the tax in respect to other Income. The principllos
Involved are abundantly eostablil hed In the decisions of the Supreme Court
sustaining taxes upon corporations, bank stock, etc. computed after taking Into
account incono derived from Government, State, and nunleipal bonds.

Carter Glass' suggestion in this regard was not carried out. Thus,
his op timistic statement that "th ere can be no doubt of the constitu-
tiona ity of such an administrative provision" has never been put to
the test.

Tax immunity results in surtax being eliminated at the highest
rates, when considered with respect to a taxpayer's total income, both
taxable and otherwise. What of legishtion doing the converse
namely, giving effect to the tax-exempt character of any income by
appliflg to it the lowest surtax rates, rather than the h ihst, as at
present? The tax would be imposed upon the taxable income, but

lI Ttsure, Annual Reports, 1019, Flunnce, pp. 54-4,
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would be computed in tie first Instance upon the entire income,
taxable or otherwise, immunity being accorded to tile tax-exempt
Income by subtracting from tho tax so computed an amount of tax
which would be imposed with respect to the tax-exempt income
computed as if that wore tile taxable income.

As all altornative to this method, quory as to the validity of a
statute using tax-exompt iticome along with taxable income for the
purpose of ast'ertaining tiio vorago surtax rate, but applying luch rate
only to taxilbio income? Thereunder, it tax would be determined with
respect to the total aimount of the taxpayer's Incoitie, taxable or other-
wise, find such proportion thereof wotild be paid as the amount of
the taxable income would boar to such total income.

As to either or both of those methods, argument may only be made
from analogy with cases such as Mawll v. Bugbee,'3 ind Great
Atlantic &b Iacific Pa Co. v. (irosjean," to be contrasted with National
L'e Insurance Co. v. United States 11, Missouri v. Udhntr," Midler v.
Miluaukee, and Schuylkill T'rst Co. v. Pcinnsyiania."In Maxwell v. Rueibee Clio Court utphol tile val dity of taxes, imposed
by tlo State of Niv Jersey tipon the taxu~blo oatities of nonrosidont
dlcodents,'computed under a statute providing that tile tax Shoold
bear tie same ratio to the entire tax to which the estate would have
been subject had the nonresident decedent been a resident of tile State
and had all his property eel located il the State, as the taxable
property it the State bore to the entire estate wherever situated.
The rate of tax was graduated in accordance with the amount of
property transferred.

'Ti tting complained of was that the apportionment formula fixed
hly the statute resulted in a greater tax on the transfer of property of
States subject to the jurisdliction of Now Jersey than would be assessed
for the transfer of an equal amount in at similar manner, of property
of a decedent who diedi a resident of Now Jersey.

In Great Atlantic D PavfJic Tea (Co. v. Groejead, the Court was con-
corned with a Imisiana statute which imposed a graduated scale of
occupation or license taxes upon chain stores. The rates increased
progressively so that for each store within the State which was part
of a chain of more than 500 stores, wherever located, tie tax was $550.
hi upholding the statute the Court said:

The measure of the exaction is the number of villa of the chain within the
State--a measure sanctioned by our (eelsions. The rate of tax for each suh unit
is fixed by reference to the si.ze of the entire chain. In legal coitetnplation the
State does not lay a tax upon property lying beyond her borders nor does she tax
any privilege exercised and enjo ed 1) the taxpayer in other States. We cannot
holliat th ti privilege is mianaffected by the status of the Louisiana stores as
members of such a chain or that recognition of the advantages and calne tiie
enjoyed by them as a result, of that membership is forbidden in classifying them
for jrogressivo measure in rate.

The Bu pbee and Grosjean cases open up now vistas in the field of
taxation. Mille ovefithing heretotore forbidden by reason of con-

S(191 J) 25) U. .,2. Note (19,37) 37 Cot. 1,. RQ. 121, 12 . L dA V. lnot" ni le, (1943) 2i It.. 4,73.
II (1 9 1 T' , 9 U. S.412. See Noles (Is0) 34 Col. L. ieV. 13'": (1137) 37 i,). L. 1eV 1211. 1131. See 1'u.%tde/ j r rt# .Colle, {IkJ73 MA: . (i Wadl. 6Al Ato~uttv lylwhlalion y. ,lisiuk¢Atill,( *3t!.

I4 S rals v.co , (1*. AOs eAtls ([W U. V.. (6 %V411)3:1 Po 4 4nl Iul11010. AIzsucal~ot W tip 1 q(.6 W..i,} ,i I lmfllto Co. v. 3ittuv !ahutl, (I s' 7,! U. 8. (.i WAll) ,)O; l I i r~gCvt'w) k
(1sgO) 134 11. B. 694; JIduoutlonJI fumln Corp. v. IWard, (19311 2.2 St. i8, 3?V; PI t ' o. CO. o .,tP)
1.4,s a;;u tflin, . $ont 7 act, (191, 720? II, 8.10fl7',Ww )'avr t vii, h' Piaqiv'ntCorpv. 145e5,, (191)

20 U. 8111. A recent eo In accord wilh theitBk and OroVstdn 0tis Is lure. ZAlewtne'e gtlsat, (301)
216 N. V. 184, IS N. R, (2d) 722.

'(193))l 3M .3S,5eI3 Woo 0. L. J. lD
it (11.2) 272 U. 12 2 3 (3 91()401sri, 1'. Rev. 7.
tl( 1935) 296 1. S. 113; (1930) 49 HiL. PAY. 4A
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stitutional provisions may possibly not be accomplished by utilizing
the formula and theory. of these cases nevertheless they recognize
powers with which one must reckon. heir results are iappy, since
they give etfect to a theory of taxation measured by ability to pay.
Tax inmuunity does violence to this theory.

Current opinion, generally, seems to be fiat the rule of ta 'mmity
hurts and that the greatest good for the greater number calls for te
abrogation of the doctrine, Is it not, therefore, reasonable to suppose
that the Supreme Court also holds this opinion?

Do not recent decisions show that the Court is attempting to keep
abreast of the times? Is it not more than over cognizant of changes
demanded by a newly developing economic, social and political order?
Accordingly, a method whereby the end sought would be acomplished
without abrogating precedent would probably be sustained.

Cooley 11 lists three so-called "inherent limitations on the power
to tax:"

(1) The wat of power to tax for private purposes;
(2) The want of power of a State to tax Federal agencies an:d the want of power

of the United State. to tax State agencies; and
(3) The want of power to tax property outside the tonitorial limits.
Immunity from taxation and lack of jurisdiction-is not the third

mentioned limitation i greater restriction on the exercise of power
than the second?

The lack of jurisdiction over it subject matter has in all fields of law
rendered action with relation thereto absolutely void. Yet, are not
these two analogous to a great extent? The one is to preserve the
separate and sovereign nature of the Government, the other is to pro-
serve the Individual from the repetition of taxation by many sover.
eigns, and both involve the power to destroy by taxation. Thoro-
fore, from a legalistic approach, Maxwell v. Bugbee provides a rather
compelling ana logy. Tiis caso is ably analyzed and discussed by
Professor lowndes,° and there is little to add to his discussion thereof.

That at least one of the methods of taxation here suggested would
fit in to the formula of that caso is evident. That the formula would be
held to be applicable coextensively to tax immunity as it was to juris-
diction can be answered by referring again to the desirability of arriv-
ig at such a result. The philosophical considerations necessary to

carry over the method there availed of to the fiel of tax immunity
are present.

A serious question ases in connection with the formula.
The tax in Afaxwell v. BJhgbee lends itself to the following analysis:

The tax imposed equaled the tax computed with respect to all property
of the decedent, entire estate, and multiplied by a fraction, of which
the property in the jurisdiction was the numerator and the entire estate
was the deniominator. Stated differently, the rate of tax was deter-
nined by dividingg the tax computed with respect to the entire estate
by the amount of such entire estate, producing an average rate.

In Great Atlantic &- Pacflc Tea Oo. v. Gro jean however, the
statute under consideration provided for a graduated scale of taxes
depending upon the number of stesm owned by the taxpayer in all
Jurisdictions, the rate beinF applied with respect to the number of
stores witluin the jurisdictmon-Louiliana. The rate thus imposed

" aooloy, T.ton (d. 1I20, sco. tM.
SLwades, Ra tes feurldcon to TxAttnzath of Maxwell P. nulhe. (tgo),4 0 iar. L.
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was not an average rate, as in the Ma wl v. JhIgbee situation, but was
to top rate. 'The statute was held not to violate the due process
clause, since only the rate of the tax, and not its subje(4 or measure,
included extraterritorial fa'toms.

As to whether one of the two alternative methods suggested would
be uphol and the other rejected, little more than a conditioned guess
may be ventured. That the method patterned after the ,famtell V.
Bu bee formula would, lines already been nsserted.

Tit tlte other would not cannot be asserted. The M[axwell v.
BuPbee method recommends itself as affording the opportunity for a
stronger case. The legislative power to fix any desired rate with
respect to taxable income has not been deied. Nbathematically, the
Maxlmll v, Iluqbee phn suPllies it rate. Ftick v. soenu,'qh'ia," 50
analyzes it. 'I lie conclusion follows.

Does the other method bring the exempt income Into the measure
of tile tax? While Great Athltic &. Pactfie Tea Co. v. Grosjean up.
hold taking the top rate, it cannot be aoialyzod as providing for an
exemption with respect to a nontaxable at a different and lower aver-
age rate than that which is applied to th, taxable property.

The first of the above-mentioned methods would seem to provide
for the entry of nontaxable income directly into the computation of
the surtax, While it may well be upheld by the Court, out of a de-
siro to adopt anything not specifically prohibited by precedent, it
might be boat to creep before attempting to walk, even though suc-
cessful walking would lead to the destination more quickly.,

Conceding that in both plans the exempt income goes into tle
measure of the tax to some degree, the plan patterned after the Max-
well v. Bugbee formula treats the nontaxable income in a manner uni-
form with the treatment accorded the taxable income. The other
plan seems not to do so, Is not the latter thtis akin to that which
was struck down by the National Life cape? '

It is submitted that if the treatment accorded tax-exempts by a
proposed plan of taxation is uniform with the treatment, accorded
taxables, exemption being granted with relation to such tax-exempts
in the same miner and upon the same basis as the taxables are taxed,
the plan would probably be upheld.

it National Life Insurance Co. v. United ,States 13 the Court held
that a provision of the Revenue Act of 1021, abating a 4.percent
deduction from gross income therein allowed by the amount of interest
received from tax-exempt securities, was invalid, since Congress may
not tax such securities by denying to their owners deductions allowed
to others.

If the income of the taxpayer in that case had been entirely taxable,
the tax would have amounted to the exact sum which wats imposed by
the invalidated provisions.

As stated in the opinion:
Thus It becomes apparent that petitioner was accorded no advantage by reason

of ownership of tax-exempt securities. t

N 19)2M S---t. 47--

It tcg Ithe dooL~nns In ilia National Life, Oathner and mylkIiil vvis co,. caes, the members of the Court
who were then in the minority seem to have' exchan ef Itions with the then majority. It waty thus b6

ght hat Is now conceived to bet 'hI maij7Ity worA no cledtfoowtsemc.Aodnj.bohPlanq "ley weil be held to ha va Id. o soho would Int41consistent, with what Is taken ts
Sriter minority VIe, aultuh such a tesult would tsrobably I* Incongruous when viewed from the aspect
of the mijrt I toe earle casei.

18n R0 note 14.
1Ibd. at 619.
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No more than this should have boon said. Nevertheless, the
tanguago of the opinion is broad and presents a difficult hurdle,
One niay not be subjected to greater burdens upon his taxable property solely

beeauio hW owns som that is free. No device or form of word can de)rlv0 him
of the exemption for which he has lawfully contracted , * ,3

Said the Court.
In the light of subsequent cases however, tie most that should

properly be ascribed to tim National Lift case is that in taxing income
part of which is tax-exenipt, the presence of exemi)t income cannot
be mado the basis for (lelying to the taxl)ayer benefits enjoyed by
taxablo income, and that no (iscriinatlion may ho practiced with
relation to the exempt potion, li other words, dedluctions cannot
be limited by reason of the lesence of exempt income. And, so
construed, tio National Life case, as well as Afiesouri v. Gehner," is
not authority against the suggestion hero made.

li the latter case, the ltate statute providedd that In taxing an
insurance company's assets, its legal reserves and unpaidI imlicy claim
should first be deducted from its total assets. The State ;upreno
court, construed thte statute as requiring that tho re sorve and claims
should bo aportioned between the two clasm;e f assets-taxablo
and nontaxal o-mnnd that the deduction should be lit the plol)ortioin
that the taxable assets bore to the total assets.

The Supreme Court roversel the judgment of the State court,
holding that the statute as .4o construed was unconstitutional,

Justices Stone, Brandeis, nd lohnes dissented.
Analysis indicates thot th tox-exoeipt property entere(I directly

into the measure of the tax there invalidated as it dIid in the Aational
Life case. In neither case was the exenipt Income or property used
solely for the purpose of determining the rate of tax. II hoth it
deduction was being denied, or lessened, because of the presence of
tax exemipts. The curtailment of the exemption, in effect, increased
the amoount being taxed and discriminated against tax exemnl)ts In
favor of taxables, so far as' concerned the allowance of deductions.

Again, in Schuylkill 'Trit,9 Co. v. Pennsylvania,/ the statute was
construed to discriminato against tax exempts. The State statute
provided for the valuation of shares of a trust, company by addillg
together the amount of the paid-in capital, surplus, anid undiided
prolits that was not invested in the stocks of corporations liable to
pay-or specifically exem ipted front the payment, of-capital stock
tax, or a t4,x on shares, and by dividing this total amount by the
number of outsta nding shares of the couiipany.

The taxpayer in question possessed bonds of the Federal Govern-
nent, which the State revenue (ICpartnent included in tile measure of
the tax. The tax w, levied on the shares its so valued, and, accord-
ingly, was held to be iuvoli(d. Justices Cardozo, Branlois, and Stone
dissente(h.

Here, agaln, the exe"m)t property entered into the amount subjected
to tax. It was tint use merely to affect the rato of tax. The utility
of the case as authority in the field of tax exemption would seem to be
in connecting . ith Ptatutory attempts to use through indirection,
, pt roueriy or income in determining thro measure of a tax.

SSuPr, 1w E M '
0f slim-', vtOe I.
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As such it would fall into the same category as Macallen Co. v. Ma8a.
chu.eft8s; Miller v. Milwaukee; and othors,0

To attem)t to develop) a theory on the 1asis of a distinction between
rate and measure is not entirely satisfactory.if we are taking an in-
formed view of what is being attempted. Aii Increase in rate, where
the taxpayer, has exem)t income, just as efletively.increases the tax
payable, as if the measuree of the tax were increased and the rate
renalined the same. If we are thinking in such col|cepts ,s 'not doing
by initretion what cannot I;o done by d:recton," of course this pro-
posal must fail,

Mut many cases, without as well as within the field of taxation,
Indicate thnit this, like other maxims, is but a convenient handle to
grasp after a result is once reached.

From ain economic and sociological aspect, experinentatlon looking
toward the taxation of tax-immune income siecms to be justified, pro-
vided that there is a sound theory up1)on which attempts to reach the
end sought may be based. That there are such theories is iiltrated
by the foregoing discussion.In conclusion, it is unnecessary to dwell upon the fact that mainte-
nance of tix revenues is a matter of imperative importance to the
States anl the Nation. Similarly, it, is uimecossary further to elab-
orate on tie unfortunate consequences which flow trom a division of
competitors into taxable and tax-exempt classes. From such divisionn
there inevitably develop conditions of special advantage, dissatisfac.
ton, and general lack of confidence in the equity of our taxingsystems.
Prof. Walton I. Hamilton, of Yale University Law School, sums up
the matter in a rather droll way. Ile says:

Citizens of the idied States are not to be deprived of their inherent right to
eontritite to the support of their Federri Government just because an unkind
fate has made theni oilers of a State.

I add-or holders of State obligations.,
Senator Mlyl). We will now stand in recess until 10 a. m. tomorrow.
(Thei'reupon, at 12:55 p. in., the special committee recessed until the

next day, Wednesday, February 16, 1930, at 10 a. m.)
t In aditlo tio the method here s ir ,asl, it 4teemns powlm. in the ease of corportI ons, to eircumvent

the reclitons h1: Ailstthllllne "n owtls, tqx for itie present Incme tax. As Isefore noled, ils method was
vlld Inlid in Allot v. Mont Iree Co. (till) (32') V. S. 107). While A14tallm . OAloMCt1mll4t (19W)

ON7', 11. S. 6.20), Traynor, Notional Wink ,Taxation In C lrnla 9M (1)27 (7 ('utf, I., Tc.". 456), stanldnit by
Ielf n1My IKe sai' IW o10110 tP llQ 11 .40111 reit (AP 1. It, Powell, TheI Mac4I!q tes, (1iM30) (h Niat. Ine.
'rax Mo . 47, 9)), and AIUlitrt v. Atfibrtgkft (1427) (272 U. S. 713), to be an Inltsdiment beesm of the fart
thit the pm pose wounquestonahy t to rIei lnxcnhl)t ine, neIeliies. In the tight of lMud.
(lonoI 17i1ns (orontn %*ltrd (I,030 ? II. H. 1711) thddng that a ranchise tax neiuirt( by net toe ,me.
Inthldilni royallies from lite itto of rop)rIts, was valld). It wlld .em that the authority of the .&one'ocp ct' |' on(c agailn estahsiishe, I and the ,fIaeqtl r ., t n e'Yclt overrul.l 5ce (I Pl!i) £4 tiara', I,. 11ev.
A29): '. It. Powell. An hniolnary JUishial OpInin (131) (44 illrv 1. llcv. K'9). This posltlob was Con.
fired In I',fir Co. v. Jofn-An (19321 C" V, P. i0).
Olier I Iere'tirig exnnple. are: ('hn V. Grar (137) (O(0 . S. 304) (uh11lln talalli'l , New York

of Iet IttIile. miliislig In l1.rt of rent from lns Iitato In New Jersey andi Interest on bonds cured by
Plorltece ol lan41 1it13te olitside of P title), Grcincr ,. IAudtlln (It'2) ((.54 it. 8. 391) (. teilrtie" of a Slate
or Pollieal 'uhdtv'lon not i ) olin ntill onal a ome"lon Ine); 7'horinpon v C"mmioloier (192P) (17
A. T, A. ) (rent reoch'ed by lesser from city of litllorA for u'e nf land fo 'elool purposes eld not within
the exem pt ton a Icd Ilote v I" by Itvem n, Adt of t,20: fl'illcs V. uIt)I.01 pra, nWte A (profito frmo
sale of Itefllpll unds held txvdln I bey t Ihe a nxtt ed in oie brleln I lte State), penlemn V. She pr on
(1101) (2%2 11. Ll, A14) finteet motim l{o roat' to buy anti carry ionicfia iounuil'pailit he'd taxalef)'

JUied Malt 7V~si (oirpoar (f New YVrL %% .ndmrot ((C. C. A. M. IMPt3 (3. P N2) 373. ccci. den,29
11, P. 413) (Intere'st ptii'ltin a c.,ndeujnai Ion au aril held trmabtle). This letod wi tlldril to I* sble

Iict nei of, or ats si'nttryto. thle ,'n'weal mie In thle tllter htalf of thift dl ussion.
1. i4 apparent thait In themeet of a ortin: on, teiw)onfecmi'tticce fort tie ,'nrimotw ofarto

the tax rate Is of little utility. since' there. is very Ilileirchange front ove bracket to amother of the prograsasv*
e$ of tat Iroposec Witli retiptc ito Corlwitatio:.s.
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WEDNESDAY, FEBRUARY 15 1989

UNITED STATES SENATE,
SPEOIA, COMMITTEE ON THE TAXATION OF

GOVERNMENTAL QUnITIES AND SALARIES
t Waohington, b. C.

The special commit t pursuant to adjoul nt, at 10 a. m.;
in the committee m of the Senate Finance Co ittee,. Senate
Office Building, actor Prentiss M. wn, chairman, residing.

The C AIRM The comma 0 e e rnperder.
As I under nd, the Urota of th Treasury w ppear

and make A tement.
Mr. HAN . Yes, sir
The Cii MAN. And You 0o to foil the

Under Soo tary?
Mr. W C"L Morn follow.
Mr. M is. h hat s stood e the roceduro.
The Cu IRMAN. e
Mr. HA Es. We ve so statist* i r tha we want put

inthe rec d. Mr. loul mak 't ent and Mr. M hy
and Mr. 0 onnell: hey ve fe

The CHA MAN. a
I just wan d to got the ge n n of hear for th ay.
Mr. Morris will you halw 6ton wt u?
Mr. Monnis, es. I nthk( at w ou have . Garnor

to supplement statement, an no el would I to follb#,
The CHAIRMAN. may say that there is no Sen session this

afternoon, and I ho to conclude the hearings afternoon, it
possible.

Mr. HANES. As to the or t is perfectly all right
to have Mr. Morris follow me.

The CHAIUMAN. It makes no difference.
I think that we should have your statement now, and, If the com

mittee members have any questions, they may ask them. You may
go fight ahead.

STATEMENT OF RON, IOHN W. RANES, UNDER SEORETARY Olt
TER TREASURY

Mr. HANES. May it please the chairman arid gentlemen of the
committee, in my earlier appearance before your committee I die.
cussed the reasons why the Treasury Department favors the ellmin&.
ti of recipocal exemptions of governmental interest and salaries.
With rgard to 0alarles, I called your attention to the fact that tax
exemption sets up a epecially privileged goup of-itizeons who receive

6578
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all the benefits of citizonship and are exempt from their fair share of
the burdens of that citizens tp.

With regardl to tax-exempt interest on Government securities, I
pointed out that such exemption results in serious inequities in the
tax system because it provIdes a tax-free haven to persons in the
higher income brackets who are able to secure m.uch more benefit in
lower taxes than they sacrifice through lower interest rates due to
tax exemption; and because it accordingly necessitates persons with
smaller incomes making up the revenue thus lost to the Government.

The CHAinMAN. Do you agree that the number of persons who
would gain by the ownership of tax-exempt securities are those who
have incomes from $55,000 to $60,000 and up?

Mr. HANES. No, sir. Senator, we are going to discuss that in
some detail.

The CHAIRMAN. Plus the statement, as I recall it, presented by
Senator Townsend, that there were approximately 12,700 persons with
incomes in excess of the figure I state?

Mr. HANES. We will discuss that also, and we will insert into the
record the actual figures, as taken from the Bureau of Internal Rove-
nue.

The CHAIRMAN. I hope you will make a general statement con-
cerning it.

Mr. HANES. I think we will cover that point sufficiently well.
I also showed that, to the extent that interest rates are lower due

to tax exemption, public trust funds, savings institutions, educa-
tional and charitable endowments, persons in the lower income groups,
and other investors to whom tax exemption means nothing, receive
lower incomes than they otherwise would.

I pointed out furthermore, that tax exemption of interest on
governmental debt discourages investment in enterprise capital. I
was careful in this connection to Indicate that tax exemption is by no
means the only obstacle to such investment but showed that it is an
important one.

Since I appeared before your committee, it has heard a considerable
number of persons opposed to the elimination of tax-exempt interest.
So far as I am aware, little opposition has been expressed to the elimina-
tion of the tax exemption of salaries. Accordingly, it appears to be
unnecessary for me to speak further on that subject.

With respect to tax-exempt interest, a great deal of objection has
been raised, practically all of which has been directed to the questions
of the revenue from and the costs of, eliminating tax exemption. It
should be observed that I specifically indicated In my earlier statement
that I do not consider the revenue and cost aspects to be of the same
magnitude of importance as the equitable and economic aspects.
I am convinced that none of the testimony offered has in any way
shaken the foundations of my position that tax exemption leads to
inequities and discourages investment in enterprise capital.

However, since so much stress was p!aced -by tl ose opposing the
elimination of tax exemption on the revenue and cost aspects, and
since the figures presented to the committee were in many respects
substantially at variance with those that the Treasury Department has
found in its studies, it seems desirable for us to make some further
observations.
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With the committee's permission, I should like to present at this

time members of the Treasury technical staff who will discuss various
factual questions involved in the testimony presented to the com-
mittee. Mr. Fliough will discuss the distribution of burdens and bone-
fits among various governmental units and classes of people. Mr.
Murphy will discuss the question of differentials in interest rates
arising from tax exemption and the probable effects on interest rates of
eliminating such exemptions . Mr. O'Donnell will discuss the question
of revenues likely to be derived from eliminating tax exemption.

So, if the committee is willing, at this time I would like to have you
hear from Mr. Bloigh, director of tax research.

The CArnMAN. Certainly.

STATEMENT OF ROY BLOUGH, DIRECTOR OF TAX RESEARCH,
TREASURY DEPARTMENT

The CTrAIMAN. Mr. Blough, you may go ahead with your state-
ment.

Mr. BLoUor. Mr. Chairman and gentlemen of the committee,
some very interesting and, no doubt, very impressive fiscal and
economic arguments have been presented to the committee by those
in opposition to eliminating the tax exemption of interest on future
issues of governmental securities. The validity of these arguments
depends on the correctness of the facts supporting them. We believe
that some of the facts presented to the committee contain serious
errors. It is my purpose to point out certain of the more significant
of these errors, as well as to bring to the committee's attention certain
other important facts that have been overlooked. We believe that
the correct factual picture will reveal some of the arguments advanced
against eliminating tax exemption to be groundless and othey to be
of little significance.

In his statement to this committee, made on January 18, Mr. Hanes
pointed out that one of the most important evils of exempting the
interest on governmental securities from taxation is its effect in nulli-
fying the progressive Income-tax system. Opponents of taxing govern-
mental interest have contested this position. The most eleborate
argument was made by Professor Lutz, who voiced three contentions.

First, that "the emphasis on progression and ability to pay" is
being overstressed;

Second, that progressive taxation has already been departed from
in the special taxation of capital gains and in the treatment of charit-
able contributions; and

Third, that not enough people stand to gain from the purchase of
tax-exempt securities to make any resulting breach of the progressive
income tax signifloant. The last bears on the point that you mentioned,
Mr. Chairman.

With regard to the argument that too much emphasis is already
given to progressive taxation, it must be agreed that this is funda-
mentally a matter of opinion. However, [t has long been felt by
most students of taxation that entirely too little emphasis has been
placed on taxes that take into consideration the taxpaying ability of
the individual. In the total Federal, State, and local tax system,
yielding approximately $13,000,000,000, only 10 percent is derived
from progressive taxes imposed on individual incomes.
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The argument that Congress has already departed from the pro-
gressive principle in the taxation of capital gains and the allowance
of deductions for charitable contributions overlooks certain facts.
Capital gains are not subject to lower rates of taxation if they are
derived from assets hold for not more than 18 months.

It is only when assets are held for a period of years and the imposition
of the regular scale of rates would place upon them an unreasonably
high tax rate considering the period of time over which tlho gaini
accrued, that lower rates are provided. Thus, one of the purposes of
the special treatment of capital gains is to preserve and not to destroy
the fair application of the progressive principle. In the case of giffs
to charity, it should be noted that the individual does not receive the
direct benefit of the income which lie gives away. Accordingly,
allowing such gifts as a deduction within limits is really an extension
of the deductions from income of costs to the individual. Since the
individual does not enjoy the direct use of the funds lie has given, there
is no abrogation of the progressive income tax principle.

To support the third argument, namely, that very few persons can
gain from the purchase of tax-exempt securities, Professor Lutz
introduced a table which purported to show that a person would need
to have an income of about $00,000 before lie would gain more in
taxes saved than he sacrificed in a lower interest yield on tax-exempt
securities. He stated that there are only about 13,000 people
receiving incomes of that magnitude.

The committee will recall that the Under Sec'etary pointed out that
anyone with a surtax not income of more than $18,000, which means a
total riot income of approximately $20,000, can derive a net tax
advantage from buying tax-exempt securities and that in 1936 there
were nearly 100,000 such persons.

There are two reasons for the disagreement between the figures
presented by the Under Secretary and those presented by Professor
Lutz. In part, it arises from differences in the interest differential
assumed to result from tax exemption. This, however, explains
only a minor part of the disagreement, because, even if the interest
differential of six-tenths of 1 percent proposed by Professor Lutz is
accepted, persons who have incomes of about $35,000 or over would
stand to derive a net gain from tax exemption.

Senator AUSTI. How do you account for the difference between
Professor Lutz's statement and yours?

Mr. BLOUGH. I think that is taken up in the next paragraph, if
I may read it.

The second and more Important difference arises from unreasonable
assumptions regarding individual incomes.

That is, in trie $18,000 figure presented by the Under Secretary, a
differential of substantially three-eighths of 1 percent, halfway between
one-quarter and one-half, wad accepted.

The second and more important difference arises from unreasonable
assumptions regarding individual incomes.

The CnHAInMAN. Before you leave three-eighths and six-tenths per-
cent, what figures do you have to support your figure as against
Professor Lutz?

Mr., BLOvUH. If it please the committee, Mr, Murphy, who is
coming after me, is going into that.

The CHAIRMAN, Very well.
Mr. BLOUGH, Professor Lutz, in referring to the total income of an

individual, ignored the wholly tax-exempt income. In doing so, he
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eliminated an undetermined but probalybv quite substantial number
of people who had incomes of considerfblo size, which they derived
largely from tax-exempt securities.

More important, Professor Lutz based his computations on the
assumption that an individual would derive either all or none of his
income from tax-exempt securities.

However, a person would not ordinarily invest all of his c )ital in
tax-exempt securities, He might be in position to gain by tile pur-
chase of only a small amount

On the o their hand, he would scarcely purchase them beyond the
point where they brought him a net gin.

As previously in(licted, this point is about $20,000 net income, if
an interest dfirential of three-eighths of 1 percent is assumed, and
about $35,000 if a differential of six-tenths of 1 percent is assumed.

To show (he effects of investing various portions of one's capital
in tax-exempt securities, we have prepared a tablo covering a number
of income levels which we should like to have introduced into the
record at this point.

Senator TowNsEND, Have you any figures showing how many in-
comes there were in excess of $1,000,000?

Mr. BLOUOH. Yes, sir; the figures for 1930 are right here; a very
small number-01.

Senator TOWNSEND. Then they have taken account of them with
a million dollars income?

Mr. BLOUoH. Yes, sir.
It has been assumed that if the wholly tax-exempt interest they

reported had been taxable they would have received 15 percent more
interest than they received under present conditions. Tis 15 percent
was derived by taking a point hal fway between the one-fourth percent
differential and the one-1alf percent differential, and relating it to a
tax-exempt interest rate of 2% percent. In other words, it is three-
eighths of 1 percent interest differential expressed as a percentage of
a 2) percent interest rate.

(The table referred to follows:)

EXHIBIT A, INDIVIDUAL INcomH TAX

Net income after tax under present law and net income after tax under a proposal that
interest on Government obligations be made taxable, for selected levels of net income
and according to the relation of interest on Government obligations to total selected
net income I

NET INCOME AFTER TAX UODERt PRESENT LAWI

selected net Income, Including Interest on
Cloverninent obligations:

3000 .... .. . .................. ...

.. .............. 
........

Percent of seleted net Income received as Interest on
Oovernment obligations

* For a married man with no dependents.Assuming that the mahnum earned Income It Is taken, that no Interest Is received frgm partially
S~t..ump hat ~them ob lnedh Inooetorgan or loss Is sustained, and that, under the propo,

ue tntermt y( on 'o'ernment ebatl~n w8~llnere 16 percent.
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Net income offer tax under present law andnet income after tax under a proposal thatinterest on Government obligations be made taxable, for. selected levels net income
and according to the relation of interest on Government obligations to total selected
net income.-Contlnued.

NET INCOME AFTER TAX UNDEBj THE PROP? T NEREST ON GOVERN.
MEANT ODLIOATION8 BE MADETAXAILZ

Percent of selected net Income received as Interest on
Government obligations

0 percent 10 per. 25 per. -per- 75 per- I0 per.opretcent ce0nt cant cent cent

Selected not Income, including Interest on
government obllgatlons'

. ........... ..................... $ 280 460 $ 40,5o 9,721 9,926 10,20 Po0,fA 10,040
2o000 .1...................... 18,411 18,666 19,013 10W 0 ,288 20,901
130 l ................................ 41,1 41, 1, s 42,425 43, 6 ,6 8 7 46,10o00 ............................... 7.31 68,146 69,031 70,450 71,881 7.3,30

195 ,8 107, 8 200,781 205,O 210,531 2165,40Io. .320,0 324,431 320,006 337.231 346, 353,481

RELATION OF NET INCOME AFTER TAX UNDER PRESENT LAW TO NET INCOME
AFTER TAX UNI)Elt TIlE PROPOSAL

Selected net Income, Inelndlnq Interest onGovernment obligations-, Percent Percent Percent Percent Percent Percentoo0 .................... 100 98.96 97.45 91.7-0 91.5$ 8610.......... . 00 99.3 98.3 96.83 94.32 9.1120,000 ............................... 100 100.19 100.17 99,67 98.30 95.60
,000 ............................... 100 102.37 103.24 108.80 10.96 108.45,00000 ............................... 100 107.61 117.60 12.34 i 13&5 68 13&.41
o0 .. 100 117.18 142.10 180.74 214.75 232.12IOW 100 122.3S 155,01 200.34 251.32 281.31

Source: Treasury Department, Division of Tax'Research.

The table shows clearly the advantage or disadvantage of investing
various portions of one's assets in tax-exempt securities for persons
at different levels of income. It shows that mividuals with moderate.
size incomes cannot now avail themselves df investments in public
securities.

Senator TOWNSE@ND. You begin at $5,000?.:
Mr. BLOUGH. We begin at $5,000 and we go on up.
Now, if these men invested some money in tax-exempt securities,

how much money would they have left? Take the first man, if he
invested nothing in tax-exempts, lie would have $4,920 left. But if he
invested 50 percent in tax-exempts, he would have all of his $5,000
left. Take the first man with a million, lie would have approxi-
mately-

The CHAIRMAN. That is after payment of the tax?
Mr. BLOUGH. That is after payment of the income tax.
Senator TowNsEND. You say here, he would have three hundred

and twenty-one thousand left. You mean by that that he pays the
difference between the million dollars and this sum in tax?

Mr. BLOUGH. That is correct. The $679,000 would go in tax.
Senator TowNsEND. Well, that does not bother me.
Mr. BLOGH. Now, suppose he was getting 10 percent of his income

from tax-exempt securities and 90 percent from other sources, in the
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ease of the man with a $5 000 Income there is little change. In the
ease of the man with the million-dollar income, he would have $307,000
left. He would have made a substantial saving there.

The CHAIRMAN. A little over $70,000.
Mr. BLouon. Yes, sir. That does not represent exactly a net sav-

ingof this amount.
Next, we go over on across here, showing what the amount would

be if he received 25 percent, 50 percent, 75 percent, and on to 100
percent of his income from tax-exempt securities.

Of course, if he had all of his income from tax-exempt securities, lie
would lhave all of it left, and there would be nothing paid in tax: that
is, paying no attention to any interest differential. That is just
assuming ho received a certain portion of his income in tax-exempt
securities.

Now, shall I go on to the second bank?
The CHAIRMAN. Yes. I think I have the first one.
Mr. By,ouon. The second bank says: "Net income after tax under

the proposal that interest on Government. obligations be made tax-
able."

Now if interest from these tax-exempt public securities became tax-
able, we would have to give the men some additional interest, and we
figured that interest at 15 percent more than he was getting. We
are using the three-eights differential on a fully tax-exempt security
mentioned in connection with the first table. Mr. Murphy will ex-
plain how we arrived at that, anti that is about 15 percent of the
total interest from totally tax-exempt securities on the first table.
We say, if these securities are all taxable, the man would receive some
additional interest, and show that at 15 percent interest. Do I
make myself clear?

The CHAIRMAN. You assume by that that there would be an aver-
age rise In cost to the State and local governments of 15 percent over
and above the present interest rate that is chased on those securities?

Mr. BLouGH. That is the basis on which this computation is made.
The CHAIRMAN. In other words, the 2 percent rate, you figure,

would be 2.15?
Mr. BLovoa. No; it would be 2.30.
There is some question as to whether that 16 percent should be

applied to the 3 and 4 percent but, to make our aggregate some-
where within the range of simplicity, we have applied that throughout.

Senator AUSTIN. Just a moment there. Now, is it correct to inter-
pret that 15 percent in this way, under the proposal that the yield on
Government obligations would increase 15 percent?

Mr. BLouoH. That is the basis on which it is computed?
Senator AusTIN. That is not 15 percent on the principal?
Mr. BLOUGH. No.
Senator TowNaEND, From what experience do you arrive at that

figure?
Mr. BLOUGn. I would prefer that you go into that with Mr.

Murphy.
Senator TOWNSEND. I will not press that question,
The CHAIRMAN. We will assume that there will be a 16-percent

increase in Interest costs.
Mr. BLtouCIH. No%, we have arranged it this way.
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Senator BRD. That applies equally to bonds of States and theirsubdivisions?
Mr. BLOUGJ. Yes, sir.
Senator BYRD. Do you take into consideration the fact that some

of the better securities are taxable now?
Mr. BLOUGI. We are dealing only with the wholly tax-exempt

securities.
The CHAIRMAN. You recall that Dr. Lutz's statement was 60?
Mr. BLOUOn. That is right.
The CHAIRMAN, And the gentleman from Now York put it at 75.
Mr. Blhovu. Yes. We think that those are quite high, Senator.
The CHAIRMAN. That is not 60 percent?
Mr. BLOVOIL Sixty points, which comes around 25 percent increase

in interest cost instead of the 15 percent that we are using, and I
might say, for this table, the larger the percent of increase in interest,
the less saving the person in the higher income-tax bracket receives.

Senator BYRD. Have you taken into consideration this, that in
some localities some of 'these bonds were issued 5 years ago, or 10
years ago, at a higher rate of interest than will probably occur when
they are refunded?

Mr. BLOUGH. That is quite right.
Senator BYRD. I do not think you should give the impression there

is going to be a 15 percent increase in all the interest rates, for some
of these bonds may be refunded at a lower rate.

Mr. BLOuOit. We do not give that impression. We are trying to
say under what circumstances a man realizes a net gain. Professor
Lutz puts that at about 60 points, and the other gentleman put it at
about 75.

Senator BrD. Have you a study of local bonds that may have been
issued some time ago, giving the rate of interest upon the bonds now
paid?

Mr. BLOtOI. We have made some study.
Senator BYRD. Do you not know that if they should be refunded

at the tihge of their maturity it is possible that they may be sold at very
much lower rates than now, exist?

Mr. BLOUGH. We are quite sure of that. As a matter of fact, I
mentioned that bonds issued in 1929 were issued for a much higher
interest rate.

Senator ByD. Have you gone into that fully, and taken the locali-
ties and the maturities and given the present interest rate that they
are now paying? For instance, I know in Virginia, there were bonds
issued 5 and 10 years ago at very much higher interest rates than they
can be refunded for now.

Mr. MURPHY. We do not have the figures in that form, but our
estimates of the aggregate increase in interest cost for both the Federal
and the States and local governments are based on the present yields,
rather titan the yields at the time the securities were issued.

Senator BRD. I think you should further give consideration to the
fact of the approved supervision of local bonds under State agencies
is going to mean that these bonds can be sold at a lower interest rate
than ii the past, the fact that the States are making provision to
require the payment of he Interest when it becomes due, when the
locality itself passed the interest by,
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Mr. BLOUGo. We have taken that into consideration, and we feel
and we consider that point in favor of the position taken by the
Treasury.

Senator BYnD. I see it is in your favor, but I do not think the
impression should got abroad that there is going to be a uniform 15
percent increase over what is now being paid. 1 think it will be, as a
matter of fact, less in some securities.

Mr. BLOUGH. We think so too, but we see how this would work out
in the various brackets.

Now, you take the next bank, which would show how much income
the taxpayer with a certain percent of income from Government obli-
gations would have loft after paying the tax, and you will notice that
the.man with the million-dollar income who has income only from
Government obligations has only $355,000 left with the 15 percent
average increase in the rate, instead of the million dollars he has left
under the present law.

You see that under the proposal if lhe had all Government securities
this would leave him with only a little over one-third of the income
he now has, that is, if he received all of his income from tax-exempt
obligations.

Senator BYXID. The Federal Government is roughly paying now
$1,050,000,000 interest. What percent of those obligations is there
surtax on?

Mr. BLOUGH. Of the $36,579,000,000 United States Government's
securities, outstanding on June 30, 1938, $13,492,000,000 were wholly
exempt, and $23,087,000,000 wore partially exempt.

Senator BYRD. Your estimate of increase of 15 percent applies to
the totally exempt securities?

Mr. Biovot. That is correct.
Senator BYRD. If you assume that they are all totally exempt, there

would be a. possible $150,000,000 increase in the interest-based on
the present interest of about one billion dollars in interest?

Mr, Bi oun. W e do not think that the increase would be anything
like that amount, because most of them are already subject to the
surtax.

Senator BYnD. What you say is that if you take till of the totally
exempt securities now) that there would he an increased cost of 15
percent in the interest payments?

Mr. BLOVOIT. But, in this particular table we are dealing with tile
other end, with the man who is getting it. So far as the Govern-
ment is concerned, that increased cost we have placed at a range
of one-fourth of 1 percent to one-half of I percent, and we take
the figure in between there, three-eighths of 1 percent, on interest,
and that three-eighths of 1 percent would amount to about 15 percent
of the rate on the best fully tax-exempt securities; that is, it is about
15 percent of 2.5 percent, which is the approximate rate on the best
fully tax-exempt securities.

So, for the purpose of this table, we are using that 16 percent as
the average, although there would be a variation.

Senator AUSTIN. Now isn't it true that whatever is received by the
investors has to be paid

Mr. BLOUOH. That is correct.
Senator AUSTIN. So there Is a i15 percent in the income on one end,

and that represents cost oir the other end.
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Mr. IBLOUGH. We must state that is the average, but not the specific
item, as to that particular amount.

The CHAIMAN. I do not want to inject another subject into this,
but I do not agree with either one of you on that.

I am not sure that the Government took tle position that all of
these initial taxes would be shifted back to the municipalities and
the States. Is that the view of the Treasury, that the entire amount
of the tax would be shifted?

Mr. BOvaH. By no means. Tho Government would gain a sub-
stantial net amount of tax; out of that gain there would be some loss
due to interest increase, because many people would find the securities
less attractive and would be less anxious to purchase them. But,
we certainly would not agree that such loss of interest would in any
way counteract the gains in the taxes.

Senator MILLEI. What is the difference in tax rate on totally
exempt bonds and on those only partially exempt that are outstanding?

Mr. BJouGH. Senator, the partially tax-exempt bonds are exempt
only from the normal tax; in the case of individuals, the normal tax
rate is 4 percent. The partially exempt bonds are taxable under the
surtax rates, which go from 4 percent to 75 percent.

The totally exempt bonds are exempt, not only from the normal
tax, which is the smaller amotint, but also the surtax; so the partially
exempt bonds are not very attractive to persons are who trying to
escape taxation in the higher brackets.

Senator MtLLER. I know, but what is the difference in the rate of
interest?

Mr. BLOUGH. Mr. Murphy, I am afraid, will have to come in here
and explain that.

Mr. MunRPY. Our estimate of increase in interest cost on long
term bonds-

Senator MILLER. I am not asking what will occur in the future,
but what is occurring now.

Senator AUSTIN. He wants to know what the contract is now.
Senator MILLER. The Treasury ought to know that.
Mr. MURPHY. It is the differential. The obligations of State and

municipaities-
Senator MILLER. I am talking about United States Government

bonds.
Mr. MUnPtuy. The United States Government has outstanding

practically no long-term wholly tax-exempt bonds. The amount is
about $200,000,000.

Senator MILLER. The point is this: You have certain Federal totally
exempt bonds drawing a certain amount of interest?

Mr. MuRPHY. Yes, sir.
Senator MILLER. You have outstanding certain Federal bonds

which are not totally tax-exempt. What is the difference between
the interest rate on the totally exempt bonds and those that are not
totally exempt?

Mr. Muipuy. I think I can explain it in this way: Here is the chart
which shows the yield of the--

Senator MiuALn. I do not want the yield. I want to know the
contract.

Mr. MUnPiy. Here is the diffie6lty. The tax-exempt feature is so
relatively unimportant in determining the yield as compared with the
maturity that bonds can only be compared if you have the same
maturities.
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It just so happens that at the time of issuance all of our securities

of less than 5 years' maturity are wholly tax-exempt, and all of our
securities which have maturities of more than 5 years are only partially
exempt.

The wholly tax-exempt short-term securities will yield less than 1
percent, and the most recent coupons we put out were 1% percent.
The securities are now selling to yield less than 1 percent. At the
same time we sold those secuities, we also sod two issues of partially
tax-exempt securities. A 9-year security carried it 2-percent coupon
and a 27-year security a 2% coupon..

Now, a person miglit say that the lartially tax-exempt securities
yielded 2;, while the wholly tax-exempts yielded 1%. Witnesses that
havy appeared in o1)position have done something similar, but that is
not tile answer at ai.

One security is a 5-year security, and the other is longer than 5
years, and if we had put out partially exempt securities with the same
maturity as the wholly tax-exempts, they would probably have been
put out at less than IY8. So that is not a proper comparison.

Senator MILLER. I am not interested in the yield, or what the
investor would receive. I am interested in what the Government
would'pay.

Mr. M uapiiy. After a given time, those two are the same. They
converge as it security approaches maturity.

In the course of my testimony I will have an opportunity to go into
this fully, and give the reasons.

Senator MILIERI. You go into it. I just thought I would got a
plain, ordinary, corn-field answer.

Mr. BLOUOU. YOU could give to the Senator your estimate of
partially exempt securities.

Mr. untin'. Yes, sir. I am sorry not to be able to give you more
of a cornfield answer, Senator.

Senator MILLEn. I am sure you will cover that.
Mr. BLOUGH. You will see in this second bank on Exhibit A that we

have the fully taxed securities substituted for the fully tax-exempts,
and suppose 'n the average the interest yield was about 15 percent
more, how would the position of the income receiver be after he paid
his income tax, and we say that he would be very much worse off in
the higher bracket and no worse off in the lower bracket, as a matter
of fact, a little better off at the $5,000 level, and hie is better off at the
$10,000 level, and, in some spots, he is about the same in the $20,000
level.

Then, in the third bank, you have the percentage of income left
after tax under the present law, as compared with the amount of
income left after the tax under the proposal. .

There, again, you can see that under the present law as the size of
the income goes up, the gain under the present fully tax-exempt
feature is increased.

I do not know whether that helps to clarify the matter or not, but
in brief my opposition to Professor Lutz's breaking point of $60,000
is, that a man can gain by buying some tax-exempt securities without
putting his whole fortune into tax-exempt securities. This point is
around an $18,000 income, and you have about 90,000 people who
are above that level.
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So, we believe that 00,000 to 100,000, as reported on the income.
tax returns, is a much better reflection of the number of people who
are in a position to benefit from the tax-exempt securities than the
13 000 people. I do not know if I havoone into that too much.

senator AUSTIN. I would like to ask, if you would take the same
promise taken by Mr. Lutz, whether you would arrive at the same
conclusion; that is, six-tenths?

Mr. BLOUGH. If we would take six-tenths----
Senator AUSTIN. No.
if you assume the same promise as Mr. Lutz, would you arrive at the

same answer?
Mr. BLOUoT. You mean six-tenths?
Senator AusTIN. Yes.
Mr. B.ouoi. If we assume the same premise, and look for the

differential-lot me say I have not figured it. There, again, I say
we should make way for Mr. Murphy, who has worked out a summary.
I would like to ask him if, in his computations, we would arrive at the
six-tenths.

Mr. Mvnimy. I should say no. I wvill amplify that-
Senator AUSTIN. It appeal's to me that if I wanted to persuade any-

one who was judging this question that another fellow's figures were
wrong, I would start whoroho started, and calculate it out on my own
theory and make a comparison instead of going ahead and attacking
his figures by assuming something entirely different to begin with;
that is adopting a different premise. It does occur to me that it
would be simpler for us to follow you, if you started off where lie did,

Mr. BLouGmI. On this particular point in qtiestion, I did. I accepted
his six-tenths of 1 percent. His breaking point then would be $35,000
instead of $60,000.

Senator AUSTIN. I know, but you are trying to induce us to believe
that his conclusion is wrong, and his differential is much too high, are
you not?

Mr. BiLoUon. The number of persons who would be able to gain
by tax exemption was the point on which I was working at the moment.

Senator AUSTIN. Then you are not trying to make us believe his
six-tenths of 1 percent is erroneous?

Mr. BLOUGH. No. I said, if you accept that, his conclusion is
erroneous, and the breaking point would be 35,000 inste id of 00,000.

Senator AUSTIN. All right.
Mr. BLOUOII. I am sorry if 1 have not made myself clear.
It is submitted that the existence of 100,000 taxpayers, who reported

about $4,000,000,000 of net income or more than one-fourth of the
total income reported on individual income-tax returns, and who are
in position to gain by tax exemption-and have gained an undeter-
mined amount-constitutes a serious threat to the progressiveness of
income tax.

In addition to showing how much persons would be in a position
to save by investing in tax-exempt securities, we have made an analysis
of 25 individuals, each of whom, in 1937, reported net incomes in
excess of $1,000,000.
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EXIII11T B, INDIVIDUAL INCOM.%E TAX

Wholly tax-exempt interest, net income from other sources,' tax liability, effective
rate of tax on net income plus tax-exempt interest, and net income pls tax-exempt
interest fper tax, as reported for 1OS.7 by R5 persons with net incomes in excess of
$1,000,000, together with comparable data tinder a proposal that the interest on
Government obligations be made taxable I

I [Dollar amounts In thousands)

Cmprahle data under r.
Data from tax returns for 1937 posal to tax Interest on (,ov. 1937 net

erninett obligations I Income
after tax
as a per-

Effectlve cent of
0 Who- value of Net Net ffee e net In.

ly Net . tax on Income Income tive Net come
tax- Income Tax net In- plus tax- plus 115 Tax rate on In. after tax
ex- from hlabit- coine exempt percent Ilabil- pro. come under

empt other Ity phl tax- interest oftax- Ity posed after the pro.
inter- sources exempt after tax exempt baSIS tax posal
est interest Interest

rent I'ercent Iercetn
1 .............. $85 81,024 $608 02.0 $11l $1,122 $773 (8,0 $349 117.8
2 .............. 6 1595 31,18 71.1 463 ,802 1,144 71,4 458 1010,

180 1482 1,050 63.2 012 1,689 1210 71.6 479 127,6
4-------.... 12! 2,048 1.488 8.5 a83 2,17 1,595 72.9 592 115.4
5 ............... 322 1:209 840 4.0 691 1,570 1,125 71.2 45 152.2
6 ..................... 1.399 988 70.5 413 1.399 98 705 413 100.0
7 ..................... 81 1,334 72.1 517 ,851 1,3.14 72.1 a1 100.0
8 ............... 3 1,58 876 19.6 383 1,2.59 878 69.7 381 100.5
............... 17 1,388 977 69.5 428 1,408 992 70.5 418 103.0

10 ............ 48 1,040 711 85.3 377 1,095 753 68.8 342 110.4
Ii .............. 822 4,448 3,387 70.4 1,411 4,818 3,648 75.7 1,170 120.5
12 .............. 54 2,633 1,865 72.1 722 2.595 1,913 73.7 682 105.9
13 .............. 17 2.283 1,871 72.7 629 2,303 1,888 73 2 617 102,0
14 .............. 110 1,540 1.015 86.4 555 1,667 1,193 71.8 474 117.0
15 .............. 70 1,031 1,397 69.5 613 2,022 1,467 72.0 5 110.5
1 ................... 2,153 1.570 72.9 583 2,153 1,570 72.0 583 100.0
17 ................... 1,072 735 68.8 337 1,072 737 68,6 337 100.0
18 .............. 47 2, IM 1,507 58.1 1,130 2,770 2,0$8 74.1 721 156.7
19 .............. 89 2,042 1,482 69.5 640 2.144 1, 1 72.8 583 111.4
20 .............. 390 1, 58 1,132 57.0 855 2,047 1,488 72.8 561 152.3
21 .............. 7 2.201 1,604 70.7 664 2.278 1,.84 73.0 614 108.2
22 .......... 2.717 0.95 ,358 55.2 4,344 10.110 7827 77.4 2,283 190.3

23------1,29 1,14 99 32.8 2,44 3.287 2,464 74.7 83 4.23 ............... 620 1,414 i,,m 3 8 204 3 7 i.4 7. , 245.4
24 ................. 1.067 732 68.8 338 1 067 732 68.6 335 100.0
25 .............. 1 3,162 2,35 74.5 808 3,163 2,355 74.5 08 100.0

Total .... 8,81 50,859 3 84.2 20,85 7 37 75 5,7 132.-- 8s

I Assuming that the Interest rate on Government obligations would Increase 15 peroont If sueh Interest
were made taxable.

I fnclusive of partially tax-exempt Interest.
Souroa: Treasury Department, Division of tax research,

This exhibit that we have here shows cases Nos, 1 to 25. These
are actual cases, taken from the income-tax returns for 1937.

These 25 individuals reported almost $7 000 000 of wholly tax-
exempt interest. Even ignoring the .lilelifiood that they under.
reported their tax-exempt Interest receipts, it was found that these
'25 taxpayers had approximately one-third more net income after
paying their income taxes than they would have had if the tax-
exempt securities had been subject to taxation and yielded 15 percent
more in interest. In one case an Individual had 145 percent more
net income than he would have had, and other percentages ranged
from 90 percent down to no increases in the case of five indiAduals.

Senator ToWNSIOND. Have you anything showing how many
incomes there were in excess of $1,000,000?

1222580-3-pt. -- 5
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Mr. B vOUOu. Yes, sir; the figures are right here, a very small
number, 61 for 1930 and 49 (preliminary) for 1037,

Senator TOWNSEND. And they havo taken ap Proximately half of
them, half of that number, with incomes over a million dollars?

Mr. BLOUCII. Yes sir.
In other words, these 25 people, o1 the average, were very sub-

stantially ahead in total net income than they would have boon had
Government securities not been tax-exempt. This table, which I
would like to have inserted in the record at this point, shows clearly
that large taxpayers do hold large blocks of fully tax-exempt securities,
that they are deriving large.benefits from the purchase of such secu-
rities and that the progressive income tax rates are correspondingly
nullified.

It thus appears that on all grounds considered, the nullifying effects
of tax-exempt securities on progressive income taxation are very sub-
stantial and not, as opponents have indicated, a minor and inconse-
quential matter.

A second argument that has been made against eliminating tax
exemption is that the opportunity of persons in the higher-income
brackets to gain through tax-exempt interest results in general public
benefit because, as a result of their purchases of Government securities,
interest rates are driven so much lower than they would otherwise be,
that the loss in tax revenue to Government as a whole is more than
offset by the interest saved.

Professor Lutz further argued that the mass of taxpayers accordingly
have their taxes reduced. Thus, everyone gains: Persons with large
incomes, persons with small incomes, and Government. The efforts
of persons in the higher-income brackets to avoid income taxation
thus take on a degree of nobility which has not heretofore been
suspected. # .

To make this point more impressive, Professor Lutz emphasized
that taxpayers should not be divided into local tax payers, State tax-
payers and Federal taxpayers, but should be considered taxpayers in
general. It will be remembered that Mr. Hanes makes the same
point.

From sheer logic alone, Professor Lutz's argument that everyone
gains appears to be bootstrap economics at its best.

It would be anomalous indeed if so small a number of benefited
persons could cause as large a differential in interest rates as he con-
cludes. There is much more logic to the belief that even a large num-
ber of benefited persons can produce only a small interest differential
if the volume of tax-exempt securities available for their purchase is
greatly in excess of their demand.

The error of Professor Lutz's argument becomes clearer as the facts
are examined. Mr. Hanes, in his statement of January 18, pointed
out that if tax exemption were removed and all presently exempt
securities were replaced by others, the eventual resultant annual
increase in Federal income-tax revenue would range from $179,000,000
to $337,000,000, while the annual eventual .increase in interest cost to
the Federal Government and Federal instrumentalities would range
from $10,000,000 to $60,000,000, and to State and local governments
from $40,000,000 to $105,000,000. Thus, taking the highest cost



TAXATION O GOVEItNMEINT SECU1ITItI,8 AND SALARIES 587

estimates and the lowest revenue estimates, of the Treasury, and con-
sidering no gain to States whatever, the additional revenue would
exceed the additional interest costs.

The Treasury figures are based on careful studies made of probable
interest differentials and revenues to be derived from income taxes.
Analyses of the differences between the techniques and assumptions
used by Professor Lutz and those used In the Treasury studies have
been prepared and, with your permission, will be presented at the
conclusion of my statement.

If the Treasury estimates are valid, and the methodology is be-
lieved to be sound, the benefit to the mass of taxpayers that Professor
Lutz anticipates disappears and is replaced by a loss to them.

There are other reasons, also, for taking the position that the small
income groups lose rather than gain by tax exemption. The net
addition in taxes that must be raised fall, in large part, on the smaller
income groups, since it has proved necessary to use excise taxes and
other consuniption taxes to supplement the progressive levies im-
posed by the Federal and State Governments.

Furthermore, the reduction in interest rates, however small, which
securities command because of tax exemption falls very largely on the
smaller income groups.

The lower interest yield makes it necessary for insurance companies
to charge higher premiums. It decreases the return that the small
investor secures on his savings in banks. It reduces the earnings of
charitable and educational endowments. Public sinking, trust, and
investment funds of governments and their agencies, now totaling
collectively more than $11,000,000,000 of public securities, receive less
interest.

Some people, to whom public securities are otherwise a highly
desirable form of investment, do not buy them because of the low
yields. Others lose some yields on their investments, due to tax
exemption which is of no value to them. The mass of the people thus
lose through tax exemption.

It has been urged by the opposition that eliminating tax exemption
on future issues of securities would injure the financial position of
banks and insurance companies. Mr. Chatters developed this argu-
ment.

Thismight be correct if it were desired to tax outstanding issues.
Limitation of the repeal of exemption to future issues, however, gives
exactly the opposite result.

The outstanding tax-exempt securities will increase in value as they
become scarcer, since they will be demanded for investment by persons
with large incomes.

As a result, banks insurance companies, sinking funds, public
trust and investment funds, governments and their agencies, endow-
ments and other holders of tax-exempt securities will be in a position
to gain through the increase in the value of their securities. Accord-
ingly, the public at large will make some gain, even during the period
while tax-exempt securities are still outstanding by selling their
holdings of such securities to persons in the higher income brackets at
increased ptces.

The oint has been presented to this committee, ain and ah
that State and local governments, especially the cities, would lose
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heavily if future issues were denied tax exemption. It should be
observed that, to the extent that this argument is correct, States and
localities are now receiving subsidies at the expense of the general
taxpa ers. If interest differentials are due to tax exemption, they
have been created almost entirely by the Federal income tax and are
thus, in effect, a subsidy of the Federal Government to States and
local units of government, which is paid by the general taxpayers of
the country.

Subsidies are not in themselves necessarily objectionable. The
Federal Government has, for more than a quarter of a century, been
giving subsidies and grants of various kinds to States and localities.
States, i turn, have been giving subsidies to their subdivisions.

In gene, a subsidy by tax exemption is less desirable than a
cash subsidy, because it is hidden and may not go to the persons or
jurisdictions intended.

However, if we overlook the subsidy now being given and concen-
trate only on future increases in costs which might be, reasonably
anticipated to result from ending tax exemption, the factual picture
is 'much different from that presented by opponents of eliminating
exemption.

First the increase in interest costs to State and local governments
would be realized only gradually as existing securities were retired
and new ones were issued to finance new projects. If it be assumed,.-
for the sake of simplicity, that the new issues exactly equal those
retired, half the outstanding securities will not be retired until after
1950, and the full effect will not be felt completely for nearly 50
years.

We have used one-quarter of I percent interest increase. We used
that because it is very easy to compute. If you think that a three-
eightlhs differential would be better you simply add one-half of one.
quarter, and if you think it should be one-half, you can double it,
and, if three-quarters, treble it.

The CHAIRMAN. This general line suggests a question to my mind,
which I think that the Treasury should give consideration to before
we conclude the hearings.

What effect does the exemption of refunding bonds have upon this
situation that you are now discussing?

That is the first proposition, and, second, can the Treasury figure
any way in which we could safeguard the proposition of exempting
refunding bonds so that the money received from them would not be
used for other purposes?

We discussed that question with other people, and we got answers
both ways. One gentleman, from Birmingham, said it could be done
very easily, without much danger of fraud being perpetrad. On the
other hand I think one of the experts said he did not see how it possi-
bly could Le done without danger to the integrity of the Treasury
funds,

I would like to have that question discussed by someone in the
Tre'suryo

If we should do this thin I think we should give serious considers-
tion to that matter of refunding bonds issued on a real, necessary basis.

Mr. BLOU.OH. This is a refund g to extend the life of the bond, if the
jurisdiction is not ablo to pay off at matlwity?
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The CIIAIntMAN. Yes. That is a subject very close to what we are
discusshg right now.

Mr. BLOUGH, Here we are assuming that the refunding of another
issue would be taxable, and this is putting it at its worst. If there
was some N% ay of protecting refunding issues against taxation, the
municipalities and the States would not have any increase, but, even
if you did not, the figures I am about to submit show the increase in
costs to the municipalities and the States are not necessarily as serious
as has been presented to the committee, but, when we are through
that whole point, if it has not been discussed to your satisfaction,
we will be glad to discuss the specific points.

The CHAIRMAN. I had two propositions: Should it be done; and,
second, if it can be done, can it be done safely?

Mr. BLOUUIJ. May we postpone that until later?
The CHAInMAN. Yes.
(Mr. Hanes submitted a memorandum on the probable effects of-

discontinuing the issuance of tax-exempt securities on the refunding
operations of State and local governments, with some consideration ol
possible relief provisions. This memorandum will be found following
Mr. Blough's testimony.)

Mr. BLOUon. On the basis of the 1937 State and local bonded debt
and assuming that the taxation of future issues of securities will result
in a quarter of 1 percent increase in interest rates, interest costs would
be increased, by 1945, for example, by onl 2 percent of the 1937 inter-
est costs or only 12 cents per capita. To this should be added an
amount for short-term debt, which, however, is slight, for the interest
differential on such debt must be very minor. Even at the end of
50 years, when all exempt securities have been retired, interest costs
would be increased by only 35 cents per capita-1938 population-
or about one-half of 1 percent of the total State and local budget in
1937.

Your attention is called to the fact that these computations are
based on an interest differential of one-fourth of .1 percent. The
costs would be proportionately higher if the differential is greater,
but even assuming Professor Lutz's differential of six-tenths of 1
percent, the total eventual cost would be only about 84 cents per.
capita, or slightly over 1 percent of the total 1937 State and local
Budget. These figures are given, not to attempt to prove that there
will be no cost, but that such cost is not relatively a heavy one, and
that it will not really be felt for 12 to 15 years, and not completely for50 years.detailed figures for each year are shown in exhibit C, which I should

like to have go into the record at this point, together with exhibit D,
showing the maturity schedule of the bonded debt of selected State
governments.
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EXIT C

Estimated increase in annual interest costs on the bonded debt of State and local gov-
ernments on the basis of the estimated maturiity of the June 80, 1987 debt, assuming
that the taxation of future issues of State and loca securities will result in a Y4 of 1
percent increase in interest rates I
[Amount of maturities and Interest cost In siillions percentage in units of I percent, per eapitas

in units of 1 d.arJ

Cumulative maturities Increased interest costs

Year Prcent
Year Percent of 937 PerAmount of total A n terest capita

costs

18 .......................................... $75.0 4.13 81.0 0.23 $0.01
1939 ............................................ 1,634.8 8.40 38 .40 .03

................... 2,327.9 12.74 8. .76 .04
off ............................................. 3,277.0 17.94 8.2 1.07 .08
1942 ............................................ 4,002.4 21.01 10.0 1.30 .08
1 943........... . . ... 4,740.0 25.05 110 1. .09
1 6,483.8 30.05 13.7 1.78 .11
194 ............................. ,17.9 33.83 18.4 2.00 .12
19. .. ,739.8 38.90 18.8 2.18 .13
1947..................................... 7,807.3 40.01 18.3 2.38 .14
1948 ............................................. 7,703.4 42.67 19.8 2.63 .15
1949 ......................................... 1,31.4 45.62 2U. 8 2.70 .16
1950 ......................................... 8, 889.6 48 .67 22.2 2.89 .17
1951 ......................................... 9,436.4 81.67 23.6 3.07 .18
19532 ......................................... 9,949.6 64.48 24.0 3.24 .19
IM ........................................... 10,419.4 87.08 28.0 3.33 .20
1954 ............................................. 11051. 60.61 27.6 3.59 .21
1955 ............................................. 11,670.0 63.9 29.2 3.80 .22
19 ............................................. 12,187.6 88.73 30.8 3.06 .23
1957 ............................................ 12,657.1 60.30 31.6 4.11 .24
1958 ........................................... 13,037.3 71,38 32.6 4.24 .28
1959 ........................................... 13,406.3 73.39 33.6 4.35 .20
100 ............................................ 13,908.6 76.13 34.8 4.62 .27
161 ............................................. 14,183.3 77.64 38.5 4.61 .27
1982 ............................................ 14, 64.4 79.87 36.4 4.73 .28
1983 ........................................... 18000.0 82.11 37.8 4.87 .29
1964 ........................................... 18,460.0 84.62 38.7 8.03 .30
195 ............................................. 1,788.6 88.42 39.5 .13 .30
108 ............................................. 1,061.9 87.02 40.2 8.23 .31
1087 ............................................ 16,324.7 80.36 40.8 6.30 .31
198 ............................................ 16,400.6 80.81 41.0 8.33 .31
19 ............................................. 16.629.8 90.40 41.3 5.37 .32
1970 ............................................ 10,629.9 01.04 41.6 6.41 .32
1971 ............................................. 16,761.9 91.78 41.9 6.45 .32
1972 ............................................. 18,840.1 92.19 42.1 5.47 .32
1973 ............................................. 16,880. 92.41 42.2 6.49 .32
1974 ............................................. 18, 93. 8 92.87 42.4 5.61 .33
1975 ............................................. 17,185.7 03.98 42.9 8.88 .33
1978 ............................................. 17,35.4 95-02 43.4 6.64 .33
1977 ............................................ 17,083.8 96.82 44.2 6.76 .34
1978 ........................................... 17, 772.4 97.31 44.4 5.78 .34
1970 .......................................... 17,947.4 98.27 44.0 6.84 .34
180 ........................................... 18,08.2 09.10 45.2 5.838 .35
1981 ........................................... 18,201.0 99.66 48.6 8.91 .35
1982 ............................................. 18,227.3 99.80 45.8 6.93 .36
1983 ............................................ 18,245.0 99.90 48.8 5.93 .35
1984 ............................................. 18-250.3 99.93 48.8 8.93 .86
195 ............................................. 18,254.0 99.95 45.6 8.93 .36
198 .......................................... 18,201.3 0.90 45.7 8.94 .35
1987 .......................................... 18,202.4 100.00 45.7 8. 94 .38

I It is assumed that all securities will remain outstanding until their final maturity dates.
Bource: Treasury Department, division of tax research.
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Exnltri D

Amount and percent of the present bonded debt of selected Slate governments that will
be retired by Jan. I of selected future years, assuming that all securities will remain
outstanding until their final maturity date,

[Amounts in thousands of dollars)

Year of
States 1940 1045 1950 1060 1970 190 1090 final ma-

turity

1. Amount of pres.
sent bonded debt:

New Jersey. ... 31,885 170,205 181,88 304,06 337,433 337,608 ..........19M
Miss4s,1pp| ...... 140 14098 24,848 3,601 ............ ........ 1953
M?.tsaousett... 0, 843 99,993 121,210 139,818 7,154 49,573 1981
Illinois ......... 23,345 8A 280 124,5 M 107,280 ...................... 1959
oregon... ...... 13.78 49,861 71,343 9081890, t . i.... ..... 1960
New York. 3,733 217,078 312 838 430,59 648, 900 672,576 681,823 1987

2. Percent of present
bonded debt:

New Jery .... 44 0 43 53.77 90.07 99.05 100.00 .......... 1970
Mississippi .... 11.31 38.52 67.89 100.00 .................... 1953

wtsachusetts... 33.79 66 85 81.04 93, 48 98.38 99,85 100.00 1981
ilinols .......... 11.83 41.71 63.1 I 100. O0 ....................... 159

Oregon ......... 1504 U.81 80.63 99.84 100.00 ............... 1960
New York ....... 7.83 31.84 45.88 63.15 95.17 98.84 100.00 1987

Source: Treasury Department, division of tax resrareb.

Now, exhibit C, you will observe shows the estimated increase in
annual interest costs on the bonded debt of State and local govern-
ments on the basis of the estimated maturities as of June 30, 1037,
assuming that the taxation of future issues of State and local securities
will result in one-fourth of 1 percent increase in the interest rate.

We have calculated there the maturities, according to maturity
schedules of State and local debts, and show how much interest costs
,will increase (luring each of the years up to 1987.
I The second column shows the percent that has matured up to that
point, and you will see by 1950, 48.57 percent had matured. By 1051,
51.67 percent had matured, and it is not until 1009 that there is 90
percent-to be exact, 90,49-that had matured.

Then the increased interest cost. On the basis of one-fourth of 1
percent, by 1987, it is estimated that the increased interest costs would
be $45,700,000, while in 1945 it would be only $15,400,000.

The next column shows the percent of that increase to the 1037
interest costs, and finally, the per-capita figure.

This, I think, may bo useful to you in calculating the date at
which this cost becomes effective.

Exhibit D takes a few States that we happen to have on hand at
the moment, and shows from that how inuch of the State debt in
those States matures in various years, and what is the year of final
maturity in each case, and there is shown the rate of the percent of
present bonded indebtedness, and the date of maturity.

This may be helpful to the committee.
Professor Lutz and others appearing before your committee have

placed considerable stress upon the increased local property tax rates
which will follow the discontinuance of the issue of tax-exempt
securities.

For purposes of illustration Professor Lutz submitted estimatesor the 13 cities having a population of over 500006 His computa-
tions indicated that under conditions prevailing in 1036 the taxation
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of local it.ues would have resulted in an increased tax rate ranging
from 42 cents per thousand dollars of assessed valuation In Milwaukee
to $2.10 in Detroit.

It is our contention that these figures greatly overstate the probable
results. This overstatement is caused m part by the assumption of
an excessively high interest differential but primarily by the assump-
tion that all debt constitutes a burden on general property. Professor
Lutz's computations overlooked the fact that a substantial portion of
the debt of these cities is paid directly from public utility receipts and
special assessments, and, moreover, that only a portion of that pay-
able from general revenues falls on real estate. Varying proportions
of general revenues in different cities are, of course, derived from non-
property-tax sources. Moreover, Professor Lutz's estimates present
the Increased cost which will appear only after all the present indebted-
ness has been retired. This, as I have already noted, will not occur
for 50 years.

Estimated increase in the property tax rates of 18 cities having a population above
600,000 resulting from the taation of future issues of municipal securities

ESTIMATED INCREASE IN TAX RATE, PER $1.0c0 OF ASSESSED VALUATION '

U. S. Treasury estimate I
Iwo tax

City rate Lutz esti.
(actual) male I Yftr of

19410 195o final rma.
Un ity

New York ................................. $27.14 $0,87 $0.01 $0.03 $0.16
Chicago. .......................... 95.20 1.73 .03 .08 .35
Phlladelpl ........................ 20.21 1.03 .01 .08 .23
Detroit .................................... 27.90 2.10 (4) .05 .20
Los Angeles .............................. 32.06 .95 .01 .07 .15
Cleveland ................................ "28.61 .78 .03 .13 .16
St. Louis ................................. 26.89 .46 .02 .09 .13
Baltimore ................................. 21.69 .50 .01 .05 .31
Boston .................................... 37.74 .65 .03 .11 .14
Pittsur ................................ 37.14 .8.5 .02 I 4 .28
Ban Francisco ............................. 2.76 .92 .01 I 08 .13
Milwaukee ................................ 32.27 .42 .03 I 11 .12
Buffalo ............................ M.06 .91 .03 .15 .19

I Applies to last 4 columns only.
a Harley L. Lutz, The Fiscl and Economic Aspects of the Taxation of Public Securities, p. 87,
SAssumes an increase in the interest rate of J, of 1 percent. For other specifications see exhibit X.
4 Less than I cent.
Source: Treasury Department, Division of Tax Research.

The CHAIRMAN. You have a little table inserted at this point.
What does that represent?

Mr. BLOUGH. So that you will understand what we are getting at.
We are getting our basis.

In the first place, you will see that we are using the one-quarter
percent, and any higher figure can be used by multiplying the one-
quarter percent.

In the second place, we are trying to find out how much is raised on
property, and not by utilities. For instance, take the city of Detroit
figure that has been submitted to the committee. As a matter of
fact, a great percent of the debt in Detroit today is from the street
railways and water works, which are not served from taxes, at all,
and thls table -idicates just such inctease in taxes, and it shows about
a 16-cent increase in the tax rate in the year of final maturity?
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The CI^InUMAN. That Is cents, and not percentages?
Mr. Bi~ouon. Yes, sir,
The CHAIJMAN. In other words taking Detroit, you have 27.00,

and according to Professor Lutz, thiat would be 30 and, according to
the Treasury, it would moan that in 1950 it would be 27.05.

Mr. BLOUGH. That is right.
The CHAIRMAN. And you arrive at the figure at the year of final

maturity of 28.10?
Mr. BLOUOH. That is right.
The largest part of the difference between Professor Lutz's statement

and ours is that lie assumes that all of the debt of Detroit is a burden
on real property, and any increase in interest would be a general burden
on property, whereas a large part of Detroit's debt today is pubic
service enterprise debt.

To illustrate the degree of overstatement of Professor Lutz's point,
we have made detailed computations of the probable effects of in-
creased interest costs on local property tax rates. These computa-
tions indicate that, if tax exemption had been discontinued last year,
the increased cost of borrowing would have resulted, by 1950 in an
additional tax rate ranging from 3 cents per thousand dollars of
assessed valuation in Now York City to 15 cents in Buffalo. Even
in the year of final maturity, the increased tax rate would in no case
amount to more than 35 cents per thousand dollars of assessed
valuation.

With respect to the data here presented, it should be emphasized
that full allowance has been made not only for the city debt but for
the city's share of all overlapping local debt and that the computations
are based on the assumption that the taxation of future issues of
municipal securities would result in a fourth of 1 percent increase in
interest rates.

The CHAIRMAN. Are you assuming in this discussion that the entire
addition in the interest rate is being paid by the city?

Mr. BLOUGH. We are assuming the entire addition is being paid
from the same source that the interest rate is now being paid from,
and we are thinking about the tax on the area, and not simply on the
city separately.

We are assuming that all of the local governments are consolidated
into one body, so that there is no debt on the side,.or something like
that. It is all in here and we are assuming that the future increase in
interest would be paid from the same source that the present interest
is paid from, for we are trying to get at the amount of those appor-
tionments that would fall on the real property.

Should the resulting increase in interest rates be as high as one-half
of 1 percent, the effects on the property tax rate would, of course, be
double those indicated. In any ease, they are only a fraction of those
suggested by Professor Lutz. The basis of these computations, to-
getior with the results, are presented in full detail in exhibit E, which
I should like to have inserted in the record.
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EXHIBIT E

TABLE I.-NPesent bonded debt of cities having a population of over 500 000 and their
overlapping units showing overlapping debt allocated to ties and Jistribution of
total debt by (I) debt payable front utilities and special assessments, () debt pay-
able from general revenues, and (S) debt payable from property taxes

(Amounts In thousands of dollars)

Bonded debt City's share of bonded debt
payable from-

(lily and overlapping units city's Utility general revenues,
=onde revenues

Date Amount debt and 'Payabl
special aom

s pTotal I poprty
mts Ptls

Now York ......................
Triborough Bridge .........
New York Tunnel Authority...
New York Planetarium .........
New York Parkway Authority.

Jan. 1,1938...............do ...
...............do ...
..............do ...
...............d ...

Total .......................... I. ..........

Chicago ..............................
Board of education .........
Park district ..............
Cook County .................
Forest Preserve District .........
Sanitary district .................

an, .1, 938
Mar, 3,1938

..... do.

..... do.

..... do .......

Total ......................... I ..........
Philadelphia ......................... Ian. 1, 1038

School district ........................do.
Total ..........................

Detroit ............................. Jan. 1,1039
Wayne County .......... ..... do .......
Total ..........................

Los Angeles .....................
Los Angeles County ..........
Metropolitan Water District .....
Flood Control District ...........
Los Angeles elementary schools.
Los Aneles high schools .........
Junior college . ............

Jan. 1,1938
..... do .....
June 30,1938
Jan. 1,1938

..... do ......

..... do .......

Total ..........................

Cleveland ........................... Sept. 1,1937
Cuyahoga County ............. o. o
Ety-school districJ .............. une 30,1937

Total ..........................

81. Louis ........................... Jan. 1,1938
City.school district.............. Nov. 1, 1937

T otOW ............................... . ....
Baltimore ...................... In. 0,M3

Boston ...............................Suffolk ony.........
Metropolitan sit District &

Elevated It. R. Co .......
Cam bride Subway .........
Metropolitan water district ......
Other metropolitan districts.....

Total ..........................

$2,380.404
83.000
11,000

620
18,000

2,471,024

182,748
37,202

102, M5037,023
12.840124,08

498,205

$2,W.O404
53,000
19,000

620
18,000

2,471,024

182,746
37,202

102, 5
31.203
10, 85

104,.241

488,482

$75 ,932
63,000
19,000

620
18,000

816, 552

42,648

..... ,1o.......,

.. o....,.

° ........

42, 648

41,54.472

........

.. °..,.

1, 54,472
140,078
.87,202

31,20
10, 56

104,241

42&,814

$1,028,209

2.......

..**....

.o.o....

292,632

548,071 48, 071 175,383 872.6M ..........

70,695 70,595. ......... 70# 9 ..........

818, 66 818, 66 175,38 443, 283 318,M89

378,319 376,319 104,832 271,487.
6,464 4,096 3,291 80S.

381,783 380,415 108,123 272,292 1A3,572

20,M8 230, 18M%278 4, ..........
4,700 ,662 .......... ,62......

149 978 109,274 109,274 ................
30382 19,75.......... .19,78....
37,572 32 067 .......... 32,087 ..........31,3M. 2.72 .... 26, 472 ..........

4I16 28,472 ........... ,42
278.......... 278 .........

485,378 421,293 294,552 128,742 79,885

108,200 108, 2rO 26,082 80,118 ..........
435,794 2,056 .......... .5,056 ..........

11,181 11,181 ........... 11,181.

153175 142,437 28,082 118,355 17,34t

82231 82,231 13,273 ft ..........
3,61 3,10 .......... 3,51 ..........

85,747 85,_747 13,278 72,474 54,080
I85,025 185,625 50,249 135,376 87,169

..... do....._ 152,078

..... do ........ 1,642

.. do ........ ,5804
Nov, 80,1938 7.234
.. do ........ 73,887

..... do ........ 18,o7

............... o3,310

152, 077
1,642

38,784
4.789

40,779

249,181

22,059
4,789

42,125

88,379
1,642

14, 725

7,090

118,400

9.........
... o....

$0, 429

IAllocation of bonded debt to city on the basis of assessed valuation excepting where specified otherwise
byltatute.

Includes utility bonds currently payable from general revenue. The special assessments of Cleveland
are mayable from general revenue and those of Detroit have boen refunded into general obligations.

. Proportion of general revenue debt based on the ratio of property tax revenue to total general revenue n
1938 of the city and overlapping units, as reported by the ureau of the Census, Financial statistics of
Cities, 1938.

' Exclusive ofrlief bonds payable from State revenue and special assessments on property outside of city
Source: Treasury Department, division of tax research.
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TABLE I.-Present bonded debt of cities having a populate 0/over 00 and their

ovelarning units eOW(nRl overlapping de a ocated to cities and dstribution of
total debI by (1) Jsbi payale trom Wtiliee and special assessments, (*) debt pay-
able from general revenues, and (8) debt payable from property taue-Continued

[Amounts in thousands of dollars)

Bonded debt

Data Amount

Pittsburh . ................... Jan. 1, 138
Allegheny County .......... Apr. 1, 1937
City-school distet .............. June 30,1037

Total ..........................

BSan Francio ........................ June 30.138
Golden Oate bridge ............. Jan. 1,1938

otalO............ .......... .. .....

Milwaukee ......................... June 8, 1937
Milwaukee County ............. Aug. 31,1937
Metropolitan Sewerage district.- Dee. 1,1937

Total ..........................

Buffalo .............................. June 30,19,8
Brie County .............. Jan. 1,138
Sower Authority ........... Nov. .1938

#61,127
108, W3
21,263

City's
share of
bonded
debt

t01,127
70 813
21,203

City's share of1bonded debt
payable from-

Utility
revenues

and
special
liWq3s.
meats

5,745
...... o...

- -°° o°°°

General revenues

PayableTtllfrom
TotRI property

21,283 ..........

191,333 163,203 5,745 147,458 $1,997

161,144 161,144 84.348 76,79 ......
35,000 29,010 2,610 .......... .....

196,144 190.754 113,958 78,796 53,258

81,5 31, 5M 3,065 3 ,400 ..........
12,941 10............ 1,4........
20,080 181o084.......

84,578 h7 713 3,065 4, 48 0,073

118711 118,711 18,073 100, ......
32,0 24,734 .. ....... 24,734 ..........
8.250 8,250 .......... 8,250....

Total .................... 150,9l1 151,695
10,0731 33,612 75.29M

TABLE 2.-Estimated amount of present bonded debt (includin, overlapping debt) of
cities having a population of over 600 000 that will be retired by selected future
dates, showing cumulative maturities of (1) total bonded debt, (0) bonded debt payable
from general revenues, and (3) bonded debt payable from property taxes

[In thousands of dollars

Amount of present debt estimated to be retired by Jan. I-

ctyaYear of final
1 _ 145 15 10 190 maturity

1. Total bonded debt:
New York ...........
Chiea ..............
Philadelphia ................
Deot .....................
Los Angeles ................

ieveliqnd .................
St. Louis ...................
laltimore ..................
Boston .....................
Pittsburgh ...............
Sap Francisco ..............
Milwaukee .................
Buffalo ..................

2. Bonded debt payable from'
,eera|revenues:-New Yrork ..................
Chago .................
hiladelpila ..........

Detroit ..............
LoS Ani............

t l eV a n . . . . . .I . .. .. . . . .
t. ouis .. ........... ...

114,29840, 754
31,874
3,073

24, 425
22, 7638
10,383
12,52930,358
13,340
11,43
14, 728
21, 0M

81,244
33,279
24,437
I ,o8
10,833
10,884
8;880

362 340
8.626

117,433
40, 04

75.590
41,457
48.760
90.644
53,415
50 254
40, 473
74,2739

278,250
7 049
88,812
17,855
37,785
5. 703

31,584

483.469
135,030
103.389
113,356I8, 80'
114,112
03,,53
70,914

14000180,017
87,793
54,311111,099

358,020
95,782

145,748

83,730

K 615

1,097, 658
4M, 462
271,336
243,269
274,327
134,872
86 747

135. 734
18,634
126,534
144,22
67,713

144.68

834,8
425,814
207,13
183,45
10,787
111,038

72, 474

I,862, 538
468, 402
291,070
380415
3.O0 721
140,430
85,747
171,341
212,727
153,203
I18Z 682
R7,713
151. A92

1,207,700
42%814
220,518
72.292

126,391
747814

2,471,024 (2147)
488 482 190
618,86 1.7
380,415 1966
421, 23 (1988142, 437 (1974)
85,747 1956

185,25 19811249,161 1084
153203 1907
IM75.4 1977
57,713 1958

151,05 11070

1,654,472 (2147425,814 (1957?
40,2 (1987

'1963'
16,r741 1971

1 It Is asumed tbit all securities will remain outlanding until their final maturity dates. For other
specifications, see table 1,

City and overlapping units
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TABLE 2.-Estmated amount of present bonded debt (including overlapping debt) of
cities having a population of over 600 000 that wil be retired by selected future
dates, showing cumulative maturities of (I) total bonded debt, (8) bonded debt payable
from general revenues, and (3) bonded debt payable from property taxes-Con.

(In thousands of dollars)

Amount of present debt estimated to be retired by Jan. 1-
City area

2. Bonded debt payable frm
general revenu.s-uon.
Ialtimore ...............
Boston ..................
Pittsburgh .................
San Francisco ..............
Milwaukee .............
Buffalo .................

5. Bonded debt payable fromproperty taxes:
New York ................
Chicago... ..........
Philadelphia ..........
Detroit .....................
Los Angeles ................
Cleveland ..................
St. Louis ..................
Baltimore ..................
Boston .....................
Pittsburgh ..................
Ban Franclco ............
Milwaukee ...............
Buffalo .....................

1040 1045

0,470 37, 085
23,58 2 67,47
12,321 50,493
6 9 27,329

14.390 39.279
19,746 69,811

60.396 172,598
22, 886 49,901
17,680 63,891

852 12,693
6,828 23,816

18,217 43,673
6,477 23, 68
6,102 24,459

17. 61,764
10,341 42,40
4,5W8 18,953

10,552 28,803
II, 127 39,338

1950

91,854
78,611~
44,943
52. 261

105,049

222,080

49,553
40,169
6, 751
37,769
30.698
70,363
63,607
31,168
38,323
59,105

Source: Treasury Department, Division of Tax Research.

TABLE .- REstimated percent of present bonded debt (including overlapping debt)
of cities having a population of over 600 000 that will be retired by selected futtire
dates, showing cumulative maturities of (15 total bonded debt, (8) bonded debt payable
from general revenues, and (3) bonded debt payable from property taxes I

Percent of present debt estimated to be retired

by January I-

City area

1. Total bonded debt:
New York ....................................
Chicago .............................................
Philadelphia ........................................
Detroit .............................................
Los Angeles .........................................
Cleveland ...........................................
St. Louis ............................................
Baltimore ...........................................
Boston .............................................
Pittsburgh ........................................
San Francisco .................................
Milwaukee ..........................
Buffalo .............................................

2. Bonded debt payable from general revenues, Including
debt Payable from property taxes:

New York ..................... ............
Chcago .........................................
Phlaelphia ..............................
Detroit ..................................
LOS Angeles ..............................

leveand .....................................St. Louis .... ,...................................
Baltimore ...........................................
Boston ................. ............
Pittsburgh ........... ................
San Francisco .........................
Milwaukee ................................
Buffalo .....................................

1960

95,701
106,702
120.788

5, 47154,648
129,808

517,848
292,832
149,010
116,33508,568
73,807
54,080
01.601
81,084

101, 571
45,404
40,073
73,147

1970

123,806
110,889
147,458
74,760
54,648

133,619

749,136
M2. 832
168,641
193,572
79,664
76,320
M,080
790,719
85,129

123, 097
I, 843

40,073
75, 291

Year of final
maturity

135, 37a (i084
116, 400 1984
147,458 (197)

76, 7O (1977)
M, 648 (1952)

133,622 (1070)

1,026,2 69 $2147)
292,832 1957)
318,898 1987)
19, 672 1963)4,0820 

1950 

7

77,341 107154060 (10se
87,169 19 1
89, 4,9 (194

123,9917 1967)
5.3, 2." 1077)
40,073 1952)
75,296 1970)

1945

14.60
*j1 05
18.98
10.70
20.79
53.07
48.35
26.26
38. 79
34.87
26.34
70.13
48.94

4.83
8.70
&15
.97

5.80
15.98
12. 11
6.7512.18
8. 71
6.05

25. 52
13.88

1950

28.82
31.26
29.80
30.63
80.11
74.10
41.44
6.21
52.23
40.02
04.11
73.24

21.04
22,49
32.88
25.60
50.28
81.4
69.84
42.10
7868
61,30
58.52
98.63
78.62

Yearof
1970 final190 matu-

rity

67.28 100. 00
100,00 100,00
47.05 100.00

100.00 100.00
83.25 100.00
98. 69 100.00

100, 00 100.00
93.38 100.00
85.38 100,00

100.00 100.00
95.77 100.00

100.00 100.00
100,00 100.00

73.00 10.00
1oo.O0 100.00
49.75 100.00

100.00 100.06
9.72 100 00

98.88 100.00
100.00 10.0
91,45 100.
98.19 1 00

100,00 100.0097. 34 10.0

44.42
100.00
44.34
63.95
05. 12
94.48

100.00
73. 12
71.60
82.59
75.61

100.00
95.30

60.40
100.00
40.73
60.10
85.83
95.43

100. 00
70,74
91.67
81.91
88.26

100.00
97. i5

4.91 16.82
7,82 17.06
8.51 20.03

.44 6.56
8.55 29.81

1 5.98 .47
43.58

7.00 28.00
19.07 67.88
8.3 34.24
8.5s 38.690

20.33 71.88
14.78 82. 25

. I It Is assumed that all securities will remain outstanding until their final maturity dates. For other
specifications, see table 1.

Source: Treasury Department, Division of Tax Research.

V? 7v .......
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TAt n 4.--stimated increase in annual interest costs on the present bonded debt
includingg overlapping debt) of cities having a population of over 600,000, at
selected future dates, assuming that tle taxation of future issues of municipal
securities will result in a one.fourth of I percert increase in interest rates I

(in thousands of dollars]

Fstimted Increase in annual interest cost
by-

Inter.
City area est costP

1938 oYeia
1040 l16 1960 1960 1970 Omaui-

rity

1. Total bonded debt:
Now York ............................... 04,288 288 008 1.214 2,744 4,158 0,178
ChlRo... . ...................... 20.261 102 247 US.' 1.171 1,171 1, 171
Pilphia ........................... 2 239 hO 294 483 688 728 1,517
Detroit ................................. 29,86 9 102 23 808 951 91
Los Angeles .......................... 1 2,442 81 219 SS5 6S0 877 1,053
Clevelnnd .............................. 7,68 67 189 285 338 351 358
St. Louis ............................... 3, 6W 26 104 159 214 214 214
Baltiwore .............................. 7,700 31 122 192 339 433 464
Boiton ................................. 8.050 76 242 350 464 532 623
Plittsburgh .................................. 0,425 33 134 200 318 3 383
Ban Francisco ...................... 7,726 20 126 219 381 467 477
Milwaukee ....................... 3057 37 101 138 144 144 144
Buffalo ..................................... 6:692 53 186 278 381 379 879

2. Bonded debt payable from general revenues:
New York ................................... 38.632 203 696 895 2,087 3,019 4,138
Chicago ..... .................... 18,94 83 182 239 1,065 1,085 1,085
Phlladelphia .. .................... 10,806 81 222 364 518 651 1: 10
Detroit ............ 23,952 3 45 174 409 681 081
Los Angeles ................................. 6,06 27 94 169 272 318 317
Cleveland ................................ .4,859 60 184 230 278 287 291
St. Louis ................................ 2,803 22 79 127 181 181 181
Baltimore .............................. 5,253 24 95 142 2309 310 338
Boston ................................. 3,203 68 109 229 267 277 291
Pittsburgh ............................. 6,021 31 126 189 302 369 389
San Francisco ........................... 2,481 18 68 112 164 187 192
Milwaukee ............................. 2,883 36 98 131 137 137 137
Buffalo...... .. 4, 90 49 176 263 325 334 334

3. Bonded debt jiayable from property taxes:
New York ............................. 22,601 126 431 656 1,295 1,873 A688Chicago ...................... 3,062 67 125 165 732 732 732
]Philadelpbia ........................... 11,948 44 160 282 373 397 707
Detroit ................................. 1 7.027 2 32 124 291 484 484
Los Angeles .............................. 3.716 17 0 100 171 19 200
Cleveland .................................. 3,230 33 109 167 185 191 193
St.Louis ................................... ,092 12 69 94 136 136 135
Baltimore ............................ 3382 16 81 92 184 199 218
Boston. ........................ 2469 45 129 178 206 213 224
Pittsburgh ................................. 5, 063 26 106 159 254 310 310
San Francisco .............................. i, 721 11 47 78 114 130 183
Milwaukee ................................. 2114 28 72 96 100 100 100
Buffao .................................... 12,765 28 98 148 183 188 188

I For specifications see table 1. ... .

Boure: Treasury Department, Division of Tax Research.
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TADL, 5.-Retimated increase in annual interest costs on the present bonded debt
(including overlapping debt) of cities having a population of over 600,000, at selected
future dales, as a percent 01 19 6 interest costs, assuming that the taxation ofufture
issues of municipal securities will result in a one-fourth of I percent increase in
interest raaos t

(Money figures in thousands; percents In units of I percent)

Estimated Increase In interest costs as a percent of
1934 Interest costs, by-

Interest - -...-.-City area (ost 1938 Year of

1940 1945 1950 1960 1970 f1111 me.
turity

1. Total bonded debt:
New York ......................... $94,288 0.30 0.06 1.29 2.01 4.41 8.65
Chicago .................... 20,2 81 .60 1.22 1.87 6.78 5.78 & 78
Phiaepha ................. 20,239 .30 1.12 1.84 2.61 2.7 6.0
Detroit ............................ 29,85 .03 .34 .05 2.04 810 3.19
S Angeles ........................ 12442 .4 1 30 6. .48
Cleveland .......................... 758 .75 2.60 3.77 4.44 4 4.70
St. Louis .......... ...... 3,800 74 2.97 4.64 8.11 8.11 8.11
Baltimore ......... 7700 .40 1.6 2.49 4.40 6.82 6.03
Boston ....................... 8050 .94 3.01 4.35 8.76 0.81 7.74
Pittsburgh .................. .425 .81 2.09 .11 4.92 6.08 5.
San Francisco ..................... 7.728 .38 1.83 2.83 4.87 6.92 8.1
Milwaukee ........................ 3,057 1.21 3.80 4.46 4.71 4.71 4.71
Buffalo . .89......... t 2 .93 8.27 4.88 8.3 8.66 8.66

2. Bonded 4ebt payable from general
revenue&

New York ........................ 88,532 .6 1.91 2.45 6.71 8.28 11.32
Chicago .................... 18.94 .44 .09 1.28 8.1 6.81 5.61
Philadelphia ................. 18, 6W .37 1.34 119 3.12 3.32 8.87
Detroit ............................ 23,952 .01 .19 .73 1.71 2.84 2.84
Los Angeles ........................ .. 89 .48 1.81 2.70 4.81 6.38 6.3
Cleveland .......................... 4,8 1.03 3.38 4.88 5.72 6.91 6.09
St. Louts .......................... 2803 .78 2.82 4.63 8.48 .48 8.48
Baltimore .......................... 6,253 .48 1.81 2.70 4.65 6.90 6.43
Boston ...................... .,23 1.81 5.28 7.16 8.84 &6 9.09
Pittsburgh .................. .,021 .51 2.09 3.14 6.02 . 13 8.13
Ban Francisco ...................... 2,481 .64 2.74 4 81 6.81 7.64 7.74
Milwauke ................... 2,883 1.25 3.40 4,.%4 4.76 4.75 4.76
Buffalo 4,908.......... .... . 4. .99 3.67 8.13 8.62 0.81 8.81

Bonded debt payable from property
taxes:

New York ......................... 22,881 .68 1.00 2.45 &71 8.27 11.32
Chicao. ..................... 13,02 .44 .98 1.28 &60 &60 6.0D
Philadelpha.................. 1 8 .37 1.34 2.19 3.12 3.32 8.87
Detroit ............................. 17,027 .01 .19 .73 1.71 2.8 2.84
LosAne ........................ 3,718 .48 1.61 2.69 480 5 6. &38
Cleveland ......................... .23 1.02 3.37 4.88 .73 6.01 5.98
at. Lois........................ 2 2 .78 282 4.49 8.46 6.45 0.45
Baltimore ................... .. 382 .44 1.80 2.72 4.55 88 8.46
Boston ....................... 4. 1.83 5.25 7.18 84 8.88 -11
Pittsburgh ................... : .. .81 2.09 & 14 .02 & 12 .12
San Franelso ...................... 721 .84 273 4.63 8.82 7.55 7.73
Milwaukee ......................... ,114 1.23 3.41 4.64 4.78 4.73 4.73
Buffalo ............................. 2765 1,01 3.4 6.35 682 680 80

I For speclleatlona s table 1.
Sovrae: Treasury Department, Division of Tax Research.
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'I'ABLB Q.-oetimated per capita increase in annual interest costs on the present
bonded debt (including overlapping debt) of cities having a population of over
600,000, at selected future dates, assuming that the taxation of future issues of
municipal securities will result in a one.fourth of I percent increase in interest
rates

Estimated per capita increase in annual Interest costs
by-

City area

1940 145

I. Total bonded debt:
New York.. .................. . $0.04
Chicago ........................... 03
PhIladelphia.. ................................ 04
l)etrolt ............................. .01
Los Angeles ......................... 0
Cleveland ......................... .0
St. Louis ... ....................... 03
Baltimore ............... ....... .04
Boston ............... .................... .10
Pittsburgh ................................... .05
San Francisco ................................. .04
Milwaukee .................................. .06
Buffalo ...................................... .09

2. Bonded debt payable from general revenues:
New York .................................... .03
Chicago . .......................... .02
Philadelphia .... ....................... .03
Detroit ....................................... .002
Los Angeles ................................... .02
Cleveland ..................................... .05
St. Louis ..................................... .03
baltimore ........ .................. 03
Boston .......... ............ ............. .07
Pittsburgh ....... .................. 05
San Franci co .......... .... ......... 02
Milwaukee ................................... .08
u alo ....................................... .08

3. iolded debt payable from property taxes:
New York .................................... .02
Chicago ....................................... .02
Phladelphia .................................. .02
Detroit ....................................... .001
Los Angeles ................................... .01
Cleveland ..................................... .04
St. Louis ................................. .02
Baltimore ..................................... .02
Boston ........................................ .06
Pittsburgh .................. .04
San Francisco ....... ............... .02
Milwaukee ................................... .04
Buffalo ....... ............................... 05

Yea of
1970 final ma.

turity
1910

$0.17
.10
.24
.17
.28
.31
.19
.24
.44
.29
.33
.23
.48

.13

.07

.18

.10
.12
.28
.15
.17
.29
.28
.17
.22
.45

.08

.05

.13

.07

.07
.17
.11
.11
.22
.23
.12
•16
.25

190

$0.38
.34
.33
.38
.81
.37
.20
.41
.69
.47
.65
.24
.62

.29

.31

.28

.25

.20

.30
.22
.29
.34
.45
.25
.23
.S6

.18
.21
.19
.17
.13
.20
.16
.19
.26
.37
.17
.17
.31

$0. 13
.07
.8
.08
:18
.21
.13
.15
.31
.20
.10
.17
.32

.10

.05
.11
.03
.07
.18
,10
.12
.21
.19
.10
.16
.30

.0

.04

.03

.02
.04
.12
.07
.07
.16
.18
.07
.12
.17

$0.57
.34
.37

.38

.26
.53
.68
. M
.70
.24
.A5

.42

.31
.28
.41
.23
.31
.22
.38
.33
.84
.29
.23
.57
.26
.21
.20
.29
.15
.21
.16
.24
.27
.40
.20
.17
.32

$0.84
.34
.78
.57
.78
.39
.28
.87

.58

.73

.24

.6

.68

.31

.58

.41
.23
.32
.22
.41
.37
.84
.29
.23
.57

.36

.21

.40

.29
.16
.21
.18
.27
.28
.48
20

.17

.32

IF ':Computed on the bais of population in 1033, the year last reported by the Bureau of the Consw For
other specifications see table I.

Source: Treasuty Department, Division of Tax Research.
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TABLE* 7.-MEtiaated propertytax rates required to finance the increased interest
cost on the present bonded debt payable front property taxes (including overlapping
debt) of cities having a population of over 500,000, at selected future dates, on the
basis of the 1088 assessed taluation, assuming that the taxation of future issues
of municipal securities will result in a one-fourth of I percent increase in interest
rates

Tax rate per $1,000 of assessed valuation In dollars

City area 1938 assessed Year ofValuation 1036 final
actual 1010 1045 1050 1060 1970 1n1alu,

rty

NewYork.-.................. $1,650.297, 70t 27.14 0.0076 0.0259 0.0333 0.0778 0.1125 0.15Mi
Chicago- -----...... % 07j, 970,391 95.20 .0275 .0503 .0790 .3529 .3M52 .3529
PhilaIelphia-----------...... 3,450,332.8.5% 20.24 .0127 .01(a .0#58 .1079 .1149 .2306
Detroit ...................... 2, 4 ,923,013 27.00 .000.4 .0130 .0 0W .1180 .1962 .1062
Los Angeles ................. 1,362,461,440 32.01 .0125 .0140 .0731 .12 .1461 .1468
Cleveland .............. ,181,233,100 28.61 .0279 .0920 .1320 . 1562 .113 .1630
St. Louis .................... 1,017,661.742 2.89 .01M3 .053 .0S97 .1289 ,1289 .1289
Baltimore ................... 1,959 & 191 21.69 .0077 .0311 .0169 .0786 .1010 .1112
Boston...................... 6,50, 407,600 37.74 .0290 .0832 .1135 .1322 .1374 .1445
Pittsburgh .................. I ,098; 801, 670 37.14 .0237 .0965 .1417 .2311 .2821 .2821
San Francisco ............... 971. 901,210 26.70 .0113 .0181 .0%o1 .1173 .1338 .1338
Milwalkee .................. 816,913, 105 32.27 .0307 .OW0 .113 . 1181 . .1181
lullfalo ...................... 9% 407, 59M0 33.90 ,0290 .1015 .1533 .1895 .1047 .1947

I For specifications, see table 1.
Source: Treasury Department, Division of Tax Research.

TABLE 8.-Estimated percentage increase in 1088 property-tax rates required to
finance the increased interest cast on the present bonded debt payable from property
tazes (including overlapping debt) of cities having a population of over 600,000,
at selected future dates, on the basis of the 1938 assessed valuation, assuming that
taxation of future issues of municipal securities will result in a one-fourth of I
percent increase in interest rates I

Percentage Increase In 1936 tax rate in units of I percent

City area Yea of
1940 145 1950 1960 1970 final ma.

turity

ew York. ............................... 0.03 0.10 0.12 0.29 0.41 0.67
Ohicago------------------------. 03 .06 .08 .37 .37 .37
Phldelphla--------------------.. 0 .23 .37 .53 .57 1.14
Detroit ....................................003 .05 .18 .42 .70 .70
LAne .. ............. ............ . 04 .14 .28 .39 .48 .46
clovelmn- ................................ .10 .32 .46 .65 .68 .67
St, Louis .............. 0.................. .06 .21 ,33 .48 .48 .48
Baltimore ................................ .04 .14 1.22 .36 .47 .61
Boston ................................... .08 .22 .30 .35 .38 .38
Pittsburgh ................................ 06 .26 .39 .62 .78 .76
San Francisco ..............................04 .18 .30 .44 .60 .50
Milwaukee ............................... .10 .26 .35 .37 .37 .37
Buffalo .................................... 09 .30 .45 .58 .57 67

For specifications see table 1.
Source: Treasury Department, Division of Tax Research.

Exhibit E is the rest of the photosta tic tables. Table 1 in exhibit
E indicates the present bonded debt of cities having a population of
over 500,000 and their overlapping units, showing overlapping debt
allocated to cities and the distribution of the total debt by, first, debt
payable from utilities and special assessments; second, debt payable
from general revenues; and, third, debtpayable from property taxes,
and we have tried to show the assessed value of the city as to the
assessed value of the county or the district.
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You will note the utility revenues and special assessments are a
substantial proportion of that total debt.

Now, table 2-and all of the rest of the tables are based on tables
1 and 2-shows the estimated amount of present bonded debt, includ-
ing ov lap Ing debt, with cumulative maturities and the amounts
that would retired by January 1, 1040, 1945, 1950, 1060, and 1970,
and tho year of final maturity, whatever that year would be.

Curiously, New York has sone bonds maturing in 2147.
There are three parts to the table, one showing the total bonded

debt, and the second, the bonded debt payable from general revenues,
and, third, the bonded debt payable from property taxes._Table 3.show~s the percent of the present debt to be retired by each
of these cities over the years. For example, in Now York, 4.63 per-
cent of the total bonded debt will be retired by 1940, and so on.
Table 4 shows the estimated increase in annual interest costs on

the basis of one-quarter of 1 percent, in each of the years.
Table 5 shows the percent of increase in interest cost for each of the

years.
Table 6 shows the estimated per-capita increase in interest costs.
The CHAIRMAN. This may sound like a silly question, but I do not

get whether the per capita is per year or over the entire period.
Mr. BTouou. The annual per capita cost.
The CHAIRMAN. Just amplify that a little. On table 6, take the

first in New York; state just what that means.
Mr. BTovn. The total bonded debt of Now York City.
The CHAIRMAN. You are talking about the interest ost?
Mr. BLOUoH. The interest cost on that total bonded debt of New

York would be increased by 1940 by 4 cents per capita; by 1945, the
annual increased cost would be 13 cents per capita, assuming there
is a differential in tax exemption. By 1950, the annual rate would
be increased by 17 cents per capita. thr.

The CHAIRMAN. You need not go any fur
Senator AUSTIN. Those are all in the same category, are they not?

That is, they all represent the estimated per-capita increase in annual
interest costs?

Mr. BLOUGH. Yes sir.
Senator AuSTIN. And not the cost?
Mr. BLOUGH. By no means. That is just the increase.
Table 7 shows the increase in tax rates, that is, the estimated prop-

erty tax rates required to finance the increased interest cost on the
present bonded debt payable from property taxes. For instance, in
New York in 1936, the tax rate was 27.14 per thousand dollars of
assessed valuation. The added interest in 1940 would have been-
0.0076 and in 1970 it would be 0.1125, and that would mean 27.2525
instead of 27.14.
The CHAIRMAN. It looks very small, but it looks large per capital.
Mr. BLOUGH, When you consider that the total cost of the govern-

ment in the United States is running around $100 per capita, that is
very small.

'Table 8 shows the estimated percentage increase in property tax
rates. ,..

122260--39---pt. 8---

•1 k* , : S , -
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These cost figures have a direct bearing on the claim that it will be
impossible for States and localities to refund their outstanding securi-
ties to advantage.

The greatest stress has been placed on the city which wishes to
refund at current rates bonds issued some years ago when interest
rates were high. In a relatively fev and, for the most part, unim-
portant cases, cities in default desire to take advantage of oppor-
tunities to refund. In other cases, callable bonds are outstanding.

However, the proportion of bonds that is callable is small, probably
not over 10 percent of those oustanding.

In any event, the elimination of tax exemption should not make
profitable refunding impossible or markedly loss advantageous. The
average or composite coupon rate on municipal bonds issued in 1029,
for instance, was 4.72 percent. .

The CHAIRMAN. What was the approximate difference between the
total outstanding issues in 1929 and 1936?

Mr. BLOUOH.In 1929, the cities and the localities had interest-
bearing debts of $16,760,000,000, according to the Treasury report,
and in 1936, they had $19,170,000,000.

Senator BYRD. What is the figure with respect to the Federal
Government?

Mr. BLOUOH. With respect to the Federal Government, the United
States Government, not including farm loans, R. F. C., Federal Home
loans, and so on, in 1929 there was outstanding $16,039,000,000, and
in 1938, at the same time, $30,579,000,000. These figures are taken
from exhibit F, which is inserted at the end of my testimony.'

Senator BYRD. I ask for this information for another matter, but
has the Treasury Department got available all of the bonds and
securities issued by these Federal corporations?

Mr. BLOUGH. You mean, have we a statement on that?
Senator BYRD. Yes.
Mr. BLOUGH. That was included in the Under Secretary's state-

ment before this committee, previously, and the securities outstand-
ing is found on page 19 of the prlted copy.

Does that contain the infoffnation you desire?
Senator BYRD. What is the total?
Mr. BLOUGH. The total of the Federal agencies and instrumentali-

ties, the total outstanding is $7,989,000,000, making a total of United
States Government and Federal agencies and instrumentalities, on
June 30, 1938, of $44,568,000,000.

Senator BYRD. Of course, that must be regarded as much a debt as
the direct obligation of the Government, for it is wholly guaranteed
by the FederalGovernment.

Mr. BLOUGH. Most of these are guaranteed obligations.
Senator BYRD. As a matter of fact, in reaching he total indebted-

ness, they should be regarded as obligations of the Government.
Mr. BLOUGH. I do not feel competent to state what they should be

regarded as.
The CHAIRMAN. They are contingent liabilities.

* Senator BYRD. I am not sure these are highly contingent liabili-
ties. These corporations have no stock except what the Government
owns.

The CHAIRMAN. Take, for instance, the Home Owners' Loan Cor-
porattn. Of course, I think there is going to be a. loss, which we
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may have to pay. Of course, a great many might default but stillthe obligations of the Government by no means will be $2,001) 600.

1, epaibinto teme wers Loan00 00r-Senator Byltn, I fully recognize that, but as obligations of the
Government, it has guaranteed payment on it, and assuming thatthose recoverable items were pai into the Home Owners' Loan Cor-
poration, it might be that a great part will not be paid until the
greatorpart of the Home Owners' Loan securities mature.

Tie UH*IMAN. It does not seem to me to be quite fair to assume
that they are in the same class of debt as the general obligations of the
Treasury. If that were so, we must pay 100 cents on the dollar,
but we are only liable for whatever amount the home owners default.
I say it is tie same difference as in a case of my own; if I absolutely
owed $10,000 to the bank, that is an obligation of my own; but, if I
am on your note for $5,000, I expect you to pay it.

Senator BYRD. I agree, of course, that as such sums ts are recover-
able, they should be regarded as an asset but the point I make is
that it is still an obligation of the Federal g overnment.

The CHAIRMAN. Yes; it is a contingent obligation.
Senator BYRD. And I wanted to suggest at the proper time to

Mr. Hanes, or whoever has charge of it, that the Treasury Depart-
ment make a statement as to the contingent liability at the same time
they show the direct liability.

Mr. MURPHY. The contingent liability is included in the statement
as soon as we are able to complete the data.

Senator BYRD. You say that is included?
Mr. MURPHY. Contingent liabilities are not included in the pre-

liminary statement of the public debt, but are reported in a separate
schedule in the final statement of the public debt.

The CHAIRMAN. That is Issued about four times a year.
Mr. MURPtY. The final ,.ttement of the public debt is Issued

monthly, but, due to the fact that it must be complete and contain
all of the items in transit, it is in arrears. For instance, during the
bonus bonds period, when there were millions of individual items,
it was several months in arrears, but normally we try to issue it not
more than about 3 months in arrears.

Senator ToWNSEND. When was the last one issued?
Mr. MURPHY. I believe the last one covered November 30, but I

would have to check.
Mr. BLOUOH. The average or composite coupon rate on municipal

bonds issued in 1936 was 3.09 percent. The spread from 1929 to 1936
is 1.63 percent, which is far wider than even the most ambitious esti-
mate of the differential due to tax exemption. It is suggested that
the elimination of the tax-exemption privilege cannot seriously detract
from otherwise profitable refunding operations.

A very general complaint against eliminating tax exemption has
been that housing projects and other municipal works cannot be
carried on so cheaply if securities are taxable. This freely admitted,
although we believe the differential and probable effects to be much
lower than was stated by persons presenting statements on this point.

However there are two reasons why the present subsidy through
tax exemption is undesirable. The first is that, as previously pointed
out, if a subsidy is to be made it would be better to have It made in

* cash whore it can be brought out into the open and seen than to have
it made a hidden form through tax exemption.
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The second reason is that the local public, in deciding whether a
project involving the expenditure of public funds is desirable and in
choosing between financing It out of current taxes or by borrowing, is
influenced by the existence of reduced rates of interest due to the tax-
exemption subsidy. To bring a more accurate choice by the public
between governmental and private spending and between bond and
tax financing, the project should stand on its own feet, without benefit
of special encouragement through a tax-exemption subsidy.

In summary, it is my contention:
(1) That the existence of tax-exempt securities does severely

undermine the progressive feature of the income tax;
(2) That tax exemption enjoyed by holders 6f public securities

results in increased burdens upon those in the lower income groups,
(3) That the increases in income tax revenue resulting from dis-

continuing the issuance of tax-exempt securities will substantially
exceed probable increases in interest costs;

(4) That these probable increases in interest costs will be less than
those suggested by witnesses opposed to this proposal;

(5) That the effects of these increased interest costs will be felt
only gradually as the present debt is replaced by taxable issues;

(6) That onl a fraction of these increased costs will fall on general
property; and finally,

(7) That the subsidy provided by tax exemption to such publi
projects as housing has undesirable aspects and its elimination there-
ore is not as great a public loss as is generally alleged.

These conclusions are based, in part, on the Treasury estimates of
interest differentials due to tax exemption, and of revenues to be
derived from discontinuing the issuance of tax-exempt securities.

These estimates will be discussed by members of the Treasury techni-
cal. staff who are specialists in the su!)ject.

I apologize for taking up so much of your time.
The CHAIRWAN. It is perfectly all night.
(Exhibit F above referred to is as follows:)
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Exnmii, F. TAx-ExaupT SvCURITiZ5

TAnL I.-Estimated amount of securities outstanding, interest on which is waoll#
or partially exempt from the Federal income tax, June 80, 1988 '

[in millions of dolls)

Total Wholly Partially
exempt exempt

A. U, 8, Government, Federal agencies and Instrumentalities:

1. Interests rin securities outstanding:(a) .S8. Government ......................... 36,870 1$,492 23, 087

(6) Federal agencies and instrumentalities................76 2,161 6 838
Total ..................................... .44, 568 15,643 28,225

2. Interest.bearing securities held by:
U. 8. Government, Federal trust funds and agencies .... ,45 3,821 2,844
Federal Reserve banks ......... ................ 2,64 1,820 744
State and local sinking funds ...................... .......... 5
State and local trust and Investment funds ........... 8 210 .......... 1210

Total ............................................ 9,298 5,441 3,857

3. N et outstandinginlerest.bearlng securlties ................ 3,270 10. 202 25,08

B State and local governments:
1. lnterest.bearing securities outstanding .......................... 1, 170 19, 170 ..........

2. Interest.bearing securities held by:
t U. S. Government Federal trust funds and agencies.... 538 63 ..........

Stat and local sinking funds ....................1, I,50 ...
State and local trust and Investment fundsS............2,383 52,393

Total ............................................. 4,432 4,432 ..........

8. Net outstanding Interest-bealngsecurities ..................... 14,738 14, 738 ..........

-0. Territories and Insular poisons:
1, Jnterest.bear'ing ertie outstanding .......................... 146 140 .......2. Jnterest-hearlng securities held by:

(a) Territorial and Insular sinking funds .................... 23 23 ..........

3, Net outstandingInterest.bearingsecurities .................. 123 123 ..........

D). Recapitulation:
1. Interest.bearingsecurities outstanding .......................... 63,884 34.959 28, 15

2. Interest-bearlng securities held by: . I
(a) U. S. Government, Federal trust funds and agencies .... 7,003 4,159 %844
(5) Federal Rerve banks . ........................ 2 4 1,2 7I4
(e) State and local sinking funds ........................... 1,5 0 1,501 TO
(o State and local trust and Investment funds ............. $2,603 12,3 1210
'e) Territorial and Insular sinking funds ................... 23 23.

Total ............................................. 13,753 9,898 385

3, Net outstanding Interest-bearing securities ................ 0, 131 23,03 25,008

I "Total outstanding Issues"oftaxexemptsecurltlesof these everal borrowersdlIffers from the gross Indebted.
ness of these borrowers In 1hat It excludes nontnterest.beering and taxable Interest.bearing debt, "*Net
outstanding Issues" differs from net Indebtedness In that It excludes from "total outstanding Issues" tax-
exempt securities hold by governments governmental agencies, Federal Reserve banks And public sInklg,
trust and Investment funds, while net debt excludes from gross debt the total volume olsinking fund assets,
reerdle.ms of their character, but ignores ill other pubIe assets.

Tax-exempt secuities are segregated Into 2 categories, those partially exempt and those wholly exerppt.
The former are exempt from the normal rates andthelatter from both the normal and the surtax rates o0the
Federal Income tax. United States savings bonds and Treasury bonds are here classified as partially tax,

exempt socuriles, However, It is to be noted that by statutory provision, Interest derived from the fIrs
5900 of principal amount of these securities owned by any single holder Is exempt from the surtax as weu

as the normal tax.
The astlmate of the volume of tax.exempt securities outstanding on June 80, 138, s based In part o

questionnaire survey of State, local, territorial, and Insular debt and specified funds, conducted by ti*Treasury Department In cooperation with the De tment of the Interior Division of Territories and Island
PosessIons and the War Department Bureau ofinsular Affairs, and In part on the record of new security
issues published by the Commercial and Financial CAronicle.

The estimate of the volume of tax-exempt suties outstanding In earlier years shown In table 65, was
based on a questionnaire survey conducted by the Treasury Department and upon the Bureau of the Censua
decennial Financial &aituticI ef Stale and Local Oure amenls and annual inancal Seflatiks ef atee ad
lnanclal & at0li Co!fl e, U wall asthe satIst 1of new security Isues and security ratrements published

In the Bend Dutr and the Rate and uniipal Ctbnpendium of the .,mmorcaa and Finantlal MroNle.
x xudes such tazoexempt seuties s may he held by th* zAtbllstion fund.

SIn te absence of Nation.wide trust and investment fun s for 1938, It was assumed that the tax.
exemptaeourityholdlnasofthesefMunds.nra pereentduring thelstfiselyear. Thisassumptionwar
= on pre.l03 trends for States and ities and on available fragmentary data for 1238.
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M------ 5Z M8 33,354 1& 834 2IL480 11194 14.288 Z.499 2I187 312 746 3490 -155 1%,517
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.B HELD BY UNITED STATES OOVERNMZNT. FEDERAL TRUST FUNDS AND AGENCIES#

Grand total U.S. Government Federal Farm Loan System
Federal rcon mod
Loa Finance t

ann3D j.l Wholly Partially Toa Wholly 1'atially Tota Wholly ParSilly em C= - toehempt exempt exempt exempt exempt exempt exempt e (Pt exempt exempt)

am,.pt exmt 'Mem ept )'
1913 

-- ,

2 2 . 2 2. ..2 2 2 2- - --.--
-- 110 61 49 S3 4 49 57 S7 .286 142 144 149 5 144 137 137 ---. . . . . .33 173 200 20 7 200 166 1w6.1 2- -- -------------- 532 191 341 349 8 341 183 1i31= - - - 147 414 422 8 414 3 139.1933 -. - - - 5 o14 ill 403 412 9 403 102 102.19 _ _489 113 376 386 10 376 103 103. ....- -- ---- 1 - 152 141 616 6 10 616 131 131..92 114 718 728 10 718 104 104 .925 s 9 amo11 810 104 104.. ..99 16 873 884 11 873 105 105 - -

1 --0 L079 331 748 972 224 748 106 106
342 366 176 43S 259 176 106 106 101,27 386 641 570 279 291 106 ice 350 . .%_M Sa2,3 51 1,837 651 399 252 106 106- - -------- La 26

19 ,115 1.051 4,064 1,254 S1 673 444 317 127 9 3,255 156,884 2,046 4.M8 I'58 772 814 1.126 92 I9 17 3,655 346
- -- 7,632 2003 5,39 1.876 752 1,124 1.116 919 197 188 4,030 4228,543 3,64 W9 310 1671 1,50 1,013 835 178 217 3,605 528---- u

7,003 4.19 2,844 4.406 2,774 1,632 990 847 143 204 864 1 538
I See footnote I on p. 543.

2 On bais ot daily s tAtemnt (revised), see p. 351.
S ncldes Federal land cank Donds (both thorn Issued by the Individual banks and the 00=uoldated sWW, Federal Internediate credit bank debentu, and joit. landbank bond& Does not Include stocks. >* Federal Farm Mortgage Corporation bonds.Includes Home Ownersw Loan Corporation bonds and bone loan bank debentures,# Zxclude stablatn fndan Federal Reme"v banks.
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Senator BYRD. There is another question I would like to ask.
Mr. Lutz gave a statement of his estimate, the receipts and the cost.
Have you got something comparable to that?

Mr. BLouoH. Yes, sir. I think you will find it In the original hear-
Ing, on page 10; the hearing on the taxation of governmental securities
and salaries, the print. And I think I have summarized those figures
in the statement that I read here,

Senator ToWNSEND. Can you state the difference?
Mr. BLOUOH. I would rather leave that to Mr. O'Domell, who is

the person that makes the Federal estimates.
It is out of my field.
Has the Committee any other questions to ask?
The CHAIRMAN,. I have none.
Senator BYRD. It is a very interesting statement,
The CHAIW4AN. We will now hear from Mr. Murphy.
(The following letter and memorandum from Mr. Hanos, Under

Secretary of the Treasury, was submitted:)
TREASURY DEPARTMENT,

. PRNTISS M. BROWN, Washington, February O, 1989.
Chairman, Special Committlee of the Senate on Taxation 6f Governmental

Securities and Salaries,
United States Senate, washington, . C.

My DEAR SENATOR: In accordance with your request on the occasion of my
appearance before the Special Committee of the Senate on Taxation of Govern.
mental Securities and Salaries, I take pleasure in transmitting, herewith a memo-
randum on, "The probable effects of discontinuing the issuance of tax-exempt
securities on the refunding operations of State and local governments, with some
consideration of possible relief provisions."

Sincerely yours, JoHN WV. JIANES,
Under Secretary of the Treasury.

FEBRUARY 20, 1939.

MEMORANDUM ON THE PROBABLE EFFECTS OF DISCONTINUING THE ISSUANCE Or
TAX-EXEMPT SECURITIES ON THE REFUNDING OPERATIONS OF STATE AND
LOCAL GOVERNMENTS, WITH SOME CONSIDERATION OF POSSIBLE RELIEP
PROVISIONS

SUMMARY

1. Bonds issued for the purpose of refunding outstanding obligations generally
comprise a small proportion of total State and local security flotations. In
recent years the volume of refunding issues has been abnormally high ,because
(a) the low rates prevailing in the money markets made profitable the refunding
of callable bonds at lower rates than originally issued, (b) some municipalities in
financial distress went through financial reorganization which involved refunding
operations, and (c) some governments having made inadequate sinking fund
provisions, were unable to meet the maturing principal repaynients and postponed
the burden of retirement by refunding operations.

2. Insofar as the taxation of interest derived from future issues of public
securities will result in increased interest rates refunding operations will become
less attractive. This, however, Is not believed to be an important consideration
from the point of view of State and local governments in general.

(a) With regard to the refunding of callable bonds the volume is likely to be
small because only a small fraction of State and local bonds carry the "call"
feature. Moreover, recent declines In interest rates have been so marked that
notwithstanding some increases in the cost of borrowing, the refunding of callable
bonds will continue to be profitable.

(b) With regard to the refunding operations of municipalities in financial dis-
tress, it Is noted (i) that the Reconstruction Finance Corporation's refunding of
the indebtedness of distressed agricultural districts will not be affected because
the taxable status of interest paid on these securities is of little significance, and
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(if) that the volume of State and local debt involved in default of interest or
principal has at no time during the recent depression been largo and has already
been corrcted to a substantial degree.

(c With respect to refunding operations resulting from deficits of sinking funds,
it is noted that the volume of such refunding will probably be small in the future
because of the steady swing away from "torm" to "serial I bonds, and because of
more stringent regulation of sinking-fund practices.

3. While the adverse effect of the proposed legislation on State and local refund.
Ing operations would not be as wide or as serious as has been maintained, some
hardship would doubtless arise. Accordingly, it may be necessary to exempt
certain types of refunding Issues from the proposed legislation, However, the
exemption of all refunding-issues would be III advised because (a) bona fide refund.
ing issues cannot be readily defined (b) such exemption would have the effect of
stimulating and encouraging undesirable fiscal practices, and (c) the continued
issuance of tax-exempt securities, oven by a limited number of political units,
would unnecessarily postpone the effectiveness of the proposed legislation.

4. Nonetheless, relief may be accorded In some instances. Among those, the
following are deemed worthy of consideration:

(a) Interest paid on refunding bonds issued fi exchange for bonds now out-
standing might be placed in the same category as interest on securltids Issued prior
to the enactment of the proposed legislation. However, the exemption should in
no event extend beyond the tine when the Issues which are replaced would other-
wise have matured.

(b) Exemption from the proposed legislation might be accorded to the Interest
on bonds which are offered in exchange for or the proceeds of which are used to
retire, notes or certificates of Indebtedness that were issued prior to the enactment
of the proposed legislation, In anticipation of floating permanent bonds and matur-
ing not more than 2 )cars from the date of issuance. However, such tax exemp-
tion should in no event extend beyond the maximum period for which State and
municipal securities may be Issued under State constitutional and statutory pro-
visions in effect at the time of passage of the proposed legislation.

(o Exemption might be accorded- bonds issued by jurisdictions under a plan
of composition for their Indebtedness approved by Federal bankruptcy court in a
proceeding under title IX of the Bankruptcy Act, pursuant to a petition filed in
such court prior to the enactment of the proposed legislation, Howover, such
tax exemption should In no event extend beyond the maximum period for which
State and municipal securities may be issued under State constitutional and
statutory provisions in effect at the tine of passage of the proposed legislation.

DISCUSSION

Several of the witnesses appearing before the Special Committee of the Senate
on Taxation of Governmental Securities and Salaries expressed the view that if
the issuance of tax-exempt securities is discontinued, the refunding operations of
State and local governments may be seriously affected.' It is the purpose of this
memorandum to examine the probable effects of discontinuing the issue of tax-
exempt securities on refundin? operations and to indicate some relief provisions
that may be provided to allov ate hardships.

1. THE VOLUUE OF REPUNDINO

Bonds issued for the purpose of refunding outstanding obligations generally
comprise a small proportion of the total security flotations of State and local
governments. In recent years, however, the volume of refunding issues has been
abnormally high. The increase in the volume of refunding issues began in 1934.
In the year immediately preceding, the annual volume amounted to only
$37,000,000. Thereafter it Increased to $136 000,000 in 1934, $365,000,000 in
1935 and reached a peak of $382,000,000 in I930. In that year refunding Issues
represented 34 percent of all now Issues. Since 1930, however, refunding opera-

' Mr. Carl H. Chatters, executive director of the Municipal Finance Ofilcers' Association, maintainedthat f! tht W exempt ion featureo ~~e|u fbn I discntinued It wIII "make refundlo Impossible
or unproitabse for (he public bodles''il |n 'default and least able to make satisfatory reftmnn Iments" Mr. Chatters goes on to say, 'The drainage, jevee, and Irrigation district ds which tie
struction Finance Corpration has listed In scWing and rernancing would e directly conrned." This
clJassof refundin Is, d~ussed below, but ft may be here noted that the taxstatus of these bonds
is of lttle interest to the RTeconastructlon Finanve corporation. Mr. Frk 0. Fe. 'on ChaltmaJ of the
Fort of New York Authority was less emphati obut pointed out that If "because of a edeR tax we are
unable to Isue future Isue olrefundin bonds at the sne low rate of interest which now prev s upon ou
ta-.immune refunding bnd.%, the orderly completion of our refunding program could be seriously disturbed,
If not upset."
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tons have been declining in Importance, amounting In 1937 and 1033 to only
one-half and one-third of the 1936 total, respectively.

Prior to the thirtles the annual volume of refunding Issues never amounted to
as muci is $50,000,0A. During the first two decades of the century the average
annual volume approximated $17,000,000 and during the next 10-year period,
$29,000,000. Summary totals are presented in table ]. Corresponding data for
each of the years from 1901 to date will be found in exhibit A.

TABLE I.-State and local bond issues

Ieunding Issues
Years Total Issues Percent ofAmount total iues

101-10 ..... ............ ............................ $2,2W8774,000 $18 ,970.000 7.45
1911-20 ................. 4,38.938000 174,211.000 6
1921-0 ........................ . 30, 78 000 291,460,000
1931-391 ......... ...................................... 7O 476,000 1,389,484000 17.68

I Data (or 1935 preliminary.
Source: The Commercial and Financial Chronicle.

Several factors contributed to the abnormally high volume of State and local
refunding In recent years. The State and local bonds which matured during these
years found some governments in financial straits and unable to ineet the principal
payments coming due. Refunding operations enabled such units to postpone at
least some part of the burden of retirements. A second contributing factor con-
sisted of the low rates prevailing in the money markets. Between 1929 and 1936
the average coupon rate on municipal bond issues declined 1.6 points. This made
profitable the refunding of callable bonds originally issued at substantially higher
rateS. Finally, some municipalities defaulted on either or both of interest and
principal of their indebtedness. This led to financial reorganization and generally
involved refunding operations at lower coupon rates and with extended maturities.

2. COMPOSITION OF REFUNDINO BONDS

State and local refunding issues consist of three general categories. They In-
clude bonds issued with callable features which are called prior to maturity, gen-
erally to take advantage of lower interest rates than those prevailing at the time
of original issuance. The second group of refunding operations result from finan-
cial reoiganizatidn and are'usually prompted by default of either or both of interest
and principal. The third group, probably of little Importance quantitatively, In-
clude those instances in which trm bonds reach maturity but sliking-fund assets
available for the repayment of the principal are inadequate, either because such
assets were never provided or after being provided were diverted to other uses.
These three general categories are not mutually exclusive. Refunding prompted
by default, for instance, may involve bonds with callable features.

(a) Callable bonds.-Bonds issued by State and local governments are generally
"noncallable"; they carry a fixed maturity date and cannot be paid off prior to that
date. Those, on the other hand, which can be called for payment at the option of
the debtor In advance of the maturity date-the so-called callable, optional or
redeemable bonds--are relatively unimportant and probably account for less than
10 percent of the total State and local debt. The failure of States and localities
in the past to make more extensive use of the callable feature with a view to retir-
ing the issue prior to inaturity or calling the old Issue and refunding it with new
bonds at lower interest rates, appears to be explained in part by the opposition of
investors and bond dealers. A recent analhsis of the Municipal Finance Officers'
Association summarizes the Investors' objections to callable bonds as follows:

"Investors have five main objections to the callable bond: The optional feature
Introduces Into an Investment an uncertainty as to maturity which investors dis-
like; call notices are inadequate and the Investors must guard against the risk of
losing 6 months' Interest; the bondholder may undergo added expense when his
bond-is called and may further lose by having to reinvest In a lower Interest rate
market, the call price puts a fairly definite limit on the market price; and the
optional feature may Jeopardize the holder's tax-exempt status."I

I Municipal Finance Officers' Amoelation, The Call Feature In Munielpal Bonds, 1938, p. 80.
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The relative importance of callable Issues in State and local flotations during

the period front 1920 to 1930 is Indicated by exhibit B. During this 17-year
period when States and municipalities sold In excess of 100,000 Issues aggregating
10, 835409, bonds contain hig the optional feature accounted for only one-

twentieth of the total number of issues and of the total amounts borrowed. In
addition to the securities originally issued with call features, a number of mnunicl-
ailties which in recent years have undergone reorganization, have taken advan-

tage of such reorganization to add the call feature to their outstanding obligations.
In this manner tie total supply of callable bonds wax augmented. Some of the
securities called in recent years were of this type. Called bonds accounted for a
substantial proportion of the total volume of recent State and local refunding.
This is readily apparent front table 2. In 1930, the year when total refundings
reached a peak, bonds called for redemption accounted for one-half and during
the preceding year for more than two-thirds of the total refunding.

TABLE 2.-Comparion of Stale and municipal bonds called with bonds refunded,
1038-386

Bond rolled Hondsrefunded(or redem plies

1933 .................................................................. $1.8(XA.000 37, 00. 000
1934 ..................................................................... . 3.179,000 136.4760000
1935 ................................................. 2stS0O 2K5,009,000
190 ...................................................... 172, 707, 000 371,923,000

8ource: Municipal Finance Offiers' Association, The Call Feature in Municipal fionds, p. 112.

(b) Fiscal reorgonialion.-It hiaq previously been noted that some of the
abnormally large volume of recent refunding resulted from financial readjust-
ments in those eases in which either or both of interest and principal oin one or
more issues was in default. In those cases in which the Issues in default were
callable the amounts subsequently refunded are probably Included with those
already discussed in the preceding section. In ot her cases, however, the issues
were not callable and were refunded with the consent of the bondholders, fre-
quently caring lower coupon rates or providing for postponed maturities
Specific data on the quantitative importance of refunding of this character are
not available. Since the units involved, however, were, with a few notable
exceptions, small borrowers, the sum could not have been very large. Data on the
reported number of units in default on several recent dates are presented
in exhibit C.

The fact that the aggregate number of units reported to be in default has
remained relatively stable should not be interpreted to mean that financial
difficulties have not been cleared up In a large part of the eases. The list of State
and municipal defaults has been in process of compilation over a period of several
years, but In the early years coverage was incomplete. In consequence a number
of the defaults which existed as early as 1933 or 1935 were not discovered and
tabulated until 1038. Writing on the 1937 trend of municipal debts and defaults
for the 1938 Municipal Year Book (p. 510), Carl H. Chatters and Elton D. Wool-
pert observed that 'the decrease in tie total number of defaults is an encouraging
report on the health of municipal credit."

One category of units involved in the type of refunding here discussed consists
of those agricultural public districts (irrigation, reclamation, levee and drainage
districts) to whom Federal refunding loans were authorized by the Federal Farm
Loan Act of 1933. These loans are granted by the Reconstruction Finance
Corporation and usually consist of refunding outstanding issues for slightly less
than 60 percent of their face value. As of December 31 1938, Reconstruction
Finance Corporation loans of $122,000,000 have been authorized and contracts
entered into with some 600 public units in 26 States. Disbursements as of the
same date totaled over $84 000,000 to 450 borrowers. The period of greatest
loaning was from July 1, 1933, to Juno 80 1930. Since that period requests for
assistance declined and now only 12 applications are on file for approximately
$4,000,000 of loans. The Reconstruction Finance Corperation has also refinanced
some small school districts. Activity in this field, however, has been very
restricted.

(o) Sinking-fund dejtcts.-In a more limited number of cases refunding was
necessitated by the fact that when term bonds matured, funds available In the
sinking funds were Inadequate for the repayment of principal. In some instances
where the term for wbie~l bonds may be Issued is limited by legal provisions,
governmental units have systematically resorted to the practice of providing
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Inadequate sinking funds and refunding a part of the issues when they became due.
Others diverted their sinking fund assets to other uses. However, information on
the quantitative importance of refunding of this character is not available.

I. PROBABLE EFFECTS OF PROPOSED LEGISLATION ON REFUNDING OPERATIONS

It is readily apparent that, insofar as the taxation of interest derived from
future issues of public securities will result in increased interest rates, refunding
operations will become less attractive. The degree to which such increases ili
the cost of borrowing may follow the enactment of the proposed legislation has
been discussed else where. It bears repetition, however, that the volume of refund-
Ing Is generally small and constitutes but a small fraction of State and local security
offerings. It'has already declined to one-third of the 1936 volume and seems
certain to decline further in the near future.

A substantial portion (though small in actual volume) of refunding in the imme-
diate future will probably consists of the refunding of callable bonds. The calling
of optional bonds will remain attractive as long as the present low level of interest
rates continues to prevail. Although no data are available regarding the bonds
which were called for redemption in 1938, tile volume was obviously less than that
in 1936, since the total volume of refunding in that year amounted to less than the
bonds called for redemption in 1936. In the near future, however, the volume of
such refunding will, of necessity, be limited by the total volume of bonds which will
become callable, a feature, as already pointed out, not common to municipal
bonds. The situation in the next few years will thus differ from that prevail lg1
at the beginning of the present period of low interest rates, when the supply O
callable bonds was substantial as the result of the accumulations of several years.
Thus, the volume of refunding of this character, which could be expected to be
effected by tile proposed legislation, can in no event be large.

Moreover, the elimination of tax exemption should not markedly decrease tile
opportunity for profitable refunding with prevailing interest rates. The coupon
rates on recent State and local issues are lower than they have been at any time
for more than 20 yf.iars. The average coupon rate on municipal bonds issued in
1921 was 5.4 percent. It declined to 4.7 percent by 1924 and to 3.1 percent by
1936. The average coupon rate on 1937 issues was approximately 3.3 percent.
This, municipal bonds which were issued in 1921 and become callable (rin 18 to
20 years after their issuance, will have the benefit of a decline in average coupon
rates of approximately 2 percent (if present money market rates continue).
Those Issued In the late twenties with callable features 10 to 15 years after issuance

-will have the benefit of average coupon rates of more than I percent lower than
thos3 revealingg at the time first issued. These declines in interest rates are far
wider than the most alarming estimates so far advanced of the probable increase
in interest rates which may result from the elimination of thte tax-exemption
feature on future issues of Government securities.

Some indication of the interest saving resulting from refunding of callable
bond under revailing money market conditions can be obtained from an an alysis
of State and local issues called and refunded during the period 1934 through 1936.
The data presented in table 3 indicate that, on the average, refunded issues carried
rates of interest of 1.5 percent less than those borne by called old issues, In
other words, the elimination of the tax-exemption privilege would not seriously
have detracted from otherwise profitable refunding operations in the majority of
Instances. This is also apparent from the average coupon rates on State and local
bond issues contained in exhibit D.

TABLE 3.-PFrequency distribution 6f differences in interest rates between bonds
called and new refunding issues: 1934-38, inclusive

Number of Number of
reported reported

mif ses Inafsnea
Difference in coupon rates: Differences in coupon rates-Con.

0 to 0.25 .---------------- 4 2.01 to 2.25 --------------- 6
0.26 to 0.50 ---------------- 7 2.26 to 2.80 ---------------- 6
0.51 to 0.75 ---------------- 8 2.51 to 2.75 ---------------- 3
0.76 to 1,00 ---------------- 8 2.76 to 8.00 --------------- 4
1.01 to 1.25 ------------- 10 3.01 to 3.25 ---------------- 2
1.26 to 1.50 -------------- 17 3.26 to 3.50 ---------------- 1
1.51 to 1.75 --------------- 8
1.76 to 2.00 ------ -------- 15 Total issues ---- _-------- go

source: Municipal Finance Officers' Association, The Call Feature In M 'uniclpal Bonds, p. 97.



TVAXAT IO.X o1. OOViI"INMI.'r SECUItl'rIIES AND 8.A1AIIIE 615

With regard to the effect of the proposed legislation oo the refunding operations
of municipalities in financial distress several observations should be made. With
respect to the worst cases of financial ombarrassinent-thoso of the agricultural
districts-tlie refunding Is conducted by the Reconstruction Finance Corporation,
which has thus far not offered Its holdings for public sale and to whom the tax-
exempt feature is of little concern. Refundings of this character are not likely to
be affected by the proposed legislation, With respect to possible refunding by
other financially distressed political units, two other mitigating circumstances
exist. Interest rates continue to be very low and such moderate Increases as may
result from the elimination of the tax exemption would still leave those Interest
rates at comparatively low levels. More important, however, is the fact that the
worst eases of financial difficulty have already been cleared up. The instances
that remain are minor units with, small volume of indebtednesp. Writing on this
subject more than 2 years ago, the editor of the Bond Buyuj, who complies the
available information on the extent of municipal defaults in the United States,
observed that "so far as the larger cities, counties, and school districts of the coun-
try are concerned the default era is practically over." 3 During the intervening
12 years conditions have continued to Improve. Elsewhere in the same article, he
observes that "with very few exceptions it is the small municipalities having a
comparatively insignificant aggregate of outstanding debt that are still behind
with debt service payments. The reader should alsokeep In mind that a munici-
pality listed as In default may have merely fallen behind to the extent of one-half
year s Interest or a portion of its maturing debt principal."

Refunding operations resulting from deficits of sinking funds are believed to be
unimportant. Aside from "raids" upon sinking funds during the depression,
the deficits occurred several years ago and In not a few Instances have been cor-

- rected. Manyf sin kig funds now are subject to adequate State Supervision or
charter regulation, or Judicial Injunction in event of inadequate tax levies. Per.

- taps more Important is the pronounced swingn" toward the State and local use
of serial bonds and the gradual abandonment of term bonds. The sinking fund
or term bond is being used to a less extent and now plays a relatively minor
role In State and local debt redemptions. Even New York State and New York
Ctywhich account for 31 percentaof all uh State and local sinking fund assets)
prove by constitution or ch arte t atall ftr bonds must be Issued In serial
form.

4. POSSIBLE RELIZI? PROVIIONS

The data presented above tend to Indicate that the adverse effect of the
proposed legislation on State and local refunding operations would by no means
be as wide and as serious as s ne have maintained. It should not be Inferred,
however, that no hardships would arise, since In some Instances the Inability
to Issue securities, Interest on which Is exempt froin Income taxation may handicap
refunding operations. To provide relief to such State and local governments,
some exemptions from the proposed legislation may be warranted. In granting
such exemption, however, caution should be exercised that relief thereby is not
accorded political units not entitled to It. In view of the difficulties Involved in
differentiating -between bona Hie refunding operations and those prompted solely
by the desire to profit from statutory exemptions, broad relief provisions would be
likely to lead to abuse of legislative intent.

Furthermore, exemptions should not be so drawn as to have the effect of
stimulating and encouraging undesirable fiscal practices. Thus if all refunding
issues were permitted to carry tax-exemption features, sinking fund deficits and
,defaults might be encouraged. Where sinking fund deficits accumulate, they are
largely due to local mismanagement and have no proper claim to relief from
national legislation required In the public interest. Moreover, If no limitations
were placed upon the final maturity of issues exempt from the proposed legisla-
tion, long maturities would be encouraged and the effectiveness of the proposed
legislation undesirably postponed. Nonetheless, some relief provisions seem
warranted. These are hereafter Indicated.
(a) Refunding within original maturity liniis.--Since the proposed legislation

Is confied to future issues of securities and involves the continuance of the exemp-
Aton privilege on those Issues outstanding at the time of the enactment of tre
legislation, It can reasonably be maintained that'interest on past bond issues

*should be exempt until the original maturity date whether derived from these
'bonds in their original form or in a refunded form. Bondholders who Invested

Sander Shanks, Ir., Mupllipal Bond Defaults, In Natlonal Mtunleipal Revlow, 1937, p. 20.
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in municipal securities in the belief that the income from such securities would
be exempt from taxation should not be deprived of the tax exemption privilege
by virtue of the fact that the financial condition of the borrowing unit requires
refunding. The merit of this argument is weakened in the case of callable bonds
to the extent that the possibility of the discontinuance of tax exemption by the
calling date may have been anticipated and discounted at the time investment in
such securities was made.

On balance, there appears to be good reason for a relief provision. Exemption
from the proposed legislation may be accorded those security Issues which represent
refunding prior to their maturity of obligations already outstanding. Such relief
could be afforded by providing that interest paid on refunding bonds Issued in
exchange for other bonds be i the same category as interest on securities issued
prior to the enactment of the proposed legislation: Such tax exemption, however
should in no event extend beyond the time when the issues which is replaced would
otherwise have matured. A relief provision of this character would enable some
State and local governments to refund their callable term bonds with issues
enjoying tax exemption. Thus the block of Detroit callable term bonds with
final maturities in 1962-03, amounting to approximately $80,000,000 could be
refunded with issues which continue to enjoy tax exemption for a period of almost
25 years. Similarly the $18,000,000 maturing In 1959-60 could be refunded with
issues enjoying tax exemption for approximately 20 years.

(b) Funding bond anticipatory notei.-In some Instances State and local govern-
.ments Issue temporary short-term notes to finance public-inprovement programs,
In anticipation of subsequent funding operations. Such temporary financing is
generally prompted by the desire to postpone permanent financing until money
market conditions are more favorable or until the actual cost of the public im-
provement is definitely established. In other cases it is prompted by the desire
postpone provision for debt service in the budget. Where temporary financing
of this character has been employed, the planning and the initiation of the public
project may have taken Into account the effect of the tax-exemption prIvilego
.upon the cost of borrowing. The denial of that privilege after the project has
been initiated and possibly completed may produce undue hardship. Considera-
tion may therefore be given to the desirability of permitting such financing to be
completed on the original basis,

To eliminate hardship of this kind, it may be provided that in those instance#
in which bonds are issued in exchange for, or the proceeds of which are used to
retire, notes or certificates of indebtedness Issued prior to the enactment of the
proposed legislation in anticipation of the issuance of the permanent bonds and
maturing not more than 2 years from the date of issuance, the same tax privileges
may be granted for the issuance of such permanent bonds as those issued prior to
the enactment of the proposed legislation. Interest on such bonds, In other words,
would be in the same category as interest paid on bonds already outstanding.
Such tax exemption, however, should In no event extend beyond the maximum
period for which State and municipal securities may be issued under State con-
stitutional and statutory provision in effect at the time of passage of the proposed
legislation. 'tn und trl o

(c} Refunding by nmunicipalities which have filed petions ner chaptr 
the Federal Bankruptcy Ac, as adopted August 10, 187.-8ections 81, 82, 83, and
84 of the Bankruptcy Act, as adopted August 16, 1937 (50 Stat. 653), and now
appearing as chapter IX of the Bankruptcy Act as generally amended in 1938,
empower Federal bankruptcy courts to pass upon petitions by State taxing agencies
or instrumentalities for the composition of their indebtedness. The plan of com-
position must be approved by editors holding not less than a spefied percent-
age of the securities affected by the plan and cannot be confirmne i loes accepted
by creditors holding a specified percentage of the aggregate indtc ness of the
taxin agency or instrumentality. In oider that the refundit operations of
jurisdictions, whose plans for financial reorganization under the Bankruptcy Act
have substantially advanced prior to the enactment of the proposed legislation,
may not be interfered with, a special relief provision may be desirable.

Suoh relief could be afforded by providing that interest paid on all bonds issued
by jurisdictions under a plan of composition for their indebtedness and approved
by a Federal bankruptcy court in a proceeding under chapter IX of the Bankruptey
Act, pursuant to a petition filed in the court prior to the enactment of the proposed
legislation, shall be in the same category as interest on securities Issued prior to
the enactment of the proposed legislation. Such tax exemption, however, should
in no event extend beyond the maximum period for which State and municipal
securities may be issued under State constitutional or statutory provision in effect
at the time of passage of the proposed legislation.
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EXHIBIT A.-State and local bond isues, showing total issues and refunding issues,1901-88

190 1 .......... $i31,4,0 ,,731,OO 12.7 Im .......... tw3,180 $1,. 00 1.
1902 .......... 148,481,000 22,30000 1.0 1921 .......... 912, 9
1903.......... 132,281,000 & 1922 .......... ,91 It000 28, 2.
190 .......... 20, 138,0 I , 83,000 4. 1 .......... i,0A3,000 OA 210 .......... 17 040.000 O16,701,000 9.1 192 4 .......... 1,3 A98,9000 19, 85,0 1.19 08 .......... .... 7, 0 23, 84,000 .8 1925 .......... 8, ,000 47, 88,,000
1S 0......... 33,79000 18,785.000 8.19. 1,508.3000 811761,000 23

190.......33,428,000 18,480,000 8 198114, 7800 34,798,00
110 ::::: 32, O &U 0 &9 i".........32,..0 13.0 199 1,430,881.000 21.848,000 s1t ......... S9 ,88000 1 27,02,000 4.4 1471 .......... 1,313,000 83,015.0 8

19........8882, 000 14,872,0 3.9 1931.:::...1,2K8.8000 80,838.000 4.
1913.........403,247,000 27,01.0 8.7 £932........84. p.8000 87,000.000 1.
1914 ......... 474,074,000 9,347,090 2.0 10 ......... 82,478,000 37,090,000 7.1
1918 .......... 49880 2 ..4 1934.. . 9,454, 4
1918 ......... 487, 141,000 23,408,000 8,1 193 . ,r " 841:0 34.2
1917 ... 4. .279,000 1,403000 3 . ... 1,1 780 0
1918......9,2,0 ,8,0 3 1937 ......... 0.7000 190,79,000 23.1

1919....... 9,,00 13,332,000 1.0 13 . 100000 180,0000 11.8

I PrellmInar.
Source: Commercial and Financial Chronicle, State and city section (prior to 1925), and State and Munlo.

Ipal Compendium (192 to date).

EXHIBIT 1.-Numbers and amounts of callable municipal issues by years, 19*0-6

190....................
1921 ............................
192 .............................
1923....................
1 4 .............................
192.....................
1926.....................
1927........ I...............

19 ........................
19 ........................

1930.......................
1931........................
1932........................
1933........................
1934 ........................
193..........................
1938.. ....................

'8rate and municipal Issues.
IMunicipal issues only.
$source: Municipal Bond Sales, annual volume.
'Source: The Bond Buyer.source: Munlcipal Bond Sales, annual volume.
* Source: Commercial and Financial Chronicle.
Source: Municipal Finance Oflers' Assolatlon, The Call Feature In Munepal Bonds, p. 1I&

1222586--80--pt. 8-7
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ExnmnT C.-Total number of defaults

As of Ian. I-
Classes of units - -___

1935 1936 1037 1938

Regular units,
Counties..... .................................... 309 25 188
Cifes and towns ................................ 851 816 735 753
School districts ...... ........................... 623 840 808 738

ota .................................................... 1,823 1,985 1,79 1,077
BM Wia units:,,.... ,,,,, ,

Irrigation, reclamation, and drainage districts ............ 862 M68 803 862
apecial assessments ..................................... 233 211 802
Other distrlets .................................... 209 272 238 245

Total ....................................... * .,.----.--871 1,194 1,2 2 1,409

Aggregate total ............................................... , 94 8,159 3,051 3,086

I Inclusive of s I assqssment defaults as of Nov. 1, 1934.
1 Exclusive of some special units.
Source: The Bond Buyer.

EXHIBIT D.-Average coupon rates on State and local bond issues, 1901-87

Average coupon Average coupon
rate rate

Year Year

Yearly 8-year Yearly 8.year

1001-, ................................. 3.8 1928 .......................... 4.4 ..........
190 -10 ................................. 4.3 1929 .......................... 4.7 ..........
1911-15 ................................ . 4.8 1930 .......................... 4.4 ..........
1918-20 ............................... 4.8 126-30 . ................................ . 4.8
1921 ...... ................... 4.........1931 ..................... 4.2 ..........
192 ........................ 4.9 ..... 1932 ..................... 5 .0 ..........
1923 .......................... 4.8 .......... 1933 .......................... 4.6 ..........
1024 .......................... 4.7 .......... 1934 ..................... 3.9 ..........
1925 .......................... 4.6 .......... 1935 .......................... 3.3 ..........
1921-25 ......................... 4.8 1931-35 .......................... 4.1
1926 .................. 4.7.........193......................3.1.
1927.....................4.5..............................3..

I.. .. . . . . .... . ...... .. .. . .... .. . .. . .. .

Compiled from U. S. Department of Commerce, Long-term Debts In the United States, 1937, p. 175, and.
Commercial and Financial Chronicle, State and Municipal Compendium.

STATEMENT OF HENRY 0. MURPHY, PRINCIPAL ECONOMIC
ANALYST, DIVISION OF RESEARCH AND STATISTICS, TREASURY
DEPARTMENT

Mr. MURPHY. Mr. Chairman and gentlemen of the committee: Mr.
Hanes has asked me to discuss the probable changes which would occur
in the cost of borrowing to the Federal Government and to State and
local governments if future issues of public securities were made
subject to income taxation by both the Federal and by State and local
governments.

Thechamnges which we are interested in here are, of course, those in
the rates for new borrowing, sifice it is only hereafter issued securities
which would be affected by the proposal under consideration, and, in
any event, the interest cost to a borrower is not affected by fluctuations
in_ the prices of its securities subsequent to their original issuance,
Most of my discussion, however, will necessarily be based upon the
yields of securities now outstanding, as much of our general reasoning
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may be expressed more conveniently in terms of such securities, and
asit is only with respect to already outstanding securities that we
have more than very occasional quotations upon which to base in-
ferences. There is no difficulty in this procedure, however, as the
rate at which any borrower may issue new obligations is, in general,
best inferred from the yield on its obligations already outstanding.

There are two general avenues of approach to the question of the
amount of the yield differential, if any, which public securities now
enjoy because of the various t es of tax exemption which they possess.
First, we may reason about r1is differential, and second, we may look
at it as it actually exists in the market place or perhaps the cornfield.

Each of these approaches is necessary to get a complete picture and
1 propose to use them both, but first I should like to anticipate a

question which probably comes into your minds-that is, why we
should reason about the differential at all if we can actually measure
it in the market place. The answer is that the proper method of
measuring it is exceedingly complex and subject to a wide margin of
error, and comparisons made without a proper background are more
confusing than helpful. I should like to illustrate this by a concrete
example taken from the testimony offered by one of the opposition
witnesses.

Mr. W. E. Kershner, secretary of the Ohio State Teachers' Retire-
ment System, testifying against the proposal before this committee,
purported to demonstrate by facts and figures that certain Ohio bonds,
the income on which is subject to a 5 percent tax, sell at a yield differ-
ential of over three times the amount of the tax saving as compared
with tax-free bonds. He concluded this part of his testimony with
the somewhat ironical statement that '0Obio would be better off
financially if these bonds were not taxed at all, but perhaps the feeling
of the people that the bondholders are obliged to pay taxes on bonds
may be an adequate compensation." The point of this conclusion,
as it applies to the proposal under consideration by your committee,
is pretty obvious, but let us look into the method by which it was
obtained.

Mr. Kershner says, "In the examples I shall give there is no guess-
work. These are actual quotations and all during the last 3 months
of 1938." One of his comparisons Is as follows: "Cincinnati tax-free
3Xpercent bonds, due in 1965, were offered at 1.50 percent, while
Cincinnati taxable 5-percent bonds, due in 1965, were offered at 2.35
percent--a spread of 0.85 percent."

What are the facts about this comparison? In the first place, the
quotations do not purport to be as of the same date. They may be
as much as 3 months apart and the Bond Buyer's index of the yields
of the bonds of 11 first-grade cities changed by a net amount of
twenty-one one-hundredths of 1 percent between October 1, 1938, and
January 1, 1030.

Much more important, the tax-free 3's are callable, perhaps as
early as 1042 and certainly as early as 1046, depending upon which of
several possible issues Mr. Kershner may have had in mind. The
taxable 5's, on the other hand, are not callable prior to their final
maturity in 1065. The prices corresponding to the yields quoted by
Mr. Kershner are from about 107 to about 113 for the tax-free 83's,
depending upon earliest call date, and about 152 for the taxable 5's.

I, by chance, the tax-free bonds should not be called and should
run to their final maturity in 1065 they would give the relatively
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high yield of from about 2.85 percent to about 3.10 percent, or at
least fifty one-hundredths of 1 percent more than that on the taxable
bonds. The yield on the taxable 5's, on the other hand, is prevented
from declining further than it has by the somewhat astronomic pre-
mium of about 52 points.

The answer is, of course, that the example proves absolutely noth-
ing about the yield differential between different issues of Ohio bonds
due to the taxation of some of them but not of others by a State income
tax, or about anything else. Mr. Kershner's other examples are sub.
ject to like criticism-which, if the committee wishes, I should be glad
place in the record-but on the basis of them, he concludes that "it
is conservative to say that the spread is 0.75 percent."

I believe that it should be noted here in passing that Mr. Kershner
appeared against the interests of his constituents rather than for them,
as it is certainly the Interest of the teachers who are members of the
Ohio State Teachers' Retirement System that they should receive the
full standard rate of interest on the funds invested on their behalf
rather than a rate artificially depressed by exemption from a tax to
which the fund would not be subject in any event.

Professor Lutz refers to Mr. Kershner's results in his report, and Mr.
Tremalne devotes a little over a page of his seven-page statement to
this alleged Ohio differential, stating that it sometimes is as high as
five times the amount of the tax. Mr. Tremaine gives no examples
but It seems a not unreasonable inference, in view of the integrated
character of the testimony of the opposition, that his conclusions are
based upon Mr. Kershner's examples or others like them.

Would the committee like to have the other examples?
The CHAIRMAN. They will be received and copied'in the record.
(The examples referred to by Mr. Murphy ill be found at the

conclusion of his statement.)
Mr. MURPHY. Since this testimony was given, I have talked to a

bond dealer in Cleveland thoroughly conversant with the Ohio
municipal market, who estimated that there is no differential at all
between the yield of the taxable and tax-free bonds under considera-
tion for maturities under 5 years and that for maturities over 10 years
the differential amounts to about twenty-five one-hundredths of 1
percent.

This is about what we should expect from reasoning about the
matter, and here, as in many other cases, a careful consideration of
what might reasonably be expected to happen gives a result more
accurate in fact than what purports to be a spot comparison. This
leads us back to the subject of the general principles underlying the
determination of the differential, if any in market yield, between
taxable and tax-free bonds, a subject which I believe that we may now
approach more patiently, while the pitfalls of the method of random
comparison are so clearly before our eyes.

I believe that at the point the statement should be inserted in the
record that the Treasury does not deny that differentials exist with
respect to most of these bonds, but does certify that with respect to
a large amount'of very short-term securities there is in fact no
differential.

The broad outlines of the method by which the market sets, or
sometimes fails to set, a differential between the yields of taxable
and tax-free bonds may be stated fairly simply. In all of my discus-
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sion I shall ignore the problem of intergovernmental relationships and
shall assume that all levels of government are interested in the com-
mon welfare of all on a consolidated balance sheet basis.

Senator AUSTIN. Excuse me just a moment. I would like to ask,
will you admit there are different levels of interest in this matter,
that is as between the Federal, State, and municipal governments;
when you assume in your discussion to ignore the problem of inter-
governmental relationships, aren't you getting out of joint with the
factual conditions?

Mr. MURPHY. No; I am merely calling your attention to the facts.
I am merely discussing all the contingencies of the case, for, I am a
technician. I know that there are different levels involved and
different governments stand to lose considerably more than they gain
by this proposal, and would be the last one to deny it. The
only thing I can impress in the particular discussion is that I am
abstracting from that. As to the other aspects of the problem, we
have another witness who will discuss the intergovernmental relation-
Shenator AusTiN. You are assuming the Federal income?

Mr. MURPHY. Yes, sir.
Senator AuSTIN. And you are taking the initial situation?
Mr. MURPHY. I am endeavoring to give an anlysis-
Senator AusTIN. I do not think you understand my question. I

am not talking about your interest. I have no doubt you deal with
the matter scientifically. I am sure you do that. But, are you not
basing your claim on Federal bonds, FederaJ securities, rather than
taking a composite of all these different issues??

Mr. MURPHY. No, sir; what we are endeavoring to do is to take a
composite. It is our contention that if we consolidated the accounts

*of all of the different levels of government, there would be a sub-
stantial gain from a fiscal standpoint, that is, revenue would be sub-
stantially increased. It does not follow that each of those levels
would gain in revenue.

Senator AusTIN. Very well, I understand what you are doing. It
was not clear to me.

Mr. MURPHY. What we are doing is endeavoring to look at the
problem as a whole. We know that various levels will be able to
adjust their differences, and if all of these levels as a whole stand to
gain, the thing to do is to go ahead with the proposition and distribute
the net benefits between the various levels of government in whatever
way the policy forming officers may see fit. I am only discussing it on
the basri of the technical level.

If all income, except that from tax-free bonds, were subject to
taxation and to taxation at the same rate, and if the expectation of
the market was that the tax would continue at the same rate, or in
any event was as likely to move one way as the other, then the yield
on tax-exempt bonds would be less than that upon taxable bonds by
the amount of the tax saving. Under such circumstances, the
issuance of tax-exempt bonds might perhaps be a good thing, since
by the use of them the Government could, in effect, collect its taxes
at the source with less expense of collection and less loss of revenue
than it would incur by paying the money out and then taxing it back
again.
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I use the word "perhaps" advisedly in saying that the issuance of
tax-exempt bonds might be a good thing under such circumstances.
The differential in yield between taxable and tax-free bonds which
would exist under such conditions would, of course, reflect the expecta-
tion of the market with respect to future tax rates rather than the tax
rate actually existing. If it were the preponderant expectation of
the market either that taxes were going to go up or that they were
going to go down, the actual differential might be more or less than
enough to offset exactly the existing tax. By the issuance of tax-
exempt bonds, however, even under such otherwise ideal conditions,
the Government would tie its hands with respect to future changes in
the tax rate on that portion of the income of the economy represented
by interest on tax-exempt securities.

If taxes went up, the holders of tax-free bonds would continue to
be charged in effect a tax of merely the guessed-at future rate at the
time their bonds were issued; while if taxes went down, they would
have to continue to bear this rate, even though it might be consider-
ably more than that paid by other segments of income. The G0r.
eminent, in other words, by issuing tax-exempt bonds, even undr
such conditions would impair Its flexibility with respect to future tat
policy and this impairment might be considered of more importance
than the revenue collection costs which it avoided.

The conditions which I have just'outlined are the most favorable
ssible for the issuance of tax-exempt securities. The tax-exempt

hio bonds to which I have already referred seem to approximate
these conditions. There are very few of these bonds outstanding--
only the residue of bonds issued prior to 1013 and not yet retired.
The whole outstanding amount of these bonds appears to be less than
the demand for them on the part of the people subject to the Ohio
level-that is, nongraduated-5-percent tax on income from intangi.
ble property. The amount of yield differential necessary to offset
this tax on a bond with a 4-percent coupon-the tax is levied on the
coupon and not on the yield-is twenty one-hundredths of 1 percent
and there appears to be a preponderant expectation that the tax is
more likely to be raised than lowered. The actual market differential
of about twenty-five one-hundredths of 1. percent which I have cited
with respect to long-term tax-free Ohio municipals as compared with
corresponding taxable issues is therefore in line with logical expecta-
tion and so reinforces the credence which we would feel justified in
giving to a purported market observation of about this amount.

The general conditions of the issuance of tax-exempt securities in
the United States today are quite different. The Federal income tax,
which is the most important tAx from which the interest on these
securities is exempt, is levied at rates varying all the way from 4 to
79 percent for individuals, and from 12X to 19 percent for corporations.
If so few bonds were outstanding that they could all be absorbed by
persons in the highest tax bracket there would be a differential in
yield between taxable and tax-free bonds corresponding to the tax in
this bracket, and the Government would stiffer no loss, as in the pre-
ceding example. In practice, however, the amount of tax-exempt
bonds now outstanding is so large that tax-exempt securities are held
by investors in all taxbrackets and by many paying no tax at all.

What should we logically expect to happen under such circum-
stances? As Professor Lutz does not seem to be pleased by the per-
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fectly orthodox analysis of this point, which I made in a recent paper,
I think it might be better for me here to quote an analysis of exactly
the same purport, but in stronger language, made by Professor Rai g,
of Columbia University, in an article written 15 years ago in the
North American Review, April 1923. The rates of tax which he
quotes are those of the Revenue Act of 1921 but fortunately the
principles of good reasoning do not change much with the years.

So long as tax-exempt bonds are restricted to an amount which can be readily
asored by the heaviest taxpayer--those in the highest surtax group--the
Government can expect to receive a full return for the exemption granted for
the market value of the bonds (or, what amounts to the same thing, the rate ofinterest) will be established by the demand of those to'whom the exemption is
most precious. Just so soon, however, as the number of such bonds exceeds the
demands of this group of very rich men and it becomes necessary to dispose of
them to taxpayers in the next lower class, the market value of the bond begins to
drop. For such a bond cannot be sold to a $150,000 man who saves only $19.95by purchasing it, at as high a price as can profitably be paid by a $200,000 man
who saves $20.30. Tile lower market-standing of the bond, now fixed on the basis
of its value to the $150,000 man, Is a value which extends to the entire issue, so
that the $200,000 man may now buy his bond at a price lower than Its full worth
to him. In other words through this process by which the market value of the
bond declines, the $200 W00 man reduces his true, effective tax rate to the level
of the $150,000 man. he law says that he shall pay a 58 percent income tax on
his income in excess of $200,000. "By buying a tax-exempt bond at a price fixed
by the value of the oxcemption to the man in the $150,000 class, he reduces that
58 percent to 57 percent. The tax-exempt bond is then a device which has the
peculiar quality ascribed to the Scotch hen of the old nursery rhyme.

Bobby Shaftoe has a hen,
Cockle button cockly ben,
She lays eggs for nutlemen,
But none for Bobby Shaftoei"

If Congress was really in earnest when it said that equality of tax burdens
demanded 58 percent of every dollar of income received by an individual above
$200,000 then, in authorizing the issuance of tax-exempt bonds in such num'
bears thai their market price is determined by relatively small taxpayers, it has
destroyed that equality. Consciously or unconsciously, by Its own act it has
created a device whereby that dollar is actually burdened le than the 58 per-
cent which justice and equality presumably demand.

Professor Haig's reasoning is perfectly clear and is the standard
reasoning on this subject. Its only diffibidlty is that it seems to prove
too much, for in view of the large amount of tax-exempt securities
now outstanding and outstanding at the time that .Professor Haig
wrote, and in view of the large amount of such securities held at both
dates by investors not subject to income tax, it is bard to explain
why there should be any differential at all betw en the yields of tax-
able and tax-free securities. Yet direct observation shows that there
is some differential now, and was some at the time when Professor
Haig wrote.

The only new contribution to the subject that my papor, which
Professor Lutz has criticized so severely, purported to make was an
explanation of why we should logically expect to find some differential
in the market between the yields of taxable and tax-exempt securities
despite the standard reasoning along the lines which I have quoted
from Professor Haig, for it is the existence of a differential at all under
present conditions which logically requires explanation and not its
small amount. This point, of course, Professor Lutz completely
missed.

I do not believe that I need go at aly long th into the explanation
of this point because it is very technical andbecause the existence of
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a differential is conceded by the opposition witnesses, although I
should be glad to give a full explanation of it if the committee desires,
The essence of the point Is that public securities, quite irrespective
of their tax-exemption privileges are the only type of securities which
satisfy the demands of many classes of investors. These investors
must buy them whether or not, and pay the going rate. Their de-
mand is not sufficient to absorb the whole quantity, however, and a
portion of the outstanding supply must be sold to other classes of
investors who are not Varticu arly enthusiastic Vurchasers of the
securities as such but desire the tax-exemption privilege, and it is the
demand of these investors which sets the differential which actually
exists in the market. The demand of the first class of investors--
the demand which is irrespective of the tax-exemption privilege-
is greater than the whole outstanding supply of short-term public
securities so that the differential only appears in practice in the market
on the longer-term securities.

So much for the approach to the problem of the differential through
reasoning about it. I shall now turn my attention to actual yield
comparisons.

There are two general types of such comparison possible. First,
we may compare the yield differentials now existing between taxable
and tax-free securities with those existing at earlier dates before the
taxes to which the taxable securities are now subject were levied, or
when they were levied at lower rates. Second, we may compare the
present fields of taxable and tax-free securities as nearly alike in all
other respects as may be possible.

I shall take up first the historical type of comparison. It happens
that while it doesn't tell us much about the differentials which actually
exist in the market today because of the tax-exemption privilege, it
does shed worlds of light upon a number of things which are not so,
but which are alleged to be.

Professor Lutz says on page 107 of his report on the Fiscal and
Economic Aspects of the Taxation of Public Securities:

* * * The fact that the price and yield spread between public and private
bonds could, and at times did, virtually disappear before the beginning of vigorous
income tax administration would indicate that the elements of security and market-
ability, which were supposed to make the public debt issues a superior investment,
were not at all times sufficiently important to be a decisive factor in the market
valuations.

The relative unimportance of the nontax factors prior to the income tax is shown
In the comparison of bond yields given in table I (which is here inserted in
Professor Lutz's text).

From this comparison it appears that prior to the introduction of the Federar
Income tax the difference between the general market estimate of the investment
value of the first-grade railroad bonds and the first-grade municipal bonds was
negligible. In fact, it disappeared entirely in 1912. By 1922, however, a definite
differential had emerged. The growing financial difficulty of the railroads would
invalidate any further use of railroad bonds as reliable index of the relative invest-
ment value of taxable and exempt debt issues but it is significant that in the years.
when there was general confidence in the ability of the railroads to support their-
debt, and when there waa no complication in the form of comparative taxation,
the investment rating of good public and good private issues was so close together.

The yield spread or differential between public and private securities has been
more persistent, however, since the development of progressive income taxation.
The concurrent circulation in the same market of securities that are taxable and
of other securities that are exempt would tend to create an investment preference
for the latter. It is true that the private securities which are taxable and the
public securities which are exempt are not alike in other respects. If it hadalways been true that these differences, which have always existed, had always
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-accounted for a definite differential in favor of the public debt issues, then it
would be more difficult to establish that the differential which has become so
-marked under the income tax is attributable in any material degree to the effect
-of the tax.
Professor Lutz's observations would be very significant if the figures
upon which they are based were correct. Unfortunately, they are not.

TADLE 1.-Comparison of the differential in yield between hig -qrade corporate and
municipal bonds and the mai'mum rate of the Federal individual income tax,1900-88

IPereent--annual averages for yields)

igh-grsde Munipal Dffern- FederalYear er rl
bns t bonds 00 individual

i ncome tax

1'0 ...................................................... 4.05 3.12 0.93.
1901 ...................................................... 3.90 a.18 .77......
1002 ...................................................... 3.8 3.20 .6 .........

...................................................... 4.07 3.38 .9 ............lw.....*...-........................................... 8: .4o"1......
i ,,...,.......,,.,......,......... 39 8.40 :4 ......

190' ...................................................... 4.27 8.86 .41 ...........
1908 ....................... I............................... 4.22 3.93 .29 ...........190 ................................................... .30 37 .....
100 ................................. ................ 4.1 3. 41
1011 ...................................................... 4.17 3.93 .19 ............
1901 ...................................................... 4.21 4.02 .19 ...........
1013 ..................................................... 4.4 4.22 .20
114 ...................................................... 4.46 4.12 .34 .
1912 .................................................... 4.24 4.1 .48 7
1916 ...................................................... 4.42 4.01 .5 17
1917 ...................................................... 4.7 4.20 .30 87
1018 ..................................................... & 20 4.80 .70 7
1919 ...................................................... & 29 4 45 7317 .................................................... . 79 4.28 .0 73
1921 ..................................................... 5 &4.0 .70 77
1919 .................................................. 4. 5 4.46 .82 8
12 ..................................................... 4.0 4.98 .73 73
1924 .................................................... 4.8 1100 .48 4
I2 ...................................................... 4.87 4.0 .8 25
123 ...................................................... 4.91 4.08 .43 25
192 ..................................................... 4.31 3,08 .68 2
192 ..................................................... 4.8 4.05 .58 25
12 ..................................................... 4.60 4.27 .83 24
19 ................................................ 14.3 4.07 .- 25
1931 .............................................. . 4.38 4.01 .67 25
1932 .............................................. 4 .80 4.65 .36 4
Im, ...................................................... 4.49 4.71 -.2261930 .................................................... 4.05 4.07 - 25

19m ......31 .............................................. . 4.01 , 25
1932 ........................................ 5.0 4.85 .18 73

1937 ......................................... 32 8.10 .18 79
1938 ..................................................... 3,10 2.91 .28 79

1 Yields from 1900 through 1929 are those reported by Standard Statistics Co. for IA high. -rd railroad
bonds. YieIds from 1930 through 1938 are those reported by Moody's Investors Ber-viM For high.grade
car to Aat) bonds.OrYeldsar as reported by Standaru Statistics Co.

IStandard Statistics Co. Index of yields of high-grade railroad bonds was 4.30 percent for 1930, and the
.differeotial based upon this Index, 0.32 percent.

ounca: Treasury Department, Division of Research and Statistics.

Table I compares the yield differential for corporate and municipal
bonds from 1000 to the present time with the maximum rates of the
Federalincome tax during the years since this tax has, been levied. ,

The municipal-bond index used during the entire period is that Of
the Standard Statistics Co. The coporation bond series used for
the period 1000-29 inclusive, is the Standard Statistics Co.'s index
of the yields of 15 high-grade railroad bonds, and from 1930 to date
Moody's average of Aaa corporation bonds. The change is neces-
sary because of the difficulties in railroad credit in recent years to
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which Professor Lutz referred in the passage which I have just
quoted, and does not materially affect tho comparability of the series
over the period. The use of any of the regularly published indexes
would give results similar in kind to those shown in the appended
table; fliat is table I.

Wlat does the table show? Perhaps the most striking thing it
shows is that the greatest differential in favor of municipal bond
yields as against corporation bond yields occurred in 1000, long before
the Federal income tax appeared to be a reasonable probability. In
1033, however, when the Federal individual income tax was being
levied at a maximum rate of 03 percent and was considered more
likely to advance further than to decline, municipal bonds were ac-
tually yielding more than corporation bonds. The actual figures
are: Ai excess of ninety-three one hundredths of 1 percent of cor-
poration bond yields over municipal bond yields in 1900, and an
excess of twenty-two one hundredths of 1 percent of municipal bond
yields over corporate bond yields in 1933-a net movement of 1.16
percent against the municipal bonds during the period when the tax
situation changed from the remote possibility that there might be a
Federal income tax some day, if the Constitution should ever be
amended to permit it, to a time when such a tax was being levied at
rates running as high as 03 percent.

This is exactly the opposite of what Professor Lutz says. Let me
quote him again:
* * * prfor to the introduction of the Federal income tax the difference
between the general market estimate of the investment value of the first-grade
railroad bonds and the first-grade municipal bonds was negligible * * *
The yield spread or differential between public and private securities has been
more persistent, however, since the development of progressive taxation. * * *

These two conclusions, both purporting to be based upon facts,
appear th differ widely. What is the reason? Professor Lutz cites
figures only for the years 1902, 1912, and 1922. Let us examine the
figures for 1902.

Professor Lutz cites the Bond Buyer's Index of the yields of 20
municipals for that year as 3.18 percent, while the Standard Sta-
tistics Co.'s index, cited in table 1, is 3.20 percent, a difference of
only two one-hundredths of 1 percent. The difficulty, therefore,
cannot be on the municipal side of the comparison, so it will be
necessary to look into the corporate side,

The Standard Statistics Co.'s index of the yields of 15 high-grade
railroad bonds cited in table I is 3.86 percent. Professor Lutz cites
two figures, one for "all railroad bonds" and one for "first-grade
railroad bonds." He does not cite the source of the figures other
than to say that the data are supplied by the Bond Buyer, the leading
trade journal in the municipal bond field.

The figure for all railroad bonds cited by Professor Lutz is 3.75
per nt, or eleven one-hundredths of 1 percent less than the yield
on the Standard Statistics Co.'s index of high-grade railroad bonds.
A low yield, you will remember, Indicates high quality, and if we
are to accept Professor Lutz's figures, we are asked to believe that the
Standard Statistics Co.'s index of high.grade railroad bonds was so
ill-selected that the bonds included in it turned out to be of consider-
ably less than average quality, and so yielded eleven one-hundredths
of 1 percent more than the average of all railroad bonds. I
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Even if we should use the average of 3.75 percent for "all" railroad

bonds, however, as our Index of corporation bond yields in 1002, the
point which I have just made would stand and Professor Lutz's point
would fall, since there would still be a difterential of about sixty one-
hundredths of 1 percent in favor of the municipal bonds, over 10 years
before the income tax. In order to make Professor Lutz's point, It is
necessary to use the figure of 3.25 percent which he cites for "first-
rade" railroad bonds. This yield, however is less than that on all
ut one of the 15 bonds included in the Standard Statistics Co.'s index

fo that year, the yield of that one bond being 3.24 percent. I leave
to your judgment which set of data you are prepared to accept.
Senator AUSTIN. Excuse me just a moment, have you stated in

in your testimony anywhere the comparable figure given-by the 6tand-
ard Statistics Co., that is the percent of al railroad bonds for the
year 1902?

Mr. MunpIty. I know of no such figure.
Senator AUSTIN. Then you are not making a true comparison?
Mr. MUnPHy. Yes; I say this: Standard Statistics has picked out

15 railroad bonds which are the pick of the flock. Professor Lutz cites
a figure which purports to be the yield of all railroad bonds, but does
not give the source. I know of no published figures on the yields of
all railroad bonds.

Senator AUSTIN. Therefore, you are making a comparison on all
railroad bonds as compared with the Standard Statistics reports on
15 railroads?

Mr. MURPHY. Yes, sir.
Senator AUsTIN. So long as we know what theory you have in

mind then we know what weight to give the comparisons, and then
we will give such weight as we see fit.

Mr. MfURPHY. I was just saying that if we should accept this 3.75
percent yield for all railroad bonds, Professor Lutz's point would
fall, since there was a differential of about sixty one-hundredths of
1 percent in favor of municipal bonds in 1002, long before the income
tax had been thought of. You will remember the figure for municipal
bonds was 3.18 percent.

This concludes what I have to say concerning the historical method
of determining the amount of the differential between corporate and
municipal bond yieids properly attributable to tax exemption. The
results are completely negative as far as telling us anything about the
magnitude of the present differential, if any, but they illustrate vividly
the pitfalls of some of the comparisons which were presented to your
committee last week.

I now turn to the other method of determining the differential-
that of comparisons between different classes of securities in the present
and recent markets. I should like first, however, to comment again
upon Professor Lutz's methodology in determining the yield differen-
tial between State and local, and corporate securities due to the Federal
income tax.

After his historical comparison, Professor Lutz proceeds to evaluate
the present differential upon the basis of three methods of approach.

First, he sent a list of 27 specific State and municipal bond issues
to 13 dealers and 4 insurance companies, and asked their opinions as to
how much the yields on these issues would rise if they were sub ejected
to the Federal income tax. Averaging the opinions of the 13 dealers
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on the 27 issues, he obtained an estimated differential of sixty-one
one-hundredths of 1 percent and averaging the opinions of the 4 insur-
ance companies, an estimated differential of sixty-eight ono-hundredths
of I percent. It is hard to evaluate those estimates directly as they
are based purely upon opinion and not statistics, and wo naturally have
no idea of the amount of consideration given by the dealers and insur-
ance companies to Professor Lutz's questionnaire. It is interesting to
note, however, that the opinions of the dealers with respect to the
average of all the issues ranged from an estimated differential of thirty
one-hundredths of 1 percent to an estimated differential of 1 percent,
while their opinions with respect to a single issue-State of Pennsyl-
vania 5's, due in 1951-varied fron twenty one-hundredths of 1 percent
to 1.25 percent; that is, the high estimate was over six times the low
one.

Professor Lutz says with respect to this evidence:
While those figures constitute opinion evidence only, they deserve consideration

in view of the source from which they come * * *. Another and more objec-
tive test is supplied by the bond market itself.

In pursuance of this more objective test he presents a series of
tables included in his report as appendixes B and 0. He infers that
these tables, and charts I and II in the text which are based upon
them, prove his point that the actual differential is about sixty one-
hundredths of 1 percent, although he never discusses what they really
do show.

The tables show the yields of Treasury, municipal, and corporation
bonds but do not show the differentials between taxable and nontax-
able bonds-the subject under discussion. These differentials are
easily obtainable, however, by subtraction. When this Is done, it
appears that the tables show that the gross differential fluctuates
widely in amount and occasionally runs in favor of the corporate bonds
rather than of the municipals.

In short, the figures which Professor Lutz presents in connection
with his second method of approach-the actual comparison of bond
yields in the present market-simply do not prove his point. There
is a complete lack of connection, in fact, between the figures and the
point which they are supposed to prove. I do not want to take up
the time of the committee unnecessarily on this matter, and I should
appreciate it if I may present for the record at this point a memoran-
dum discussing more fully Professor Lutz's method of determining the
differential, both for State and local and for Federal securities and
with respect to both State and local and Federal taxation. This
memorandum includes Professor Lutz's own tables with differential
columns added.

Senator AusTin. May I ask if you have taken Professor Lutz's
theory and reformed the calculations he has made?

Mr. MuntHY. His method consists of three steps-
Senator AusTin. No; I am talking about his method; isn't that

the theory to put in the record at this point? This last statement
you have made is a mere claim. There is not any basis of judgment
that I can find in it and, if you are coming up to this connittee and
asking for judgment as between your claim and Professor Lutz's
claim, we would like to have it in full in here, for we do not want to
be misled.
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Mr, Muitpit. These points are covered in the memorandum which

I should like to submit. Professor Lutz has three methods of ap-
proach. The first approach consists of opinions collected from persons
presumably in a position to give them. I have made no comment as
to those opinions other than to point out that they vary widely and,
in order to apply the same method, we also would -have to send out a
questionnaire. Frankly, it does not seem a reasonable method to us
because we are not sure that we would got the unbiased opinions of
those to whom questionnaires might be sent. We call your attention
to the fact that Professor Lutz suggests taking the opinions for what
they are worth, and we are quite Milling to do so.

In Professor Lutz's second method of analysis, he presents tables
showing the yields of high-grade corporation and high-grade municipal
bonds and yet, he does not show the differential between those two
yields.

We have taken Professor Lutz's tables, have added the yield differ-
entials, and are presenting the resultant tables for the record.

Senator AusTIN. Do you -mean to make a comparison of Treasury
bonds, municipal bonds, and State bonds?

Mr. Munpvn. Yes, sir. Our method of treatment of the differen-
tial, with respect to which I will later introduce a memorandum, is the
same as Professor Lutz's method except that we have shown the whole
thing so that you might have an opportunity of seeing the complete
picture and might take your choice as to which is correct.

The CHAIRMAN. That is good.
Mr. Munpny. May we now offer this memorandum?
The CRAIRMAN. It will be received.
(The said memorandum appears at the conclusion of Mr. Murphy'sremarks.)Mr. MURnPHY (continuing). Professor Lutz's third method of ap-

proach to the amount of the differential is to take the average rate of
tax which he estimates would be paid by all holders of State and local
securities, were they taxable, and assume that the yield on these
securities would be increased by the amount of this average tax. I say
he assumes that the yield would be increased by the average amount
of the tax because lie makes no effort to prove it. This assumption
is quite unjustified, however, since an average tax is no man's tax.
The differential is determined by the marginal tax, that is, the tax
upon the person who has found it just worth while to purchase the
bonds, considering the differential in yield below the standard rate
on the one hand, and his own tax on the other. This tax is much
less than the average tax. I need not go into this point, however
because it is In no way connected with the direct observation of
market yields with which we are here concerned and because it is
already so well demonstrated in the quotation from Professor Haig
which I stated earlier.

To summarize Professor Lutz's method of determining the differ-
ential: He first introduces certain opinions which average out at about
sixty one-huindredths of 1 percent despite wide variations between the
individual opinions, Secondly, he introduces, but fails to discuss, cer-
tain tables which, however, do not establish the conclusion which he
desires to reach. Mnhallyi he makes an assumption with respect to the
effect of a progressive income tax upon tax-oxempt bond yields, which
he does not support, and which is not supportable by reasoning. He
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then concludes that the differential is approximately the amount which
the average of the opinions which lie first introduced indicated,
The second and third of his methods of analysis add absolutely nothing
to the first, so that his final conclusion is based entirely upon opinion
and opinion alone. It is upon this statistical basis, as far as alleged
interest losses due to Federal taxation of State and local securities are
concerned, that Professor Lutz's elaborate structure of conclusions is
erected.

I now turn to our own estimate of the amount of the yield differen.
tial between taxable and tax-exempt securities due to the tax-exemp.
tion privilege. In order to avoid taking up any more of the commit-
tea's time than necessary,,I should like to submit for the record at this
point a brief memorandum on the method by which we estimated this
differential and say only a few words aboutlit here.

I submit this memorandum.
The CHAIRMAN. It will be received and copied in the record.
(The said memorandum will be found at the conclusion of Mr.

Murphy's statement.)
Mr. MUnpHY. Briefly, an average of the best grade of municipal

securities-the Bond Buyer's average of the bonds of 11 first-grade
cities-at the first of the year was selling to yield a little less than
one-fourth of 1 percent less than the longest maturity of partially
tax-exempt Treasury bonds. This sets the bottom of the range which
we have allowed for the present market valuation of the tax-exemp-
tion privilege.

High-grade corporation bonds, on the other hand, at the same time
were selling to yield about an even one-half of 1 percent more than the
municipals, and assuming, as appears to be the case, that the munici-
pals are, if anything, superior in quality, one-half of 1 percent may be
taken as the top limit of the range of the market's estimate of the
value of the complete tax-exemption privilege on long-term high-
grade securities.

This is where the one-fourth to one-half of 1 percent comes from.
As we compare securities with shorter maturities, the differential
dwindles away and amounts to little or nothing for securities with
maturities of years or under.

The estimate of the market's valuation of the partial tax-exemption
privilege is based upon a comparison of the yields of partially tax-
exempt Treasury bonds and high-grade corporate bonds. The
Treasury bonds were selling to yield only twenty-eight one-hundredths
of 1 percent less than the corporate bonds, and are superior to them
in a great many ways, so that it does not seem reasonable to assign
more than five one-hundredths to fifteen one-hundredths of 1 percent
as the market valuation of the partial tax-exemption privilege. If
we should take the top figure of this range-that is fifteen one-
hundredths of 1 percent,-the remaining amount of yield differential
left to explain all the-points of superiority of Treasury bonds over
corporate bonds would have been only thirteen one-hundredths of 1
percent as of Januaiy first.

If we should take Professor Lutz's estimate of the value of this
differentials one-half of I percent, we should have to suppose that the
Treasury bonds are not really as good and as safe securities as the
coporate bonds, but sell at 1 somewhat lower yields because their
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partial tax-exemption privilege more than makes up for their poor
quality.

Professor Lutz has stated in appendix H of his report that there is a
discrepancy between the remarks in Mr. Hanes' statement on the
amount of the interest differential and the estimate there presented of
increased interest cost to the Federal Government should the tax-
exemption privilege be eliminated.

This is not the case. Mr. Hanes in his statement naturally did not
go into the details of estimates for various classes of securities, but
stated simply that-
* * * the differential between the yields of completely taxable and wholly tax-
exempt high-grade securities varies from zero, or practically zero, for the shortest
maturities up to about one-fourth to one-half of 1 percent for the longest. The
yield differential in favor of long-term partially tax-exempt securities, that is,
those that are exempt only from normal income tax, as compared with completely
taxable securities of equal quality, is estimated at from five one-hundrodths to
fifteen one-hundredths of 1 parent.

TABLE II.-Risimated ultimate annual increase in interest costs which would restad
from removal of the (ax-eemption privilege from public securities, assuming 1hA
utilmate replacement of tax-exempt public securities outstanding on June 80, 187,
by taxable securities

Low estimate nigh estimate
Prineilml -. .-.-
amount

Securities (millions Rate oi Jnterest. Rate on Interestof principal (mTlts principal cost
dollars) amount I amount (millions

of ofdollars)}(percent) dollars) olls)

State and local securities (including Territories and
insular possessions)................................ 118,113 0.25 40.3 80.685 104.7

United States pro war bonds (except postal savings
bonds) and wholly exempt securities of Federal
instrumentaliies ........................ p1,54 .23 3.9 .60 7.7

Postal savings, United States savings, and adjusted
service bonds and special Issues .................... 2,865 None None None None

United States wholly exempt securities except pre
war, postal savings, and adjusted.service bonds
and secal Issue8 ............ . 12,20 .02 26 .04 5.9

United States partially exempt securities except
United States savings bonds................... 19 .05 10.0 .18 .90.9

Partially exempt securities of Federal instrumeu.
talitles ............................................ 488 .o5 2.3 .15 7.0

"Total-----------------------------58,..... K080 .10 59.1 .2 u14.

, Exclusive of securities held in sinking funds and by the United States, and of one.half of securities held
in Ijbl o trust and investment fans.

PRquivaient to 2o percent of the Interest disbursement adjusted to 1037 borrowing rates.
'Exclusive of Federal Land Bank bonds held by the Federal Farm Mortgage Corporation.
4 kxcluslve of Reconstruction Finance Corporation notes and Home Owners' Loan Corporation bonds

beld by the Treasury,
Treasury Department, Division of Research and Statistics.

Table Ii livess a detailed break-down of the 'manner In which the
estimate of giereased interest cost presented in Mr. Hanes' statement
was obtained. I should like especially to direct the attention ofthe
committee to the extra differential which is allowed in the maimum
figures of this estimate for anyincrease in borrowing cost over one-half
of I percent which may be reurred by communities with i relatively
poor credit'standing, i by c w a r

In the case of State and local securities, we have assumed a rateof:
twenty-five one-hundredths of 1 percent In arriving at the low esti-
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mate of interest cost and of sixty-five one-hundredths of 1 percent-,
five one-hundredths of 1 percent higher than Professor Lutz's figure-
in arriving at the high estimate. These rates are based upon the differ-.
ential due to tax-exemption which we have estimated at one-fourth to
one-half of 1 percent on high-grade securities. For the low estimate,.
we have used the one-fourth of 1 percent rate. For the high estimate,.
we have used the one-half of 1 percent rate, which is equivalent to 20
percent of the average yield of about 2% percent on high-grade munici-
phi securities. Applying this 20 percent to the average cost of about
3.25 percent on new long-term municipal borrowings, produces a
differential on new borrowing of sixty-five one-hundredths of 1 per- ,

cent, which we use in arriving at the high estimate. The effect of this.
procedure is to use the maximum estimate of the differential due to
tax-exemption on high-grade municipal securities, and apply it on a
proportional basis to all municipal securities, including those of lower-quality.

Senator AUSTIN. Let me ask, if we make an additional column on
Mr. Lutz's table which begins on table 101 of his report, if we make an
additional column there which represents the differential by which
the corporation index exceeds the municipal index, then will we
reproduce your table, or have one analogous to it?

Mr. MURPHY. There are several difficulties. In the first place, you
get several different differentials by reference to Professor Lutz's.
tables. The differences arise mainly because of variations in the
quality of the bonds compared. We have derived our estimate of the
maximum differential, on the other hand, by comparing the Bond
Buyer's index of the bonds of 11 first-grade cities and the Treasury's.
index of the yield of 15 high-grade corporation bonds, not including
rails. The method is essentially that of Professor Lutz's reasoning.
Perhaps I make my statement unnecessarily complex.

Senator AUSTIN. No, you do not. You are making an explanation
that is essential.

Mr. MURPHY. In one of Protessor Lutz's tables, he has four series of'
corporation bond yields-industrial Al + bonds, railroad Al + bonds,.
public utility Al+ bonds, and the average of all Al+ corporation
bonds. These series are compared with the average of 15 first-grade
municipal bonds. The differentials between the corporate bonds and
municipal bonds vary widely, depending on which of the four series.
of corporation bonds you use. The only way you can get the differ-
ential due to tax-exemption is to compare bonds that are strictly
high-grade on both sides of the fence. Therefore, the column which
we put on Professor Lutz's table states the differential between public.
utility bonds and his municipal bond column.

Now, our figures which are given in the third of the exhibits we-
have in the record are based upon the same method. That is we have
the best grade of corporation bonds we can get maturing past 1960.
That puts them out at the end of the curve showing the relationship
between the maturities and yields. We compare this index of high-.
grade corporate bonds with the Bond Buyer's index of the bonds of.
i1 first-grade cities and derive a differential in favor of the municipals
of fifty-one one-hundredths of 1 percent as of January 1, 1939. This.
gives us a differential due to, tax-exemption of about one-lalf of 1
percent, if the quality of the bonds compared is about the same..
This provides a maximum differential, for it would be difficult to.
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contend that the best corporates are as good as the best municipals.
All of these things unfortunately involve opinion because we do not
have exactly comparable securities.

Senator AUSTIN. That is just the point, the premises are not identical
and they are not analagous.

Mr. MURPHY, Yes, they are, Senator.
Senator AUSTIN. But they are not identical; the premises are not

identical.
Mr. Muw piy. Professor Lutz does not state his premises with

respect to the difference between municipal and corporation securities..
I cannot say, of course, that his premises are identical.

Senator AUSTIN. We can see that, of course.
Mr. MurPHY. Do you not think that if tax-exemption were not

an issue, the cream of the crop of municipal bonds would not be
considered more generally desirable bonds than the cream of the
corporation bonds. It is my impression that municipal bonds are
at least as good and possibly bettor, in which case there is a differential
of about one-half of 1 percent in yield. That is a question every
man may have his own opinion on.

Senator MILLER. I want to ask you one question. Refer to your
table I, and taking the years beginning with 1932, and the differential
of municipal bonds, those were tax-free bonds?

Mr. MURPHY. Yes sir.
Senator MILLER. OW take the yield on high-grade corporation

bonds, I notice that the differential there was three one-hundredths
percent.

Mr. MunPHY. Three one-hundredths less than nothing, in 1934.
Senator MILLER. Yes, there is minus. How do you account for,

that-what we have been listening to here?
Mr. MURPHY. That differential is what we would call a gross

differential. Now, you ask what it is due to. It is due in part to
the market credit in evaluation, and in part to tax exemption.

Senator MILLER. Instead of going back to 1900 when the differ-
ential was ninety-three hundredths-there was not any differential in.
this year.

Mr. MURPHY. No, sir.
Senator MILLER. It just looks to me like these 11gures give you

nothing, and it looks to me like that one man's guess is just as good
as another.

Mr. MURPHY. You may have something there.
Senator MILLER. I do not mean to disparage the consideration

you have given to this thing, but, I am looking at it from the stand-
point of common sense, if I have got any. Now, commencing with
1938 when we had a maximum income tax levy of 79 percent the
differential is twenty-eight one-hundredths.

Mr. MtURPHY. That is right.
Senator MILLER. I just cannot reconcile some of the other figures

we have had shown up the last week with those figures.
Mr, MURPHY. Sometimes nothing is something. It seems to me,

these tables indicate more clearly than anythng else that these.
differentials are due to things other than tax exemption.

Senator MILLER. That is what I would assume.

1225--89-pt, 3-8
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Mi. MURPHY.' If.theywere due to tax exemption you would expect
them to tie in to what was in the last column, but if you look at it,
it does not work out that way,

Senator MILLEn, These tables would indicate that it is outside
influences or conditions, more than the question of exemptions that
controls the price and interest rate.

Mr. MurpHy. That is what is-proved.
Senator MILLER. Thank you.'
Mr, MUnruy. In conclusion we see no reason to revise our estimate

of $59,000,000 to $155,000,000 as the range of the total increase in
interest cost which would be incurred by. the Federal and by all State
and local governments as a result of the elimination of the tax-exemp-
tion privilege after all the now outstanding debt had been retired and
had been replaced by new taxable securities, This is, of course, in no
way intended as a forecast that such exact replacement will actually
take place.

The maximum estimate of increased interest cost is well below our
minimum estimate of the annual increase in revenue to the Federal
Government alone. However, as Mr Hanes emphasized in his
statement, we consider this relatively unimportant compared with the
more equitable distribution of the tax burden and the other desirable
econontc effects which would be secured by stopping the further
issuance of tax-exempt securities. I

The CHAIRMAM. Thank you, Mr. Murphy, Any further questions
by any member of the committee?

Senator AUsTIN. No. I think we should thank the witness for his
work on' this subject, and for his honest statement, and I appreciate it
very much, although I have asked him many questions. I think he
has helped us a great deal.

The CkIAMMAN. I think Senator Austin expresses the feeling of this
committee and we thank you very much.

(The examples and memorandums referred to by Mr. Murphy are as
follow:)
CoMMRwrS ON THE EXAMPLES USED nY MR. W. E. KERSHNER TO MEASURE THE

DIFFERENCE It YIELD BETWEEN BONDS SUBJECT TO AND BONDS EXEMPT
FROM THE OHIo TAX ON INCOME FROM INTANGIBLE PROPERTY

SIp his statement on FedierM Taxton of StAte and Municipal Bonds, preselted
before the Special Committee of the Senate on Taxation of Governmental Se-
curities and Salaries on February 8, 1939, Mr. Kershner purports to show that
"it is conservative to say that the spread Is 0.75 percent" between the yields of
Ohio bonds that areisubject to, and those that are exempt from, the State tax of
Sperent on Inoome from intangible proper

eTh 0 tatiopi, ,whI he usea were all u!i. the last 8 months of 1938,,,
rtshouldp rtt be rioted t't them are some di ciouties n m marlu the yields'f
two seutitled on different dates inA period when 'the markets moving yapidly
as wu the case with municipal bonds during the last quarter of, 1038. on Onober
1, 1088, the Bond Buyer's Index of yields of the bonds of 11 first-Sade iti0 waS
2, pree~tjby january 1, 1939, it hadqclIinedt 2.88 percent, a chng6 e f 0.21
percent Ths of' course'dPreinte'an average' movementwhereae the'bend-of
any one muniofpalty may havedmdved substantiallythore or les than thi. Itis
clear that by, taking a quottionfor a taxable Ohio purity as of Octobe 1, 1988
and quoqio9 (or a t64-eempt eouriyas of Januay 1, 1q89, a differential of
as-mucnh a.21 perpt 1 pn tlieVPage, CoUld beol6taine a- and thlo'ifferont
would have no ati *hatscv rM' U-0 market's eVilhbti6n 6fthetax-'
exemption feature but- *duld mbhelyret -dee"ng yield 6f municipal
bonds in general., With thi in mind Mr. Kershner's examples may be taken up
one by ohe In the order whih hegives them,
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AKRON

Mr. Kershner says:"Akron tax-free 4-peroent bonds, due In 1942 were offered on a 8-percent basis,
while Akron taxable 4*ppercent bonds, due in 1944, w re offered at 4.40 percent,
and 434-percent bonds, due in 1040, were offered at 4.85.percent."

The tax-exempt Akron 4's of 1942 are water bonds. According to the Bank
and Quotation Record, Akron water bonds (protected by the revenues from
waterworks as well as by their status as general obligations) sell at substantially
lower yields than do the other Akron obligations. This probably explains moait
of the spread between the bonds cited by Mr. Kershner. This belief is substan,
tiated by the differential indicated between taxable water bonds and taxable
genera obligations of Akron. On December 31, 1938 Akron 5-percent taxable
water bonds, running serially from 1939 to 1053, yielaed from 2 percent to 3.80
percent, whereas other taxable Akron bonds ranging from 4Y41 to 64s, and run.
ning from 1939 to as late as 1056, yielded from 4 percent to 4.60 percent.

Mr. Kershner says:
"Cincinnati tax-free 4- bonds, due In 1042, we ered on a 1.25-percent

basis, while Cincinnat able bonds were selling around rcent--a spread of
10.75 percent * *

It s very dificu understand the m of Mr. Kerahne tatement that
"Cincinnati taxa bonds were so n ar n recent " Obv Wsly bond-
particularly sh term bonds V r pa th securities about the
same maturity for Interest a a t ti are very mu lower for
short-term t for lon- m ecu iea. th connection it Is In ting to
note the wi variance Id b ee bonds A different urities,
as shown I he following e stations as of Dec ber 31t
1938.

Date upo which fires ble: cent)

June 1948 --- ------- -------.--.-.-------------. 06
Sept. , 1045 ---- ------------- - ------------------ 1. 62
Sept. , 1950 ---- --- -- ------ --------- ...... 2.28
Mar. 11955 ----- ------ 2 53

Wo have, erefore, a eavorod to c arson o Clncinn taxable
bond of some hat comparable mature" t th x-ex 4's of I but weare not able vaen approxima e~eH ner ' otati . The olot maturi-
ties to 1042 wh we ve l the B .k an u ton Recr re taxable
Cincinnati a 1941 whi . 1. r and ta xa b  Is of 1948
which yielded 1.3 reent on 9ece 38. These ylel may be com-
pared with th e t yeld for taxable b6ds cite by Mr. hlier.

Mr. IKershner c nti
-1* * * Cincinnati roe J4-peroent nds du 96 were offered at

1.50 percent, while Cincinna le -rcent b ue In 145, were offered
at 2.85 percent--a spread of 0.8

The tax-free 8)'s of 1985, however, are callable, perhaps as earl as,1942, and
certainly as early as 1946, depending upon which of several possie issues Mr.
Kershner may have had in mind. The taxable 5's, on the other hand are not
callable prior to their final maturity In 1965. Hence the maturities of the two
securities are not comparable. , .. 1

The prices correseonding to the yields quoted by Mr. Kershner are from about
107 to about 1l for the tax-f 834 's, depending upon ArlIlest o.1 date, and
about 152 for the taxable 5s. 1, by'chnce,'the tax-free bonda shoUld'not be
called and should run to their final maturity In 1965, they would give the relatively
high yield of from, about 2.85 oi*e it to about 8.10 percent, or at least 0.0 per-
cent more than that on the taxable bonds. The yield on the tAUtable 5sbon, the
other hand, s prevented from' declining further than lt has by the somewhat
astrono mi um of about'52 points.

9,81 1 le e a~ t .percent bonds' dii 0 1952, Ware Ofered at 2.15 percent.
;h1t C-leveland. txb A)P4o-pere6nt bends;, due i 19582 wereW 6fferod t 3.19

p~rcent--a bptd bf 0.905 percent."
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Mr. Kershner's Cleveland example is the only one in which there is not apparent
upon the face of the example, as soon as the bonds are identified, adequate reason
based on other causes to account for all or the major portion of the differential
"ribed by him to tax exemption. We have, however made an effort to verify
Mr. Kershner's quotations, as they seem to be greatly at variance with the results
elsewhere. An examination of all of the quotations for October November, and
December 1038, as published in the Bank and Quotation Record of the Commer.
cial and Financial Chronicle, the most comprehensive generally published source
of muniopal-bond quotations, fails to show any Cleveland bonds maturing in
the 1950's yielding less than 3 percent in October and November and 2.80 percent
in December. It is, therefore, not possible to comment further on the Cleveland
example.

COLUMBUS
Mr. Kershner says:
"Coluurbqs tax-free 4-percent bonds, due in 1947, were offered at 2 percent,

while ColuMus taxable 4-percent bonds, due in 1950 and 1957, were offered at
2.75 percent-a spread of 0.75 percent."

The unfairness of comparing the yields of 9-year tax-exempt bonds wi+,h tile
yields of 19-year taxable bonds may be clearly seen by referring to the table op
Treasury-bond yields for various maturities presented in connection with the
discussion of Mr. Kershner's Cincinnati examples. Using exactly the same
method of analysis, Mr. Kcrshner could have taken a long-term tax-exempt bond
and a short-term taxable bond and wound up with exactly the opposite con-
cluson-that is, that taxable bounds sell on a lower yield basis than tax-exempt
bonds.

Furthermore, the tax-free Columbus 4's of 1047 are waterworks bonds, about
which Moody's 1939 Governments has this to say: "It was reported that earnings
from the water system are sufficient to cover interest charges and sinking-fund re-
quirements on waterworks bonds, which in addition are a general obligation of the
city."'

TOLEDO

Mr. Kershner has this to say:
"Toledo tax-free 4-percent bonds, due in 1942 were offered at 2.00 percent,

while Toledo taxable 4 4-prcent bonds, due in 1948, were offered at 2.80 percent,
and those due in 1951 were offered at 3.00 percent and 3.10 percent."

Here again, bonds which are in no way comparable with respect to maturity
have been used. It is interesting to note what a similar comparison between
United States obligations shows. As of December 81, 1938, United States Treas-
ury 3%-percent bonds of June 15, 1943-47, yielded 1.00 percent to earliest call
date and the 3-percent bonds of September 15, 1051-65 yielded 2.33 percent to
earliest call date. This is a differential of 1.27 percent due entirely to the differ-
ence in length of term of the securities. How then, is Mr. Kershner able to find
that the market places any value at all upon the Ohio tax-exemption privilege
when his differential of only 1.10 percent seems scarcely adequate to account for
the differences in maturity?

COMMENTS ON THE ESTIMATES PRESENTED BY PROFESSOR LUTZ REGARDING THE
ADDITIONAL INTEREST COST WHICH WOULD RESULT FROM THE REMOVAL OF
TAX EXEMPTION FROM FUTURE ISSUES OF PUBLIC SECURITIES

I. INCREASE IN INTEREST COST WHICH WOULD RESULT FROM THE IMPOSITION OF'
FEDERAL INCOME TAXES ON INCOME FROM STATE AND LOCAL SECURITIES

Professor Luts first takes up the matter of increased interest cost on long-term
State and local securities. For this purpose, he makes several approaches to.
estimate the interest differential resulting from tax exemption.

. First, he presents the results of a questionnaire he submitted to 13 dealers and
to 4 insurance companies requesting their opinions of the probable increase in-
interest cost Which would result If tax ekemption were removed on 27 specified
State and local bonds. The variations in the replies which he received serve to
indicate how tenuous the measurement of the differential actually is, Thus, the
range of the dealers' estimates of the average differential on the group of issues:
was from slightly less than thirty one-hundredths of 1 percent to a full t percent,
with the average at sixty-one one-hundredths of 1 percent. The estimates of the,
insurance companies ranged from just below forty-six one-hundredths of I percent
to almost eighty-six one-hundredths of 1 percent, the average being sixty-eight.
one-hundredths of 1 percent.



TAXATION OF OOVIORINMINT SECURITIl 8 AND RALARIiCS 637
With respect to these estimates Professor Lutz says that they "constitute

-opinion evidence only" and that "they may be criticized as Inconclusive, not-
withstanding the peculiar qualifications which may be possessed by those who
rea p nded to the questionnaire."1 He then says that "another and more objective
test Is supplied by the bond market Itself," and he Introduces certain series of
yiel-ds on mnicipal bonds and high-grade corporate bonds. Unfortunately,
neither his tables nor his charts presentthe amount of the differential existing in
favor of municipal bonds, but that may be explained by the fact that this differ-
ential is never really used. That is, after saying that the market provides a
"more objective test," Professor Lutz never actually mentions the differential as
indicated by the market. This is Interesting, because the figures in his tables
show, ulte conclusively that the differential fluctuates far too violently to reflect
the value of the tax-exemption privilege alone. These fluctuations are due almost
entirely to changes in the credit ratings assigned by the market to the State and
local bonds as compared with the corporate bonds. The implication, however, Is
that the tables support the estimate of Professor Lutz that the differential is sixty
one-hundredths of 1 percent, and that no discussion of the data is called for. An
examination of the differendtals obtained by subtracting the municipal Index
from the corporate index shows how weak this inference really Is.

For example, his comparison of Moddy's Aaa corporate bonds and the Bond
Buyer Index for 11 first-grade cities during the last 11 years shows a yield differ-
ential ranging from nega ive twenty-seven one hundredths of 1 percent In May
1933, to positive one and eleven one-hundredths of I percent In October 1931.
The differential jumps up and down remarkably. From December 1031 to
January 1032, for example, it drops from one and nine one-hundredths of 1 per-
cent to fifty-four one hundredths of 1 percent, or about half. Then from March
to April it more than doubles, going from thirty-seven one-hundredths to seventy.
seven one-hundredths of 1 percent; and Increases almost as much again In May
when the differential becomes one and six one-hundredths of 1 percent. Again,
from October to November 1034, the differential almost doubles; while from
September to October 1035, it decreases by almost half. 1n 4 months of the
period the differential was negative-that is, corporate bonds sold on a lower
yield basis than municipal bonds.

It Is interesting to compare the size of the differential before and after the
passage of the Revenue Act of 1032, which Increased the maximum individual
Income tax rate from 25 to 03 percent. It might be expected that the differential
would show an increase as a result of this Increase in tax rate. 'In the year 1931
the differential had averaged about seventy one hundredths of 1 percent, but in
the year 1933 It averaged only twenty one-hundredths of I percent. There i
certainly no indication here that the higher rates of the Revenue Act of 1032
influenced the differential; but the indication Is rather that changes in credit
ratings overshadow the tax exemption in Importance.

In the other table of market data which'' Professor Lutz introduces, we find
.a very interesting comparison of the yields on 15 first-grade municipal bonds
and lfigh-grade public-utility (A I+) bonds as computed by Standard Statistics
,Co. Comparing these two series for the first 8 months of 1038, which Is as far
as the figures are given, we find that the municipal bonds average three one-
hundredths of 1 percent higher In yield than the public-utility bonds. In other
words, the differential was negative three one-huntredths of 1 percent. Professor
Lutz also presents the Standard Statistics series on A 1+ industrial bonds, on
A 1+ railroad bonds and an average of all A 1-+ corporation bonds, but the
public utility bond series has been cited here because such bonds are higher
grade than the other private securities.

There are attached hereto copies of the two tables on yields presented by
Professor Lutz, to which have been added the differentials between municipal
and corporate bonds,

After this interlude on market data, Professor Lutz says all of
the above estimates represent the opinions of the various groups as to just hoW
much shifting can be accomplished. A measure of this aIting can be sought
In the tax rates themselves." He then refers to the fact that his estimated
show that 35 percent is "approximately the average or effective tax rate Which
would have been levied on all State interest deemed * * * to have been
received In 1037 by Individuals with net Incomes of $5 000"0d over." In otherwords, in estimating the revenue which would be derived from ter ovalof
tax exemption from State and local governmental securities, Professor Lute say
that Individuals with Incomes of $5,000 and over would pay an average tate of
about 35 percent. This rate of 35 percent, however, sems to have been in,
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correctly computed, for Professor Lutz, in connection with his revenue estimates
says: "Then the tax to be collected on the $337,400,000 of State and local interest
imputed to individuals with net income of $5,000 and over would be $77,055,000."
This Is an average rate of 23 percent, not 35 percent.

In any event Professor Lutz says that 85 percent of the average municipal
bond yiold of 2.0 percent would be ninety-one one-hundredths of I percent, whceh
would be the amount of the tax which Individuals would attempt to shift by de-
manding higher interest rates. Similarly, with the corporation income tax at
164 percent, he finds that corporations would endeavor to shift a tax of about
forty-one one-hundredths of I percent. Then he says: "An average of those
extremes would be 60 points, which almost coincides with the average of the
insurance company estimates of the effect of the Federal tax."

It should be noted that this estimate of a differential of 00 points is not an
attempted measurement of what the market now accords to the privilege of tax
exemption, but is an estimate of the tax which would be paid if State and local
securities were not tax exempt. The two concepts are quite different, for it is
entirely possible for the tax-exemption privilege to be valued at zero In the market,
for the reason that those purchasers who derive no benefit from tax exemption
would logically refuse to pay a higher price because of the tax-exemption privilege,
while investors who did derive some benefit from tax exemption would then be

saying no extra price because of the tax exemption. Consequently, the revenue
loss mght be large while the interest saving to governments would be nil. It is
obvious, therefore, that this method can throw absolutely no light on the additional
interest cost to State and local governments which would result from the subjection
to the Federal income tax of interest from State and local securities.

On the basis of these various data, Professor Lutz suggests that "a fair measure
of the differepte in interest cost for the States and their subdivisions, after the
subjection of the interest on their bonds to Federal income taxation, would be
an increase of 60 points In the interest rate." He then applies sixty one-hun-
dredths of 1 percent to the long-term debt of State and local governments to
ob-ain an estimated increase of interest cost of $111,000,000.

The accuracy of this estimate depends entirely on whether the sixty one-
hundredths of 1 percent differeritil. Professor Lutz uses is reasonable. Certainly
he has not demonstrated that it is; and his explanation of the derivation of the
differential is quite unsatisf Ing.

On the short-term debt ov State and local governments, Professor Lutz guesses
that the interest rate would be boosted twenty one-hundredths of 1 percent If
tax exemption were removed. Applied to the $890 500,000 of such debt out-
standing In 1937, an estimate of $1,800,000 of added interest cost Is provided.

It. INCREASE IN INTEREST COST WHICH WOULD RESULT FROM THE IMPOSITION OF
STATE INCOME TAXES ON INCOME FROM FEDERAL SECURITIES

Turning now to the estimated increase in interest cost on the securities of the
United States Government and Its instrumentalities, which would result from
the subjection of interest on such securities to State income taxes, we find Pro-
fessor Lutz doing some interesting reasoning. He cites no statistics as to the
market valuation of the present exemption, and relies entirely on deductive
reasoning in making the estimate of the increased interest cost. His reasoning In
this connection is Interesting because if he had applied It to the present situation,
Professor Luts would have found that no differential in favor of Federal securities
can exist today as a result of the exemption of interest thereon from State income
taxes.

The reasoning in point can be summarized in one sentence. Professor Lutz
says that if Federal bond interest were subjected to State income taxes, the price
of Federal bonds would tend to be set by the purchasers in States levying Income
txes, rather than by the purchasers in nonincome tax States. This i logical, for
there can only be one price and It cannot be higher than those purchasers are
Willing to pay who st8nd to receive the least net return after allowing for taxes.

The application of this reasoning to the present situation is somewhat complex
but It proves conclusively that no yield differential can now exist with respect to.
Federal securities because the interest thereon i exempt from State income taxes.
At present, those purchaqrs who live in States levng income taxes on other income
receive a greater benefit from interest on Federal securities than persons in.
$tates not qVying any income taxes. The monetary returns the same in both
cases, but the purchaser In an income-tax State at present derives a special benefit
because if h ,nVested In private security, he would be taxed on hisrinteret
incore, but his Fedetal bond interest is exempt from the State income tax. On'
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the other hand, the investor in a State which levies no income tax receives no State
tax advantage on Federal bond interest as compared with interest from private
securities. Hence, the purchasers in nonincome-tax States now derive the least
benefit tax-wise from the State tax exemption on Federal securities-that is, no
benefit at all-and they accordingly set the price for such securities, the price they
are willing to pay making no allowance for the exemption from State income
taxes.

An Illustration will serve to clarify the reasoning. Assume that only the
Eastern States levy an Income tax and that it consists of a uniform 5-percent rate
on all-income, but that this tax does not apply to any Federal bonds which might
be issued. Suppose that there are no Federal securities outstanding until the
Federal Government issues a small amount of bonds at 4 percent which we shall
suppose to be the standard rate of interest for riskless investments. The tendency
will be for this bond to be purchased almost entirely by persons living in the East.
er States, because It will provide a yield equivalent to a private security with an
interest rate of 4.21 percent. That Is, a private security with an interest rate of
4.21 percent will yield 4 percent after taxes. Investors In the States which do
not levy an income tax, however, will compare the 4-percent yield on the Federal
security with a 4 percent yield on a private security, inasmuch as they do not have
to consider Income taxes. Investors in the Eastern States will compete against
each other for the Federal securit-y, and, since the supply is limited will drive the
price up, and the yield will consequently decrease. The yield wili tend to go to
8.80 percent, the net return after taxes on a 4-percent taxable bond.

Under these conditions, the Federal Government could have issued the bond
originally with a 3.80-percent Interest rate. It should be noted, however, that
the basic interest rate of 4 percent would not have changed-rather, the Federal
Government would be borrowing at a rate lower than the basic rate because of
the exemption of interest from income taxes levied by the States. Moreover the
purchasers would be in the same position as they would have been if the Federal
Interest had been subject to the State income tax, for the tax saving would be ex-
actly offset by the lower interest rate. It should be noted, however, that the
Federal Government would here be gaining at the expense of the States, since the
States would lose the tax revenue, but the Federal Government would save a
corresponding amount in interest.

Now assume that the Federal Government issues a much larger amount of the
same bond, so that investors in the Eastern States are unable to absorb the full
supply and some have to be sold to Investors in the Western States. The latter
investors will be unwilling to accept a yield of less than 4 percent since that is
the yield they can obtain on comparable private securities and the price will
therefore have to be on a 4-percent basis. Inasmuch as there can be only one
price, the holders in the Eastern States will now get the bond at a price which does
not reflect the value of the tax exemption to them.

Under these conditions, the Federal Government will derive no saving, because
interest on its bonds is exempt from the income taxes levied in the Eastern States.
True, the States will continue to lose revenue, but the advantage will inure solely
to the purchasers in the States levying income taxes.

Accordingly, following Professor Lutz's reasoning, there can be no saving in
interest cost at present to the Federal Government, because the interest on Its
securities is exempt from State income taxes for some of its bonds have to be held
by persons in States which levy no Income axes. Consequently, Professor Lutz
would have to conclude that there could be no increase in interest cost to the
Federal Government if interest on its securities were made subject to State income
taxes, and he should reduce his figure of $30,000,000 as the estimate of such cost
to zero.

I11, INCREASE IN INTEREST COST WHICH WOULD RESUI/T FROM THlE IMPOSITION OF
FEDERAL INCOME TAXES ON INCOME FROM FEDERAL SZEURnTIES

Having considered the estimates of the increased interest cost to the States
resulting from Federal taxation of the interest on State and local securities, and
the increased interest cost to the Federal Government resulting from the oub.
Ejection of interest on Federal securities, to State income taxes, there remain for
consideration the qtimates which Professor Lutz made respecting the additional
interest *ost to the Federal Government resulting from the subjectln of the
interest on its securities to Federal income taxes. He makes no attempt to figure
what the market differentials are at the present time because of the exemption
from Federal income taxes. Instead, he estimates the additional interest cost on
the basis of the percentage tax which corporations and individuals would pay on
Federal interest.
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Professor Lutz says that corporations "would need to shift a tax which absorbs
some 16% to 19 percent of the income received, while the whole group of high
net-income individual investors must reckon on shifting a tax which would absorb,
on the average, some 25 percent of the Interest income received." The rate for
individuals, he explains, was determined on the basis of his estimates of the
revenue which would be derived by the Federal Government from these Indi-
-viduals if Federal interest received by them were subject to tax. Applying these
average tax rates to the present long-term yield basis of Federal seourties, that is,
2.40 percent, Professor Lutz finds that the yield basis would be increased by
89.6 points in the case of corporations and by 60 points in the case of individual
Investors. He then takes an average of these two figures to derive an increase
in yield basis of 80 points. Applying this average of fifty one-hundredths of
1 percent to the long-term debt of $28.5 billions, he derives an estimate of 142.6
millions for the increase in interest cost on long-term Federal securities.

It has been pointed out previously that the increased cost due to the taxation
of the Interest on public securities will be determined by the size of the present
-differential due to tax exemption and not by the amount of the tax to the holders
of public securities. This must be so, since the differential can be only one
amount at a given time, and yet the tax saving will vary among investors accord-
Ing to the income-tax rates to which they are subject. The size of the differential
is determined by the investor who derives the least benefit from tax exemption,
for he would not logically pa more for it than it is worth to him. Consequently,
those investors who value the tax-exemption privilege higher than the price at
which it is set are getting something for nothing.

It is clear then, that the idea of estimating the Increased Interest cost on the
basis of the expected tax which investors would try to shift if public securities
,were made taxable is simply not reasonable.

Besides the fundamental error in principle underlying the technique employed,
It also develops that the technique has been impro erly used. In applying his
methodology Professor Lutz has ignored entirely tfe fact that Treasury bonds
and the bonds of most Federal instrumentalities are partially exempt rather than
wholly exempt from Federal income taxes. Our records show that partially
exempt securities were outstanding on June 30, 1937 in the amount of $29.1
billions and that practically all of these securities were long-term,

Partial tax exemption means that interest received by individuals is exempt
,only from the normal tax of 4 percent and not from surtaxes and for the corpor-
ation income tax it means the same thing as full tax exemption. Consequently,
Individuals would not pay an average tax of 25 percent on such interest If it were
taxed, as Professor Lutz asserts, but would pay an additional tax of no more than
4 percent.

On the basis of an average yield of 2.40 percent, a tax of 4 percent would aggre-
gate 9.6 points. Application of Professor Lutz's methodology of averaging the
number of point- representing the tax for corporations and for individuals would
produce an average of 24.6 points or approximately half the figure which Professor
Lutz used. This would provide an estimate of the additional interest cost on
partially exempt Federal securities of about $70,000,000, but even this figure is
too high,

The fact is, as has already been pointed out, that no investor will logically pay
an increased price on a security because of the tax-exemption privilege to an
extent higher than the exemption is actually worth to him. Inasmuch as the
partial tax exemption is worth less to individuals than to corporations, the market
value of the exemption will be determined by individual in-. 4ors. On this basis,
the price should reflect the value of the partial tax-exemption privilege either as
-zero on the basis of the value to the investors not paying a Federal income tax, or
at 4 percent of the yield on the basis of the value to individual owners, Conse-
quently, rather than to average the tax value to individuals and to corporations,
it would seem more logical to take the tax value to individuals alone. We have
previously pointed out that this is 9.6 points, or about one-fifth of the figure which
Professor Lutz used for computing the additional interest cost to tMe Federal
Government. On this basis the estimate of the extra interest cost on partially

-exempt securities would be 129,000,000.
It is interesting to note that, if we should accept Professor Lutz's estimate of

.one.half of 1 percent as the value of the differential due to partial tax exemption,
we would soon find outselves in an anomalous position, The yield differential
'between long-term Treasury and high-grade long-term corporate bonds is hot
I Ignoring the minor exception that interest on Tmreaury bonds to the principal amount of t$5,0 Is exempt

0om surtax as well as normal tax.
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nearly as high as one-half of 1 percent. Hence a differential of one-half of I
percent attrbuted to the partial tax exemlition privilege results in the absurd
supposition that the Treasury bonds are not really as good and as safe securities
as corporate bonds but sell on a lower yield basis, because the partial tax-oxemp-
tion privilege more than makes up for their poor quality.

The estimated increase in interest cost on wholly exempt long-term Federal
securities must next be considered.

On June 30 1937, wholly exempt bonds of the Federal Government and its
instrumentalities wore outstanding in the amount of approximately $2.2 billions.
Applying Professor Lutz's figure of fifty one-hundredths of 1 percent to estimate
the increased interest costs on these securities if income thereon were made subject
to Federal income tax we arrive at a figure of about $11,000,000. Adding this
to the revised estimate of $29,000,000, representing the extra interest cost on
partially exempt long-term securities, provides an estimate of the total increase
in Interest cost on long-term Federal securities of around $40,000,000.
In the case of short-term securities of the Federal Government and its instru-

mentalities, Professor Lutz estimated the additional interest cost which would
arise through application of the Federal income tax on notes only, suggesting that
the effect on bills would be negligible. For notes he assumed that the yield basis
would go up ten one-hundredths of 1 percent. 8n the basis of present yields an
increase of 10 points would represent about a 62-percent increase. Such an in-
crease is inconceivable. The tax-exemption feature of these securities is not
important in determining their yield or distribution, as financial corporations fur-
nish an insistent demand for high-grade short-term instruments, and Treasury notes
constitute by far the greater proportion of all such instruments available for
purchase. As a matter of fact most insurance companies and a large proportion
of banks are unable at present io derive any value from the tax-exemption feature
on additional purchases of public securities. ConseqUently, it is likely that the
market prices of the notqs reflect only a very negligible differential for the value
of a tax-exemption privilege which many purchasers find of no use. In short,
Professor Lutz's estimate of $15,000,000 as the increase in interest costs on short-
term Federal securities is very much too high.

Monthdy Yield Basis, Moody's Triple A Corporate Bonds, the Bond Buyer Index
for 11 cities, and average yield of outstanding Treasury bonds

[A table Included in appendix B of report submitted by Profeasor Lutz to which has been added the
differential by which the Corporate Index exceeds the Index of 11 Cities)

Ddffern.

Year Treasury Munielpal Corporate which cor.
bonds bonds bends poroIn.

municipal
Inlet

1928
January ............................................... &18 3.63 4.46 0.63.
February ....................................... 3.19 3.83 4.46 .83
March ................................................. 3.17 3.83 4.48 .63
Npr3l ................................................... .20 3.85 4.46 .61

ay . ..................................... 324 3.87 4.49 .62
Iune ....................................... 3.20 3. 4.47 .60
July ....................................... 3.42 4.02 M .69
August .................................... .49 4.12 6. .52

eptember ............................................. 3.46 4.15 4. 61
october ................................................ 3.48 4.12 4.61 9
November ............................................. 3.39 4.12 4.88 .48
December ............................................. 3.48 4.08 4.61 .83

1020
January ................................................ 3.52 4.13 4.62 ,49
February .......................................... 30 4.17 4.8 .49 4
Marlh .......................................... 3. 4.3 4.80 .38

y... ........... .......... 3. 4.23 4.70 .4
June ............................................... 3.6 4.27 4.77 .0
July .......................................... 3.64 4.3 4.77 .47
August.................................. 370 4.3 4.79 t49
September.......... .................. ...... 3.68 4.40 4. .40
October ............................................... 3.868 4.47 4.77 .J0
November ............................................. 3.38 4.33 4.78 .43
December .............................................. 3.37 4.28 4.89 ..43
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Monthly Yield Basis Moody's Trple A Corporate Bonds, the Bond Buyer nde
for 11 cities, and average yield of outstanding Treasury bonds-Continued

Dfforen.
Hal by

Year Treasu M unilip Crport worate Inobo n on ids o d dex exceeds

municipal
Index

1930
January ................................................ 8.43 4.19 4.60 0.47
February ................................... 3.41 4.28 4.69 .44
March ................................... .. 3.29 4,21 4.62
prl ................................................... 8.38 4.10 4.60
ay ......".":................ .......... .30 4.12 4.60 .48

June ". ..................................... 3.24 4.13 4.57 .44
July......... ............................. 3.23 4.07 4.82 .46
August ................................................. 3.25 4.02 4.47 .45
September....................................... 3.23 3.98 4.42 .48
October...................................... ... 3,20 3.02 .42 .60
November ............................................. 3.17 3.93 4.47 .64
December .............................................. 3.20 4.00 4.62 .62

1931
January ............ 3.17 4.05 4.42 .37
February ......... 3.27 3.98 4.43 .45
March ................................................ 3.28 3.0 4.39 .44
April .................................................. 3.24 3.82 4.40 .68
Ma ............................................. 3.13 3.75 4.37 .62
Juno 3.10 3.0 4.38 .76
July ...................................... 3.11 3.70 4.30 .06
August .......... ........ ................. 3.13 3.70 4.40 .70
September ............................................. 8. 24 3.70 4.5 .35
October ................................................ 3.62 3.88 4.99 1.11
November ............................................. 3.59 4.11 4.94 .83
December .............................................. 3.92 4.23 5.32 1.09

1932
January ................................................ 4.32 4.68 8,20 .84
February ................................... 4.11 4.65 .23 .58
March ...................................... 3.91 4.61 4.08 .37
April .................................................. . 3.6 4.40 5.17 .77
May................. ........................ 3.71 4.30 5.38 1.00
Juneo ......... ................................... 3.73 4.42 41.4 .90
July ................ ..................... 3 4.46 .2 .80
Augsny ............. ......... 42 4.25 4.91 .68
S g 38 4.0q 4.70 .62

oeber................................. 3.39 4.02 4.64 .62
3.9 4.04 4.83 .59

December .............................................. 3.31 4.04 4.59 .65
1933

January ............ 3.10 3.81 4.44 .63
February ........... 3.29 3.88 4.48 .60
March ........ ............... ...... ........ 3.44 4.20 4.68 .42
1tPrll ................................................... 3.43 4. 44 4.78 .34

y ................................................... 3.31 4.90 4.63 -. 27
June .................................................. 3.22 4.48 4.48 -.02
July. ...................................... 3.20 4.30 4.38 .08
August .................................... 8.21 4.20 4.30 .10
September ....................................... 8.20 4. 12 4.30 .24
October ................................................ 3.22 4:20 4.34 .14
November ............................................. 3.48 20 4.54 .28
December ............................................. 8.53 4.64 4.50 -.14

194
January .............................................. . 3.50 4.50 4.35 -.16
February .............................................. 3.32 4.06 4.20 .14
March .................. ................... 3.21 3.99 4.13 .14
May (sie) .............................................. 3.01 3.68 4.01 .35
Aprll (sic) ................................... 3.12 8.84 4.07 .23
June ............ ......................... 2.04 3.61 3.93 .32
July..................................... 2.85 &.49 3.8 .40
August............. ...................... 2.99 3.60 3.93 .43
September .................................. 3.20 3.60 3.96 .38
October ................................................ 3.08 3.67 3.00 .23
November ........................................ 3.05 3.42 3.88 .44
December ......................................... .2.97 & 38 3.81 .43



TAXATION OP GOVERNMENT SECOURITIES AND SALARIES 643
Monthly Yield Basis Moody's Triple A Corporate Bonds, the Bond Buyer Index

for 11 cities, and average yield of outstanding neaaury bonds--Continued

Dilfferen.tl!by.

Year Treasury Municipal 0 rI)orat.e cor
bonds bonds onds de in.

municipal
index

1033
January ................................................ .83 3.30 8.7 0.47

brary ................................ 2.69 3.16 3.69 .60
2.69 2.10 3.07 .6

J rl ................................................... 2.64 2.90 8.61 .76
Jly............................................ 2.69 2.85 8.88 .72Ae. ...................................... 201 2.98 3.60 .79

July ....................................... 2.94.... 3.8 2. 3.59 .61Ali ust ............................................... 2. M .81 SIM .70
Ooeember ............................................. 2.78 3. 4 3.62 .38October ..................................... .. .......... 9.71 3.1t5 3. 52 .36
November ............................................. 2. 73 2.95 3.47 .62
December .............................................. 2.73 2.79 3.44 .65

1038
January ................. .................. 268 2.84 3.37 .53

february ................ 2.02 2.73 3.32 .69
March .................... : ............... 2 1 2.08 3.29 .03
Apil.....................................2.61 2.69 3.2 .00
Ma................. ..................... 2.80 2.70 3.27 .81
Juno ................................................... 2.50 2.01 8.24 .63
July., ................. 2.50 2.66 3.23 .67
A u g usa t. .. . . . . ............................. 2.43 2.00 3.21 .81.
September ............................................. 2.41 2.59 3.18 .69
October ................................................ 2.42 2.63 3.18 .85
November ............................................. 2.29 2. M 3.15 01
December .............................................. 2.27 2.35 3.10 :16

1937
anuary ................................................ 2.20 2.35 8.10 .75
ebruary .............................................. 2.31 2.49 3.22 .78

March ............. ....................... 2.50 2.63 3.82 .69
r ......................................... 2.74 2.00 3.42 .62

M... . ........................... 2.67 281 3.33 .52
June............. ......................... 2.64 277 3.28 .51
July .. 6.......................................... 2.59 2.70 3.25 .55
August.......................................... 2.59 2.82 3.24 .82
September....................................... 2.87 2.60 3.28 .8
October ......................................... 2.65 2.69 3.27 .88
'November....................................... 2.00 2.78 8.24 .48
December ..... 6.................................. 2.54 2.74 3.21 .47

anuary......................................... 2.47 2.76 3.17 .42
ebruary ....................................... 2.40 2.66 3.20 .5

March.:....................2.45 2.81 3.22 .81
Akprl1........................2.43 2.72 8.30 158
Maoy............................................ 2.80 2.81 3.22 .61
Junie............................................ 2.31 2.68 3.28 .8
July............................................ 2.34 2.61 3.22 .In
August.......................................... 2.32 2.40 3.118 1.f9
September........ .......................... 2.40 2.51 3.21 .70
October ................................................ 2.6 3.16 .88
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Average bond yields as computed by Standard Stati8ticl, In,.

IA table included lt appendix 0 of a report 'ubmitted by Profe.ssr Lutt, to which has been added the
differential by which the publicoutil ty Index exceeds the index for municipal bondtJ

Differential
Y1r grade Industrial railroad Public Average, all bywhlol16 ~ l 11tintutltes.y ne

municipal At+ bon s At+ bonds AI+bonds - rira ty ndex
bonds bonds exeed

Index

1936
Pfnuary ..................... 27 3.39 347 3.38 3.41 0.11Fta y ......... I...... :.... 3.22 3,36 3.45 3.32 3.38 .t0

March ...................... 3,18 3.38 3.42 3.20 3.36 .11
Aprl.... .............. 3.17 3.33 3.38 3.25 3.32 .08
May.... .............. 3.16 3.37 3 3 8.23 8.33 .07
Juno .......................... 8.16 3.37 3.39 3.21 3.32 .05
July.......................... .13 3.33 3.33 3.21 3.29 .08
Au3 .............. .0 3.31 3.35 8.21 3.29 .15

)pt mna e r.......... 2.07 3.30 3.32 3.18 3.27 1.11
October .......... 2.04 .29 3.29 3.18 3.24 .21
November .................... 2.8 3.28 8.27 3.18 3.24 .31
December .................... 2.7 3.20 3.20 3.12 8.17 .38

1937
Jar. . ... 2.70 3.20 3.2 3.07 3.18 .28

bruary ....... ........ 2.98 3,17 3.30 3.08 3.18 .12
March ................ 3.10 3.20 3.37 3.00 3.24 -. 10
April .......... 3.24 3.37 3.50 3.22 3.30 -. 02
May ... ............... 3 .14 3.44 3.85 3.23 3.41 .09
June ....................... 3 11 3.34 3.45 3.16 3.31 .04
July .......................... 3.07 3.28 3.81 3.14 3.31 .07
A,,,,.................... 3.01 3.25 3.41 3.10 3.25 .09
September ............... 3.18 3.30 3.48 3.08 3.28 -. 1W
October ....................... 3.24 3.34 3.49 3.10 3.31 -. 14
November .................... 3.17 3.83 3.51 3.13 3.30 -. 04
December .................... 3.18 3.49 3.88 3.07 3.38 -. 08

1938
January ...................... 3.03 3.32 3.49 2.06 3.26 -. 07
February ..................... 2.09 3.25 3.52 2.95 3,24 -. 04
March ........................ 2.09 3.05 3.43 2.91 3.13 -.08
April ......................... 3.03 3.17 3.64 291 3.24 -. 12
may ...................... . 2.91 8.11 3.0 2.02 3.21 .01
June ....................... . 2.91 3.08 3.60 2.80 3.10 -. 02
July ............ 2.87 3.17 8.66 2,80 3.24 .02
August .......... 2.82 3.05 3.58 2.87 3.17 .05
September ................................ 3.07 3.53 2.70 3.13 ............

MEMORANDUMf ON THE METHOD OF DETERMINING THE DIFFERENCE IN YIELD

BETWEEm TAXABLE AND TAx-Exormpr SECURITIES

(Source: Treasury Department, Division of Research and Statistics),

In order to measure exactly the value which the market is placing upon the
tax-exemption feature of public securities, we ought to compare securities which
are identical in every respect save that of tax exemption. Unfortunately, this it
impossible, inasmuch as governmental securities differ from taxable securities in
many respects aside from the tax status itself. At one time, such a comparison
could be made between the partially tax-exempt 4Y-percent First Liberty Loan
converted bonds, 1032-47, and the wholly tax-exempt 3-percent First Liberty
Loan bonds 1932-47.1 But no such comparison is possible today. There are
other ways, however, of arriving at an estimate of the value of the tax-exemption
privilege as, for instance, for short-term securities, by comparing partially tax-
exempt Treasury bonds with wholly tax-exempt Treasury notes or for long-term
securities, by comparing wholly tax-exempt State and municipal bonds with tax-
able high-grade corporation bonds and with partially tax-exempt Treasury bonds.

The differentials -between the yields of fully taxable, partially tax-exempt, alnd
wholly tax-exempt securities relevant for our purposes ought, strictly speaking, to
be measured In a market not anticipating any hindrance in the future Issuance of
tax-exempt securities, since any such anticipation would tend to produce some
additional differential not relevant for our purposes. It would appear on a priori
grounds that the present market may be making some allowance for the possibility'
that future Issuance of tax-exempt securities may be shut off, and this supposition

I The figure are not cited here because they are not relevant at this time.
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gains some support from the fact that the Bond Buyer's index of the yields of 11
high-grade municipal bonds, which was one one-hundredth of 1 percent higher than
the yield of the partially tax-exempt Treasury 2%'s of 1055-60 on the let of Janu-
ary 1938-before the President's message on tax exemption could possibly have
been forecast-was seventeen one-hundredths of 1 percent lower than the yield of
the same Treasury bond by the 1st of January 1030. During the same period, the
differential between the municipal-bond index Just cited and the Treasury's aver.
age of the yields of high-grade corporation bonds, excluding rails, increased from
thirty-two one-hundredths of 1 percent to fifty-one one-hundredths of 1 percent.

It appears, therefore that the present market may be making some auowance
for the possibility thai future issues of tax-exempt securities may be shut off.
Fluctuations in differentials of the magnitude of those cited as evidence of this
possibility have, however, on past occasions occurred for reasons entirely inde-
pendent of tax exemption, andthose just cited may be due in their entirety to
causes other than anticipation of the cessation of future issuance of tax-exempt
securities. This supposition gains some support from the fact that most of the
increase in the differentials took place during the fall of 1938 rather than during
the spring when the possibility of ruminating the issuance of tax-exempt securities
first loomed strongly into view. In genera, a study of the past history of the
differentials serves more to emphasize the relative unimportance of tax exemption
in determining the yields of different classes of securities than to cast light on the
significance of their most recent movements.

Turning to the present situation, a comparison of the yields of high-grade cor-
porate and high-grade State and municipal bonds throws some light on the present
value of tax exemption. As of the 1st of January 1039, the Treasury's average
of the yields of high-grade long-term corporation bonds, excluding rails, was 2.87
percent, or fifty-one one-hundredths of 1 percent in excess of the Bond Buyer's
index of 11 high-grade muniepal bonds as of the same date. This differential
can be assigned entirely to the tax-exemption privilege only if the securities com-
pared are of exactly equal desirability in all other respects. Obviously, they are
not. The municipal bonds are doubtless superior to the corporates in quality
and other attributes apart from that of tax exemption, and the differential of
fifty-one one-hundredths of 1 percent thus overstates the market's evaluation of
the tax-exemption privilege. As already noted, this differential Increased from
thirty-two to fifty-one one-hundredths of 1 percent during 1938, which may have
been due in part to the effect of the President's message. It appears that it
would not be far wrong to assign about one-half of 1 percent as the upper limit
of the range of the value attached by the market to the tax-exemption privilege
on the supposition of the indefinite continuance of the issuance of tax-exempt
securities.

As of the same date-that is, January 1, 1939-the same yield index of high-
grade municipal bonds was twenty-three one-hundredths of 1 percent less than
the yield of United States Treasury 2Y4's of 1960-65, the most distant maturity
of United States securities outstanding. The Treasury bonds, of course, are su-
perior to the municipals in every respect, except that of tax exemption, and are
themselves partially tax exempt. As previously noted-by reference to a shorter
maturity Treasury bond outstanding during the entire year-this differential for
the most part developed during the course of 1938. Nevertheless, making allow-
ance for the higher quality and the partial tax-exemption privilege of the Treasury
bonds, It would seem reasonable to set about one-fourth of 1 percent as the lower
limit of the range of the value assigned by the market to the full tax-exemption
privilege for long-term bonds. This would fix the range at roughly one-fourth to
one-half of 1 percent, given the expectation of the market of the unlimited further
issuance of tax-exempt securities.

Again, as of the first of January 1939, the yield differential between the 2% per-
cent Treasury bond of 1060-65 and the average of high-grade corporates, exclud-
ing rails, was twenty-eight one-hundredths of 1 percent. This differential must
account for the superior quality, marketability and other attributes apart from
that of tax-exemption of the Treasury bonds as compared with the corporates,
as well as the somewhat shorter maturity of the Treasuries, and scarcely seems
adequate to account for these things alone with no allowance at all for the tax-
exemption privilege. It should be noted here that the partial tax-exemption
privilege is not very valuable, since it only results in a tax saving of 4 percent to
individuals, and a large proportion of the institutional urehasers are unable to
profit by tax-exemption at all at the present time. An allowance of five to fifteen
one-hundredths of 1 percent as the market valuation for this privilege would leave
a net differential of only thirteen to twenty-three one-hundredths of 1 percent
between the yields of the Treasury bond and the corporate bonds to be explained
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by all the points of superiority of the former over the latter, except that of partial'
tax exemption. In the absence of better data this seems as reasonable an esti-
mate of the current market evaluation as any.

The preceding discussion has related to long-term securities. The situation
with respect to short-term securities appears to be quite different duo to the over-
powering demand for them on the part of institutional investors to whom tax-
exemption is a minor consideration. The 8% percent Treasury bonds, first call-
able on March 15, 1941, sold on January 1 to yield only three one-hundredths of
1 percent more than the Treasury notes due on the same date, despite the fact that
the bonds wore selling at a premium of about 7 points as compared with 3 points
for the notes, and that the maturity of the notes was firm, whereas that of the
bonds was merely an optional call date. With only three one-hundredths of 1
percent total difference in yield, little margin is left to assign any value to the com-
plete tax-exemption privilege of the notes.

On the longer note maturities-say 4 to 5 years-however, there is some ovid-
ence-from the extreme flattening of the end of the curve expressing the relation-
ship between yield and maturity-that the complete tax-exemption privilege of
the notes has some effect upon thoir yield. (See chart on "yields of Treasury
Bonds and Notes, January 3, 1039.)

To summarize: The market value of the complete tax-exemption privilege on
high.grade long-term bonds appears, under present conditions-but assuming the
indefinite continuance of the issuance of such securities-to be between one-fourth
and one-half of 1 percent, and the market value of the partial tax-exemption
privilege with respect to such securities, between five to fifteen one-hundredths.
of 1 percent. On very short-term securities, the tax-exemption privilege probably
has no present market value at all; the value attaching to the tax-exemption
privilege after the first several years gradually increasing to the amounts just
mentioned.

We will now recess until 2:15 this afternoon.
(Thereupon at 12:20 p. m., a recess was taken until 2:15 p. i.)

AFTE NOON SESsoN

The special committee met, pursuant to recess, at 2:15 p. m,.
Senator Brown (chairman) presiding.

The CMIRMAN. The committee %ill come to order.
The next witress will be Dr. Al F. O'Donnell, Assistant Director of

Research and Statistics, Treasury Department.

STATEMENT OF DR. AL F. O'DONNELL, ASSISTANT DIRECTOR
OF RESEARCH AND STATISTICS, TREASURY DEPARTMENT

Mr. O'DoNwELL. In my testimony before this committee on Janu-
ary 18, 1939, I presented a somewhat detailed explanation of the
estimates which Mr. Hanes had previously introduced. You will
remember that these estimates were presented as a range of the
increase in income-tax receipts which the Federal Government might
expect to receive in years following a complete refunding of all tax-
exempt governmental securities now outstanding assuming that no
future governmental issues of securities would contain the tax-exemptprivilege.Since that time Dr. Harley L. Lutz, professor of public finance at
Princeton University, has appeared before this committee and has
presented other revenue estimates on this subject. His estimate of
the ultimate effect on the Federal income-tax revenues was presented
in terms of a single figure of $230,000,000 of increase, as originally
calculated by Dr. Lutz which falls within the range of the comparable
Treasury estimates of from $179,000,000 to $337,000,000, depending
on varying assumptions.
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As contrasted with the single figure which Dr. Lutz presented, the
Treasury estimates are sub tted in terms of a range in order to take
into account varying possibilities with respect to the level of business
activity, the interest differential in any given year, the return on
capital shifted from governmental securities to other investments,
and the percentage of governmental holdings which individuals iti
high income tax brackets transfer to private investments when the
Interest is made taxable.

Not only does Dr. Lutz come within the range of estimates sub-
mitted by the Treasury as to the total tax to be received by the Federal
Government, but he is also within our range on each of the two
principal components of that estimate. Thus with respect to the
Federal income tax to be derived from taxine interest received from
future issues of State, local, and territorial obligations, Dr. Lutz gives
a figure of $121,000,000 as compared with the Treasury's range of
from $107,000 00 to $108,000,000. With respect to the Federal
income tax to be received from taxing interest received from obllga-
tions of the Federal Government, its agencies and instrumentalities,
Dr. Lutz's estimate of $109,000,000 compares with the Treasury's
range of from $72,000,000 to $13 000,000.

Although Dr. Lutz's estimate falls within our range, his figures are
lower than they would have been had he taken into consideration one
factor which we consider to be fundamental, namely, the shifting of
investments. Since Dr. Lutz did not allow for any effect of shifts
from governmental securities to other investments, we can best make
a comparable comparison of his estimates with those of the Treasury
by eliminating from the Treasury estimates the effect of such shifts.

I take it from his remarks this morning, that this is the type of
comparison in which Senator Austin is interested.

.On this basis, Dr. Lutz's estimate, as it stands, of $230,000,000
increase in the Federal income-tax revenues, which will ultimately be
realized by assuming the elimination of tax exemption from future
issues of all governmental securities, falls almost exactly on the higher
limit of the comparable Treasury estimate which ranges from $167,-
000,000 to $231,000,000. If he had included the effects of shifting
his estimates would have been larger and would thus have influenced
his entire argument as to the over-all effect of the program.

Throughout the report which Dr. Lutzpresented to this committee,
he stated that if we taxed the interest from securities now exempt,
individuals with large incomes would no longer continue to hold them;,.
and, therefore, we would not receive the revenues which it has been
estimated that the Federal Government would receive. However,
he does contend that unless we can prove that individuals with high
incomes continue to hold governmental securities, we are overestimat-
ing the anticipated revenue.

Surely, it is reasonable to assume that even though such persons do
sell the governmental securities when they become taxable, the money
received from the sale of these securities will be invested in other
securities, the income from which wil be taxable. I submit to you,
therefore, that any estimate of the increased income.tax revenue to the
Federal Government as a result of this legislation has completely
missed a vital point of the analysis if it does not include the revenues
which the Federal Government will receive from taxing the income on
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capital formerly invested in tax-free bonds but diverted by this legis-
lation to other investments.

The CHAIRMAN. You think that is a very important factor?
Mr. O'DONNELL. Very important, indeed. The estimates which

Dr. Lutz introduced do not attribute to this legislation sufficient
increase in revenue, He would have us believe that the only increase
in revenues attributable to this legislation is the revenue which we
would get from taxing the interest received from governmental
securities after they become taxable. His procedure ignores the fact
that the legislation would cause some taxpayers with large incomes to
shift from such investments in governmental securities when the in-
terest becomes taxable and includes in the estimates of revenue only
the income-tax receipts from such interest instead of the income tax
received from the taxpayer of large incomes from the new investments
into which the former large income holders of governmental securities
shifted.

We are certain that such a shift will take place, but we do not know
what percentage of the high income tax bracket holdings will be shifted,
nor do we know what the rate of return will be on the capital after it
has been placed in other investments. That is one of the reasons why
we have submitted our estimates in terms of a range, so as to reflect
rather wide assumptions on these points.

Dr. Lutz, however, in his estimates, adopts the narrower concept
that the additional revenue received by the Federal Government, as
a result of this legislation, is simply the revenue from the tax on the
interest from the governmental securities themselves.

Because one of the fundamental purposes of this legislation is to
provide greater tax equity, we feel it unreal to ignore the important
source of revenue which must be attributed to the proposed legislation
as a result of the elimination of the tax-free haven for some individuals
in the high-income brackets.

The other principal causes of difference between the Treasury esti-
mates and those of Dr. Lutz reside in unlike assumptions made with
respect to-

#(a) The amount of holdings of governmental securities allocable to
individuals with net incomes of $5,000 and over;
(b) The allocation of such holdings to particular income-tax brackets;
o) The differential measuring the value of tax exemption; and
d) The use of current refunding rates versus existing coupon rates

fbr determining the interest received.
The first of these differences between the estimates of Dr. Lutz and

those of the Treasury is in the allocation of the tax-exempt security
holdings to individuals in accordance with the size of their respective
net incomes.

The CHAIRMAN. Would you stop a moment?
Your use there of the word "refunding" reminds me of a matter that

I had, for the moment, overlooked. I understand that the Under
Secretary of the Treasury desires to submit a memorandum upon that
proposition that I raised this morning relative to refunding bonds,
and that the Treasury Department has not had time to prepare that
memorandum, and it wants a day or so in which to do so, and he will
file that with us, and that will be made a part of the record.

Mr. O'DONNELL. As several different previous witnesses who have
appeared before your committee have pointed out, we have relatively
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ood information as to the holdings of investors 6the thi Individials
n governmental securities. In' each of our estimates, as in the

estimates of Dr. LUtz, the balance of the holdings of these tax,-eximpt
securities, otherwise unaccounted for, is allocated to individuals.

It is my judgment, however, that he has allocated far too great, a
proportion of the unaccounted-for holdings, and, therefore, interest
received, to Individuals with net incomes of $5,000 and over.

In the case of his estimate of revenue which the Federal Government
would receive from taxing the interest on State, local, and territorial
obligations, while we believe Dr. Lutz's 'allocation of holdings to the
group with not incomes of $5,000 and over to be excessive, it is not
nearly so serious in its effect on the revenues as is his similar allocation
in the case of the holdings of the obligations of the Federal Governb
ment, its agencies, and ingtrumentaities, because of the large amount
of partially tax-exempt Iederal securities which he thus allocates.

As Dr. Lutz stated before your committee, he used a Treasury
publication entitled "Securities Exempt From the Federal Income
Tax as of June 30, 1937," to determine who holds the Government
debt, by classes of holders. That publication did not classify the
interest received by type of holdings, but it does show the original
sources which assist in an analysis much more precise than the method
employed by Dr. Lutz, who makes no attempt to determine the rela-
tive holdings of the various types of Federal securities by corporations
and individuals.

In making its estimates, the Treasury analyzed the holdings of
Federal debt, not only by type bf holder, but also by type of security,
classified as to whether or not it'was wholly or partially tax-exempt.That record of the Treasury analysis has already been introduced
in evidence, as table III, page 14, of the record.

The CHAIRMAN. The printed record?
Mr. O'DONNELL: Yes sir
As a result of this anal sis, we concludedd that there was no reason,

ablb probability that individuals with net incomes of $5,000 and over
held the unaccounted-for partially tax-exempt securities in proper&
tion to their teported holdings of this type of security.

With regard to Treasury bonds and United States savings bondsAt
must be remembered, that it is only the interest on principal amounts
of $5,000 or less which is exempt from the surtax. : Therefore; the
incentive to indiViduals with net incomes of $5,000 and over :for
holding these partially tax-exempt Federal securties in principal
amounts greater' than $5,0004 ihust come from other -than tax reasons.
. There is no reasonable probability that there is proportiohate undef,
reporting by individuals, of the partially tax-exempt mterest on which
there is a liability for surtax. Of course we realize that United States
savings bonds might be hild in principal amounts of over $5,000 'atnd
yet .the interest hot be reported whore the individual, files' his *tax
return on a cash instead of on., an 'accrual basis. However, such
interest on amobthts in:excess of $5,000 will be subject to surtaxwhen
realized. . 1 -

After careful consideration of these and other data, such as the dis,
tributio of Wholly tax-exempt intr Vst by' net income classes, :we
cotiluded that individuals with net incomes of. $5,000 and over most
probably held $1,000,060,000 of partially tax-exempt sectfrities in

12225"0-3-pt. 8--9 " . . "
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addition to the $1,460,000,000 par value of these partially tax-exempt
securities, the interest on which is now subject to surtax.

Thus, our total holdings of Federal securities by individuals with
net incomes of $5,000 and over was $6,454,000,000, as contrasted with
our estimate of Dr. Lutz's allocation of $9,691,000,000 in these
brackets.

The balance of otherwise unaccounted-for holdings was allocated
by the Treasury to individuals in the brackets with net incomes of lese
than $5,000.

Naturally, such an assignment as Dr. Lutz has made increases
greatly the estimates of Federal revenues which the Government
might expeet to receive from the taxation of the interest received by
these individuals.

While this allocation process is one on which there may be some
difference of opinion, the Treasury feels that its procedure is the
more valid.

The next step in making our revenue estimates, after the allocation
of a certain amount of these unaccounted-for holdings of tax-exempt
securities to the group of individuals with net incomes of $5,000 and
over is to distribute these holdings among the various net-income
brackets. Of course, the higher the income-tax brackets among-
which these securities are allocated, the higher the rate of tax which
the Federal Government will receive on the interest paid on the
securities.

If there were no tax-exempt feature and each individual continued
to hold governmental securities, the federal Govemrent would col-
lect income tax on the interest from these securitiet at the highest
rate of tax to which the individual is subject after including this in-
terest, since this income would be superimposed upon his other income.

In the Statistics of Income, an official publication of the United
States Treasury Department compiled from tax returns, there is a
table which shows, for individuals with net incomes of $5,000 and over,
the amount of and the interest received from wholly or partially tax-
exempt Government obligations, by net income classes and by each
type of obligation, the amount owned, and the interest received.
From this table Dr. Lutz could have taken a distribution by net
income classes of the interest received or accrued on various types of
governmental obligations during the year by individuals in the various
net-income brackets as reported in their income-tax returns to the
Treasury Department.

While we know, in the case of wholly tax-exempt securities, that
the individuals report for information purposes only, nevertheless,
we have no facts which would lead us to believe that undereP.rting
is more prevalent on the part of any particular class of individuals.

Instead of using these known data to arrive at the effective rate
of tax on the interest received by the individuals in net income
brackets of $6 000 and over, Dr. Lutz utilized some very indirect
methods to arrive at the effective rate which he used.

Neither of his indirect methods seems to me to have nearly the
validity of the method used by the Treasury. .

In one instance, he studied the distribution of holdings of partially
tax-exempt securities, as-reported in Statistics of Income and as-
sumed that wholly tax-exempt securities would be held in correspond-
ing fashion.
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We have already pointed out that the interest from these partially
tax-exempt securities is taxable if the individual holds more than
$5,000 principal amount, and, therefore, these securities are not held
in so large quantities, by people with large incomes, as are the wholly
exempt securities.

This analysis bears out our contention that Dr. Lutz has assigned
too large a proportion of the unaccounted-for securities to the brackets
above $5,000.

His second technique of arriving at the distribution of interest of
governmental securities in the brackets above $5,000 involved an
examination of the corporate bond holdings reported in estate-tax
returns for a period of 10 years. This procedure involves certain
arbitrary methods of approximating interest received from the
corporate bond holdings and the conversion of estate size classes to
net income classes.

His final tax estimate is arrived at by averaging the tax computa-
tions based on each of these two methods of distribution, which gives
an average tax rate of 25 percent as compared with the range of tax
rates used in the Treasury estimates of from 35 percent in a year of
low income to 38 percent in a year of relatively high income.

In using this rate for his revenue estimates, he is inconsistent, since
on page 110 in his own report, for the purpose of determining interest
cost differential, he states:

The surtax rate at the $55 000 level is 36 percent. This rate is also approxi-
mately the average or effective tax rate which would have been levied on all
State interest deemed in later sections of this report, to have been received in
1037 by individuals with net incomes of $5,000 and over.

There are other minor questions in approach to the whole problem,
which, although they tend to increase Dr. Lutz's estimates as con-
trasted to the Treasury estimates, are matters on which there may be a
reasonable difference of opinion. It seemed reasonable to us that
we should adopt the reality of the current yield on the outstanding
securities as being a fair concept of the refunding cost of those securi-
ties.

Dr. Lutz took the existing coupon rate, which is considerably higher
than the current refunding rate, which procedure tends to give him
somewhat larger revenues.

That is the point which Senator Byrd raised this morning.
Dr. Lutz recognizes in his general discussion that when the tax-

exempt feature is removed from governmental securities, the securi-
ties will have to carry a higher rate of interest. In making our rove-!
nue estimates, we recogniz d that there might be a difference of opinion
as to the interest differential which would have to be added to the
present tax-exempt rate in order to make different type of taxable
governmental securities salable under different conditions. The
Treasury takes a probable range of differential cost into considera-

tion in its estimates.
Dr. Lutz however, is inconsistent in his treatment. In comput.

ing what the Federal Government would receive from taxing the
future issues of State securities, he adds 0.6 percent to the coupon
rate of interest.

However, in estimating the increase in the Federal Government's
income-tax receipts resulting from the elimination of the tax-exemp.
tion feature from future issues of the obligations of the Federal Gov-

61
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ornmeht, he does noV a16W for ah' tax On the increase in' interest
cost to the Fedral 'Government. This, of course, tends to decrefao

'tho reventib estmites wh6h he would otherwise have obtained.
The Treasury did not prepare estimates on any basis other than

that there w6uld be reciprocal taxation by the Federal Governmeiit
and by the States of the interest from all outstanding governmental
debt.

Dr. LutX, however, estimates that the amount of $121,000,000 will
be received from the Federal taxation of the interest of Statet local,
and territorial obligations, irrespective of the existence or nonexistence
of tax-exempit Federal securities. I should like to submit to you
gentlemen t at it Is highly probable that if the Federal Government
were to tax the interest from State and local securities without sub.
jeoting the interest from Federal Government securities to reciprocal
taxation and to complete Federal taxation, individuals to whom the
tax-exempt privilege is of paramount importance would shift some
portion of their holdings of State and local securities into holdings of
tax-exempt Federal securities.

Dr. Lutz made no allowance for any such shifting under his option I
relating to Federal taxation of the interest from State and local securi-
ties only, and, to the extent that such shifting would have taken place
under buch conditions his estimate overstates the probable Federaf
revenues.

We fully recognize that there is an almost infinite combination of
assumptions on the basis of which these revenue estimates might have
been prepared.

The CQAIRMAN. Would you mind going back to the last paragraph
on page 9? I think you stated what the filct was, but what do you
assume the States which do not have income-tax laws would do in
that regard?

Mr. O'DoNNELL. We are not here making an estimate of revenue
which the States might receive from income tax which they now have
or might impose in the future.

We are concerned at this point with the amount of income-tix
revenue which the Federal Government would receive by the taxation
of the interest from State and local securities.

Now, as I have pointed out, Dr. Lutz issued the same figure for the
two estimates purporting to cover two totally different situations.

We do feel, however, that the range of estimates submitted to this
committee by the Treasury covers the most reasonable range of
inssumptions.

A common assumption used by Dr. Lutz and by the Treasury was
to base the computations on What would happen in some future year
assuming that all existing debt had matured and had been refundtd
by seoonritis which did not contain the4 tax-exempt privilege.

This 'concept is helpful for comparative purposes, as it allows us to
deal with the existing volume of debt, rather than an estimate of the
volume of debt 40 or 50 years hence.

Of. course, if the volume of debt at that time were less than the
,present volume, the Federal Government would receive additional
revenues, even though the tax-exempt privilege were not removed
fro Government bonds, ,bftausd some of the money now invested
in government security Whidh are not refunded would be put into

" other investments, any income from which would be subrt t o the
Federal income tax.
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One final point should be 0,ap.. Those estimates dQ npt purport
to be estimates of npreAse4 In le, Federal revenues in tie immediate
future. The bill under consideration does not propose to tax retro,.
actively any outstanding seurities. Thereforl, in' the early years
following the enactment of the new law, only a very small but inde-
terminate amount of increased income-tax revenue would be received.
by the FederalGovernment as a result of this proposed legislation.
As the volume of tax-exempt securities dihilnishes, there will be an
increased concentration of the remaining outstanding tax-exempt,
securities in the hands of those to whom the tax-exeonpt privilege is
of the most value. Consequently we have made no attempt to.
present estimates for any period of tine until after all of the'outstand-
ing governmental securities have been refunded with taxable securities...

The CHAmiiMAx. Thank you, Dr. O'Donnell.
The CUAim*AN. Are you re ,
Mr. MonPL. Yes, sir.

STATEMENT OF H JAMSW. Mo RIS, ASSISTA ATTORNEY

Mr. Monnis r Cha rn, wa go ex r rss t that
the Senators o listen lso at tivel e e men posi-
tion to this tter from I woul ave the efit
of asking q tions which ' e el uld ro some lig on
the matter.

Now, I all, howe er, und k, is a ement in he
natureofa ply to t a of Feb
the 10th an th, an to * ie t ytheattorneys ge ral
of some 39 states an some othrntitled The Co ti-
tutional I unit of tate uni u*u which w

refer to as t Y ow o in a t felt i onveni t to
refer to the i dy mad y the Dep ent Justi as the .tite

Book.
I shall under e, Mr. Ch a, to mo trained more

accurate in such tenments a.ake ton is ap ent from
a reading of the t ony and of the )ok in question d, in that
connection may I sat, in as much as there has bee erence made
to the bias and oh ca de of certain witne o have testified
in this matter, Ihave under oble. as a matter
worthy of study and thought, an ot see it can be con-
sidered as a partisan issue. .One Democratic PreLdent and three
Republican Presidents and the Secretaries of the Treasury since 1920,
have had the matter of the elimination of reciprocal immunity, as we
know it and speak of it today, under consideration, and all have urged,
tat such immunity be eli inated in one way or another. So, the
effort cannot be said to be a partisan attack upon the.,States and their
Subdivisions.

I will undertake first, to point out certain points with reference to,
which the Yellow Book takes violent issue with propositions which we
have never advanced; second, to reply,to the Yellow. Book's criticism,
in its disousmion of the immunity rule in the Whito Book; and third,
to reply to the criticism. of the latter's discussion of the sixteeith
amendment.
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a Finally I wish to mention the position adopted by the Government
m two salary tax cases now pending before the Supreme Court, and
concerning which I think this committee should be informed.

First as to the straw men so vigorously attacked by the Yellow
Book: 9;veral of its seotions-pages 20 to 38-and much of the
early testimony, are devoted to demonstrating that the States, in the
exercise of their reserved powers, are sovereign, and that it is as
important today as in 1789 that the States remain as our local gov.
ernments. The Yellow Book implies, but does not expressly state,
that the Department of Justice has a different view. However, the
adversaries who are belabored in its pages seem to be only Fortune
Magazine, Aldous Huxley, Westbrook -Pegler, and an uiddentifled
writer in the New York Times Magazine.

It may be well to state that we are in the most emphatic agreement,
as to the nature and the importance of State governments.

A full chapter of the Yellow Book is directed to the importance of
respecting Supreme Court decisions-pages 39 to 54. Again, it
hardly could be thought that we advocate disrespect for the decisions
of the Court; orderly government and respect for the highest tribunal
unite to demonstrate that an issue once decided must ordinarily be
accepted as settled.

On the other hand, the 'Yellow Book seems to agree with us on two
propositions:

First, if experience shows a doctrine of the Supreme Court to be
defective, it may appropriately be reexamined-page 47;

Second, the Court itself is the best judge of the respect to be paid its
decisions-pages 40-41 43-44, 45, 47-48, 51-52.

As to the first proposition, we have urged, and it is unnecessary here
to repeat, that expeiience has shown the doctrine of tax immunity to
be notoriously unsatisfactory so far as it extends to private persons
immunity from a nondiscriminatory tax.

The White Book goes no further than has the Court itself in mdi-
cating that decisions of the Supreme Court are not immune from
examination, and, if found unsatisfactory, that they may be overruled
by that court., It is necessary only to mention, in the last two terms

rone, Erie Railroad Co. v. Tomkins (304 U. S. 64), overruling Swift v.
Tyson (10 Pet. 1), Helering v. Mountain Producers Corp. (303 U. S.
376), overruling Gillespie v. Oklahoma (257 U. S. 501), and Burnet v.
Coronado Oil & Gas Co. (285 U. .0j. 393); WVest Coast Hotel Co. v.
Parrish (300 U. S. 379), overriing Adkins v. Children's Htospital
(261 U. S. 525); and United Stv'ies v. Wood (299 U. S. 123), overruling
&rawjord v. United States (212 U. S. 183).

The CHAIRMAN. I think it would be a great convenience to have
the citations of these cases in the record.

Mr. Monnis. I will supply the citations, following my statement,
of every case mentioned. The only reason I did not include them in
my statement was that I did not want to burden the committee with a
reading of them.

The CHAIRMAN. I am interested in what Justice Brandeis said in
one of the cases, and I would like to read that particular case.

Mr. MORRIS. I will supply the citations, Mr. Chairman.
(The citations are as follows:)
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TABLE or OASES

*Adkins v. Children's Hospital 281 U. 8. 528.
Brushaber v. Union Pao. R. h., 240 U. 8. 1.
Burned v. A. . Jergns Trust, 288 U. 8, 508.
Burned v. Coronado Oil & Gas Co., 285 U. 8. 393.
Clark Distilling Co. v. Western Maryland Ry. Co., 242 U. 8. 811.
Collector v. Day, 11 Wall. 113.
Crawford v. United States, 212 U. 8. 183.
Erie Railroad Co. v, Tompkins, 304 U. 8. 64.
Evans v. (ore, 258 U. 8. 246.
Flint v, Stone Tracy Co. 220 U S. 107.
Fox Film Corp. v. Doyal 286 U. 8. 123.
Gillespie v. Oklahoma, 297 U. S. 501.
Graves v. New York ex rel. O'Keefe No. 478, October term, 1938.
Group No. I Oil Corp. v. Bass 289 U. 8. 270,
Helvering v. Gerhardt, 804 U. 9. 405.,
Jielvering v. Mountain Producers Corp., 303 U. S. 370.
ilvering v. Therrell, 303 U. S. 218.
Holmes v. Jennison, 14 Pet. 540.
Indian Territory Oil Co. v. Board 288 U. S. 325.
James v, Dravo Contracting Co., 902 U. S. 134.
Meiulloch v. Maryland 4 Wheat. 310.
Miller v. Milwaukee, 272 U. 8. 713.
Morehead v. N. Y. ex rel. Tipaldo 298 U. 8. 587.
National Life Ins. Co. v. United plates, 277 U. S. 508.
New York ex rel. Cohn v. Graves, 300 U. S. 308.
Oklahoma v. )arnsdall Corp., 290 U. S. 521.
Pollock v. Farmers Loan & Trust Co 157 V3. S. 429, 158 U. 8. 601.
State Tax Commission v. Van Colt, No. 491, October Term, 1038.
Swift v. Tyson, 16 Pet. 1.
Trinit farm Co. v. Groesfean, 291 U. 8. 406.
United States v. Bekins, 304 U. 8. 27.
United States v, Wood, 209 U. S. 123.
West Coast Hotel Co. v. Parrish, 300 U. S. 870.
Mr. Monnis. A particularly apt reference, in this regard, is to the

dissenting opinion of Mr. Justice Brandeis in Burnet v. Coronado OiU
.& Gas Co. (285 U. S. 393). In response to the majority opinion, which
reaffirmed the immunity of Government lessees from taxation and
largely relied upon the fact that the issue had already been decided in
the Gallespie case Mr Justice Brandeis rephed that the Gilespie cas
should be overruled.

He said:
* * * in cases involving the Federal Constitution, where correction through
legislative action is practically impossible, this Court has often overruled Its earlier
decisions. The Court bows to the lessons of experience and the force of better
reasoning, recognizing that the process of trial and error, so fruitful In the physical
sciences, is appropriate also in the judicial function.

He then listed some 30 cases where the Court had overruled its
-earlier decisions. Six years later precisely as Mr. Justice Brandeis
urged, the Court overruled both the Gi/lesie and the Coronado cases.

Throughout the Yellow Book, and throughout the testimony of last
week, there runs a thread of strong protest that the Department of
Justice should urge that the revenues of States and municipalities
should be subject to Federal taxation.

I hope that the committee gets the emphasis that I have lust
made, that the revenues of the States and municipalities should be
subject to Federal taxation.

if the White Book had suggested any such proposition, there would
have been more point to tisa criticism. The Departmept of Justice
subscribes unhesitatingly to the doctrine that any tax imposed on the
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State or municipality, in the exercise of an essential governmental
function is forbidden by the implications of the Constitution.

The dHATHMAN. I think I tried to say so.
Mr. Monnis. You did say so, and I was very grateful to the chair.

man for saying so.
The testimony of Mr. Wood sought to convict the Department of

a veiled and sinister )urpose because taxes of one form or another
have been sought to be imposed with respect to activities which, if
Ids information is correct, must be proprietary in nature. .

By the same token, we could be convicted of a purpose to undermine
State governments because we impose taxes with respect to State
liquor dispensaries, State railroads, and football contests in State
universities,

The distinction is obvious, and 'has long been settled, between
activities which are necessary to the existence of State governments
and those which are proprietary or nonessential. In taxing the
latter, the Federal Government shows, of course, no predatory pur-
pose to tax the governmental activities of States and municipalities.

These matters, then, are not In dispute, however vigorous may have
been the attack of our adversaries.

Before taking up the matters which are actually in controversy,
It might be wellif Ioutlined, In the briefest form, the views which we
have presented to the committee.

The law of tax immunity has been in a more or less constant state
of flux since its beginning. McOulloch v. Maryland (4 Wheat. 316)
and the cases which followed it, held Federal instrumentalities and
private persons who dealt with the Federal Government immune from
State taxation because article V1 of the Constitution declared the
laws of the United States to be the supreme law of the land. There
was not, of course, considered to be a comparable limitation on the
Federal taxing power, and the representation of the States in Congress
made this unnecessary. But, in Collector y. Day (11 Wall: 113)
decided in 1870, the Court found a similar limitation on the Federal
taxing power. Pollock v. Farmers Loan &c Trust Co. (157 U. S. 429;
i8 U. S. 601), holding the interest on State bonds to be immune
because the Court hed a tax on income to be a tax on the source,
pushed this limitation further.

I might interpolate that counsel took a different view of what
the Court did say, and, with respect to that, I shall allude later.

The Ci1Ami1MAN. It has been so long since the reading of the Mc-
Oulloch v. Maryland case (4 Wheat. 316), and it is so important to our
decision here because it is the foundation case, I want to know whether
my recollection of the facts is right., •
. Mr. MonriS. Let me just briefly refresh your memory on that. The
facts in the case are these:
, The Bank of the United States was established in 1816. Within
3 years, eight States enacted laws designed to penalize the bank or
expel its branches from their territory,

The Stute of Maryland enacted legislation whioh provided that if
any bank established a branch office, in the State without State
autlority-obviously aimed at the Bank of the United States-it
must issuenotes only in~speoified dnominations and only on stamped
paper to be Purohased at the prescribed rates from the Treasury of the

western Shore;
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Alternatively, the branch banks could gain exemption from this

requirement by tiOn payment of twelve or fifteen thousand dollars a
year.

In inaction against the cashier, the State court rendered a judgment
for the statutory penalties.

The CHAIRMAN, Therefore, we might say that the case was one in
which the equities were very strongly with the Bank of the United
States.

Mr. Monnys. I think It is positively inconceivable that the case
could have been decided other than it was.

Now, it is true that the Court, in its opinion, speaking through
Chief Justice Marshall, did not pitch its action on the fact of the dis-
criminatory nature of these taxes, but it is equally indisputable that
there was a shocking discrimination.

And it is also true, Mr. Chairman and gentlemen of the committee,
that in that same case the Supreme Court countenanced a tax by the
State of Maryland on the land owned by that bank, and stated that
the State of Maryland could lay upon the citizens of Maryland
owning shares in that bank the same tax that it would lay upon other
citizens.

The CIAIRMAN. But it is true, of course, they were concerned with
power rather than discrimination.

Mr. Maomus. There is no doubt about it, and, as Justice Holmes.
said in this'decision, it was not a question of any degree, but a question
of whether there was any power at all.

The CHAIRMAN. I have heard the phrase stated in law school-the
famour phrase of Chief Justice Marshall. Was that stated in that
ease?

Mr. Motis. Yes, sir. Webster was accredited with the use of
that phrase in his argument, and it was adopted by Chief Justice
Marshall. It is:

The power to tax Involves the power to destroy.
Since the earlier decisions the Court has been largely engaged in res-

stricting the boundaries indicated by those decisions. With particular
respect to the Pollock case, we have shown that its authority has been
substantially impaired by subsequent decisions. If the contractor,
the lessee, and the employee of the Government is taxable, it is
difficult to see why the bondholder should be exempt. The implica-
tions of the Pollock case have not been carried into the related fields
of transfers of Government bonds or State taxation of bonds of an-
other State, The prohibition against a Federal tax on exports and
against State taxes on interstate commerce have not barred net
income taxes, although these are express rather than implied pro-
hibitions.

Let me interrupt myself to say: Of course, the answer has been
made, and is made, that these taxes are i the nature of an excise, but,
if the great implication of the Constitution is that no burden of
taxation shall fall on those things, then it is difficult to see why, if
the burden does fall with respect to one type of tax, it is not also to
be prohibited with respect to the other.

The basis of the Pollock, case, as measured by the opinion there,
was that a tax on income is a tax on the source; this has expressly
been rejected i ANew York ex rel. Cohn v. Graves (300 U. S. 308).
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No other reason for immunity which has been advanced and which
is still accepted by the Court will support the Pollock case. It is
contradicted by the reasons the Court has advanced to deny immunity.

If the Congress were to enact the legislation recommended by the
President, the question would relate to a nondiscriminatory tax on
net income which included the interest on future issues of State and
municipal bonds just as it included all other items of income. The
essential fairness of the plan, and the absence of discrimination in it,
would be graphically isslustrated by the corresponding waiver of the
exemption of future issues of Federal bonds. It seems difficult to
believe that, in the face of the recent decisions, the Court would now
feel bound to follow the Pollock case.

Even if we are wrong as to the present rule of Immunity, the kis-
lation might well be sustained under the sixteenth amendment, giving
power to tax income "from whatever source derived." The words
of the Constitution must be construed to mean what they say, and, it
would seem, there is no ambiguity whatever, in this amendment.

The Supreme Court, it is true, ruled in Evatia v. Gore (263 U. S.
245), that the amendment did not extend the taxing power of Congress
it construed the language in the fight of external evidence. But if
all, rather than a part, of this evidence is examined, the plain moaning
of the language is confirmed and not contradicted.

May I say, for the information of Senator Byrd who has just come
in, that what I have been doing here is simply, in a very brief manner,
somewhat recapitulating the arguments which we submitted to this
committee in our main statement, before undertaking to take up
some of the matters asserted by the opponents of the measure.

The CHAIRMAN. I think that the facts we have begn discussing are
most im ortant in the case.

Mr. oniRis. I do too,
The CHAIMAN. Have they ever been presented to the Supreme

Court in any case arising out of this controversy?
Mr. Monars. To my knowledge, they have not been fully urged.
The CIHAIMAN. Has there been any case where these facts might

have been presented to the Court?
Mr, Monnis. There might be a difference of opinion as to that.
The CHAIRAN. Well, where they should have been presented.
Mr. MoRRIs. If you take that view of EVans v. Gore (253 U. S. 245),

which could have turned on the question of the meaning of diminution
of salary during continuance in office.

The CHAUMAM. I think that it did turn on that point.
Mr. Monnis. They state such a tax was such a diminution as

prohibited by article III.
Now, the argument was also made that, even if it were such a

diminution as was prohibited by article 1II, the sixteenth amendment,
overcame the limitation contained in article 11.

It was evidently that argument that occasioned the Court to con-
sider whether or not the sixteenth amendment did extend the taxing
power beyond what it was prior to its enactment.

The CHAtMuAN. Being later in point of time?
Mr. MoRnis. Yes, sir.
But Mr. Chairman, notwithstanding the fact that the ,ixteenth

amendment deals with income from whatever source derived, and
therefore may not have reached the question of judges salaries be-
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cause article III is for the protection of the recipients, not the source-
anjd we allude to that difference and we thifik it very important-
Mr. Justice Holmes and Mr. Justice Brandeis, in their dissent, stated
exactly the argument that the Department of Justice has presented to
you, and, for that reason, felt that case should have been decided
otherwise.

What I am trying to make clear is that it could very reasonably
be said that the sixteenth amendment had the effect of taxing income
"from whatever source derived," thus shutting out of view the im-
munity of a source from which income came, and, at the same time,
not having the effect of overriding a previous constitutional provision
which, in its terms and obvious purpose, was to protect not thle source
of the income but the recipient of it. The provision in article III is
not laid to prevent a tax on income from the Government- it is obvious
that it Is to prevent a burden from falling upon the recipient, namely,
the judge, because it wishes to protect him from the decrease of salary.

I do not make this as an argument to support the Evans v. Gord
case (253 U. S. 245); I only mean to point out the result could have
been arrived at even though the sixteenth amendment had the feature
or force of rendering taxable income from sources that theretofore
had been Immune.

The CHAIRMAN. But the history of the income-tax laws, of the
Civil War period, the 1894 Act-

Mr. MoRRIs (interposing). The first one-
The CHAIRMAN (continuing). Let me get my thought over to you.
The history of the act' and the use of the phrase "from whatever

source dried" was not presented to the Court in Evans v. Gore
(253 U. S. 245), so far as the briefs show.

Mr. Monnis. No; not so far as I know, and Mr. Cohen I believe
it was, made the statement that the counsel for Walter Evans had
presented extensively the argument on this amendment and its mean-
ing, and I have not found that this argument was presented.

The CHAIRMAN. Was that in the brief? Mr. Cohen is here.
Mr. COHEN. I did not say that, but, in a letter which I sent to you,

I called your attention to the fact that Mr. Justice Van Devanter,
who wrote the opinion, said counsel for the Government concedes,
under our interpretation, there is no such argument to be made.

Am I not right about that?
Mr. Monis. You are correct, and it is a very critical point that

there was no controversy between the Government and the taxpayer
in that case as to the effect of this amendment.

The CHAIRMAN. I well remember Mr. Cohen's statement on that,
since he reminds me of it, but I would like to get in my mind the situa-
tion clearly, and I would like to have you recapitulate those three acts
and tell us what the exact language was in those three revenue acts,
inclusive of the 1894 Act.Mr. Monnis. I think that I can do that, and I will ask my colleagues
to correct me if I make a mistake.

Now, the divil War income tax, under which the case of Collector v.
Day (11 Wall. 113) arose, the provision was an to income from certain
enumerated sources that should be taxed-"and from any other
source whatever." Am I correct about that?

Mr. GAItDNnR. That is precisely right.
The CHAIRMA. That is the second from the last line on the

bottom of page 9 of the White Book, being the act of 1861. "That
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tax was levied upon annual income 'derived from * * * (enum
rated sources), orfrom any other source whatever.' "

Mr. M6ntns. Yes, sir; and that language, as I recall it, was followed
through in the act of 1804, but, before we come to that, lot me say this,
that it is our thought, or we think that it is pertinent to the point you
have raised, that, under the language of that act, the Court decided
the constitutional power of the Congress to lay a tax on Judge Day.

The CHAIRMAN. In other words, the controversy in the Day, case
would not have occurred unless the Government had construed that
language-"from any other source whatever"-to include the income
from the salaries of State judges?

Mr. Monnis. Precisely, and not only the Government, but the
courts and parties all accepted that to be the meaning.

The CHIAIRMAN. So, unquestionably, the Court must have con-
strued that language to include the salaries of the State officials,
otherwise there would not have been any case.

If the Court liad not understood the language to be the intention
of the Congress to lay that tax, they would not have reached the
constitutional question of the power of the Congress to do that, and,
to emphasize it, when the act of 1894 was being drafted, they recog-
nized the decision in Collector v. Day (11 Wall. 113) using the same
broad language, they felt the need to carve or they did carve out the
exemption of salaries such as they thought had been announced and
was announced in Collector v. Day, but th ey did not, make an express
exemption as to State or municipal bonds.

And, therefore, in the case of Pollock v. Farmers Loan & Trust
Company (157 U. S. 429; 158 U. S. 601), precisely the same situation
existed as had in the Collector v. Day case (11 Wall. 113).

Had the Court there not deemed the words "from any source what-
ever" to include the income from State and municipal bonds, they
there would not have reached to the constitutional question as to the
power of the Congress to lay that tax.

But., that is not all-
The CHAIRMAN. But I do not want you to get away from the acts.

I want to clarify the acts. The act of 1862, also, had the same
language; an income tax was imposed upon annual income "derived
from" certain sources, "or from any source whatever."

Mr. Mounts. I think that is the language that goes through it.
Tile CHAIRMAN. What act followed that?
Mr. Monmus. There was one of "61, '62, '63, and '64, amended by

'65.
The CHAIRMAN. The act of '64 included the same language as the

act of '62?
Mr. Monuis. Yes, sir. I do not think, Mr. Chairman, that there

is any difference in that expression in these several acts. The act of
'61 has been quoted on page 97 of ou r book, the language there being:

An income tax was inpose(i upon annual Income "derived from * * *
(enumerated sources), or from any other source whatever, except as hereinafter
mentioned."

Now, on page 98:
The act of 1864 used the same language as the act of 1802-

which I read--
The act of 1864 used the same language as the act of 1862, except that it ox-

tended the graduated feature of the tax by one step. The act of 1865 contained
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theosamo language as above quoted from the act of 1802, but the additional step
in graduation brought In by the act of 1804 was climninated. The act of 1800 was
amendatory of the existing law by speoifying that the tax should apply to "the
gains, profits., and income of every business, trade, or profession." 'the act of
1807 amended section 110 of the act of 1804 but the language above quoted was
substantially retained.

The CHAIRMAN. Then there followed, in the act of 1864, the lan.
guage almost exactly the same as the constitutional amondmont -"or
other gains and profit and income derived from any source whatever?"

Mr. Monis. Yes; that was in the act of 1864, then the act of 1870.
It was to apply for the years 1870 and 1871.
The CHAIRMAN. I am not disputing you, but I think you are wrong.
Mr. Monnis. I may be.
The CHAIRMAN. It does not make much difference.
Mr. Monis. Now, if I had the act of 1894-that act was, in form,

similar to the earlier income-tax provisions. Section 28, in establish-
ing the method of computing taxable gains, profits, and income, enti-
merated numerous specific sources, and-quoting-"all other gains,
profits, and income derived from any source whatever."

The CHAIRMAN. What are you on inow?
Mr. Monnis. That is from page 101, about the seventh line front

the bottom of the pago. It is the last paragraph of that page.
The CHAIRMAN. "F rom any source whatever" is the language there?
Mr. Monnis. Yes sir.
The CHAIRMAN. And, of course, that was construed by, the Court

t~o include taxable income on State securities- otherwise, it would not
have reached the constitutionall question in tie Pollock case?

Mr. Monnis. Yes, sir. Now, when I say that, I mean explicitly
construed because, otherwise it would not have reached the con-
stitutional question, of power.

Now, there is a further step in that same chain of judIicial accep-
tation, but, before I got to that, lot me allude to something else.

In the debates in the Congress, there was an amendment itro-
duced by Senator Hill to the act of 1894, wherein he said expressly
excluded interest from State and municipal bonds, which amendment
wan rejected, and renewed, and rejected again.

The CHAIIMAN. Now, jumping down to the arguments in the
Senate in 1910-

Mr. Momnis. 1909.
The CHAIRMAN. Well we will assume that all this occurred after the

amendment had been submitted and when the matter was up.; coming
down to that time, I cannot find in the statements and papers where
the line of thought we are now discussing was raised by anybody in
the Senate.

Mr. Monrts. It was not.
The CHAIRMAN. Senator Borah's speecht does not contain any

reference-
Mr. Monnis. No sir.
The CHAIRMAN. o the previous construction of the meanhig of

the phrase "from whatever source derived"?
Mr. Munts. No sir
The CHAIRMAN. I wanted to know if that was' a fact.
Mr. MonnIs. But leot me say, since I have mentioned these two

previous decisions, what I think is necessary and critical to the validity
of, the thought we are submitting that in the same Congress that
proposed the sixteenth amendment substantially these same words
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were used in the taxing act of corporations. If you gentlemen have not
studied that interesting relationship that exists between the proposal
of the sixteenth amendment in tha Congress and the adoption of the
corporation excise tax of 1009 I submit that it is most illuminating,

fn that Congress that did formulate and submit the sixteornt
amendment, there was adopted the corporation excise tax of 1000, by
the terms of which a tax was laid upon corporations, general stock
companies and associations, equivalent to 1 percent upon the entire
net income, over and above $5,000, received by it from "all sources"
during each year.

Now, the validity of that tax with respect to State and municipal
bonds, or, rather, the income from them, was challenged in Flint v.
Stone Tracy Company (220 U. S. 107), and the Court there held-
and that, I believe, was in 1011, before the complete ratification of
the sixteenth amendment-that the words "from all sources," in-
cluded the interest from State and municipal bonds.

Now, we submit that where a phrase of substantially identical
arrangement has had that judicial interpretation and consideration, it
is not so ridiculously absurd and preposterous, as opponents would
have you believe, to submit in all good faith that the words in the
constitutional amendment, where it was competent to give the Gov-
ernment the power, had the meaning that repeated judicial cases and
determinations had assumed them to mean.

I am not belittling the argument of the', other side. There is a
perfectly strong argument that they can and have made but, to my
mind, it weakens it tremendously when they must reach to the ex-
tremes of adjectival and adverbia condemnation to deal with what
they have, but what are perfectly legitimate arguments to the contrary.

Senator AUSTIN. I came in late, and I want to inquire what the
objective of this line of discussion is. Are you undertaking to dem-
onstrate that such statutes as we are considering are free from doubt
of constitutionality?

Mr. Momnis. No, sir. I am trying to state the argument that can
be reasonably and legitimately made to support such constitutionality,
and I hope that the Senators will please understand our position.

It was alluded to by the gentlemen of the opposition, if we may call
them that, that I was put upon the rack before the Committee on
We 7- and Means and faced with something or other to which I had to
anbiwer, and I think my answer as quoted-in the record, is such that
in order that there may be no Aoubt as to my position, I should like
for the record here to hwv what I did say.

Mr. RZXD. Will you answer this question: Do you personally entertain any,
doubt as to the constitutionality-

Senator AvuiiN. What are you reading from?
Mr. Monws. I am reading from the hearings before the Committee

on Ways and Means, House of Representatives, Sevonty-sixth Con-
gress, first session, January 29, 1939,", at page 42:

Mr. RD Will you answer this question: Do you personally entertain any
doubt as to the constitutionality of tho proposal wic'h is brought hero?

To which I answered:
I do not think I would be candid it I said that the question was one without

doubt.
Our objective, Senator, as stated elsewhere in this record, has been

to try to gather the material of a legal and factual nature which might
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be considered as a part of the background of the constitutional amend-
mbnt and helpful to Congress in the consideration of this problem.

It is not our business or our intention to express opinions as to the
constitutionality of measures, and we are not doing so. We draw
from that material arguments which we think are sound arguments
which we think the Court could rest upon in sustaining the constitu.
tionplity of this measure.

Senator AusTIN. Will you permit another question?
Mr. MoRis, Yes indeed sir
Senator AUSTIN. i thought I gathered from your brief that you

were trying to get the Congress to enact the statutes, for one purpose,
among others, namely, to give to the cause the presumption of consti-
tutionality by the act of Congress. Do you take that position?

Mr. MonRs. In the first place, I am not trying to persuade the
Congress to do anytlhng. I am trying to give you the benefit of our
studies, to the end that you may draw the conclusions that you feel
you should.

In the second place, I have stated, and I reiterate, that, if an act
of this kind that is proposed be enacted, and the question came before
the Court, where there is laid a tax applicable only in future and
without retroactive burdens upon those who in good faith had no
right to assume that they would be taxed, and, if that legislation had
the further element which emphasizes its nondiscriminatory character
by extending to the States the right to tax like revenue from Federal
sources as was by that act being taxed from State sources, that I be-
lieve the question would be one wilch would have a greater appeal to
the Court, because it had a greater element of justice and fairness anc
nondiscriminatory characteristics to it.

Have I answered the Senator's question?
Senator AUSTIN. I think you did with one word, when you said"yes." I understood you to say "Yes."
I must have misread your brief, if I had such a firm impression, as

I do have, that one of the principal objectives is to induce the Congress
to enact the legislation, notwithstanding the unconstitutionality, for
the objective of giving to the legislation the presumption which is
gained by the act of Congress.

Mr. MORRIS. I think, in all candor, since the Senator has that
view in mind, I should explain what my view is.

There can be no question of doubt that an act of Congress ordi-
narily carries with it the presumption of constitutionality, and I
assume that presumption is weighed in the determination by the
Court as to its validity.

I think that the chairman of this committee, in respect to a state-
ment that was made somewhat along the line of the Senator's ques-
tion, amply deals with what the situation would be if this Congress
p assed this' act, notwithstanding doubts as to its constitutionality,
but for the purpose of having it reviewed and passed upon by theSupreme Court. 'I think the record that there has been doubt on the part of Members

who supported the legislation would seriously weigh with the Court,
with respect to any strong presumption of constitutionality. I mean,
if it was thought that it was passed in order to give an opportunity
to pass on it, it. probably would not crry the same weighty consti-
tutional presumption which it might if those doubts were not ex-
pressed, but I do say the Court would not be misled on that, and,
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with respect to the second part of your question, I have said, and I
reiterate, that in any field of a controversial character, where a ques-
tion of constitutionality is the controversy I doubt that it can be said
by anyone to a certainty that any given legislation is constitutional.

Ii these circumstances, I do say, in my letter of transmittal of the
o-called Whito Book to the Treasury Department, that I believe the
arguments, being what they are, that even though the doubt light
be greater, the Congress would be justified in taking such action as
to enable the Court to determine 1he question of constitutionality;
and I stated that very course had been taken and had implicitly
been sanctioned by the Supreme Court in the fvans v. Gore case (253
U. S. 245), where the Court pointed out that Congressmen, who
supported the measure, expressed grave constitutional doubt, "but
passed it so that the Court could (letennine its validity.

And, may I add to that this further thought, that when one under-
takes to deny that opportunity of determination it is to run the risk
that has been run when a great President of this country vetoed an
act of Congress on the ground that it was unconstitutional, and which
thereafter was passed over his veto and which thereafter was sus-
tained by the Supreme Court as being constitutional, and that was no
less a great jurist than President Taft. We have a rather strong
precedent for action taken, even though there was uncertainty as to
its constitutionality, when President Jefferson who had well-known
doubts as to the constitutional power to effect tile Louisiana purchase,
nevertheless did not permit such doubts to prevent that action.

My view only, Senator, is that it is for the Supreme Court to say
with finality, when the exact question is before it, and I would not
hazard an opinion or permit myself to suggest to the Senators what
it is their duty to do. That is for them to determine, and certainly
not my function to advise. I do say that where there is this con-
troversy it is a question that can well be passed upon by the Supreme
Court to determine, nd it cannot be so determined unless you-

Senator AUSTIN. May I interrupt you there?
Mr. MoRnis. Yes.
Senator AUSTIN. Don't you think that the question can be deter-

mined in the cases now pending in the courts?
Mr. MonnIs. I do not see how.
Senator AUsTIN. Well is it not true that recently a petition was

granted for eortiorari in the Supreme Court in the case of James F.
Pickett v. United States (No. 642) in which this question is involved?

Mr. Monnis. I am not familiar with that case.
Senator AUSTIN. Just assume that the question has been raised

and is pending in the Court, do you not thif k we would better per-
form the duties of our office to allow the Court to decide the question
before we pass the statute with no such advice about it?

Mr. MonnIs. The present revenue law undertakes to exempt the
interest from State and municipal bonds from taxation. I do not see
how a tax could be asserted-any more than I see how in the PoUock case,
bad it been clear that the words "from whatever source" (lid not in-
elude the interest from municipal bonds, the Court would have passed
upon the constitutional question.

Senator AUSTIN. I think I had better correct an impression I gave.
In the specifleation of errors I notice this, which I think points out the
fact, that it deals with immunities of agencies of the State in the
exercise of sovereign power.
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Mr. Monnis. Yes, we have several of those cases. We have a
number of these, and the Government is continuing to explore the pos-
sibilities-

Senator MILLER. I have been called out. Now, see if I understand
your contention on the question you are presenting to us that the acts
of 1801, 1802, and 1804, in the case of (Jollector v. Day (II Wall. 113)
it was shown continent, a provision, "income from whatever source
derived."

Mr. Monns. That was there, substantially.
Senator MILLER. That was in those statutes?
Mr. Moius. Yes-not exactly-it was, "From any source what-

ever." It was slightly different.
Senator MILLER. The real words were just "from any source

whatever."
Mr. MoRnS. That is right.
Senator MnaF.uR. Now the sixteenth amendment contains the

words, "from whatever source derived."
Mr. MonRis. Yes.
Senator MILLER. Now, the question in Collector v. Day (11 Wall.

113), was decided not on the question of the power of the Congress to
levy the tax?

Mr. MoRRiS. Oh, yet'; it was.
Senator MILLER. But, it was decided on the immunity question,

was it not?
Mr. Monnis. That was the question
Senator MILLER. I know. Of, course, I did not mean that. That

is an unfortunate statement. What I meant was not on the question
of whether or not it was included, but on the constitutional power
of immunity.

Mr. Monuns. Exactly.
Senator MILLER. Now, it is your contention, or the thought that

you are presenting to us is this, that under the terms of the sixteenth
amendment that a case arose, and there followed the doctrine in
Collector v. Day (11 Wall. 113), that'it would be sustained as including
just what the amendment says-"From whatever source derived."

Mr. MoRnas. In this regard only: The thought is that if, in the
statutory language in Collector v. Day (11 W.all 113), the words,
"from any other source whatever," were considered to include this
kind of income, which it must have done, else the Court would not
have reached the question of power, then, in the constitutional
language, which clearly carries the power intended to be carried, that
there should be included that type of income which was construed
to be included in the statutory language in Collector v. Day (11 Wall.
113) and Pollock v. Farmers Loan & Trust Company (157 V. S. 429;
158 b. S. 601).

Senator MILLE R. And then I understand your contention correctly?
Mr. MonnIs. Yes, sir,
Senator MILLER. And there has been no subsequent decisions that

would indicate that the Court had departed from that, or would lay
down any other rule than that which you have been advocating here?
Is there, or not?

Mr, MORRIS. To answer that, the Brushaber ease, and other cases,
where the Court had occasion to make expression concerning the

,sixteenth amendment, are to the effect that it does not extend the
122256-80--pt. 8-10
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tlxll I)owor to Incon "front whltovor source (IorlVd;" hot t ont
Slit)Illlig thi IS li arguillent that 1...

Soiuator' Mi1o4lE.. In) th ios0 (11180. id (Iod olh5p(ilt to tho ndOpl-
tiou) of t he it't1) lltltet"llt, 1whi ll thlley hllitod or hold thisl
clause (id not extend to ai iltIl do theso t'h~lilgs, wVero they more
or less liniititions of the power granto or iorrli li teio Sixteellit'h

M,, Mo i. Well, I tlik thlt, I lil rithor Stiite' It thlis way:
'l'That slleh oxlre4slts 1i4 thtre ha1vo lwetI by tle Sulpreme Court. (1O
niot sllow lilly ilCeoptiili' of tho view thiit hi liv n b ll ill hi hli .ttiag,
lil( t'heY (to not show that this lhliiut of the quetioll ius over benllpressedt 'uiili thoiii for dloiistion,

The (iI AIliMAN. They lftve never ('0i10dedi, tri mui hillg of the
Iliglll(t "from whatever source ehrived"?
Mr toilitS. liiless it. ho tho rather oblique collildoratioli within

reforone tA) thto questionl of ipphortiomlellt,.
Senator AUSTIN. t Would Ii o to get. your view tthoil tho laliguage

il Ern m v. Gore (Noto 259, 253 U, S., 245):
DoOR the Nlxtoumth naui1u0luiout nuthorlao nild Rupport this tax aud tho at.

tendant dinhutl tin that Is to say does It bring within th0 thing power euu1bJeota
luorotoforo OXOcuptedl' ThO court bhlow alumwored Ili the negative; Anul counsol for
the (lovernilont slay, "it In lxot, lit view of recoiit (itIhoNhI)ui oonltidod that this
aiotillmenit ronderod anything taxable as hluoni that was iot so taxable before."
And thlin tho Court continues:

Vo might rest tho latter here, hut It seems bettor tait otlr view amid the
roasons thorefor be statod In this opinion, oeon If there ho sonmO repetition of what
rocotly wan said in other umisO.
The question is: Do You not think th, Court did tWko tlil prociso

question that. you arO (115soCu1g ill the (ore) ass mid doildCo it?
Mr. MonRis. I an sorry that the Senntor was not in when we (nlt

with that very broad question, and It is this: Tio caso of Bi.Wis*l v.
(ore (263 U. A. 245) certainly stands for the proposition that tho six
tenth amendment did not reach to further subjects of taxation.
It says so,

The Senator will recall tlit in thlt opioiiloro wits a dissonthig
opinion by Mr. Justice Holmes, in which Mr. Justice lranndelh con-
ourred, li which they took the position that; tle sixteontli amoninent
means exactly what our argument to you assorts, luv boon intended
to,

The caso of lmna v. Awe (25.3 IT. S. 245) turod on the question of
dihiniition of tho judge's salary, in violation of artdieo T, Ito I pointed
outt tire miy be tho basis for a distinction tlint, eve, though tile
sixteenth amended nt did expose, to tax tion income from many
sources., it did not havo the ofect of overriding the i)rov lon of article
Itl whwih l)rototodi tho Juldge, namniely, the reel'plnont of tho licolo,
from tixition, and wat4 not intended to deal with tle same quoRtion
which the sixteoiith alendilont does,

Senator Mmnla. Why would not the sixtoonth anei nit apply
to artlelo Ill of tile Constittiion? Of court, tlat was income,

Mr, Monuts, I would never rech tAt question hi thalit ono,
Senator, but I can still see that It might ie said that, the sixteenth
anen(lment will (1o what I hope to hive a chance to show you what
I think it may well do-that Is to eliminate consideration of source
with respect to ineollo, and yet leave intact from taxation income of
the Judge whon lie acquired office at it time, whon tliero wus a consti-
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tutlonid ilunity. I mean, I do not think that the questions are
the 0111110.

The Court sidd there that the sixteenth Ilenieulh t did not over.
ride article 111. 1 uitn saying that the court t may still ay it did not,
andi yet give to it the el&(iet thmt it (1i( oxelude from eomideration
ourc e oft uciolo whleo1 it Coileu to the question of taxation of i1co1ne,

''le (IIAIRtMAN. I thilk thAt the I)OIllt weO 0re dis0ussi8g W it most
itportilitt olle, Itild tle only on) e that 1 see that gives just f (ation for
the (loverlllne1t't4 1oiltion.

It doem not 1 seem to ie that there has bie llbrought out hero one
filet that liplj)eAls tAl m11, ldli that is in further discussion of the 1894
ot, which contained the phrase frontn iny source whittovor"'- -

Mr. Nloitnls. "From illy sourie whatever' '
The CiiAIIMAN. Which was hold by the Court in 1805 to ilhi(e

the icolino from municipal and Stito securities,
Mr. MOluitrns. Yes.
The ('1tAIIAn. And you have not sail, and it sois to me iin.

portiit. to cill !ittoittioin to the fat% that it wis out of the Pollock cas
t,'1t tlil agitation for the sixteenth 111ndm1)hent arose. If the Pollock
caseB had elooi deided differeltly there would have beel no necessity
for the sixtoonth iilinelilieit, It s00ois to io that we must assume
that tile lhriso, "froin whatsoever source derived," wheio written into
the sixteenth amllinoint caio from that case.

Mr. Moluts, Yes; it caine from It.
'ile CAIRMAN. A id it .s0ems amazing to no that there was no dis.

cussilon in tile Snato at that time of that fat; that the very statute
out of which tile controversy arome had something-

Mr. Monitlo. exactlyy; iiu not only that, but the language, when
enacted into tilat statute, hiad beon---
Tio CHAIUMAN, I Wiant to gOt mnY Idea over.
greatt emphasis was hlaced, In tile Sounato, on this argument upon

tile apllortionnient proposition.
Mri, oniti, ,Yes Sir,
Tho (lAHiiMAN, iUt 1othi seems to have boon said about tile

intlleical language that we iudiiidil the 1804 statute, and tile language
that we Iave in tilie xteolithl aiendient; to ine, tlat Is a vital factor.

I grant that the Sonate of the United Stats may not liave discussed
tJiat proposition, but it 5001is to tue that fair-minded ini must come
to tile goioral OotllsiOho that tile people of tile country had soime
idea of what tlat plirose mont, Ili they were told by the Suprqme
Court that the phrase included the income from State and municlpal
securities.

Mr. M onnis, They were told by the Supreme Courtm-
Tho CHAIRMAN. It so00m1 to me tlt Is tile vital fact to be brought

out in this argutnent. I do not mean that I necessarily agree with it,
but I say that, seems to be the vital factor In the presentation of tile
(tovernmont's case.

Mr. Moitms. It is; atlld I shall try to deal with it.
But, please lot inc ask tile chairman not to come to the view yet

that this is tile only vital factor, the only 1 stiifcation for the Govern.
mont's position being ustainod bocate I thliik that it is important
to view whiat our opponents say In their effort to demolish our position
bocausO, if that view be taken, as would appear possible from sone
of the questions of tile committee, tieln our position is very much Iess
stroigtilan we think it is,
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But, on the point that you have just mentioned, here our argument
comes to that. That is the argument which is drawn by the opponents
when they say that it is inconceivable that there would have been
passed through the Congress a resolution having the effect of destroy-
ing our form of government and doing away.with the dualism that
we.had without there being debate on the subject.

Well, I think so, too, and I do not believe that such a thing could
happen, and I do not believe that such a thing did happen. I think
that the thought before the Congress was, as Mr. Justice Holmes said,
that the problem of dealing with the cause that had led to the results
in the Pollock case, and the cause that led to the results in tile other
cases was looking to the source of income that was the subject of
taxation.

A progressive income tax could not be laid on income from real
property, because it had to be apportioned, and you cannot lay an
income tax based on ability to pay, and uniform throughout the
country, if it is apportioned. The difficulty was in looking at the
source from which it came.

The same thing was said to be true concerning income from personal
property. That, too, could not be laid without apportionment, and
that, too, because you look at the source.

Do not forget that in the Pollock case there was the question of tax-
ing income from municipal bonds-and you could not tax that Income.
Why? Because it came from a source which it was thought would be
burdened if the income from it was taxed.

Now, the cause of that trouble was in not looking at income as some-
thing which a person, an individual or a corporation, could have with-
out hooking up that inceme with the source from which it comes.

Our opponents say that the Pollock case did not mean that, while I
say that tie Pollock case itself should be looked at and it does say so.

U4r. MoRRIs. The Yellow Book does not deny that every tax im-
munity opinion of the Supreme Court prior to Collector v. Day (11 Wall.
113) was placed squarely upon Federal supremacy. It seeks to escape
this fact by two routes. The first charge is that the basis of decision in
Mc~illoch v. Maryland (4 Wheat. 316), and the oases which followed
it, was "a bold and intentional overstatement" (pp. 72, 73). But
"bold and intentional overstatement" or not, it remains the basis of
decision. The attack on Marshall, it must be noted, comes strangely
from those who cry for respect of Supreme Court decisions and who
insist that statements of the Court must continue, without reexamina-
tion, in their original form throughout time. The second assertion,
that "Federal supremacy" means supremacy of the Federal system
(pp. 72, 75-70), is refuted by the Court's own language, expressly
stating that immunity was extended because of article VI, which pro-
vides that the Federal laws should be the supreme law of tie land. It
seems worth while to read a few extracts to the committee from
McOulloch v. Maryland (4 Wheat. 310):

Thin great principle is that the Constitution and the laws made In pursuance
thereof are supreme; that they control the constitution and laws of the respective
States, and cannot be controlled by them (p. 428).

The question In, in truth, a question of supremacy, and If the right of the
States to tax the means employed by the general Government be conceded, the
declaration that the Constitution and thelaws made In pursuance thereof, shall
be the supreme law of the land, Is empty and unmeaning declamation (p. 488).

It has also been Insisted, that, as the power of taxation in the general and State
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Governments is acknowledged to bo concurrent, every argument which would
stistaln the right of the general Government to tax banks chartered by tile States
will equally sustain the right of the States to tax banks chartered by the general
Government.

But the two eases are not on the same reason, The people of all the States
have created the general Government, and have conferred upon It the general
power of taxation, The people of all the States, and tlhe States theinsel yes, are
represented in Congress, and by their rcalpresentat Ives, exercise this power.
When they, tax the charteored Institutions of 1he States they tax their constitu-
ents; and these taxes must 1) uniform. But, when a .tate taxes the operations
of the Government of the United States, it acts upon Institutions created, not by
their own constituents, but by people over whom they claim no control. It acts
upon the measures of a government created by others as well as themselves, for
the benefit of others in common with themselves. The difference is that which
always exists, and always must exist, between the action of the whole on a part,
and the action of a part on the whole-between the laws of a government de-
clared to be supreme, ani those of a government which, when in opposition to
those laws, is not supreme (pp. 435-430).

Having demolished this argument as to the State taxing power,
Marshall then adds that, even if it were correct, it -could serve only
to limit the Federal power to tax State banks. In his words:

Biut If the full application of this argument could be admitted, it might bring
into question the right of Congress to tax the State banks, and could not prove
the right of States to tax the bank of the United States (p. 430).
This the Yellow Book seems to magnify into an alternative holding
of the Court (p. 84).

2. The Yellow Book cites 33 cases as "clearly upholding reciprocal
immunity" (pp. 59-62). We need not stop to analyze these decisions'
it is sufficient to note that Heltering v. Gerlardt (304 U. S. 405) and
Helrering v. Therrefl (303 U. S. 218) are in this somewhat catholic list.

The prevadin fallaoy in the reasoning of the Yellow Book is well
illustrated by t As undiscriminating list of cases. It construes the
White Book to deny any constitutional immunity of the States. This,
of course we do not deny. But the Yellow Book finds the discussion
in the White Book to be contradicted by any opinion which recognizes
the immunity of the States or of any of their instrumentalities. It
then proceeds to assign that opinion to the list which affirms a "recip-
rocal" immunity.

The Yellow book, it may not be amiss to note, takes sharp issue
(pp. 89-03) with the White Book, and thus with the Supremue Court
in Mc6!lloch v. Maryland (4 Wheat. 310) and in Tlelvering v. Gerhardt
(304 U. S. 405) so far as they point out that one of tile reasons for
thle differences between the 1Federal and the State taking powers is
that the States are represented in Congress while the Uii ted States
is not represented in the State legislatures. Solicitor General Epstein
admitted in his testimony that ltero was language in the opinion in
J tehering v. GJerhardt (304 U. S. 405) contrary to his position before
the committee. It may be worth while to show the full extent Of this
language. In a footnote the Court said:

It follows that in considering the immunity of Federal instrumentalities from
State taxation two factors may be of importance which are lacking in the case of
a claimed immmitv of State instrurnentalitles from Federal taxation. Since the
acts of Congress within its constitutional power are supreme, the validity of
-State taxation of Federal instrutnentalities must depend (a) on the power of
Congress to create the Instrumentality and (b) its Intont to protect it from State
taxation. Congress may curtail an immunity which might otherwso be Implied,
Van Allen vi The Assessors (3 Wall. 573) or enlarge It beyond the p6Int whIe,,
Congress being silent, the Court would sot its limits (pp. 411-412).
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It continued, in the text:
In sustaining the immunity from State taxation, the opinion of the Court, by

Chief Justice Marshall, recognized a clear distinction between the extent of the
power of a State to tax national banks and that of the National Government to
x State instrumentalities. He was careful to point out not only that the taxing

power of the National Government is supreme, by reason of the constitutional
grant, but that in laying a Federal tax on State instrumentalities the people of
the States, acting through their representatives, are laying a tax on their own
institutions and consequently are subject to political restraint which cat be
counted on to prevent abuse. State taxation of national Instrumentalities is
subject to no such restraint, for the people outside the State have no representa-
tives who participate in the legislation; and in a real sense, as to them, the taxa-
tion is without representation. The exercise of the national taxing power is thus
subject to a safeguard which does not operate when a State undertakes to tax a
national instrumentality (p. 412).

The opinion later recurs to this thought:
There are cogent reasons why any constitutional restriction upon the taxing

power granted to Congress, so far as it can be properly raised by implication,
should be narrowly limited. One, as was pointed out by Chief Justice Marshall
in McCulloch v. Maryland, supra (pp. 435-486), and Weston v, Charleston, supra
(pp. 465-466), is that the people of all the States have created the National Gov-
ernment and are represented in Congress. Through that representation they
exercise the national taxing power. The very fact that when they are exercising
it they are taxing themselves, serves to guard against its abuse through the poa-
sibility of resort to the usual processes of political action which provides a read erl
and more adaptable means than any which courts can afford, for securing accom-
modation of the competing demands for national revenue, on the one hand, and
for reasonable scope for the Indepencence of State action, on the other (p. 416).

* * * Once impaired by the recognition of a State immunity found to be
excessive, restoration of that power is not likely to be secured through the action
of State legislatures; for they are without the indu6ements to act which have
often persuaded Congress to waive immunities thought to be excessive (p. 417),

Mr. Epstein urges, however, that this opinion is not sound con-
stitutional law. We are gratified to note his agreement with our
position that the Constitution is not frozen in perpetuity by a deci-
ion of the Supreme Court. We wish, however, to point out that

he takes issue ith the latest decision of the Court while we attack
an older decision, the reasons of which have since been departed
from, and which is contradicted by the subsequent decisions in
analagous fields.
, In the brief of the United States, amicus curiae, to be filed today
in Graves v. New York ex rot. O'Keefe, No. 478, October term, 1938,
the Department of Justice urges at some length (pp. 21-36) that the
Court has consistently acted on the assumption that the scope of
the Federal and the State taxing power is not precisely "reciprocal."
We have doubt as to the necessity, and perhaps of the propriety, of
repeating that argument here. It will be suficient, we believe, if
copies of that brile are filed with the committee.

The White Book takes the position that the basis of the decision
in Pollock v. Farmers Loan and Trust Company (157 U. 8. 429; 158
U. S. 601) was that a tax on the income of Government bonds was a
tax on the source and that this doctrine has subsequently been
rejected. The Yellow Book agrees that the proposition isno longer
good law, but says that it was not the basis of decision of the
Pollock wse (pp. 158-102). For this it relies, not upon the Pollock
ose but Upon the distinctions of that case which were adopted in the
decisions rejecting the doctrine that a tax on the income is a tax on
the source. But the majority of five Justices in the Second Pollock
casme opinion plainly said, "as to the interest on municipal bonds,
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that could not be taxed because of a want of power to tax the source."
t a later point in this same opinion the Court repeated this explana-
on of the decision: "The revenue derived from municipal bonds

cannot be taxed because the source cannot be." It may also be
noted that Mr. Wood, in hIis testimony against the White Book,
seems to have agreed with this interpretation of the Pollock decision.

The question before the Congress in determining what kind of a
resolution it wanted to deal with this question tbat had been raised
by the Pollock case, which the chairman correctly says was the reason
for the sixteenth amendment, rcognized that it was a question of
source. They did not want an rnicoe tax that had to be determined
by what source it came from. So, when they out off "looking to the
source" to determine the taxability of the income they were not dealing
with a question that threatened to destroy the Federal system.

I hazard the proposition right here, and I certainly want to state
it broadly, that no discriminatory tax could be laid that would do
violence or injury to a State government or its muiclpalities no more
than could, under any circumstances, the State discriminate against
the Federal Government.

There you have got something that would go to the destruction
of your dual system and would certainly receive debate before action
waR taken, unless It was pitched out without any debate at all.

But they put their reliance on the proposition that the meaning of
these words was not adopted because it means the destruction of the
government. If given the meaning that seems to be the natural
result of what was held on the Pollocle case, it could not have that de'
structive application as it was only.a question of source.

Now, I do not want to burden this argument or statement with too
much criticism, certainly not in the way of captious criticism of the
extravagant things that were said by opponents, although I would
like to call attention to some things.

Senator AUSTIN. Before you leave that, we are not to draw from
our argument are we, that you claim that the Pollock cae did not

hold that a Feaeral tax on State and municipal bonds was invalid for
want of constitutional power to tax the States?

Mr. MonRIS. I intended to say it did that.
Senator AUSTIN. In the next place, it also held, did it not, as to all

other taxes it made the source ofincome the vital criterion of validity?
Mr. Moitnirs. I think it made it as to all income.
Senator AUSTIN. I did not understand that.
Mr. Motist. I say I think it made the source the criterion of all

income they were there considering.
Senator AUSTIN. You cannot divorce these words we are tyring to

interpret, that is to say, leave them out; they have to be considered
in connection with the context.

Mr. MoRins. Absolutely; no part should be lifted out of the context.
I do not think, as opponents have said, you have the right to leave the
word "power" out of it. If our contention as to what the amendment
means is the right one, it follows from the fundamental canon of
constitutional construction 'that there nust be given meatiing to
every word in the constitution.

The only way they. can base their argument here is to say that
"power" means nothing. That it was no new grant of power.
"Whatever source derived" has no meaning because it Is repeatedly
stated that it has the same meaning without those Words. Now,
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that is not, the way itist of us havo been taught, the canon of con-
struction applicable to the Constitution.

All I say, Senator, is that at least our view is not so absurdly
preposterous and ridiculous as has been intimated, and that it does
have the sanction of very respectable authority.

Now, turning for the moment from the discussion of the sixteenth
amendment and getting to the point that the chainnan asked some
question about the other day.

The Yellow Book insists (pp. 138-157) that the decisions in analo-
gous fiells are, in truth, wholly consistent with the Pollock decision.
This insistence is, in large part, based on the fact that the Court in
each of these fields has recognized or distinguished the Pollock decision.

The White Book, of course, did not suggest the contrary. Had the
Court not distinguished the Pollock case, it would be not only incon-
sistent with these later cases but already overruled sub silentio.
This indeed, was the view of the status of the Pollock case expressed
by the minority justices in Janes v. Drao Contracting Uoinpany (302
U. S. 134). There Mr. Justice Roberts writing for himself and
Justices McReynolds, Sutherland, and Butler, said:

The judgment seems to me to overrule, sub silentlo, a century of precedents
and to leave the application of the rule uncertain and unpredictable (p. 161).

Senator AUSTIN. They were protesting against it.
Mr. Monnys. Exactly. They were against the decision in the

Dravo case, but be that as it may, the Justides are not unadvised of
what the meaning of the Court's decision is, although they may not
agree. It seems idle to describe as ridiculous and absurd the thought
that they were right in their view of what the Court did, even though
it Is not what they would have done.

Thus, four members of the Court gave it as their deliberate opinion
that the Pollock case had already been overruled. We do not go nearly
so far but merely insist that it is inconsistent with later decisions. Yet
the Yellow Book with characteristic immoderation, "deplores the
use of such a teemnique," and describes our argument as "absurd,"
"long discarded," and suggestive of "desperation."

To return to the basic position of the Yellow Book, that the Pollock
ease is reaffirmed every time it is recognized and cited as an existing
rule, I believe the committee will find this to be the truly critical
point of difference between the White Book and our opponents.

The witnesses who have appeared before the committee have
reiterated that the Pollock case has consistently been followed and
that no majority opinion has suggested that it is no longer good law.
Upon this simple proposition our opponents pitch their entire argu-
ment for its continued validity. p

We have never suggested that the Pollock case has already been
overruled. We do say that it reached a result which was unsound,
that the subsequent decisions in analogous fields are inconsistent
with it, that the reason advanced for the decisionn has been rejected in
subsequent cases, and that it is supported by no other reason which
has been advanced for tax immunity and which is now accepted by the
Court. For these reasons we. think the Congress might well take
action which would permit the Court to reexamine the question.
But- until that is done, the Pollock case, of course, remains as the rule
of the Court. other r opinions, will, of course, recognize that the
Court has so ruled. Subsequent decisions will, of course, say that
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while bond interest may not be taxed, the contractors' receipts, for
example 'are taxable. The whole case of our opponents, in short
comes down to the fact that the Court has never taken the unheard of
step of overruling a prior decision in obiter dictum.

Lot me call to the attention of this committee something rather
illuminating on this point. It will be recalled that the Supreme Court
decided the Adkins case in 1922 or 1923, holding invalid the minimum-
wage law.

ft was in 1636, I think, that a ininimum-wage law came before the
Court in the Tipaldo case. They sought to distinguish the New
York law from the one in the Adkins case. The Court hold that they
could n6t b" distinguished, and, therefore, on the strength of the
Adkins case, struck down the law involved in the Tipaldo case as
unconstitutional.

Within a year, the question was before the Supreme Court in the
West Coast 11otel company ease, involving a mitnum-wage law from
Washington. There the Court upheld the constitutionality of the
minimum-wage law and let us see why.

They said that in the Tipaldo case the Court had not been asked
to reexamine the Adkins case. Therefore, the validity of the Adkins
case rule was not open to question.

Mind you, it was on the strength that it was indistinguishable
from the Adkins case that the law fell.

But, in the W Vest Coast Hotel Company case, which was directly in
point, the Court held that they had been asked to reexamine the
validity of the Adkins case; they did, and they overruled it.

Now, by the reasoning that the opponents here would make, simply
because the Court has frequently said the Pollock case says so and so,
or the teachings of the Pollock case are thus and so, they have each
time reaffirmed the Pollock case.

The Yellow Book lists 22 cases which in this manner have "reiter-
ated and reaffinned" the Pollock case-pages 119-121-in the 44 years
since its deciso-,. It is fortunate that the fallacy of such an enumera-
tion of citati(,us can so simply be demonstrated. In Burnet v.
Coronado Oil & Gas 0o, (285 L. S 393, 399-400) the majority of the
Court refused to overrule Gllespie v. Oklahoma, ?n large part because
it had been decided and approved in some 10 cases. In addition to
the cases listed in the Coronado opinion the Od'llespie case has been
cited with approval in nine opinions. These cases are-

Miller v. Mihiaukes (272 U. S. 713, 178).
Group No. I Oil Corp. v. Bass (283 U. S. 270, 283),
Fox Film Corp. v, Doyal (286 l. 8. 123 130-131).
Indian Territory Oi Co. v. Board (288 D. S. 325, 328).
Burned v. A. . Jergin, 7rust (288 U. S. 608 516)
Trinilyfarm Co. v. Groejean (291 U. S, 406, 171).

Oklahoma v. Barnsdall Corp. (206 U. S. 251, 522).
New York ex rel. Cohn v. Graves (300 U. S 308 36).
James v. Dravo Conracting Co. (302 U, . 134, 140).
By the simple tests of tile Yellow Book, the Gillespie case was ap-

proved afnd reaffirned as late as December 6, 1937 in James v. Dravo
Contract'nq Co. (302: , . S. 134). Yet, 3 mNiths later, on March 7,
1938, and in spite of the fact that, as the Yellow Book puts it, it was
"reiterated and reaffirmed" in 19 cases during the 16 years of its life,
the Gillespie case was squarely overruled in Helvering v. Mountain.
Producers Corp. (303, U. S. 376).
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It may be noted, in this connection, that the Gillespie ease was in
considerable part based on the Pollock decision that a tax on the in-
come was a tax on the source.

The Court said:
In cases where the principal is absolutely immune from interference an inquiry

Is allowed into the sources from which net income is derived and if a part of it
comes from such a source, the tax is pro tanto void; Pollock v. Farmers' Loan &
Tnust Co. (187 U. S. 429; 188 U. S. 001); * * * (p, 505).

The Coronado case had a similar foundation, for the Court said:
To tax the income of the lessee arising therefrom would amount to an imposi-

tion upon the lease itself.

ID' the Court has already overruled decisions based on the Pollock
case 'it is ot unreasonable to hope that it would treat the parent case
.iiialy. It is interesting to note that the Gillesvie and Coronaado
cases are included by the Yellow Book in its list of decisions which'have clearly reiterated and reaffirmed that immunity."

The Yellow Book agrees that the mere power to tax does not
necessarily involve the power to destroy (p. 168). It places itself,
rather, on the proposition that the tax on bondholders is the destruc-
tion of the States and aggrandizement of the Federal Government.
We are at a loss to see why, if this be the case, the taxes to be imposed
by the States under the proposed legislation will not equally destroy
the United States. But, more importantly, it seems plain enough
that a nondiscriminatory tax, imposed on the Government bond-
holder's income equally with that of all others, can threaten no
destruction to either government.

The point I now discuss is not important, but the fact that it relates
to a foreign system of law makes clarification desirable. We cited
the reversal of the immunity rule in Canada and Australia as illustra-
tive of the fact that a federated nation had no practical need of an
immunity rule. The Yellow Book does not take issue with our analysis
of the holdings, but, instead, as one of its reasons for distinction, cate-
gorically states that "a British or Dominion act may not be declared
unconstitutional by the judiciary" (p. 207). This statement can be
justified only in a highly technical sense; as the many cases cited in
the White Book show, the Dominion or Commonwealth Act may be
declared ultra vires under the organic act of the British Parliament
which establishes the constitutional system.

I know that the committee is impatient, but I do want to mention
something before we adjourn. It has been argued that we have
rested our position on the authority of Canadian and Australian cases.
I think we made it clear that we were making a discussion of that as a
matter of interest, as an illustration from experience that a federated
system was not destroyed by such taxation.

Finally, before leavIng tfie immunity rule, I wish to rescue two
distin gushed gentlemen from the position to which Mr. Cohen in
testimony erroneously and, I am sure, inadvertently, assigned them.
He said that Solicitor General Jackson, in the oral argument of

United States v. Bekita (304 U. S. 27), the second municipal bank-
rupty case, said that the Federal Government had no power to tax
the interest on securities of States and their subdivisions. The state-
ment, according to the transcript of argument, was qualified by the
clause which lr.' Cohen neglected to note. Mr. Jackson, stating
that he assumed the irrigation district shared the immunity of the
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:State under the existing decisions, said that there was no power to
tax it "under the decisions."

Mr. Cohen also said that Mr. Justice Brandeis in the Brshabor
.case said that the burden on the Government, in tie case of a tax on
the interest received by the bondholder, is a real one.

The Justice, however, was not on the Court at the time that case
was decided. The decision in truth was by Chief Justice White.

We know of no case in wAich Mr. Justice Brandeis has said that the
Federal income tax cannot constitutionally be applied to the interest
paid on State bonds.

Indeed, dissenting in the National Lfe case, he said:
As the tax imposed by the act of 1021 !s on net income, I should have supposed

that it was settled by Flint v. Stone Tracy Co. (220 U. S. 107) * * * that
the inclusion in the computation of the interest on tax-exempt bonds like the
inclusion of the receipts from exports * * *, or the inclusion in a State tax
of receipts from Interstate commerce * * * would not have rendered the
tax objectionable.

I will now turn to the argument under the sixteenth amendment.
It will not, I think, be necessary to make a very extended reply to
the Yellow Book and to the testimony offered here last week.

First. The crucial issue in this regard, as Chairman Brown has
pointed out, is the meaning to be assigned to the phrase "from what-
ever source derived." Mi. Cohen described the phrase as "four
clumsy words." I need not elaborate upon the extraordinary char-
acter of the principles of constitutional construction which could give
rise to such an epithet. The settled rules of construction were ex-
pressed by Chief Justice Taney, in Holmes v. Jennison (14 Pet. 540)
in a quite different manner:
* * * every word must have its due force and appropriate meaning * * *o
No word in the instrument, therefore, can be rejected as superfluous or unmeaning.

Mr. Cohen also made an eloquent plea that the committee follow
the teaching of Mr. Justice Holmes, and think in terms of things and
not words. We are gratified that so distinguished a scholar as Mr.
Cohen should reinforce our respect for and reliance upon Mr. Justice
Holmes.

As the committee will recall, he dissented in Evans v. Gore (253
U. S. 245), and insisted that the sixteenth amendment should be con-
strued as we have urged. There, with Mr. Justice Brandeis concur.
ring, he said:

By that amendment Congress is given power to "collect taxes on incomes, from
whatever source derived." It is true that it goes on "without apportionment
among the several States, and without regard to any census or enumeration," and
this shows the particular difficulty that led to it. But the only cause of that
difficulty was an attempt to trace Income to its source, and it seems to me that
the amendment was intended to put an end to the cause and not merely obviate
a single result.

Second: To the best of my recollection, not one of the gentlemen
who testified before the committee attempted to explain away the factthat langage substantially identical to the "four clumsy words" had
been used long before the sixteenth amendment was proposed, and
had unifornly been construed to include the income derived from State
securities. The Yellow Book offers nothing stronger to explain away
this settled construction than the curious thought that, because counsel
for both sides as well as the Court, in the Pollock case accepted the
natural meaning of the Revenue Act of 1894, its interpretation was
not settled. It ignores the fact that Congress rejected, as undesirable,-
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amendments to the 1804 act designed to exempt the interest on State
bonds. The Yellow Book makes no attempt whatever to explain away
the use of a similar phrase in the Corporate Excise Tax Act of 1909,
and the construction of that phrase by the Supreme Court while the
amendment was pending before the States for ratification.

Third: The Yellow Book and the witnesses who have appeared
before the committee place their reliance in largest part upon the
views of Senators Borah and Root and an article by Professor Selig-
man. If the committee pleases, I yield to no man in my respect for
the learning and ability of these gentlemen, But the sixteenth amend-
ment, after all, was proposed by.an entire Congress and ratified by
an entire Nation. There must inevitably be differences of interpre-
tation, and, if we are to go beyond the words of the amendment, the
meaning accepted by the Nation must be gathered from the prepon-
derant interpretation.

I do not wish to extend the time of the committee by, pointing out
each of the instances where the Yellow Book has misinterpreted or
ignored the contemporary evidence.

The committee can readily compare the Yellow and the White
Books.

I would not hope to undertake to clear up what may have been
misunderstood, and inadvertencies in the brief flied by the opponents
but I do want to ask the committee to read it with the same critical
view that they have been asked to read ours, because it deserves a
very careful scrutiny to avoid any possibility of being misled. For
instance, with respect to the enumeration of all the governors who
had taken a position on this matter at the time of the submission of
it to the legislatures. We make the confession in the White Book,
among others, that Governor Fort's message to the Now Jersey Leg-
islature is very confusing, and so I do not undertake to say where he
stands.

The Yellow Book criticizes us most severely for considering that
confusing, and I just desire to have the committee understand that
we have tried to approach this thing in an honest manner, and I
want to clear that tip.

We can take as illustrative two examples of the type of analysis
offered by the Yellow Book. I want to quote as to Governor Fort
from the Yellow Book:

The States submit that the Department of Justice is not warranted in attempt-
ing to dismiss Governor Fort's message as "confusing." Governor Fort clearly
and fully adopted the Borah interpretation when he said:

"Nor am r inclined to accept the statement that the Supreme Court of the
United States might construe the words 'from whatever 6ource derived' as found,
in the pending amendment as justifying the taxing of the securities of any other
taxing power, There is no express provision In the Federal Constitution at
present prohibiting the Congress from imposing an income tax upon the securities
of a State * * * 'It was long ago determined tlt the property and revenues
of municipal cororations are not subjects of Federal taxation.' "

I think the principle of law thus quoted, which is founded upon public policy,
would obtain, in construing a constitutional provision, equally as firmly as in the
construction of an act of Congress. Words in a constitution are no more forceful
nor are 'the- "differently construed, than the same words in 4 lawfully enacted
statute. Tie Supreme Court of the United States, up to this time, has been the
surereliance not only of the Nation, but of the States.

But the Governor had earlier said:
'drihclm ot the amendment herewith transmitted ' Is t,4ade upon the ground

that' undet it the income upon State or municipal SecUrities might be taxed.'
Why this should not be I ant quite unable to see. The argument made is that a
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tax upon incomes from this source might (1) decrease the value of such securities
in the market) (2) that Congress might, through such a tax, impair the power of
the States. Ncither of these suggestions seem to me to have force.

Suppose a 1 percent of tax were to be levied upon incomes. Under such, a tax
the holder of a $1,000 4-percent State or municipal bond would pay an income
tax on $40 per year, which would amount to 40 cents per annum.

If the patriotism of our citizens and the interest of our financial institutions,
who take and hold State and municipal securities, is at so low an ebb as to cause
such a tax to affect the value of State or municipal securities, we are, indeed, in
an unfortunate condition In the Republic. No one can believe that such a condi-
tion exists.

As to the claim that the Federal Government might Injure the States, as such,
by taxing State bonds under an income tax, there are two satisfactory answers:

First. -he Congress is ropresentativo of tie States, and elected by the citizen-
ship thereof, and the remedy is in the hands of th people of the States by not
returning such Congressmen.

I do not wish to further impose on the patience of the committee this
afternoon, but desire to continue my argument tomorrow morning.

The CHAIRMAN. Very well.
Before we recess, I desire to submit for the record a telegram re-

ceived from Gev. 0. A. Bottolfsen, of Idaho, reading as follows:
Boisv, IDAHO, February 14, 1939.lHon. PRENTISS BnowN,

United States 8Senate:
Idaho opposed to removal exemption of securities of States and their agencies

except by their consent and amendment to United States Constitution carrying
reciprocal power to tax Federal securities. Believe removal detrimentalto best
interests this State. C. A. BorotrsEN, Governor.

(Thereupon at 5 p. m,, the committee was recessed until February
16, at 10 o'clock.)
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UNITED STATES SENATE,
SPECIAL COMMITTEE ON THE TAXATION OF

GOVERNMENTAL SECURITES AND SALARIES,
Washington, D. 0.

The special committee met, pursuant to recess at 10 a. m., in the
committee room of the Senate Finance Committee, Senate Office
Building, Senator Prentiss M. Brown, chairman, presiding.

STATEMENT OF HON. JAMES W. MORRIS-Resumed

The CHAIRMAN. What page of your statement were we on when
we recessed yesterday?

Mr. MonIs. When we rested yesterday, I was discussing some of
the illustrations of where we thought we had been unduly criticized
for the position that we have taken, and with particular reference the
illustration was to the statement that the message of Governor Fort
was not confusing, and I read another statement of Governor Fort's
which I should like to complete, so that the record might be clear.

The CHAIRMAN, On page 22?
Mr. MoRms. I have forgotten at what point I was, but I shall pick

up that part of Governor Fort's message whih says:
First. The Congress is representative of the States and elected by the citizen-

ship thereof, and the remedy Is in the hands of the people of the States by not re-
turning auoh Congressmen.

Second. The patriotism of our people is such that no Congress could be elected
that would lay any tax with a view of destroying the power or integrity of the
States. If this be not true, the relation of our States to the Republic-is surely of
much less Importance than many of us have hitherto supposed.

Under a republican form of government the people rule, and they can be safely
trusted to see that their representatives make no unjust exactions in the way of
taxation or in the curtailing of the rights of the State or otherwise.

Now, all of that is simply to say to the committee that the Depart-
ment was entirely accurate in its statement that Governor Fort's
position was confusing, because it hardly seems consistent with that
the message quoted in the Yellow Book.

Now there is another illustration, purely inadvertent. When the
discussion was being had on this question of Federal supremacy,
which has been discussed at so great length, and for which we
are severely criticized the distinguii-hed counsel representing the view
oppossed to this bill, Mr, Cohen read from a passage in Mciulloch v.
Marylafd (4 Wheat. 386), and I will read the paragraph somewhat
more fully, and this is the passage read by Mr. Cohen:

But Is this a case of confidence? ' Would the people of any one State trust those
of another with a power to control the most insignificant operations of their State
government? We know they would not. Why, then, should we suppose, that

679
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the people of any one State should be willing to trust those of another with a
power to control the operations of a government to which they have confided their
most Important and most valuable intorests?

And here Mr. Cohen stopped his quotation. At least he overlooked
the next two sentences. But I continue the quotation to make clear
why we think our insistence that that case was grounded upon Federal
supremacy is justified:

In the legislature of the Union alone are all represented, The legislature of the
Union alone, therefore, can be trusted by the people with the power of controlling
measures which concern all, in the confidence that it will not be abused.

One is tempted to observe that even the most experienced Impre-
sarios may occasionally be guilty indeed, of omitting the fortissino
score entirely.

The Yellow Book contends that the data and arguments now
advanced by the Department of Justice have except for the letters
of Senator Nelson, been previously considered by the Supreme Court.
The reliance in this particular is. on Evans v. Gore (253 U. S. 245).
The matters which were considered by the Court in that case are
analyzed in the White Book (footnote 572 on p. 213). It seems plain
enough that the Court has considered only a small fraction of the
evidence presented in our study.

The Yellow JBook and the witnesses before your committee have
repeatedly expressed a fear that our interpretation of the sixteenth
amendment would allow the Federal Government to tax the revenues
of States and municipalities. Putting aside the question of activities
which are proprietary, or not essential to the continued existence of
the States, as does the Yellow Book, we see no basis whatever for
this. There is not a word in the amendment which expands the
classes of taxpayers subject to Federal taxation. Since a tax on States
or municipalities was forbidden by the implications of the Constitu-
tion before the amendment, and since that amendment does not
enlarge the group of taxpayers subject to the Federal tax, they remain
immune after as before its adoption. The" fear of our opponents
might be justified if the amendment read that Congress "shall have
power to lay and collect taxes on incomes, by whomever received and
from whatever source derived."

These points seem to us to be the major issues which require clari-
fication in the light of the Yellow Book. It would serve no useful
purpose to elaborate our reply to include matters already adequately
covered in the White Book, and to which the Yellow Book has
offered no sufficient answer.

Senator TOWNSEND. What was the date of the case of McOulloch
v. Maryland (4 Wheat. 316) from which you quoted?

Mr. MoRnIS. That was in 1819, as I recall it, but I may well stand
corrected on the date.
. Mr. GARDNR (Warner W. Gardner, Special Assistant to the
Attorney General). That is correct. That is the case from which, we
all concede, the doctrine of immunity stems.

Mr. MonRis. Now, may I say that during my statement yesterday
it seems that I used an expression, speaking of the gentlemen of the
opposition, "if that term be approprnate"? I want to make it very
very clear to the committee tMat, in the use of that expression, I
intended no possible personal reflection upon the gentlemen of the
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opposition. I was searching only for an expression that would be apt
as to those gentlemen who support the view expressed In the YellowBook.

I think this is another instance, perhaps, where any possible coni-
fusion as to my intention arose from not giving full and complete
effect to every one of the words used. I certainly intended the
qualifying phrase to apply to the word "opposition," and it was not
intended to be played pianisimo.

I will hasten to a conclusion.
Mr. Cou1mN (Julius Henry Cohen, chairman, law and legislation

.committeAmerican Association of Port Authorities). The intention
is always that of the man that makes the statement.

Mr. Monus. Having been the one who made the statement I am
glad that I can clearly state the intention. That I could not do if
i had to speak of the intent of a whole Congress. There remains only
a word or two to be said in connection with the Government's position
in Graves v. New York ex rel. O'Keefe, now pending before the Supreme
Court. Copies of our brief, which will be filed today, will be supplied
to the committee.

(The brief filed with the committee is No. 478, in the Supreme
Court of the United States, October Term 1938.--Mark V. Graves,
John J. Merrill and John P. lennessey, as commissioners Constituting
the State Tax commission of the State of New York, Petitioners v. The
People of the State of New York Upon the Relation of James R. O'Keefe-
On writ of certiorari to the Supreme Court of the State of Now York-
Brief for the United States as amicus curiae.)

Mr. Monus. In that case, we agree with Attorney General Bennett
and Solicitor General Epstein, of New York, that'the State can tax
the salary of an employee of the Home Owners' Loan Corporation.
Our reasons for this conclusion may be summarized as follows:

First. The Corporation is merely a branch of the Government, and
its employee is entitled to whatever immunity may be claimed by any
Federal employee.

Second. There is no constitutional immunity from an income tax
on the salary of an officer or employee of the States or of the United
-States.

Third. Congress could provide exemption, but it has not done so,
with the result that the tax imposed by New York is valid.

In our view, the first two propositions which I have outlined are
completely sound; namely, that the Corporation is simply a branch
of the Government, and any employee of that Corporation stands on
the same footing as does an employee of any other branch of the
Government and, second, there is no constitutional inunity from
an income tax on the salary of any officer or employee of the States
or of the United States.

Senator AUSTIN. As a matter of fact, in the brief filed by the
Department of Justice, amicus curiae, that is, in this case against
O'Keofe, in a large part of the brief special emphasis is made uqpon
the effort to have the Court reconsider and overrule Collector v. Day.

Mr. Monis, That is, the object in our filitig the brief amieus curiae.
Sonator AUSTIN. 10U say, on page 7 of that brief: "We ask that

the decision there -be reconsiderekd."
Mr. Monns. Exactly.,

-222i$0-39-,-pt 8-11



682 TAXATION OF GOV1 RNMINT SECURITIES AND SALAR*18

Senator AVSTIN. And, on page 45 of that brief, you say:
Although Colecor v. Day (11 Wall. 113) has been narrowly confined it has

never been overruled in the 09 years which have followed its decision. It seems
well, therefore, that in asking its reconsideration we make our arguments on a
broad front, even at the cost of digression from the particular case before the
Court.

Mr. Mounia. That is a reiteration.
Senator AUsTIN. Of that request for reconsideration?
Mr. Monts. That is exactly what-we are trying to do.
Senator AUSTIN. Substantially the position that you took in the

Supreme Court, and the one which you take here, that CoUector v.
Day (11 Wall. 113), is the law at this time?

Mr. Monnis. I did not catch that.
Senator AUsTIN. I say that the principles announced in (ollector

v. Day (11 Wall. 113), are the law at this time.
Mr. MonS. On the contrary, we are taking the position in the

brief that ollector v. Day (11 Wall. 113), should be overruled.
Senator AUSTIN. You are asking, as I have it, for a declaration of

a new principle, are you not?
Mr. Months. I do not believe that I understand the Senator's

question.
Senator AUSTIN. Very well.
Mr. Monnis. We are asking that this case Collector v. Day (1!

Wall. 113), be reexamined and overruled. We are quite conscious
of the situation that the case may not reach that point.

Let me explain, if I may, so that the committee may understand
what I mean when I say that.

This is a case where an employee of the Home Owners' Loan Cor-
poration paid a State tax on his income, and seeks its refund, or his
liability for it is contested. He paid it, asked for a refund, and the
refund was not granted. On appeal, that decision was reversed, and
the State of New York seeks to have the Supreme Court reverse the
ruling of the State court.

Now, the State law has a provision which exempts Federal employees
from the tax. The State supreme court did not, as I understand it
deal with the meaning of that exemption, but with the constitutifat
question, so the one question-as we contend, the Federal question-
before the Supreme Court is that constitutional question.

Now, it may be that this case will be sent back to determine what
the State's highest court considers the State statutory exemption to
mean.

The CHAIRMAN. Let me interrupt you. I understand that Senator
Austin wants to go. But I take it from his question that he means
that the request of the' Department of Justice at the Supreme Court
overrule Collector v. Day (11 Wall. 113), necessarily concedes that is
the law today exactly?

Mr. MoRiis. I said that It had not been overruled.
Senator Avsnt. That is'not my question. My'question is: Doyou not admit that it ii thelaw? ' ' I
'M. M6o01s. I admit tht it is the law until It is overruled.
Senator 'AusT#. That i& the' eqiIvalent of sa4ing that it is the law

today.
Mr. Monts. I think that we differ as to what is meaiitby thelaw.
Senator AUsTIN. Are you not attempting'to confuse the principle
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of what the law is today as you view it with the principle of what the
law is in fact?

Mr. MonMS. I will concede to tile Senator that a decision of the
Supreme Court until overruled is binding as the law, and that the
Supreme Court is the only one that can overrule its decision.

Senator AUSTIN. I hope that you will excuse me for stepping out:
Mr. MoRos. I just want to make, it clear that while we are seeking

sich judicial clarification, we recognize that the answer may be that
an express consent is necessary and, in the absence of consent, there
will be no clarification.

We do feel, in frankness to the committee, that we should have
explained what our position in that case is.

Now, I think, Mr. Chairman, I will not further burden the com-
mittee unless there are questions, but I should like Mr. Gardner to
have the opportunity to supply anything which he thinks I may have
omitted in this regard.

Mr. GARDNEH. I have nothing to add, but I will be happy to answer
any questions.

Senator Austin suggests that the case of Picket v. United States,
pending in the Supreme Court, .my possibly settle the bond issue.
.The Pickett case relates to taxation of an attorney employed, by a
Missouri township to collect their revenues on a fee basis.

The CHAIRMAN. There is not a clear-cut issue on that proposition.
I have no further questions, and I thiuk 1 have gotten to the point

where my mind contains about all it can. I have asked all the ques-
tions on the matters about which I am in doubt, but I do think that
we should hear from Mr. Wenchel before we close.

Thank you, Mr. Morris.
We willnow hea r from Mr. Wenchel.

STATEMENT OF JOHN PHILIP WENOHEL, BRIEF 0OUNSEL, BUREAU
OF INTERNAL REVENUE

Mr. WENCHEL. This committee has been most generous in listening
to the arguments presented by the many persons appearing before it.
I am fully aware that you are desirous of hastening your executive
study and consideration of the material presented. I shall therefore
endeavor to be as expeditious as possible.

In the legal brief filed with this committee by the States-the so.
called Yellow Book-and in the arguments of some of the States' rep.
resentatives it has been stated that as late as last year the Treasury

- Department was of the opinion that a constitutional amendment is the
only effective method of subjecting to income tax public salaries
andincome from public securities. This position, it is claimed, wasregistered through certain statements of former Under Secretary
Magill. In order that the committee have the benefit f all the facts
and circumstances incident to the making of those statements by
Mr. Magil, I offer for the record the allowing correspondence.
I wrote to Dr.Magill and Asked him what his position in thematter
was. my letter being as follows:
Dr. 1Ioswuz~ M cLL~xo a, Tws, DxPAnTr . , February l , 1850.

55 C'aremon* Avenue, New YOrk, V, Y.
DrAit Do, MAoi,: Followitn our conversation this morning, I am transmitting

you a bopy of the so-called Yet ow Book on the constitutional ninutity of Stait
and munitipal securities, flied by thb attotieyh general 'of the States, and counsel
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for certain of their municipal subdivisions, before the Brown committee, Your
attention Is call d to certain statements attributed to you as to the need for a
constitutional amendment to eliminate tax immunity. These statements appear
on pages 362, 363, and 364.

1-shall be greatly obliged to you If you will reexamine these statements and
advise me whether In thelight of the Gerhardt decision you are still of the opinion
expressed in these statements.

Sincerely yours, J.P. WENcH, Chief Counsel.

His reply is to this effect:
COLUMBIA UNWVMImTY, SCHOOL OF LAW,February 14, 1939.

DEAR MR. WENcHEL: You have asked me to give you a statement of my views
regarding the proposed statute to end intergovernmental tax exemptions.
* I have always believed that the sixteenth amendment was intended to knean,

and did mean, what it says-that income from any source whatever should be
subject to tax. Dicta in the earlier Suprome Court decisions, howeve),Indieated
that the amendment did not enlarge tKe taxing power. I urged privately and
officially that the Gerhardt case should be taken to the Supreme Court, In order
to determine directly whether the present membership of the Court adhered to
the earlier dicta. The decision itself and the reasoning whereby the decision is
reached, are strong encouragements to the belief that the Court will now uphold
the constitutionality of a statute subjecting the future salaries of State and
municipal officials and the interest on futurelssues of State and municipal secu-
rities to the Federal income tax. I hope that such a statute will be passed.

Sincerely yours, ROSWELL. MAGILL.

I want to show you the original of Dr. Magill's letter, because in
the mimeographing of that the girls made a "now" a "not" and that
Just about ruined his letter. There is the original and you can see it.

The CHAIUMAN. You do not suppose that his stenographer made a
mistake?

Mr. WENCHEL. No. I do not believe that, sir.
In supporting the President's proposal for the taxing of compensa-

tion of public officers and employees and income from public securities,
both the Department of Justice and the Treasury Department have
at all times endeavored to be completely candid with this committee.
They have expressed a. confident belief that the President's proposal
accords with the tenor of the more recent decisions of the Supreme
Court and would be upheld by that Court when they are brought
before it.

Mr. CoHEN. You mean that you are changing from your manu.
script, because your language is different?

Mr. WENCiEL. I am not changing from my manuscript. I am
reading from my manuscript.. .Mr. Comx But you say in the copy of your manuscript handed to
ine-"They never have and do not now contend that the President's
proposal is entirely free from constitutional doubt as to its validity."
That is a quite important feature.

Mr. WENCHEL. I am changing that statement.
Mr. Comm, Are you?
Mr. WEROHEL. Yes.
Mr. COnRi. That is what I Want to know. Of course, you have a

right to change it. . . . . .
Mr. W .OEL I havechanged it. These Departments never have

and do not now contend that the President's proposal does not conflict
with certain .dicta in earlier cases. Those opposing the President's
proposals arhie that this candor on thd part of the Departments is a
wgnu of weakness. ,To that argument short answer may be made#
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namely, that in at least the realm of constitutional law one must have
a.suffieient sense of humility to realize that he cannot with absolute
certainty forecast what the Court will do in any given case.

Of course, there is nothing rigid about trends in constitutional law.
Even the most expert feel their prophecy to be sheer guess. Only
recently, Prof. Thomas Reed Powell of Harvard Law School remarked
that the only time he can teach constitutional law to his class with
some degree of certainty is during the summer months when the
Court is not in session.

There has been presented to this committee by the staff of the Joint
Committee on Internal Revenue Taxation a report on "The Power of
Congress to Tax the Interest from State and Local Securities and the
Compensation of State and Local Employees." One, wholly un-
learned in constitutional law, coming upon this report for the first
time would think that all that he would have to do to learn anything
about constitutional law would be merely to read bare digests of the
actual holdings by the Court. The report fails to reflect the obvious:
Rules of constitutional law come about as a result of interplay of
many factors that must be inquired into aside from the bare holdings
of the Court. The dissenting opinion must be read as carefully ag
the majority opinion, yet, except for a discussion of the Pollock case
one would be led to believe that all the cases cited in the report were
decided unanimously.

In discussing the development of the implied immunity doctrine,
the report, in my opinion, treats too cavalierly the reasoning of the
Court in Weston v. Charleston, decided in 1829 (2 Pet. 449). As
pointed out in the Department of Justice study, at pages 15 and 21,
the dissenting judges in that case indicate that the majority of the
Court viewed the tax as a property tax and not as an income tai as
stated in the report. If the tax struck down in the Weston case was
in fact a property tax then obviously the decision is of little comfort to
those now opposing the Government. Furthermore, there is really
little comfort in the Weston case because the State of South Carolina
was attempting to tax United States securities. tl

The report expresses disagreement with the view that Congress
apparently has the power under the present trend of decisions to tax
interest paid on State and local bonds and to include in taxable income
the salaries of State and local officers and employees. This disagree,
ment is predicated on the belief that the decisions in the Pollock cases
and Collector v. Day remain basically unmodified by subsequent
judicial pronouncements.

The question of the power of Congress to tax as part of net income
the interest on State and local securities is approached in the following
manner. It is stated that in addition to the holdings that taxes on
income from realty and personalty were subject to the requirement of
apportionment, the Pollock case held that Congress had no power to
include in a general income tax the income from State and local
bonds. To do this would be to impose a tax on the power of the States
and their subdivisions to borrow money and thus be unconstitutional,

It is true, as stated in the report, that in both Pollock eases all the
Justices agreed that interest on New York City bonds could not be
taxed under the act of 1894 imposing a general tax on net income,
The unanimity of the Justices, however, does not appear to be based
upon a common ground.
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Chief Justice Fuller, speaking for a majority of five in the second
case did not treat separately the question of interest from municipal
bonds. Neither did the four dissenting Justices make special mention
of interest from municipal bonds. In short, one might well say that
the question of the interest on municipal bonds was really not fully
argued or considered by the Court, and that in the last analysis it did
not in fact obtain anything like complete consideration from the
Court. Since the whole act was declared unconstitutional it is even
not unfair to argue that all the Court said with reference to State
and local securities is in a sense merely dictum.

What the report ignores is the basic reasoning of the Court, in the
second Pollock case. There the Court held that to tax the income from
-real or personal property would be in effect to tax the source of that
income. It followed, therefore, that since the United States could not
'tax New York City bonds it could not tax the interest from such
bonds under an income tax.

That this interpretation of the Pollock case is proper is demon-
strated by the fact that in Cohn v. Graves (1937), 300 U. S. 308,
where the Court held that the State of New York could subject to
income tax rents received by a New York resident from New Jersey
real estate, Justices Butler and McReynolds dissenting were of the
'opinion that in effect the Pollock cases were overruled. heir reason-
ing was that since a tax on income received for use of land is in legal
effect a tax upon land itself citing the Pollock case, New York having
no jurisdiction of the New Jersey real estate could not tax the income
from such real estate. It is but a short step from Cohn v. Grates to a
holding that even though the United States may not tax State and
m niclpal securities it may, nevertheless, tax the income there from.

oThre years after Mr. Pollock won his case a State inheritance tax
imposed upon transfer of United States bonds was challenged in the
Supreme Court as unconstitutional on the proverbial ground that it
impaired the borrowing power of the United States. It was urged
upon the Court that if the tax were sustained persons would be
driven to consider, when making their investments whether they could
,rely on their legatees or heirs receiving United States bonds unim-
paired by State action in the form of death duties. It was also urged
that the result would be that capital would not be invested in United
States bonds on terms as favorable to the United States as would be
the situation if the tax were held invalid. Nevertheless, the Court was
sufficiently realistic in Plummer v. Cooler (1900), 178 U. S. 115, to
brush aside such contention in sustaining the power of the State to
tax the transfer at death of United States bonds. Two decades later,
In reiner v. Lewellyn (1922), 258 U. S. 384, the Court sustained the
power of Congress to subject municipal bonds to the Federal estate tax.

Obviously, bends of the State and bonds of the United States would
Certainly be more attractive to investors if the transfer of the bond
were constitutionally immune from inheritance and estate taxes. In
holding that they were not so immune, the Court did not seem to be
bothered by any contention that such a tax would constitute a "clog
on the borrowul power" of the Government issuing the-bonds. -
rBut," says the Report, "it has never been seriously contended that

these decisions would permit the taxation of the bonds themselves"
(p. 14). Of course, there is no proposition before this committee for
the "taxation of the bonds themselves." -
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The Plummet case did not have to be decided the way it was decidedI
It fact it was no insighfican t victory for equitable taxation. Had
that case, as well as the Gr-ener cause, never come before the Court,
and if the pro position were before your committee to subject State
bonds to the Federal estate tax and to permit the States to subject
Federal bonds to their inheritance taxes, it can easily be imagined
that a great cry of unconstitutionality would be raised.

Senator BYRD, Upon that point, I understand that the Federal
bonds cannot be taxed as intangible property in the States?

Mr. WENCHEL. No, Senator.
Senator Bvn. The bond could not be?
Mr. WENCHRL. No, sir; not the bond itself.
Senator BYanD. In other words, it could not be taxed like a bond

owned by an individual on real estate?
Mr. WXNOHEL. That is right.
Senator ByR) I know the Federal Government could not tax the

State bond.
Mr. WENCHEL. That is correct.
Senator BYRD. But the Federal bond in the hands of the holder in

those States that have taxation of bonds would be exempt from tax on
the prncipal-on the principal of the bond?

Mr. WENOHEL. Yes- but there is an excise tax on the transfer of
both State and Federal securities at death.

Senator BYRD. Upon what theory is that? If the States tax incomes
and have laws taxing bonds, why should the Federal bonds be exempt?

Mr. WENCHEL. Well, the are now exempt and so also are the
State bonds exempt. Whether they should be exempt is a different
matter.

Senator BYRD. No; in Virginia State bonds of other States are
taxed-

Mr. WENCHEL. The State taxes them,
Senator BYRD. But my question is this: Virginia has a law taxing

all bonds as intangible property, including all out of State bonds; would
Federal bonds be different from Cie taxing of those State bonds?

Mr. WENCHEL. Yes' the State of Vrgiia, under existing legis-
lation, cannot tax the Federal bonds.

Senator BYRD. I know, but if you recognize the right of reciprocal
taxation could not they tax it as a bond?

Mr. WWENHEr . That involves other considerations. A property
tax rather than an income tax would be involved.

Senator BYRD. I know that, but I asked for my information. As
a matter of justice, it seems that if the State of Virginia can tax
municipal bonds not only of Virginia but all of the other States, why
it should be prohibited from taxing the principal of the bond under
the laws of that State. I just want to know if this is a step toward
the taxation of the bonds in the hands of IndividuAls, who own the
bonds.

Mr. Wn c zt. The consent contemplated in the proposed legisla-
tion would certainly not permit the State of Virginia to tax United
States bonds as such.

Senator BYDi, I think that they should be taxed like other bonds,
You have: income taxes and intangible taxes, and I see no reason why-
Federal bonds should be-in a sepirateclass.,

Mr. Wsm iEo, A step toward that might be considered. Of course,
there would have to be express consent by the United States,
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Senator BYlnD. In other words, what I am anxious to do is to have
an equnlity of taxation, and there is no reason why a State or municipal
bond should be taxed in Virginia while some resident owns Federal
bonds that are not taxable.

The CHAIUMAN. And I think the proposition is that could very well
be included In this type of present proposal.

Mr. WENCHEI,. The Federal Government could give the necessary
express consent to such taxation.

Senator Bynn. In other words, to put all bonds on an equality?
Mr. WiNCHei ,. That is right.
Senator BYnD. So far as taxation'of Federal bonds as intangible

property is concerned?
Mr. WENCHEL. That is right.
Senator BYnD1 We ought to put them on the same footing. Some

of the States do not have taxation of intangibles and some have.
The CHATnMAN. I should like to have at the proper time an inter-

pretation from the Treasury Department as to the feasibility of that.
Mr. WENCHrL. That would come from the Secretary, and I will

suggest that to Under Secretary Hanes today.
Realistically, Wllcut8 v. Bunn (1931) 282 U. S. 216 is another

case which weakens the foundations of the Pollock decision. It was
held in the former case that it was constitutional for Congress to tax
the profit realized by an investor from the sale of municipal bonds.
Since, however, the Court did not say that its decision 'weakened the
Pollock decision, the Report assumed that the decision did not modify
the principle of the Pollock case.

Certainly one district judge and three circuit judges who relied
upon the Pollock case and then found themselves reversed by the
Supreme Court in Willcuts v. Bunn must have thought that the
Supreme Court's decision was really a modification of the principle
of the Pollock case. The district judge said the tax was unconstitu-
tional because--
if at the time that any issue of State or municipal bonds is offered to the Investing
public, it shall be known that any gain or profit realized from a rise in value of
such bonds, and a sale thereof would be subject to a Federal tax, which might be
increased at any time, this circumstance would operate to discourage the public
from dealing in such securities and would cause a reduction in the price which
purchasers would be willing to pay therefor. The Imposition of such a tax would
affect the power of the State or municipality to borrow money and also the

amount which could be realized from the sale of its securities. This would be an
unjustifiable interference with the financial operations of the governmental sub-
division in question and equally with the tax directly imposed on the bonds them-
selves, and for substantially the same reasons should be held invalid.

The district judge thought the principle of the Pollock decision
hard enough to require such a result. three circuit judges thought
the principle of the Pollock cau., hard enough to require the result
reached by the district judge. The Supreme Court had to tell all of
them differently.

The Report also finds that Flint v. Stone Travy (1911) 220 U. S.
107 does not conflict with the Pollock case; but to say that a case
technically does not conflict with another case is a wholly different
matter from saying one case does not substantially weaken the
foundations of another case., Th Stonw Thz, oe may not neces-
sarly conflict with the Pollock case, but it certainly doeg weaken the
basis of the Pollock case. : Althouglt i the latter case interest from
municipal bonds was deemed to be not subject to a general Federal
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income tax, the Stone Tracy case held that it was constitutional to
iknpose an excise tax and measure the tax by interest from municipal
bonds.

In other words, it is perfect proper to collect the same amount of
tax from interest on municipal bonds provided the tax takes the form
of an excise tax rather than an ir Lme, tax sui generis. And yet the
Report assumes the attitude that -ui. Stone Tracy case has not weakened
the foundation of the Pollock case. This attitude is expressed because
similar spurious concepts had found their way into the decisions
prior to the Pollock case. This can hardly be said to show that a
purely formal distinction is a healthy one and does not give rise to
questions as to the soundness of a decision that a tax is unconstitu,
tional although the same amount of tax can be constitutionally im-
posed by a different form of words.

it is interesting to note in this connection tme attitude of Senator
Aldrich, chairman of the Finance Committee which sponsored the
excise tax of 1909 upheld in the Stone Tracy case. Senator Aldrich
cared little for the niceties of the theory of the 1909 tax.

What is the use-
he said-
of playing upon words? I want to know whether an income tax is not a tax on the
same kind (as an excise tax] paying out of the same fund upon the profits. It
makes no difference what we call it. It is only a question of words. The Senator
from Iowa may say this is an income tax. I may say it is a corporation tax.
Another may say that it is a tax upon earnings. Another may say that it is an
excise tax. You may characterize it as you please; It Is a precise duplication,
* * * (44 Cong. Roo. 3242).

It should be noted also that Justices Holmes, Brandeis, and Stone
were of the opinion that the Stone Tracy case had substantially modi-
fied the idea that interest from State and municipal bonds could not
be included in an income tax. In his dissenting opinion in National
Life Insurance (o (1928) 277 U. S. 508, Mr. Justice Brandeis said:

As the tax huposed by the at of 1921 is on net Income, I should have supposed
that it was settled by Flint v. Stone Tracy * * * that the inclusion in th
coinputatign of Interest on tax-exempt bonds * * * would not have rendered
the tax objectionable.

Considerable importance is laced by the report on the decision of
the Court in the National Lie Insurance Co. case. A good deal of
literature has been written as to whether the Court reached a correct
result in that case and frankly it is not my purpose at this time to go
into any detail as to the analysis of the reasoning of either the majority
or dissenting opinions. It is not at all certain that that case would
be decided the same way by the present Court.

.Denman v. Slayton (1931) 282 U. S. 514, which came several years
after the National IZfe Insurance Co. case, should be compared
with the latter. Tie Revenue Act of 1921 provided that in deter-
mining net income the taxpayer might deduct from gross income all
interest from indebtedness except on indebtedness incurred to pur-,
chase or carry securities whose interest was exempt froni tax. This
meant that It indebtedness Was incurred to purchase or carry State
or looal securities, theintereson such indebtedness was not deductible,
Doth of the lower cotirts had held this lhnUtatOn'on the deductibility
of interest ilvaldiunder the National Lf6Insurancs case. It seemed
rather clear that'the taxpayer was denied a deduction of interest solely
by reason of his ownership of the nontaxable securities. Neverthe-

',XI) SALARIES 089
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less, the Supreme Court reversed the lower courts and in effect, told
two district judges and two circuit court judges that they had made
a mistake in relying on the Natiomal Life Ansurance case.

One of the principal errors of the report to the joint committee is
its failure to recognize between w hat the Court says and what it does.
A number of recent cases are taken up and because it is found that
in these oases the Court has mentioned the Pollock case and has not
professed disagreement with that case, it is concluded that all must
e well with that decision. Too much regard is had for language than

for actual decision.
Nor is mention made in the report 6f a most significant fact, namely,

that progressive income taxation casts a wholly different light upon
the reasoning and decisions of the cases. Supreme Court decisions
can become just as dated as anything else, and what may have been
satisfactory n an earlier day must be reexamined in the light of a
vastly new taxing system.

The fact is overlooked that the almost universal method by which
lawyers present their cases to the courts, when prior decisions seem
to stand in their way, is by distinguishing the case at hand from all
that has gone before. The reason is not far to seek. Courts generally
do not like to be put into the position of being forced to reverse them-
selves expressly. When a departure from the past is wanted, it is
only on rare occasions that lawyers tell the court that to agree with
them the court must completely break with the past. On the con-
trary, the way is made easy for the court, and lawyers point out how
the desired is perfectly compatible with all that has been previously
said and done.

It is by this road that some strange distinctions come into the law
and spurious concepts develop which presage the eventual overturn-
ing of the doctrines which were in reality disapproved but in form
were distinguished. Everyone knows that when a court says that a
previous decision must be limited strictly to its facts it is.engaging in
euphemism to disguise the more blunt statement that it is in fact over-
ruling that previous case.

It one would know the trend of Supreme Court decisions, he should
pay close attention to what the Court does rather than keep his eyes
merely on what the Court says. If he looks at the decisions earlier
than those at the last term of Court, he will say that a State may
subject Federal bonds to the State's irheritance tax and the Federal
Government maysubject~tate bonds to its estate tax; that gains from
the sale of municipal bonds may be subjected to the Federal income
tax' that the Federal Government may impose an excise tax and in-
clude interest from State bonds in the measure; and that the State
government may impose an excise tax and include interest from
Federal bonds ii the measure of the tax.

Those are some of the inroads on the doctrine of the Pollock cas
although one may not be aware of it if he looked only at language and
iiot at actions. When onel looks at the decisions at last term of court
he sees that'the process of limiting immunities from taxation has gone
on with tremendus pace. Last term it was held that a State coulditposo a gross reeiptsitax i~po the receipts which were jaid to a
&ntractOi6for work prforied for ' the United States (Jamnes v. Travo
Cotdrdchi4 Co., 302i. -. 134). Overruling two prior decisions, the

dit, t held in the MoutaitnProducers ease (303 U. 8. 370) that the
hiciie received from aState lease by a lessee was subject to Federal
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income tax. It was also held that the Federal Government could Im-Iose an admissions tax on admissions charged by a State University
in connection with its athletic events (Allen v. Regenle, 304 U. S. 439).

Much capital is made that Collector v. Day is as strong now as it
was the day it was decided, at least as far as the basic princitple thereof
is concerned. You have heard expressed the complete surprise that.
was experienced when the Gerhardt. decision came down last May..
You have been told that the Circuit Court of Appeals for the Seventh
Circuit, in Commisiioncr v. Stilwell, decided on January 12 of this,
year, said that the Supreme Court in the Gerhardt case referred to,
Collector v. Day by name four times and yet did not overrule the,
case. I said above that courts are disinclined unless actually pressed
to reverse prior decisions. The truth of the matter is that the.'Gov.
ernment did not deem it necessary in that case to ask the Court to
reverse Collector v. Day in order to win the immediate action against
Mr. Gerhardt.

The report asserts that the definition of "gross hicome" in the
revenue act is sufficiently broad to cover compensation of State offi-,
cers and employees. Hence, it concludes, that no amendment is nec-
essary to adopt the President's proposal with respect to such compen-
sation. On the surface that appears to be a sound conclusion but
when viewed in the light of the long-established administrative con-
struction there isn't much to the point. As recently as January 30
of this year the Supreme Court, in Helvering v. R. J. Reynolds Tobacco
Co., again had opportunity to reiterate the rule that long-established
and uniform administrative construction of a statute wluch does not'

describe precise rules will be considered to have been adopted by the
congress in successive reenactments without change.
It may be that possibly that the rule reiterated by the Court would

not be applicable with respect to taxing the future compensation of
State officers and employees. But a more fundamental consideration:
is involved, namely, that the Government's position-and there is
nothing sinister about it-would be materially strengthened by an,
express declaration on the part of Congress that in the future corn-,
pensation of State officers and employees should be subjected to tax.,

An analogy comes to mind. In Leisy v. Hardin (1890) 135 U. S.
100) the Court held that a State could not prohibit the transportation.
of liquor in original packages in interstate commerce under its local-
liquor laws. To counteract the effect of that decision Congress passed,
the Wilson Act (26 Stat. 313) providing tha t liquor in original packages
shipped into any State should be subject to the laws of that State,;
The validity of that act was upheld in the case of In re Rahrer (1892)
140 U. S. 545.

The rationale of the latter decision is that prior to the enactment:
of the statute the Court was unwilling to take the initiative in laying,
down another rule in Federal-State relationship which would peirmnU.
the States to limit the free passage of commoditis in interstate corn..
merce. But once the Congress spoke the Court felt that it had ample
justification to support another limitation. In other words, the:
overt action of Congress will be given great weight and considerationby the Court.

The most recent application of the doctrine of the Rahrer case ap
pears in the case of WhiT feld v, Ohio (1930) 297 U. S. 431, .upholdifg
the constitutionality of te Hawes-Cooper Act subjecting prison-Miad%
goods in interstate commerce to the laws of the various States.
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I now come to that part of the report which sets out the legislative
history leading up to the adoption of the sixteenth amendment. It is
pointed out (p. 22) that Mr. Cordell Hull Introduced two House bills
in 1909. The one provided for a general income tx plying to income
from property but excluding interest on State and local bonds. The
other instructed both the Treasury Department and the Department
of Justice to proceed upon the collection of taxes under the not of 1894
(except as they apply to interest on State and local bonds) regardless
of the Pollock decision. It is to be remembered that all the judges in
the Pollock case were apparently agreed on the question of bond inter-
est. If that be the case, and especially in view of what the tenor in
Congress was stated to be that is "as conservative as any then in
office" (p. 24), isn't it more reasonable to assume that "from what-
ever source derived" was really inserted to cover bond interest and
thus overcome the one point in the Pollock case u)Ol which the Court
was in full accord?

I do not intend at this late hour to reexamine all of the historical
data in connection with the enactment of the sixteenth amendment.
I believe sufficient data has been presented to the committee by the
Department of Justice in its study and in my brief supplied on January
18 to apprise the committee of our position.

Nor do I wish to burden the committee again with also repeating
what the position of the Treasury Department is with respect to the
judicial interpretation of the sixteenth amendment. I merely call
your attention again to the material which I presented at the January
18 hearings of this committee.

But as the report to the joint committee omits the genesis of the
phrase "from whatever source derived," I shall very briefly review it.

In the Civil War Income Tax Acts, in the act of 1894, and in the
very Corporation Excise Tax Act of 1909 (the latter act being passed
by the same Congress that started the sixteenth amendment on its
way) all had wording that were similar to "from whatever source
derived." The constitutional question in Collector v. Day had to be
decided becaues the compensation of State officers and employees
were deemed to have been included in the Civil War Income Tax
Act before the Court. The constitutional question in the Pollock
case, insofar as it involved interest on New York City bonds, also
was considered because the wording used in the act of 1894 was
deemed to have included such interest. The constitutional question
in Flint v. Stone Tracy had to be decided because interest from State
and, local securities were deemed to have been included under the
wording of the 1909 act.

In the light of that information, who is the more unreasonable, the
one who says "from whatever source derived" really means nothing
or the one who says that "from whatever source derived" is to be
given the same meaning that its progenitors had in prior acts? I can-
not refrain from calling the attention of this committee to an article
witten by the late Dwight Morrow in 1010 in 10 Col. L. Rev., page
370, shortly after the submission 'of the sixteenth amendment for
ratification. Speaking of the opinion expressed by Governor Hughes
as to the meaning of the amendment, Mr. Morrow said as follows
(pp. 410-411):

Senator burkett, on Jiuly 5, 1900, voted in favor of the proposed sixteenth
amendment; but Senator Burkett, on April 20, 1909, in the debate upon Sounator
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Balloy's proposed Income tax law, spoke as follows with reference to the taxing
of State securities:

'"But how are you ever going to got over the unfairness in the case of the man
who has his million, say, Invested in county, State, municipal, district, and United
States bonds? The Senator specifically exempts them. low are you over going
to make the law fair In the case of that kind of a man, who, in my opinion, con-
tributes tile least to society and the least to the Government of any other man on
earth?" (Congressional Record, vol. 44, p. 1540.)

We are not now concerned with a defense of this useless man who has loaned
all of his property to his Government, Senator Burkett's words would be of
little interest standing alone. They do acquire a great Interest however in tile
light. of Senator Root's statement that "no one claimed that tile Inability" to
tax State securities "was an evil." Senator Bailey explained to Senator I3tirkett
that the Constitution compelled him to make such all exemption. Can it not
be fairly claimed that Senator Burkett at least voted for the submission of theqsix4
teenth amendment, having in mind that with the Constitution so amended he
would thereafter be able to "got over tile unfairness" of being compelled to exempt
State and municipal securities.

But it should be borne In mind that the burden of proof is not upon Governmor
Hughes but upon Senator Root. Governor Hughes distinctly anticipates Senator
Root's argument. He grants the possibility of such a construction but says that
no satisfactory assurance can be given that it will be followed. We have a
practical unanimity of opinion that It was the Intention of Congress to tax State
and municipal securities under the Wilson law. We have two of £he ablest lawyers
of tile United States arguing for tile constitutionality of such a power. We have a
strongly expressed belief on tile part of many that such a construction would not
be a bad thing. We pass an amendment of the Constitution to change the law as
laid down in the Pollock case. One of the things laid down in tile Pollock e1se
was that State and municipal securities could not he taxed even under an income
tax. The sovereign people use substantially the same language in tile sixteenth
amendment as was used by Congress in tile Wilson Act, which language tile
Supreme Court evidently thought Included State and municipal securities.
What possible assurance call Senator Root give Governor Hughes that the
Supreme Court will not quote again, as Chief Justice Fuller quoted in the Pollock
eo'e, the following words of Chief Justice Marshall:

"It is not enough to say, that this particular case was not in the mind of the
Convention, when the article was framed, nor of tile American people, when ft
was adopted. It is necessary to go further, and to say that, had this particular
case been suggested, the language would have been so varied, as to exclude it,
or it would have been made a special exception. The case being within the
words of the rule, must be within its operation likewise, unless there be some-
thing in the literal construction so obviously absurd, or mischievous, or repugnant
to the general spirit of the instrument, as to justify those wvho expound the Con.
stitution in making it an exception." (4 Wheat. 518,044.)

The CHAIRMAN. I have had a thought somewhat along the line
of the argument. It may have been discussed some time during my
absence. It seems to me when a man makes an argument, we ought
to look back of the argument and find oit why he takes a position
that way.

I do not mean to imply any bad faith, of course, on the part of any
of these gentlemen but Senator Brown, of Nebraska, and Senator
Baley an Senator Borah were all advocates of the income tax. They
desired that it be pressed; that it be adopted by the various Stateh
after it passed the Congress. It is conceivable they took the posiL
tions that they did to aid in the adoption of the amendment bY
the States, and what they said they thought was helpful to that end.

I think Professor Seligman's attitude was the saine. He was an
earnest advocate of the income-tax amendment, but'he took the Vi6*
as appeared in the press in the opposition that the income tax did not
cover State and municipal bonds. I think his opinion might, havobeencaUsed by~ his desire to see it passed anid he thought it would pass
'the State legislature a little more easier if it was construed not to
include interest on State bonds.,.



694 TAXATION OF GOVERNMEiNNT SECURITIES$ AND SALAIETNS

Governor Hughes was opposed to the income tax if it affected State
bonds. He desired to see it defeated. I think the reason for the
action of these men is somewhat pertinent to this discussion.

Mr. WENCHEL. Well most of the expressions that we have heard
,was of course after the amendment had gone through the Congress
and was on its road for the ratification by thie States.

The CHAIRMAN. Oh, yes.
Mr. WENCHEL. There is very little in the debates that is instruc-

tive after it was passed; the thought I have always had was that one
thing the courts in the two Pollock cases had been unanimous upon
was the taxation of municipal bonds.

The CHAIRMAN. That was the reason that the Pollock case was
there.

Mr. WENCHEL. That is right. Now, on the other hand, apparently
in the Congress they were trying to get over that same hump that
the court could not overcome witl respect to income from municipal
securities. It seems to me that is exactly what was meant by the
insertion of "from whatever source derived." I might say I enter-
tained that idea even before the President's message.

Last spring when asked to address the Federal Bar Association,
I chose that subject-even before the President's message of April 25.
I merely state that as to taxability of income from State and local
securities under the sixteenth amendment. I have always had that
feeling, and it was not the President's message that gave it to me.

Mr. GARDNER. Governor Hughes stated that he was in favor of the
income tax but did not like this particular amendment. He says:

I am In favor of conferring upon the Federal Government the power to Jay and
collect an income tax without apportionment among the States according to
population.

Senator BYRD. Then he was not in favor of an income tax, but he
was opposed to this particular amendment.

Mr. GARDNER. I think that Is a fair statement.
The CIAIRMAN. I want to ask Mr. Cohen was Professor Seligman's

argument to which we have referred written before the adoption of the
amendment or was it written afterwards?

Mr. ConEN. Afterwards.
The CHAIRMAN. Well what I say would not apply to Professor

Seligman's view. While we are in this short interruption, Mr. Tobin,
I want to be correct in my understanding of the contention.

Mr. ToBix (Austin J. Tobin; secretary of Conference on State De-
fense). All these assurances were given after submission but before
ratification.

The CHAIRMAN. My point that Professor Seligman, as an advocate
of the amendment, desired that it be, of course, passed, and he was
endeavoring to give it a construction which would be to that end,
and that is-the argument.

Mr. ToBiN. I cannot assume that Senators Borah, Root and
Professor Seligman would deceive the States as to the amendment
and let the States proceed with ratification with these assurances in
mind,

The CHAIRMAN. I do'not like the word "deceived." I have often
found myself in going into lawsui'ts with the view my client was
$wrong but, with me-and i think, with most lawyers-after a few weeks
of stuAy and living with the case, one comes to the other conclusion.
It was on the basis of these assurances and upon the assurances 6f
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Senators Borah and Root -that the New York Legislature ratified the
sixteenth amendment.

Mr. TOBIN, I know the Senator did not mean that they intended to
"deceive" but what I meant was that the amendment constituted a
change of national policy, and was of considerably more weight than
ordinary matter. It was solemnly submitted to the States on the
basis of these interpretations formally made and placed before the
people as the entire basis of their ratification of the amendment.
They were assured, without dissenting voice, by the very Senate that
submitted it to them that the words 'from whatever source derived"
did not have the meaning here contended for. The character and
prominent standing of Senators Borah and Root and of Professor
Seligman makes such interpretation, in our opinion, inconceivable.

Mr. CoHen. On the principle, when the Federal Constitution was
submitted for ratification, there were many views as to the inter-
pretation to be put on certain provisions of the Constitution, and, in,
the effort to assure the ratification both Hamilton and Madison wrote
articles. Of course, Hamilton wanted it adopted, and so did Madison,
but we lawyers quote from them today for the purpose of finding out
what the interpretation was, and we quote from the articles written
by them. We do say things that perhaps on reflection we would like
to revise, and that occurred here this morning. Mr. Wenchel previ-
ously prepared a statement of which I have a copy that he felt bound
to change and nobody objects to that, but the point I want to bring
home is that when one comes to the history of the Constitution 0ol-
emn assurances are given by those who urge the ratification of the
Constitution. You see it is appropriate for the ordinary mind to
accept those statements with a view of certainty, not merely of the
views of the men who express them, but the understanding of the
people who rely upon them.

You and I do not in terms of estoppel discuss the Constitution, or
discuss estoppel in terms of constitutional law but if you should brine
a contract and submit it to me to interpret there are certain obvious
things provided to be done in it, and you write me there is no such
intention as that in the contract, and I accept that statement there
was no such Intention and advise my client to such effect, I cannot
come back later and say that the Senator was so zealous to get my
letter in return, that, when I accepted the statement there was no
such intention, and so I say that Senator Borah and Senator Root and
Professor Seligman are the advocates who stated to the State what
they did, and they cannot back up.

Aind there is a princile of simple estoppel that precludes them from
saying that they said that, but that the words actually meant some
thing else. Wh at he said concurrently at the time of the discussion
of the Constitution, or at the tim6 of the adoption of the amendment
by those who f4vor it has always been used by lawyers as an inter.
prration of intent.,

The CI AIIMAN. I agree with' the- force of that argument, butA
think it'perfectly roper.to injure, as we do of witnesses 14 court,
whether they are biased or interested in the matter' and I waht to
say here, as I have said on0other occasions, that I do not inean hi iny
wayto impute any dishonest Oui 6e9to0 what these gentlemen sai.
I Zply 6oited out'that they were advocate' of this particulari a ,,
ment. There is ho man i the United States since the CiiWs
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whom I would place above Senator Borah In my estimate of the mat)
and statesman.

Mr. WErNCHEL. May I answer first Mr. Tobin, and then Mr. Cohen.
I am quoting from my speech of last May before the Federal Bar
Association:

"A constitution," Mr Justice Holmes has reminded us, "Is not intended to
embody a particularr economic theory." The Supreme Court has already extri-
cated itself from the legal economics of the Pollock case without looking to the
sixteenth amendment for legal justification. But, should the sixteenth amend-
ment be disregarded?

In submitting that amendment to the legislation of New York Chief Justice
Hughes, then Governor of that State, warned the legislature that the words
"from whatever source derived" would extend the taxing power to income pre-
viously exempt. Senators Borah and Root disagreed with Governor Hughes.
Nevertheless, Governor Dix, who succeeded Governor Hughes, urged the Legis-
lature of Now York to ratify the sixteenth amendment in these words;

"Indeed, it seems to me that if the words 'from whatever source derived'
would leave the amendment ambiguous as to Its power to tax income from official
salaries and from bonds of States and municipalities, the amendment ought to
be opposed by whoever adheres to the democratic maxim of equality of laws,
equality of privileges, and equality of burdens * * *. It is impossible toconceive of any proposition more unfair and more antagonistic to the American
idea of equality and democratic principle of opposition to privilege than an
income tax so levied that it would divide the people of the United States into
two classes."

Now, as to Mr. Cohen's statement, may I use this quotation from
the case of McGulloch v. Maryland (4 Wheat. 433):

In the course of the argument, the Federalist has been quoted, and the opinions
expressed by the authors of that work have bee,, justly supposed to be entitled
to great respect in expounding the Constitution. No tribute can be paid to
them which exceeds their merit. But, in applying their opinion to the cases
'which may arise in the progress of our Government, a right to judge of their
c6treotness must be retained; andto understand the argument, we mist examine
the proposition it maintains and the objections against which it is directed.

What has been said here before you touches upon the vital'problem
otthe intergovernmental relationship between States and the Nation.
To that extent we are in accord with those appearing in opposition
to the President's proposal. But we soon part company in toe matter
of the effect of such proposals on Federal-State relationships. So
long as our American form of republican Government exists, the con-
troversies over the respective spheres of State and Nation will from
time to time arise-and if the teachings of history are reliable, every
'one of 'those controversies makes the people of this country a stronger
Nation.'

A host of fears have been expressed before this committee as to
what might happen in the future once the President's proposals be
enacted into law, The committee has been warned that should
Congress adopt such )roposals & fuse will have been lit, eventually
'setting off the destruction of the States, And all ofthese fears arise.
from a simple proposal to end iM this democracy the anomaly that
certain public officers and employees and private holders of public
oeourities are deprived of their respective prvileges of supporting-
both the Federal and State (Oo rn ht i" the f6rm pf an income
,ta upon thelr compensatio or 'cOefrom euch securities.

I 'Pokim out to this° cod r ttee, op Jfaniaiy 18, that the 1resi-
tS' -opo-sl is t to t'the t, ati6 f 'liiMcme in 6e haindo of,Vate P rsn, cou e,.tl proposal does no .qa f.the: taxa-

Fdfyf , cdi~e i the hands tatz o r thlk, political siibldivlibS.
The Congress, as pointed out by Chief Justice Marshall in McOulloc v.
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aryland, and by Mr. Justice Stone In the Gerhardt decision, affords

ampe protection to the States from any attempt at their destruction
by the exercise of Federal power.You have heard, time and time .again, that,, though the present
Congress can be trusted to do what is just and right, what assurance
is there that future Congresses, once given the tremendous leverage
afforded by the enactment of the President's proposal, from riding
roughshod over States' rights? This is merely an argument in
terrorem. To borrow an expression used in the Yellow Book, the
opposition play up fortissimo virtually impossible situations, and play
down pianissimo practical realities.

Is it at all reasonable to assume that so long as the Supreme Court
sits Congress would be held to have the power to destroy the States?
Furthermore, is it reasonable to assmne that Congress would destroy
the source of revenue by an arbitrary use of the taxing power?Lastly, proponents of such ailments display small regard for the
integrity of future legislators. The fact that forbearance and discre-
tion are exercised by legislators because realities require such exercise
seems to have been wholly overlooked.

To enact into law the President's proposals, it is sai(l, would be
only for the purpose of bringing pressure upon the Court. Is this to
be understood as meaning that the Court will involuntarily uphold the
constitutionality of a law which at least the majority of the justices
think is unconstitutional? Or do the proponents of the pressure
argument really mean to hide by indirection their realization that the
tide of judicial treatment of intergovernmental tax immunity is already
running heavily against them? Otherwise, why express such resent"
nmnt at an attempt to obtain judicial approval of congressional legis-
lation In a manner no different from that followed these past 150 years?
Are such proponents really afraid of the doctrine that a congressional
statute must be given the benefit of any doubt when its constitution-
ality is questioned?

The CHAIRMAN. Going back to the point that you just covered;
that is, the possibility that a future Congress nght eliminate the
reciprocal feature of this act: Let us suppose a situation whereby the
Senate passes the House bill, and that it was followed by a bill author-
izing reciprocal' taxation of Federal and State bonds, such as your
complete proposal, and it went to the Supreme Court and was sus-
tained. Suppose that a subsequent Congress took away from the
States by leislative enactment, the right to tax Federal securities
and salaries, do you think that such a situation would make any differ-
ence in the constitutional power of the Federal Government to tax
State securities?

Mr. VENcHEL. I do not know.
The CHAIRMAN. Well, that is the point that they make. In other

words, there would be no protection to the States in the event that
kind of action was taken, and the argument is, therefore, that the
immunity should be constitutional rather than statutory.

Mr. MoiRls. Ma I suggest something on that point?
The CHAIRMAN. VeS.
Mr. Montute. I think we have repeatedly made the point, and it has

been stigmatized as pressure upon the court, that'the court might
believe that the proposed tax was justifiable and constitutional and
nondiscriminatory by reason" of the fact that a similar right bad'been
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extended to the States. If that be the gist of the decision, then one
can conceive a situation where, in thle absence of that reciprocity,
there might be constitutional defects in the other. I just say that as
being a thought, I do not pretend to say that would be the result.
I Mr. GARDNER. Might I add a further bit of information in regard,
first, to the suggestion that you have made along the line, and,
second, to rescue our proposal from the charge of immorality that
Mr. Cohen has suggested.

This deals with the Governors who sent messages to the legislatures
in connection with the ratification of the sixteenth amendment, and I
have no desire to take tip the time of the committee to tabulate them
one by one, but it is sufficient to say five of the Governors were in-
cluded in the list of the seven in disagreeing with the Hughes' inter-
pretation. All of these Governors said that they did not know who
was correct, Hughes or Borah, but that, in any event, a Congress,
which was made up of representatives of the States, would assuredly
offer sufficient protection, and we have gone through a century and a
half of constitutional government with the representatives of the
States composing the Congress. I think that nowhere, with the
possible exception of the reconstruction days, which made a slight
deviation later rectified, has there been any effort on the part of
Congress to infringe on the States' sovereignty or to treat them
unfairly in taxation. Such was the view of the five Governors.

Mr. "WENanEL. I may say this, Senator, that in the O'Keefe case,
as Attorney General Morris has called to your attention the Gov-
ernment has taken the position that the States have the right to tax
salaries of Federal employees.

The CHAIRMAN. As I understand it, the case you have in mind is
with reference to an employee of the Home Owners' Loan Corporation
with residence in the State of New York. Do I understand that, under
your concession, the State of New York now has the right to tax the
salary of the President of the United States?

Mr. WTNCHEL. Yes, sir.
The CHAIRMAN. You take that view?
Mr. WExcHzL. Absolutely.
The CHAIRMAN. You think that that right now exists?
Mr. WENCHEL. Yes; that is the position of the brief.
The CHAIRMAN. So, you take the position that the State of New

York now has the right to tax any Federal official and I see Mr.
Cohen nodding his head, and, I take it, that pleases Wr. Cohen.

Mr. WrNcHSL. At least one present member of the Court does
,tot feel that it is wrone for Congress to pass a law in order to test
its constitutionality. The insurance provisions of the Revenue Act
of 1921 held invalia in National LjA n&euranoe Co. v. United States
heretofore mentioned were drafted in a sense with the assistance of
1all the large insurance companies in this country.'Mr. Chairman, I would like to have inserted in the record the
following declaration of policy cointai~ed in the New York income-
tax law.

e ion I of the 1937 amendment to the New York State income tax
1aw(Laws of New York, 1937; ch. 744; in effect May 28, 1937) reads

be~arfio*.of ~ITfcj.A 'tajces impoSed by rio1 66of thetai I&* upoti and
14lth respect to personMbl comes, being, tkxet forthe support of the government
of the 8tate and its municipalities, and being measured by_.bility .to pay, as
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evidenced by the amount of income received, are, In no just and proper sense, to
be considered as a reduction in the salaries or compensation of public officials and
Judges, but on the contrary, are for the purpose of establishing the amounts which
ptlic oielials and Judges, as well as other citizens, and those who derive benefits
from government, should pay for the benefits so derived, In a certain sense,
every tax, which a public official or judge is required to pay, diminishes his salary,
but it is not believed that the people, when they adopted the Constitution, con.
templated that a tax which falls equally upon all citizens should be regarded as
diminishing the compensation of public officials and judges. The legislature
finds that the taxes imposed by article 16 of the tax law in no sense discriminate
against public officials and judges, but aplpy to them only to the extent that they
apply to others having Incomes and deriving benefits from the government of the
State. It is hereby declared to be the policy of the State that salaries and com.
pensation of public officials and judges shall be subject to personal income taxation
under the laws of this State. Equality or burden is a cornerstone of sound tax
policy. Inequality results where the burden of taxation is unequally distributed.

Mr. Charles Evans Hughes filed a brief by special leave of the
Court sustaining the validity of the challenged legislation on behalf
of the Metropolitan Life Insurance Co. and others. This occurred
2 years before Mr. Hughes went on the Bench in 1930.

The Departaent of Justice in its study has pointed out that the
Court, in Evanm v. Gore, not only did not frown upon a congressional
attempt to obtain judicial pronouncement on the validity of a statute
as to which doubts were expressed, but actually countenanced such
a procedure.

As early as 1827, Mr. Justice Washington, in Ogdsn v. aundors
(12 Wheat. 213, 270), after observing that the question in that case
was a doubtful one, said:

But if I could rest my opinion in favor of the constitutionality of the law on
which the question arises, on no other ground that this doubt so felt and acknow-
ledged, that alone would, in my estimation, be a satisfactory vindication of it.
It is but a decent respect due to the widsom, the integrity, and the patriotism of
the legislative body by which any law is passed to presume in favor i Its validity,
until its violation of the Constitution is proved beyond all reasonable doubt,
This has always been the language of this Court, when that subject has called for
its decision; and I know that it expresses the honest sentiments of each and every
member of this Bench.

This committee has ample legislative precedent for recommending
favorably the adoption of the President's proposal. I call your atten-
tion to -the fact that when the National Industrial Recovery Act was
before the Senate on June 8, 1933, Senator Clark recommended the
amendment of section 22 of the Revenue Act of 1932 to provide th4t
the interest of State and local securities should be subject to Federal
income tax. The amendment was adopted by a 45-to-37 vote with
14 Senators not voting. Of those*45 Senators who voted in favor of
Senator Clark's amendment, 24 are still members of the Senate.

It is interesting to note that the Clark amendment applied to out-
standing securities as well as to prospectively issued securities. The
amendment was stricken out in conference.

(Excerpt from Congressional Record, IN Cong. lt ss, vol. 7, pt. 8, June 8, MI4-June 18, 1!M (at P

Mr. CLARK. I offer the amendment which I send to the desk.
The PRssiDINo Orpkons. The amendment will be stated.
THE LEzI LATIVx CLanK. On page 42, between lines 8 and 9, it is proposed to

Insert the following new paragraphs:
Effective as of January 1, 1933:
(1) Section 22 (a) of the Revenue Act of 1982 iSamended by inserting before

the period at the end: of the first section thereof, a comma and the folowing:
"including obligations of the United States or its possessions, and of an Stat.,
Territory, or any political subdivision thereof, or the District of Columb ."
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(2) Paragraph (4) of section 22 (b) of the Revenue Act of 1932 is amended to
read as follows:

"(4) Tax-free interest: Interest 'upon securities issued under the provisions of
the Federal Farm Loan Act, or under the provisions of such act, as amended:
Every person owning any of such securities shall in the return required by this
title submit a statement showing the number and amount of such securities owned
by him and the income received therefrom, in such form and with such informa-
tion as the Commissioner may require."

Mr. CLARK. Mr. President, at this hour of the night I do not desire to detain
the Senate by debating this amendment. It Is a subject on which every Member
of the Senate has, undoubtedly, already made up his mind. It is a question upoln
which the equity, the wisdom, and the legality have been debated on both sides
at great length. Suffice it to say, I belfeve that closing the door to what are
called tax-exempt securities will close the greatest gap in our income-tax system,
with the possible exception of the gap which now occurs through the capital-loses
provision of the present income-tax law. I believe It is desirable from-every
standpoint to close those gaps, because of the glaring Injustices In the administer.
tion of the income-tax law.

Briefs have been written speeches have been made, about the question of the
power of Congress, under the present state of the Constitution, to tax these tax-
exempt securities. As was said earlier In the evening by the Senator front Idaho,
I cannot read the sixteenth amendment to the Constitution in any other way
than as giving Congress the power to tax these hitherto tax-exempt securities. T
believe that the sixteenth amendment, when it declared that Congress had power to
tax incomes from whatever source, meant exactly what it said, and that it over-
Tuled the previous rulings of the Supreme Court to the effect that Congress had no
power to tax these securities.

I offer this amendment for the purpose of testing the sense of the Senate, and do
not desire to debate it at any length.

The PansizNa OpFoFi.. The question is on agreeing to the amendment offered
by the Senator from Missouri (Mr. Clark].

Mr. CLARK. I ask the yeas and nays.
The yeas and nays were ordered, and the legislative clerk proceeded to call the

roll.
Mr. MONARY (when his name was called). Again referring to my pair, I with-

hold my vote, If permitted to vote, I would vote "nay."
The roll call was concluded.
Mr. HZBERT. I desire to announce the following general pairs:
The Senator from Vermont [Mr. Dale) with the Senator from California (Mr.

MoAdool, and
The Senator from Pennsylvania [Mr. Davis] with the Senator from Kentucky,(Mr. Lo an].
Mr. Rimb K. I desire to announce that the Senator from Washington

[Mr. Bone, the Junior from Virginia [Mr. Byrd), the senior Senior from Virginia
[Mr. Glassil, and the Senator from Illinois [Mr. Lewis) are necessarily detained from
th Senate.

I also wish to announce thatthe Senator from Nevada [Mr. Pittman) is absent
In attendance on the London Economic Conference.

The result was announced-yeas 45, nays 37, as follows:

YEAS-45

Ashurst Cutting Norris
Bachman Dickinson Nye
flankhead Dll Pope
Barbour Duy Reynolds
Black Erickson Robinson, Ind.
Borah Frizier Russell
'Bratton Hayden Sheppard
Brown Kean Shiptead
Bulow Kendrick Smith
Byrnes La Follette • Stelwer
-Cpper Long tI'holnas Okla.
Caraway McOill Thomm, Utah
Clark MoKellar Trammell
Co6olidge Mufphy Walsh

attgan - Neely Wheeler
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NAYS-37
Aaams Hale Robinson, Ark.
Austin Harrison SehallBailey lastingT StephensR
Bark ev Hatfield Thompson.
Bulkl Hebert Townsend
Care Keyes TydngsConf~ally King Vandenberg
Copeland Lonergan Van Nuys
Dieterieh McCarran Wagner
Fess Metcalf Walcott
George 'Overton White
Goldsborough Patterson
Gore Reed

XOT VOTING-14
Bone Fletcher McAdoo
Byrd Glass MeNary
Couzens Johnson Norbeck
Dale Lewis Pittman
Davis Logan

So Mr. Clark's amendment was agreed to.

A few days ago the country celebrated the birthday of Abraham
Lincoln. Lincoln was a lawyer, but he had little patience with legal
dialectics. In his first inaugural address, he said:

The candid citizen must confess that If the policy of the Government'upon vital
questions affecting the whole people is to be Irrevocably fixed by decisions of'the
Supreme Court the instant they are made in ordinary litigation between parties
in personal actions, the people will have ceased to be their own rulers, having to
that extent practically resigned their Government Into the hanut of that eminent
tribunal.

These words are prophetic. Today, when there is a World-wide
collapse of democratic governments, we, in this country, pause before
enacting merely a short and simple statute which would give this
country a. democratic income-tax system based upon ability to pay
because 44 years ago a private individual named Pollock, who owned
stock in the Parmers Loan & Trust Co. of. New York, won a lawsuit
to prevent his corporation from paying an income tax on interest from
some municipal bonds issued by the citv of New York.

Let us be more realistic and less doctrinaire. When Pollock won his
lawsuit against his bank, it was common practice for governments to
issue their securities free from all forms of taxation. It was not
recognized in 1894 that the graduated income tax was the most just
means for distributing the costs of government. The operation of
such a system of taxation was not thp fully understood. Nor was
it theh recognized that tax-exempt securities would menace the exist-
ence of an equitable system of progressive income taxation.

Today the situation is vastly different. Because of the existence
of tax-exempt securities an ever-increasing amount of wealth is with-
drawn from the National and State taxing power. The capital inv est-
ment market is dislocated by reason of men of great meatti 16eking
up huge portions of their funds in'tax-exem t securities. The States,
as well as the Nation, are thus deprived of revenues which could be'
raised from those best able to supply them. Neither the States nor
the Nation receive any compenating advantage equivalent to the
subsidy they- cotifer upon the holders 'of these tax-exempt securities.

All these altered facts of political economy and public finance
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considered in connection with the unfair consequences of immunity
from income taxation, require that an oppor Unit,, at least, be
afforded to the Supreme Court to reexamine the doctrine of reciprocal
immunity which it announced in the Pollock case. This can only be
done If Cngress repeals the present statutory exemption from taxa-
tion of interest received by private owners of State and municipal
securities.

Then a Supreme Court better informed as to the actual functioning
of the graduated income tax in a complex industrial economy than the
Supreme Court which decidedly the Pollock case will have an oppor-
tuiity of passing on its constitutionality.

Granting everything that every opponent of the President's pro-
posal has said, the fact still remains that never since the Pollock case
as Congress taxed directly the income from State and municipal se-

curities. And thus never since the graduated income tax became an
accepted part of our taxing system has the whole question of tax-
exempt securities ever been presented for reconsideration to the Su-
preme Court.

Yet we all know that the Court is constantly reconsidering its de-
cisions in the Hght of the basic principles of the Constitution on which
they are based. Lawyers, as well as laymen, agree with Mr. Justice
Holmes that it is revolting to have no better reason for a rdo of law
than that it was laid down in some earlier decision of the Court, and
still more revolting if the grounds upon which it was laid down have
vanished long since, and the rule persists from blind imitation of the
past.

The Supreme Court of Illinois, for example, had no hesitancy in
People v. Bruner, (1031), 175 N. E. 400, in throwing on the judicial ash
heap a century of Illinois precedents as to the constitutionality of a
statute making the jury the judge of both law and facts in a criminal
proceeding. Erie Railroad Co. v. Tompkins (1038) 304 U. S. 64
overruling Swf1 v. Tyson, (1842) 10 Peters 1-after 96 years-is so
recent that 4 lot of people are stilf wondering as to what happened.

Inthe',% Joseph Sockyards case (298 U. S. 38), Justices Stone and
Cardozo both agreed that-

The doctrine of stare decisis, however appropriate and necessary at times,
has only a limited application in the field of constitutional law.

It may be true that there is considerable dicta, hanging like a
shroud around the Court, adverse to the constitutionality of a statute,
to end tax-exemption privileges of future municipal bondholders.
But the Supreme Court is bound by its own precedents only to the
extent it believes them sound. And this rule is itself a precedent.
In the Passenger cases (7 How. 283, 473), Chief Justice Taney stated
that it could be regarded-
at the law of this Court, that its opinion upon the construction of the Constitution
Is always open to discussion wheri it is supposed to be founded upon error, and
that its judicial authority should hereafter depend altogether on the force of
the reasoning by which it is supported.

Knowing'these things, knowing that Republican as well as Denio-
oratio Presidents have urged the abolition of tax-exempt securities as
economically unsound and politically unnecessary, knowing that the
discretion, and:- reason of the Justices of the Supreme Court is not
camped by legahisms,- why, should not the Congress repeal the statu-
tpry. exemptionnow in the Revenue Act?
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I am not now urglig that the amendment method should never be
tried. But I do urge that it is difficult, even if considered advisable,
to amend a constitution to say what it already says. We have
had at least one experience.

In Chisholm v. Georgia (2. Dallas 419) the Supreme Court held it
had jurisdiction of a suit against Gcorgia b a citizen of another State.
The eleventh amendinent was then adoptdproviding that the judicial
power did not extend to a suit against a State by a citizen of another
State. In Hans v. Louisiana (134 U. S. 1), the Court had before it 00
years later, a suit against a State by one of its own citizens. And
the Court decided that the constitution as originally written did not
authorize a suit against a State by any citizen without the State's
consent.

Thus the eleventh amendment was not only not needed, according
to the Court, but It was defective.

It is safe to predict that the Supreme Court would today permit the
sixteenth amendment, with its sweeping language, to mean just what it
says, if the Congress will grant it the opportunity.

Lot us be realistic again. There are nine Justices of the Suiireme
Court.

The Chief Justice said, in the Dravo cae (302 U. S. 134), that the
effort of the Supreme Court would be"in this difficult field to apply the
practical criterion" and in the M[ountain Producers caqe (303 W. S.
376) that "regard must be had to substance and direct effects."

Mr. Justice Stone dissented in the National Life Insurance Company
ease, and in the Port of New York case said:

The State and National Governments must coexist. Each must be supported
by taxation of those who are citizens of both. The mere fact that the economic
burden of such taxes may be passed on to a State government and thus Increase
to some extent, here wholly conjectural, the expense of its operation infringes no
constitutional immunity,. Such burdens are but normal incidents of he organiza-
tion within the same territory of two governments, each possessed of the taxing
power.

Mr. Justice Stone also wrote the opinion in Cohn v. Graves, which
Justices Butler and MoReynolds held overruled the Pollock ce.

Mr. Justice Roberts dissented with Mr. Justice Brandeis in Brush
v. Commissioner (1036)'300 U. S. 352; 375, since overruled sub rosa
by the Port of New York Authority case, saying

It seems to me that the reciprocal rights and immunities of the National and
a State Government may be safeguarded by the observance of two limitations
upon their respective powers of taxation. These are that the exactions of one
must not discriminate against the means and instrumentalities of the other and
must not directly burden the taxing power.

Mr. Justice Reed concurred with the majority opiiiion of Mr.
Justice Stone in the Gerkard case, and in an earlier case upholding a
State privilege tax as applied to an engine by means of which natural
gas was transported to purchasers in other States, declared that al-
though the tax "obviously adds to the coat of the interstate com-
merce," nevertheless !increased cost alone is not sufficient to inval.
date the tax as an Interference with that commerce" (58 SUpt. Ct.
736). We have already seen that the analogy between a tax on not
income Including income frominterstate commerce and a tax on net
incomeinluding incoin6 from, tax-exempt bonds is very diet.

Mr. Justice Back concurred specially in the Gejrh case because
he believed the Court should have then reconsidered the entire ques
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tion of the validity of a nondiscriminatory net income tax in relation
to the doctrine of reciprocal immunity.

That leaves Justices Butler, MeReynolds and Frankfurter from
whom we have no authoritative expression of opinion in this class of
cases. The other five Justices have already shown, however, every
indication of a willingness to reconsider constitutional questions "in
the light of our whole experience, and not merely in that of what was
said a hundred years ago." So long as a majority of the Justices
thus recognize, as Justice Holmes so aptly stated that "what seemed
to them to be first principles are believed by hall of their fellow mdn
to be wrong," the Congress is justified in affording the Court the
chance to pass upon the validity of a legislative policy to terminate
tax-exemption privileges by a nondiscriminatory net income tax on
income "from whatever source derived."

Should Congress take that step, it may well rest assured that it is
doing something fully consonant with its duty anti oaths of the respec-
tive members, because, in the words of the noted historian Bancroft,
"It is the Constitution which is the law and not even the past decisions
of the Court upon it * * *. To the decision of an underlying
question of constitutional law no * * * finality attaches. To
endure it must be right."

The CHAIRMAN. Thank you, Mr. Wenchel.
I understand that completes the hearings, and I declare the hearings

officially closed
As I have the situation, Senator Byrd, it will be necessary for us to

make a preliminary report to the Committee on Finance, when it
considers the salary tax bill which has passed the House.

We will go into session next week and endeavor to get out a report
by the first of March, which we hope to make comprehensive, setting
forth the views of the committee and I do not think we can look for
unanimity of opinion as I think there will be some differences between
us. I think it quite probable we will want to call into executive sea-
sion representatives of the proponents and the opposition.

I want to thank every one for their presentations, which have been
most illuminating to me and to the rest of the committee.

(The on at 12 noon, the hearings were closed and the committeea d o urn'ed.3

ISubsequently the following letter addressed to Mr. Austin J. Tobin,
secretary, Conference on State Defense, by Dr. Harley L. Lutz, pro-
fessor of public finance, Princeton University, was ordered printed in
the record by the chairman:)

FRURUATIY 18, 1939.
MR. AUSTIN J. Toni1,

Secretary, Conference on State Defenee,
Neiw York City.

DEAR MR. Toni: I have Just received copies of the mimeographed statements
submitted to the Special Committee on the Taxation of Government Securities
and Salaries, on behalf of the Treasury Department, and in the nature of a rebuttal"
to the case offered by the Conference on State Defense. These witnesses in-
cluded Professors Williamson Schultz, and Studenski, and Messrs. Blough,
Murphy and O'Donnell of the treasury Department.

In view of the fact that much of this testimony discussed the report which Isubmitted to the comptroller of the State of New York and which ho, in turn,
submitted to the special committee, it seems to me highly desirable and most
proper that I should have some opportunity to reply to these comment and to
have my reply Included as a part of the official record of the hearings before thecommittee. I would, therefore, appreciate it If you will submit this letter to
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Senator Brown as chairman of the committee, and convey to him my request for
tho inclusion ol this letter in the record,

I would appreciate It, also, if, when you see him, you would express to him my
gratitude for the courteous, considerate and full hearing which the committee
afforded me during the course of the hearings.

The rebuttal testimony of Treasury witnesses before the special Senate com-
mittee has dealt with some points in my report on the subject of the taxation of
public securities, After examination of the mimeographed and typewritten
memoranda presented as the formal part of this testimony, I am submitting
herewith some comments on these memoranda.

It is rather surprising that, notwithstanding the keen desire of the Treasury
witnesses to establish conclusions contrary to those which I reached, there should
be so great a degree of general agreement on the principal questions involved.
The main features of my analysis have been corroborated by the Treasury argu-
ments. The differences between the two positions involve chiefly certain different
results in cases in which the nature of the material is such as to open the way for
conclusions based on differing expert opinions, and In other cases in which a
different application of mv techniques might produce a different result.This agreement between Treasury witnesses and myself is especially note-
worthy in the case of the three witnesses who, like myself are university professors
of public finance. These witnesses were Prof. K. M. Williamson Prof. William J.
Schultz, and Prof. Paul Studenski. None of them offered material rebuttal of my
statistical methods or results. Their chief basis of disagreement with me was
with respect to the relative importance of progressive taxation as against other
matters of the public Interest and this, as they and other witnesses said, is a
matter of opinion. It is si nifcant that even those witnesses who occupy officialpositions in the Treasury Aepartment corroborate the argument of my report in
its essentials, and that the differences are principally those arising from individual
opinions as to the weight or the interpretation to be given to various factors in
the problem.

Thus, all of us agree that the removal of tax exemption will increase the cost of
borrowing, and all are agreed that the tax will produce some revenue. Great
effort was expended to prove that my estimates of increased interest cost were
entirely too high and that the methods which I used were throughout improper,
unscientific and inadequately supported. I return presently to some of the
specific criticisms of my procedure. But it is highly significant that with respect
to the revenue estimates the results which I obtained through the use of methods
that were condemned as erroneous and misleading, should lie well within the range
of the estimates of revenue gain given by the principal Treasury witness on this
subject, Mr. Al. F. O'Donnell.

For example, my estimate of the total revenue of Federal and State Govern-
ments from the taxation of public interest is $230,000,000. Mr. O'Donnell's
estimate is a range of $17,000,000 to $337,000,000. But Mr. O'Donnell finds
that his estimate of total revenues if computed according to my method, virtually
coincides with my own, namely, 1230,000,000. My estimate of $120,000,000 as
the Federal revenue from the taxation of State and local interest is well within
Mr. O'Donnell's estimated range of $107,000,000 to $198,000,000. My figure of
$109,000,000 as the probable Federal revenue from the taxation oftlFedoral
interest is to be compared with Mr. O'Donnell's range of $72,000,000 to
$139,0001000.

Mr. 0 Donnell correctly points out that I did not attempt a series or range of
estimates such as would be obtained by assuming certain differences or variations
in the conditions to be dealt with in the statistical analysis. Consequently, I do
not have a range of estimates, except at that point in my report at which I intro-
duced an estimate published by Dr. Magill, former Under Secretary of the Treas-
ury. However the fact that In every case touched on by the O'Donnell estimates
my own result is well within his range of estimates tends to corroborate the reason-
ableness of my own figures, from the standpoint of the comparable Treasury anal-
ysis. In passing, it is noteworthy that the Treasury officials, during the course of
$heir rebuttal, made no mention of Dr. Magill's estimate, though he himself hadreferred to it in November 1937 as a figure reached on the basis of the beat
Information which the Treasury then had available.

The one estimate which is not covered in Mr. O'Donnell's statement is that of
the interest cost to the debtor governments. -4

On this subject, the Treasury figures are much below my own, and the prin-
cipal reason for the difference is that the Treasury witnesses have assumed that.
the Federal tax will have a very slight effect on the interest rates at which tlhe.
States and cities will be able to borrow, once their bonds have become taxable.,
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Another reason for the discrepancy in interest cost estimates between the Treasury
and my report is that their witness on this subject excluded about I billion
dollars of Federal and State bonds from consideration in making the computation.
That is, he excluded public securities held in sinking funds and by the United
States, and one-half of the securities hold in trust and investment funds.

Naturally, since there was no conflict between the Treasury estimates and my
own except with respect to the effect of the tax on interest rates, the weight of
the Treasury citiclsm was thrown against this part of my report. The principal
witness for the Treasury on this subject was Henry C. Murphy, principal economic
analyst in the Division of Research and Statistics.
Mr. Murphy's target was my assumption that the Federal tax would cause an

average ris of sixty one-hundredths percent in the interest rate for State and
local borrowing. His procedure Irk attacking my results was to take a single
Treasury issue, namely, the longest maturity Treasury bond, and compare Its
yield on a given date with the average yield of high-grade municipal bonds and
of high-grade corporate bonds, r vy, on that date. From this comparison
he concludes that the interest rates may be increased by one-fourth to one-half
percent, But he admits a possible upper limit of sixty-five one-hundredths per-
eent increase when the cost to the waker communities is considered. Conse-
quently, despite his rejection of my own figure of sixty one-hundredths, he admits
the ossibility of an even higher average interest cost than I have assumed.
N lss to sa, he offers no effective argument to indicate whether the upper or
the lower iimidof hit assumptions is the more likely to prevail, (See his state-
ment before the special committee of the Senate.)

As I have indicated above he is able to report a lower estimate of total interest
cost by omitting from the total of State and local bonds more than $3,000,000,000
the only explanation being a footnote indicating that this amount is held in
sinking and trust funds.

In another document entitled "Comments on the estimates presented by Pro-
fessor Lutz regarding the additional interest cost which would result from the
removal of tax-exemption from future issues of public securities," Mr. Murphy
critiizes my report for presenting tabulations comparing-averageyields of Federal,
municipal, and corporate bonds without making use of these figures. But the
figures seemed to aeak so plainly for themselves as to make unnecessary a do-
tailed exposition o their significance. However, the following comparison Is
offered to indicate the general relation of these bond yields in recent years:

Averqe
AvCI&IjG annualannual yield dif.yield dl(. rrnll
ferentf&l, rportateYear corporatebotgn

bonds, andmunicipal ' ¥
ons bonds

106............................................................................. e.
3......................................................................... .. 0. 77.2

1937 ......................................................................... 30.1 09.0
1938 (9 months) .............................................................. 1.2 83.

Source: The tabulation In appendix D1 of Professor Luts's report.

Mr. Murphy dwelt at length on the curious and abnormal variations of bond
yield during the years 1031-34 as evidence that the value of the tax-exemption
privilege may attime be nil. In m yreport (p. 110) the abnornmality of this period
forboth putblie and private finances was exprIessl recognized. Mr. Murphy's
conclusion respecting my estimated averageyleld differential is as follows:

"The accuracy of this estimate, I. e., of $ 13000,000 increased interest cost to
the States depends entirely-on whether the sixty one-htndredths of I percent
differential Professor Lutz uses is reasonable. Certainly, lie has not demonstrated
that It Is: * * *" ,

But, as indicated above, Mr. Murly has used, as one extreme of his range
an even higher figure, namely, sixty-five one-hundredths of 1 percent. If he had
considered the bond yield record from 1035 to 1938, instead of that for the ob.
viously and admittedly abnormal period 1981-34 he would have found substan-
tial support from the market record for a yield diferential of sixty one-hundredthS
percent,
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It vas pointed out in my report that all of the evidence which pointed to a

yield differential of 60 points or thereabouts was derived from the record of the
highest grade municipal bonds. Not many of the States and cities enjoy this
highest grade credit rating, and for all of the weaker units, a yield differential of
greater amount would be more than likely. Since it was impossible to arrive at
.a graduation of time ratings, the interest cost computations were made on a
basis which assumed that a yield differential of 60 points would be a fair average.

Mr. Murp yalso contends that State taxation of Federal interest could have
no effect on Pederal interest cost, for the following reason:
"* * * the purchasers in non-income-tax Statas now derive the least benefit

taxwLe front the State tax exemption on Federal securities-that is no benefit
-at all-and they aocordingly set the price for such securities, the price they are
willing to par, making no allowance for the exemption from State income taxes."
The rebuttal in this, and In similar instances, is based on a stilted academic

approach: Mr. Murphy finds it necessary to assume, in support of this approach,
that the investors ii Income-tax States are unable to buy more Federal bonds,
and hence that subsequent issues must be sold in the non-income-tax States.
Thus, by :assumilig that the non-income-tax States constitute the only available
lmarket,h proves that these States determine the price of all Federal securities.

The assumption of an absolute lhnit of capacity to absorb public securities in
•any State or:group of States is obviously weak. The assumption that the investors
in the non-income-tax States actually set the prices for Federal securities is par-
ticularly weak when the list of such States is recalled. Outside of three States,
'Illinois Michigan, and New Jersey, where there is a considerable concentration
,of wealth the 'list of non-income-tax States includes Florida, Maine, Nebraska,
Nkevada,'Washington, and Wyoming. The investing power in such States is clearly

.of no great importance in determining the market prices of Federal securities.
Even so, .Investor in these States could not afford to disregard the prevailing

l prices of public securities were tax exemption to be eliminated, for they would
face the possibility of a tate Income tax at some future time and hence they
,would be obliged, in self-defense, to discount the possible effects of such a tax,
just as the investors in the income-tax States would be obliged to discount the

,effects of the current State income tax.
In computing the effects of the Federal tax on Federal interest cost, Mr.

Murphy accepts my methods but contends that they were improperly used."The dleged error was in giving weight to the attitude of corporate investors, to
,whom sll Federal debt is now wholly tax-exempt. He holds that the only in-
'vestors to be considered are those individuals who now own partially exempt
-securities and who would be required, therefore, to pay only 4 percent normal
ttax additional.

In other words, Mr. Murphy contends that corporate investors who now buy
'Treasury bonds on, say, a 2.40-percent yield basis without a tax, will be willing,
.after the tax exemption Is removed, to buy an d hold such securities on the same
-yield basis, although they would then be obliged to pay at least 16% percent of
this interest return in Federal tax.

Stated thus;'the Insue seems to me to be capable of only one answer. It is that
,the corporate 'investors will make an effort to readjust the yield basis so as to
-shift as mudh of the tax as possible to the debtor governments.

In fact, individual investors will do the same, and hence it is not possible to
'limit the calculation of interest increase simply to the effect of the 4 percent
'normal tax. The removal of the exemption will mean a completely new deal in
-ownership distelbutlon, in bond valuations, and in yield bases. Under this new
deal will emerge a new scale of prices and yields which will be a composite of all
Investor attitudes and appraisals. With the reshuffling that will occur, there is
nothing advanced or suggested by the Treasury witnesses to provide assurance
,that any present holder of Federal partially exempt securities will make no
greater effort to shift the tax than is measured, relatively, by the normal tax
rate of 4 percent.

My conclusion that the yield differential on Federal bonds would be increased
50 points, or one-half percent is conservative in view of the yield spread between
corporate and Treasury bonds, given above, and it is no higher than the upper
limit of the range of increases suggested by the Treasury witnesses themselves.

A third witness for the Treasury Depaitment was Mr, Roy Blough, Director
of Tax Research. Mr. Blough's statement to the committee dealt mainly with
-two matters In my report, one was the question of progressive taxation, the other
'was the effect of the ederal tax on local taxpayers, d t

With regard to progresive taxation Mr. Blough admits that It Is a matter of
-opinion. His principal concern in dealing with this topic was to create an Impres-
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sion to the effect that the amount of tax avoidance through tax-exempt securities
is vastly greater than I had indicated. To do this, he stresses the point, made in
my report, that the advantage from owning tax-exempt securities depends on the
yield differential, and that under certain conditions some advantage might
appear for those with net incomes as low as $18,000 to $20,000.

Now it is clear that so far as any great advantage from the ownership of tax-
exempt securities is concerned, it is enjoyed only by those with incomes materially
above $20 000, or even above $35 000. My statement of the case, which emi-
p hasized the situation for those with incomes of $80,000 and over, wvas correct
for the purpose of emphasizing the group which might enjoy a large positive
advanta e from such ownership. In my report I suggested that while a person
with an fincome of from $20,00 to 650,00 might derive some advantage, It could
not be a material gain In any Individual case, as the amount of net Income Involved
is too small.

But Mr. Blough, striving for effect, wrote the following:
"it Is submitted that existence of some 100,000 taxpa ers who reported about

$4,000 000,000 of not Income or more than one-fourth of the pota Income reported
on individual Income tax returns, and are In position to gain bs tax exemption-
and have gained an undetermined amount-constitutes a serious threat to the
progressiveness of the income tax."

While he carefully refrained from saying it, he evidently hoped to convey the
sugestion, or to create the Impression, that the receipt of $4,000,000,000 of tax-
abe income by some 100,000 persons Indicated also the receipt of a huge amount of
tax-exempt income. Aside from this Insinuation, the paragrah just quoted
completely defeats the purpose. What Mr. Illough says here Is 1h at the receipt
of $4,000,000,000 of taxable Income by 100,000 persons constitutes a serious threat
to the progressiveness of the Income tax.

Nothing could be wider of the mark. If we take those taxpayers with net
Incomes of $20,000 and over, In order to avoid Interpolation of the published, In-
come-tax statistics, we find the following as of 1930:

Classes of taxpayers Number of Net Income In Tax in 1936

returns 1936

All Individuals ....................... 6,413,499 $10,240.000,000 $1, 14,000, OW
Individuals with net Income else0,O00 nd over---------84,563 3,847,000,M00 049,270,000
Percentage of those with net income of $0,000 and over .57 0 78.2

Thus, we find that Mr. Blough's evidence of the disintegration of progressive
income taxation boils down to the following: 1.57 percent of all persons making
a tax return in 1920 had a net income of $20,000 and over for the year; these
persons reported 20 percent of all net income and paid 78.2 percent of the total
income tax collected from individuals. This is not a very convincing demonstra-
tion of the break-down of progressive taxation.

Furthermore, Mr. Blough admits that the amount of tax-exempt income which
may have been received by these persons is not a determined amount. He passes
over the evidence of the estate-tax records, which indicates that persons with
large means do not, in general, derive a large part of their income from Federal
or State securities. Yet, in face of the proportion of all individual income taxes
which is paid by some 1.5 percent of the income tax payers, he would persuade
the committee that such income as these persons may receive from Federal or
State securities proves the collapse of progressive income taxation.

Mr. Blough also stated that with a yield differential of sixty one-hundredths
percent individual investors might expect to gain from tax exemption only beyond
the net income level of $36,000. There were in 1030, approximately 35,000
persons with net Incomes above this amount. This is considerably less than the
100,000 persons whom he preferred to emphasize as possIble beneficiaries from tax
exemption.

Mr. Blough next attacks my suggestion that the present situation benefits
small-property taxpayers who 'pay less in taxes to support the public debt by
reason of the tax-exemption and tax-immunity situation. He paraphrases my
statement of this diffusion of the benefits of the exemption policy in the following
words:

"Thus, everyone gains; persons with large incomes, persons with small incomes.
and government. The efforts of persons in the higher-income brackets to avoid
income taxation thus take on a degree of nobility which has not heretofore been
suspected."
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Having written this, Mr. Blough's desire to be a clever led him to add the
following:

"From sheer logic alone [ais] Prufessor Lutz' argument that everyone gains
appears to be bootstrap economics at its best."

'his comment implies that If more than one party benefits in an economic
transaction it is bootstrap economics. It is accepted as fundamental In economics
that both parties may gain in any fair trade. Each party gets something of
greater value to him, in such a trade than the thing he surrendered in exchange
for It. Yet Mr. Blough would say that this view is bootstrap economics.

My argument regarding the benefits of tax exemption, to which Mr. Blough
dissents in not too-well considered terms, is that these benefits are not limited
to the few high-income persons who may pay somewhat less income tax. They
are diffused among all who must pay taxes to support public debts, since the
interest costs of these debts are lower than they would be if investors were fully
taxed thereon.

This position should be attacked by something stronger than ridicule.
Mr. J3lough's only further contribution on the subject is to repeat the figures

given by Mr. Hanes mid to assert the general reliability of the Treasury experts'
calculations. With respect to those calculations it should be noted that in
addition to using abnormall low feld differential to measure the effect of the
tax, they excluded some $7,000,000,000 of public debt in computing the total
increase of interest cost; that is, they did not include the amount of public secu-
rities held In sinking funds and by the Federal Government, and they included
only one-half of the securities held in trust and investment funds. (See table II,
at tie end of the statement by Henry C. Murphy.)

Mr. Blough develops the same inconsistency into which Mr. Hanes fell, as
I have pointed out in appendix H of my report. It is that of denying that the
tax will cause any appreciable rise of interest costs, and of stressing, at the same
time the losses which various small-income groups suffer because of the exemption.
Mr. Blough speaks of the low-income yield received by insurance companies from
their investments in public securities, leading to higher insurance premiums; he
mentions the savings banks, which must pay lower rates on savings deposits
because of this low yield; lie refers to the diminished earnings of endowments
and of public trust funds, which must therefore lower their payments to benefl-
ciaries.

If the Treasury witnesses are correct in their contention that interest rates
will rise in only negligible degree, Mr. Blough and Mr. Hanes are wrong in telling
the small-income groups that the elimination of tax exemption will increase
savings-bank Interest rates, reduce insurance company premiums, and enable
pension funds to pay larger pensions. They are also wrong In saying that after
the removal of tax exemption the small.income groups can afford to buy the
public securities. Mr. Blough has said that his yield figures show that indi-
viduals with moderate means cannot now avail themselves of investments in
public securities. But if the yield of these securities is to improve by no more
than the Treasury witnesses have asserted, why hold out that small investors
will find these securities materially more attractive after they have been made
taxable?

The Treasury witnesses have been trying to run with the fox and hunt with
the hounds. They deny any material increase of Interest rates, in an attempt
to prove the fiscal advantage of the scheme; but they also seek to establish popular
support for It hy holding out promises of material benefits to various small-income
groups through the enhanced Income receipts of banks, insurance companies, and
pension funds, after the public securitles have been made taxable. Mr. Blough's
argument turns against him at this point, for It reads very much like saying that
something can be got for nothing. Substantial benefits to the investors in public
securities can be obtained only by substantial Increase of Interest rates.

In this connection attention is directed to Mr. Murphy's observation that
Mr. Kerschner, secretary of the Ohio teachers' retirement system, was appearing
against the interests of his constituents rather than for them. He added:"* * * it Is certainly to the interest of the teachers who are members of the
Ohio State teachers' retirement system that they should receive the full standard
rate of intertet on the funds Invested on their behalf rather than a rate artificially
depressed by exemption from a tax to which the fund would not be subject in
any event." (See his statement.)

Considering the vigor with which Mr. Murphy has contended elsewhere in his
statement, that the Interest rates and yield basis of public securities would hardly
be affected at all by the removal of tax exemption, it is highly Interesting, and
significant, to find him here saying that tax exemption produces an artificially
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depressed interest rate, and implying that the r.moval of that exemptibn- would'
result in substantial gains to the Ohio teaches who receive pensions, from the
State retirement fund.

Mr. Blough's second main point in criticism of my report is that the effects of the-
taxation of public securities would be much less severe upon local taxpayers than
I had suggested. In order to show this he uses the Treasury's low estimates of
the effect on interest cost (one-fourth of 1 percent), and he expresses the results
In per capital terms, pointing out that my estimate of the increased burden of'
State and local interest would eventually produce a property tax increase of only
$0.84 per capita. Such a basis of comparison may be more soothing to the local'
taxpayer than one expressed in terms of the tax rate, hut it does not meet or disposeof the real Issue,.

A further objection to my procedure Is that I failed to differentiate between
general obligation bonds, supported directly by local tax levies, and various special'
debts such as those created to finance special assessment improvements and
municipal utilities.

This is a matter of procedure, criticism of which is proper, although it does not
seriously affect the general result. Special assessment bonds are supported.
normally, by special levies on the property affected by a local improvement. If
such bonds are made taxable the assessments must be increased. In the case of
municipal Utilities, the effect of the tax would be to increase the rates for the
services supplied by these utilities. Since many kinds of municipal undertakings
are not actually self-supporting, it would require elaborate analyses to determine
the cases in which the effect of the tax would be to produce an Increase of service
charges as against the dases in which it would lead to higher general tax levies;
In some States only a part of the' cost of local improvements is met by so-called
speolal assessments, and in some instances, too, special assessment bonds are
supported by the general faith and credit of the municipality In case of defaulted
assessments.

Mr. Blough's criticism implies that I should have assorted all of these cases in
order to show Just what part of the increased interest cost would have fallen on the
users of municipal utility services and on those who are liable for special assess-
ments, as against that p art of the cost which would fall on those who must pay
local general property taxes. As I have pointed out, some part of the cost of
bonds for special improvements and for municipal utilities does now fall on the
general taxpayer. Just what part no one knows. It is very doubtful If anyone
could ascertain the correct apportionment, for all local units. Mr. Blough has
really criticized me, therefore, for not undertaking the impossible.

Mr. Blough did not attempt it either. Instead, he elected to disregard the
effects of all other local debt costs except those which he could assign to the local
property tax levy. Thus, he obtains calculations of the burdens of the Federal
tax upon local taxpayers which are far below what must be borne by them in one
form or another.

Finally, may I say again that it is highly significant to find such sit NA antial
corroboration' of my findings by the tetimony of the Treasury witnesses, and
particularly by that of the three independent professors of public finance. These
witnesses were seeking to overthrow the report, but they have really provided
support for its most essential conclusions.

Very truly yours, HARLEY L. LUTZ.

(Subsequently the following memorandum submitted to the chair-
man by the staff of the Joint Committee on Internal Revenue Tax-
ation was ordered printed in the record:)
MEMORANDUM FROM THE STAP OF THE JOINT COMMITTEE ON INTERNAL REV-

xNUE TAXATION IN ANSWER TO REMARKS OF JOHN PHILIP WENCHEL, CHIRE
COUNSEL, BUREAU OF INTERNAL REVENUE, CRITICIZING REPORT OF STAFF

1. The Chief Counsel for the Bureau of Internal Revenue criticizes the report
of the staff of the joint committee in giving effect only to the majority opinions
of the Supreme Court and not to the dissenting opinions. Of course in determin-
ing what the law actually is, as to any constitutional question, the decision of the
majority must control and not the minority.

2. The Chief Counsel states that the staff report treats too cavalierly the reason-
ing of the Court in Weston v. Charleston as reflected by the opinion of the dis-
sentIng judges. However, the report reaches its conclusion not on the basis of
the statements of the dissenting Jtstices but on the basis of the majority view.That the majority view held this tax to be an income tax and not a property tax,
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was emphasized by Mr. Justice Fuller In writing the majority opinion in the
Pollock case and by Mr. Justice Cardozo in writing the majority opinion In Hale v.
State Board of Assessment and Review.

8. The Chief Counsel for the Bureau of Internal Revenue states that the report
ignores the basic reasoning of the Court In the second Pollock case. Yet, the report
actually quotes from the decision of tile Court it that case holding that-

"We have unanimously held in this case that, so far as this law operates on the
receipts from municipal bonds, it cannot be sustained, because it is a tax on the
power of the States, and on their instrumentalities to borrow money, and conse-
quentl ' repugnant to the Constitution."

4. '1 he Chief Counsel for the Bureau of Internal Revenue insist, that the case
of Coht v. Graves ((1937), 300 U. S. 808), in effect, overrules the doctrine upon
which he contends that the decision In the Pollock case was based. That is, the
Pollock case declared a tax on the income from bonds to be a tax on the bonds
themselves, while In the Cohn case the Court upheld a New York income tax
upon rents received by a resident of New York from a real estate lying In New
Jerey. The report. makes It clear that the portion of the Pollock case dealing
with the interest of governmental securities rested on fact that to tax such inter-
est, directly or indirectly, hampered the power of the States to borrow money
and was, consequently, repugnant. to the Constitution. He falls to give any
effect to the majority opinion by Mr. Justice Stone clearly distinguishing the
Cohn cuse from the Plock case or to the majority opinion of Mr. Justice Cardozo
in the case of Hale v. State Board. In this connection, the following is quoted
from pages 17 and 18 of the report:

"(H) COHN V. CRAVES

"The reasoning of the Pollock case has not been rejected in the above-cited case.
In that case, the Court held that the State of New York may tax her citizen upon
income he received from land situated fit another State and from Interest on bonds
secured by a mortgage on land situated In another State. It was stated that the
Incidence of a tax on income differs front a tax on property. Neither tax being
dependent upon the possession by the tax payer of the subject of the other.

"The Pollock case was distinguished from this situation as follows:
"'Nothing which was said or decided In Pollock v. Farmers Loan & Trust Co.

(157 U. S. 420) calls for a different conclusion. There the question for decision
was whether a Federal tax on income derived from rents of land is a direct tax
requiring apportionment under article I, section 2, clause 3, of the Constitution.
In holding that the tax was "direct," the Court did not rest Its decision upon the
ground that the tax was a tax on the land, or that It was subject to every limita-
tion which the Constitution Imposes on property taxes. It determined only that
for purposes of apportionment there were sinilarities in the operation of the two
kinds of tax which made It appropriate to classify both as direct, and within the
constitutional command. (See Pollock v. Fartmiers Loan & Trust Co., supra,
pp. 580, 581; Brushaber v. Union Pacific R. Co. (240 U. S. 1, 16).) And in Union
Transit Refrigerator Co. v. Kentucky (199 U. S. 104, 204) decided 10 years after
the Pollock case, the present question was thought not to 6e foreclosed.

" 'It is by a parity of reasoning that the immunity of income-producing in-
strumentalities of one government, State or National, from taxation by the other,
has been extended to the income. It was thought that the tax, whether on the
instrumentality or on the Income produced by It, would equally burden tile opera-
tions of government. (See Collector v. Day (11 Wall. 113, 124)' Pollock v. Farm-
ers Loan & Trust Co., supra, 583; Gillespie v. Oklahoma (257 b. S. 501).) But
as we have seen, it does not follow that a tax on land and a tax on Income derived
from it are identical in their Incidence or rest upon the same basis of taxing power,
which are controlling factors in determining whether either tax infringes due
process.'

"(1) HAL11 v. ST'ATB HOARD

"Nothing in the above-mentioned case is in conflict with the Polock case. In
that case, Iowa enacted a law exempting its municipal and State bonds from
taxation. Subsequently, it passed for the first time a tax on the net income of
residents in the State, and the interest derived from such bonds was included in an
assessment made against time bondholders. The State court interpreted the
exemption from taxation as only applying to taxes laid on property in proportion
to its value, and not as touching taxes In the nature of an excise upon net income
of the owner. The Supreme Court in an opinion by Mr. Justice Cardozo, upheld
the tax, stating:
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"'* * * Pollock v. Farmers' Loan & Trust Co. (157 U. S. 429; 158 U. S. 601),
was considered and distinguished. Two rulings emerge as a result of the analysis.
By the teaching of the Pollock case an income tax on the rents of land (157 U. S.
429) or even on the fruits of other investments (158 U. S. 601) Is ani impost upon
property within the section of the Constitution (art. 1, see. 2, clause 3) governing
the apportionment of direct taxes among the States (300 U. S., at p. 315). By
the teaching of the same ease an income tax, if made to cover tile interest on
Government bonds, is a elo u on the borrowing power such as was condemned in
McCulloh v, Afaryland (4 Wheat. 316) and Clieior v. Day (11 Wall. 113, 124;
300 U. S., at pp. 816, 310). There was no holding that the tax is a property one
for very purpose or In every context. ,We look to all the facts.toInle with that conception qf the Pollock case is Brushaber v. Union Pactfic
R. Co., supra, where the Court pointed out (240 U. S., at pp, 10, 17) tlat "the
conclusion reached in the Pollol case did not in any degree involve holding that
income taxes generically and necessarily came within the class of direct taxes on
property," but that to the contrary, such taxes wore enforcible as excises except
to the extent that violence might thus be done to the spirit and intent of the rule
governing aportlonment,
"'* * Nothing In this opinion is at war with Weston v. Charleston (2 Pet.

449), or other cases declaring the immunities of governmental agencies. in the
case cited and its congeners the problem for decision was whether a tax upon income,
even though not a property tax in striotnesq or for every purpose, was one lit such
a sense or in such a measure as to hamper the freedom of the Central Government
through the interference of the States or the freedom of the States through the
interference of the Central Government. The limitations declared in those
decisions were gathered by Implication from the structure of our Federal system,
and were accomodated, ac the Court believed, to the public policy at stake. 'What
the Court is now concerned with however, is not the preservWation or protection
of any governmental function. Iowa cannot be held to cripple lit an unconstitu-
tonalway her own privilege". and powers when she levies an income or even a
property tax upon bonds issued by herself. The Court is now concerned with the
meaning and effect of particular contracts of exemption to be read narrowly and
strictly. There is no room at such a time for the freer and broader methods that
have been thought to be appropriate in the development of the doctrine of implied
restraints.' "

Yet, in spite of these opinions of the majority the Chief counsel for the Bureau
of Internal Revenue would have us believe that the Pollock cases were overruled
because of a dimsenting opinion by two of the Justices lit the Cohn case.

(5) The Chief Counsel refers to the Dravo case (302 U. S. 134), the Mountain
Producers Case (303 U. S. 370), and Alen v. Regents (304 U. S. 439). These cases
are all dealt with in the report on pages 18, 19, and 20 and di-stinguished.

6. The Chief Counsel for the Bureau of Internal Revenue etes the R. J.
Reynolds Trbarco Conpany case, as of January 30 of this year, to overcome the
contention of the staff that the definition of gross income in the present revenue
acts is broad enough to cover the compensation of State officers and employees.
The question in that case was whether a corporation realized any taxable gain from
the purchase or sale of its own stock. In 1934, the Treasury amended its regula-
tion by treating such Increment as income and tried to apply the regulation re-
troactively to 1929, although the regulation in force in 1929, wihen the'transaction
was consummated, did not tax such. The Court stated that the question of
whether the Increment was income waA at least a debatable issue, and, therefore,
the regulation was a proper interpretation of the meaning of the law. Since this
construction had been uniform tinder successive revenue acts containing, without
alteration the same definition of gross income, the Court hold that Congress must
be understood to have approved the administrative construction and to have given
it the force of law. But the regulations dealing with State employees have not
been uniform, as shown on page 38 of the report.

First, the Treasury Regulations exempted all State officers and employees,
then they exempted'only those engaged in essential governmental functions;
and now they tax all State officers and employees to the extent not immune front
taxation under the Constitution. And Mr. Justice Stone in the majority opinion
in the Gerhardt case stated in referring to the provisions of the 1932 act that they
"do not authorize the exclusion from gross income of the salaries of employees of a
State or a State-owned corporation." So it isnot a debatable issue as to whether
the language of the present statute is broad enough to cover the compensation
of State officers and employees.

7. The Chief Counsel for the Bureau states that the genesis of the phrase "from
£ whatever source derived" was omitted from the part of the report dealing with the

Interpretation of the sixteenth amendment. To support this statement, he refers



TAXATION OF GOVERNMENT SECURITIES AND SALARIES 713
to language used In the Civil War Acts, the act of 1894, and the Corporation
Excise Tax Act of 1909. But the language under these acts is different from the
language of the sixteenth amendment and there is nothing in the debates under
the sixteenth amendment to show that the language used In the sixteenth amend-
ment was derived from those acts.

The argument in Collector v. Day was whether the term "salaries" as used in
that act embraced the salary of a State Judge, There was no construction of the
phrase "from any other source whatever." The Court in that case did not hold
tlat any provision of the Civil War Act was unconstitutional. It can be argued
from a reading of that case that Congress did not intend the language to apply to
the salary of a State officer if it interfered with the sovereignty of a State. See
Senator Borah's reply tW Senator Hughes which was referred to by the Supreme
Court in Evans v. Gore. The at of 1894 taxed the interest upon "bonds, and other
securities, except bonds of the United States, the principal and interest of which
are by the law of their Lhsuanco exempt from all Federal taxation." It will be
noted that.a sovereign was specifically mentioned, namely, the United States,
In this section. There was no determination that the phrase "or from any source
whatever," which was used in connection with other items; of Income, was Intended
to apply to the interest from State and local bonds. The express exemption of the
compensation of State and local officers in the 1894 act appears only with respect
to the 2 percent pay tax withheld at the source. The exemption from the general
income tax taxing hicome from all sources must have been implied as a result of
Collector v. Day. Compare section 27 of the act of 1894 taxing dividends, salaries,
and "income from an-y other source whatever" and which did not contain any
exemption to Stat4 officers and employees with section 33 of that act imposing a
tax on officers and employees of the United States which contains a proviso
"Provided, That salaries due to State, county, or municipal officers shall be exempt
from the income tax herein levied." The act of 1909, in levying an excise tax
measured the tax by income from "all sources." While this language was held
broad enough to Include interest from State bonds in the Flint v. Stone Tracy case,
that decision waq not decided until after the sixteenth amendment had already
passed the Congress and after 25 States had ratified it. Therefore, it cannot be
held that the language of the 1909 act, which was not construed by the Court,
until this late date, could be the genesis of the meaning of the sixteenth amend-
ment. Thomas E. Powell, writing in National Income Tax Magazine, 1923
stated:

"it was In the Pollock case that the Supreme Court squarely held that the
Federal Government cannot tax the interest paid on State and municipal bends.
It mayv be criticized but It still stands as the law. It Is unfair to ask the States
to give uip the bounty they now enjoy unless they in turn receive some guarantee
that the Federal Government will sao yield it reciprocal bounty. No single
Congress can give to the States the fim assurance they would find in a constitu-
tional amendment. Had the sixteenth amendment been Interpreted literally,
the States would have lost their bounty and would still .be required to confer a
bounty on the Nation. A court might well pause before sanctioning such a result
(Thomais E. Powell National Income Tax Magazine, 1923)"1

8. Because the Caourt has permitted us through an excise or privile-ge tax to
Include In the measure of the tax the Income from 'tate and local bonds, the Chief
Counsel for the Bureau concludes that we may disregard the excise or privilege,
entirely and tax such Income directly. He falls to see that the Court has also
permitted us through an excise or privilege tax to include the bonds themselves
as a measure of the tax. If his theory is sound and Is followed to its logical con-
clusion, we could disregard the excise or privilege entirely and tax the bonds
directly. The answer is, of course, that the Court in all of its majority opinions
has consistently repudiated such a theory. See pages 13 and 14 of the staff
report. He finds support for his view only in one dissenting opinion in the
National Life case.
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