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TAXATION OF GOVERNMENTAL SECURITIES AND
SALARIES

TUESDAY, FEBRUARY 14, 1089

UN1TED STATES SENATE,
SpeciaL, CoMMITTEE ON THE TAXATION OF
GOVERNMENTAL SECURITIES AND SALARIES ‘
Washington, D.C.
The special committee mot, pursuant to recess, at 10 a. m,, in the
committeo room of the Senato Finance Committeo, Sonate Office
Building, Senator Prentiss M. Brown, chairman, prcsu’ling.
Tho Cuairuan. The committeo will be in ordor.
Woe will first hear from Prof. Kossuth M, Willinmson, of Wesleyan
University, of Middletown, Conn.
Professor Williamson,

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

Mr. WintiamsoN, I have a very short statement or memorandum,
which I would like to read to your committeo, and then, if thore are
any questions following, I will ‘bo very plensed to answer them to the
best of my ability,

The Cuamman, Cortainly, i
. Mr. WiLuianson. I assure you that it is not very long, but ‘hat it
is a brief statemont on the prorosnl to eliminate the reciprocal exemp-
tion of future issucs of Federal, State, and local governiment securities
and of salaries of employees of these agencies and is not intended to
be exhaustive,

Since such matters lie outside of m?r sphere of competenco as a tax
economist, T shall say nothin{); about the constitutional aspects or the
;?lnﬁvo merits of procedure by statute or constitutional amendment.

or shall T present any statistical material, leaving that to the statis-
ticians and others who have made independent investigntions of this

charneter.,
TAXATION OF GOVERNMENT S8ECURITIES

I shall now take up the subject of taxation of Governmant securities,
Perhaps I could be of most sorvice if I give you my reactions to the
most important iseues in the current debate upon this proposal. These

issues are:
(1) The cffects of tax-exemption upon the principle of progression

in taxation;
52; The economio effects of tax-exemption;and
3) The rovenue results of abolition of tax-exemption upon future

issues of Government seourities.
825



5268 TAXATION OF GOVERNMENT SECURITIES AND BALARIES

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.

- BFFECTS OF TAX-BXEMPT BECURITIES UPON THE PRINCIPLE OF
PROGREBSIVE TAXATION

One of the most crucial arguments against, tax-exemrtion of Govern-
ment securities is that it obstructs the effectiveness of the pmﬁressivo
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 avolded than they
lose on the lower 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 comretitivo market
would tend to force the bond yields down to the point whero 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-freo institutions, the price of the bonds must be low enough, or
the interest rates high enough, to attract these purchasors to whom the
value of the tax-exemption is much less, i

Buying in the gencral market, the wealthy investors do not have to
guy any more for the tax-exemption privilege than it is worth to

uyers who would not have to pay high surtaxes anyhow., These
wealthy investors gain, therefore, more than they lose.

Their {)roﬂt. is measured by the spread botween the interost thoy
lose and the taxes they save. Under such conditions, tax-exemption of

tho bonds does offer the opportunity to the wealthy to esca!i‘o he bur-
don of the higher surtaxes. Factual studies bear this out. 'They leave
nio dm;ibt ithlac tax-oxemption impairs thoe effectiveness of the progres-
slve principle.

’l‘hpe sign';ﬁcanco of this weakening of the effectiveness of progression
deponds in part upon the validity of the policy of ﬁrszression itsclf,
and upon the fairness or desirability of the present high levels of the
surtaxes. There are, of course, various objectives in {:rogresslva taxa-
tion, One objective is to achieve equity in the distribution of the tax
burden; another is to decrease the inequality of incomes.

Whatover the objectives may be, it must be recognized as a fact
that the country is, in our times, committed to the policy of progres-
slon. Although the question of what surtax rates are oxpedient or fair
may well be moot, the validity of the policy of progression is no longer
debatable. Tax-exemption, therefore, by offering escape' to ﬁm
weanlthy from burdens Jegislated upon them by statute. obstructs the
otmgion of this established policy and creates a socially undesirable
situation.

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 proceduro 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

air, and more sound economically, for the Government itself to revise

. e e e
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them, rather than for wealthy individuals, throuﬁx the lo&lal loophole
of ta:-exemption, to accomplish a hit-or-miss revision of their own,

The CuairMAN, Will you please read that again?

Mr. WiLLiamson. Morgover, it is not in the interest of demooratic
institutions to allow conditions to exist which prevent the enforce.
ment and offectivencss of legislative intent. Democracy does not

rofit from the procedure of enacting policies without implementing
hem. 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 tho Government ftself to revise them, rather than for wealthy
individuals, through the legal loophole of tax-exemption, to accom-
plish o hit-or-miss revision of their own,

But some may contend that, whatever the theoretical possibilitins,
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,

Tho CrairmaN. You are not, yourself, saying that is a fact?

Mr, WiLLiameoN. No; and 1 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 securitics, These studies suggest that there
has been no great ﬂiﬁht by the rich from other investments to tax-
exempt securitios, and that, in fact, the bulk of these securities are
held by igovommente, institutions, corporations, banks, and insurance
compnnies, not subject to the surtax. Almost all of the increase of

overnmental debt of recont years has, according to the Twentieth
entury Fund, been taken up by credit institutions.

The statistics I do not go into, because, undoubtedly, thoy are
availablo 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
reclude the statistical possibility that a change has occurred in the
ast 3 or 4 yoars and that there mag actually exist a more definite
trend to tax-exempt securities on the part of tho 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 sorious, The seriousness derives from the faot that
the holdings of individuals, though not a disproportionately large

orcentago of the outstamiing securitios, nevertheless in absolute
rms constitute a very largo sum, indicating that many taxpayers do
avail themselves of the tax-oxempt Rrivnloge.

Reinforcing this is the fact that the larger the investors, the higher,
according to tho evidence, the porcentage of their fortunes held in
tax-oxempts, demonstrating that the greater importance of taxe
exemption to wealthy investors 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 dia;l)rova the proposition
that tax-exemption undermines the progressive feature of the income
tax to a marked extent,.



.528 TAXATION OF GOVERNMENT SECURITIES AND SALARIES

Not only do tax-exempt securities imsair the effectivencss of pro-

ion: They tend, in addition, to burden less well-to-do investors,

e competition of the wealthy to buy seourities for tax-oxemption
purposes raises bond prices and lowers bond yields. Individual ine
vestors of small means, savings banks, and life insurance companies
must necessarily accopt somewhat lower interest rates on Govern-
mont securitios thun would boe enjoyed if the prices of such securitics
were not, to some oxtent, inflated by the demand of wealthy taxpayors
soeking escape from surtaxes.

Thus, poorer investors, savings bank depositors, and life insurance
folicyholdors bear, in the loss of interest, a sort of indirect taxation.

t is thoy who help to mako up part of tho Government's loss in
revenue from tax exomption,

A strong case, then, for the olimination of the privilege, can be
made, not only from the fact that tax-oxemption obstructs apparent
legislative tax polioy, but also from the fact that it tends to distort
tho distribution of the burden of taxation,

THE ECONOMIC ARGUMENT

Some proponents, however, of the elimination of tax-exempt secu-
rities for tho future, urge it also on economie grounds, They contend
that tax-oxemption distorts the eapital markot and diverts the invest.
mor;:is of tho wealthy, who can best afford to take risks, away from
equities,

q’I‘he discontinuance of tax exemption, according to this view, would
force funds out of bonds back into enterprise and risk-taking, snd
would in this way groatly stimulate the rovival of the capital market,
For several reasons it is lprobnblv wiso not to base the caso for the
proposal on such economic considerations,

In the first placo, the discontinuance would apply only to future
issues, and such oconomic consequences upon investment bohavior
woul(f, if they resulted at all, be long delayed.

In the second place, though the volume of tax-exempt holdings is
largo, the influence of tax-exemption upon the decline of the aggregate
volume of private investment in recent yoars is uncertain. Competent
gcoigomista aro by no moans in agreoment as to the causes of the

ocline,

Morcover, wo have already Pointcd out that such data for the past
as aro availablo do not revoal any definitely incroasing shift of the
woalthy to tax-oxempts,

Of course, thore is tho possibility, already mentioned, that the
incomplete and lagging statistics do not roport a more decided trend
that may woll be going on now in that direction, )

If, howover, the investmont behavior of the rich does not ultimately
prove to have heon excoptionally partial to tax-exempt securities
recently, the oxplanation of the decline in private investment and of
tho shift in the ownership of equities will have to bo sought elsowhere.

Other factors may ho quantitatively more responsible for the present
distress of the private capital market than anly inoreasing influence
of tax-exemption upon the investment stream of surtax payers. So
complex and far ronching aro the causes for the timidity of private
investment and the stagnation of capital-goods industrics that it
would be a dangorous oversimplification to attach great significance to
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the influence of tax-exemption upon the aggregate investment situae
tlon, It is much safer, therefore, to base the case for discontinuance
of tax-exemption uﬁ?n the sufficient and more certain grounds of tax
equity and the pr cigle of progression.

However, this much can fairly be said. If the tax-exemption
feature has any economic offects 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 come
parod with that of the Government bondholder, and, insofar as such
discrimination is an unfavorable cconomio influence upon aggregate
investment, will ylold an important economic result as a by-product.

THE FIBCAL AROUMENT

I now turn to the revenue argument advanced nrgainat this proposal,
According to nowspaper references, Professor Lutz has presented
cstimates to show that the change will not result in any great net gain
in the budgot position of the Federal Government after the deduction
has been madeo 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, rosult-
ing !llms in an actual budgetary loss to all lovels of governmont taken
togother.

It is interesting to noto that Prof, C. O. Hardy, a little over a decado
ago, arrived at somowhat similar, though not identical, estimates of
the probable fiscal results of ending tax-exemption.

Such estimates are, of course, subject to wide margins of orror,
because they relute to unknown future conditions, and must be base
upon uncertain assumptions.

Even if we accept the Lutz estimates, however, thoy do not con-
stitute a compelling argument against the advisability of discontinu-
ance of tax-exomption. So far as tho Federal Government is
concerned, as the Under Secrotary of the Treasury has pointed out,
the change would still be desitable on grounds of oqujty and the
stroz;glthoning of the progressive feature, even if the change resulted in
a net loss,

Any plan of tax revision almed to redistribute the burden of taxation
nécessitates tho reduction or elimination of some taxes and the re-
placement of the lost revenue by new, more er;mtubl obtained
receipts, The mere pursuit of rovenue productivity, without con-
sideration of the adjustment of the burden, ignores tax ]ustlce.

From the point of view of securing the adoption of the proposal
howover, the contention that the State and local governments will
suffer a not loss from the change is a highly important matter. The
expectation of loss arises from the fact that theso governments have
boen 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 futuro interest costs. If the pro-
Fosal is to win their support, therefore, it will doubtless be necessary
or the Federal Govornment to compensate them for this injury to
their vested intorosts 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 Federal-State tax confliots in general, of which reciprocal
immunity of governmental securities forms onl¥ a part. This larger
problem of intergovernmental fiscal relations has been growing in-
orensinf;ly serious in recent years.

On the other hand, it is a quostion 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 piecomeal
and by compromise as the most pressing problems arise. If that
view is corroct, the elimination of tax-exempt securitics may unfor-
tulmz%ely have to be handled individually as one of these piecomenl
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 outrgrht subsidy for a limited number of genrs to reimburse them
for tho fiscal loss from the discontinuance of the tux»oxemgt privilego.
This suggestion has been made by other students of the problem,
and if the proposal cannot be carried through otherwise, it scems
worthy of sorious consideration, The elimination of evasion, the gain
in equity, and the strenFthening of the progressive foature of the
tax system should be well warth the cost.

THE TAXATION OF GOVERNMENT SALARIES

Tho elimination of the reciprocal tax immunity of government
salarios I8 also justified by considerations of sound tax principles.
If wo are to sot 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 oquality 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 prevailin% low salary levels.

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

It may be argued that the imposition of taxes upon QGovernment
employees will mercly result in Increases in their salaries and will
not call forth any not contribution by them to the cost of govern-
ment. The net economio effect, however, is very difficult to prediot
since it must depend upon many factors affecting the dotermination o
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 about a greater feeling of tax consciousness and o 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 helieve that we should,
by lowoering exemptions and replacing many indirect levies, give the
income tax n lnr%er relative place in our aggrofzato tax structure, The
tax would thus be converted into a revenue instrument fiscally more
imi)ortunt and less limited in application to the rich,

f 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 with respect both to revenue and to
tax consolousness has greater importance for the future than for the
{)resont. Seen in such future perspective, prosent action for discon-

inuance of tho tax-free privilege for Government om{»loyeea is justi-
fied, not only as a means of meoting present conditions, but as a
prgﬂrnm of fiscal preparedness for the years that lic ahead.

ho CHAIRMAN, Ahy questions?

Senator AusTiN, I have none,
The CrarmaN, Professor Willlameon, we thank you very much

for coming down and ﬁlvlng us the benefit of this excellent statemeont.
(Mr. Bernhard Knollenberg, librarian, Yale University, New Haven,
Conn., testified before the committee on this date (’l‘ues«fugv. Fobruary
14, 1039). Subse uentl(y, at Mr, Knollenberg's request, the com-
mitteo agreod to eliminate his testimony from the printed record.)
The CuairmaN. The committes will bo pleased to hear from Prof.
William J. Shultz of the College of City of Now York at this time,

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

Dr. Suurrz, Mr. Chairman and gontlemen of the committee, as an
ncadomic economist, I cannot present any new figures, any new
calculations, that will throw added light on the effects of the tax-
oxemption of Govornment securitios and salaries or on the effects of
abolishing that exem{)tion. For my statistical material, I am in-
dobted to old researches by Dr. Hardy and others long available to
everybody, and to recont statistical analysis by Mr. Henry C. Murphy,
of the Treasury Department. The more pertinent of Mr, Murphy's
figures have already been prosented to you by Mr. Hanes and Mr.

urphy, My contribution can only be to supplement and coordinate

the interpretations placed upon these figures.
WHY TAX EXEMPTION OF GOVERNMENT BECURITIES 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, 1926-26 (National
Industrial Conference Board, New York, 1026), pages 139 to 146,

American Public Finance and Taxation (Prentice-Hall, New York,
1931), pages 151 to 156.

Your Taxes (Doubleday Doran, New York, 1038), pages 149 to 150,

American Public Finance (Prentice-Hall, New York, 1038), pages

616 to 622,
My objections may be summarized under four headings:
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1, The injustice perpetrated as among various classes of Fedoral
income-tax pagvera and, to a losser oxtent, as among various classes of
Stato income-tax payors.

2. The effects on Investment tendencies.

3. The loss of more tax revenue through the exemption than is
gained by the lower interest rate,

4, The inconsistent distribution of the gains and lossos involved
botweon the Federal Government on the one side and tl.e State and

local governments on the other.

INJUBTICEB INVOLVED IN TAX EXEMPTION OF GOVERNMENTAL
SBECURITIES

Tax exemption of governmental securities involves injustice only
beoause of tho existence of progressive income taxes. It is hecause,
under the present Federal income-tax schedule, @ rich man pays 72
porcont on the noxt $250,000 of his income over $500,000, and a
poorer man pars 17 percent on the next $4,000 of his income ovor
$22,000, that the oxemption of interest on Govornment securities is
worth moro, as an instrument of tax avoidance, to the first individual
than to the second.

According to the spread in interest rates betweon highest-grade
taxablo securities and tnx-exem})ts, there will be one grou!) of income
taxpayers who stund to gain, through tax avoidance, by inveating in
tax-oxempts instead of taxable securitics, and enother group who
goin uothinﬁ or actually lose (if no allowance is made for the “safe’”
and “liquid” character of Government securities) by such invest-
ment. If the “interest ratoe differentinl” between tax-exempt securi-
ties und the highest grade of taxables wero one-sixth, under the pre-
sent Fedoral income tax all recipients of more than $22,000 taxable
income would gain by investing in tax-exempts, while the recipients
of less than $22,000 of taxuble income would lose by such investment,
At that income level, the profit from tax avoidance exceeds the loss of
interest income that results from the interest-rate differentinl, If
the intorest-rate differentinl were one-helf, the dividing line would be
at the $80,000 income lovel, If the interest-rate differentinl wore
lthrele-qum'tm,, the dividing line would be at the $1,000,000 incomo
ovel,

Not only does the existence of tax-exempt securities and a pro-
gressive income tax establish one class of investors who can reap a tax-
avoidance froﬁt by investmoent in tax-oxempts and another which
loses, but it also discriminates as among the investors who profit in
this fashion, As Mr. Hanes said, in his statement: “The value of
the tax-oxemption privilege varies widely among different purchasers
lmvin(i different incomes; the cost of acquiring this privilege, on the
other hand, is the same to all.” Sl{en ngs, cit. supra, p. 6.) The
larger the taxable income of any individual, the sirenter is his tax
avoidance by investment in mx-oxom{)ts. 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 differontial between com&amblo taxables and tax-oxempts.
Under the present Federal personal income tax schedule, and assuming
a ourrent 3-percant yield on riskless taxable securities and a 2)%-percont
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ield on tax-oxempts, n man with $500,000 of taxable income saves
§7 pereent of his potentinl additional tax by purchasing up 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 up to $133,000 of tax exempts. To the oxtent that Congress
secks to distribute the burden of the personal income tax upon a
“progressive’” hasis, the existence of tax-exempt securities operates
“vegressively” to nullify that intent. Undoer State incomo taxes,
within their more moderate progression, the distributional injustice
produced by tax avoidance through investment in tax-oxempt securi-
ties is much milder, but it is nonotheless prosent.

Demand for Government scourlties by investors who seek tax
exomption raises the price—or what is equivalent, lowers the interest
return—for investors who seek the relative safoty and liquidity that
such sccuritios offer. From this unquestionable fact it is frequently
argued that tax exemption perpetrates an in{ustice upon the safety
and liquidity investors, (Ibid p. 7.) I consider this a weak argu-
mont, ono that invites side-issue attacks by {)roponents of tax exemp-
tion, and I profer to clear it away mysolf rather than lenve the attack
to them. Demand for Government securities is joint. One set of
buyers purchases Government seourities for one purpose—tax exemp-
tion; a second sot Purclmses for a different purpose—safoty and liquid.
ity. Tho pricoe of the securitics-—their interest yield—is determined
by the joint demand operating upon the given supply. It is true
that tho eoxistence of the tax-exomption demand forces up the
price---that is, lowers the yield—for the safoty and liquidity pur-
chinsers.  But it ie equelly true thet the existenco of the safety and
liguidity demand forces up the price for the tax-oxemption pur-
chusers, There is no justice or injustico involved in this—no more
than when demand for copper to make sholls forces up coppor prices
for clectrical users of copper, and the demand of the latter forcos up
copper prices for munitions makers,

Although we may conelude that the feature of tax exemption works
no injustice upon “safoty’” and “liquidity’ purchasers of Govornment
seeuritics, thore can bo no question but that theso latter classes of
investors would benefit from the abolition of tax exemption. With
the present group of tax-oxemption purchasers out of the market;
{)rioos for Government securities would unquestionably fall—that is,
ho issuing governmonts would have to offer a higher intorest rate.
To whatever extent, even though slith‘, tho yield on govornmentals
was raised, “safoty’ and “liquidity” buyers would got a botter return
on their investment. To the commercial bunks, insurance companies
savings banks, and trusts that hold such securities, this would he a

welcome development.
BAD EFFECTS OF TAX EXEMPTION ON INVESTMENT STRUCTURBE

1t is a truism of individual investment lmlicy that a substantial re-
serve of safe, income-yielding issues should be aceumulated before a
beginning is made on the purchase of more risky junior issues. A man
with moderate means, after covering a reasonable cash account, insur-
ance, and Possxbly home purchase, should buy a nest egg of sound “'gov-
ernments’’ before he secks the more speoulative 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 snfety of Qovernment issues, He can, and from
the standpoint of national economic welfare, ho should sulpply the
junior capital which provides economio 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 “safoty” (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 exafgemtes. In tho first place, with $50,000,000,000 of gov-
ernmental securities outstanding, there is an ample suxphv to meet
the needs of all investors who proporly seek aafetg'. nd with the
interest differentinl between tax-exempts and sound taxables now re-
duced to a trifle, because of the tremendous supply of QGovernment
issues and the ourrent low interest level, investors with moderate
wealth are not being unduly discouraged by yleld reasons from in-
vesting in ﬁovemmentals. {oreover, as study of the composition of
estates of rich decedents shows, our wealthy men still keep the major
part of their wealth in junior issues, Tax-exempt bonds never gave
anyone control over an enter&ﬁso. And the power and the oppor-
tunities for capital gain that inhere in common stocks are not to be
surrendered lightly—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 woa(thy holder of common stocks ns substan-
tial gt%ax 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” govemmon£
securities without much of a sacrifice in yield—in short, even 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 “bif wealth” is locked in tax-exomptas,
To the extent that this element of “big wealth’ was shifted to indus-
trial placement, it would encourage new issues, which would stimulate

enoral economio activity, or encourage a transfer of venturesome
funior securitics from investors with less wealth who are less fitted
to hold such issues. Abolition of the tax-exemption priviloge would
eliminate an element of investment distortion now present.

NET LOSB 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 avoldance, we might argue, on grounds of oxpe-
diency, that the profit involved offset the factors of injustico and invost-
ment distortion noted above. But issuin governments do not iznin
more than the taxing governments lose. In a country that employs
progressive income taxes, every tax-exempt bond issued involves a
rovenue loss that outweighs the intorest gain, '

At any given time, the extont of the net loss sustained by govern-
ments because of tax-exempt securities is determined by three 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 governmont secur-
ities outstanding relative to the markets for them, and the current
investment interest ratoe.

If only proportional property or income taxes wero levied, tax-
payors' gaina through ownership of tax-exempt securitios—whioh Is
an inverse wa{ of sa(ing govemmental losses on tax receipts—would
be approximately balanced by governmental (smins on interest saving,
But the existonco of progressive Foderal and State personal income
taxes introducos, as was stated carlier, variations in tho tax-exemption
value of government securitios to differont individuals, Under the

rosent Federal tax, a man with $300,000 of taxable income avolds a
2-poreont tax on an additional $250,000 of tax-exempt income, while &
man with $22,000 of taxable income avoids a 17-percent tax on an addi-
tional 84,000 of tax-exempt value. With any fiven volume of tax-
oxempt soourities on the market, their tax-exemption value, and, hence
their price in terms of intorest rate, is determined by the marginal set of
purchasers who gain least from tax exemption, but whose purchases are
nocessary for complote 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 Fovemmental loss is dotermined
by the scale of income-tax rates. If the income tax is sharply pro-
f{ressive—-if there is a big difforence between the tax rates on the
nframarginal purchasors of tax-exempt securities and on the mar-
ginnl purchasers—the governmental loss is correspondingly large,
f, as in the State personal income taxes, the rate progression is mild,
tll‘wl ttax loss on the inframarginal holders of tax-exempt securities is
slight.

Senator AusTIN, The calculations of what the Government saves
on interest hased upon 1922 do not apply to 1939, largely because of
the difference of the securities outstanding. Whon ’you spenk about
the interest differontial at the present markot at 0.4 of 1 porcent——

Dr, Snurrz, Yes.

Senator AusTiN, Then you understand my question?

Dr, Snurrz. Yes. This influonce of the volume of tnx-oxoms)t
socuritios outstundlni on the interest rate differential, explains in
part why Profossor Lutz’s analysis of tho intorest-saving on tax-
exompt issues, based largoly on 1922 figures, does not apply fairly to
1039, when the intorest-saving is much less,

Senator AusTIN. What is your cstimate of the presont interest

differential?
Dr. Suurtz, I am accepting the Treasury’s ostimate of around

four-tenths of 1 percent.
Senator AusTIN. Now what is the interest differential for the

period assumed bY Mr. Lutz in 19227 :

Dr. Suurrz. That is covered by Mr. Hardy’s book, and it was
around 1 percent at that time. I am roing on my memory, and
have not checked that up recently at all.

Given any rnrticular degree of income-tax rate progression, the
oxtent of tax loss 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
scalo the no-profit-no-loss margin of tax-exempt security holders will

be established.
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Senator AusTiN. When wo were talking a moment ago, wore wo
talking about the absolute or relative value of the tax-exempt privilogo
in torms of interest rate differential? .

Dr. Suvnrz. 1 was holding that {y:im, in aboyance. While I gave
absolute figures for the intorest rate differontials in 1923 and 1039,
my argumont really dealt with relative difforentinls. But the con-
clusion is unaffected. In 1022 wo had a larger relative differential
aﬁ?liod to a higher investment rate than today. So the absolute
differontinl was substantially greater than today, which was the
essontial point of my argumont.

Senator AusTIN, Now you are talking about the absolute intorest
differentinl or a relative ono?

Dr. Sturrz. 1t would havo to bo the absolute difforential, since I
am speaking in terms of actual intorest saved. If I wore to speak of &
relative differential dependent ul:on the amount of exempt securities
outstanding I would have to speak of a differontink of around one-sixth,
or one-quarter, or one-half, or some other ratio.

Senator AusTIN. Procoed.
Dr. Suurre, If only a fow hundred million dollurs of tax-oxempt

securitics were outstunding, under the s)rosont Federal income-tax
rate schedulo, they would all gravitate into the possession of indi-
viduals with taxablo incomes over $1 ,000,000, For such individuals
there would be a profit in holding tax-exempts even if their yield woro
only one-quarter that of corrospnndinﬁ taxable securities. The pur-
chasers would not be willing to sacrifice in lower interest rates the
full amount of their tax saving, since they would be surrendering the
element of coutrol attached to junior securities, and safety fonturo of
sovommont issues would not be an important consideration to_thom,

ut the discount would be slight. With all the purchasers of these
bonds enjoying approximately the same tax saving and with all willinF
to pay—in reduced yield—almost as much as this saving was worth
to them, the issuinp‘ governments would gain in interest saving
almost as much as the taxing governments lost. There would be
some loss, but it would be slight.

But with .lnri:er amounts of tax-exempt socurities outstanding, tho
demand of individuals in the top-income brackets is fully satisfied,
and some of the scourities must be bought by individuals in lower-
income brackets whoso snvin;i is less. Naturally they are going to
pay less—that is, insist on o higher yield—than top-bracket buyers,
As marginal purchasers, their demand dotermines the intorest diffor-
entinl of the entire volume of tax-exempts. On these marginal
buyers, the iesuing governments gain in interest differential almost
a8 much as is lost in taxes; but meanwhile, on the inframarginal
buyers—the purchasers in the top-incomo brackets—the tax loss is
much greater than the issuing governments’ gain.

As the amount of government seourities outstnnding increascs, the
margin of purchasers moves ever further down the income-bracket
scalo, the tax saving possible for the newer ?roups of purchasers be-
comes ever smaller, and the interest differentinl between tax-exempts
and comparable taxables shrinks, When the shrinkage of differential
has proceeded far enough, a new demand eloment enters—the “safoty’’
and “liquidity” investors. For awhile, the extent of this new market
for tax-exempts may peg the prico—as measured by the interest dif-
forential—for governmental securities, in spito of a further big expan-
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sion of issues, But us oxpansion continues in the face of an ecstablished
structure of joint demand-——the demand schedules of tax-oxomption
purchasers plus the “safoty” and “liquidity” purchnsers—-the price of
new issues must bo brought ever lower, i. ¢., a 1l€(lwr intorest rate must
bo offered, with the result that tho intorest differential shrinks still
further, Governmental loss through tax avoidance increases as the
reduced interest differentinal makes possible tax avoidance through
wirchaso of tax-oxempts by individuals in lower and lower income
rackets, nt the same time that governmental gain through intorest
saving grows less and less,

As statod above, the current investmont intorest rate also uffeots
the not loss inflicted by tax-oxempt securitios on governments at any
givon time. Whilo the ratio of the {ield of government sccuritics
to that of corresponding taxable securities is dotormined by the volume
of governmont securitios outstxmulin%z rolative 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, taxablo securities is 3 porcent and the interest differentinl ratio
is one-sixth, government issues can ho markoted at a one-half percent
intorost saving; if the current yiold for sound taxables is 6 percent, at
tho one-sixth ratio the interest saving for governments is 1 poreent.
Governmental gain tlnrou(ih intorost saving depends upon the absolute,
not the relative, intorest differentinl. Governmental loss through tax
exemption is independent of the levels of taxable security yield, gov-
ernmont security yield, or interest differentinl.  Therefore the not loss
suffered by governments through the issue of tax-cxempt securities, is,
other things being equal, greater on securitios issued at a time of low
intorest rates, such as the presont, and less on securitics issued at a
time of high intorest rates.

The interest-saving gain that governments derive from tax-exempt
securities is established, for thoe life of the issue, when the securities
are issued. It is detormined by the fuctors noted above—the pro-
gression of oxisting tax-rate schedules, the volume of government
seourities outstanding in relation to the markets for them, and the
current investment interest rates. The tax-nvoldance loss, which is
a factor from the moment when the honds are issued, may change
during the lifo of the issues if the rate schedules of existing taxes are
modiffed, or if new taxes--to which the exemption of the securitios
m‘)plios-—-nro introduced. If the s;rogrmion of taxes in existence
when tho issues were marketed is Increased, or if now taxes subjeot
to the oxemption are introduced, an additional tax loss, over and
above what could be ealeulated at the time of issue, is incurred, because
additional tax avoldance becomes possible without any retroactive
effeot on intorest saving. If tax reduction oceurs after the marketing
of an exempt issue, the tax-avoidance gain of the security purchasers—
or, inversely, the (.fovornmontnl logs-~is reduced without any retro-
active offect on the original interest saving. In a recent book
Amorican Public Finance—Prentice-Hall, New York, 1038, pages
(618 to 610)—I summarized the historical significance of this feature
of tax exemption as follows:

As of 19238 the Federal Government had neither gained nor lost through total
oxemption of Fimt Liberty Loan bonds from Federal income taxation, it had
lost by Its partial oxemption of later hond issues, and what it had lost through

122260—30~pt, 33



538 TAXATION OF GOYERNMENT SECURITIES AND SALARIES

tax-exemption of State and local bonds was in marketing thelr fssues, * * #

For the 1020's as & whole, when Fedoral income tax rates wore belng reduced and
* % * wasprobably realized

fow Btate income taxes were adopted, a net gain
on all tax-oxempt bond lssues, But with the increase of Federal and State
income-tax rates during the 1030's, tax-exempt bonds have caused the taxing

governments a staggering (supplementary) tax loss.

INCONBISTENT DISTRIBUTION OF LOSSES BETWEEN THE FEDERAL GOV~
ERNMENT AND B8TATE AND LOCAL GOVERNMENTS

As was stated above, the tax-avoidance loss that governments suffor

because of tax-exempt securities depends upon the dogree of rate
progression in tho taxes they levy. The Federal Government imf:osea
a sharply progressive income tax, so that it sustains a substantial tax-
exemption loss—estimated betweon $170,000,000 and $337,000,000
annugally, Only 29 States imposo progrossive personal income taxes,
for the most part with very moderate rate progression, so State
income-tax losses through tax-exempt scourities are relatively slight,
So widespread is nonassessmont of securities under State and local
property taxes, even undor the low-mill rates of classified property
taxation, that tax exemption can H»raomcully be ignored as a proporty-
tax factor., Tho State and local governments, therefore, lose but
little revenue through tax exemption,
. Nearly the entiro gross tax loss involved in tax-exempt securities
is borne by the Federal Government. Such intorest saving as is
{»ossihle with the present low “interest difforential” is divided between
he Fedoral Government on tho one side and the State and local
governments on the other, in proportion to their iesues of securitios.
t is possible that a few of the States with progrossive income taxoes
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 nontaxable 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 Foderal income tax,

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

States.

Sonator AusTiN, Have you obsorved to what extent the States of
the Union have opposed this proposal?

Dr. 8nurrz. No, sir. I cannot say anything on that point at all,

I stato later on that I believe it would be difficult to obtain ratification
of a conatitutional 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 interost would be opposed
to such a constitutional amendment?

Dr. Snurty. Yos.

Senator AuaTiN. And so you have got to add the fuel of interest to
the fire of patriotism in order to get them to adopt this, have you not?

Dr. Suurrz. I think that there would be some basis for that state-
ment in the discussions that took place at the time the sixteignt{:

amendment was enacted. The question was raised by the New Yor.
, I think, at that time, whether the

Legislature or Governor Hughfa
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 fleld of con-
stitutional law; so upon those points lot us say that I speak as a lawyer

as well as an economist,.
HOW TO END THBE EXEMPTION OF GOVERNMENTAL SECURITIES

There are four possibilities of congressional action to eliminate the
abuse of tax-exompt scourities;

1. A resolution forbidding future issucs of Federal securities carry-
ing exemption from Federal taxation,

2. Enactmont of a statute, in accordance with the Presidential
message of April 26, 1038, specifically including interest on State and
local obligations in tho concept of “taxable income’” under the Federal
income tax, with or without a reciprocal waiving of immunity of
Foderal issuos from State and local taxation.

3. Amendment of the Federal income tax, to clmnge it from a
tax “on income,” as authorized by the sixteonth amendment, to an
oxcise ‘‘on the act and transaction of receiving income meoasured
by net income received.”

4, A constitutional amondment,

Possitilitics two and three above are alternatives, Possibilities
ono and four, together with the alternative two or three, could be

pursued concommitantly.
RESOLUTION ON FUTURE FEDERAL I188UES

For roasons stated earlior, overy Federal or Fedoral instrumontalities
isaue oarrying full tax oxemption would involve the Federal Govern-
ment in a substantial tax loss, Partially exempt issues, whoso ox-
emption does not apply to the personal income surtax, involve a mild
losy, since no individual or institution will pay more—in accoptance of
lower interest rates—than his gain through such partial exemption,
and in all probability will pay somowhat loss, ,

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

TAXATION OF ‘TAX-EXEMPT' INTEREST UNDER THE PREBENT INCOMRE
TAX LAW

I am none too optimistic on the possibility that extension of the
Federal income tax in its presont form to the interest on outstanding
or future State and local obligations would besustained by the courts,
I feel that Mr. James Morris made out a much too optimistio 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
basie proposition, established in C'ollect%r v. Day, and Pollock v.
Farmers Loan & Trust Company, that basic functions and instru-
mentalities of the States—in which category State and local borrowin
and Stato and local bonds must fall-—may not bo taxed or subjecte
to other interference by the Federal Government. The decisions in
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Flint v, Stone_Tracy Co., FEducational Films Corp, v. Ward, and
Pacifie Co. v, Johnson turned on an issue which I will disouss-later—
the dootrine of “subject and measure,” The inheritance tax oases
mentioned by Mr, Morris also involve this issue, The line of cases
represented hy AMetcalf & Fddy v. Mitchell avd James v. Dravo Con-
tracting Co. accopt the fundamental prlnoigle of the freedom of basio
Federal or State functions from taxation by each other, and merely
construe certain funotions as “contractual,” “pml)rlotory,” or “in-
oidental,” and hence not proteoted by the principle that covers the
basic functions and instrumentalities. Nowhero in the hundreds of
tax cazes that have heen decided by the Supreme Court since Pollock
v. Farmers Loan & Trust Co, is there the faintest indication of any
intention to overrule the fundamental principle.

I do not wish to be 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 Federnl instrumentalities, aro
judfzommde law, and {udges can overrule them. But overruling of
such fundamental law is a step that the Court would be utterly avorse
to taking. Fossibly the present mombers of the Supreme Court would
take that step, My personal conviction is that they would not.

AMENDMENT OF THE TAX TO MAKE IT AN EXCISE ON THE RECEIPT OF
INCOME

Although the Supreme Court might refuse to overrule a fundamental
element of established cconomie law, if it were provided with o legal
fiction that would enable it to sustnin nondiscriminatory Federa taxu-
tion of State instrumentalities and nondiseriminatory State taxation
of Federal instrumentalities without specific overruling of established
law, it might well make use of that fiction to further the purposes that
the President has in mind.  As it happens, there is such a legal fietion,
created by the Supreme Court, at hand,

In Flint v. Stone Tracy Co., about which the chaivrman 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-
nomie measure to which the rate of the tax is applied. In this case,
a Federal corporationincome tax which 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 subject of the tax was the act
of doing business as u corporation—-a permissible subject for a Federal
excise, The Pollock case was not overruled, but simply held not to
apply to the situation under consideration, since the Pollock decision
turned upon a tax whose subjeet 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 sustain State corporation income taxes applied to income from
Federal bonds, to the income of a bridge company whose enminfs were
derived from international traffic, and to other elements of Income
which might have been thought, under older principles of tax law, to
be exempt from State tax powers, Congross took note of the Court’s
uso of this fiction in 1926, when it amended R. 8. 5210 to permit States
to tax national banks under specinl exeises “measured by net income,”
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thereby enabling the States to include interest on Fedoeral bonds held
by banks as rlmrt of the measure of their bank taxes.

I suggest_that this flotion of “subject and measure’” might be used
to frame a Federal income tax inlying to tho intorest 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 b,y individuals and corporations, measured by the net income
recoived,” the Supreme Court would bo able to sustain the taxation
of interest on State and looal securities without overruling established
fundamontal law, Perhaps the Court would choose not to accept
this avenuo of egeape, If that should be its tomlpor be sure that it
would never ratify the approach auﬁgested by the President. But
there is also the important possibility that it might accopt this avenue
of escape, wheroas it would refuse flatly to overrule the older law,

Senntor AuvstiN, Muy T ask a question at this point?

Dr. Suuvrrz, Surclf'.

Senator AusTin, Do ﬁ'ou take that position because you feel ree
coiving income by an individual or by a corporation is doing business?

Dr. Suurrz. No. You will nofico that while the corporation
income tax of 1809 was interpreted by the Court as an excise on the
act of doing business by the corporation, that would not apply as to
individuals,

Senator AusTiN. Yes; but let me call your attention to something
that has just been handed to me. On page 105 of The Taxing Powoer
of tho Federal and State Governments, a report of the staff of the
Joint Committee on Internnl Revenue Taxation, In Jensen v.
Ilfrlmqfnnl; Bironson v, Same (Washington, 63 P, (2d) 607). the Court
sald:

The right to recelve J)ruporty (income in this iushmcoz is but & neeessary cle-
ment of ownership, and, without such right to recelve, the ownership is but an
ompty thing and of no value whatover. * * * The mero potential prlvllcﬁe
of mcoi\-lngl carned income amounts to nothing unless and untll the ircomeo is
recelved.  The right to receive, the reeeption, and the rlght to hold, are pru;iros-
sive incldents to ownership and indispensable thereto.  To tax any one of these
clements s to tax their sum total, namely, ownership, and therefore, the property

(income) jtself.

Now, if that is so, the act would be unconstitutional, would it not?

Dr. Snurrz. That opinion, Senator, is dorived directly from the
statomont of the Federal Suprame Court in the Pollock case. That
is the position upon which the Court thero held the Incomo Tax Act
of 1894 unconstitutional, namely, that a tax upon income was a tax
upon the property itself, and hence a direct tax, and one that had to
be nrportxonod among the States, Tho Supreme Court later in a
caso Involving the Union Pacifie Railrond Co. overruled that particular
aspect of the Pollock case.

enator AusTIN, Then T gather you take this position in this
statoment, to wit, that the phraseology of the tax lnw—-

Dr, Snunrz. Yeos,

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 Jansen case?

Dr. Snurtz, Yes, I might state that, in a number of States with
respect to State income taxes, whoro 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 Foderal law is concerned, that is not so. And
then we have the inheritance tax cases. The Supreme Court has
sustained the Foderal tax upon the transfer of property as a valid
tax since it is an exciso.

Senator AusTiN. Now are you referring to the trust during life?

Dr, Swuurz, No. I am considering the transfer of property at
death, The Federal estate tax Is uphold as the excise on the act of
transfor of property at death,

The Federal Government cannot tax the property but through the
use of this principle, subjest and measure, an estate tax is upheld
on the theory that the su {ect of tho tax is an act of transfer. The
measure of tho tax is tho value of the property. I am suggesting that
thoe same principle be urplied to income taxation, so that oven though
the Court might hold that the Federal Government cannot tax
direotly income from State and loeal securities, onotheless the Court
;night old that the Federal Government could tax the act of recolving
ncome,

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

Dr. Snvurtz. Yes; that is one of the reasons wh{ the calculation
must be from the dato of death, Federal tax, rather than dato of

receiving tho property by tho heirs,
CONSTITUTIONAL AMENDMENT

If a statute to abolish the oxemption privilego of Government
securitios can bo drafted so as to bo sustained by the Supreme Court,
by all means let the roform be accomplished by this direct, quick
routo. The only way to determine whother 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 dmceedin to abolish tax exemption by
constitutional amendmont, One, the obvious one, is tho delay in-
volved. The second derives from the ciroumstances noted above that
“most of tho State and local governments at the present time enjoy
8 net qnin through their power to issue seourities exempt under the
Federal income tax.” This being 8o, can it be expeoted that throe-
quarters of the States would deprive themsclves of a net advantage
by ratifying an amendment ending that advantage?

f 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-
tagz to the States,

nator Byrp, Did I understand you to say that some States wore
taxing interest of Federal bonds?

Dr. Snurrz, Yes,

Senator Bytip, \What States?

Dr. Snurrz, Thero are six States. I do not have them listed, but
I will be glad to provide you with that list bzv correspondence. Fur-
thermore bank incomes are taxed, under tha regmviz;ion of R, S. 6219
that the bank tax shall 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 agenoy of the Government?

Dr. Suiurrz, I believe that a genoral Stato corporation income tax
could be applied in this same way to Federal bond interest. The case
of Liducational Films Co. v, Ward was a case, as I remember, applying
to the genoral State corporation tax, the right being oxoreisod upon the

riviloge of doing business as a_corporation, measured by the net
ncome, and the Supreme Court upheld the State corporation tax.

A suggested tie-up would bo an amendment clause modifying the
limitations upon State tax and regulatory powers under the interstate
commorco rule. Stato officials have long urged an amendment on
this subjoot—TI believe that the question has been sevoral times before
Congress—and the two roforms combined might receive ratifieation
where the tax-exemption proposal alone would fail.

RECIPROCAL ES8TENBION TQ SBTATES OF TAXING POWERS OVER FEDERAL
SBECURITIES

Whichever method of extonding the Fadoeral 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 woll prove to be merely a formal gesture, since, if the
“subject measure” principle should be upheld as a method open to
the Irederal Government of taxing Stato and local issues, the same
principle would be available to the State and loeal governments to
oxtond their taxes to 1'ederal securities, Indeod, as already pointed
out, somo of the State governments are already uiilizing this principle
to tax tho intorest on Federal bonds.

Authoritios on constitutional law are in dispute as to whether
Congress can waive an incident of Foderal soveroignty, such as the
immunity of its instrumentalities from State and local taxation. To
me, tho weight of argument seems unquestionably for the proposition
that it can waive this particular court-oreated incident of sovereignty.
The line of Suprome Court bank tax decisions on R, 8. 6219 seems
unanswerable authority for this proposition,

The CualrMAN. You base that differential at 15 percent?

Dr. 8Hurt?, Yes; and not only the 15 percent relative differential

but the investment rates.

APPLICATION OF THE PROFPOBED TAX TO OUTSTANDING OR TO FUTURB
ISSUES \

If abolition of the tax-exempt privilege were accomplished by
revising the phrnaeolog{ of the Federal tax to conform with the
“subjoct measure’ principle, the precedent of Suprome Court decisions
would indicate that the tax could be applied to outstanding tax-ex-
empts, Foderal as well as State and local. ~ Pacifie Co. v. Johnson ma
be cited as authority for this conclusion. Whether it would be ad-
visable 8o to extend the tax is another question.

Beyond doubt all present holders of tax-oxempt securities who pur-
chased thom for their “exemption’” value would feel that they had
been made the victims of a superfraud on the part of the Fede
Government. They sacrificed a small “interest differential” to buy
the tax saving, Now they would be deprived of their tax saving—
{tself & matter for intonse bitterness—without compensation for their
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snorifice. The 'I‘roasur“/ Department and this committee. have
exprossed awaroness of this point.
ut to the minds of some, an important economie conslderation may

overrule this ethical consideration, If the proposed tax should apply
to future issues of govornmental securities, a long time—estimated u
to 60 years—must elapse before all tax-exempt securities are olimi-
nated. Over this period, there will be a constant shrinkage of the
volume of tax-oxempt securities outstanding, with the rotired issues
roplaced by taxable ones, Investors in “safoty’’ and “lquidity” will
purchase the new taxable issues, while seekers after tax vxemption
will continue to buy the outstanding tax-cxempts. There will he a
slow but steady shift of the remaining tax-oxempts from ‘“safety”
and “liquidity’” investors to “exomption” investors. When the
supply of outstanding tax-exempts shriuks to the point where it is
somewhat less than sufficient to supply tho total demand of “exemp-
tlon” investors, recipients of largo incomey, to whom the exemption

rivilege is worth more than to small-incoms rocipionts, will begin to

id away the remaining tax-exempts from smaller-income investors
by offering a premium. The “margin” of tax-exempt investment will
start moving up tho income-bracket scale. The more the supply
shrinks, the higher the margin will rise, and the higher will ho the
promium offered on the remaining tax-exempts.  True, the “oxemp-
tion” profit to lnrge-income recipients from ownership of tux-oxempt
securitics will be diminished by the substantial premiums they will
have to pay for those sccurities, But, although the large-income
recipients will find their “exemption” profit reduced, the taxing
governments will not he the gainers,  The premiums in question will
constituto an “uncarned inerement” received by prior holders of the
securities,

The moment that a law taxing the interest on future government
issues went into effeet, all issuing governments would have to increase
the rate on their offorings by the present small “interest differential.”
Tho intorest saving to issuing governments would therefore bo lost
immediately. But the revenne loss to the taxing governments and
the injustices of tax-exemption diserimination wounld continue un-
abated for 20 or 30 years longer. And then, for another 20 years,
thero would be a gradual abatement of the injustice and the tax loss,
during which time overy transaction in outstanding tax-cxempts
would vield the prior holders an “unearned inerement” in the form
of a rising premium on these securities. ,

Granted that abolition of the tax-exempt privilege on all outstand-
ing governmental seeurities would work an in,}ustico upon tho present
holders of these sccuritics. But continuation of the tax-exempt
priviloge for the present outstanding voltme governmental securities
will continue for another half centurv most of the tax diserimination
injustice that we want to end, it will not bring in a penny of addi-
tional rovenue to the taxing governments for at least another quartor
of a contury, and it will produce an unjust flowering of unearned incre-
ment. Tt 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 the
exemption privilege to outstanding irsues. At the present time, be-
cause of the tremendous volume of government securities outstanding
and the low current interest ratos, the market value of the exemption
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rivilege—as evidonced by the “interest difforential’”’—is Tllte low.

his market valuo 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 noxt year's exemption, plus the furthor discounted
value of the following year's exemption, and so on for the life of the
security. Tho discount that is applied to the value of oxemptions 10
years or more in the future is so great that in the {)resent “Intorest
difforentinl” or markoet price of tax-oxempt sccurities with a life
greator than 10 yoars it iz an infinitesimal figure, This infinitesimal
value of oxemptions 10 years or more henco could be abolished with
practically no sacrifice to present holders of the securities—not so
much sacrifico ns is involved in many cases by the month-to-month
market variations in the prices of these sccurities.

ABOLITION OF THE EXEMPTION OF GOVERNMENT SALARIES

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

Unliko intoroest yiolds, salary determination does not involve minute
caleulation of relative competitive roturns. T consider Mr. Hanes in
orror when ho states that government salaries are lowor than business
salaries hy tho amount of the tax exemptions involved. A Federal
or Stato salary of $3,0600, or $6,500, or $12,600, or any other round
figure. is not ostablished with any fractional-dollar tax-exomption in
mind. Practically all governmental salaries are established arbi-
trarily, without consideration of tha tax-exemption featurs. The
oxomption of Fodoral salaries from State taxation, or of State snlnries
from Federal taxation, is just extra “velvet” for the fortunate
rocipionts, :

Quite properly, income-tax payers foel that this ‘“velvet”’ enjoyed by
government employeos is an injustico, a discrimination against. them-
selves.  This “ethical” argument is the main reason for eliminntirg tho
oxomption—the $16,000,000 that the Fedoral Government will obtain
from taxable Stato and loeal salaries is a minor item.

Sinco government salarios are established without consideration of
tho oxomption 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 inoreaso my salary at its
munioipal colloge by a singlo dollar, The tax will come out of my
pocket. And much as T shall Iporsonnlly deplore the resulting im-

overishment, T do not see that T have any impersonal basis for objec-
ion, since T belong to the class that has been enjoying “velvet.”

What T have said above upon the constitutional issues surrounding
elimination of the tax-exempt privilege of government securities mi:-
{)lios to elimination of the exemption of government salaries. While

he Supreme Court has recontl‘%limited the prineiplo of government
salary and payment oxemption by holding that it does not apply to
ayments made in the course of contractual, proprictary, or incidental
unctions, it has not questioned the basic principle. Rephrasing of
tho income-tax statute in accordance with the “subject-mensure”
dootrine seems to me the most likely statutory approach. If the
Courtwill not sustain the tax on the basis of this fiction, n constitu-
tional amondment is the only alternative procedure.

Senator Austin. Will you permit a question?

Dr, Snvrrz. Yes,
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. Senator AusTiN. Perhaps if we should take just the opposite pre-
mise to that which you take, and assume that the taxation of salaries
of employeos of bot. Federal and State is to be imposed—

Dr. SHuLTs. Yes. ' -

Senator AusTIN. Wouldn't these employees look for an increase
adequate to that additional burden regardless of whether their
salary was fixed arbitrarily or not?

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

nator AusTIN. Very good. 'Now let us go one step further and
inquire whether, in your (;pinion, in your charactqr as an economist
to say nothing about your facility as a lawyer, in your opinion would
there be an{isulequa gain to compensate for the labor and the cost

"in making this change?

Dr, SauLtz. The only gain that I see there would be that Mr.
Waestbrook Pegler would have one less tomtom 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-
consciousness—that if the recipients of government salaries were
made to féel that they also had to contribute to increased govern-
ment expenditures, perhaps they would be less likely to be partisan.

Senator Byrp. You do not contend the cost of administering the
aot would be anything like the income?

Dr. Saurrr. 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 Byrp, Thank you, very much. It has been an interesting
statement, I believe that we next have the privilege of hearing from
Prof. Paul Studenski, of New York University.

STATEMENT OF PAUL STUDENSKI, PROFESSOR OF ECONOMICS,
NEW YORK UNIVERSITY, NEW YORK OITY

_Dr. Stupenski, Gentlemen of the committee: I have propared 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 have the
pationce before lunch to hear some more economic doctrine.

Senator Byap.. Proceed, and be as concise as you can, Floaso.

Dr. Stupenskr. I may say at the outset that bes (‘l}w 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
munioipal governments in matters of public finance end taxation.

As recently as last year I acted as consultant to vhe New York
State constitutional committee and prepared for the committee a
volume or the problems o taxation and finance. For tho past 8

ears T have aoted&s consultant to the New York State Commission

or the revision of the tax laws, ,
1 have also acted in the past few years now and then as part-lime

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 Soofal Soourity Board I am on the staff of the Board as
prlno pn conault n% economis

his buokground so a8 to indicate to the committee
that I have no bins in favor of eithor the Iederal Government or the
:State and local governments.

The issues involved in the proposal considered b f your committees
.are ﬁscal economio, and political in character. 1 shall confine my
remarks o the fisoal issue,

One of the fiscal issues most prominently discussed before your
«committee involvos the question as to the ex nt of the lgaim in publie
-revenue and losses in the higher costs of bo. n" wing whio would reault
A{rom the subjection of future issues of public securities to reci s)
Federal-State tuxation, and whether or not the gains will suffic ently
At pE arrangementa,
ant to indicate tNY nasmuch_as this'
{uture 15Megs

-offsot the losses. to justify a che
At the outaet it is impd
g roposal would subjge?” to taxation only
ta ,and ooalbo 8, ;
-ate gains in revery
‘ing, would be
*6ac ear willfTepresent
artia Iy exegfipt debt. ssum
:State and mgicipal in
‘the central gspect of the propos
approximat@ly $l 000,000,000
municipalitfpe ov
Senator } Ym) yo

the J)resent »
tire
Senator Aus) Axe you;pg

W The retir

Senator AusTIN, ¥
-dollars new issue on thg part of the States?

r., STUDENSKI, New es annually for publig 'rovementa and
other purposes. They may ., a cortaipemtibunt of réfunding,

Senator Byro, What I w: 3¥8 Mhow is what is your opinion
-of the additional bonds thut will be issued?

r. StupeENskr, In the main my caloulations take consideration
of the additional bonds for new public improvementa,

Sen?ntor AusiN, Is part of the $1 000,000,000 for refunding pur-
'poses

Dr. Strupenskr. I assume a small p

Senator AustiN., Practically all of it you estimate will be for addi-
tional bonds?

Dr, Srupenskr. Exactly.

Senator AustiN. Then within 20 years the local and State bonds
will double by that?

Dr. Srupenskr, The new issues would in the main replace tho
retired issues now outstanding. ‘There will be some growth in
debt. What the debt will be 16 or 20 years from now, whether it
will be 80 bﬂllons of dollars or more, no one naturally oan prediot.
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It will take between 18 and 20 Yoars bofore the groater part of the
Brmant $20,000,000,000 of wholly tax-exempt State and municipal

onds will be rotired and $20,000,000,000 of new taxable State and
munwi{ml scourities will bo issued, Despito this obvious faot, it
soems to be the provalent impression that the proposal will result in
largo immediato gains in Federal rovenue on the ono hand, and lm'{,m
immoediate offsotting losses by way of higher costs of State and munie-
ipal borrowing on the other. _Mr. Hanes, the Under Secrotary of the

rensury, in presenting on January 18, Treasury estimates of largo
gnins in rovenue and large incrensea in intercst costs, pointed out that

hoy deal with the distant future and not with the period immedi-
atoly nhead.

By contrast, Prof. H. L. Lutz, in a voluminous report propared for
Mr. Morris S, Tremaine, comptroller of the State of New York, has
failed to make this resorvation clear in his estimates, and many wit-
nessos appearing bofore your committee have used his figures,  In the
first paragraph of his conclusions as to the probable effects of the adop-
tion of tho proposal, Professor Lutz says: “Fedoral taxation of State
and local securitics would cost the States and municipalities a mini-
mum of $113,000,000 annually in increased interest cost,"”

He should havo inserted after the words “would cost tho States and
munioipalitics” the words “eventually, when the volume of taxable
Stato and local securities would be as lnrge as the existing volume of
nontaxable State and local debt.”” 'This situation, { have already
pointed out, would occur 15 to 20 years after the adoption of the pro-
posal. Actually, on the basis of the present volume of new emissions
of Statoe and municipal bonds, the immediate increase in tho interest
costs to the States and municipalities, even using Professor Lutz’s own
methods of computation, would bo only $0,000,000 the first year and
$12,000,000 the second year.

Senator AustiN. Do you, in making that statement, adopt Mr.
Lutz’s promises as correot?

Dr, Stupenski, Yos, yos; but I think that he overlooked the slow-
ness of the growth in tho volumae of new taxablo bonds cach your and
his computntion should have been made on the basis of gradual
increase in the volume from year to yoar,

Senator Austin. Woll, taking his report in the light of your view,
you would still have an additional cost, as you say to the States, of
$6,000,000 the first year and $12,000,000 the second year?

r. STUpENSKL Yes. ,

Senator AusTiN. And would incroase in some regular ratio as you
come up the scale to 15 or 20 yoenrs?

Dr, Stupenski, Yos; 1 think this progression would take place.
As you will note, in the first parugraph of his conclusions us to the
probablo effect of the adoption of the proposal, Dr. Lutz says:

Federal taxation of State and loeal sceurities would cost the States and muniel-
palities a minimum of $113,000,000 annually in inoreased interost costs.

And this situation, I sny, would ocour 15 to 20 years after the adopticn

of the proposal,

In the same paragraph Professor Lutz says:

The Federal revonue from such taxos (on State and local seouritics) Is estimated
at an avorage of $05,000,000.

Hore, too, the qualification referred to above should have been
inserted. As will subsequently be brought out the immediato Foderal
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revenue from this source will be negligible. Onli in tho more tech.
nical parts of tho 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 becomos as large as the present immune
debt” (p, 121).  But even bore.no indication is given as to when this
condition will obtain, The author translates his estimates into specific
figuros of costs to differont States and municipalities without indicate
i.','ﬁ when they will eventuate. He conveys tho impression that they

1 matorinlizo immediatoly,

On the basis of Professor Lutz’s caloulation, Mr. Tremaine in his
own brief, after estimating the m\mici{ml indehtedness in his State in
1037, at over $3,1060,000,000 declares that “the municipalities of the
State of New York would, thoerofore, be faced with the possible ine
oreased interest costs of about $30,600,000 a year.”” Other briefs,
likowise, give the same erroneous impression that large immediate
inoroases in intorest costs to Stato and municipal governments would
follow the adoption of the })ro?osal. Thus, Mr., I, B, Fornhoff, the
reprosontative of the California Loague of Munici nlitios, said on
Fobruary 11 that on tho hasis of Professor Lutz's caloulations, “‘Cali-
fornia Stato and munieipal governments would be compelled to shoul-
der, in financing chargos, about $9,100,000 additional cost every year,”
if the proposal is adopted. Mr. F, A, Pallotti, attorney goneral of
Connectiout, said in his briof: “Connecticut citfes and towns would
havo to pay an additional $1,000,000 a year higher intorest if the
Fedoral Government should ever succeed in taxing our bonds,” Mnr.
Harry MoMullan, attorney goneral of the State of North Carolina
said of this proposal: “This means that North Carolina’s State and
looal intorest costs will incroase in excess of $3,000,000 por year * * *
if, a8, and whon the income upon its bonds is subjeot to a Federal tax.”

Senator AusTIN. Do you know whether the briefs of those persons
that you refor to specifically are founded upon the State debt of their
own States, respectively, ns of the present date? )

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

bSom;tgr AvstiN, All right, If that is true, what is there erroneous
about it

Dr. Srupenskr. Tho error, Senator, is in assuming that this will be
an immediate incrense, when, as a mattor of fact that amount of
inoreaso will take place only at some distant future—15 years or moro,
when there will be an amount of taxable bonds corresponding to the
m]niot'mt of bonds of their State and community now outstanding,
which aro——

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

Dr. Srupenski. Yos, Senator.

Senator AusTin. And it will not relate to refunding?

Dr. Stupenski. It will relate to refunding issues.

In renlity, evon on the basis of Profossor Lutz’s own estimates of
the probable increase in intorest rates on Stato and local borrowning
which would result from the adoption of the proposal, the immediate
added burdens to the States or cities ropresented by these witnesses
would be less than one-fifteenth of those quoted by them and the
increngo in these burdens would bo slow and gradual in nature,
Moreover, there is groat likelihood undor the present conditions of
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the money market that no immediate rigse in the costs of State and
local bolrrowing, of any sort, would result from the adoption of the-
roposal.
P Ipum citing thoso facts by way of illustration of the exaggorated
notions of the immediate offects of the adoption of the proposal on
the costs of horrowing, which aro rapidly gaining foothold among our-
State and local officinls as a result of the imislending figures presented
in Professor Lutz’ report. Even Mr, LaGuardia, the mayor of the
oity of Now York, who is o practical oxport in municipal finance,
was 80 impressod by Professor Lutz’ figures that ho said of the pro--
osal, according to newspaper quotations, that “It will hit us right
etween the eyes,” and the other day proposed an olaborate plan for
the distribution by the Federal Government to Statos and municipal-
ities of a subsidy to meot the increased costs of their horrowing, which
would sgn)ose y result from the adoption of the proposal,

In addition to giving tho erroneous impressions as to the immedincy
of these large increnses in the costs of public borrowing, Professor Lutz.
tends to undorestimate tho offsotting inorease in the public revenue
which would result from the reciproeal taxation of Federal, State, and
local bonds, Thus, Professor Lutz estimates the gains which the Fed.-
eral Troasury would obtain from tho taxation of the income from the
existing volume of State and municipal bonds at an avomsﬁa of $96,
000,000, A careful examination of the methods employed by him in
arriving at this figure, as desoribed on puges 120 to 123 and in the
appendixes F and (1, roveals thercin cortain fundameontal flaws. The
author has used as a basis for his computation of the oxpected rovenue
yiold from Federal taxation of State and municipal hond interest the
distribution among individuals of holdings of partinlly exempt secur-
ities, although this distribution is obviously the reverso 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
tho wealthy, while partially exempt securitios tend to concontrate in
the hands of corporations and recipients of smaller incomes. The
figures of the Bureau of Internal Rovenuo (Statistics of Income for
1036, pt. I, p. 30) show that of the total volume of State and municipal
seourities owned by individuals, 62 percent aro held by individuals.
with net taxable incomos in excess of $50,000, and that of the volume
of partiall’y oxempt securities held bg' individuals, less than 20 per-
ocent is held by individuals in the latter income group, By using a
distribution of bond ownerships showing unduly low ownerships of
State and municipal securitios among taxpayers subjeot 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 the 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.
ﬁport and those presented by Mr. Hanes to the committee is striking,

r. Hanes estimated the ultimate gain to the Treasury from Federal
taxation of interest on State and municipal bonds at between
$107,000,000 and $108,000,000, or at about 50 percent more than
Professor Lutz, While it is evident that Professor Lutz's estimates.
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are based on false assumptions, the bases of the Treasury estimates
are not given, l’mbablfr no acourate estimate of the probable yields
can bo made because of the many varinble factors involved, which
m::{ account for the wide agreud between the Treasury’s minimum
and meximum estimates. Still it would be desirable to have the
Treasury oxplain how it arrived at its figures.

Professor Lutz in his rorort arrives at o most extraordingry statisti-
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 securitios, on one hand, and the
losses which the Statea and local governments would sustain from such
taxation in the form of higher intorest 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 Stato taxation of Federal
gecuritics, and of Federal taxation of its own securities, and in each
caso ho lifcgwise finds that the losses will outweigh any foseiblo gains,
Thus, in his opinion, the net effect of. the proposal would be a loss to
the public purse as a whole. I hold in my hand a chart in which
Professor Lutz's conclusions are Proaonted in a graphic manner.
I doubt very much that the comploxities of the problems and the
multirlioity of varying factors which must be taken into account
w‘oal( pormit lol’ any accurate computation of the net fiscal offects
of the proposal.

Wit]?ou going into any statistical computations, I wish to advance
here one or two very simple mpositiona rolating to the possible fiscal
effects of the proposal, It been established that only one-third
of the $20,000,000,000 of outstanding State and municipal bonds is
held by individuals with not taxable incomes of more than $15,000 a
year to whom the complete exemption privilege is of great importance,
Two-thirds are held by corrorations ond individuals to whom this
complote exomption affords little benefit, Obviously, if the proposal
is adopted, there will bo a gradual shift in the ownership of the out-
standing wholly exempt State and municipal bonds, wealthy indi-
viduals buying them from cor{)omt.ions 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. addi- -
tional revenuo will probably flow into the Treasury as a result of the"
taxation of State and munioipal bonds. As the Pricos of whooly
exempt State and munioipal bonds 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
Stato 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 inoreases, the extent of the
avoldance of the Federal income tax by wealthy {ndividuals through
investment in these bonds will grow ever smaller. .

The corporations and individuals releasing their holdings of wholly
exem;lat State and municipal bonds, will replace them with new
taxable State and municipal bonds, assuming that oppgrtunities for
nlternative 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 relatively moderate rate of one-half of
1 percont estimated by several authorities. Professor Lutz appears
to have.completoly overlooked the gradualness of future increases in
tax yields and the existence of certain forces which would tend to
offset possible increnses in the costs of horrowing. Needless to say,
the condition of the money market may be such as to prevent any
riso in the interest rate on the taxable State and municipal issties.

Serious foars are entertained by many citizens who are aotively
concerned with the welfare of State and looal governments, that the
adoption of this proposal will so increase the costs of State and local
borrowing in the future as to soriously interfere with the nbllitfy of
these governments to cner on public improvements. Such fears
appear to be unfounded. Even should we assume that the interest
costs on new horrowings will incrense by one-half of 1 porcent, the
burden therecof on the State and local budgots at the present rate of

rowth of State and local debts, would be relatively small. Thus,
or example, in the case of the city of New York, which is second only
to the Federal Government 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, $1,600,000 the second
year, and 8o on, Assuming that this added cost would have to come
out of the real-estate tax, the additional tax burden would amount
to loss than one-half of 1 cent on every hundred dollars of assessed
valuation the first yoear, 1 cent thoe second year, and so on.

The owner of a property assessed at $10,000 would pay an additional
tax of 50 contg the first year, $1 the second yoar, and so forth., The
immediate costs would be nowhere near the figures (}uoted by some
of the witnesses beforo the committeo. Nor, as I have alroady
stated, is thore any positive cermintz that the costs will even voach
these relatively moderate lovels. It has already been indicated, that
cortain influences may readily operate to check a rise in the intorest
rates on taxable State and municipal sscuritios.

One other factor needs to bo 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 referonce to
the greator 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 munici{mlitv whon the
artificial grop of tax exemption supporting their credit will no longer
he available. .

Senator Byrp. Thete has been a fgrent, improvement in the han-
dling of county bonds and bonds of small towns by reason of some
suporvision that has beon given by the States, Virginia has done that
and lowered the intorest rate of the subdivisions of the State. In
many instances that supervision has not resulted in reducing the rates
yot, because some of the bonds are outstnndin§.

Dr. Srupenskr, Naturally. Naturally, but it is showing its effect
upon' the new issues.

Senator Byrp. But Mr, Lutz does not rofor to that though,

Dr. Srupenskr. I do not beliove he does.

No State or municipality whose finances are in order ougght to experi-
onco any difficulty in obtaining oredit under the conditions of the
ﬁ:‘esent liquid money market for the financing of worthy under-

kings. Stato, 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
recont development,

The paramount fiscal issue in the proposal before the committes,
in my opinion, is the preservation in our tax system of the democratio
prinoiple of taxation according to ability to pay. The groater part
of our tax system tends to be regressive in nature, that is to bear more
heavily on the people of small means than on those of larger means.
The only segment of our tax system based on the principle of ability
to {lmy is that ropresented by our income and inhoritance taxes.
Although these taxos supply only 14 percent of the entire tax revenue
of the country at this moment, their importance is far greater than
is indicated by this proportion: thoy add equity to our tax system
as a whole. This 18 their prime significance. It is oxceedingly
important, therofore, that these taxes bo protected against any
{)ossible impairment which might intorfore with their effective opera-

ion. Those who ontertain this view, therefore, look with oxtrome

concern on those dovelopments which tond to controvert the purposes
and oporation of these taxes, and, in particular, of the most progressive
tax among them—the Fedoral porsonal income tax. Ioremost
among such tendencies has been the growing avoidance of the gmy-
mont of the tax through investment in the wholly tax-exempt State
and munieipal seouritics. This tax avoidance undermines the integ-
rity of our tax systom and the morale of our taxpayors. e 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 1])1-mciplo by investing some of their wealth in wholly
exempt sccurities. To save the princi{()lo, we must as speedily as
possible, close this loophole. 1 don’t know of any other practical
means for the accomplishment of this result than that of making all
{ututl‘)(i issuos of Fedoral, State and municipal seourities reciprocally
axn eQ

Theo preservation of tho principle of ability to pay in our tax system
is, in my opinion, tho paramount fiscal issue involved in the proposal
before the committee and should bo fivon procodonce over all the
othor fiscal and cconomic issues involved. Although the proposal
will not close the gap in our tax system immediately, it will at loast
I)rovont immedintely thoe further widening of this gap and will close
t in a gradual way, eventually,

The oxemption of interest on State and municipal bonds from Fod-
otal taxation, from a fiscal point of view, is a form of a Federal subsidy
to State and local §ovommonts for the dofrayment of n part of the
interest costs of their borrowing. Although the purpose of this sub-
sidg may be & worthy one, its form, in my opinion, is contrary to
{m lic intorest. KFor this subsidy is effecto by means which impair

ho vital principle of nbility to pay in our tax system. For this
reason this subsidy should, In my opinion, be withdrawn as spoedily
as possible and of courso in the most pnlniess possible manner, If a
Foderal subsidy for the defrayment of some of the costs of State and
local borro\ving‘ is to bo furnished by the Federal Governmont to our
Statos and localities, it should be furnished in some other form or forms,

12225030t Sew-mB
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Senator Byro. Thank you very much. Are there any questions?
There are no questions, and you have made a very interesting contri-

bution.
Dr. Srupenskr. QGontlemen of the committeo, I have writton reo-

contly an articlo on Federal taxation of State and municipal bonds,
which 1 brought along with me, and should you wish it I will loave it

with you.
Sonator Byrp. Thank you, and it shall be included in the record.

(The artiole reforred to is ns follows:)

1429 Taxes, The Tax Magari blished by C cl \
{Reprint from tho January 142 mmf w%x{:,m Mog:og L r%t‘:eb 'l,can:»l y Commorce Clearing House
FEDERAL TAXATION oF BTATE AND MuNtciraL BoNps
(By Paul Studenski 1)

Tho question of reciprocal Federal-Stato taxation of interest on Fedoral, State’
and municipal obligations is of much greater concorn to the Federal, than to the
State governments. Fimt of all, the Federal Government is dependont for a
larger proportion of its revonues on the income tax than is any State. Many
States, in fact, lovy no income taxes whatsnover and therefore, for the time boing
at least have nothing to gain from such reofprocal taxation, Secondly, the induce-
ment for taxpayers to invest in tax-exempt bonds 8o as to reduce their taxes results
mainly from tho high surtaxes of the Federal income tax, The consequent losses
in revenue are, thorefore, sustained mainly by the Federal Government. Thirdly,
the Federal Government grants onl{ a partial tax exemption for most of its own
obligations, whereas State and munleipal bonds carry a com{))eto oxerption from
the Federal tax. As a result of this complate exemption, Statos and raunieipalitios
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 munioipalitics sell at
a higher price than comparable obligations of the Federal Governmont. The
ylelds on these States and municipal issues are actually lower than the yields
or cormpondlnf Federal bonds.® Thus, the States and muniolpalities gain at
the expenso of the Fedoral Government, whioch loses revenue far in oxcess of any
gain it prooures in lower costs of borrowing,.

Today wealthy individuals invest their funds in tax-exempt State and munieipal
bonds as a convenient refuge against tho high surtax rates of the Federal income
tax. The immunity of State and munleipal bonds from taxation thus serinusly
undermines the Federal powers to tax and interferes, therefore, with the operation
of our constitutional systom, Why this undermining of the Federal taxing powers
and, hence, of our constitutional system is not heing given proper consideration
by our legal authorities in their discussions of the constitutional Issues involved
in tax-exempt bonds, is not clear to a Inyman like myself,

It is proposed that the Federal Government should tax, under its income tax
interost on all futuro issues of State and municipal bonds, that the States should
tax under their income taxes, interest on all future lssucs of Fedoral bonds; and
that both the Federal and the State Governmenta should tax under their respec-
tive Incomo taxes interest on the futuro Issucs of their own bonds and the bonds
of their respeotive agencles or subdivisions, It {s genecrally conceded that hoth
the Federal and the State Governments are under a moral and, in many cases,
also a legal obligation to continue the existing oxemption of interest on outstand-
ing issues. It Is obvious that the subjection of State and municipal bonds to
the Federal income tax fonatitutea the most important part of the entire proposal
becauso of the constitutional lssues involved. The moment theso issucs are dis-
posed of and the tight of the Federal Government to tax the income from State
and municipal bonds is clearly established, the problem of gradual elimination
of all the cxisting tyﬁ)es of oxemption of government bonds from both Fedoral
and Stato taxation will become relatively simple.

Inasmuch as some States stand to gain from a continuance of the existing
exem])tlon of State and municipal bonds from Federal taxation, some citizens
therein oppose the rescindment of this oxemption in any form whatsoover,
whether by a Federal enactment or by an amendment to the Federal Constitu-

tion.
1 Profossor of Economics, New York Unlversu('.
ew York State bond maturing in 1045, huulnﬁ interest at 21¢

A L R T G G S L Telding 8t l{a then existi
n n| o [ro! e Federal Incomo tax was ylelding at ({s then existin
5‘ percent, .‘A %’edeml bond of comparable matutity, wi lchywas ogly ;mk“ly exempl“.

n'::'rk'e‘:'sﬂ?i‘lm percent.
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They place the narrow interest of thefr State or loeality ahcad of the national
interest. In viow of the exlatonce of this confliot of intorests in the tax-oxemp-
tion issue it becomes incumbent on any citizen vonsidering this issue, to deter-
mino first of all, whether he would approach it from a local, or from a national
soint of view. That a socially-minded citizen will be inelined to consider it from

he point of viow of the natlonal interest appears to he obvious.
SOCIAL AND ECONOMIC EFFECTS OF RECIPROCAL EXEMPTION

Most people who have given any thought to the subject, agree that reoiprocal
exemption of intercst on government bonds from Income taxation has very bad
finanolal, soclal, and economic effects and should therefore bo terminated as
e{wedlly as possible. They disagreo nmonzx themselves only with referencoe to
the best method of accomplishing this result, It is conceded gonerally that tax-
oxemption results in heavy losses of revenuo to the Federal Government, that it
diverts the flow of capital from private industry and honce retards fndustrial
growth, that it permits somo oitizens to esca{;o thelr proper share of the costs of
government, and that it invalidates the ability-to-pay principle of taxation to
which we, as a demoeratio people, are ;l’resumnbly committed. ‘Tho truth of
these contentions can hardly be denfed. Ten to twenty years ago the exemption
of interest on Govornment bouds fromn tho Federal income tax was quite com-
monly defended on the ground that it produced savings for the Government in
the form of lower interest oharges, far in excees of losses in roevenuo, Today this
argument can no longer bo scriously advanced, for the fact that tax exemption
ugnd;ardprosonb-day conditions produces the opposite effect 1s too easily demone
strated.

Some peoplo defend tax exemption on the ground that the present high surtax
rates of the Federal income tax are confiscatory in charaoter. It is fortunate
from & public point of view, they say, that this esoape from discriminatory taxa-
tion is open to the wealthy tnxpni'ers. This is a dangerous argument. It places a
stamp of approval on a perversion of the law. For no ane would contend that
the exemption from income taxation of tho intercat on Governmont bonds was
ever Intended to provide such a refuge to wealthy taxpayers. The proposition
thnt the income tax be ro perverted, s obviously contrary to the fundamental

rinciple of our demoorary that the laws should be obeyed by citizons, even

Fhoug h individually they may take exception to them,
DOCTRINE OF CONATITUTIONAL IMMUNITY

Some lawyers contend that the Federal Government has no power to tax the
receipts from interest on Stato and municipal bonds. They propound the doo-
trino of the constitutional immunity of the interest on such bonds from Federal
taxation, tracing it to John Marshall’s famous deoision in whioh the immunity
of a Federal fnstrumentality (a branch of the Bank of the Unitod States) from
Stato taxation (which was diseriminatory in character in this case) was held
essential to the greservatlon of the fndependence of the Federal Government. It
is asserted by these jurists on the basis of this decision and also of the Pollock
deolsion of 1804, that tho Immunity of the interest on State and munioeipal bonds
from Fedoral taxation is nocessary to the preservation of the independence of the
States. To an ordinarvy layman this contention seoms fantastie. The writer has
nover yot hoard a layman, howover opgonod to the prom)sal to tax the intorest on
State and municipa bonds undor the Federal Income thx seriously contond that
such taxation would undermine the independence of the States.

Since under the proposal, intereat on State and municipal bonds would he taxed
under the Federal incomo tax in exaotly the same manner as interest on Federal
bonds, such taxation of interest on State and municipa! bonds eould not possibly
impair the borrowing ‘yowem of the States and munieipalities without interforing
at the same time and in the same manner with the borrowing powers of the
Federal Government. If at nnr time, howover, the opposite holds truo and the
Federal tax in question should hecome diseriminatory tn nature as regards State
and munieipal bonds, appeal could be had to the Supreme Court.” That the
Supreme Court would not allow such diseriminatory taxation, can scarcely bo
doubted. It is clear, therefor, that ample protections against the improper usage
of Federal tuxing powers in the matter, exist in our Constitution and that there
{s no need for making the interest on Btate and munioipal bonds fmmune 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 tha independence of tho States is in complete discord
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with the actualitics of our political srstem. It represents a purely logalistio and
roundabout approach to a very simplo praotical problem,

FINDINGS OF RECENT RESBARCHES

Rocont papors by Mr, John Phillp Wenchel, Chief Counsel to the Burcau of
Internal Rovenue, and tho careful 1esearches conduoted into the subjoot by the
Department of Justice during tho past ¥oar or two ! olearly cstablish tho faot
that tho dootrine of linmunity of State and municipal bonds from Federal taxation
which 8o palpably offends common sense can soarcely boe considered to be tho law
of the land. It is shown that this dootrine is embodied only in the Pollock declsion
referred to above, and that this decision has been au{wmedod by the sixtcenth
amendment, The amendment {8 shown to have negated this decision not only
as l‘cfal’ds the apportionment of the income tax amonﬁ tho States according to

opulation, but also as regards the nontaxability by the Federal authorities of
ntercat on State and munioipal bonds. It is shown by theso researches that tho
phraso of the sixteenth amendmont giving Congress the power to tax incomo

‘from whatover source derived” was Insorted therein for tho specific purposo of

removing tho aforemontioned restriotions of the Pollock cnso, and that it was
commonly understood In and out of Congress at the timo to be almed at the
accomplishment of this result,

Says the report of the Dopartment of Justice on this point:?

“Thero is oortalni{ nothing that was sald in the course of this debatoe (in Con-

ress, on the resolution submitting tho constitutional amendment) from which

t may be inforred that a singlo Momber of the Congress expected, or intended

that tho Income from State and municipal honds, and the salarles of Stato and
municipal officers and employees, should bo consiltuuonnlly immune under the
proposed amendment.  On the other hand, every positive utterance In tho course
of tho debates Is susceptiblo of the construction that the Congress did not intend
to xe’mnt any form of immunity.”

r. Wenchel says in the papor already quoted:®

“The construoction placed upon the proposed sixteenth amendment by Governor
Hughes received widoe publicity throughout the country. ‘T'his helief was held
and strongly oxpressed by many lawyers and publio officinls, It was referred to
and disoussed in the messages of n number of QGovernors in submitting the pro-

oted amendment to the State legislntures. For coxample, the Governors of

E‘!orldn. Missourl, North Dakota, and Oklahoma all agreed with tho interprota.
tion of Governor Hughes that the sixteenth amendment extended the taxing
power, but novertholess thoy urged its ratification.  From theso sources it seems
olear {hat a large numbor of suppotrters of tho sixteenth amendment belleved
that they were conferring upon the National Government the gower to subject
tho interest from State and munieipal bonds and the salaries of State officers and
employeea to an incomo tax.”

Vhen, therefore, Congross, after the adoption of the sixteenth amendment, in
énacting {ts income-tax law, inserted in it a provision exempting from the tax
interest on Government bonds gencrally, it did so apparently for reasons of
expediency rather than beeause of any convietion that such exemptions wore
,required by the Constitution.! The Supreme Court has never had an og)portunlty
'since the adoption of this amendment, to pass on the powers of the Fedoral
Government to tax interest on State and municipal bonds under {ts incomo tax,
The evidence presented "i’ Mr. Wenohe! and the Department of Justico gives
support to tho bollef that tho Supreme Court will sustain these powers, and that
Congress can, therefore, provide by a simplo amondment of the Federal income-
:)ax daw for the taxation of the interest on all future Issues of State and munioipal

onds, .

Some people believe that even though the Federal Government may have the
power to tax the intorest on such bonds, it would still bo safer to do so by a
constitutional amendment. 'This reasoning scems to us to bo palpably weak,
The most effcctive answor to this contention was given by Mr, Nicholas Murray
Butler, presidont of Columbia University, a year ago in the following statement:®

Tag-Exem I f; American Bar A lon, re
B T ey o e VR R R T B R A Bt
Bale ‘nﬁl &??10”03 - 2“:0'!? ‘J‘&nﬁ‘%’?&“:mif g “"°‘3f13%‘iﬁﬁ§?i w%?ilo and the Sixteenth Amend-
mﬂ%‘: ??u‘h{o.‘%wﬁ‘y lt‘ho f)ow mont of Just ca”%‘&vernment Prioting Office. 1038, P, 210,

t v P .

 Bos rS'J:nEu 3 above,
! Didem, p. 102,
VA8 quoted by Mr. Wenchel, Congtessional Record, vol, 83, No, 107, Moy 28, 1938, p, 911,




TAXATION OF GOVERNMENT SECURITIES AND SALARIES 867

“Benators Borah and Root disagreed with Governor Hughes. Novertheless,
Qovernor Dix, who succeeded Governor Hughes, urged the legislature of New
York to ratify tho sisteenth amondmont in these words:

 Tndeed, It secms to mo that if the words “from whatever source derived”
would leavo the amendmont amblguous as to its power to tax income from official
salaries and from bonds of States and municipalitics, tho amendment ought to
be opposed by whoever adhores to the democratic maxim of equality of laws,
equality of privileges, and equality of burdens. * 1¢ Is impossible to
concoive of any proposition moro unfair and more antagonistie to the Amorican
{dea of cquality and democratic principlo of opposition to privilege, than an
incomlo tax go lovied that it would divde the people of the United States into
WO CIRSSCS,

“Thore could ha no moro direet and unqualified grant of ‘)owor to Congress
to tax income from whatever source than is contalned in the language of the
sixteenth amoendmont, To adopt now another amendment definitely specifyin
that the Congress might tax incomo from sources whioh have been held exemp
beeause of court deoixions subsequent to the sixteenth anendment would bo to
mako us the laughing stock of the world. That would be equivalent to saying
that the words ‘from whatever source derlved’ do not mean what they appear
to mean, but must be supplomented by a variety of specific dosignations of sources
of income. Out of this situation would ariso a now gorios of court deoisions which
would excript the income from sources not speoificd in the second amendment.
The situation would be ludiorous to the point of absurdity.”

A fear Is oxpressed hy some people that the subjection of the Interest on future
issues of Stato and munioipal bonds to Federal Income taxation would result in a
matorial riso in intorest rates on such bonds. Undoubtedly some rise in intorest
rates on such new issues would result, Btlt this rise would probably not exceed
one-half of 1 porcent and would bu of lttle immediato consequonce, inasmuch
as the volumo of new issues would be relatively small,  Years would go by before
the volume of tax-exompt State and munieipal honds would diminish so materi-
ally as to vitally affect bond prices and bond ylelds in the markot generally.

SUMMARY

"To summarize, the present excmption of the interest on Stato and munioipal
bonds from Federal incomo taxation, is oreating an intolerable situation, Btops
should he taken Jmmediatoly to bring about the termination of the exemption
at loast 80 far as now issucs of Btate and municipal bonds are concerned. Congress
should ‘mss an amondment to the Fodoral incomo tax law making intorest on such .
honds taxable. A test case should then be instituted at tho earllest possible
time, which would enable the SuPremo Court to pass upon the constitutionality
of the measure, This, in the main, is tho Program which has the baoking of the
Presidont of the United States. People interested in falr taxation have been
com {)lainlug for fcnrs of the ovil of tax-oxempt bonds, They havo now an oppore.
tun I’ to lend their support to a reasonablo program for a gradual elimination

of this ovil,
Senator Byrp. The next witness the committee will hear is Mr,
Sydnoy A. Gutkin, an attorney, of Newark, N. J.

STATEMENT OF S8YDNEY A. GUTKIN, ATTORNEY, NEWARK, N. J,

Senator Byrp, Hov much time do you wish? The reason I ask
that question is, I am informed that another committes wishes to use
this room for a ounni.

Mr, Gurkin, I think that I can limit my remarks to 20 minutes, or
eJ{tond timm, if you wish it, at some future date; whatever your
pleasuro is. ‘

Senator Byrp. Vory woll. I think that we should adjourn after
20 minutes have been consumed, and, if you have not finished with
your remarks at the ond 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
committeo desires to uso the room, :
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Mr, Gurkin, Mr, Chairman and members of the committee, 1
consider it a privile;fo to have been invited by your chairman to come
here to discuss with you the proposal to tuko lo%islutlve action to
eliminato any existing immunity from income taxation of the interest
on futuro issues of governmental obligations and compensation paid
govornmontal officors and employees,

In my opinion tho rlmm‘?y consideration in connection with the
problem is that of policy. Legal analysis and methods should be
socondary. I submit that continuation of the exemptions is unwar-
ranted, unsound, and contrary to our American principles of fair and
equal trentmont, and that steps should and must be taken to end them.

In explmmfion of my position horo, permit me to sany 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
associnted with the office of the Chief Counsel for the Bureau of
Internal Revenue, and since then ns a taxpayers’ representative,

The statement that tho exemptions must bo removed reflects the
consensus of national opinion, as expressed by taxpayers, editorinl
writers, economists and others. Regardless of party, regardless of
goliticnl, social or economic beliefs, right thinking individuals con-

emn tho exomptions and are outspoken in favor of the President’s
proposal in connection therewith,

A rocent Gallup survey ! shows that 87 percent of the people say
that people who work for the State and local governments should pay
Fedoral income taxes on their salaries, and that 76 porcent of the
people state thnb.poo?’lo who own United Statos Government bonds
or State or municipal bonds should have to pay Federal income taxes
on their incomes from these securitics. Tho large percentago in favor
of such taxation is not confined to any income fgroup. Even in the
uppor income group 09 porcent are in favor of the removal of the
exemptions,

That the offect of tho existenco of tax-exempt honds upon the busi-
ness life of the country is decidedly bad seems to be the view of the
Twentioth Century Fund and of analysts genorally.

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

Tax EVERYONE ALIKE

Certain Congressmen, while favoring the abolition of tax iinmunity for publie
employces and the holders of Government bonds, aro of the og)hﬂon that a con-
stitutional amendment is necessary in order to gain the ob{oo ive,

However, the sixteenth amendment gives Congress the right to levy taxes on
fncomes “from whatover source,”” and surely that blanket proviso would scem
sufficiently extensive without further changes in the fundamental law,

The sensible thing, at any rato, will he to pass the proposed law and leave final
disposition of it In the hands of the United States Supremo Court,  In the event
of an adverso deeision, the amnendment machinery could be started with the loss
of nothing hut. timo.

The only mistake Congress could make in this conneetion would Lo that of
fafling to do anything about an inequitable situation that has long called for

reotification in the interest of fiscal fairness?
The_caustio oriticism of columnists in general is probably best
exemplified by that of Westbrook Pegler in his column which appeared

1 New York Times, February 8, 1039,
0 Trenton Eveoing Times, February 8 1089,  °
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gxo tlze"Wushington Post of June 3, 1038, entitled “Charity Towards
m

o, :

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

Boforo ?oing into methodology, it seems to me that, although in
the cnse of bond interest taxation mlqht increase sliglltfy the cost of
municipal and State bond financing, the ultimate benefits that would
flow from such taxation should lead the Statos to look with favor upon
the proposal, if tlxefr took an enlightoned attitude., A surface examina-
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

rosented to you last week is based upon misconceptions and a
ailuro 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 constitutlonal limitations,
nothing can be done. ,

No one can criticise thoso who have an honest conviction to this
offect, But we genorally find that those who say this are the ones
who do not wish to have anything done and use the Constitution as
an exouse,

I feel confident in saying that no lawyer, known for his erudition,
would stato catogorically that 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
anyono.

am in sympathy with any mothod, including constitutional amend-
ment, which would necomplish tho desired result. We have had much
oxperionce, howover, in attempting to procure results through consti-
tutional amendment, Weo know only too well the mnn?r pitfalls, the
delays, und the uncertainty attendant upon the submission and ratifi-
cation of an amendment.

Sonator AustiN, Have you studled that question of amendment?

Mr. GQurkiN, Yos.

Senator AusTiN. As to how long it takes to get an amendment
through?

Mr, GurkiN. Yes. .

Sonator AusTiN. And you know what the record is in this Congress
about that?

Mr. Gurkin, Well, I would—

Senator Austin. Do you?

Mr. Gurkin. 1 think I have some ideas in that connection,

Senator AusTIN, As to time?

Mr. Gurkin, I think so,

Senator AusTiN., What is the average timo that it takes to put
through a constitutional amondment, according to our past history?

Mr. Gurkin, I am not able to state the average time, but 1 know
that in some instances some nmendments have beon put through only
after many years, while othors have not been put throu%h at all.

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

Mr. Gurkin. If you have some spocific question, I will be glad to

answer it.
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Senator AusTIN, In the Court controversy, and with reference to
the Court-packing bill, that record was made perfectly obvious. Do
you know what it was?

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

Senator Austin, All right. We will pass on,

Mr, Gurrin, Walter Lippmann, writing in his column in the Now
York Herald Tribune, says:

Preaident Roosevelt has proposed to overcome this diffloulty by enncting a
Federal statute ending tho Immunity for the future, and letting the Supremo
Court say whother the old precedents stand or whether the Constitution can be
reiutcrl»ruted. The President’s suggestion is not, as some commentators have
suggested, another attack on the judiclary and on constitutional principle. In
spite of the declsions there is a real doubt ahout tho whole matter. The Con-
stitution {s silent phout it and it would be entirely proper for Congress to ask the
Court to reconsider the problem.

What, then, can bhe said with respect to cfforts to provide for the
situntion by legislation? I shall review the authorities briefly, and
indicate my interpretation of some of the more important enses.

Tho prohibition against taxation by State and Nation, ench by the
other, of State and National agencies and obligations, arises, not by
virtue of any express constitutional provision, but is bnsed upon the
proposition *that the right of taxation may bo so used in such cases
as to destroy the instruments by which the Government proposes to
effect its lawful purposes in tho States.”? This doctrine was first
enunciated in MeCulloch v. Maryland,* and has been reiterated in
various connections ever since.

In Collector v. Day} the first Supremoe Court decision actually

recognizing the principle that the Federal Government may not tax
State instrumentalitics, the specifio question was whether the salary
of a Stato judicinl officer was subject to taxation under tho National
Rovenue Aot of Mareh 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.®  The implied immunity, therefore,
found to oxist with respeet to the Federal Government, was hold to be
a'pplicablo reciprocally to the States, and has been so considered evor
since,
It is apparent, however, to a careful analyst that under theso cases
it is indicated that tho Federal taxing power in relation to Stato in«
strumentalitics may have a markedly wider scope than the taxing
power of the States in relation to Federal instrumentalities,

MeCullock v, Maryland was founded on the idea of supremacy of
the laws and instrumentalities of the United States ovor 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
do];nrturt]a from the carlier cases in holding the tax immunity to be
reciprocal,

It is interesting, in this connection, to speculato upon whother the
fdea of reciprocal immunity, enunciated in Collector v. Day in 1871
and rolmutod through the years, may, although not warranted by
MeCulloch v, Maryland, not have been attributable and appropriate

to the times.
¥ National Bank v, Commonteealih (1869), 0 Wall, (76 U, 8.) 353, 361,
:;; 1914 Wheat. a7 -8J, 310
all o 8, N
‘ (\’} Im}. supra goto 4& Dobbing v. Commissloner, (1842) 18 Poters (41 U, 8.) 435; Weston

feCullough v. Ma
v. t\\mmonu%nml, 2 ?oun 21U, 8) 4
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A war had just sottled any doubts about the final answer in a con-
flict which throatoned the existonce of the Union, Were {»olitioal
forces propared for a nationalism which would permit Federal taxation
of State instrumentalitics and deny State taxation of Fedoral instru-
montalities? It was Marshall’s rolo to speak in terms of a firm na-
tionalism, but tho troublesome problom which several times was the
occnsion for his speeches was the problem of protecting the Federal
Government against encroachments by the States, rather than the
}ustiﬂcucion of onoronchment by the Ifederal Government upon the

unctioning of the States. Whon considered in relation to their
{)ropur background, it is possible that Marshall’s utterances, and also
he dootrine of reciprocal immunity, were attributable to the stage of
political development at the times they were spoken.

It may be suggested that the doctrine of reciprocal immunity is
validly subject to oriticism eithor because it was erroncously concoived
or because of the way it has been applied, and not because it was out
of tune with tho times. Collector v. ayﬁand a number of subsequent
cnses misapplied the doctrine and struck down taxes which were not
discriminatory and which could not ?roporly be said to hinder the
operations of the States or the Federal Government,

Previous material Presenwd to this committee has made a splendid
annlysis of the decisions on immunitics in fields analogous to the
immunity of the interest from Government bonds, and has shown
how the Tule of immunity has been made to yield to the rule of non-
discriminatory taxation. It has domonstrated how the Court has
now rejected the premise of the Pollock decision,” that a tax on the
income of bonds is the equivalent of a tax on the bonds themsclves.

It has shown how, subsequent to the Pollock case, the Court appears
to havo reached a contradictory or inconsistent rosult with respect to
other claims of immunity.

Thus, it has sustained franchise taxes which have reached the
incomo from Government bonds by including such incomo in the
measuro of the franchiso tax; it has approved the income taxation of
the compensation of Government contractors, Government lessess, and
Government employees; it has approved the taxation of net income
gozn insntcrstuto commerco and the taxation of net income from oxpor-

tion.

Whon these healthy dopartures from what might have been an
intolerable rigidity of rules of immunity aro subjected to close analysia
the inconsistency of continuing an immunity from income taxation of
intorest on Government bonds or officoholders stands out clearly.
It scoms proper to say that, while the dovelopments in this field pre-
sont a pioture of inconsistoney, they may have some justification, but
only ina Policy of oxporimentation 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-
ment conttnotor, the only relation which the Government bond-
holder has with tho Government is that of contract; that one pays
monoy to tho Government and recoives 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

¥ Pollock v, Farmers Loan & Trusd Cv,, (1898) 187 U, 8. 4N,
O T B e Sy
Sy 5 0 S pomen o, iyt B M Ul S B o Ko
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for a &romise to make the agreed ;z:yments, and that, as the Court
permits the income of the contractor to he taxed, it is diffioult to
draw o distinction which would justify immunity of the bondholdor.

In like manner, it oan be pointed out that intorest from Government
bonds is reached by taxation, whother the tax is a franchiso tax
measured by income, or whether it is a tax upon income. From a
fhilosophicnl ns)prouoh, tho only justification for the difference is that

he Court, while not hoing willing to rlungo the whole way for the
removal of immunities, has ondeavored to cut down the immunities,
although such a process has resulted in distinotions which, when con-
sidered apart from this orapirical procoess of Government, seom to be
without substance.

Of particuler 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-
ment and the history of the ratification of the amendment.

The Department of Justice’s study which has beon 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 Fedoral revenue system, heavily weighted with con-
sumption taxes and so Frently at variance with the principle of abilit
to pay, should be modified by the introduction of an income tax which
would permit wealth to pay taxes according to its ability.

The movement was as broad as its subjeot and the ovils sought to be remedied,
Thero was no exceptlon, oxemptlon, or limitation, express or implied. The objeet

was to imposc a portion of the tax burden on tho income from *wealth” or invested
capital, Thore was no suggestion that any type of income should bo considered

immune,

It is ironical that some of the leading friends of the income tax
should have interpreted the proposed amendmeont in & way that would
to an extent, defeat the purpose of income taxation. A long fight had
been mado for the income tax, the amendment had been submitted
for ratificacion, and then an argument was advanced which raised fears
that tho amendment might not bo ratified. Persons who had fought
for the tax wore 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 tho resu th:f interpretation
by some active leaders that the amendment would not authorize
taxation of the interest from State and local bonds, it scems reasonable
to believe that the Court would have given full meaning to the plain
words of the amendmeont.

The Department of Justice's study should perform a valuable
service in bringing to the attention of the Congress and the Court o
more complote view of the discussion relative to the intonded scope of
the amendment, which shows a_preponderant undemtandmgb that
power was being conferred to tax interest from Stato and local bonds
and tho salaries of State and municipal officers.

Direoting our attention to the judicial aspect of the problem, the
answer to the query as to whether or not the Court will reexamine its
*)rovious decisions based upon tho doctrine of immunities may be

ound in other cases and the presence hore of the factors which impelled
reexamination in such cases, These cases indicate that the Court
feels no hesitancy in reversing itself whero conditions so warrant,
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The Court plainly admits it is not infallible; plainly admits that
judicinl doctrine needs overhauling from time to time as political,
sociologicnl and economio trends change. In the past 8 years, the
Court has overruled 10 of its previous decisions, containing at Toast
six of its woighty doctrines.® Provious docisions have not been
stumbling blocks to the Court where the end presently sought is
contrary to such decisions,

The clemonts which led to restatement in recent cases are also
clearly present wken we como to consider the doctrine of implied
immunities, Despite individunl views as to the merite of a change,
wo have witnessed a gradual but sure motamorphosis in the relations
between the Nation and the States. Tho Federal Government has
been ealled upon to guide, finance, and manage the -sconomic well-
being of the people. .

In the light of the intervening political, socinl, and economic
changes which havo taken place in the 110 ycars sinco the doetrine was
recognized; in view of the experience wo have had in applying the -
doctrine; in the light of the political and social defects of the doctrine
viewed against the background of modern ovents; in the light of the
mischiovous results it has produced; in tho light of tho resulting cloar
and unjustifiable discrimination botween citizen and citizen with
respect to the tax burden required to bo borne, it would scem that
the Court should find grounds upon which to base a reexamination
of tho field of tax immunity, whon called upon to pass upon fair, non-
discviminatory legislation. If the doctrine, upon reexamination, is
clarified in a manner upholding the constitutionality of that legisla-
tion, the administration of the rovonue laws of the Nation and the
Stutes will ho simplified, and tho burden of taxes as between persons
sirailarly situated will hecome more uniform and just,

Thero are sound reasons to lead onoe to anticipate, if the legislation
proposed is onacted, that tho Court will actually reexamine.
casual remarks in its decisions, the Court has frequently indicated its
willingness to reoxamine cortain of its proviously ostablished doctrines
prior to their actual presontation for reconsidoration. That seoms
definitely to be the case in connection with thoe doctrino of implied
immunities.!

In connection with an analysis of tho cnse material, it may bo
intoresting to note the following additional comments. At the time
McCulloch v. Maryland was decided, the fourteenth amendment was
not as yot a part of the Fedoral Constitution. That instrument
thoreforo, contained no definite check on the arbitrary exerciso of
the taxing power by a State. ,

. Sty also, at that time, there was no oxpress constitutional prohibi-
tion ngainst States discriminating as botween peisons 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 quos-
tion 13 presented aguin, to reexamine, in the light of the fourteenth
amendment, the theory upon which this case was founded, although

¥ Fos F'im Corporation v, Doyal (1932) 288 U, 8. 123), overruling Long v. Rockwood ((1028) 237 U, 8. 142) 3
b LR ks et o g SRR il Rl B 18
Hendiz v, U. 8. ((1911) 210 U. 8.79) and Jim Fxey Moy v, U. 8. (16201261 U. 8. 1sa), Wesl Count 1l .
Tountorn oxodnerts Corporation (1 1008) SR . 1, 823Y, ontrvutins Gbapis v, Oplanama (00 387 - B fol}
and Durad v. Coronado 01l & Ges Co (wsta)as.'w.é. 303); Fvie Rallroed Cb. v, nmmm(um)s&b.g

o), avercul.ng Swlil v, Tysop ((1843) 10 Pet, 1).
i Bruon 'y Commis ) 6 %s2y; 1teterisy v. @ , %4 U. B, caring
donEruah'y. Commistioner ((1%58), U'aleay; tteterieg v, amharat cisom) mv B, 408); rob




564 TAXATION OF GOVERNMENT SROURITIES AND SALARIES

under the logislation proposed, it is not necessary to reexamine the
Me¢Culloch case.

It is upgamnt that this power to destroy b{ taxation and to dis-
criminate between porsons or subjects was not and is not possessed
by the Xederal Government. .

Thus, the principle oxpounded by MeCulloch v, Maryland was
improperly and inaptlfr applied in Collector v, Day. The conclusion
there 1s faulty, since tho promise upon which it was based—that the
gowor of the Fedoral Government to tax involved the powor to

eatroy the States—was not and is not true.

It is concoivablo that if Chiof Justico Marshall had beon convinced
that the Federal Constitution contained a definite check on the arbi-
trary oxercise of the taxinsz power by a State, a check such as the
fourteonth amendment has heen interpreted to provide, ho might have
belioved less in the destructive force of the taxing power, Be that as
it may, it is not necessary to domonstrate that the decision in AleCul-
lock v. Maryland was eithor wise or unwise,

But, aftor all of this theorizing, what is the Supreme Court apt to
do? Tho best case to which we may look for tho purpose of prognosti-
oating & result is the Gerhardt case.!

The GQerhardt case involved the constitutionality of a Federal income
tax upon the salarios of cortain employeos—a construction engineer,
and two assistant general managers—of the Port of New York Author-
%t?r, a bi-State corporation created by compact botween New York and

ow Jorsey approved by Conﬁress.

The corporation oromtcd ridges, tunnels, an interstato bus line,
and a freight terminal.  These employees took oaths of office, although
neithor the compact nor the related statutes appoar to have created
any offico to which they wore appointed.

After mviowinfz and analyzing tho anthovities, the Court held thut
the imposition of the Federal income tax on such salaries was valid,
The grounds, stated in the opinion of Mr, Justico Stone, and con-
curred in by three other Justices, wore: That the tax was [aid on net
incomo derlved from employment in common occupations not shown
to be difforent in their methods or dutics from thoso of similar em-
leg:fccs in privato industry, and thus was a nondiscriminatory tax
aid on tho net incomes of such employecs in common with that of
all other membors of the community; that, as such, tha tax could by
no reasonablo probability be considered to preclude the perforinance
of the functions which New York and New Jersey have undertaken
or to obstruct them more than like private enterprises are obstructed
by our taxing system; that the tax does not curtail any of those func-
tions which have hithorto been thought to be essential to the continued
oxistonce of New York and New Jersoy as States; that the burden of
the tax affocting the States, as it does, only to the extent, if any, to
which the employees pass it on to the States, doos not give riso to an
immunity from taxation because the actual burden on the State is
8o speculative and uncertain that immunity, if granted, would restrict
the Fedoral taxing gmwor without affording any corresponding tangible
protection to the State governments.

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

#18upre, note 9.
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taxation of income “from whatever source derived,” justified the tax,

Justices Butler and McReynolds dissented on the ground that the
taxation was constitutionally prohibited and snid that the majority
opinion had overruled a century of precedonts,

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 tho port
authori'ty are not employces of n State or a political subrdivision
theroof within the meaning of the original applicable Treasury regu-

lation,

Whils the holding in this case may be restricted to the point that
the taxpayors involved wore not considered to be officers or employees
of a Stute, nevertheloss, the language of the decision may bo taken to
indicate that a contrary result would be reached in the event the
Brush case were to be litigated again, The decision is negative in
effeot, in that it indicates that no exemption oxists with respect to
the compensntion of an officor or employee of a State if such officor
or employee is not engaged in a function which has hitherto boen
thought to be essential to the 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 un authority,

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

Regardless of opinions as to the actual offgot of the decision on
previous doetrines, it would seem to presage a holdini, in a case ade-
quutely raising and arguing the issue, that officers of States and their

olitical subdivisions not performing legislative, executive, or judicial
unctions, and }mvini{ countorparts in private employment, aro not
immune from Fedoral taxation; and the possibility that officers per-
forming such functions may he held to bo taxable,

On all points, the opinion leaves the matter open for whatover action
the Court may subsequently decide to take.

It furnishes no reason, howoever, to beliove that McCulloch v. Mary-
land will bo abrogated, although this point too is left open, for the
Court definitel; rocognfzml a distinction between the immunity of the
States and the immunity of the Nation, and illustrated tho distinction
by uso of the original language of Marshall in MeCulloch v. Maryland.
So, nlso, the Court is silent as to what it may do with respect to the
taxation of interest from State and local obligations.

Wo must conclude from this analysis that we cannot say with an
degree of definitencss just what the Court is apt to do.” I submit,
however, that in view of the present stato of the law, and the pre.
sumption of constitutionality of an act of Congress, legislation along
tho ?roposcd lines is amply justified. o

I have one further comment with respect to the Gerkardt case, as
concorns its rotroactive efféct. The opinion is of immediate concern
to officers and employees of States and their political subdivisions and
instrumentalities.

Except insofar as prior decisions are res adjudicata in a technical
sense, or as the statute of limitation may be applicable, tax deficiencies -
would seem to exist with respect to compensation received in past’
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{enm by porsons in governmental employments who were not engaged
n performing functions essontial to the continued existence of States,
a8 States, Kven the statute of limitation would provide no har as
to those who have not filed returns, While it would now he closo to
ruinous in many instences to open up past years during which these
z)orsnns wore lulled into o sense of security by virtue of what they
hen properly assumed to be the law, nevertheless it would seom to ho
tho dnt%' of the Trecsury to efiect collection of these deficiencies, 1t
is thus incumbent upon the Congress to def:ne the policy which the
Trensury Department should apply with respect to this sul:ject, and
it is submitted that it should enact legislation which would eliminate
tho retronctive offect of this decision,

But should this committee conclude not to recommend the legisla-
tion proposed bocause of suppesed constitutional grrmmds, thoro is,
among others, still another methed that is available, the constitu-
tionality of which scems unasseilable. Tn this connection, 1 refer to
my papor which appeared in the July 1038 issue of the California Law
Review, p"fcs 670 601, with particular attention being paid to the
part thereof which hegins on page 694,

In 1019, Carter Glass, then Secretary of the Treasury, stated
that in connection with the Pmotico of persons of wenlth pl)a'wing their
funds in billions of dollars of wholly-exempt securities there was an—

* % % yrgent necessity of revision of the revenuo law so as to require that,
for the purpose of ascertaining the amount of surtax payable by a taxpayer, his
fncome from State and munieipal bonds shall be reported and inclucedl in his total
income, aud the portion of his income which is subject to taxation taxed at the
rates speclficd in"the act in respect to a tetal incomo of such amount. The
Treasury's reconmendations in ({ﬂn respect kave been transmitted to the rppro-
priate commlittees of Congress in conncetion with the Revenue Act of 1018, and
again In the present calendar year.  Under the present law a ‘wrson }aving an
income of, ray, $1,000,000 from taxable securities would, upon the sale of haif his
Broperty and the investment of the procceds of that half in State or municipal
onds, not only obtain exemption for the income derived from such investmont
in 8tate and municipal bonds, but ‘xrmﬂy reduce the surtaxes payable in respect
to his other income, It is intolerable that taxpayeis should be allowed, by pur-
chase of excipt sccurltics, not only to obtain excnption with respect to the Ine
como derived therefrom but to reduce thy siportexes uron their other ino: me,
and to have the supertases upon their other ircome determined upen the rsstmpe
tlon, contrary to fact, {hat they aro not in possession of Income derived from

State and muuicipal bonds.
A question hus been raised concerning the right of the Federal Government

under the Constitution to tax the income from State and municipal honds, but
there can he no doubt of the constitutionality of such an administrative provislon,
The {:ropoml {8 not to tax the income derived from State and municipal recurities,
but to prevent ovasion of the tax in respect to other incone. ‘The principles
fnvolved are abundantly establithed in the deeisions of the Supremo Court
sustaiuing taxes upon corporations, bank stock, ete. computed after taking into
account income derived from Government, State, and municipal bonds.

Carter Glass’ suggestion in this regard was not carried out. Thus,
his optimistic statement that “there can be no doubt of the constitu-
t{onn ity of such an administrative provision” has never been put to
the test,

Tax immunity results in surtax being eliminated at tho highest
rates, when considered with respeet to a taxpayer's total income, both
taxable and otherwise. What of legislution doing the convorse
namely, giving effect to the tax-exempt character of any incomo by
apply g to it the lowest surtax rates, rather than the highest, as at
present? ‘Tho tax would be imposed upon the taxable incoms, but

1 Treasury, Annual Reports, 1019, Finance, pp, 34-25,
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would be computed in the first instance upon tho entire income,
taxable or otherwise, immunity being accorded to the tax-exempt
incomo by subtracting from the tax so computed an amount of tax
which would be imposed with respoct to tho tax-oxempt income
computed as if that wero the taxable income.

As an altornative to this method, query as to the validity of a
statute using tnx-nxoml)b incomo along with taxablo income for the
purposo of ascertaining the» verage surtax rate, but applying such rate
only to taxable income? Theroundor, n tax would be determined with
respect to the total umount of the taxpayer’s Income, taxable or other-
wise, and such proportion thereof would be paid as the amount of
the taxable income would bear to such total income.

As to either or both of these methods, argument may only be made
from analogy with cases such as Maswell v, Bugbee,® and Great
Atlantic & Pacific Tca Co. v. Grosjean,' to be contrasted with National
Life Insurance Co. v. Uniled States **, Missourt v. (ehner,'® Mdler v.
Milwaukee,V and Schuylkill Trust Co. v, Pennsylrania.’®

In Mazwell v, Bugbee the Court upheld the validity of taxe: imposed
by the State of New Jersoy upon the taxuble estates of nonresident
decedents, computed under a statute providing that the tax snould
bear the sume ratio to the entire tax to which the estate would have
heen subjoct had the nonresident decedent been a resident of the State
and had all his proporty been located in the State, us the taxable
property in the State boro to the ontire estate wherever situated,
Tho rate of tax was graduated in accordance with the amount of
proporty transferred.

"Tho thing complained of was that the apportionment formula fixed
by the statute resulted in a greator tax on the transfor of property of
estates subject to the jurisdiction of Now Jersey than would bo nssessed
for the transfor of an equal amount, in u similar manner, of property
of a decedent who died o resident of Now Jorsey.

In Great Atlaniic & Pac:fic Tea Co, v. Grogjeun, the Court was con-
corned with a Louisiana stutute which imposed a_graduated scale of
occupation or license taxes upon ohain stores. Tho rates increased
progressively so that for each store within the State which was part
of a chain of more than 600 stores, wherever located, the tax was $550.

In upholding tho statute the Court said:

The measure of thoe exaction is the number of units of the chain within the
State-—a measure sanctioned by our decisions.  Tho rate of tax for cach such unit
is fixed by reference to the size of the entire chain, 1n legal contemplation the

sroperty lying boyond her borders nor does she tax

State does not lay a tax upon
any privilege exereised and cnjo red hy the taxpayer in other States. We cannot
hold that this privilege is unaffeeted by the status of the Louisiana stores as

members of such a chain or that recognition of the advantages and capacitios
enjoyed by them as a result of that membership s forbidden fn ciassifying them

for progressive measure in rate,
The Rugbee and Grosjean eases open up now vistas in the field of
taxation. While everything hoeretofore forbidden by reason of con-

1 {1y1)) 25) U. 8, 825, Note (1937) 87 Col. 1. Rev. 123, 1231, Cf. Frick v. Pennagleanin, (1923) 25 11, 8. 473,
1(1937) 11 U, 8, 412. Seo Notes (1#3%) 38 Col, L. Rev, 1358; (1437) 37 Cnl, L. Hev 1231, 12318, Bee alw
Societ 'lar Satings v, Colle, (1568) 73 U, 2. (6 Wall.) 54 Prorident Institation v, Massach asels, (1%43) T3 12, 9,
(] \\’fﬁ ) 618 Hamblton Co, v, Masseahusells, (158%) 78 U, 8, (1 \Wall) 342; Hlome Inyuranee Co. v, New York
1500) 1534 U, 8. 894; Jiducatlonal Fitms Corp, v, Ward, (1931) N UL 8, 219; Pacite Co, v. Johnson, (1910 28
8, 480; Flind v, Sone ‘nmr (0 20U 8, 107 °New York ex. vel, Northern Fingnze Corp, ¥, Lyned, ?m
200 U. g, a"{‘l‘. ﬁ “ﬁ"(‘%‘f,{’,fm’ with the Bugbee and Grogyean cises Is inre: Lojergren's Kxtale, (1037,

}‘?.gi A R 8ee (1030} 1 Ugo L.J. 119,
1027) 353 U 8. 713} (1927) 40 Harv. 1. Rev. 700,
s i f 49 Harv, L. Rev, 480,
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stitutional provisions may possibly not he accomplished by utilizing
the formula and theory of these cases, nevertheloss they recognize
{)owm with which ong must reckon. Their results are happy, since
hey give effect to o theory of taxation measured by ability to pay.
Tax immunity does violence to this theory.

Current opinion, generally, seoms to bo that the rule of tax ‘mmunity
hurts and that the greatest good for the greater number calls for the
abrogation of the doctrine, Is it not, therefore, reasonable to supposo
that the Supreme Court also holds this opinion?

Do not recent decisions show that the Court is uttompting to keop
abreast of the times? 1ls it not more than ever cognizant of changos
demanded by a newly developing economie, social and political order?
Accordingly, a method whereby the end sought would be acomplished
without abrolmtin procedent would probably be sustained,

Cooloy ¥ lists three so-called “inherent limitations on the power

to tax:"

l; The want of power to tax for g)rlvato purposes;
p 2) The want of power of a Stato to tax Fedoeral agencies and the want of power
[}

he United States to tax Btate agencies; and

(8) The want of power to tax property outsido the tenitorial limits,

Immunity from taxation and lack of jurisdiction—is not the third
montioned limitation a greater restriction on the exercise of power
than tho second? '

The lack of jurisdiction over n subjoct mattoer has in ali ficlds of law
rendered notion with relation thereto absolutely void. Yot, are not
these two analogous to a great extont? The one is to presorve the
separate and sovereign nature of the Government, the other is to pre-
serve the individual from tho repetition of taxation by many sover-
eigns, and both involve the power to destroy by taxation,  Thore-
foro, from a legalistic %)prouch, Mazwell v. Bugbee provides a rather
compelling analogy. This case is ably analyzed and discussed by
Professor Lowndes,® and there is little to add to his discussion thoroof,

That at least ono of the methods of taxation here suggested would
fit into the formula of that case 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 reforring again to the desirability of arriv-
ing at such a result, The philosophical considerations necessary to
carry over the method there availed of to the field of tax immunity
aro present.

A serious question arises in connection with the formula, )

The tax in Mazwell v. Bugbee londs itself to tho following analysis:
The tax imposed equaled the tax computed with respect to all proport
of the decedent, entire estate, and multiplied by a fraction, of whic
the property in the jurisdiction was the numerator and the entire estate
was the denominator. Stated differently, tho rate of tax was detor-
mined by dividing the tax computed with respect to the entire estate
by the amount of such entire estate, producing an average rate.

In Great Atlantic & Pacific Tea Co. v. Grosjean, however, the
statute under consideration provided for a gmd\mw(i scale of taxes

.depending upon the number of stores owned by the taxpayer in all
jurisdictions, the rate being applied with respect to the number of
stores within the jurisdiction—Louisiana, The rate thus imposed

1% | Coolyy, Taxstion (4th ed. 1034), 800, 86, ‘
L e e o o otion to Taz-Aftacmath of Maxwell », Bugbee (1008), 49 Farv. L.

Rev. 780,
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was 1ot an average rate, as in the Macwell v, Bugbee situation, but was
the top rate. The statute was held not to violate the due process
clausoe, since only the rato of the tax, and not its subject or moasure,
included extruterritorial factors.

As to whother one of the two altornative mothods suggested would
be upheld and the other rejected, little more than a mnﬁitimmd fuess
may be ventured. That the method patterned after the Maxwell v.
Btgi)bec formula would, hns already been nsserted.

‘hat the other would not cannot be asserted, The Maxrwell v.
Bugbee mothod recommends itself as affording the opportunity for a
stronger case, Tho legislative power to fix any desired rate with
respect to taxable income has not heen denied.  Mathematically, the
Marwell v, Bugbee plun supplies a rate.  Frick v. Peansylrania,® so
analyzes it.  The conclusion follows.

Does tho other method bring the exempt income into the measure
of thoe tax? While Great Atluntic & Pucific Tea Co. v. Grosjean up-
held taking the top rate, it cannot be analyzed as providing for an
exemption with respect to a nontuxable at a different and lower aver-
ago rato than that which is applied to the taxable property.

The first of the above-mentioned mothods would seem to provide
for the entry of nontaxable income directly into the computation of
the surtax, ~ While it may well bo upheld by the Court, out of a de-
sire to adopt anything not specifieally prohibited by precedent, it
might be best to creep bofore attompting to walk, even though suc-
cessful walking would lend to the destination more quickly. .

Concedingi that in both l)lsma the exempt income ;;oes into the
measuro of the tax to some ¢ e%rea, the plan patterned after the Aar-
well v. Bugbee formula treats the nontaxable income in & manner uni-
form with the treatment accorded the taxable income. The other
plan scems not to do so. Is not the latter thus akin to that which
was struck down by the National Life caze?*

It is submitted that if the trentment 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 snme manner and uL)on the same basis ns the taxables are taxed,
the plan would probably be upheld.

In National Life Insurance Co. v. United States,® the Court held
that a provision of the Rovenue Act of 1921, abating a 4-{)orccnt,
deduction from gross income theroein allowed b?' the amount of interest
received from tax-exompt securitics. was invalid, since Congress may
not gxx 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 was imposed by

the invalidated rrovisions.

As stated in the opinion:

Thus it becomes apparent that petitioner was aecorded no advantage by reason
of ownership of tax-exempt sccurities.tt

4 (1628) 208 U, 8, 473,

n lnea)lhe docislons [n the National Life, GeAner and Schplkill Trust Co, cases, the members of the Court
who wera then in the minority seem to have oxchan&ul ftions with the then majority. It may thus be
&n&what Is now concelved to be the majority would not feol impelied to tallow ttLeu CARCS, Aocordln%lhy.

th plans may well be held to be valld. “'To 8o hold woul ;mt be Inconsistent with what is taken to be the
oarlier mlno{lty views, although such a tesult wauld probably be Incongruous when viewed from the aspect
of .(.lho“tmfg“l‘y {t‘\ those earller cased, .

. 1
N IDI0, 66 810,

122286-~80~pt, Bt
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No morg than this should havo been said, Novertholoss, the
sanguage of the opinion is broad and presents a difficult hurdle,

One may not be aub{ootcd to greator burdens upon his taxable property solely
because he owns some that is free.  No device or form of words can deprive him
of tho oxemption for which he has lawfully contracted s

Suid the Court,
In the light of subse?uenb cnsosl, however, the most that should

properly be ascribed to the National Life case is that in taxing income
{;urt of which is tax-exempt, the presenco of exempt income cannot
o mado the basis for denying to the taxpayer benelits enjoyed b
taxable income, and that no discriminntion may be practiced wit?l'
rolation to the exempt postion. In other words, deductions eannot
be limited by reason of the presence of exempt income. And, so
construed, the National Life case, as woll as Missourt v. Gehner,® is
not authority against the suggestion here made.

In the latter case, tho State statute provided that in taxing an
insurance company’s nssots, its legal reserves and unpaid policy elnims
should first be deducted from its total assets. The State supreme
court construed the stntute as requiring that the reserve and claims
should be ul)’mrtioncd between the two classes of assets—taxable
and nontaxablo—and that the deduction should be in the proportion
that tho taxable assots bore to tho total assots.

The Supreme Court roversed tho judgment of the State court,
holding that the statute as so construed was unconstitutional.

Justices Stone, Brandeis, and Holmes dissented.

Analysis indicates thut the tax-exempt rroport»v entered dirvectly
into tho measure of the tax there invalidnted, as it did in the National
Life case. In neither caso was tho exempt income or property used
solely for tho purposo of determining the rate of tax. In hoth n
deduction was heing denied, or lessened, beecause of the presence of
tax exempts, The curtailment of the exemption, in effect, incrensed
tho amount being taxed and discriminatec ngninst tax exempts in
favor of taxables, so far n4 concerned the allowance of deductions.

Again, in Schuylkill Trust Cv. v. Pennsylvania,” the statute was
construed to discriminate against tax exempts. The State statute

rovided for the valuation of shares of a trust company by addin
ogether the amount of the paid-in eapital, surplus, and undivide
profits that was not invested in the stocks of corporations linble to
pay—or specifically exempted from the payment of-—eapital stock
tax, or a tux on shares, and by dividing this total amount by the
number of outstanding shares of the company.

The taxpayer in question possessed bonds of the Federal Govern-
ment, which the State revenuo (I(![lmrtnmnt included in the mensuroe of
the tax. The tux was levied on tho shares as so valued, and, accord-
ingly, was held to be invalid. Justices Cardozo, Brandeis, and Stone .
dissented. )

Hero, again, the oxom{w pmlmrty ontored into the amount subjected
to tax. It was not usod merely to affect tho rate of tax. The utility
of tho case as authority in the field of tax exemption would seem to bo
in conucction “vith statutory attompts to use, through indirection,
ezeinpt proverty or income in detormining the measure of a tax.

. m:’.:_m —
¥ Bupra, ne e 18,
¥ Rupe, bote 17,
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As such it would fall into the samo cntogor,y as Macallen Co. v. Massa-
chusetts; Miller v. Milwaukee; and othors?

To attempt to develop a theory on the basis of a distinction botween
rato and measure s not entirely satisfactory, if we are taking an in-
formed view of what is being attempted. Xn inerease in rate, where
the taxpayer has exempt income, just as effectively .increases the tax
payable, as if the measure of the tax were inerensed and tho rate
remained the same.  1f we are thinking in such concopts as “not doing
by indirection what cannot Le done by «irection,” o} course this pro-
posal must fail.

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

From an economic and sociological aspect, experimentation looking
toward the taxation of tax-immune income seems to be justified, pro-
vided that thore is a sound theory upon which attempts to reach the
end rought may bo based. That thero are such theories is illustrated
by the foregoing discussion.

In conclusion, it is unnecessary to dwell upon the fact that mainte-
nance of tux revenues is a matter of imperative importance to the
States and the Nation. Similarly, it is unnecessary further to elab-
orate on the unfortunate consequences which flow from a division of
compotitors into taxable and tax-exempt classes.  Krom such division
thore inovitably devolop conditions of special advantage, dissatisfac-
tion, and general lack u} confidenco in the equity of our taxingsystema,
Prof. Walton H. Hamilton, of Yale University Law School, sums up
tho matter in a rather droll way. Ho says:

Citizons of the Unlted Btates are not to be deprived of thelr inherent right to
contribute to the support of their Federal Governmont just because an unkind
fate has made them oflicers of a State,

I add—or holdors of Stato obligations,

Senator Byrn, We will now stand in recess until 10 a, m. tomorrow.

(’l‘hereu{mn, at 12:56 p. m., the spocial committee recossed until the
next day, Wednesday, February 15, 1939, at 10 a. m.)

* 1n addition to the method here suzzested, It seems possible, In the case of corporations, to elrcumvent
e declstons by substitutine an exclse tax for tie present income tax. As before noted, this method was

old valld in Fliot v, Sone Tracy Co. (1011) (320 U, 8, 109).  While Macallen Co. v, Mortachuretls (199)
{279 U, ], 620), Traynor, Natlonal Hank Taation in Caldornia (1020) (17 Calil, 1, Rev, 456). standing hy
{teelf juay be satd o overrule the Stone Tracy catr (see "I, R, Powell, The Mucallsn cas (1930) (8 Nat, In¢,
Tax Ma2, 47, 0D), and Miller v, Milicaukee (1927) (272 UL 8, 713), to be an hnpediment beeause of the fact
that the ,-uumso wonld unnuestionably be to reach tnvexempt {ncome, neverthieless, (n the teht of Fducd.
tiona! Filmy Corporation v, Ward (3021) (282 U1, 8, 230) tholdine that a franchise tax measurcd by net ine me,
fnsduding royalties from the uze of co \irlnms. war valldy, it wonld seem that the authority of the Sone
Tracy cas# I« once agaln established and the Maeallen ease, in oTeet, overryled,  Ree u%n} (44 Harv, 1, Rev,
£20); T. R, Powell, An Imacinory Juticial Opinton (1931) (44 Harv, L, Rev, 889).  This position was con-
firmed fn Pacifie Co. v. Jobasan (1092) (N5 U R, W),
Other interecting Mnml\m are: Cohn v, Grares (1937) (300 U, 8, 308) (upholding taxation by New York
of net fhcome, conxsisting i part of rent from Iands situate In New Jerrey and interest on bonds secured b,

mottence on lnnds sitnate outstde of Stnte); Gredner v. Lewellyn (1622 (254 U, 8, 381) {sevurities of n Sia.0
or poljtical subdivisfon not exempt froms national sticcession taxed); Thampeon v Comminsioner (1929) (17
B.T.A. 9%7‘ (rent recelved by lestor from efty of Baltlmors for uee of land for sehool purposes held not within
the exemnption necorded “infe e<t* by ftovenue At of xm%; Willcrds v, Bunn, cupra, hiote & (profits from
sale of tavexenipt bonde held tawntle sinee the tax linposad no burden cu the 8tate): Denman v, Slaylon
Y (2 U0, 8818 7interest on money botrowed to buy and carey bunds ol a lmmkiralllg' he'd taxable);
nlted States “Tyust Company ¢f New Yerk v, Anderson ((C, C, A, 2, 1023) €5 F, t?({ 874, cert, (Ien‘.M
U. 8, 433) tinterest pald on a condemnatfon anward held taxahie), This method weuld seem to he usable
Ither Independently of, or s supplementery to, the proposal made fn the Intier half of thia mmxmrn.
t{capparent that in the cace of & corporation, the inclugion of exempt income ot the purpose of azcertaluing
the tax rate s of Httle utility, since there [« very Hitle change front one bracket (o anothier of the progressive

rates of tax fmposad with respect to corpomtions,






TAXATION OF GOVERNMENTAL SEOURITIES AND SALARIES

WEDNESDAY, PEBRUARY 18, 1030

Unirep Stares SENATS,
Sreorar CoMMiTTEE ON THE TAXATION OF

Govnnnunumn SECURITIES AND SALARIES
e ““"‘% Washmglon,b (4}

The special commit ’n pursuant to ndjou gent, at 10 8. m.,
in the committee p#fm of the Se nato Finance Comy 1ttoe, Senate

Office Building, S#hator Prontxss wn, chairman¥presiding,
The Cramrmaf. The comm rder. \ ¥
As ] undo # nd, the U rota of t Trensury Wil appear

wm"?!o you ;

¥ ;7' put
tor ent and Mr. :’l phy

54

I just wand to otthe one v: ‘ for ths s
r. Morrishwill grou h héﬂﬂ?i» ; ? y

o8 at wlwouldyil
to supplemont stutament, an ! Wonch i to follow,
The CHAIRMAN, Y may say that thore is no Sengy session this
afternoon,’ and I hoPg,to conclude the hearmgs $iffs afternoon, if

possible, -
Mr. Hanes. As to the ord¥ewieprasedew®™Tt is perfectly all right

to have Mr. Morris follow me,

The Cuamuman, 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 right ahead.

STATEMENT OF HON, JOHN W. HANES, UNDER SECRETARY OF
THE TREASURY

Mr. HANEB May it please the chairman atid gentlemen of the
. committee, in my earlier 8 aranco before your committee I dis«
‘ the reasons why the Treasury Department favors the elimina~
%iﬁn "gmcal exemptions of governmental interest and salaries.
to salaries, I oalle gour attention to the fact that tax

leged group of oitizens who redeive

exemption sots up a gpecially p \
b8
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all the benefits of citizenship and are exempt from their fair share of
the burdens of that citizenship. ‘

With regard to tax-exompt interest on Government securities, I
ointed out that such oxemption results in serious ineqiities in the
ax system bocause it provides a tax-froe haven to persons in the

higher income brackets who are able to seccure much more bonefit in
lowor taxes than they sacrifice through lowor intorest rates due to
tax exemption; and because it accordingly necessitates persons with
smaller incomes making up the revenue thus lost to the Government.

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

Mr, Hanes, No, sir. Senator, wo aro going to discuss that in
some detail,

The CuairmaN. Plus the statement, as I recall it, presonted by
Senator Townsend, that there were np%)roximntely 12,700 porsons with
incomes in oxcess of the figure I state

Mr. Hanes., Wo will discuss that also, and we will insert into the
record the actual figures, as taken from the Bureau of Internal Rove- . |

nue, v ‘
The CrairmaN. 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 intorest rates are lower, due
to tax oxemption, public trust funds, savings institutions, eduea-
tional and charitable endowments, persons in the lower income groups,
and other investors to whom tax oxemrt.ion means nothing, recetvo
lower incomes than they otherwise would, ‘

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

ince I appeared bofore gom‘ committee, it hag hoard 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 oxemption. It
should be observed that I specifienlly indicated in my earlier statement
that I do not consider the revenue and cost aspects to he of the same. -
magnitude of importance as the equitable and economic aspeots.
I am convinced that none of the testimony offered has in-any way
shaken the foundations of my position that tax exemption leads to
ineﬁuities and discourages investment in enterprise capital.

. . However, since so much stress was placed by tlose opposirg the
elimination of tax exemption on the revenue and cost aspeots, and
since the figures presented to the committeo 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 commiitteo’s permission, I should like to present at this
timo members of the Treasury technieal staff who will discuss various
factual questions invelved in the testimony presented to the com-
mitteo, Mr. Blough will discuss the distribution of burdens and bene-
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. '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, Blough, director of tax resoarch.

The Cuamman. Certainly.

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

Thoe Cuainman. Mr. Blough, you may go ahead with your state-
ment.

Mr. Brovan. Mr. Chairman and gentlemen of the committeo;
some very interesting and, no doubt, very impressive fiscal an
economic arguments have been presented to the committee by those
in opposition to climinating the tax exemption of interest on future
issues of governmental securities. Tho validity of these arguments
depends on the correctness of the facts supporting them. Wa 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 committeo’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 others to be
of little significance,

In his statoment to this committee, made on Janum?r 18, Mr, Hanes
Fnointed out that one of the most important evils of exempting the

terest on governmental securities from taxation is its effect in nulli-
fying the progressive income-tax system. Q{)ponents of taxing govern-
mental interest have contested this position. The most eleborate
arment 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 onough people stand to gain from the purchase of
tax-oxempt securities to mako any resulting breach of the progressive
incomo tax significant. 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, it 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

elding approximately $13,000,000,000, onlY 10 percent is derive

rom 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 doductions for charitable contributions overlooks certain faots.
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 Yeriod of years and the imposition
of the regular scale of rates would place upon them an unrensonably
high tax rate, considering the period of time over which the gain
accrued, that Tower rates are provided. Thus, one of the purposcs of
the special troatment of capital gains is to presorve and not to destroy
the fair application of the progressive {)rinmplo. In the case of gifts
to charity, it should be noted that the individual does not receive the
direct benefit of the income which he 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 he has given, there
is no abrogation of the progressive income tax prineiple.

To support the third argument, namely, that very fow porsons can
goin from the purchase of tax-oxempt securitios, Professor Lutz
introduced a table which purported to show that a person would need
to have an income of about $60,000 before he 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 Secretary pointed out that
anyone with a surtax not income of more than $18,000, which means a
total not 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

resented by the Undor Secretary and those presonted by Professor

utz. 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-tonths of 1 percent }n‘oposed 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 AustiN. How do you account for the difference betwoen

Professor Lutz's statement and yours?
. Mr. Brovan, I think that is taken up in the next paragraph, if
I may read it.

The second and more imPortant‘(liﬁorence arises from unreasonable

assumptions regarding individual incomes.
That is, in the $18,000 figure presented by the Under Secretary, a

‘diﬁerential of substantially three-eighths of 1 percent, halfway botween

one-quarter and one-half, was accepted.
The second and more important difference arises from unreasonable

asssumptions regarding individual incomes. )
The CrairMAN, Before you leave threeoelghths and six-tenths Y::-
cent, what figures do you have to support your figure as against

Professor Lutz? , A
Mr. Brovan, If it please the committes, Mr. Murphy, who is

coming after me, is going into that,

The CrHAIRMAN, Very well,
Mr, Brouar, 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 probably quite substential number
of people who had incomes of considergble size, which they derived
largoly from tax-oxompt securities,

ore 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 cnPitul in
tax-exempt securitics, Ho might be in position to gain by the pur-
chase of onlgr a small amouint. :

On the other hand, he would scarcely purchase them beyond the
point where thoy brought him a not guin, ,

As previously indicated, this point is about $20,000 net income, if
an interest differontinl of throe-oighths of 1 porcent is assumed, and
about $35,000 if o differential of six-tonths of 1 percent is assumed,

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

Senator T'ownsend, Have you any figures showing how many in-
comes there wore in excess of $1,000,000?

Mr. Brovan. Yes, sir; the figures for 1936 are right here; a very
small number—61,

Senator Townsenp. Then they havo taken account of them with
a million dollars income?

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

reported had beon taxable, they would have received 15 percent more
interest than they recoived under fpresent. conditions. This 15 percent -
was derived by taking a point halfway between the one-fourth percont
differential and the one-half ?‘ercent. differential, and relating it to a
tax-exempt interest rate of 2} percent. In othor words, it is three-
eighths of 1 percent interest differential expressed as a perceninge of
& 2% porcont interest rate, :
(Tho table referred to follows:)

Exmisir A, INpivipuan INcomp Tax

Net income after laz under present law and net income after lax under a proposal that
inlerest on Government obligations be made lazxable, for selected levels of net income
and according lo the relation of inlerest on Government ohligations (o lotal selected
net fncome !

NET INCOME AFTER TAX UNDER PRESENT LAW?

Percent of selected net Income recefved as fnterest on
Qovernment obligations

10per- | 28per- | S0per- | 78 por- | 100
opercent [ 10T | I | Tt | Teant e

8elected net lr‘co %l}(‘lﬂ(}(nl Interest on

Qovernment obligations:
, 040 0 000 000
el wutl wam| wel Bl B
15,411 ] 18,701 19008 19001 19, 20,
4,131 | 420630 | 44,048 | 47,811 1) 0,
p o R R
1,000,000, .- ..oooooiI 320,066 | 396,056 | 810,006 | 695,856 | 871,706 | 1,000,000

! For a marrled man with no dependents.
vartied cradit I taken, that o Intarst (s recelved from partal

¥ Assuming that the maghnum earned income
mx-oxemptnaor nmant obllga{?ons, hat no ¢a ‘ galn or Joss is sustained, and that, under the pro s

0 jnterest yield on Government obligations will fncrease 15 percent.
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Net income afler taz under l)mergl law and-net income aftor tax under a proposal that
interest on Government obligations be made tazable, Jor, selected levels of nel income
and according to the rclation of interest on Government obligations lo {olal selected

nel income.~—Continued.

NET INCOME AVTB, S0K UNRERARSHRNALS TR BIpEReT oN dovamy

Percent of selected net income {acalved as [nterest on
QGovernment obligations

10 per- | 25por- | 80 per- | 75 per- | 100 pore
cont ¢

0 percent cent cent cent cen

Belected net Income, Including interest on
Uovernment obligations:
3,000, 83

................................. , 020 , 802 280 640
885 9,721 0,026 10, 265 02 10, 940

it 8, 666 19,043 10,666 | 20, 288 20, %01

31 4,618 | 42,428 1 43,668 | 44,887 46, 106

81 68,146 | 09,031 70,456 | 71,881 73, 306

858 | 197, , 781 1 208,686 | 210, 531 218, 408

56 | 324,431 ,006 | 337,231 | 346,856 | 355,481

X UNDER PRESENT LAW TO NET INCOME
DER THE PROPOSAL

8electod not Income, Including interest on
Qoverninent obligations: Percent | Percent | Percent | Percent | Percent | Percent
100 98. 00 07.45 91.70 91. 588
100 09, 83 98,73 00.83 04. 32 91.41
100 100, 19 100,17 90,67 a8,
100 102. 105. 24 108. 80 109, 96 108.45

. 37 . 3 ) .

100 107.61 117.66 120,34 135, 68 136. 41

100] H7181 1210 180.74 | 214,75 232.12
122.35 3 200. 34 . .

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 ingividuals with moderate-
size incomes cannot now avail themselves of investments in public
securities, .

Senator TowNsEND. You begin at $5,000?.

Mr. Brovan. We begin at $5,000 and we go on up.

Now, if these men invested some money in tax-exompt securities,
how much money would they have left? “Take the first man, if he
invested nothing in tax-exempts, ho would have $4,020 left. But if he
invested 50 percent in tax-exempts, he would have all of his $5,000
leftt. | Take the first man with a million, he would have approxi-
mately——

The CrairMAN, That is after payment of the tax?

Mr. Brouen. 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

ifference between the million dollars and this sum in tax?

Mr. Buouan. That is correct. The $679,000 would go in tax.

Senator Townsenp. Well, that does not bother me.

Mr. Brouan, 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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case of the man with a $56,000 income, there is little change. In the
case of the man with the million-dollar incoma, he would have $397,000
left. He would have made a substantial saving there.

The Cuairman. A little over $70,000.

Mr, Brovan. Yes, sir. That does not represent exactly a net sav-
ing of this amount.

ext, wo go over on across hore, showing what the amount would
be if he received 25 percent, 50 percent, 75 percent, and on to 100
porcont of his income from tax-exempt securities,

Of course, if he had all of his income from tax-exempt securities, he
would have 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 he received a certain portion of his income in tax-exempt
securities.

Now, shall I go on to the second bank?

The CuairmaN. Yes, I think 1 have the first one.

Mr. Brovan. The second bank says: “Net income after tax under

ﬂl;? ]%roposal 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 percont more than he was gotting. We
are using the three-cights differential on a fully tax-exempt security
mentioned in connection with the first table. Mr. Murphy will ex-
plain how we arrived at that, and that is about 15 percent of the
total interest from totally tax-exempt securitios on the first table.
Wo say, if these securitios 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 charged on those securities?

Mr. Buouvan. That is the basis on which this computation is made.

The CuArMAN. In other words, the 2 percent rate, you figure,
‘would be 2.15? .

Mr. Brovaen. No; it would be 2.30.

Thero is some question as to whether that 15 percent should be
tqi'plied to the 3 and 4 percent, but, to make our aggregate some-
where within the mnfe of simplicity, wo have applied that throughout.

Senator AusTIN, Just & moment there, Now, i¢ it correot to inter-
pret that 15 percent in this way, under the proposal that the yield on
‘Government oblig‘utions would increase 15 percent?

Mr. Brovan. That is the basis on which it is computed?

Senator AusTiN. That is not 15 percent on the principal?

Mr. Brovan. No. .

‘Senator TowNseEND, I'rom what experience do you arrive at that

figure? .
Mr. Brovan, T would prefer that you go into that with Mr,

Murphy. :
Senator TownseNnD. I will not press that question,
The CuairMAN. We will assume that there will be a 15-percent

increase in interest costs. .
Mr. Brovan. Now, we have arranged it this way.
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Senator Byrp. That applies equally to bonds of States and their

subdivisions?

Mr. Brovan. Yes, sir.

Senator Byrp. Do you take into consideration the fact that some
of the bettor seourities are taxable now?

Mr. Brovan. We are denling only with the wholly tax-exempt

securities,
The CrairmMaN. You reeall that Dr. Lutz’s statement was 60?

Mr. Brovan. That is right.

The Cnammman, And the gentleman from New York put it at 75.

Mr. Brovan. Yes. Wo think that those are quite high, Senator.

Thoe CrarmMaN. That is not 60 percont?
. Mr. Brouvan. Sixty points, which comes around 25 percent increase
in_interest cost, instead of the 156 percent that we are usin%, and I
might say, for this table, the Inrger the percent of increase in interest,
the less saving the person in the higher income-tax bracket receives.

Senator Byrp. Have you taken into consideration this, that in
some localities some of these bonds were issued 6 years ago, or 10
years ago, at a higher rate of interest than will probably occur when
they are refunded?

Mr. Broven. That is quito right. X
Senator Byrp. 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. Brovan. We do not give that impression. We are trying to
say under what circumstances a man roealizes a net gain. Profossor
Lﬁltztp;xgs that at about 60 points, and the other gentleman put it at
about 75,

Senator Byrp, Have you a study of local bonds that may have beon
iss;;]e?d some time ago, giving the rate of interest upon the honds now
pai

Mpr. Brovan. We have made some study.

Senator Byrp. Do you not know that if they should be refunded
_ at the time of their maturity it is possible that they may be sold at very

much lower rates than now exist?

Mr, Brouvan. 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 Byrp. Have you gone into that fully, and taken the locali-
ties and the maturities and given the prosent interest ratoe that the
are now paying? For instance, I know, in Virfdniu, thore wero bonds
issued 5 and 10 years ago at very much i:ighor nterest rates than they

can he refunded for now.
Mr, Murery. 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 hased on the present yields,
rather than the yields at the time the sccurities were issued,

Senator Byrp. 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 in the past, the fact that the States are making provision to
require the payment of the interest when it becomes due, when the
locality itself passed the interest by.
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Mr. Brovan. We have taken that into consideration, and we feel
and we consider that point in favor of the position taken by the
Treasury.

Senator Bynb, I see it is in your favor, but I do not think the
impression should got abroad that there is (Foing 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 securitios.

Mr. Broven, We think so too, but we sco 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 left after {mying tho tax, and you will notico that
the man with the million-dollar income who has income only from
Government obligations has only $355,000 left, with the 15 percent
averago incroase In the rate, instead of the millfon dollars he has loft
under the present law. .

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

Senator Byrp. The Federal Government is roughly paying now
$1,050,000,000 interest. \What percont of thoso obligations is there
surlax on?

Mr. Brovan. Of the $36,579,000,000 United States Government’s
securitics, outstanding on June 30, 1938, $13,492,000,000 were wholly
exempt, and $23,087,000,000 wore ‘parunlly exempt.

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

Mr. Brouvan. That is correct.

Senator Byrp. If you assume that they are all totally exempt, there
would be a possible $150,000,000 increase in the interest—based on
the /Fresent interest of about one billion dollars in intorest?

Mr, Brouan, We do not think that the increase would be anything
like that amount, because most of them are already subject to the
surtax.

Senator Byrp. What you say is that if you take all of the totally
exempt securities now, that there would be an increased cost of 15
percent in the interest pnyments?

Mr. Brovan, But, in this particular table we are dealing with the
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 1 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 ;lmrpose of this table, we are using that 15 percent as
the average, a though thore would be a variation.

_ Senator AustiN. Now, isn’t it true that whatever is received by the
investors has to be pnidf

Mr. Broven. That is correot,

Senator AusmiN, So there is a 15 percent in the income on one end,
and that represents cost on the other end.
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Mr. Brougn, We must state that is the average, but not the specific
item, as to that partioular amount,

The Cuatrman, 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 Governmont took the 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. Brovcn. By no means. The Government would gain a sub-

stantinl net amount of tax; out of that gain there would bo some loss
due to interest increase, beeause many people would find the securitios
less attractive and would be less anxious to purchase them. But,
we certainly would not agree that such loss of interest would in any
wag counteract the gains in the taxes,

enator MiLLer. What is the differenco in tax rate on totally
exempt bonds and on those only partially exempt that are outstanding?

Mr. BrouaH. Senator, the partially tax-exempt bonds are exempt
only from the normal tax; in the caso 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 exeml)t., not only from the normal
tax, which is the smaller amount, but also the surtax; so the partially
exempt bonds are not very attractive to poersons are who trying to
escape taxation in the higher brackets.

Senator MiLLER. I know, but what is the difference in the rate of

interest?
Mr. Brouan. Mr. Murphy, I am afraid, will have to come in here

and explain that. . )
Mr, Mureny, 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 oceurring now,
Senator AusTin. He wants to know what the contract is now.
Senator MiLLER. The Treasury ought to know that.
Mr. Mureny. It is the differential. The obligations of State and

municipalities——
Senator MiLLER. I am talking about United States Government

bonds.
Mr. Murpny. 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 cortain amount of interest?

Mr. Murpny. Yes, sir. ) _
Senator MiLLer. You have outstanding certain Iederal 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. Muneny. I think I can explain it in this way: Here is the chart
which shows the yield of the——- :

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

Mr. Mureity, Here is the difficulty. 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 6 years’ maturity are wholly tax-oxempt, and all of our
securities which have maturities of more than b years are only partially
exempt.

The wholly tax-exempt short-term securities will yield less than 1
rorcent, and the most recent coupons we put out were 1% percent.

he seccurities are now selling to yield less than 1 percent. At the
same timo we sold those securities, we also sold two issues of partially
tax-oxempt securities, A 9-year security carried a 2-percont coupon
and a 27-year security a 2¥% coupon,

Now, a person might say that the partially tax-exempt sccuritios
yielded 2%, while the wholly tax-exempts yielded 1%. Witnesses that
have appeared in oprosition have done something similar, but that is
not the answer at all,

One security is a 5-year security, and the other is longer than 5
years, and if we had lmt out partially exempt securities with the same
maturity as the wholly tax-exempts, they would probably have been
put out at less than 1%. So that is not a proper coptrarison.

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, Murrny. Aftor a given time, those two are the same. They
converge ns u security approaches maturity.

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

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

Mr. Brouan. You could give to the Senator your estimate of

partially exempt sccurities.

Mr. Murrnty. Yes, sir. 1 am sorry not to be able to give you more
of a cornfield answor, Senator.

Senator MiLLeR. I am sure you will cover that.

Mr. Brovan. 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 on the average the interest yield was about 15 percent
more, how would the position of the income receiver be after he guid
his income tax, and we say that he would be vmg much worse off in
the higher bracket and no worse oft in the lower racket, as & matter
of fact, a little botter off at the $5,000 level, and he is better off at the
islo,lOOO‘level, and, in some spots, ho is about the same in the $20,000

evel. :
Then, in the third bank, you have the percentage of income left
aftor tax under the present law, as compared with the amount of
income left after tho 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
featuro 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 & man can %nin by buying some tax-exempt securities without
puttinf his whole fortune into tax-exempt securities. This point is
around an $18,000 income, and you have about 96,000 people who

are nbove that lovel.
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So, we believe that 96,000 to 100,000, as reported on the income-
tax returns, is a much better reficction of the number of people who
are in a position to bonefit from the tax-exempt securities than the
13,000 peoplo. I do not know if I have gone into that too much.

émyatcr Avusmin. I would like to ask, if you would take the same
premise taken by Mr. Lutz, whether you would arrive at tho same
conclusion; that s, six-tonths?

Mr. Brovan, If we would take six-tenthg~—-—

Senator Ausmin. No.
If you assume the same premise as Mr, Lutz, would you arrive at tho

same answor? ,
Mr. Brovan., You mean six-tenths?

Sonator AusriN, Yes. .
Mr, Brovan. If we assumo the same promise, 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 & summary.
I would like to ask him if, in his computations, we would arrivo at the
six-tonths.

Mr. Mureny. I should say no. I will amplify that——

Senator AusTIN. It appears to mo that if I wanted to persuade any-
one who was judging this question that another fellow’s figures wore
wrong, I would start where he started, and caleulate it out on my own
theory and make a comparison, instead of going ahend and attacking
his figures by assumin sometilmg entirely different to bogin 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 he did,

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

Senator AusTiN. I know, but you are trying to induce us to believe
that lnii?coxlcltxsion is wrong, and his differential is much too high, are
you no

Mr. Brouvan. 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, Brouan. No. I said, if you accept that, his conclusion is
erroneous, and the breaking point would be 35,000 inste1d of 60,000,

Senator AustiN, All right, ,

Mr. Brouan. I am sorry if 1 have not made myself clear.

It is submitted that the oxistence 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 b{ 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 1037, reported net incomes in

excoss of $1,000,000,
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Exutptr B, INnivipuat INcome Tax

Wholly taz-exempt interesl, nel income from other sources,! lax h‘ab:‘lt‘ly, effective
rale of lax on nel income plus lax-exempl interest, and nel income plus laxz-cxempl
tnlerest afler lax, as reporled for 1937 by 26 persons wilh nel incomes in excess of
$1,000,000, loyelher with co:r:farable data under a proposal that the interes! on
Governmenl obligations be made taxable !

{Dollar amonnts fn thousands)

Comparable data under pro:
Data from tax returns for 1037 posal to tax interest on Gov- | jo37 et
ernment obligations ¢ income
after tax
. as a per-
Effective . ' cent of
tase N Whol. valueof | Net Net Effee. net in-
‘858 No, Iy Net |. taxon | income | income tive | Net | come
tax- | income 'l‘axi net in- | plus tax- | plus 115 | Tax |rateon| in- | after tax
ox+ | from |llabil-| come xempt | percent |Mabil-| proe | come | under
empt| other | ity |plustax| Interest | of tax- | ity goso«l after | the pro-
Inter-| sources? exempt | after tax | exempt asls | tax posal
est interest nterest
Pereent Percent Fereent
| POTOTOTR $85 | 81,0 $608 62.9 $411 ] 81,122 $773 | 68, $349 nr.s
2.. , 505 | 1,138 711 4 1,602 | 1,144 71.4 458 101,0
s.. ,482 1 1,050 63.2 612 1,689 | 1,210 71.8 479 121.6
4., 121 , 048 | 1,486 68,5 83 2,187 | 1,805 | 72.0] 502 118.4
5.. , 200 840 5.0 691 1,510 [ 1,123 e 4 152.2
[ SOOI SN 1309 086 70.5 413 1,309 988 70.8 413 100.
Teeroneearannvafenancs ,851 11,334 7.1 817 1,850 1 1,334 | 721 &47 100.0
8.. 3 256 876 60.6 383 1,259 878 69.7 381 100.8
9.. 17 ,388 917 60.5 423 1,408 002 70.5 416 103.0
10. 0401 71 6.3 3 L0oS | 783 | e68.8| 342 l%g.l
11. ,446 | 3,387 70.4 1,44 4,810 | 3,646 .71 4,110 120.5
12. , 633 1 1,805 72.1 122 2,505 | 1,013 3.7 632 108.9
13. 283 | 1,671 7.7 629 2,303 |1,688] 72| 617 102.0
. , 840 | 1,008 66.4 835 1,607 1 1,103 71.6| 414 117.0
031 11,307 60.5 613 2,022 ) 1,467 ] 72.6| 838 110.8
2,183 | 1,870 72.9 583 2,183 11,870 | 720 0683 100.0
,012 ] 738 68.6 337 1,072 | 737 | 68.6| 337 100.0
, 150 | 1,807 88.1 1,130 2,770 | 2,058 7.1 721 186.7
2,042 | 1,482 69.8 649 2144 11,8681 | 72.8| 883 L4
,588 | 1,132 87.0 855 2,047 | 1,486 72.0 561 152.3
,201 | 1,604 70.7 664 2,218 1,664 1 73.0] o6l4 108.2
, 9385 | 8,358 65.2 4, al 10,110 | 7,827 | 7741223 190.3
A4 ] 000 32.8 2,044 3,287 12,454 74.7| 81 245.4
,007 1 732 68.6 1,067 732| 68.6) 335 100.0
. , 162 | 2,388 %5 808 3,163 | 2,358 "5 808 100.0
- [y S qu e om [ e e o o e e
Total....[6,813 | 60,859 {37,015 64.2] 20,657 | 58,604 43,137 | 73.5 |15, 857 132.8

| Assuming that the intorest rato on Government obligations would Increase 16 percont If such Interest

were made taxable,
¥ Inclusive of partially tax-oxempt interest.

Sourca: Treasuty Department, Divislon of tax research,

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

These 26 individuals reported almost $7,000,000 of wholly . tax-
exempt interest. Even ignoring the .hkeliflood 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 socuritios 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 iricreases in the case of five individuals,

Senator TowNsenp. Have P'ou anything showing how many
Ancomes there were in excess of $1,000,000?

122256—30—pt. 8——B
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Mr. Broven. Yes, sir; the figures are right here, a very small
number, 61 for 1936 and 49 (])re iminary) for 1937, ,

Senator Townsenp, And they have taken approximately half of
them, half of that number, with incomes over a million dollars?

Mr. Brovan, Yes, s

In other words, these 25 people, on the average, were very sub-
stantially ahead in total net income than they would have been had
Government sccurities 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-
’“}ff’ t(zlnd 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-
stantinl, and not, as opponents have indicated, a minor and inconse-
qUentiai 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
oflset 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. .

o make this point more impressive, Professor Lutz emphasized
that taxpayers should not be divided into local taxpayers, 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 & 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 ¢an produce only & 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
gecurities wore 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 $19,000,000 to $50,000,000, and to State and local governments
from $40,000,000 to $105,000,000. Thus, taking the highest cost
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estimates and the lowest revenue estimates, of the Treasury, and con-
sidering no gain to States whatever, the additional revenue would
exceed the additional intorest costs. )

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

If the Treasury estimates are valid, and the methodoloiy 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 consumption 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. 1t 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,

1t has been urged by the opposition that eliminating tax exemption
on future issues of securities would inéure the financial position of
banks and insurance companies. Mr. Chatters developed this argu-
ment. '

. This - might be correct if it were desired to tax outstanding issues.
Limitation of the repeal of exomption 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 inorease in the value of their sccurities. Accord-
ing F' the public at large will make some gain, even during the period
while tax-exempt securities are still outstandin% by selling their
holdings of such securities to persons in the higher income brackets at
moreasm% prices. . ‘ E .

The point has been presented to this committee, again and again,
that State and local governments, especially the cities, would losa
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heavily if future issues were denied tax exemption, It should be
observed that, to the extent that this argument is correot, States and
localities are now receiving subsidies at the expense of the general
«taxpagem. If interest differentials are due to tax exom{)tion, thoy
have been croated 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 Goyernment has, for more than a quarter of a century, been

ving subsidies and %rnnts of various kinds to States and localities.

tates, in turn, have been giving subsidies to their subdivisions.

In general, 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. rensonably
anticipated to result from ending tax exomption, the factual picture
is much different from that presented by opponents of eliminating
exemption. .

First, the increase inn interest costs to State and local governments
would be renlized only grndunlly as oxisting securities were retired
and new ones were issued to finance new projects. If it be assumed, .-
for the sake of simplici&y, that the new issues exactly equal those
vetired, 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 1 percent interest increase. e used
that because it is very easy to compute. If you think that a three-
eighths differential would be better, you simply add one-half of one-
quarter, and if you think it.shoul(i be one-half, you can double it,
and, if three-quarters, treble it. ) )

The CuairmaN, 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
gituation 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
usod for other purposes?

Wae discu that (1uestnon 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 perpetrated. On the
other hand, I think one of the experts said he did not see how it possi-
bly could be done without danger to the integrity of the Treasury

funds,
I would like to have that question discussed by someone in the

Treasury, : \ ‘
- If w:y should do this thing I think we should give serious considera-
tion to that matter of refun ing bonds issued on & real, necessary basis.

- Mr, Brougn. Thisis a refunding to extend the life of the bond, if the

jurisdiction is not able to pay off at matuyity?
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The Cuamman. Yes. That is a subject very close to what we are
discussing right now. ,

Mr. Brouan. Here wo are assuming that the refunding of another
issue would be taxable, and this is putting it at its worst. If there
was some way of protecting rofunding issues against taxation, the
municipalitios and the States would not have any increase, but, even
if you did not, the figures I am ahout 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 Poxnb, if it has not been discussed to your satisfaction,
we will be glad to discuss the specific points.

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

Mr, Brovon, M y we postpono that until later?

a,
The CHA1RMAN. Yes.
(Mr. Hanes submitted a memorandum on the probable effects of-

discontinuing the issuance of tax-exempt securities on the refund
operations of State and local Epvomments, with some consideration o
R,?SSible reliof provisions. This memorandum will be found following

r. Blough’s testimony.) .

Mr. Brouvah, 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 1046, for example, by only 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 socurities have been retifed, 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 differentinl 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
t!(;nt it will not really be felt for 12 to 15 years, and not completefy for
50 years,

etailed 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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Exunir C

Estimated increase in annual interest cosls on the bonded debt of State and local gov-
ernments on the basis of the estimated maturily of {he June 30, 1087 debt, assunting

.

that the taxation of fulure fssues of State and loca

percent increase in inleresl rales
[Amount of maturities and Interest costi in

nunitsofl

ar)

seourilies will resull

malofl

ll!lonadnwmmam int units of 1 percent, per caplitas

Cumulative maturities

Increased Interest costs

Year Perce el e
n 0 6r
Amount | o lomt Amount | yieorect | capita
costs
038, eecrrencennanes cetcncacnsns cessachansascnven $785. 4.18 $1. 0.23 $0.01
[ <1 RPN 1,534.8 8.40 3. 40 .08
issuboshecstovasntennenasuresasstananars P 2,321, 12.714 8. 18 04
3, 7. 17.04 8. 1.07 .08
4,002, 21.91 10. 1.30 .08
4, 740. 25,908 il .88 00
8,488, 30.08 13. .78 Jd1
6,178, 33.83 18, . 00 J2
. 6, 730. 36.90 16. , 18 W13
7. 7,307, 40.01 18. , 38 J4
M8 .. ..en. 7,793, 4 42,67 10. . 83 18
e emavusessesrruacnnsntasanassaannnsannans . 8,331. 4 43,52 2. .70 .16
idsasaesessuoseasasisvavesaasnssssntieraannne 8, 869. 0 48.87 2. 2.89 a7
5l...... 0,435.4 51.67 3. .07 .18
2 0,949. 8 54.48 24.9 . o4 19
. 10,419, 4 57.05 28, .38 .20
0. .cuienne 1,051-2 60. 81 a. . 69 a1
035, ccvacen. 1, 670. 63.90 20, , 80 .22
2,187.6 66.73 30. 3.06 .23
2,657.1 69,30 31 Al U
3,032.3 71.38 32.6 4.4 .28
, 405. 3 73.39 33. 4.35 .20
3,000.68 76.13 3. 4,562 4
14,183.3 72.64 35, 4,61 %14
14,554, 4 79.67 36. 4 .13 28
18,000.0 82.11 35 . 87 .20
15.460.2 84,62 38.7 . 03 +30
5, 788, 88.42 30.8 .13 .30
6,061. 0 87,02 40.2 .23 .31
6,324. 7 89,36 40. 30 .31
68,400.8 89,81 41, . 33 W31
8, 629.8 . 40 41. .37 .32
6,629.9 01.04 41 . 41 32
6,761.9 91.28 4], . 45 .82
0, 840. 1 92.19 42, 3. 47 .33
6, 880.6 02. 41 42,4 . 49 .32
6908|9281 42,4 - 51 .33
7,163.7 03.98 42 . 58 .33
17,358. 4 95.02 43. 5. 64 .33
17,083.6 90.82 44, 5.76 o4
17,772.4 97,31 44, 8.18 34
17,47. 4 08,27 44.¢ 5,84 34
18,008.2 090.10 45, 5.88 .35
18,201.0 90, 66 45.8 5.91 +38
18,227.3 990,80 45, 503 35
18,245.0 90,90 45, 5,93 .38
18,250.3 99.93 45. 8.83 35
1088, . cieicitecennonaonane ceovensarisacasinavne 18,254.0 09,905 45.0 5.03 «38
1088 .ccvuiennuimccnasvnncncen eevsessarasnsananan 18,201.8 00.00 48,7 8.04 38
1087 ceeernncianacan vesosresnensonnetasssencsas 18,262.4 100. 00 45.7 8.94 .38

11t I3 assumed that all securities will remaln outstanding until thelr final maturity dates.
8ource: Treasury Department, division of tax research.
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ExmiBir D

Amount and percent of the present bonded debt of selecled Stale governments that will
be retired by Jan, 1 of selecled fulure years, assuming that all securities will remain
oulstanding uniil thetr final maturity dates

[Amounts in thousands of dollars}

Year of
States 1040 1048 1050 1960 1070 1080 1000 | final ma.
turity
1. Amount of pres.
sent bondeu dem
New Jersoy. . ..| 81,885 | 170,265 | 181,845 | 304,005 | 337,433 | 337,608 |.......... 1970
4,140 | 14,098 | 24,84 36,601 |.1oeeersarfussusnnaaeicsanensse 1683
8431 00,0031 120,210 130,818 | 147,154 | 149,344 | 140,873 | 1081
23,345 | 82,280 | 124,8 [U7 -1 T IR e 1089
13,078 40, 861 1%. 3 00,818 00,068 |.ce.ciavac]onnasesnan 1960
,733 | 217,078 | 312,838 | 430,549 | 648,000 | 672,675 | 681,823 | 1087
0. 44 80,43 83.77 00,07 99.05 | 100.00 Jo.cuenncnn 1970
11.31 38,52 67.80 1 100.00 |......c..ifeeiiiinss]iniiaans., 1953
33.79 60. 85 81,04 03,48 08,38 99,85 100, 00 1981
11,83 4.7 63151 100.00 |.....omaneferaiimmrnc]ianiiannns 1050
15.04 84.81 80. 63 90.84 | 100,00 |......o.ocfiersznnnse 1
7.88 31.84 45.88 63.18 05.17 98.64 100.00 1087

Bource: Treasury Department, division of tax research,

]

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, 1937,
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.

Wo have caleulated there the maturities, according to maturity

achedules of State and local debts, and show how much interest costs
awill increase during each of the years up to 1987,
. The second column shows the percent that has matured up to that
point, and you will see by 1950, 48.67 percent had matured. By 1951,
51.67 percent had matured, and it is not until 1069 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
gercent, by 1987, it is estimated that the increased interest costs would

e $45,700,000, while in 1945 it would be only $15,400,000.

The next column shows the percent of that incrense to the 1937
interest costs, and finally, the per-capita figure,

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

Exhibit D takes a fow States that we happen to have on hand at
the moment, and shows from that how much of the State debt in
those States matures ip various years, and what is the year of final
maturity in each case, and thore 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 appoearing before your committee have

placed considerable stress upon the increased local property tax rates

whicrlilt_will follow the discontinuance of the issue of tax-exempt
securities,

For purposes of illustration, Professor Lutz submitted estimates
for the 13 cities having a population of over 500,000, His computa-
tions indicated that under conditions prevailing in 1036 the taxation
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of local is3ues 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 overstatoment is caused in part by the assumption of
an excessively high interest differentinl 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
sgecinl assessments, and, moreover, that only a portion of that pay-
able from goneral revenues falls on real estate. Varying proportions
of general revenues in different citios are, of course, derived from non-
property-tax sources, Moreover, Professor Luts’s estimates presont
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 properly lax rales of 18 cilies having a populalion above
600,000 resulting from the laxation of fulure issues of munictpal tecurilies

ESTIMATED INCREASE IN TAX RATE, PER $1,000 OF ASBESSED VALUATION 1

U, 8. Treasury estimate
1836 tax
City rate Laute estls
(retual) mate ? Year of
1940 1950 final ma.
tnity

NOW YOrK. oo ooeeoiiciiriiaananecanenn $27. 14 $0.87 $0.01 $0.03 $0. 16
[0].11::7: 2 TR 0%, 20 1.73 .03 .08 .35
Philadelphia.. 20,24 1.03 .0l 08 .23
eLOIt . oo icieinceeceraaieataaenn 21.90 2.10 (U] 05 20
L0S ADROIOS. . .oeiiitiiirnn cenenenaaaaens 32.06 .95 .0l 07 A8
Cleveland ‘28, 61 .| .03 13 .16
Louls 20.89 .16 .02 09 13
Baltiniore 21.69 5 0t 05 1
Boston. .. 37.4 .65 .03 1 14
Piltshurgh.... - 314 .88 .02 &4) ]
B8an Francise0...ccovaveanannniiencns 20.76 0N .01 .13
MIWAUKe®. . .vvvenceereaiaacaseanan 32.21 .42 .03 1] A2
BUuffalo.. . .oeeeieeiiiincoioceraisnrecnnnns 23.06 ] .03 1 19

1 Applies to Jast 4 columns only.
$ Harley L. Lute, The Fiscal and Economl? Aspects of the Taxation of Publio Securities, p. 87,
8 Assumes an {ncrease in the Interest rate of 34 of 1 percent. For other specifications see exhibit E.

4 Less than 1 cent,
Bource: Treasury Department, Division of Tax Research.

The CuairMaN. You have a little table inserted at this point.

What does that represent?
Mr. BrouaR. 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
roperty, and not by utilities. For instance, take the city of Detroit
gure 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 this table indicates just such incrense in taxes, and it shows about
a 16-cont increase in the tax rate in the year of final maturity?
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The CuatrmMaN, That is conts, and not porcentagoes?

Mr. Brovan, Yes, sir,

The Cuammman, In other words, taking Detroit, you have 27.90,
and, according to Professor Lutz, that would be 30 and, according to
the Treasury, it would monn that in 1950 it would bo 27.95. »

Mr. Brouan. That is right.

The CualrMAN, And you arrive at the figure at the year of final
maturity of 28.10?

Mr. Brouan. That is right.

The largest part of the difference between Professor Lutz's statement
and ours 1s that he assumes that all of the debt of Detroit is a burden
on real property, and any increase in intorest would be a general burden
on property, whereas a large part of Detroit’s debt today is publio
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 loeal 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
assossed valuation in New 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 cit{?

Mr. Brougn. 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 pai(f 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 ?ercent, the effects on the property tax rate would, of course, be
double those indicated. In any case, they are only a fraction of those
suggested by Professor Lutz. The basis of these computations, to-

ethor with the results, are presented in full detail in exhibit E, which
should like to have inserted in the record.
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Exmsir B

'l‘Anm 1,—Present bonded debl of cilies ham‘na a opulatwn "/ over 500,000 and thesr
overla Jylomw unils, showing ouerlappmr caled to cities and distribution of
{otal debt by (1) debt payabdle from ulilities and special assessments, (2) debl pay-

able from general revenues, and (8) debl payable from property laxes
[Amounts in thousands of dollars)

Olty's share of bonded debt
Bonded deht V8 oayanio trome
O“V‘ General rovenues
are ol Utility | (tenerolrevenues,
Oity and overlapping units %&bt d | revenies
L
Date Amount speclal P?';‘;anl;lu
assesse | Total ! property
monts taxes §
New York....oocooaenennnans recnvne Jan, 1,1038 ($3,380,404 [$2,380,404 | $725,032 31664472
'l‘rlboroui ersmesravas]eeaesOiaLi ] 83,000 | 53,000 83,000 |.......... cevesanaas
New Yo 'I'unnel Authomy... ..... do.......] 12,000 10,000/ 10,000]/..........
New York Planetarium..........[.....do....... 620 620 620 |..... voreeforvnananns
Now York Parkway Authority.|.-. 2 do.......|] 18,000] 18,000 18,000 |...c..oefuunen.
k117 DRI FNR 3,471,024 [2,471,024 | 816,552 [1,0654,472 ($1,026, 260
Chieago....coeoureonnnnne Jan. 1,1938 | 182,746 | 182,746 | 42,648 | 140,008 |..........
Board of education...... reseiacas 37,202 A
Park district.......c....... 102,505 | 102,505
Cook COUNLY.veareessonnas 37,923 31,203
Forest Preserve District, 12,840 10, 565

Sanitary distriet......... 124,089 | 104,241

Totaliceeeiiiinnnionnannns 498,205 | 468,462
Philadelphia.............. veeomannans Jan, 548,071 | 548,071
Bchool distriot. .. cceeenceneais]ennnn do 70, 595 70 595
Total. o oeeeiiiiiimciciacnnncaafonnranann 618,606 | 618,668
Detrolt...o.c.ocanenennnnn. . Jan, 1,1030 ] 376,319 | 376,310 | 104,832 | 271,487 |..........
Wnyno County....coounes seevereofoeann do....... 5,464 4,006 3,291 805
Total 381,783 | 380,415 108,123 | 272,202
Los Angeles 230,838 | 230,858 | 185,278 48, 680
Los Angeles County.......ooeeoforeend0un. ..o 4, 2,562 ].......... 2,862
Melropollun Water “District.... June 30,1038 | 140,078 | 109,274 | 109,274 |..........
Flood Control District........... J 038 | 30,362 | 10,785 10, 783
Los Angoles elementa; uchooh. 37,872 33, 067
Los Anéelea high schools. X zs,
Junijor College. ...... 34
Total. . ceeieneaaanns [RUTN PR .| 485,376 | 421,203 | 204,852 | 128,742
Cleveland. ....ccooeeeennns csavemane Sept, 1,1037 | 106,200 | 106,200 26,082] 80,18 1I..........
8“ yahoga County...........2 00 do...... 435,704 | 25,058 |..........
fty- school district...ceueueeeen.| June 30, 1037 11,181 11,181 |.......... 11,181 |....... one
Total...iieercnanaan . PO N o] 183,175 | 143,437 26,083 | 116,355 77,341
8t. Louls ceseaseennsasee] JA0. 1,1938 21 21 13,273 68,058 .veiiansen
Cliy seiiool distriot. 2222000 Nov. 111037 ag:m sgfm .......... 3,810 |.oolllll
Total...... tecenvesnnmian ORI P cnevnse] 85,747 88, 747 13, 272 72,414 84,080
Baltlmoto......‘.......... I 1038 | 185,025 185 625 50,249 | 135,376 87,169
BostoN. . ccvvuevennrcassoccncnsncncnnfonn 0o .. o] 152,076 | 152,077 608 379 Jevarcacenn
Buffolk County.....cc.eeenaucuzehen..do........ 2'64 1,642 .?3' 3%642 sxsnsnnann
Metropolltau ramit Disirict &
% R.R.COuosiannn one 36 84
ri Bub WBY..oennssan 4,789
%lropol tan wn(erdlsttlct.. 40,770 | 42,125 4,65 |..oiiaien
ther metropolitan districts.. 7,000 [eeuunrnnnn 7,000 |......... .

300,310 | 240,161 | 132,671 | 116,490 89,429

Totaleeeuesuannn vossoserasescsneorencranacacas
t Allocation of bonded debt to ety on the basls of assessed valuation excepting where specified otherwise

ute.
'includu uumy bonds currently blo from general révonue, The speclal mmonu ol Clox eland
us yable from genera) revenue J)a Kgso of De tr%?t havi o been mtundod to gen tafm
roporclon of general revenue debt based on the ratio of property tax menue toto netal menue in
1936 of the eity and overlapping units, as reported by the ureau of the Census, Flnanclal Statistics of

Oitles, 1038,
4 Exclusive of relisf bonds payable from State revenue and special assossments on property outside of city

8ouroe; Treasury Department, division of tax research,
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TanLg 1,~Presenl bonded debl of ¢ilies Ixam‘ng a gopulat:‘on of over 600,000 and their
overtangt‘na unils nhowm% overlapping deht allocaled to cities and distribution of
total debt by (1) debt payable from ulililies and special assessments, (8) debt pay-

able from general revenues, and (8) debt payable from property laxes—Continued

[Amounts in thousauds of dollars)

City's share of bonded debt
Bonded debt y payAbIS from—
City’s a
share of | Uit eneral revenues
City and overlapping units ried | rovenyas
Date Amount | debt and Payable
special from
assess- | ‘Total propert
ments laxesy
Pittsburgh....ovvvrnsininaas veeo{ Jan.  1,1038 | $61,127 | 401,127 745 SO
“Allogheny Gainty:..- JJApr. 11037 ] 108063 | 70,813 L ‘?3’3%
Clty-school distrlct..............] June 30,1037 21,263 21,203 |.oeuennnns 1,203 [covevnneen
Tota)eeccneccariarecscsnnsancenfeosnacas veseaes| 101,333 | 183,203 8,745 | 147,458 | $123,007
8an Franclsco......c.... June 30,1038 | 161,144 | 161,144 84,348 76,798 |aecereeacn
Gofden Qate Bridge .| Jan, 11,1038 35,000 29,010 20,610 .....'..... ....... e
TOt) e vareneeenanocnonsennnnarc]evscncaencennns] 106,144 | 100,754 | 113,058 76,708 83,258
Milwaukeo.. ... cocievsenenns weesess) June 8,1037 81,883 81,855 3,085 400 [cevvieenen
Milwaukes County....... reeeee| Aug. 33,1037 [ 12041 | 10:004 ... ﬁou
Motropolitan Sewerage district..] Dec. 15,1037 [ 20,080 | 16, ceemessoen
Total.sceeunennnnnne teesmessins reveesacrenceas] 04,876 87,718 8,005 54,648 -0,073
uflalo......... eeeseracsesnnanenanse] JUN6 30,1038 | 118,711 | 118,711 18,078 § 100,638 |......... .
Erle COUREY.sveversossseareees] 80, 1 32,080 , 734 bttt e vemeton
Sewer Authority........ weeseeess] NOV, 2,1038 8,250 8,250 |.cveveeaes] 8,250 Jeeerrianne
Total. . cone eeuss] 150,041 | 151,008 18,078 | 133,622 75,208

TanLe 2.— Estimated amount of present bonded debt (sncluding overlapping debi) of
cilies having a population of over 600,000 thal will be retired by selecied future
dates, showing cumulalsve maturities ?{ s:g} tolal bonded debt, (8) bonded debt payable
Jrom general revenues, and (8) bonded debl payable from property laxes !

{In thousands of dollars]
Amount of present debt estimated to be retired by Jan, 1
Olty area
tio | teas | e | weo [ i [ Yearoffral

1. Total bonded debt:
Now YOrK. coveveennenune.] 14,208 | 862,340 | 485,460 (1,007,658 11,662,838 | 2,471,024 $2147
Chlcayo...ou... wend] 10,784 U8,026 | 135,030 | 468,462 | 168,462 408, 462 (1957
Philadelphin....ccoeeoceoais 31,874 | 112,433 | 103,388 | 274,336 | 201,070 6818, 668 (1087
Detroit..... 3,013 40,7064 | 113,358 | 243,260 | 380,415 380, 418 (1066
Los Angeles oA,428 87,505 | 183,888 | 214,321 | 3%0,721 421,293 (1088
Cleveland 22,768 75,890 | 114,112 | 134,872 | 140,430 142,437 (1974
t. Louls. .| 10, 41,487 03, 538 88, 147 RS, 47 88, 747 (1950
Baltimore. 40 12,820 750 76,004 1 135,734 1 173,344 183, 625 (108!
BoStON...acaaniicenninnns 4 30,35 06,644 | 140,060 | 185,634 | 212,77 49, 161 (1084
Pittsburgh....... - A 13,340 | 53,415 80,017 | 126,53 153,203 153, 203 (1067
8an Francisco. 11,543 50, 234 87,703 | 144,225 | 182,682 100, 754 (1977
Milwaukee. . 4,728 40,473 54,311 713 87,713 87,713 (1056,
Buflalo. . coooeeeevennu.cana]  2L,084 74,201 1,000 | 144, 181,692 151, €05 (1070,

2. Bonded  debt payable from

xwaml\;evenues:
oW YOIK . .coeiinineenannn. 81,244 | 218,250 | 358,020 | 834,834 11,207,700 | 1,634,472 (2147
CheaRO0. eveiscuniiiinianae 72,049 93, 78: 425,814 | 423,814 425, 814 (1057
Philadelphia. .. 88,812 | M5, 148 | 207,130 | 20,818 442,233 (1987
Detrolt........ 17,855 69, 7 163,645 |- 273,202 02, 1963
lovoind o \ spld | Spim| ek | fieds| N6 %

ssoen . i
8t Louls.. ooo i 8660 | 31,084 | 0,615 724M| 12474 7247 (1

llt fs assumed that all sscurities will remain outetanding untll thefr final maturity dates. For other
specifications, see table 1.
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TABLE 2.—Estimated amount of present bonded debt siucluding overlapping debl) of
cilies having a populalion of over 500,000 that will be relired by selecled fulure
dales, showing cumulative malurities o $I {olal honded debl, (8) bonded deb! payable
Jfrom general revenues, and (3) bonded debt payable from properly laxes—Con.

{In thougands of dollars]

Amount of ptesent debt estimated to be retired by Jan, 1—

1040 1043 1950 1060 1970 Yﬁ?&?frﬂg"

Clty area

2, Bonded debt payable from

goneral revenuzs—Con.
BAItINOre. . ccceeeveneianees 0, 47 37,083 50, 094 05,761 | 123,808 135,376 l081§
110,889 116, 400 (1984

Boston........... coroneenes] 23,2 01,084 | 108,702
Pittsburgh........ ceeee] 12,3211 50,493 1 78,041 | 120,788 | 147,458 147, 458

8an Francisco . 6, 569 27,329 44,943 05,471 74,750 76, 700 (1977

Milwaukee. 14,300 39,219 52,261 54,648 54,648 54, 648 (1052

Buflalo.... | 19,746 69,811 | 105,049 | 120,808 | 133,619 133, 622 (1070,

8. Bonded debt payable from

pmpert‘; taxes:

NOW YOrK..covoaaunevaceeea] 00,308 | 172,808 | 222,080 | 517,848 | 749,136 | 1,020,260 (2147

Ohlcu&(o 49, 061 65,800 { 202,832 | 202,832 292,832 (1957

Philade! 63,801 | 104,851 | 149,010 | 168,641 318,898 (1087

Detro 12,693 49,853 | 116,335 | 103,872 148, 672 (1963

23,816 40, 169 08, 79, 664 70,885 (1071

43,673 62,751 78,807 76,35 77,341 (1071

23, 568 37,769 54,080 3 54,080 (1956

24,450 306,608 01,061 79,719 87, 169 (1981

4 70, 363 85,120 80,450 (1084

18,053 | 31,1681 45,404 83, 258 (1077
803 | 38,323 | 40,073 40,073 40,073 (1952

51,764 81,084 \
42460 | G607 | 101,571 | 128,007 123097 nmf
1970

30,338 | 89,105 | 73,147 ] 76201 75,298

Bource: Treasury Department, Division of Tax Research,

Tasre 8.—Estimated percent of present bonded debt $t'nclud:'ng overla pir‘af debt)

of cilies having a population of over 500,000 that will be retired by selecled fulure

ales, showing cumulalive malurities of (15 total bonded debt, (2) bonded debt payable
Jrom general revenues, and (3) bonded debl payable from property taxes?

Percont of present debt estimated to be retired
by January 1—
City area Ygarlot
ng
1040 | 1045 | 1050 | 1960 | 1070 | B0
rity
1. Total bonded debt:
New York 4,63 14.60 | 10.65 | 44.42 | 67.28 | 100,00
Chica; 8,70 | 21 05 | 28.82 [100.00 {100, 100, 00
5151 18,98 | 31,26 | 44.34 | 47.05 ] 100,00
D .97 110,70 | 20,80 | 63,95 1100. 100.00
L?s 5.80 | 20.70 | 30.83 | 65,12 | 83,28 | 100.00
C 16,98 | 63.07 | 80.11 | 04.48 | 08.59 | 100.00
Bt Loufs.uceoicviicruennnnarinann 12.11 | 48.35 | 74.10 100,00 {100,00 | 100.00
Baltimore... 6.75 | 26 41.44 | 73.12 { 93.38 | 100.00
ton...... 1218 | 38,70 | 66.21 | 74.50 | 85.38 | 100,00
8,71 1 34.87 | 52,23 | 82.50 {100.00 | 100.00
£ .| 6.05]26.34 146,02 75.61 | 05,77 100.00
Mllwaukee.. .| 25,62 | 70.13 | 94. 11 1100.00 {100.00 { 100.00
Buffalo..... corene .| 13.88 | 48.94 | 73.24 | 95.30 (100,00 | 100.00
2, Bonded debt payable from general revenues, including

debt payable from property taxes:
New York.....ceae.. vessasen Sediliierseiienanenen ... 4.91]16.82]321.04 | 50.40 | 73.00 | 100,00
ChICAg0...svrncensnrecnonnan 7.82 | 17.06 | 22.49 [100.00 [100.00 | 100.00
Philadelphia 5.81 {20.03 | 32.88 | 46.73 | 40.75 [ 100.00
Detrolt..... 44 ] 6.86 | 25.60 | 60.10 |100.00 | 100.0%
8,65 120,81 | 89,29 { 85.83 [ 09,72 | 100.00
.00 | 86.47 Bl.g 05.43 | 08.08 | 100.00
.08 | 43,88 | 69, 100, 00 [100.00 1%00
.00 [ 28.06 | 42.10 | 70,74 | 9145 | 100.00
Boston.......c..... eettmcenotesnnssuansansonsnansea] 10.07 | 57,88 | 78.68 { 01.67 | 95.10 | 100.00
PIttsburgh...cocooveinieciiinionanas cesavana cecases] 8 84.24 | 51,30 | 81,91 {10000 | 100,00
8an Franclsco.....oceeesiicacncans vomsnecrscsnraones| 8.85 ] 35,607 58,52 | 85,25 | 97.34 | 100.00
Milwaukee. 26.33 | 71.88 { 05.63 [100.00 [100.00 { 100.00
UMTAlO. oo eansocaanassnsasassonnnnsnseassssancaaaed 14, 78 | 8228 | 78.62 | 07,15 {100.00 | 100,00
dates, For other

. VIt {s assumed that all securities will remaln outstanding until thelr final maturity
specifications, ses table 1.
Bource: Treasury Depattment, Diviston of Tax Research.
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TasLe 4.—Fslimated increage tn annual inlerest cosls on the present bonded debt

(including overlapping debt) of cities having a population of over 500,000, al
selected future datés, assuming that the laxation of fulure tssues of municipal
securities will vesult in a one-fourth of 1 percert increase in inlerest rales !

[Tn thousands of dollars]
Estimated increase bi;x annual interest cost
ci ‘ recnt
area ost cost, ’
’ 9% 1 sot0 | 1015 | 1020 | 1960 | 1070 ol sl
matu-
rity
1. Total honded debt:
Now York....... recnsesssssnssesesnesan veess] 04,288 286 L2 | 2,144,188 0,178
Chlm&o ........ P 102 247 AW LI L1 1,1
Philadelphia......... &0 686 | 11 1,847
Detroft.....eaeas ... 9 102 608 051 951
Los Angeles. 61 219 KT 656 877 , 083
Cloveland 57 1801 285] 336 3851 356
t. Louis. 104 189 214 204 24
Ballimore 31 122 192 3By| 433 164
ston. .. i6 242 3 464 532 623
Plttsburgh. . 14 361 333 383
8an Francisco. 120 219 361 48 477
] Milwaukeo 37 101 144 144 144
¥ Buffalo.....ccoueennn dsemsrestnuraseatannss 3 186 361 370 379
E 2. Bonded debt payable from general revenues:
& New York 203 690 895 | 2,087 | 3,019 4,136
F Ohlca¥o._. 83 182 230 | 1,085 | 1,088 1,
; Philadelph 61 p 364 518 851 1,108
A ~ Detroft...... 3 43 174 409 631 081
Los Apgeles... 27 04 159 272 318 317
] Cloveland......cceeanae . : 50 164 2206 231 &7 201
' 8t. Louls. ... 2,503 22 Il 127 181 181 - 181
& Baltimore. . 24 95| 42| 239] 310 .
. ton..... 3,203 88 109 29 267 207 201
3 Pittshurgh. 31 128 189 302 369 369
. an Franci 16 68 12 164 187 192
. \Milwaukee. 38 131 137 137 137
: Buffalo... ........ . 10 178 325 | 334
& 3. Bonded debt gayable from property taxes:
, Now York.....cooaenee PR weresieeanna.] 22,661 126 431 855 | 1,205 | 1,873 2 560
§7 128 165 32 732 732
44 160 262 37? 397 01
32 124 2011 484 - 484
i 17 60 100 1 19 200
109 157 183 19} 103
* b 89 o4 138 135 "135
- 1 61 02 154 199 218
45 120 176 208 pit] 224
26 106 159 254 310 310
11 47 78 14 I} 193
26 72) 98 100 100 100
[} 1 U srvacane 28 8] u8 183 188 188

1 For specifications sce table 1. * S : o
Bource: Treasury Department, Division of Tax Research. o v Y "”
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TapLe 6.—Estimated increase in annual inlerest cosls on the present bonded debl
}tmludm overlapping debl og cilies having a population of over 500,000, al selected
uture dales; as a percent of 19886 interest cosls, assuming that the taxation of fulure
18sues of municipal securities will resull in a one-fourth of 1 percent increase in

tnlerest rales !
[Money figures In thousands; percents In units of 1 percent)

Estimated increass fn interest costs as a percent of
1934 Intorest costs, by—
City area Interest
cost 1936 Yeat of
1040 | 1045 | 1050 | 1960 | 1070 |fAnal ma.
turlty
1. Total bonded debt:
NOW YOrK. oooueecesoiansaneeeaeaso] $94,2881 0301 0081 1.20] 201 41 , 88
ChiCAgO0.coreeesracosssossccessnesss] 20,261 . 1231 Le7| 578 . 18 5. 78
Philadelphia. ceevceesencccnconenses] 26,239 80| 1L12] L84] 2.6 2.7 00
Dotroft. e covvancnnsaiiiarenceseasss| 29,838 .03 .34 .05 2.04 1 .lx
Angeles........ 13,442 A0 L1761 3.0 2.0! .08 , 4
Cloveland....cvearereccrenrrananans , 868 .78 2,80 n L 44 .64 4.70
Bt LOUS. covvaceeircaniinacnnnanees] 3,600 N/ z.gg 4641 611 11 L1
Balimore......ccoeeeveneavennnns . 7.(7)% .40 1 2.49 4.40 5.62 , 03
mtom............. g.‘” .g} g.&l’ ;?1‘5 273 .8& 14
, 726 . 1.63]| 3288 4.87 5.92 (.?g
3,057 L2l 3.30 4.4 471 4.7 4.71
UABl0. o oeeviaisacronrionancannss 692 . .n 4.88 6.34 0.68 6.66
2. Bonded ‘ebi payable from general
revenue
New YOrK...cvceeenncncnnranncess] 86,833 .56 1.01 2.48 O.ZI -] 11.32
18,004 44 90 1.26 5.61 . 61 3. 61
16, 606 .37 1.84 210 3.12 . 32 . 67
23,083 .01 10 781 LU . 84 , 84
.08 Angel 5,806 .48 1.61 2.7 4.81 5. 36 . 33
Cloveland......cocevucenncaans veves 4,859 1.03 3.38 4.86 5.72 . 91 . 09
. Louls..... secscssnssessanns 2,803 .78 2.82 4.53 8.48 6.46 , 40
Paltimore...... 5,253 .46 1.81 270 4.3% . 90 3, 43
Boston.... 3,203 1.81 8.28 7.18 8.34 3, 65 .00
Pittsburgh. 6,021 .81 2,00 Al 5.02 13 .18
8an Francisco, 2,481 64 2.18 481 6.81 84 74
. 2,883 1,28 3. 4.4 4.78 .75 4.78
Bullalo..veeeneisgesiionenannnnnnnn 4,008 3.87 5.2) 6.62 . 81 6.81
”°"2§.“ debt payable from property
New York...... ..] 23,681 .86 1.90 2.48 8.11 8.7 11.32
Chlos(fo........ s 18.8?2 K!] .08 1.2 8,60 5.60 . 60
Philadelp! ] 11,M6 871 14| 219] 812 8.3 .67
114 S PP wessseean 17,07 .01 .19 .73 L1 2.;3 . 84
ADNReleS.caiiiiiiiiniiiirncncens 8,716 .46 161 2.60 4.0 8. . 38
Cleyeland....... . o 320 102 g 3r| 488 57| &.01 . 08
Bt. . 2,003 .70 .82 4.4 6.45 6.45 ). 48
Baltimore.. .| 843873 441 LBO| 2 4851 5.8 3. 45
Boston..... . ﬁ.ag 1.88 5.25 7.18 2-" 8,68 L 11
Pittsburgh... . vavonns 8, 81 .00 3.4 . 02 6.13 12
- 8&!} Francls00..c.cccocemceacnncsene 1,721 M| 273 4.83] 662 7.85 .73
MiwAuKed.ccoiacrercreccocacennee) 2141 LB 3.4l &64 47 4.1 .73
711 (1 [ PN 2,785 1,01 3.8 £ 662 6.80 ), 80

1 For specifications see table 1.
Bourcs: Treasury Department, Division of Tax Research,
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‘T'aBLB G*Eolimaled per capita inerease fn annual interesl costs on lhe present
bonded debt (mcludmg overla{;ping debt) of cilies having a populalion of over
500,000, at selecled future dales asaummy that the taxalion of fulure fssues of
mumcnpal securilies wlll result ih a one-fourth of 1 percent increase in inlerest

rales !

Estimated per capita ingrease in annual interest costs
y -
Clty area
Year of
1840 145 1050 1960 1970 | final 4.
turity
1. Total bonded dobt:
New Y . $0.04 | $0.13] $0.17 1 ¢€0.38| $0.87 $0.86
.03 W07 .10 34 84 B
W18 2 .35 37 .78
.01 .08 A7 .36 87 N
(1] .16 .28 .81 . .18
.08 2 31 37 . .39
03 .13 19 ] .26 .20
18 .24 .41 N4
.10 .3 A4 .59 63 .70
Pmaburgh . . 2 47 . 56 88
Ban Franclsco....... 120 . 1] .33 .85 70 .3
MI wnukco.. ............ .08 A7 23 U .2 AU
. .32 .48 .62 .65 .68
.03 .10 13 .20 .42 .88
.02 .08 .07 .31 .31 .81
.03 1 .18 .26 .28 .56
. 002 .03 0 .25 .41 41
ADpeles..ocieieeneens . |l o.0 07 02 X 23 <]
Cleveland...ccc.eaeu-. .05 .18 .30 .31 .32
8t. Louls. .03 10 .18 R 2 ¥
haltimore. .03 .12 1 .20 .38 41
Boston.... .07 .3l 20 3 .35 14
Pittsburgh .05 .19 45 84 N
8an anclsco. 02 10 17 2 .29 .20
Mﬂnnllkee ....... . .18 22 2 3 .23
BUMAIO. . . oeneniiameeiiitaiaaeviinaeen N .30 45 .57 87
3. Hon ded deht pa)able from proporty taxes:
New York.. . . .02 .08 .08 .18 .26 .30
02 .04 .08 W2 .21 .21
.02 .08 .13 9 2 40
.02 .07 A7 .20 .20
Los Angeles .0l .04 .07 13 18 W18
Cleveland.. . 12 A7 .20 W2l .2
CLows. oy .02 .07 B .18 .10 .16
Baltimre.... .07 Al g .24 W
BOStON. ..ooveiiiiiiniiieniiiieianns .08 .18 .22 .28 Wi ¥ ]
Plusburg . .16 B .37 .46 48
San Franc! 02 .07 12 A7 .20 20
Milwaukee A2 .18 17 A2 A7
uffalo.... .03 07 .25 31 .32 32
For

¥ 1 .Computed ¢n the basis of populatlon 1n 1933, the year last reporied by the Bureau of the Censua,
other specifications see table 1.
Source: Treasuty Department, 1ivision of Tax Research.
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TasLe 7.—Estimaled property-taz rales required lo finance the increased inlerest
cost on the present bonded debl payable from property laxes (including overlapping
. debl) of cilies having a po ulation of over 500,000, at selecled future dates, on the
" basis of the 1988 asscssed valuafion, assuming that the tazation of fulure issucs
of municipal sccurities will resull in a one-fourth of 1 percent tncrease in tnierest

rales !

‘Tax rate per $1,000 of assessed valuation in dollars

1038 assessed

Clty area valuation 1038 . ‘;‘("“.\;lof

actual 1810 1045 1050 1060 1970 ""}‘!'“'
y

.|$16,650, 207, 794 27.;(4' 0.0076 | 0.0239 0.8:}33 0.0778 | 0.1125 | 0.1541

New York..
Chleago. ... 2,073,070,391 | 95, 21t + 0503 700 | 3529 3520
Philadelphia ,456,332,85 | 20.2¢4 | .0127 0163 0758 1070 | . 1140
Detroit...... 2,4060,023,043 | 27, L0008 |, 0130 0503 1180 1062
Los Angeles......cccaannunn. 1,302,404, 440 | 32,08 | .0125 | .0440 0734 1255 | 1461 .
Cloveland. . . 184, 233, 4 28.01 ] 02791 .0920 1320 | . 1562 1 .
t. Louis 1,047,604.742 | 28.80 | .0153 | .0%3 0887 9 1 1289 L1289
Baltimore , 059, 1] 2 L0077 | L0311 0lce ) 0786 | ,1016 L2
ton. .. 1 830, 407, 3r.74 0200 | .08321 1185} BEIL] 1445
Pittsburgh.... A L670 | 37.14 | 02371 0065 ] 1447 | 2311 2821 . 2821
S?n Franclsco....e.veevunnn. 071,901,210 | 26.7 LON3 | L0I88 ) L0803 1 (1173 ] L1338 1338
Hwaukeo. ooo.ovoniannn... 816,013,105 | 32.27 | .0307 ] .08%0 | 134 1181 | , 1181 . 1181
LT} £ 1 O, 005,407,500 | 33.006 | .0200 | 1015 | 1533 1895 | .1047 A7

! For s;)eqlﬂcatlons, see table 1,
Bource: Treasury Department, Division of Tax Research.

TaBLE 8.— Estimated percenlage increase in 1938 property-lax rales required lo
finance the increased tnlorest cost on the present bonded debi payable from property
laxes (including overlapping debt) of cilies having a population of over 600,000,
at sclecled future dates, on the basis of the 1938 assessed valuation, assuming that
tazation of fulurc {ssucs of municipal securities will resull in a one-fourth of 1
percent tncrease tn inlerest rales !

)
: Percentago increase in 1036 tax rate In units of 1 percent
H City arca Year of
i 1940 1045 1950 1960 1070 | fina] ma-
P turity
JOW YO sveneenemeneemrnenesssaen 0.03 o0 o12| o] o4a 0.57
P I ceesanoos wecsssnsctcass .03 .08 .08 .37 37 W37
’hllmfelphla ............... N %3 a . (l%g %3 57 L4
08-Angeles 04 14 B 30 40 48
Cleveland. 10 g? . 4;? . 23 b 87
.04 TE N :38 7 81
.08 22 .30 .35
.08 +26 .30 .62 76 .76
04 .18 .80 44
10 .26 .35 .87 37 3
.09 30 45 .80 .87 87

! For specifications see table 1,
Source: Treasury Department, Division of Tax Research.

Exhibit E is the rest of the photostatic 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

ayable from utilities and special assessments; second, debt payable
rom general revenues; and, third, debt (Fuyable 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 ove\‘lt:PEing debt, with cumulative maturities and the amounts
that would be retired by January 1, 1940, 1045, 1950, 1960, and 1970,
and tho year of final maturity, whatever that year would he.

Curiously, New York has some 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 shows the percent of the present debt to be retired by each
of these cities over the rom‘s. For example, in New 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 interost costs on
the basis of one-quarter of 1 percent, in each of the years.

Table 5 shows the percent of incroase in interest cost for each of the
years,

Table 6 shows the estimated per-capita incrense in interest costs.

The CuairmaN. 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. Brovan. The annual Per capita cost.

The CramrMaN. Just amplify that a little. On table 6, take the
first in Now York; state just what that means.

Mr. Brovan. The total honded debt of New York City.

The CHAIRMAN. You are talking about the interest cost?

Mr. Brouan. The interost cost on that total bonded debt of New
York would be increased by 1940 by 4 cents per capita; by 1045, the
annual increased cost would be 13 cents per capita, assuming there
is a differential in tax exemption. By 1060, the annual rate would
be increased by 17 cents per capita.

The CuamrMaN. You need not go any further.

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. Brouan. Yes, sir.

Senator AusTin: And not the cost?

Mr. Brouax. 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

resent bonded debt payable from property taxes. For instance, in

ew 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
instend of 27.14.

The CuatrmaN. It looks very small, but it looks large per capita.

Mr. Brougn, When you consider that the total cost of the govern-
ment in the United States is running around $100 per capita, that is
vefly small. . .

' te;xble 8 shows the estimated percentage increase in property tax
T . f . : NI . RN

122250—30—pt, 8—8 '
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These cost figures have a direct bearing on the claim that it will be
impossible for States and localities to refind thelr outstanding securi-
ties to advantage. ‘

The groatest 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 few and, for the most part, unim-
{)ortant cases, cities in default desire to take advantage of oppor-

unities 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 ““f’ event, the elimination of tax exemption should not make
profitable refunding impossible or markedly loss advantageous. The
average or compostte coupon rate on municipal bonds issued in 1929,
for instance, was 4.72 percent. )

The CuairmMan. What was the approximate difference between the
total outstanding issues in 1020 and 1936?

Mr. Brouan. In 1029, the cities and - the localities had intarest-
bearing debts of $16,760,000,000, according to the Treasury report,
and in 1936, they had $19,170,000,000.

Senator Byrp. What is the figure with respect to the Federal
Government?

Mr. Brouan. 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 outstsmdin'f $16,639,000,000, and
in 1038, at the same time, $36,679,000,000. These figures are taken
from exhibit ¥, which is inserted at the end of my testimony.

Senator BYrp. I ask for this information for another matter, but
has the Trensmg Department got available all of the bonds and
seourities issued Yy these Federal corporations?

Mr. BrouaH, You mean, have we a statement on that?

Senator Byrp. Yes.

Mr. Brovan. 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 printed copg. .

oes that contain the information you desire?

Senator ByrRp. What is the total? .

Mr, Brougn. 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 Byrp. Of course, that must be regarded as much a debt as
the direct obligation of the Government, for it is wholly guaranteed
by the Federal Government. . :

Mr. Brovan. Most of these are guaranteed obli%atnons.

Senator Brp. As a matter of fact, in reaching the total indebted-
ness, they should be regarded as obligations of the Government,

Mrl;i ](Bix.oucn. 1 do not feel competent to state what they should be
regarded as,

he CrairMAN. They are contingent liabilities. )
. Senator Byrp. I am not sure these are highly contingent liabili-
ties. These corporations have no stock except what the Government
owns,
The CuairMaN, Take, for instance, the Home Owners' Loan Cor-
poration. Of course, I think there is going to be a-loss, which we
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may have to pnr Of course, a great many mi;ﬁht dofault, but still
the obligations of the Government by no means will be $2.006,000 000.

Sonator Byn, I fully recognize that, but as obligations of the
Government, it has guaranteed dpayment on it, and assuming that
those recoverable items were paid into the Home Owners’ Loan Cor-
poration, it might be that a great part will not be paid until the
greater part of the Homoe Owners’ Loan securities mature.

The Cnamman. It does not seem to me to be quite fair to assume
that they are in the samo 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 the 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 1
am on your note for $5,000, I expect you to pay it.

Senator Byrp. I agree, of course, that as such sums as are recover-
able, they should be ref;arded as an asset, but the point T make is
that it is still an obggnt on of the Federal Government.

The CHaIlRMAN. Yes; it is a contingent obligation.

Senator Byrp. 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. Mureny. The contingent liability is included in the statement
a8 soon as we are able to complete the data.

Senator Byrp. You say that is included? .

, Mr. Mureny, 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 CratrMan. That is iseued about four times a year.

Mr. Mureny, The final :t-tement of the public debt is issued
monthl'y, 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 indivf(jual items,
it was several months in arrears, but normally we try to issue it not
more than about 3 months in arrears.

Senator TownseENDp, When was the last one issued?

Mr. Mureny. I believe the last one covered November 30, but I
would have to check. .

Mr. Brovan. The average or composite coupon rate on municipal
bonde issued in 1036 was 3.00 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
ocarried on so cheaply if securities are taxable. This is freely admitted,

though 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 exemptfon 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

. 9asf1 where it can bo brought out into the open and seen than to have
it made a hidden form through tax exemption.
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The second renson is that the local publie, 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 existonce of reduced rates of interest due to the tax-
exemption subsidy. To bring a more accurate choice by the public
between governmental and private s ending 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 of 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 probablo increases in interest costs will be less than
those suggested bg witnesses opposed to this proposal;

(6) That the offects of these incroased interest costs will be folt
only gradually, as the present debt is replaced by taxable issues;

(%') That only a fraction of these increased costs will fall on general
proyergy; and finally, . ) .

.(7) That the subsidy provided by tax exemption to such public

rojects as housing has undesirable aspects and its elimination there-
ore is not as great a public loss as is generally alloged.

These conclusions are based, in part, on the Treasury estimates of
intorest 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 suiject.

I apologize for taking up so much of your time.

. The CairMAN. It is perfectly all right.

‘(Exhibit F above referred to i3 as follows:)
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Exwmsir F. Tax-Expupr SEcuRITIES

Tanre 1.—Eslimated amount of securities outslanding, inferest on whfch 18 wholly
or partially exempl from the Federal income tax, June 80, 1958

(In mfilions of dollars)

Wholly | Partial}
Totalt exomp{ exemp{

A. U, 8. Qovernment, Federal agencles and lmtmmentalluea.
1. In teresl- ring securities outstanding:

o 8, (OVernment.....coevevevcersecarnnnsacansacacnss| 86,870 | 18,402 2,087

8 Fodoral ogencles acd fusirursentall 7,080 [ 2181 3 838

188 ncncancnrarenss

Total....eereerarens . 44,568 18, 643 28,028
2. Interest-bearing securities held by:
? u. 8. o\emment. l-odml trust funds and agencles....| 6,465 3,021 3,844
Fodoral Reserve bANKS.,c..voirecerennoscoconsavearcnsf 2,684 1,820 744
¢) State and lmlslnklngf NAS. . veerarsonssosconcassancce [ R,
d) State and local trust and investment funds. ... .2000000 1210......... . 1321
Total . weee] 9,208 8,441 3,857
3. Net outstanding fnterest-bearing securltles....oveeacevevaceeess] 35200] 10,202 25,008
B Bmo and local governments:
1. Interest-bearing securities outstanding.....cecveececerecenseness] 19,170 10,170 [oovencnnae
2, Intorest. bearlng socurities held by:
U.8 oment, Fedeml lrust funds and agencles.... 838 ..
gi Slnteand f;cal slnl’r samisazsumsmasessrareaneas 1,501 1,801 {...... PO
State and local trust and lnvmment fands. 222000000 s2ises | szass fiiliiill -
Total.eeveavirnenreen ves . 4,432 4,432 |ouerenne
8. Net outstanding Interest-bearing securlties.co.eeeeceerennanea] 14,738 ] 14,738 {........ .
o. 'l‘errltorlu and fnsular possessions ’ .
1, Interest-bearing secur tlasou}sundlnv 16 146 Jeeereensas
2. Interest-heating secu
(a) ’l‘enuorlalandlmularslnklnglunda.................... 23 28 {eccnennans
3, Net outstanding Interest-beating socuritles.....eeeeeevecannsens 12 123 |iveeennene
D. Recapitulation:
?lntemtcbearlnzmmesoul.sundlnz.......................... 63,884 | 34,05 23,025
2 lnu t-bearing securities held by: .
U memmenbc, Fodml trust tunda and agenclos....| 7,003 4,180 2,844
b Fedeml R ke ?. gglo {'%‘l’ 1503
tate and local rustandlnmtmentlunds.'..::..:::: 12,603 | 12,303 1310
e) Tercltorlal and insular sinking funds...cceceneasanienes b<] < I,
Total . 18,753 0,800 3,857

8, Net outstanding lnterest-bearing securities....ccocmuuueananaaae] 60,181 ] 28,003 25,008

1 vTataloutstanding lasues"oftnx@xemptucuﬂlluoﬂhouvml borrowersdiffersfrom the pross Indebt
ess of these bono\r in that It excludes noninterest-bearing and taxable interest-bearing debt.
oumandlng Issu lﬂm rom net Indebtedness In that it excludes from “total oulslandlng quu"t 1Xe
:xomptaecurlues old \emments overnmental agencies, Federal Reserve s, and public sinking,
rust and nmtmontm whlonet o texoludes{’rom gross del nhetota!volumeo sinking fund assets,
nﬁ;nﬂm of thelr chmcter. ut l[mom ali other publ
'ax-exempt securities are segregated into 2 H“L choso tlally exempt and thwowhollyomm‘
Thalormersmuemp%,h?m the normal tesan uer rom lht enormal audlhesumx mcﬁ:m

Federal Incomo tax. States savings bonds and ury
gem tsoeurl}les. Howevet, It Is Lo be noted tha b mtu or pmvlslon. Intma(idetlvod rom the firy

& ‘ 0%10 l;ggc pal aniount of these securities own y any single holder is exempt from the surtax as wi
h? tlmatx of the volume ol m-oxem tmumlu outaumdlng on June 80, 1938, {s based in part o
uestionnaire survey of State, tﬂ}l orial, and insular debt and specifisd funds, conduclod by l
ury opattmout in eoopmt!on withthe Degmment ofthe In lor Division of Territories and Islan
Possessions, and the War Department Bureau of Affairs, and in part on the record of new security
1ssues publl'shed by the Commerelal and Financial Chronle
’l‘he estlmnle of the volume of tax-oxompt socurmes outstanding In eamer years, shown in table 86, was
n the Bureau of the Cénsus

estionnalre surve: conduct byt o'l‘wu e
dooennlal g‘naum aumczgf& y ! Gorer urr p?l"annua?nnnan Statistics o] &am%?

Flnamlal&amlmolcum.uwelul Us(leuolnewmurlt¥ g 68 an aecmlt uwmen
in the d Buyer and the Safe aml &n Io(.ummwml and Financlal Chronl,
§ Excludes such tax-exempt sscurf teusma bohol by the s bmu\ tion fund.

$In the absen ol Natl n-wld trus md nyestment l n 1038, 1t was assumed that the tex.
empt securlt, ",f’ percent t fiscal year. Thisassumption war
on pre- lren for Slam and cmu and on available frumentary data for 1938.



TaBLE 2.—Estimated amount securities ing, inlerest on which i 7 the Federal i June 30,
oj.' o%gwms&by:;aof"b:rwym;mmﬁm ncome taz, June

iIn millions of dollars)
A. TOTAL OUTSTANDING ISSUES
Grand total TU. 8. Government 3 Federal Farm Loan System F Recon- °°":“’°°‘§°“‘“ 31:?“0.
mum‘xl struction| ity ational States,
lliaoan Finance Mortgage| insular | coanties,
June 30— Wholly Systems| Corpo- | Corpora-| Aasocis- posses- [cities, etc.
and par- | Wholly Partially Total | Wholly | Partially Total | Wholly | Partially ¢ ration tion (par-| tion (par-| sions (wholly
exempt | exempt exempt | exempt exempt 3 | excmpt ¢ mﬁlﬂp‘)s (partially] tially ex- tially | (wholly exempt)
exempt - SXSPY) | exempt) | empt) exempt) | exempt)
5,531 5,531 . 966 068
5,954 5,954 968 968
6,427 6,427 f.. .. —aual 920 970
6,887 6,887 | 972 972
9, 049 9,040 2,713 2,713
18,786 9, 187 9, 599 1L 486 2,387 9, 509 111
32,507 22,439 25, 234 2796 22,439 274
. 32,257 1,308 | 20,949| 21061 31121 20,949 401
32,724 1,922 20, 23,737 2935 | 20,803 450
33,411 9941 20,4171 271 2204 | 20417 730
33,788 14,074 19,714 22,008 2,204 19,714 1,082
33,978 15,290 18,688 20,982 2,204 18,688 L 231
34, 681 16,645 18,36 20, 211 2,175 18,036
3,856 17,638 17,220 19,384 164 17,220 1,659
34,933 8161 16,087 18,251 2 164 16,087 1,789
35,044 19,892 152 17,318 2,168 15,152 1,868
35,428 20,957 14,471 16,639 2,168 14,471 1,867
35,943 23,785 158 | 15922 3,764 12,158 L8711
37,628 25.750 11,876 16, 519 4,643 11,878 1885
40,782 28,316 12,466 19, 162 7,046 12,1168 1,780
45, 109 31,499 13,610 22,158 10, 133 05 L. 694
52,188 | 33,358 84| 26480 ) 12194 14,286 2,499
56, 539 35, 080 21,859 2,640 13, 585 14,081 3,625
G171 3BMU7| 2M2:32| 3276 15272 17,484 3,740
G5, 648 386,591 29,057 35,803 15,085 20,738 a5n
881 34, 28,925 36,579 13492 23,087 3,561
-
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-B HELD BY UNITED STATES GOVERNMENT, FEDERAL TRUST PUNDS AND AGENCIES ¢

Grand total U. 8. Government Federal Farm Loan System
Fedenl | oo te ﬁ;mc A States, -
ome Fi r
DADCY counties, .
June 30— Wholly Svsuen, | Corpore- | -orpora- |G o
nmr- Wholg thrl’!‘y Total Wbo!g erﬁsgty Total Wholg Puuall:y (partially, tion (partialy, (wbony) .."
exempt : CmPY) | exempt) | L@PL) =
o’
1013, P
1914, 1 1 1 i 2
1015, 1 8 D 1 1 .
1916 2 -4 2 2 _— o
1917, 2 2o 2 2 o
1918 110 61 53 n 49 5 57 =
1919 26 142 144 148 5 144 137 137 =
1920 F7ed 173 200 207 7 200 168 166 =
1921 532 101 241 9 8 1 183 183 . 9
1922 561 147 414 22 8 44 139 139 z
1633 514 111 3 412 9 403 102 102 =
1924 480 13 378 386 10 378 103 103 =
1925 638 132 506 516 10 508 122 %
1926 7 141 616 ] 10 616 131 131 -
1927, 832 114 718 7 10 104 104 P
1928 925 ns|. sio 821 11 810 104 104 =
1929 980 116 873 884 11 873 105 105 =
1930, 1079 R 743 72 24 748 106 106 1
1631 M2 268 178 < 259 176 106 106 1
1932_ 1,027 3% 641 570 0 291 106 108 350 | 1
1533 2,368 51 1,837 est 30 252 108 106 oo o0 1388 28
1934 5115 1,051 4,084 1,254 581 4“4 a7 3,255 153
1935, 6,884 2,046] 4838 1,586 2 8u 1126 198 m 3,635 s
1936, 76321 20| 559 1,876 752 1, 1116 99 197 1831 4,030 <2
1837 8,53 303 559 3180 1,671 1,500 1,013 8§35 18 217| 3,605 528
1938, 7008 | 4,159 28| 4408 ke 1,632 990 87 13 204 864 1 8
3 See footnote 1 on p. 543.
: hasis of dally statements (revised), see p. 351.
_bank
]
3
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TasLe 2.—Estimated amount of securities outstanding, interest hick i partially ezempt from the Federal income taz, June 30,
i 1913 to 1938, by types of uﬁmﬁm&’ we
[in millions of dolars)

C. HELD BY FEDERAL RESERVE BANKS

U. 8. Government “ U. 8. Government ) U. 8. Government
June 30— June 30— i June 30—
Wholly | Partially Whell Parthally Whally { Pertially
Total exempt | exampt Total exempt | exempt Total exempt | exempt
1013, 1922 855 17 538 |} 1931, - 668 451 pard
1914 1923 102 12 90 |} 1932, 1,784 1,422 382
1915 8 8 192¢ 431 -8 25 11938 e ] 198 1,582 416
1916 57 57 1925, 353 3 350 ——meneenne! 2,432 L9990 442
1017 .3 [ 1926, 385 3 382 )| 1935, — 2,433 2,19 20
1018, 255 88 197 H 1927 ¢ e | 370 3 367 1 1938 e 2,430 2,115 3is
1919 292 25 267 |1 1928. ] 35 3 B2 1937 e ] 2,528 1,794 =2
1920, 341 P 36020 . y 216 3 213 2,564 1,820 744
1971 25 2 237 i 1930, 591 301 290
D. HELD IN SINKING FUNDS AND TRUST AND INVESTMENT FUNDS OF STATES, LOCALITIES, TERRITORIES, AND INSULAR POSSESSIONS

() Hxip ¥ SIXEING Fuxps

‘Territo- Territo- Territo-
U.S. | States, | jemito U.8. | States, | Terito U.S. | States, | TeTTito;
cities, | iosular citfes, ' | insulsr ment | cities, | ioSulsr
June 30— Total .| Cete posses- June 30— Total ( . ete. posses- June 30— Total s ete. posses-
ex- | (whaly |  slous Wex. | (whoily | ,Sioos (R (wholly | Stous
empt) | exsmpt) | (Wholly ez:pt) emmpg {wholly empt) | exempt) | €
exempt) exempt) exsmpt)
1013 621 820 11 1922, 1,329 1,328 1|} 1931, 2,155 2,141 14
1914, 670 669 11 1928 1,508 1,506 20102, ] L472 50 1,399 =
1915, 38 35 141 192¢ 1,634 627 T 1983 ] L4902 51 1,417 24
1916, 794 m 11 1925 1,762 1,783 14 ] 1513 52 L436 b~
1917, 861 860 1 }} 1926 1,904 889 15 [ 1935 o] I1.534 54 1454 28
1918 950 M9 1011927 2.037 2,020 1711836 | 1.554 85 1,473 28
1019, 1,053 1,052 1] 1928 2,151 2.139 12 137} L1578 61 1491 28
1920 1081 1,080 1|l 1929 2.296 2281 15 [ 1838 | 1,583 89 1,501 =
1921 1,004 Lo%w 4 | 1930, 241 2,418 3

I
l
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(B) HEtp I¢ TRUST AND INVESTMENT FUNDS
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Senator Byrp. 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 comimrable to that?

Mr. Broven, Yes, sir, I think you will find it in the ori?nnl hear-
ing, on page 10; the hearing on the taxation of governmental securitics
and salaries, the print. And 1 think I have summarized those figures

in the statement that I read here.
Senator Townsenp, Can you state the difference?
Mr. Brouvan, I would rather leave that to Mr. O’'Donnell, who is

the person that makes the Federal estimates.

It is out of my field.
Has the Committee any other questions to ask?

The Crairman, I have none,

Senator Byrp, It is a very interesting statement,

The CuairyMan., We will now hear from Mr. Murphy.

(The followingrlotter and memorandum from Mr. Hanes, Under

Secretary of the Treasury, was submitted:)
TREASURY DEPARTMENT,
Washington, February 20, 1959,
Hon, Prentiss M. Brown,
Chairman, Special Commillee of the Senate on Tazation of Governmental
Securities and Salaries, )
Uniled Slales Senate, Washinglon, D. C, )

My Dear S8enaror: In accordance with your request on the occasion of my
appearance before the Sl)ccinl Committee of the Senate on Taxation of Govern-
mental Scouritics and Salaries, I take vleasure in transmitting, herewith a memo-
randum on, “Tho probablo cffects of discontinuing the issuance of tax-exempt
seourities on tho refunding operations of State and local governments, with some

oonsideration of possiblo relief provisions.”

Sincerely yours, Jous W. Haes
. HaNES,

Under Secretary of the Treasury.
FeBRUARY 20, 1030,

MpMORANDUM ON THE PROBABLE EFFEcTs oF DISCONTINUING THE IssUANCE oF
TAX-EXEMPT SECURITIES ON THE REFUNDING OPERATIONS OF STATE AND
LooAarL GovernmenTs, Wirn SoME CONSIDERATION OF PossiBLE RELIEY

PRrovisioNs
BUMMARY

1. Bonds issued for the fmurpose of refunding outstanding obligations Fenorally
comprise a small proportion of total State and local seourity flotations. In
recont years the volume of refunding issues has been abnormally high because
(a) the low rates provailing in the money markets made profitable the refunding
of callable bonds at lower rates than originally issued, (b) some municipalitiea in
finanelal distress went through financia! rcorganization which involved refundin
operations, and (¢) some governments hav nﬁ made inadequate sinking fun
frovisions, were unable to meet the maturing principal repayments and postponed

he burden of retirement by refunding operations,

2. Insofar as the taxation of interest derived from future issues of publio
securities will result in fnoreased 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 tho refunding of callable bonds the volume is likely to be
small because only a small fraction of State and local bonds carry the “eall”
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.

() With regard to the refunding operations of munioipalities in financial dis-
tress, it Is noted (i) that the Reconstruotion Finance Corporation’s refunding of
the fndebtedness 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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(l? that the volume of Stato and local debt involved In default of interest or
rincipal has at no time durluF the recent depression been large and has already
Been correoted to a substantial degree,

(¢) With respeot to refunding o?oratlons resulting from defiolts of sinking funda,
it 18 noted that the volume of such refunding will probably he small in the future
because of the steady swing away from “term” to “serlal” bonds, and because of
more stringent regulation of sinking-fund praotices.

8. While the adverse effcet of the proposed loglslatlon on State and local refund.
ing ol’)‘erations would not be as wide or as serious as has been malutained, some
hardship would doubtless ariso. Accordingly, it ma}r be nacosamﬁ' to exempt
certain types of refunding fssues from the proposed legislation, owever, the
oxemption of all refunding issucs would be ill advised because fa) bona fide refund-
ing issues cannot be readily defined, (b) such exemption would have the effect of
stimulating and encouraging undesirable fiscal practices, and (¢) tho continued
jssuanco of tax-exempt sccurities, even by a limited number of political units,
would unnecessarily postpone the effectivencss of the proposed legislation.

4, Nonetheless, relief may be accorded In some instances. Among these, the
following aro deemed worthy of consideration:

(a) Interest paid on refunding bonds fssued in exchange for bonds now out-
standing might be placed In the same category as interest on securitids lssued |])rlor
to tho enactment of the {)roposed legislation, However, the exemption should in
no event extend beyond the time when the {ssues which are replaced would other-
wlsg have matured.

(b) Exemption from the proposed legislation might be accorded to the intorest
on bonds which are offered in oxchange for, or thoe proceeds of which are used to
retire, notes or certificates of Indebtedness that were issued prior to tho enactment
of the proposed legislation, In anticipation of floating permanent bonds and matur-
ing not more than 2 years from the dato of Issuance. However, such tax exomp-
tion should in no ovent extend beyond the maximum poriod for which State and
municipal securities may be issued under State constitutional and statutory pro-
visions in effect at the time of pnsszgo of the proposed legislation.

(¢) ExomPtlon might be accorded bonds fssued by jurisdictions under a plan
of composition for their indebtedness approved by Federal bankruptoy court in a
proceeding under title IX of tho Bankruptoy Act, pursuant to a petition filed in
such court prior to the enactment of the proposed legislation, However, such
tax exemption should in no event extend beyond the maximum period for which
State and municipal scourities ma{ be issued undor State constitutional and
statutory provisions in effect at the thne of passage of the proposed leglslation.

DISCUSSION

Soveral of the witnesses appearing before the Special Committeo of the Scnate
on Taxation of Governmontal 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.t It is the purpose of this
memorandum to examine the probable effects of discontinuing the issue of tax-
exempt seourities on refunding operations and to indicate some relief provisions

that may be provided to alloviate hardships.
1. THE VOLUME OF REFUNDING

Bonds issued for the i)urposo 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 fssucs began in 1934,
In the gear immediately receding. the annual volume amounted to only
$37,000,000. Thereafter it increased to $1386,000, in 1934, $365,000,000 in
1936 and reached a peak of $382,000,000 in 1036, ' In that year refunding issues
represented 84 percent of all now issues. Since 1936, however, refunding opera-
1 X , y ) ,
mminc‘" H. Chatters, executive director of the hlunlﬂggnﬁ:mt%qﬁﬁ &?&’:‘&5‘3& fmﬁ

tax exemption featuge of ful es of bonds {8 d
oF unpro ;&b.o for the public bodles s Irl;‘melaun and least able to make satisfactory re!gn%
T, W debts whiel

n, nge-
ments,” . Chatters goes on to say, "'The drainage, leyee, and {rrigation district tﬁmcgm
struotion Finance Corparation has facisted {n sealing and rehnsnelag wotld be directly concerned . This

funding I8 d od baow. but ff“ma‘y be here note5 tﬁglk &e. taut:tua 3 llrmam.: l;?t':g:

refun, )

ﬁ‘o?mtle intere: Elo the Reconstruction Finance Corporation. Mr. C. Ferguson, Chal
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tax-immune refunding bonds, the ordorfy completion of our refunding program could boserlmvx’y disturbed,

it not upset.”
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tions have been declining in importance, amounting in 1037 and 1038 to only
one-half and one-third of the 1936 total, respeotively.

Prior to the thitties, the annual volume of refunding issues never amounted to
as muoh’ &s $50,000,000, Durinq the Arat two decados of the century the average
annual volumo approximated $17,000,000 and durlnq the next 10-year period,
$20,000,000. Summary totals are presented in table 1.  Corresponding data for
each of the years from 1001 to date will bo found {n exhibit A,

Tasre 1.—Slate and local bond issues

Refunding issues

Years Total fssues
Percont of

Amount total fssues

, 288, 774, 000 168, 070, 000 1.45
‘1%938."000 ’1%:2".000 %68
.| 13,379, 786, 000 201, 450, 000 18
7,003, 476,000 | 1,389, 484,000 17,88

1 Data for 1938 preliminary,
Source: The Commerclal 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 meet the prineipal

ayments coming due. Refunding operations enabled such units to post&ono at
east some part of the burden of retirements. A second contributing factor con-
sisted of the low rates prevailing in the money markets. Between 1928 and 1936
the average coupon rate on municipal bond issues declined 1.8 points, This made
profitable the refunding of callable bonds originally issued at substantially higher
rates, Finally, some municipalitics defaulted on either or both of interest and
rrinoipal of their indebtedness. This led to financial reorﬁanlzation and generally
nvolved refunding operations at lower coupon rates and with extended maturities,

2. COMPOSITION OF REFUNDING BONDS

State and local rofundlnﬁ issues consist of three genecral categories. They in-
clude bonds issued with callable features which are called prior to maturity, gen-
erally to take advantago of lower fnterest rates than those prevailing at the time
of original fssuance. The second group of refunding oporations result from finan-
olal reorganization and are'usually promgted by default of either or both of interest
and principal. The third %rou , probably of little importance quantitatively, in-
olude those instances in which term bonds reach maturity but sinking-fund assets
available for the repayment of the principal are inadequate, either because such
agsets were never (l)rovlded 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”; thex carry a fixed maturity date and cannot be paid off grior to that
date. Those, on the other hand, which can be called for ‘m ment at the optlon of
the debtor in advance of the maturity date—the so-called callal:le, optional, or
redecmable bonds—are relatively unimportant and probably account for less than
10 ;’»lorcont 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 analysis of the Municipal Finance Officers’
Assooclation summatizes the investors’ objections to callable honds 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 Inade(luate and the investors must guard against the risk of
losing 6 months’ intorest; the bondholder may undergo added expcnse when his
bond is ¢alled and may further lose b havln? to reinvest in a lower interest rate
market; the call price puts a fairly definite limit on the market Prlce; and the
optional feature may jeopardize the holder's tax-exempt status.”

# Munleipal Finance Officers* Assoclation, The Call Feature In Municipal Bonds, 1938, p. 80.
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The relative importance of callable issucs in State and Jocal flotations during
the porlod from 1920 to 1036 is indicated by exhibit B. During this 17-year

eriod, when States and munlci?ulltles sold In excess of 100,000 issues aggregating
gm,m 835,400, bonds contain u% the optional feature accounted for only one-
twontieth of tho total number of issues and of the total amounts borrowed. In
addition to the scourities originally issued with call features, a number of muniel-
alities which In recont years have undergone reorganization, have taken advan-
ngo of such reorganization to add the call featuro {o their outstanding obligations.
In this manner the total supply of callablo bonds was augmented. Some of the
securitios called in recent years were of this type. Called bonds accounted for a
substantial ’)roportlon of the fotal volume of recent State and local refunding.
This is readily apparent from table 2. In 1930, the year when total refundings
reached a peak, bonds called for redemption accounted for one-half and during
the preceding vear for more than two-thirds of the total refunding.

TanLe 2.—Comparison of Stale and}:gg;iggpal bonds called with bonds refunded,

Bonds called | by rafunded

for redemption
$16, 803,000 37, 050,000
53, 170, 000 %%%
172, 707, 000 371, 923, 000

Bource: Munleipal Finance Officers’ Assoclatlon, The Call Feature in Municipal Bonds, p. 112,

(b) Fiscal reorgonizalion.—It has praviously heen noted that some of the
abnormally large volume of recent refunding resulted from financial readjust-
meonts in those casvs In which cither or both of interest and principal on 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 other cases, however, the issues
were not callable and were refunded with thoe consent of the bondholders, fre-
guently carrying lower coupon rates or providing for postponed maturities

pecific data on the quantitative importance of refunding of this character are
not available. Since the units involved, however, were, with a few notable
oxceptions, small borrowers, the sum could not have been very large. Data on the
{epor'fle&trglmbor of units in default on several recent dates are presented
n ex ,

The fact that the ag‘;regate number of units reported to be in default has
remained relatively stable should not be interpreted to mean that financlal
difficultics have not been cleared up in a large part of the cases. The list of State
and munieipal defaults has been in process of compilation over a period of several
years, but in the carly years coverage was incomplete. _ In consequence a number
of the defaults whioh existed as early as 1038 or 1035 were not discovered and
tabulated until 1938, erthig on the 1937 trend of municipal debts and defaults
for the 1938 thloipal Year Book ({:. 519), Carl H. Chatters and Elton D. Wool-
pert observed that “‘the decrease in the total number of defaults is an encouraging
report on the health of municipal oredit.”

One category of units involved in the type of refunding here discussed consists
of those agricultural public districts Sirrigation, reolamation, levee and drainage
districts) to whom Federal refunding loans were authorized by the Federal Farm
Loan Act of 19038, These loans are granted by the Reconstruction Finance
Corporation and usually consist of refundin outstandln¥ fssues for slightly less
than 50 léercont of their face value. As of December 31, 1038, Reconstruotion
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 greatost
loaning was from July 1, 1953. to Junec 30, 1036. Since that period requests for
assistance deolined and now only 12 appflcaﬁons aro on file for arproximately

,000,000 of loans, The Reconstruction Finance Corporation has also refinanced
sou:ei gen:iall school districts. Aectivity in this fleld, however, has been very
restrioted.

(¢) Sinking-fund defttits.—In a more limited number of cases refunding was
necessitated by the faet that when term bonds matured, funds avallable in the

- sinking funds were inadequate for the re{))aayment of principal. In some instances
where the term for which bonds may be issued is limited by legal provisions,
. governmental units have systematically resorted to the practice of providing

A e mems s s e
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inadequate sinking funds and refunding a part of the issues when they became due.
Others divorted their sinking fund assets to other uses. However, information on
the quantitative importance of refunding of this charaoter is not available.

1. PROBABLE EFFECTS OF PROPOSED LEGISLATION ON REFUNDING OPERATIONS

It I8 readily apparent that, insofar as the taxation of interest derived from
future issues of ‘pu lio securities will result in increased intorest rates, refunding
operations will become less attractive. The degree to which such increases in
the oost of borrowing may follow the enactment of the proposed legislation has
been discussed clsewhere. It bears repetition, howover, that the volume of refund-
h;ig is generally small and constitutes but a small fraction of State and local security
offerings. It hag already declined to one-third of the 1936 volume and scems
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. T’he ealling
of optional bonds will remain attractive as long as the present low level of interest
rates continues to prevail. Althou%h no data are available regarding the honds
which were called for redemption in 1038, the volume was obviously less than that
in 1938, 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 wil, of nccessity, be limited by the total volume of honds 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 ng
at the beginning of the present period of low interest rates, when the su{)ply 0
callable bonds was substantial as the result of the accumulations of scveral years.
Thus, the volume of refunding of this character, which could be expected to be
effeoted by the proPosed legislation, can in no event be large.

Moreover, the elimination of tax exemption should not markedly decrease the
opportunity for é)roﬂtable refunding with prevalling interest rates. The coupon
rates on recent State and local issues are lower than they have been at any time
for more than 20 ycvars.  The average coupon rate on munlclé)al bonds issued in
1021 was 5.4 percent. It declined to 4.7 percent by 1924 and to 3.1 percent by
1036, The average coupon rate on 1937 issues was approxlmaw'g 3.3 porcent.
Thus, municipal bonds which were Issued in 1921 and become callable from 18 to
20 years after their issuance, will have the henefit of a decline in average coupon
rates of approximately 2 percent (if Prescnt 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 | ggrcent lower than
thosa prevailing at the time first issued. These declines in intorest 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 the tax-exemption
feature on future issues of Government securities.

Some indication of the interest aavlnﬁ resulting from refunding of callable
bonda under prevailing money market conditions can be obtained from an analysis
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 {;roﬂtable refunding operations in the majority of
instances. This is also apparent from the average coupon rates on State and loeal

bond issues contained in exhibit D,

TABLE 3.—Frequency distribution o,
Talled o &%

differences in inlerest rales belween bonds
nd new refun

ng 188ues: 1984-86, inclusive

Number of Number of
reported reporled
instances . ) instances
Difference in coupon rates: ' Differences in coupon rates—Con,
Dt00.26. e ahla 4 20180226, .
0.26t00.50. ... ... ...__. 7 226 t02.50 .. . .. ... ... 6
0810075 ... 8 261 t02.75. . .. ....i.. 3
076t0 1,00 _____......... 8], 276t0800.... ... .. ... 4
101 t0 1.26. ... ... 10 301t0825 ... ... ... 2
1.26t0 1,60 ... . ......o... 170 - 826t083.50. .. oco.o.. 1
1.61to 1,76 .. ..o ..., 8 . —
1760200 .o aeal 15 Total fasues. ..o ouou-. 09

Bource: Municipal Finance Officers’ Assoclation, The Call Feature in Municipal Bonds, p, 07,
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With regard to the effect of the proposed legislation on the refunding operations
of municipalities in financial distress, several observations should be made. With
respect to the worst cases of financial embarrassment—thoso of the agricultural
districts—the refunding is conduoted by the Reconstruction Finance Corporation,
which has thus far not offered its holdings for public sale and to whom the tax-
oxempt featuro 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. Intercst rates continue to be very low and such moderate increases as may
result from the elimination of the tax oxemption would still leave those interest
rates at comparativel?' low levels. More important, however, is the fact that the
worst cases of financial difficulty have already been cleared up. The instances
that remain are minor units with small volume of indebtedness. Writing on this
subject more than 2 years ago, the editor of the Bond Buyui, who compiles the
available information on the extent of munfeipal defaults in the United States,
‘observed that “so far as the larger citics, counties, and school districts of the coun-
try are concerned the default era is practically over.” * During the intervening
2 years conditions have continued to improve. Elsewhere in the same article, he
observes that “with very few exceptions it is the small municipalities havlnf a
comparatively insignificant aglgregaw of outstanding debt that are still behind
with debt service pafments. he reader should also keep fn mind that a muniei-
pality listed as in default may have merely fallen behind to the extent of one-half
year's intorest or a portion of its maturing debt prlnclpnl." .

Refunding operations resulting from deficits of sinking funds are belioved to be
unimportant. Aside from “ralds” upon sinking funds during the depression,
the deficits ocourred several years ago and in not a few instances have been cor-
rected, Many sinking funds now are subject to adequate State supervision or
charter regulation, or ?udlcial injunetion in event of inadequate tax levies. Per.
haps more important is the pronounced “swing' toward the 8tate and local use
of serial bonds and the gradual abandonment of term bonds. The sinking fund
or term bond i 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
City (Swvhlch aceount for 31 percent of all State and local sinking fund assets)
rovide by constitution or charter that all future bonds must be issued in serial

orm.
4. POSSIBLE RELIEF PROVISIONS

The data presented above tend to indleate that the adverse effeots of the
Broposed legislation on State and local refunding operationa would by no means
he as wide and as serfous as some have maintained, It should not be inferred,
however, that no hardships would arise, since in some instances the inability
to issue securities, intcrest on which is exempt from Income taxation, may handicap
refunding operations. To provide relicf to such State and local governments,
gome excmptions from the proposed legislation may be warranted. In grantin
such oxemption, however, caution should bo exercised that rellef thereby is no
accorded political units not entitled to it. In view of the difficulties involved in
differentiating between bona fide refunding operations and those prompted solely
bl‘: 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 effeot of
stimulating and encouraging undesirable fiscal practices. Thus, if all refundin
issues were permitted to carry tax-exemption features, sinking fund doficits an
defaults might be encouraged. Whero sinking fund deficits aceumulate, they are
largely due to loecal mismanagement and have no proper claim to relief from
national legislation required in the public interest, Morcover, if no limitations
were placed upon the final mnaturity of issues exempt from the proposed legisla-
tion, long maturitics would be encouraged and the effestiveness of the proposed
legislation undesirably postponed. Nonetheless, some relief provisions seem
warranted, These are hereafter indicated, :

(@) Refunding within original maturity limils.—-Since the proposed legislation
is confied to future issues of securities and involves the continuance of the exemp-
‘tion privilege on those issites outstanding at the time of the enac¢tment of the
legislation, it can reasonably be maittained that interest on past bond issuos
'should be exempt until the original maturity date whether derived from these
;bonds in their original form or in a refunded form, Bondholders who inveated

"8 ander 8hanks, Jr., Mupieipal Bond Defaults, in National Munlecipal Re\;lew, m;‘l._p. 296
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in munioipal seouritics in the belief that tho incomo from such securities would
be exempt from taxation should not be deprived of the tax oxemption priviloge
by virtue of the fact that the financial condition of the borrowing unit requires
refunding. ‘The morit 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 tor a relief provision. Exemption
from the pro?osed legislation may be accorded those security issues which represent
refunding prior to their maturity of obligatlons already outstanding. Such relief
could be afforded by providing that interest paid on refunding bonds ssued in
exchange for other bonds be in the same category as interest on seouritios 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 thelr callable term bonds with issues
enjoying tax exemption. Thus the block of Detroit callable term bonds with
final maturities in 1962-63, amounting to a{»proxlmawly $80,000,000, could be
refunded with 1ssues which continue to enjoy tax exemption for a perlod of almost
25 years, Similarly the $18,000,000 maturing in 10569-60 could be refunded with
issues enjoying tax exemption for approximately 20 years,

() Funding bond anlicipalory noles.—In some Instances State and local govern-
ments issue temporary short-term notes to finance publie-hmprovement 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 publio im-
govement is deﬂnitelfr established. In other cases it i8 prompted by the desire

stpone 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-oxemguon privilego
.upon the cost of borrowing. The denial of that privilege aftor the profect has
been initiated and %osslbly completed may produce undue hardshig. Considora-
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 instances
in which bonds are issued In exchange for, or the proceeds of which are used to
retire, notea or cortificates 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 lasuance, the same tax grlvﬂeges
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.
Buch tax exem%tlon, 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 tho time of passage of the proposed

legislation.
8(’?. Refunding by municipalities which have filed 9p¢lilions under chapter IX of
the Federal Bankrupley Acl, as adopted August 18, 1987 —Sections 81, 82, 83, and
84 of the Bankruptoy Act, as adopted August 18, 1037 (50 Stat. 653), and now
appearlngFas ohsgter IX of the Bankruptey Act as ennrallg amended in 1938,
wer Foderal ankru?toy 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 bK oreditors holding not less than a speciied percent-
age of the seourities affected by the plan and cannot be confirmned italess accepted
by ereditors holding a specified percentage of the a%ﬁregam indekte dness of the
taxing agenoy or instrumentality. In order that the refundicyx ol‘mratlons of
urisdictions, whose plans for financial reorganization under the %an ruptey Aot
ave substantially advanced prior to the enactment of the proposed legislation,
mtav not be interfered with, a special relief provision may be desirable.
uch 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 & Federal bankruptoy courtina %roceeding under chapter IX of the Bankruptey
Act, 'purauant to a petition filed in the court prior to the enastment of the (Pro osed
legislation, shall be in the same category as interest on securities issued prior to
the enactment of the proposed legislation, Such tax exemﬁtion, however, should
in no event extend beyond the maximum period for which 8tate and municipal
seourities may be issued under State constitutional or statutory provision in effeot
at the time of passage of the proposed legislation,
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Exuipir A.—Slate and local bond iaca;;?hol'z,%wing tolal 1ssues and refunding issues,

Refunding Refunding
Year Total Porcont Year Tota}
Amount | 4rt5ta) Amount 501l

$131, 649,000 | 16,731,000 | 12.7 . tes31 11,423, 1.7
148, 46, 000 zg.'soo.ooo 15.0 }.m?.ﬁ'g.'% ‘o,x % .8
162,281,000 | 15,231,000 87 1 1:101,017,000 | 29,816,000 2

) 785,000 | 11, 850,000 1,063, 120,000 | 20,002,000 1.

080,000 | 16, 701, 000 1 1,398,053,000 | 19,315, 1.4
201,743,000 | 23, 834,000 1.2 1,309,038,000 | 47, 848,000 3

¢43.000 | 10,088,000 . 1,365,057,000 | 21,817,000 1.

78,000 | 16785000 4 1.509.%000 34,617,000 2
330,425,000 | 18, 460, . 1,414, 785,000 | 34, 706,000

036, 1s.mggg X] 1,430,651.000 | 321, 645,000 .

860,000 | 17,60, 4 1,487,313,000 | 33,015,000

$2.000 [ 1472 .9 1,256,255,000 | 60, 636,000 &

247,000 | 27,012, 7 840,450,000 | 87,000.000 | 1

gg% 9,347, 2.0 520,478,000 | 37,080, 7.
98, 33,124, 4 m.qu.% qu& U
457,141,000 | 23, 406, 000 . 1 1,220,150, 388, 1
601, 510,000 | 13,332, 000 H l,%:mo:% 130, 000, 1.8

1 Prelimlnary.

8ource: Commercial and Financial Chronlcle, State and clgy section (prior to 1925), and State and Munfo-
ipal Compendium (1025 to date).

Exusir B.—Numbers and amountls of callable munieipal {ssues by years, 19£0-36

Numbers ! Amounts?

Years Percent- Percent-
Callable | Total ago of Qallable Total ag6 of
fssues ¥ | izsuesd total issues ¢ fssues ¢ tota)
issues issues

487 4,047 .84 | $32,685,370 | $308, 880, 900 8.48

018 6,720 ., 10 «,g& 100 917, 875, 400 4,86

606 0,029 .78 | 51,288,000 054, 788, 887

385 7,518 , 81 104, 630 830, 304, 7! 2.67

313 7,201 8,17 | 24,846,000 | 1,149, 438, 2.16

408 ;.m 5. 20 , 482,150 | 1,237, 718, 600 .72

a3l , 078 67 1 78,167,100 | 1,234, 483, 500 6.33

289 7,748 3.35 | 44,474,200 | 1,378, 203,800 F Y]

335 7,233 4.63 77,418,050 | 1,252, 202, 500 618

22 6,184 3.671 68,623 5600 | 1,270,908,000 4,61

284 5914 4.82| 78,870,000 | 1,250,025 200 6.04

240 4.33 ».gg u.m.% 1,008, 623, 400 (%]

125 3, , 18,982, 853, 273,400 2.44

64 2,516 . 84 13, 858, 900 327, 793, 500 47

) bl G| Rwew) s e

186 5,318 3.40 ), 302, 900 914, 862, 646 8,67

Totahe everuecaccsconnan o 8311 101,880 5,21 | 862,359,500 | 16, 546, 838, 409 [ %]

} 8tato and municipal issues.

¥ Municipal Issues only,
3 Source: Municipal ll’ltmd 8ales, annual volume,

:gg“’,g:’ g‘lhufnii ?ndl Bond Bales, anoual volume,
uree: (v .
+ Source: Commerolal and Financlal Chironlole,

Source: Municipal Finance Officers’ Assoolation, The Oall Feature in Municipal Bonds, p. 118

122256—890—pt, 8——7 '
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Exmsrr C.—Tolal number of defaulls

AsofJan, 1—
Classes of units
1035 1036 1937 1098
Regular units:
ountles....covenenen tessosenn reececsarenesnnnne PO 340 300 238 186
ities and fowns.....ooIIIIIIIIIIITI il - 1 816 735 753
3chool districts. .. ceesssssacasassransasasnanns 0z 840 808 18
Total. . 1,823 1,088 1,799 1,017
Bpecial ungm
Irrigation, reclamation, and drainage distriets....... reeenns 1663 689 803 863
Bpecial a8S088MENtS. c.v.uroirernnnriariiiertanresiosioaies N 233 21 302
Other Qistriets. ..o covueenenueeomennennceronaannns Seeiens veae €00 n2 238 A*5
Total e . 1871 1,104 1,252 1,409
Aggregate total.......... . 12,000 | 8,160| 3,051 3,086

t Inclusive of special ent defaults as of Nov. 1, 1034,
$ Exclusive of some :peclai units, !

, Bource: The Bond Buyer.
Exnisir D.— Average coupon rales on State and local bond tssues, 1901-37

Average coupon Average coupon
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Complled from U. 8, Department of Commerce, Lonfi-tetm Debts in the United States, 1037, p. 175, and,
Commercial and Financial Chronlcle, State and Munioipal Compendium,

STATEMENT OF HENRY C. MURPHY, PRINCIPAL ECONOMIC
ANALYST, DIVISION OF RESEARCH AND STATISTICS, TREASURY

DEPARTMENT

Mr. Mureny, 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 muade
subject to income taxation by both the Federal and by State and local
governments, . ,

The,changes which we are interested in here are, of course, those in
the rates for néw borrowing, since it is only horeafter 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 })rfces of its securities submuent to their original issuance.
Most of my discussion, however, necessarily be based upon the
yields of securities now outstanding, as much of our general reasoning
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may bo exf)ressed more conveniently in terms of such socurities, and
as 1t 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 inforred from the yiold on its obligations already outstanding,

There are two general avenues of approach to the question of the
amount of the yield differontial, if any, which public securities now
enjoy because of the various typaes of tax exemption which they possoss.
Fime: we may reason about this differential, and second, we may look
at it as it actually oxists in the market place or perhaps the cornfield,

Each of these apﬂroaches is necessary to Fet a complete pioture and
I meoso to use them both, but first 1 should like to anticipate a

uestion 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 subjeot 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
ﬁample taken from the testimony offered by one of the opposition

tnesses,

Mr, W. E. Kershner, secretary of the Ohio State Teachers’ Retire-
ment System, testifying agninst the J)roposnl before this committeo,
purported to demonstrate by facts and figures that certain Ohio bonds,
the income on which is sublect to a 6 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 statoment that ‘“Ohio 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
muiy be an adequate compensation.” The point of this conclusion,
as 1t applies to the proposal under consideration b gour committee,
isb%)r_ettg obvious, but let us look into the method by which it was
obtalnea, : ‘

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 1038.” One of his comparisons is as follows: “Cincinnati tax-free
3Y%-percent bonds, due in 1965, wore 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 comi)arison? In the first place, the
quotations do not Yurporc 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 ocities changed by a net amount of
3wenty-orlle lo&edhundredths of 1 percent between October 1, 1938, and

anua . :

Much more important, the tax-free 3%’s are callable, perhaps as
early as 1942 and certmR}y 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 1965. The prices corresponding to the yields quoted by
Mr., Kershner are from about 107 to about 113 for the tax-free 3%’s,
de})ending upon earliest call date, and about 162 for the taxable 5.

f, 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 2.856 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 6's, on the other hand, is prevented
from declining further than it has by the somewhat astronomic pre-
mium of about 82 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-

eot 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,
a8 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 sub?eot in any event.
~ Professor Lutz refors to Mr. Kershner's results in his report, and Mr.,
Tremaine devotes a little over & {mge of his seven-mge statement to
this alleged Ohio differential, sta inﬁthat 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 integratod
character of the testimony of the opposition, that his conclusions are

ased upon Mr. Kershner’s examples or others like them,

Would the committee like to have the other examples?

The CrAirMAN, They will be received and copied in the record.

(The examples referred to by Mr. Murphy will be found at the
conolusion of his statement.)

Mr. Mureny. Since this testimony was given, I have talked to a
bond dealer in Cleveland t,horouil y 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 yoars and that for maturities over 10 years
the differential amounts to about twenty-five one-hundredths of 1

ercent,
d 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 :&ot comparison, This

leads us back to the subject of the general principles u.nderl%ing 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 pationtly, 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 largeﬁaxlnount‘of very short-term seourities there is in fact no

erential,

The broad outlines of the method by which the market sets, or
sometimes fails to set, a differential between the yields of taxable
atid 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-

overnmental relationships, aren’t you getting out of joint with the
aotual conditions?

Mr. Murpry. 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 glgin
by this prciposal, 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-

ships.

g)enator AvustiN. You are assuming the Federal income?

Mr. Mureny, Yes, sir. )

Senator AusTIN. And you are taking the initial situation?

Mr. Murpny. 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 scientifical 1‘1: I am sure you do that. But, are you not
basing your claim on Federal bonds, Federal?securittes, rather than
taking & composite of all these different issues )

Mr, Mureny. No, sir; what we are endeavoring to do is to take a
composite, It is our contention that if we congolidated 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. Murreny, What we are doing is endeavoring to look at the
problem as a whole. We know that various levels will be able to
adéust their differences, and if all of these levels as a whole stand to
gain, the thing to do is to go ahead with the ?roposition 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 basis 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 wotild be less than that upon taxable bonds by
the amount of the tax saving, Under such circumstances, the
issuance of tax—exemgb bonds might perhaps be a good thing, since
b{ 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 uso the word “‘perhaps” advisédl% in saying that the issuance of
¢ 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 goingl 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 secutities. ,
If taxes went up, the holders of tax-free bonds would continue to
be oharged in effect a tax of meli?jljy the guessed-at future rate at the
time their bonds were issued; whilo 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 Gov-
ernment, in other words, by issuing tax-exempt bonds, even undcr
such conditions would impair its flexibility with respect to future ta<
policy and this impairment might be considered of more importancy
than the revenue collection costs which it avoided.
The conditions which I have just outlined are the most favorablo
ossible 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 1913 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—6-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 oredence which we would feel justified in
giving to a purported market obscrvation 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 exemlpt, is levied at rates varying all the way from 4 to
79 percent for individuals, and from 12) to 19 percent for corporations,
If so few bonds were outstnndmﬁ 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 suffer no loss, as in the pre-
coding example. In practice, however, the amount of tax-exempt

:gox}ds now outstandiniis so large that tax-exempt sccurities are held
M

nvestors in all tax brackets and by many paying no tax at all.
What should we logically expect to happen under such ciréum-
stances? As Professor Lutz does not seem to be pleased by the per-
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feotly orthodox analgsis of this point, which I made in a recent paper,
I think it might be better for me here to quote an analljysis of exactly
the same gurport., but in stronger language, made by Professor Haig,
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 1021 but fortunately the
principles of good reasoning do not change much with the years.

8o long as tax-exempt bonds are restricted to an amount which can be readily
absorbed b{ the heaviest taxpayers—those in the highest surtax group—the
Government can expeot to recolve a full return for the exemption granted, for
the market value of the bonds (or, what amounts to the same thing, the rate of
interest) will be established by the demand of those to whom the exemption Is
most preclous, Just 8o soon, however, as the nuniber of such bonds excecds the
demands of this group of very rich men and it becomes neccasary to dispose of
them to taxpayers in the next lower olass, the market value of the bond begins to
drop. For such a bond cannot be sold to a $150,000 man who saves oano 19.95
by purchasing it, at as high a price as ean profitably he paid by a $200,000 man
who saves $20.30. The 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 ma{ now buy his hond at a price lower than its full worth
to him. In other words, through this process by which tho market value of the
bond declines, the $200 000 man reduces his true, effective tax rate to the level
of the $150,000 man. The law says that he shall pay a 58 percent income tax on
his income in excess of $200,000. ~ By buying a taxoexom&f bond at a price fixed
by the value of the exeemption to the man in the $150,000 class, he reduces that
68 percent to 67 percent, The tax-exempt bond Is then a dovice which has the
peculiar quality ascribed to the Scotch hen of the old nursery rhyme.

Bohby Shaftoe has a hen,

Cockle button, cockly ben,

She lays cggs for gentlemen,

But none for Bobby Shaftoel” :

It Congress was really in earnest when it sald that equalltf of tax burdens
demanded 58 percent of every dollar of income received by an individual above
$200,000, then, in authorizing the {ssuance of tax-exempt bonds in such nums
bers that their market price is determined by relatively small taxpayers, it gaa

Consciously or unconsolously, by its own act it has

destroyed that equnlitg'. Q)
oreated & deyvice whereby that dollar fs actually burdened less than the 68 per-

cent which justice and equality presumably demand.

Professor Haig's reasoning is perfectly clear and is the standard
reasoninﬁ on this subject. Its only difficulty 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
wrote, and in view of the large amount of such securities held at bot
dates by investors not subg‘gct to income tax, it is hard to explain.
why there should be any differential at all between the yields of tax-
able and tax-free securitics, Yet direct observation shows that there
}3 some differential now, and was some at the time when Professor

aig wrote, ‘

e onli new contribution to the subject that my pzﬁer, which
Professor Lutz has criticized so severely, purported to make was an
oxplanation 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 quote(f
from Professor Haig, for it is the existence of a differential at all under
present conditions which logically requires explanation and not its-
sngmléd amount. This point, of course, Professor Lutz completely
missod. , .

I do not believe that I need go at untv length into the explanation
of this point because it is very technical and because 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, ?uibe irrespective
of their tax-exemption anileges are the only t{pe of securities which
satisfy the demands of many clnsses of inyestors. These investors
must buy them, whether or not, and pay the going rate. Their de-
mand is not sufficlent to absorb the whole quantity, however, and a
E]ortion of the outstanding supi)ly must_be sold to other classes of

vestors who are not particularly enthusiastic purchasers 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-exem%tion privilege—
is greater than the whole outstanding supply of short-term public
securities so that the differential only appears in practice in the markot
on the longer-term securities.

So much for the applroach to the problem of the differential throuﬁh
reasoning about it. I shall now turn my attention to actual yield
comparisons,

There are two ﬁfneml types of such comparison Eossib]e. 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 subjoct were levied, or
when they were levied at lower rates. Second, we may compare the
present yields of taxable and tax-free securities as noarly 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, 1t
does shed worlds of light upon a number of things which are not so,
but which are alleged to be.

Professor Lutz says on Tpuge 107 of his report on the Fiscal and
Economio Aspects of the Taxation of Public Securities:

* % % The fact that the price and livleld spread between publio and private
bonds could, and at times did, virtually d apfear 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,
w:lre aot 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 Luts's text). )

From this comparison it appears that prior 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-ﬁrade municipal bonds was
in 1912, By 1922, however, a definite

negllgible. In fact, it disap'Feared entirol
differential had emerged. The growing financial difficulty of the railroads would
invalidate any further use of raflroad 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 raflroads to support their
debt, and when there waa no complication in the form of comparative taxation,
the investment rating of %ood publie and good private issues was so olose together.

The yleld spread or differential between public and private securities has been
more persistent, however, since the development of progressive income taxation,
The concurrent ciroulation in the same market of seourities that are taxable and
of other securities that are exempt would tend to oreate an investment preference
for the latter. It is true that the private seourities which are taxable and the
public securities which are exempt are not alike in other respects. If it had
always been true that these differences, which have always existed, had always
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-accounted for a definito differential in favor of the publioc 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.

TavLe 1,—Comparison of the differential in yield belween high-grade corporate and
municipal bonds and the maxtmum rale of the Federal tndividual income taz,

1900-38
[Percent—annual averages for yields]

High-grede M Maximum
uni¢ipal | Differen- eral

Year egrporate bondst | tial " | individaal
fncome tax

4.05 3.12 0.93

3.90 .13 .

3.88 .20 .60 |

4.(0); .?g .69 ]

% o 8

, 99 . 87 .42

4.7 , 86 .41

4.22 .93 .29

4.08 .78 f

4.18 | , 07 .

4.17 . 08 A9
4.21 4.02 J9 0 s
4.42 .22 .20 7
4.46 4.12 W34 7
4.04 4.16 .48 7
4.49 , 04 .85 15
. 79 4.20 .80 67
. 20 4.50 0 7
5. 20 4.46 ga a3
. 70 4.08 .81 3
. 57 5.00 AR 73
4.85 .23 .62 [
4.08 4.25 .73 58
4.78 420 .88 46
4.67 4.09 .88 28
4.5 4.08 .43 28
4.31 3.98 ] %
4“3 4.05 29 25
4.60 4.7 ,83 73
¥4.88 4.07 348 28
1031 4.58 .01 .87 2
5.01 4.65 .38 a3
1933 4.49 . 7) -, 22 63
. 4.00 .03 -'03 83
1935, . goo 4L L) 63
1038, . P 8.07 A7 ™
1037, . 328 8.10 .16 »
1938, citcssasessessotarerssteesnetatatosanacrnans 319 2.01 .28 ]

1 Yields from 1000 through 1020 are those ug)omd by Btandard Statistics Co. for 18 hlghfnd rallroad
bonds. Yjelds from 1030 through 1038 are those reported by Moody's Investors 8ervice for high-grade

-corporate (Aaa) bonds,
,'%}'“ ds are as reported bfnstandml Statisties Co.
1 8tandard Statistics Co, index of ylelds of high-grade railroad bonds was 4.39 percent for 1030, and the

]
«differential based upon this Index, 0.32 percent.
Bourck: Treasury Department, Division of Research and Statistics.

Table I compares the yield differential for corporate and municiéml
bonds from 1900 to the present time with the maximum rates of the
Federal income tax during the years since this tax has-been levied. -

The munieipal-bond index used during the entire period is that of
the Standard: Statistics Co. The corporation 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 ﬁnvo rosults similar in kind to those shown in the appended
table; that is table I. .
What does the table show? Porhaps the most striking thing it
shows is that the greatest differential in favor of municipal bond
ields as against corporation bond yields occurred in 1900, lonF before
he Federal income tax appeared to be a reasonable probability. In
1933, however, when the Federal individual income tax was being
levied at a maximum rate of 63 percent and was considered more
likely to advance further than to decline, mumci;l)‘ul bonds wore ac-
tually yielding more than corporation bonds, The actual figures
are! An 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 1.18
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 63 percent.

This is exactly the opposite of what Professor Lutz says. Let me

quote him again:
* % # prior 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 municlpal bonds was negligible * * *
The yleld spread or differential between public and private securities has been
more persistent, however, since the development of progressive taxation, * #* *

These two conclusions, both purﬁorting to be based upon facts,
appear to differ widely. What 1s 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 I, 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
percent, or eleven one-hundredths of 1 Pex;cent less than the yield
on the Standard Statistics Co.’s index o -grade railroad bonds.
A low yield, you will remember, indicates quality, and if we
ar'e 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 1t turned out to be of consider-
ably less than averzﬁe quality, and so yielded eleven one-hundredths
of 1 percent more than the average of all railroad bonds. . ,
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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 1902, the
point which I have just made would stand, and Professor Lutz's point
would fall, since there would still be a difi'qmntiul 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-

nde” railrond bonds, This yield, however, is less than that on all

ut one of the 15 bonds included in'the Standard Statistics Co.’s index
for that year, the yield of that one bond being 3.24 percent. I leave
it to your judgment which set of data you are prepared to accept.

Senator AusTiN. Excuse me just a moment, have you stated in
in gour testimony anywhere the comparable ngum given by the xtand-
ar Sltggize?tics Co., that is the percent of all railroad bonds for the

ear
y Mr, Mureny. I know of no such figure.

Senator Ausrin, Then you are not makin%a true comparison?

Mr. Mureny. Yes; I say this: Standard Statistics has picked out
15 railroad bonds which are the pick of the flock, Professor Lutz cites
a figitre 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. Mureny. 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. Murrny. I was just saying that if we should accept this 3.75
})ercent yield for all railroad bonds, Professor Lutz's point would

all, since there was a differential of about sixty one-hundredths of
1 percent in favor of municipal bonds in 1902, long before the income
tax had been thought of. You will remember the figure for municipal
bonds was 3.18 percent. i

This concludes what I have to say concorning the historical method
of determining the amount of the differential between corporate and
municipal bond 1yields properly attributable to tax exemption. The
results are completoly negative as far as telling us anything about the
magnitude of the present differential, if anﬂr, but they illustrate vividly
the pitfalls of some of the comparisons which were presented to your
committeo 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-
itinl bet\{eon State and loeal, and corporate securities due to the Federal
ncome tax. S :

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 Stato and municipal bond issues
to 13 dealers and 4 insurance companies, and asked their opinions as to
how much the yields on these issues woiild rise if they were subjected
to the Federal income tax., Averaging the opinions of the 13 dealers
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on the 27 issues, he obtained an estimated difforential of sixty-one
one-hundredths of 1 pereent and averaging the opinions of the 4 insur-
ance companies, an estimated differential o sixt{s;r-leight one-hundredths
of 1 percent, It is hard to evaluate these ostimates directly as they
are based purely upon opinion and not statistics, and we 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, howover, that the opinions of the dealers with resPoct to the
average of all the issues ranged from an estimated differential of thirt;

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 19561—varied fron twenty one-hundredths of 1 percent
to 1.26 percent; that is, the high estimato was over six times the low

one.
Professor Lutz says with respect to this ovidence:

While those figures constitute opinion evidence onlx. 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 C. He infers that
theso 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-
gun?redths of 1 percent, although he never discusses what they really

o show,

The tables show the yields of Treasury, municipal, and corporation
bonds but do not show the differentials between taxublo and nontax-
able bonds—the subject under discussion. These differentials are
easily obtainable, however, by subtraction. When this is done, it
apponrs 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

iolds in the present market—simply do not prove his point. There
1s 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 Littz’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 caleulations he has made?

" Mr. Mureny. His method consists of three steps——

Senator AustiN, No; I am talking aboutt his method; isn’t that
the theory to put in the record at this point? This last statement
you have made is & mere claim. There is not any basis of judgment
that I can find in it and, if you are coming up to this committee 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.



'AXATION OF GOVERNMENT SEQURITIES AND SALARIES 429

Mr. Mureny. 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 thoso opinions other than to point out that the¥ vary w1del‘y and,
in order to apply the samo method, we also would have to send out a
questionnaire. Frankly, it does not seem a reasonable method to us
because wo are not suroe that we would got the unbiased opinions of
thoso to whom questionnaires might be sent, W call your attention
to the fact that Profossor Lutz suggests taking the opinions for what
they are worth, and we are quite willing to do so.

In Professor Lutz's second method of analysis, he presents tables
showing the yields of high-grado corporation and high-grade municipal
b?l}gs and yet, he docs not show tho differential between those two

elds.
¥ Wo have taken Professor Lutz's tables, have added the yield diffor-
ontianls, 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, Murpny. 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 oxcept 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 Cuammman. That is good. .

Mr. Murpry, May we now offer this memorandum?

The CrairMaN. It will be received.

(Thlt{! said memorandum appears at the conclusion of Mr. Murphy’s
remarks,

Mr, Mureny (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 tix. Isay
he assumes that the yield would be increased by the average amount
of the tax because he 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 glt:st 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 conneoted 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-hundredths of 1 percent despite wide variations between the
individual opinions, Second(l{v, he introduces, but fails to discuss, cer-
tain tables which, however, do not establish the conclusion which he
desires to reach. Finally, he makes an assumption with respect to the
offect of & progressive income tax upon tax-oxemﬁ)t bond yiolds, 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 he 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 statistioal basis, as far as alloged
interest losses due to Faderal taxation of State and local securities are
conctel(*;led, 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 seourities due to the tax-exemp-
tion privilege. In order to avoid taking up any more of the commit-
teo's time than necessary, I should like to submit for the record at this
goint a brief memorandum on the method by which we estimated this

ifferential and say only a few words about it 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 statoment.)

Mr. Murrny. Briefly, an average of the best grade of munieipal
seourities—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 partiall
tax-exempt Treasury bonds. This sets the bottom of the range whic
ge ha;rie 'i?llowed for the present market valuation of the tax-exemp-

on 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 oase, that the munici-
pals are, if anything, superior in quality, one-half of 1 percont 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 seourities with shorter maturities, the differential
dwindles away and amounts to little or nothing for securities with
maturities of 3 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 werae 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 yieid:différentml
left to explain the‘)ilo,ints of superiority of Treasury bonds over

, ave been only thirteen one-hundredths of 1
percent as of January first, Lo ,

If we should take Professor Lutz's estimate of the value of this
differential as one-half of 1 pércent, we should have to suppose that the
Treasury bonds are not really as good and as safe securities as the
corporaté’ borids, but sell at somewhat lower yields because their
L S R P Ty .
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parﬁz:l tax-oxemption privilege more than makes up for their poor
uality.
a Professor Lutz has stated in nipendix H of his report that thero is a
discrepancy between the remarks in Mr, Hanes’ statement on the
amount of the interest differential and the estimate there presented of
inoreased 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 olasses of securities, but
stated simply that—

* * & thedifferential between the ylelds of completely taxable and wholly tax-
exompt high-grade securitios 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
feld differential in favor of long-term partioally tax-exempt seourities, that is,
hose that are exom?t only from normal income tax, as compared with cmletely
taxable securities of equal quality, is estimated at from five one-hundredths to
fifteon one-hundredths of 1 peront.

Tapre I1.—Estimated ultimate annual sncrease in inleresl costs which would resul

from removal of the tax-exemption privilege from public securities, aacumm! the
uttlmale replacement of tax-exempl public securilies oulstanding on June 80, 1987,

by laxable gecurilies

Low cstimate Righ estimate
Prlnel}p?l
amaun
Recurlties (mlitlons | Rate oy | TNtCTest [ pogo o | Interest

0 rincipal rinoipal] /. cost
dolfars) | amount (mifions ot | (milllons

(percent) | go)lar) | (percont) dol(l’m).

State and local sceurities (Including Territorles and )
insular PosSessiON). . eeerarazvecenrannacazemannnnce 116,113 0.25

United States pre war bonds (except ’)gst&l ls,aﬁlntg
€ ede;

40.3 10.65 1047

honds) and wholly exempt securit

[nstrumontalifieS. coveevernreenenererarsorsoaeanae 11,540 .25 3.9 50 .7

ostal savings, United States savings, and adjusted

servico bonds and speola) Issues.......cceeeuioennnes 2,865] None None None None
United States wholly exempt seouritics except pre-

war, postal savings, and adjusted-service bonds

and Special 15SUOB. .. coconvrcecnrncasnersensiencanne 12,920 .02 26 W04 53
United States partlally exempt sccurities except .

Unite s bonds........... rossaseance 10,036 .08 10.0 A8 .20.9
Par‘lal y exempt socurities of Federal instrumen- ) '

(7Y (3 O S 14,689 .08 2.3 .15 7.0

Total -] 88,060 .10 59.1 N 1548

1 Exclusive of s:gutlues hetd in sinking funds and by tho United States, and of one-half of securities held

1n publio trust and investment funds.
1 Equivalont to 20 percent of the interest disbursement adjusted to 1937 borrowing rates.
1 Bxolusivo of Federal Land Bank bonds held by the Federal Farm Mortgage Corporation,
4 Exolusive of Reconstruction Finance Corporation notes and Home Owners' Loan Corporation bonds.

held by the Treasury.
Troasury Department, Division of Research and Statistics,

Table II gives a detailed break-down of the manner in which the
estimate of Increased interest cost presented in Mr, Hanes' statement
was obtained. I should like especially to direct the attention of the’
committee to the extra differential which is allowed in the maximum :
figures of this estimate for any increase in borrowing cost over one-half
of 1 percent which may be ineurred by communities with & relatively
poor credit standing. o , o

In the case of State and local securities, we have assumed a rate:of :
twenty-five one-hundredths of -1 percent in arriving at the'low esti-:

¥ Lraot
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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-
entinl due to tax-exemption which wo have estimated at one-fourth to
one-half of 1 percent on liigh-grade securities. For the low estimate,.
we have used the one-fourth of 1 percont rate. For the high estimate,.
we have used the one-half of 1 percent rate, which is equivalent to 20
percent of the avera?e yield of about 2% percent on high-grade munici-
pal securities. Applying this 20 percent to the average cost of about
3.26 percent on new long-term munioipal borrowings, produces a
differential on new borrowing of slxt,%bﬁve one-hundredths of 1 per-:
cent, which we use in urrivin% 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
proYiortionul basis to all municipal securities, including those of lower
quality.

~ Senator AusTIN. Lot me ask, if we make an additional column on
Mr, Lutz's table which begins on table 191 of his ro&)ort, 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, Mureny, There are several difficulties. In the first place, you
vot several different difforentials b?r reference to Professor Lutz's.
tables. The differences arise muinﬂ 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.
ind%x of the yield of 15 high-grade corporation bonds, not inzluding.
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. Mureny. In one of Professor Lutz's tables, he has four series of
corporation bond yields—industrial A1+ bonds, railroad A1+ bonds,.

ublic utility A1 bonds, and the average of all A1+ corporation

onds, 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 com;i‘are bonds that are strictl
high-grade on both sides of the fence. Therefore, the column whic
weh}iut 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--
gmdn corporate bonds with the Bond Buyer’s index of the bonds of’

1 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-halt of 1
g‘ercent, if the quality of the bonds compared is about the same..

his 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. Murpny. Yes, they are, Senator,

y Setrimti)r Avustin. But thoy are not identical; the promises are not
entical,

Mr. Mureny, 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. Mugeiy. 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 lenst as good and possibly better, in which case thore 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. Murpny. Yes, sir. .

Senator MILLER. Now, take the yield on hi%‘h-grade corporation
bonds, I notice that the differential there was three one-hundredths.
percent.

Mr. Murpny. 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. Mureny. 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-
:lrl\.tinl was ninety-three hundredths—there was not any differential in.

is year, :

Mr. Mureny. No, sir. .

Senator MiLLER, It just looks to me like these figures give you.

nothing, and it looks to me like that one man’s guess is just as good.
as another. .

Mr, Mureny. You may have something there.

Senator MiLLER. I do not mean to dieparage 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 70 percent the
differentinl is twenty-eight one-hundredths.

Mr. Murery. That is right. ‘ -
Senator MiLLER. I just cannot reconcile some of the other figures.

we have had shown up the last mk with those figures.

Mr, Murpny. Sometimes nothing is somethinig. It seems to me:
these tables indicate more clearly than anything else that these:
differentials are due to things other than tax exemption.

Senator MiLLER. That is what I would assume.

122266—39—pt, 3——8
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- Mr, Mureny. If.they were due to tax exemption yoii would expect
them to tiein to what was in the last column, but if you look at it,
it does not work out that way.

-Senator MiLLer, 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. Murpry. That is what is-proved.

Senator MiLrer, Thank you. ‘
‘Mr, Mureny. In conclusion d we 866 no reason to revise our estimate

of $69,000,000 to $155,000,000 as the range of the total increase in
interest cost which would be inourred by the Federal and by all State
and loc%ovemments as & result of the elimination of the tax-exemp-
tion ogo after all the now outstanding debt had been retired and
had been replaced by new taxable securities, This is, of course, in no
;m}(y ix}tended as a forecast that such exact replacement will actually
ake place.

The maximum estimate of inoreased interest cost is well below our
um estimate of the annual incrense 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 distribation of the tax burden and the other desirable
economic effects which would be seoTred by stopping the further

-issuance of tax-exempt securities,

The CramrmaN. 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 apfrecmte it
very much, although I have asked him many questions, I think he

has hel % od us a great deal.
HATRMAN, I think Senator Austin expresses the feeling of t.lns

committee and we thank you very much.
(The examples and memorandums referred to by Mr. Mnrphy are as

follow:)

Couunm ON 'rmn EXAI(PLEB stn BY MR, W E. KERSHNER T0 MEASURE THE
DirrereNce IN YIELD BerweEN Bonps SupJECT 10 AND BoONDS Exnun
Fnou rae ORIO TAx ON Inconn FroM INTANGIBLE PROPERTY .

before the g: Commit Senate on Taxation of Governmanta
curities and Balaries on Febr ary 8, 1939, Mr, Kershner pur{)orts to show that
"lt in conservative to sa; g the: ngread is 0.76 percont” between the yields of

nds that arve:sub, eot to, and those that are exempt from, the State tax of

5 roent n inoome from intan lble raporty,
P1"‘11 q % wore ol (iu\-in the last 8months of 1938,”

s In his atatement on Federal Tnxmlon of St‘ate and Munieipal Bonds, preseng

% e uses were all
1t shoul Prst be no t thefd'are some difficulties in c gar ing the yields of
two seom‘ ties on: dlﬂ'erent ted in-6 poriod: when tho market'is movlng 18 g ly

a8 was the oase with mun cl&al bonds duﬂng the last qusrter of 1038,
l. 1988. the Bond Buyer’s index of ylelds of th nds of 11 first-grade ome? (}'

perco%hy January 1, 1039,: it had declin 2.36 percent,a [ ange 21
pei'oen . presents an average movement whereas the

190, 1

any one munlo gani” Ay have moved substantially thore or less than t la ln
clear that by ta lng a quotation for a taxable Ohlo secnrlt{ a8 of October y 1988
“:u}n % < uom&io (or Py m-e;;eﬁmpt securlty. a: of Ji an 9& 8 differe °’°“.‘.5“{ ,o
0}1 -] l‘ Q). 00 n N

would have no- N?n b ogv 6 the ma ét’s evhlhatién ‘of 'the’ ta: *'
exemptlon feature but ‘wbuld m 19 t the-tecréasing yleld: of m\mlelpal
bonds in general, * With this in mind; Mr. Kershner's examplee may be taken up

" one by one in the order which he gives them,

.,
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AKRON
Mr, Kershner says: .
. 4 Akron tax-free 4-percent bonds, due in 1942, were offered on a 8-percent basis,
while Akron taxahle 4¥%-percent bonds, due in i944, were offered at 4.40 percent,
and 4%-poreent bonds, due in 1940, were offered at 4.85.percent.”

The tax-oxempt Akron 4's of 1042 are water bonds. According to the Bank
and Quotation Record, Akron water bonds (proteoted by the revenues from
waterworks a8 well as by their status as fener obliq‘atlons sell at substantially
lower ylelds than do the other Akron ob lﬁtlons. his probably explains most
of the spread betweon the bonds cited by Mr, Kershner. ~ This bellef is substans
tiated by the differential indicated between taxable water bonds and taxable
general obligations of Akron, On Decembor 81, 1938, Akron 8-percent taxable
water bonds, running serially from 1939 to 1983, yielded from 2 percent to 8.80
percent, whereas othor taxable Akron bonds ranging from 4%4's to 6%4's, and run.
ning from 1039 to as late as 1956, ylelded from 4 percent to 4.60 percent,

bonds, due in 1042, woitheg
bonds were selling around 2

‘Mr. Kershner says:

“"Cinoinnat{ tax-free 4-pgee¥
basis, while Cincinnat able
0.75 poerecent *

It 1 very diffiou
“Cincinnati taxayfft
partioularly shg
same maturity
short-term thi

pemialds
proent on Deoce

)¢ :
. Deoem I)&s. These yield§ may be come
p with the 2-pefigqut yleld for taxa A

ble borids cifed by M, J#rehne

r. Kershner contifRes: ) s ,
“s » * Cincinnati mgfree 3%-percent bonds, dug j#*1965, were offered at -
1.58 é)ercent, while Cinoinna gble 5-percent bopdeffue in 1665, were offered
at 2.35 percent—a spread of 0.85

86 poreon A ,
The tax-free 84's of 1065, however, are callable, perhaps as early as 1043, and
< rt&nly a8 earlg}r‘ as 1046, ('ieyendln,g' upon which of several posa.l{le ues gﬁr.

ershner may have had in mind. The taxable 6's, on the other hand, are not
callable prior to their final maturity in 1065, Hence the maturities of' ‘the two

seourities are not comparable. . A . E ‘
The prices corresponding to the ylelds quoted by Mr. Kershner are from about
107 to about 113 for the tax-free” 3%4’s,” depending upon’ earliest odll date, and
about 152 for the taxable 8's, If, by chance, the tax-free' bonda should not be
lled and should run to their final maturity in 1968, they would give the relatively
lgh yleld of from about 3.88 perdert to about 8.10 pefoent, or at least 0.50 per-
cont more than that on the taxablé bonds. The yleld on the taxable 5, on the
other hand, ia'prevented froma' declining further than it has by the somewhat

astronomie premium of about 52 points, - Lo
N , PLRVELAND -

M kénfﬁiom}yj‘. A N
' '%wv land tax-free 4percent bonds, dus in' 1052, were offered at 2,18 perceit,
'ggl;g Cfe?élau‘d,‘ t@%@bﬁ%}&:percént ’lwndaa;;due; 16‘%952,‘ ‘woye' ?ﬂerédf&et 8, lli

n A | 3 . ok v EES D P ,aﬁ

Tob o .
P T
: o

e

t—a dprerd of 0.98 percent.””: 1 - :'{ e V“M-: ,
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Mr, Kershner'a Cloveland example {8 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 othor oauses to account for all or the major portion of the differential

oribed by him to tax exemption. We have, however, made an effort to verify

r. Kershner's quotations, as they seem to be greatly at varlanco with the results
olsewhere, An examination of all of the quotations for October, November, and
December 1938, as published in the Bank and Quotation Record of the Commer-
clal and Financfal Chronfcle, the most comprohensive generally published source
of municipal-bond quotations, fails to show any Cleveland bonds maturing in
the 1950's ylelding 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 sa{n:
"Coluurbqg tax-free 4-percent bonds, due in 1047, were offered at 2 percont,

while Columbus taxable 4-6)ercent bonds, due in 1056’ and 1957, were offered at
2,76 percont—a spread of 0.78 percent,”

The unfairness of comparing the ylelds of 0-year tax-exempt bonds with the
felds of 19-year taxable bonds may be clearly scen by referring to the table on
reagury-bond ylelds for various maturitics presented in conneotion with the

disoussion of Mr, Kershner’'s Cincinnati examples. Using exactly the same
method of analysis, Mr. Kershner could have taken a long-term tax-exempt bond
and a short-term faxable bond and wound up with exactly the opgos te con-
olusion—that is, that taxable bunds sell on & lower yleld basis than tax-exempt

nds.

Furthermore, the tax-free Columbus 4's of 1947 are waterworks bonds, about
which Moody's 1039 Governments has this to say: ‘It was reported that earnings
from the water systom are suffioient to cover intorest charges and sinking-fund re-
qluirements on waterworks bonds, which in addition are a general obligation of the
o

ty."

Mr. Kershner has this to say:
“Toledo tax-free 4-percent bonds, due in 19%24 were offered at 2,00 percent,

while Toledo taxable 414-percent bonds, due in 1048, were offored at 2.80 percent,
and those due in 1051 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, 1038, United States Treas-
ury 3%-percent bonds of June 15, 1943-47, {telded 1.068 percent to earliest call
date and the 3-percent bonds of September 15, 1951-55, 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 seourities. 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

TOLEDO

COMMENTS ON THE ESTIMATES PRESENTED BY PROFESSOR Lurz REGARDING THE
App1rTioNAL INTEREST CosT Waior Wourp Resurr FroM THR REMOVAL oF
Tax ExemrrioNn FrRom Furure Issues or PusLic SECURITIES

1. INCREASE IN INTEREST COST WHICH WOULD RESULT FROM THE IMPOSITION OF
FEDERAL INCOME TAXES ON INCOME FROM STATE AND LOCAL S8ECURITIES

Professor Liits first takes up the matter of inoreased interest cost on long-term
State and looal securities. For this purpose, he makes several approaches to-
eatimato the interest differential resulting from tax exemption,

. First, he presents the results of a questionnaire he submitted to 18 dealers and
to 4 insurance companies requesting their opinions of the probable increase in'
interest cost which would result if tax exemption were removed on 27 speoified
State and local bonds, The variations in the Je&:lles which he received serve to
fndicate how tenuous the measurement of the differential actually is, Thus, the
range of the dealers’ e:Ltimates of the averaga differential on the group of ssucs:
was from slightly less than thirty one-hundredths of 1 percent to a full 1 percent,
with the average at sixty-one one-hundredths of 1 percent, ‘The estimates of the:
insurance companiea ranged from just below forty-six one-hundredths of 1 percont.
to almost ¢ ghty-six one-hundredths of 1 percent, the average being sixty-eight.
one-hundredths of 1 percent.
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With respeot to these estimates Professor Lutz says that they “constitute
-opinfon evidence only” and that “they may be oriticlzed as inconolusive, not~
withstanding the peouliar qualifications which may be possessed by those who
responded to the questionnalre.” He then says that “another and more objeotive
test is supplied by the bond market itself,”’ and he introduces certain series of
vields on munieipal bonds and higln~%rado corporate bonds, Unfortunately,
neither his tables nor his charts presont the amount of the differential existing in
favor of munioipal bonds, hut that may be explained by the fact that this differ-
ential {s nover really used. That is, after saying that the market provides a
‘'‘more objective test,” Professor Lutz novor actually mentions the differentinl as
indicated by the market, This is intarestlnfr. beoause the figures in his tables
.show ?u!te conclusively that the differential fluctuates far too violently to reflect
the value of the tax-exemption Prlvllege alone. Theso fluctuations aroe due almoat
entirely to changes in the oredit ratings aseigned by the market to tho State and
local bonds as compared with the corporate bonds. The implication, however, is
that the tables support the estimato of Professor Lutz that the differential s sixty
-one-hundredths of 1 percent, and that no discussion of the data is called for, An
examination of the differeniials obtained b'y subtraoting the municipal index
from the corporate index shows how woak thia inferonce really fs.

For example, his comparison of Moody's Aaa corporate bonds and the Bond
Buyer Index for 11 first-grade olties during the last 11 Xeam shows a yield differ-
ential ranging from negative twenty-seven one hundredths of 1 percent in Ma,
1033, to positive one and eleven one-hundredths of 1 percent in October 1931,
The differential jumps up and down remarkably, From December 1981
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 inoreases almost as much again in May
when the differential becomes one and six one-hundredths of 1 getcent. Again,
from October to November 1934, the differential almost doubles; while from
September to October 1935, it decreases by almost half, In 4 months of the
period the differential was negative—that is, corporate bonds sold on a lower
vield hasis than munioipal bonds, )

It is interesting to compare the sizo of the differential before and aftor the

assage of the Revenue Act of 1032, which inoreased the maximum {ndividual
‘Income tax rate from 25 to 63 percont, It might be expectod that the differential
would show an increasc 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 1 percent, There is
-certainly no indication here that the higher rates of thoe Revenue Aot of 1032
influenced the differential; but the indication is rather that changes in oredit
ratings overshadow the tax exemption in importance,

In the other table of market data which Professor Lutz introduces, we find
& very interesting comparison of the ylelds on 15 first-grade munieipal bonds
and high-grade public-utility (A 14-) bonds as computed by Standard Statistics
‘Co, Comparing these two series for the first 8 months of 1938, 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-hundredths of 1 percent. Professor
Lutz also presents the Standard Statistica series on A 14 industrial bonds, on
A IT raflroad bonds and an average of all A 1+ corporation bonds, but the
publie utility bond serles has been oited here because such bonds are higher
grade than the other private securities.

There are attached hereto copies of the two tables on ylelds presented by
Professor Lutz, to which have been added the differentials between munioipal
and dorporate bonds, . o

After this interlude on market data, Professor Luts says: “* * * gll of
the above estimates represent the opinions of the various grou 8 as to just how
much shifting cah be accomplished. A measure of this shifting can be sought
in the tax rates themselves.” He then refers to the fact that his estima
show that 35 percent is “‘approximately the average or effeotive tax rate which
would have been levied on all State interest deemed * * * {0 hgrve been
received in 1937 by individuals with net incomes of $5 000’1}\1(1 over.” In other
words, in estimating the revenue which would be derived from the removal of
tax exemption from State and local governmental seou{tties, Professor Luts sa%;
that individuals with incomes of 85,000 and over would pay an average fate
about 85 percent. This rate of 38 percent, however, seoms to have been ine
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correotly computed, for Professor Lutz, in conneotion with his revenue estimates
says: ‘“Then the tax to be colleoted on tho $337,400,000 of State and local interest
imputed to individuals with net income of $5,000 and over would be $77,066,000.”
This is an average rate of 23 percent, not 35 percent.

In any event, Professor Lutz says that 86 percent of the average municipal
bond yield of 2.60"percent would be ninety-one one-hundredths of 1 é)ercent-, which
would be the amount of the tax which individuals would attempt to shift by de-
manding higher intorest rates, Similarly, with the corporation income tax at
161§ percent, he finds that corporations would endeavor to shift a tax of about
forty-one ane-hundredths of 1 percent. Then he says: “An average of these
extremes would be 66 points, which almost coineldes with the average of the
insurance company esti?ates of the effect of the Fedoral tax.”

It should be noted that this estimate of a differential of 66 points is not an
attempted measurement of what the market now accords to the grlvllege of tax
exemption, but is an estimate of the tax which would be paid if State and looal
seourities 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 logleally refuse to pay a higher price because of the tax-exemption (Prlv lege,
while investors who did derive some benefit from tax exemption would then be
Imyln% no extra price because of the tax exemption. Consequently, the revenue
oss might be large, while the interest saving to governments would he nfl, 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 subjeotion
to the Federal income tax of interest from State and local seourities,

On the basis of these various data, Professor Lutz suggﬁ_sts that “a fair measure
of the differente In interest cost for the States and their subdivisions, after the
sub{eotlon of the interest on their bonds to Federal fncome taxation, would be
an inorease 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
obaln an estimatgd Inorease of interest cost of $111,000,000.

‘The acouraoy of this estimate depends entirely on whether the sixty one-
hundredths of 1 percent differeritial Professor Lutz uscs is reasonable. Certainly
he has not demonstrated that it is; and his explanation of the derivation of the
differential is quite unsatisfying.

On the short-term debt of 8tate and local governments, Professor Lutz guesses

that the interest rate would be boosted twenty one-hundredths of 1 percent if
00,000 of such debt out-

tax exemptlon were removed. Afaglled to the $890,5
standing in 1937, an estimate of $1,800,000 of added {nterest cost s provided.

II. INCRBASE IN INTBRBPST COST WHICH WOULD RESULT FROM THE IMPOSITION OF
S8TATE INCOMBE TAXES ON INCOMP FROM FEDERAL SECURITIES

Turning now to the estimated inorease in interest cost on the securities of the
United Sfates 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 l)resent exemption, and relies entirely on deductive
reasoning in making the estimate of the increased interest cost. His reasoning in
his connection is interesting because if he had ap?l{ed it to the present situation,
Professor Lutz would haye found that no differential in favor of Federal securities
tc::n exist today as a result of the exemption of interest thereon from State income:
xes, :
The reasoning in point can be summarized in one sentence. Professor Lutz
says that if Federal bond interest were subjected to Btate income taxes, the price
of Federal bonds would tend to be set by the purchasers in States levying income:
tgxeo, rather than by the ?urch_qse in nonjncome tax Statea, This 1a logical, for
there can only be one price and it cannot be higher than those purchasers are
willing to.pay who s}pn to receive the Jeast net return after allowing for taxes,
" The application of this rearoning to tho‘&)resent situation {s somewhat complex
%ut it proves conclusively that no yield differential can now exist with respect to.
‘ederal secyrities because the jnterest thereon is exempt from State inéome taxes.
At present, those purchasers who live in States leving income taxes on other income
recoive a greater benefit from -interest on Federal sesurities .%han persons in.
States not levying any fncome taxes. The monetary return is the same in both
cases, but the ﬁ:rohaser in an income-tax State at presont derives a special benefit
because -it,h?{ vested in a J)tlvate security, he would be taxed on his.interest
. income, but his Federal bond interest Is exempt from the State income tax. On'



TAXATION OF GOVERNMENT SECURITIES AND SALARIES 630

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
seourities. Hence, the purchasers in nonincome-tax States now derive the least
benefit tax-wise from the Stato tax exemption on Federal seouritics—that is, no
benefit at all—and they accordtn%ly set the price for such securities, the price they
are willing to pay making no allowance for the exemption from State income

taxes,

An llustration will serve to olarify the reasoning, Assume that only the
Eastern States lovy an Income tax and that it consists of @ uniform B-percent rate
on all'income, but that this tax does not apply to any Federal bonds which niight
be fssued, S’uppose that there are no Federal securities outstanding until the
Federal Government fssues a amall amount of bonds at 4 porcent which we shall
suPpose to bo the standard rate of interest for riskless investments, Thoe tendency
will be for this bond to be purchased almost entirely by persons living in the Easte
ern States, because it will provide a yleld equivalent to a private security with an
interest rate of 4.21 percent. That {s, a ptivate seourity with an Interest rate of
4.21 poreent will yleld 4 pereent after taxes. Investors in the States which do
not levy an income tax, however, will compare the 4-percent yleld on the Federal
geourity with a 4 percent yleld on a private seourity, inasmuch as they do not have
to consider income taxes. Investors in the Eastern States will compete against
each other for the Federal security, and, since the sup'Fly is limited, will drive the
grlce up, and the yleld will consequently decrease. The yleld will tend to go to
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 intorest rate. It should be noted, however, that
the basio interest rate of 4 percent would not have ohanied——rather, the Federal
Government would be borrowing at a rate lower than the basio rate because of
the exomption of interest from income taxes levied by the States. Moreover, the

urchasers would be in the same position as they would have been if the Federal
nterest had been subjeot to the SBtate income tax, for the tax saving would be ex~
aotly offset by the lower interest rate. It should be noted, however, that the
Fedoral Government would here be galnln%at the expense of tho States, since the
States would lose the tax revenuo, but the Federal Government would save a
corresponding amount {n interest,

Now assume that the Federal Qovernment issues a much lar;ier amount of the
same bond, 80 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. Tho latter
investors will be unwilling to accept a yleld of less than 4 percent, since that is
the yleld they can obtain on comrara le private seocurities and the price will
therefore have to be on a 4-percent basls. 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 theso conditions, the Federal Government will derive no saving, because
interest on its bonds is exermpt from the income taxes levied in the Eastorn States.
True, the States will continue to lose revenue, but the advantage will fnure solely
to the purchasers in the States levying income taxes.

Acoordingly, following Professor Lutz’s reasoning, there can be no saving in
interest cost at present to the Federal Government, because the interest on its
geourities is exempt from State income taxcs, for some of its bonds have to be held
by persons in States which levy no income taxes. Consequently, Professor Luts
would have to conolude that there ¢ould be no inorease in interest cost to the
Federal Government if interest on its seourities 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. .

111, INCREASE IN INTEREST COST WHIOH WOULD RESULT FROM THE IMPOSITION OF
FEDERAL INCOME TAXES ON INCOME FROM FEDERAL SEOURITIES

Having oconsidered the estimates of the increased interest cost to the States
resulting from Federal taxation of the Intorest on State and local securities, and
the inoreased interest cost to the Federal Government resulting from the sub-
jection of interest on Federal securities, to State income taxes, there remain for
consideration the ?‘atimatea which Professor Luts made respeoting the additional
interest cost to the Federal Government resultinﬁ from the aubjeotlgn of the
interest on ita securities to Federal income taxes. He makes no attempt to figure
what tho market differentials are at the present time becauvse of the exemption
from Federal income taxes, Instead, he estimates the additional interest cost on
the basis of the percentage tax which corporations and individusls would pay on

Federal interest.
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Professor Luts says that corporations ‘“‘would need to shift a tax which absorbs
some 16% to 10 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 subjeot to tax. Applying these
average tax rates to the present long-term yleld basis of Federal seourities, that is,
2.40 percent, Professor Lutz finds that the yleld basis would be inorecased by
89.6 ;t)glnts 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 inorease
in yield basis of 80 points., Applying this averuge of fifty one-hundredths of
1 porcent to the long-term debt of $28.6 billions, he derives an estimate of 142,6
millions for the inorease in interest cost on lomrterm Federal seourities.

It has been pointed out previously that the increased cost due to the taxation
of the interest on publio seourities 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 seourities, This must be so, since tho 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 logleally pay more for it than it is worth to him, Consequently,
those investors who value the tax-exemption privilege higher than the price at
which {t is set are gettinﬁlsomething for nothlng.

It is olear then, that the idea of estimating the increased interest cost on the
basis of the expected tax whioh investors would try to shift if publio seourities
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 improgorly used, In applying his
methodology, Professor Lutz has ignored entirely the fact that Treasury bonds
and the bonds of most Federal instrumentalities are partially exempt rathor 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-torm,

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 éhlng as full tax oxempiion. Consequently,
individuals would not ay an average tax of 25 percent on such interest if it were
‘tlaxed, az: Professor Lutz asserts, but would pay an additional tax of no more than
-4 percent,

pgn the basis of an avemqe yield of 2.40 percent, a tax of 4 percent would aggre-
gate 9.6 points, Application of Professor Luts's methodology of averaging the
number of point~ ropresenting the tax for corporations and for individuals would

roduce an average of 24.6 points or approximately half the figure which Professor

utz used. This would provide an estimate of the additional interest cost on

artg?llhy oxempt Federal scourities of about $70,000,000, but even this figure is
‘t00 .

'I‘he8 fact is, as has already been ggmted out, that no investor will loqlcally pay
an increased price on a seourity because of the tax-exemption privilege to an
extent higher than the exemption is actually worth to him, Inasmuch as the
partial tax exemption {s worth Jess to individuals than to corpnrations, the market
value of the exemption will be determined by individual inv..iors, On this basis,
the price should reflect the value of the partial tax-cxemption privilege either as
‘zero on the basis of the value to the investors not paying a Federal income tax, or
.at 4 {ercent of the yleld on the basis of the value to individual owners. Conse-
.quen l{ rather than to average the tax value to individuals and to corporations,
it would seem more logtloal to take the tax value to individuals alone, We have
gx;evlously ointed out that this is 9.8 points, or about one-fifth of the ﬁfzure which
"‘Professor Luts used for computing the additional interest cost to the Federal
‘Government. On this basis, the estimate of the extra interest cost on partially
.exempt seourities would be $20,000,000, ,

It s intereating to note that, if we should accept Professor Lutz’s estimate of
.oné-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 yleld differentia
‘beétween long-term Treasury and high-grade long-term corporate bonds is not

i Ignoring the minor exeeptllon that intereet on Treasury bonds to the princlpal amount of $5,000 is exempt
{rom 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 1
percent attributed to the partial tax exemption privilege results in the absurd
supposition that the Treasury bonds are not really as good and as safe securities
a8 corporate bonds but sell on a lower yleld basls, because the partial tax-exemp-
tion privilege more than makes up for their poor quality.

The estimated increase in interest cost on wholly exempt long-term Federal
seourities must next be considered,

On June 80, 1937, wholly exempt bonds of the Federal Government and its
fnstrumentalities were outstanding in the amount of approximately $2.2 billions.
Applying Professor Lutz's figure of fifty one-hundredths of 1 percent to estimate
the inoreased interest costs on these seouritics if income thoreon were made aub{cot
to Federal income tax, we arrive at a figure of about $11,000,000. Adding this
to tho revised cstimafe of $20,000,000, representing the extra interest cost on

artially exempt long-term seourities, provides an estimato of the total inorease
n interest cost on long-torm Federal seourities 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 incomo tax on notes only, suggestlr(xig 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. On the basis of present yiclds an
fnorease of 10 points would represent about a 62-percent increase. Such an in-
orease is inconceivable. The tax-exemption feature of these seourities is not
important in determining their yield or distribution, as finanoial corporations fur-
nish’an {nsiatent demand for high-grade short-term instruments, and reasurznotes
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 {o derive any value from the tax-exemption feature
on additional purchases of public securities. Consequently, it is likely that the
market prices of the notes 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 seourities is very much too high.

Monthly Yield Basis, Moody's Triple A Corporale Bonds, the Bond Buyer Index
Jor 11 cilies, and average yield of oulstanding Treasury bonds

A table inc¢luded in appondix B of a report submitted by Professor Lutz, to which has been added the
¢ 3merential gm he 8orp%°mte Index excegis the Index of 11 Citles)
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Monthly Yield Basis, Moody's Triple A C’o:yorale Bonds, the Bond Buyer Index
Jor 11 cilies, and average yield of oulstanding Treasury bonds—Continued
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August. , 21 4.20 4.30 .10
8eptom 3, 20 4.12 4.30 24
October.. . 22 1 20 4,34 14
November.... , 46 . 26 4.54 28
COOMBOr. e v ieneeneicnsnccaccicuecanansccsococananane 3, 63 4.64 4.50 - 14
1034
January..... - cevasan 3.50 4.50 4.35 ~. 15
February. 3.82 4.08 4.20 M
March.. 8.2 3.00 4.13 14
! 3.01 3.60 4.01 .35
3.12 3,84 4.07 .23
Jue. 2. 8.61 3.03 .82
2.85 3.40 3.89 +40
August............. remeeanas caveenens ceecctetmcacnncsen 2.99 3.80 © 30 .43
Beptomber......... 3.20 3.60 3.08 .38
Rovape SRl 16| 3w i
ovember , . . .
eoember. .....c.... 2.87 3.38 3.81 43
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Monthly Yield Basis, Moody's Triple A Corporale Bonds, the Bond Buyer Index
Jor 11 ¢ities, and average yield of oulstanding Treasury bonds—Continued

Bitn
which eor-

cssace

sencvssossnsn

Year Treasu Munlelpal | Corporate
bonds’ | bonds | - bonds | porate n:
ox axceeds
musicipal
ndex
1038
January......ceee.. 2.83 3.30 8. 77 0.47
{ebmary................................u............. 2.73 3.10 3. 69 80
JAPCH. oo cianevassoosnnasenssnsosncrasscananinccsonnan 2.69 8.18 3, 67 B2
)eiecaeiieosceneacrusnctanncoricecssansninnacsnnsne 2.64 2.90 [ .78
BY erocusonnornasonstoassssossnnnnsnas 2.61 2,03 , 68 W12
June. ...aua. evscsvassconcans cveviancnn cecvonnsrsncnsses a.01 2.08 , 81 .03
JUIY.eniiniinnninisiniiiaieceninanes 2,89 2.85 , 56 1
August... 2.68 2.81 . €0 W79
hy 2,78 2.04 . 9 N
2.7; 3.168 3. 52 +38
2.7, 2.95 3.47 .52
2.7 2.79 3.4 .65
1038
ANUATY .. oericesaneronnnssoseosseasassonsosusssssssssos 2.68 2.84 .37 83
bruary..... 2.62 278 .32 .89
March - 2.8 2.66 . 20 .63
2,51 2.69 . 20 .00
2.50 2.76 , 27 .81
2.80 2.01 3. 24 .63
2.50 2.68 , 23 N
gust. ..... 2.43 2.60 , 21 .61
Beptember......... 2.41 2.59 .18 N
October...... . . . 2.42 2.63 .18 .65
OVOMDOL. o cvrnencecsrcamiossccasenransonns 2.29 2.8 .15 61
CCOIMDCL. e aesoreeecsnsnccrasrcsesssannansocosons ceue 227 2.35 . 10 75
1037
JANUArY...couaeaias esestiececnonosan Measssansnscscsns . 2.2 2.35 8.10 W75
Fobruary...... 2.31 . 49 3.22 W78
2.50 , 63 3.32 .69
2.74 , 00 3.42 .52
2.01 81 3.33 W52
2.64 .11 3.8 .81
2.50 . 70 3.25 .85
2.50 . 62 3. U N
2.67 . 60 3R .68
2.65 . 60 3.27 .88
2.60 .76 3.24 48
Decomber vene 2.84 2.74 3.21 47
1038 :
ANUATY..cceeee. canvens ceenen 2.47 2.7 .17 A2
OLIUATY .o cenanen cestsanmcsnees cesasnn cevertceeneannns 2.46 2.66 3.20 84
March..... cvane 2.48 , 61 3.22 .61
April..... csasasancnns 2.43 .72 3.30 .58
May. ceecsnne 2.%0 .61 8.2 .61
JUNO. cniannnan . 2.31 . 88 3.2 .68
JUIY.ievaearcrennnsronnnicrcsarcsaraserncasscanannnes 2.3¢4 , 81 .22 7
gugust . 2.3 2. 40 3:18 .00
optember. . . [ 2.40 . b1 3.2 .70
Octo . 87 3.18 .88

an coeenn
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Average bond yields as computed by Standard Slatistics, Ine.

{A table Inclnded in appendix O of a report cubmitted by Professar Lutz, to which has been added the
differential by which the public-utility index exgeeds the fndex for munleipal bonds)

R

18 first- Averago, all
Year grade | Industelal | Ratlronq | [Fubllo KLk por. l’,‘:{‘{‘*g'a'

munlelpal | A1+ bonds | Al+ bonds| , } poration | 1Y lndex
bonds I+bonds| Thondg | excoeds
munieipat
Index
3: 27 , 30 .47 3.38 3.41 01t
.22 . 30 .45 3.32 3.38 10
. 18 . 36 .43 3.29 3.38 A
17 , 33 . 38 3.25 3.32 .08
. 16 . 37 , 30 3.23 3.33 07
. 18 , 37 .30 3.21 3.32 .08
L 13 , 33 .33 321 3.2 .08
, 08 , 31 . 35 3.21 3.2 A6
.07 . 30 , 32 3.18 3.2 nn
, 04 , 20 . 20 318 34 a1
ﬂ.sg . 28 . 27 3.18 8. U .81
2.7 , 20 , 20 3.12 .17 .36
037
Januar! . 279 . 20 3. gg 3.07 3.18 28
F .93 L 17 A 3.08 3.18 A3
L1 , 20 . 37 3.0 3.4 -. 10
April.. , 2 . 87 . 50 3.22 3.30 -, 02
May. 1 , 44 , 85 .23 3.4 .00
June... , 11 3.34 45 3.16 3.31 04
July .07 3.28 51 3.4 3.31 07
Au .01 3.28 1 3.10 3.25 .00
8Septombe 18 3.30 5 3.08 3.28 - 10
Qctober.. .24 3,34 40 3.10 3.31 -4
November.. L 17 3.63 51 3.13 3.39 - 04
be! L 18 3.49 58 3.07 3.38 -, 08
1938

JANUATY. cienememcrennncannss 3.03 3.32 , 49 2.96 3.28 -.07
FODIUALY. caeeaennvccacnnnnns , R 3.28 . 562 2.05 3.24 -, 04
3 3.08 .43 2.91 3.13 -.08
.17 . 64 2901 3. - 12
8.11 . 60 2.92 3.21 .01
3.08 . 60 2.80 g. 19 -.02
3.17 . 06 2,89 , 24 02
3.05 , 88 2.87 .17 .05
.07 . 83 279 3,13 |eeravennes ..

MEMORANDUM ON THE METHOD OF DETERMINING THE DIFFERENCE IN YIELD
BETWEEN TAxABLE AND TAx-Exempr SECURITIES

{Source: Treasury Department, Diviston of Research and Statistles)}

In order to measure exaotly the value which the market is placing upon the
tax‘exem})tlon feature of public securities, we ought to coml;}are seourities which
are identical in every respect save that of tax exemption. Unfortunately, this is
impossible, ingsmuch as governmental seourities differ from taxable securities in
mang respeots aside from the tax status itself, At one time, such a comparison
could be mado between the partially tax-exempt 4%-percent First Liberty Loan
converted bonds, 19032-47, and the wholly tax-exempt 3¥-percent First Liberty
Loan bonds, 1932-47.! 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 ;f)artlally tax-
exempt 'l‘reasury bonds with wholly tax-exempt Treasury notes, or for long-term
seourities, by compating wholly tax-exempt State and munioipai honds with tax-
able high-grade corporation bonds and with partially tax-exempt Treasury bonds,

The differentials between the ylelds of fully taxable, partially tax-exempt, and
wholly tax-exempt seourities relevant for our purposes Oufht, striotly speaking, to
be measured in 8 market not antloipating any hindrance in the future issuance of
tax-exem;l)t seourities, since any such anticipation would tend to produce some
additional differential not relevant for our purposes. It would appear on a grlori
grounds that the presont market may be making some allowance for the possibility *

hat future lssuance of tax-exempt securities may be shut off, and this supposition

1 The Agures are not cited here because they are not relevant at this time.
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ains somo support from the fact that the Bond B\(x’yer's indox of the %lelds of 11
igh-frade munloeipal bonds, which was one one-hundredth of 1 percent higher than
the yleld of the partially tax-oxompt Treasury 2%'s of 1966~60 on the 1st of Janu-
ary 1938—before the Presidont’s message on tax exemption could possibly have
been foregast—waa seventeen one-hundredths of 1 percent lower than the yield of
the same Treasury bond by the 1st of January 1939, During the same period, the
differential between the municipal-bond index just eited and the Treasury’s aver-
ago of the ylolds of high-grade corporation bonds, exoluding ralls, inoreased from
thirty-two one-hundredths of 1 percent to fifty-one one-hundredths of 1 percent.
It appears, thorefore, that the present market may be making some allowance
for the possibilit that futuro issues of tax-exempt scourities may be shut off,
Fluotuations fn differentials of the magnitude of those cited as evidence of this
possibility have, however, on J)ast ocoasions ocourred for reasons entirely inde-
pendent of tax exemption, and those just cited may be due in thelr entirety to
oauses other than anticipation of the cessation of future {ssuance of tax-exempt
seoutities. 'This supposition gains some support from the fact that most of the
inorease in the differontials took place during the fall of 1088 rather than during
the spring when the possibility of rminatimf the issuance of tax-exempt securities
first loomed strongly into view. In gencral, a study of the past history of the
differentials gerves 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.

Turnlnﬁ to the present situation, a comparison of the ylelds of high-grade cor-
porate and high-grade Stato and munieipal bonds throws some light on the present
value of tax exemption. As of the 1st of January 1089, the roasurl{'s average
of the ylelds of high-grade long-term oor{)oratlon bonds, excluding rails, was 2.87
;)ercent, or fifty-one one-hundredths of 1 percent in excess of the Bond Buyer’s
ndex of 11 high-grade munislpal bonds as of the same date. This differential
can bo assigned entirely to the tax-exemption privilege only if the scourities com-
pared are of exactly equal desirability in all other respects. Obvlously, they are
not, The municipal bonds aro 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 alrea.d‘y 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 privilego
on tl}a supposition of the indefinite continuance of the issuance of tax-exempt
seourities,

As of the samo date—that i, January 1, 1939—the same yicld index of high-
grade municipal bonds was twenty-three one-hundredths of 1 percent less than
the yield of United States Treasury 2%’s of 1960-65, tho most distant maturity
of United Statos securities outstanding, Tbe Treasury bonds, of course, are su-
{)erlor to the munieipals in every respect, except that of tax exemption, and are
hemselves partially tax exempt. As proviously noted—by reference to a shorter
maturlty Treasury bond outstanding during the entire year—this differential for
the most Eart doveloped during the course of 1938, Nevertheless, making allow-
ance for the higher quality and the partial tax-exemption p‘rlvﬂege 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 mnEe at roughly one-fourth to
one-half of 1 percent, given the expectation of the markot of the unlimited further
issuance of tax-exempt securities,

Again, as of the first of January 1930, the yield differential between the 23 per-
cent Treasury bond of 1960-65 and the average of high-grade corporates, exolud-
ing ralls, 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 ag 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~
oexemption privilege. It should be noted here that the partial tax-exemption

rivileé;e is not very valuable, since it only results in a tax saving of 4 percent to
ndividuals, and a large proportion of the institutional purchasers are unable to
profit by tax-exemption at all at the present time. An allowance of five to fifteen
one-hundredths of 1 percont as the matket valuation for this privilege would leave
a net differential of only thirteen to twenty-three one-hundredths of 1 percent
between the yiclds of the Treasury bond and the corporate bonds to be explained
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by all the goints of auperiority of the former over the latter, except that of partial
tax exemﬁ fon. In the absence of better data this seems as reasonable an esti-

mate of the ourrent market evaluation as any.

The pmcedin%] disoussion has related to long-term seourities, The situation
with respect to short~torm securities appears to be quite different due to the over-
powering demand for them on the part of institutional investors to whom tax-
exemption is a minor gonsideration. The 33 percent Treasury bonds, first call-
able on March 15, 1941, sold on January 1 to yleld 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 & 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 yleld, 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 b years—however, there {s some evid-

ence—from the extreme flattening of the end of the curve expressing the relation-

ship between yleld and maturity—that the complete tax-exemption privilege of

the notes has some effeot ugon their yield. (See chart on “yields of Treasury
i

Bonds and Notes, %anuary 1939.) )
To summarize: The market value of the complete tax-exemption privilege on

hlsh-grade long-term bonds appears, under present conditions—but assuming the:
indefinite continuance of the issuance of such sécurities—to be betweon 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 seourities, the tax-exemption privilege probably
has no present market value at all; the value attaching to the tax-oxemption:
privilege after tho 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. m.)

AFTERNOON BESSION

The special committee met, (Pursunnt to recess, at 2:16 p. m.,
Senator Brown (chairman) presiding,.

The Cratrman, The committee will 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’Donnert. 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
fu!;uilie governmental issues of securities would contain the tax-exempt.
privilege.

Since that time Dr. Harley L. Lutz, professor of public finance at
Princeton University, has appeared before this committee and has
presented other revente estinates on this subject. His estimate of
the ultimate effect on the Federal income-tax reventies was presented
in terms of a single figure of $230,000,000 of inorease, as originally
caloulated 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 ﬁquro which Dr. Lutz presented, the
Treasury estimates are submitted 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 %ovemmentul gecurities to other investments,
and the percentage of governmental holdings which individuals in
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 {o the total tax to be received by the Federal
Government, but he is also within our range on each of the two
ﬁrinciputl components of that estimate. Thus with respect to the

ederal income tax to be derived from taxinﬁ interest received from
future issues of State, local, and territorial obligations, Dr. Lutz gives
a figure of $121,000,000 as comgared with the Treasury’s range of
from $107,000,000 to $108,000,000. With respect to the Federal
income tax to be received from taxing intorest received from obliga-
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 $139,000,000. .

though 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 roiram. ‘

Throughout the report which Dr, Lutz presented 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 revonue.

Surely, it is reasonable to assume that even though such persons do
gell the governmental securities when they become taxable, the money
received from the sale of these securities will be invested in other
securities, the incoine from which will be taxable. I submit to you,
therefore, that any estimate of the increased income-tax revenue to the.
Federal Government as a vesult of this legislation has completely
missed o 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 CuAIrMAN. You think that is & very important factor?

Mr. O’DonneLL, Very important, indeed. The estimates which
Dr, Lutz introduced do not attribute to this legislation sufficient
increace 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
ixlxlgaevghich the former large income holders of governmental securities
shifted.

Wo 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 g)roposed 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 $56,000 and over;
b) The allocation of such holdinﬁ? to particular income-tax brackets;
¢) The differential measurin‘%n e value of tax exemption; and
d) The use of current refunding rates versus existing coupon rates
for determinin%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
not incommes. ‘

The CuairMAN. 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
Secretm?v 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
memeorandum, and it wants a day or so in which to do so, and he will

file thut with us, and that will be made a part of the record.
Mr. O'DoNNELL. As soveral different previous witnesses who have

appeared before your committee have pointed out, we have relatively
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Eood information as to the holdings of investors other thdn individuals
n_governmental seourities, In’ench of our estimates, as in the
estimates of Dr. Luitz, the balance of the holdings of these tax-exémpt
seocurities, 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, thorefore, interest
raceived, 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 helieve Dr. Lutz's ‘allocation of holdings to the
group with net incomes of $5,000 and over to be excessive, it is not
noarly so sérious in its effect on the revenues as is his similar allocation
in the case of the holdings of the obligations of the Federal Govern-
ment, its agencies, and instritmentalities, because of the large amount
of partinlly tax-exempt Federal sccurities which he thus allocates,

s Dr. Lutz stated before your committes, he used a Treasury
ublication, entitled ‘‘Securities Exempt Fromn the Federal Income
ax as of June 30, 1937,” to determine who holds the Government

debt, by olasses of holders. ‘That publication did not -classify the
intorest received by type of holdings, but it does show the original
sources which assist in an analysis much moré precise than the method
employed by Dr. Liitz, who makes no attempt to determine the rela-
tive holdings of the various types of Federal securitics by corporations
and individuals, :

In making its estimates, the Treasury analyzed the holdings of
Federal debt, not only by type of holder, but also by type of security,
classified as to whether or not it was wholly or partially tax-oxempt.
- That record of the Treasury analysis has already been introduced
in evidence, as table IIT, page 14, of the record. - -

The Cuatrman. The printed record?

Mr. O’DonNEeLL, Yes, sir, o
A o result of this anal sis, we'concluded that there was no reason+

abls probability thut‘itidi‘\?iduhls with net incomes of $5,000 and over
held the unaccounted-for partially tax-exempt securities in propor
tion to their reported holdings of this type-of security. =~ . = .
* With regard to Treasury bonds and United States savings bonds; it
must'bé remermbered that it is only the interest on principal amounts
of $5,000 or less which is exempt from the surtax. : Therefore; the
incentive to ‘individtals with net incomes of $5,000 and over for
holding these partially tax-exempt Federal securities in pnnoigﬁl
amounts greater than $5,000 thust come from other than tax reasons.
- There is no reasonable probability that there is proportiohate undet+
reporting by individuals of the partially tax-exémpt interest on which
there is o Hability for surtax. .Of course we rehlize that United States
savings bonds might be held in principal amounts of over $5,000 dnd
yeot the interest not be reported where the individual files' his'tax

return on a cagh instend of on-an accrual basis. However, such
I'be subject to surtax when

interest on amoiihits in oxcess of $5,000 wil

s N

realized, : , o

After caroful consideration of these and othet data, such as the dis-
tributioh bf wholly tnx-eﬁwm;:lt. interest ‘by net income- classes, ‘we
concluded that individuals with net incomes of $5,000 and over most
probably held $1,000,000,0000f partially tax-exempt securities in

122256—80—pt, 8—0 !
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addition to the $1,460,000,000 ﬁar value of these partially tax-exempt
seourities, 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 $5,454,000,000, as contrasted with
gur l?a:simate of Dr. Lutz's allocation of $9,591,000,000 in these

rackets,

The balance of otherwise unaccounted-for holdings was allocated
b th; ;I‘gggsury to individuals in the brackets with net incomes of less

an $6,000,

Naturally, such an assignment as Dr, Lutz has made increases
greatly the estimates of Federal revenues which the Government
might exgeot 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 cortain amount of these unaccounted-for hofdings of tax-exempt
sacurities 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 amon
which these securities are allocated, the higher the rate of tax whic
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 Governrient would col-
lect income tax on the interest from these securities 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.

om 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 undm&reporting
is more prevalent on the part of any partioular class of individuals.

Instead of using these known data to arriye at the effective rate
of tax on the interest received by the individuals in net income
brackets of $5,000 and over, Dr. Lutz utilized some very indirect
methods to arrive at the effective rate which he used.

Neither of his indirect methods scems 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 8o large quantities, by people with large incomes, as are the wholly
exempt securities.

This analysis bears out our contention that Dr. Lutz has assigned
t,(‘))o 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 Eeriod of 10 years, This procedure involves certain
arbitrary methods of approximating interest recoived 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 256 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 35 ?eroent. This rate is also approxi-
mately the average or effeotive tax rate which would have been levied on all
State interest deemed, in later seotions of this report, to have been received in
1937 by individuals with net incomes of $65,000 and over.

There are other minor questions in apBroach to the whole problem,
which, although they tend to increase Dr. Luta'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
wo should adopt the reality of the current yield on the outstandin
s?curities 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 procedurs tends to give '
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 seourities, the securi-
ties will have to carry a higher rate of interest. In making our reve-!
nue estimates, we recognized that there might be a difference of oxt)oinion
as to the interest differential which would have to be added to the
prosent tax-exempt rate in order to make different types of taxable

overnmental securities salable under different conditions. The
'reasury takes a probable range of differential cost into considera-
tion in its estimates. =~ =~~~ '

Dr. Lutz, howeyer, 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 intorest. R .

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-
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-ernment, he does not allow for ahy tax on ‘the incrense in“interest
“cost to 'the Fadoral 'Go‘vernment.‘_ 'his, -of course, tends to decrense
i the revenite estimates whi¢h he would otherwise have obtained. .
« ' The 'I‘re‘ust;r{r ‘did not propare estimates on any basis other than
that there would be reciprocal taxation by the Federal Governmerit
ﬁngtby the States of the interest from all outstanding governmental
e . A 1
Dr. Lutz, however, estimates that the amount of $121,000,000 will
be received from the Federal taxation of ‘the interest of State, local,
and territorial bbligations, irrespective of the existence or nonexistence
of tax-exempt Kederal securities, I should like to submit to you
gentlemen that it is highly probable that if the Federal Government
were to tax the intorest from State and local securities without sub-
jecting the intorest from Federal Government securities to reciprocal
taxation and to complete Federal taxation, individuals to whom the
"tax-exem¥t privilefe is of paramount importance would shift some
portion of their holdings of State and local securities into holdings of
tax-exempt Federal securities. A

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 fuch conditions his estimate overstates the probable Federa
revenues, ‘

We fully recognizo that there is an almost infinite combination of
assumptions on the basis of which these revenue estimates might have
been prepared. . )

The Cuamrman. Would you mind going back to the last paragraph

- on page 97 I think you stated what the fact was, but what do you
~assume tho States which do not have income-tax laws would do in

- that regard? ‘

Mr. O'DonneLn, We are not here making an estimate of revenue
which the States mxﬁ?t 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-tax
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. Ltz 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

assumptions, f '
. A'common assumption used by Dr. Lutz and by the Treasury was

3 to base the computations on what would happen in some future year
~ assuming that all existing debt had matured and had been refunded
* by sectirities which did not contain the tax-exempt privilego. ‘

——

- volume of debt 40 ot 50 years hence.

This ‘conceépt is helpful for comémmtive’purposes, as it allows us'to
deal with the existing volume of debt, rather than an estimate of the

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-oxempt privilege were not removed
from Government bonds, ‘bécause some of ‘the money now invested

*in-government securities’ which are not refunded would be put into

- other investments, anhy income from which would be subjéct to the
Federal inéome tax. "
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One ﬁnal point ahould be made... These estimatos d? npt purport
timates of grensas in the Federal revenues in the immedinte -
future The bill under consideration does, not propose to tax retro-.
actively any outstanding securitics. Thelx;fforo, in’ the early .years
following the encctment of the new law, only a very small but inde-
terminate amount of increased income-tax revenue would be received .
by the Federal ovemment as a result of this proposed legislation.
As the volume of tax-exempt securities diininishes, there will be an
increased concentration of the remainingh;)utatanding tax-exempt .
seourities in the hands of those to whom the tax-exempt privilege is
of the most value. Conse uenty we have made no_attempt .to.
resent estimates for any period of time until after all of the outstand-
P overnmental securities have beon refunded with taxable securities...
sﬁm Cramuan. Thank you, Dr. O'Donnell
The CHAIRMAN, Are you rogdy :
Mr. Morris. Yes, su-

of nskmg qugt

the matter. g £
Now, I shall, howeyer, und i

nature of a § ply to tfteeg 1m

‘of some 3918
tutional Im

I shall under
accurate in such gt
a reading of the teSty
connection may I say tha
to the bias and poli cal ~
in this matter, I have under (TR0 o ¥

worthy of study and thought, and" not see how it can be con-
sidered as a partisan issue, . One Democratic Pret.dent and three
Republican Presidents and the Secrotaries 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 -
that such immunity be ehmmated in one way or another. So, the
effort cannot be said to be a partisan attack upon the States and their -
subdivisions, .

1 will undertake ﬁrst to point out certain l1])omts wnt.h reference to.
which the Yellow Book takes violent issue wit propositions which we
have never advanced; second, to reply to.the Yellow Book’s eriticism,
in its discussion of the immunity rule in the White Book; and third,
to reﬁly t% the criticism of the latter’s . discusslon of the sixteenith
amendmen

i
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., TFinally, I wish to mention the gosition adopted by the Government
in two saim'y 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: éeyeml of its seotions—pages 20 to 38—and much of the
early testimony, are devoted to demonstrating that the States, in the
exeroise of their reserved gowers, 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 eXﬁrossly stato,
that the Department of Justice has a different view, However, the
adversaries who are belabored in its gg}()as seem to be only Fortune
Magazine, Aldous Huxloy, Westbrook Pegler, and an unidentified
writer in the New York Times Magazine. :

1t may be well to state that we are in the most emphatic agreement,
as to the nature and the im})ortnnce of Stato governments.

A full chapter of the Yellow Book is direoted 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:
irst, 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 proposftlon, we have urged, and it is unnecessary here
to repeat, that experience 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 indi-
cating that decisions of the Supreme Court are not immune from
examination, and, if found unsatisfactory, that they may be overruled
bf' that court. It is necessary only to mention, in the last two terms
alone, Erie Railroad Co. v. Tomkins (304 U. S. 64), overruling Swift v.
Tyson (16 Pet. 1), Helvering v. Mountain Producers Corp. (303 U. S.
376), overruling Gillespie v. Oklahoma (257 U. S. 501), and Burnet v.
Coronado Ol & Gas Co. (285 U, S, 3932 i West Coast Hotel Co. v,
Parrish (300 U. 8. 379), overr:ling Adkins v. Children's Hospital
(261 U, S. 625); and United Stries v. Wood (299 U. S. 123), overruling
Crawford v. United States (212 U, S, 183). )

The Cramrman. I think it would be a great convenience to have
the citations of these cases in the record,

Mr. Mornris, I will supg%‘y 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 CuarrmaN. I am interested in what Justico Brandeis said in
one of the cases, and I would like to read that particular case.

Mr, Mornis. I will supply the citations, Mr, Chairman.

(The citations are as follows:)
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TasLe or Casgs

" Adkins v, Children’s Hospital, 261 U, 8. 528,

Brushaber v. Union Pac. R. B., 8.1,

Burnel v. A, T. Jergins Trust, 288 U. 8, 508,

Burnet v, Coronado Oil & Gas Co,, 2856 U. 8. 893. .
Clark Distilling Co. v, Western Maryland Ry. Co., 242 U, 8, 811,
Colleclor v. Day, 11 Wall, 113,

Crawford v. Untled States, 212 U. 8. 183,

Evrie Railroad Co. v, Tomgkc‘m, 804 U, 8. 64.

Evans v. Gore, 263 U. 8. 245,

Flinl v, Stone ﬂa% Co., 220 U. 8. 107.

Foz Film Corp. v. oyal 286 U, 8. 123,
Gillespie v. Oklahoma, 257 U, 8. 501,

Graves v. New York ex rel. O'Keefe, No, 478, October term, 1038,
Group No, 1 Oil Corp. v, Bass, 283 U. B

Helvering v. Gerhardt, 304 U. 8. 405.
Helvering v. Mountain Producers Corp., 303 U, 8, 370.

Hclvering v. Therrell, 303 U. 8, 218,

Holmes v. Jennison, 14 Pet. 540,

Indian Territory Oil Co. v. Board, 288 U, 8. 326.

James v, Dravo Conlracling Co., 402 U. 8. 134,

MecCulloch v. Maryland, 4 Wheat. 316,

Miller v. Milwaukee, 272 U. 8. 713,

Morehead v. N. Y. ex rel. Tipaldo, 208 U, 8. 687.

National Life Ins, Co. v. Uniled States, 277 U. 8. 508.

New York ex rel. Cohn v, Graves, 300 U. 8. 308.

Oklahoma v. Barnsdall Corp., 206 U. 8. 521,

Pollock v. Farmers Loan & Trust Co., 187 U. 8. 429, 168 U, 8. 601.
State Tax Commission v. Van Coll, No. 491, October Term, 1038,
Swift v. Tyson, 16 Pet. 1.

ﬂinig/arm Co. v. Grosjean, 201 U. 8, 466.

Uniled Slates v. Bekins, 304 U, 8, 27.

Uniled States v. Wood, 209 U. 8. 123,

West Coast Holel Co. v. Parrish, 300 U, 8, 879.

Mr. Monris. A partieularly apt reference, in this regerd, is to the
dissenting opinion of Mr. Justice Brandeis in Burnet v. Coronado Oil
& Gas Co. (285 U. S. 393). Inresponse to the majority opinion, which
reafirmed the immunity of Government lessees from taxation and
larg%lﬂy relied upon the fact that the issue had already been decided in
the Ghllespie case, Mr. Justice Brandeis replied that the Gillespie case
should be overruled. E

He said:

* * * {p casen involving the Federal Constitution, where correction through
legislative action is practically imﬁosslblo, thig Court has often overruled its earlier
decisions. The Court hows to the lessons of experience and the force of hetter
reasoning, recognizing that the process of trial and error, so fruitful in the physioal’
sclences, is appropriate also in the judicial funotion,

He then listed some 30 cases where the Court had overruled its
earlier decisions, Six years later, precisely as Mr. Justice Brandeis
urﬁgd, the Court overruled both the Gillespie and the Coronado cases.

hroughout the Yellow Book, and throughout the testimony of last
.week, thore runs a thread of strong protest that the Department of
Justice should urge that the revenues of States and municipalities
should be subjeot to Federal taxation. .

I hope that the committee gets the emphasis that I have just
made, that the revenues of the States and municipalities should be
sub;eot. to Federal taxation.

It the White Book had suggested any such proposition, there would
have been more ipoim; to this eriticism, The Departmept of Justice
subscribes unhesitatingly to the doctrine that any tax imposed on the
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Statoe or municlrality, in the exercise of an essential governmental
* function, is forbidden by the implications of the Constitution,

The Cruarrman, I think I tried to say so.

Mr. Morris. You did say so, and I was very grateful to the chair-
man for sa,rl 80, :

The testimony of Mr. Wood sought to convict the Department of
a veiled and sinister purpose bocause taxes of one form or anothor
have been sought to be imposed with respect to activities which, if
his 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
universitios, . :

The distinction is ohvious, and‘has long been sottled, 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 takin{; u{) the matters which are actunlly in controversy,
it might be well if I outlined, 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. McCulloch v. Maryland (4 Wheat. 316)
and the cases which followed it, held Federal instrumentalities and
grivate persons who dealt with the Federal Government immune from

tate 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 unnccessary. But, in Collector v. Day (11 Wall: 113)
decided in 1870, the Court found a similar limitation on the Federa
taxing power. Pollock v. Farmers Loan & Trust Co. (167 U. S. 429;
168 U. 8. 601), holdinF the interest on State bonds to be immune
becauso the Court held 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 .CuammumaN. It has been so long since the reading of the Mec-
Culloch v. Maryland case (4 Wheat. 316), and it is so important to our
decision here because it is the foundation case, 1 want to know whether

my recollection of the facts is right.,
.- Mr. Morris. 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
oxpel its branches from their territory, .

. The Stite of Maryland enacted legislation which provided that if
any bank established a branch offico.in the State without State
authority—obviously aimed at the Bank of the United States—it
must issue‘notes only in,s;;\eoiﬁed denominations arid only on stamped
Wper‘to, be purchased at the prescribed rates from the Treasury of the

estern Shore;
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Alternatively, the branch banks could gain exeniption from this
raquirement by ths payment of twelve or fifteen thousand dollars a
year,

In an-action against the cashier, the State court rendered a judgment
for the statutory ponaltios, n

The Cuammman, Therefore, we might say that the cdse was one in
évz'i"" the equitios weroe very strongly with the Bank of the United

ntes, ' :

Mr. Morris, 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 thro’ugh
Chief Justice Marshall, did not pitch its action on the fact of the dis-
criminatory nature of these taxes, but it is equally indisputablo that
there was a shocking discrimination.

And it is also true, Mr. Chairman and gentlemen of the committeo,
that in that samo case the Supreme Court countenanced a tax by the
Stato of Maryland on the land owned by that bank, and stated that
the State of Maryland could lay upon the citizens of Maryland
oiwt.ning sharos in that bank the same tax that it would lay upon other
citizons,

The CuamrmaN, But it is true, of course, they were concerned with
power rather than discrimination. -

Mr, Mornis, Thero is no doubt about it, and, as Justice Holmes.
said in thig'decision, it was not a question of any degree, but a question
of whether there was any power at all.

The Cuairman. I have heard the phrase stated in law school—the
fnmc‘)?ur phrase of Chief Justice Marshall. Was that stated in that
case
Mr. Mornis. 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 emgloyeo 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 oxpress 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 in the nature of an excise, but
if the great implication of the Constitution is that no burden o
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.

he basis of the Pollock case, as measured by the olpinion there,
was that a tax on income is a tax on the source; this has expressl
been rejected in New York ex rel. Cokn v. Graves (300 U. S, 308).
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No other reason for immunity which has been advanced and which
, is still acce&)ted by the Court will support the Pollock case. It is
contradioted by the reasons the Court has advanced to deny immunity.
If the Congress were to enact the logislation recommended by the
Prosident, the question would relate to a nondiscriminatoxév 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 Plun, and the absence of discrimination in it,
would be groiphically 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 legis-
lation might well be sustained under the sixteenth amendment, giving
power to tax income “from whatever source dorived.” 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 Evans v. Gore (263 U. S.
245), that the amendment did not extend the taxing power of Congress;
it construed the language in the light of external evidence. But i
all, rather than a part, of this evidence is ecxamined, the plain meaning
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 CrAIrMAN. I think that the facts we have beén discussing are
most important in the case.

Mr. Mognris, I do, too.

The CrAIRMAN. Have they ever been presented to the Supreme
Court in any case arising out of this controversy?

Mr. Morris, To my knowledge, they have not been fully urged.

The OnairmaN. Has thore been any case where these facts might
have been presented to the Court? .

Mr. Morris. There might be a difference of opinion as to that.

The CramrumaN. Well, where they should have been presented.

Mr. Morris. If you take that view of Evans v. Gore (263 U. S. 245),
which could have turned on the question of the meaning of diminution
of salary during continuance in office,

The CrarrMaN, I think that it did turn on that point.

. Mr. Morris. 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 III, the sixteenth amendment,
overcame the limitation contained in article III.

It was evidently that argument that occasioned the Court to con-
sider whether or not the sixteenth amendment did extend the taxing
power beyond wkat it was prior to its enactment,

The CrArMAN, Being later in point of time?

Mr. Morris, Yes, sir. ‘

But, Mr. Chairman, notwithstanding the fact that the sixteenth
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 11T is for the };rotoctlon of the recipients, not the source—
and we allude to that difference and we think it very important—

r. Justice Holmes and Mr. Justice Brandeis, in their dissent, stated
exactly the argument that the De{mrtment of Justice has presented to
ygﬁl, and, for that reason, felt that case should have been decided
othorwise,

What I am trying to make olear is that it could very reasonably
be said that the sixteenth amendment had the offect 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 Frovision
which, in its terms and obvious purpose, was to protect, not the source
of the income but the recipient of it. The provision {n article I 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 recip{ent, 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, Gore
case (263 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 Cramman. But the history of the income-tax laws, of the
Civil War period, the 1894 Act——

Mr. Morris (interposing)., The first one——

The CrARMAN (continuing). Let me get my thought over to you.

The history of the act, and the use of the phrase “from whatever
source drived” was not presented to the Court in Evans v. Gore
(253 U. S. 245), so far as the briefs show.

. Mr. Morris, No; not so far as I know, and Mr. Cohen, I believe
it was, made the statement that the counsel for Walter P'Jynns had
ﬂfesented extensively the argument on this amendment and its mean-
and I have not found that this argument was presented.
he CratrmMaN. Was that in the brief? Mr. Cohen is here.

Mr. Conkn. 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, Morris. 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 CuatrmaN. 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 situas
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. Monrnis, I think that I can do that, and I will ask my colleagues

to correct mo, if I make a mistake. . o
Now, the Civil War income tax, under which the case of Collector v.
Day (11 Wall. 113) arose, the provision was as to income from certain
enumerated sources that should be taxed—'"and from any other
source whatever.” Am I correct about that?
Mr. GarpNeR, That is precisely right. / ‘
The CuamrmaN, That 15 _the second from the last line on the
bottom of page 96 of the White Book, being the act of 1861, “That
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tax was levied upon anhual income ‘derived from * * * (enum-
erated sources), or-from any other source whatever.! !

Mr. Montts. Yos, sir; and that language, as I recall it, was followed
through in the act of 1804, but, before woe come to that, let me say this,
‘that it is our thought, or we think that it is pertinent to the point you
have raised, that, undor the language of that act, the Court decided
the constitutional power of the Congress to lay a tax on Judge Day.

The CrairMAN. In other words, the controversy in the Day case
would not have oceurred unless the Government had construm{ that
language—‘‘from any other source whatever’—to include the income
from the salaries of State judges?

Mr. Morris. Precisely, and not cnly the Government, hut the
courts and parties all accepted that to be the meaning. :

The Cnairman. So, unquestionably, the Court must have con-
strued that language to include the salaries of the State officials,
otherwiso there would not have been any case.

If the Court had 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 they did not make an express
exemption as to State or municipal bonds.

And, therefore, in the case of Pollock v. Farmers Loan & Trust
Company 5157 U. S. 429; 158 U. S. 601), precisoly 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 Cuarman. 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. Mornis. I think that is the lnnguage that goes through it.

The Cuamrman, What act followed that?
' ‘Mr. Morris. There was one of “61, ’62, '63, and 64, amended by
65.
The CuatrMaN. The act of '64 included the same language as the

act of '627
Mr. Mornis. Yes, sit. I do not think, Mr. Chairman, that there

is any difference in that expression in theso several acts. The act of
’61 has been quoted on page 97 of our hook, the language there being:

An income tax was imposed 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 1862—

which T read—- , ‘ , .
The act of 1864 uscd the same language as the nct of 1862, except that it ex-
tended the graduated feature of the tax by one step. The acé of 1865 contained
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the-same language as above quoted from the act of 1862, hut the additional step
in graduation brought in by the act of 1864, was eliminated. The act of 18660 was
amendatory of the existing law by areolfyfng that the tax should apply to “the
gains, profita, and fncome of overy business, trude, or profession.” 'T'he act of
1867 amended seotion 116 of the act of 1864 but the language above quoted was

substantially retained.

The CuairMAN. Then there followed, in the act of 1864, the lan-
guago almost exactly the same as the constitutional amendment—*or
othor gains and profit and income derived from any source whatever?”’

Mr. Monris. Yes; that was in the act of 1864, then the act of 1870,
It was to apply for the years 1870 and 1871,

The CuairMan. I am not disputing you, but I think you are wrong.

Mr. Morris, I may be.

The Cuairman, It does not make much difference.

Mr. Morris. 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 computingtaxable gains, profits, and income, enu-.
merated numerous specific sources, and—quoting—*‘all other gains,
profits, and income derived from any source whatever.”

The CuamrmaN. What are you on now?

Mr. Morris. That is from page 101, about tho seventh line from
the bottom of the page. It is the last Ynmgmph of that page.

The CuairMaN. “From any source whatever” is the language there?

Mr. Monrris. Yes, sir.

The Crarman. And, of course, that was construed by the Court
to include taxable income on State securities; otherwise, 1t would not
have reached the constitutional question in the Pollock case?

Mr, Morris. Yes, sir.  Now, when I say that, I mean explicitly
construed, becauss, otherwise it would not have reached the con-
stitutional question of power.

Now, there is a further step in that same chain of julicial accep-
tation, but, before I get to that, let me allude to something else.

In the debates in the Congress, there was an amendment iutro-
duced by Senator Hill to the act of 1894, wherein he said oxpressly
excluded interest from State and municipal bonds, which amendment
was rejected, and renewed, and rejected again,

The Cuamman. Now, jumping down to the arguments in the

Senate in 1910——

Mr. Morris. 1909.
The Cuairman. 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. Morrrs. It was not.

The CratrMAN. Senator Borah's speeci: does not contain any
reference——

Mr. Mornis. No, sir. ) A

The CHAIRMAN. To the previous construction of the meaning of
the phrase “from whatever source derived”?

r. Morris. No, sir,

The CuatrMAN, I wanted to know if that was'a fact.

Mr. Morris. But, let me say, since I have mentioned these two
provious deocisions, what I think is necessary and critical to the validity
of the thought we are submitting that in the same Congress that
‘proposed the sixtoenth 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 that Congress and the adoption of the
corporation excise tax of 1009, I submit that it is most illuminating,

n that Congress that did formulate and submit the sixteont
amendment, there was adopted the corporation excise tax of 1009, b
the terms of which a tax was laid upon corporations, general stoc
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, tho validity of that tax with respect to Stato and munieipal
bonds, or, rather, the income from them, was challonged in Flint v.
Stone Tra?/ Company (220 U. S, 107), and the Court there held—
and that, 1 believe, was in 1911, before the complete ratification of
the sixteenth amendment—that the words, “fromn all sources,” in-
oluded the interest from State and municipal bonds.

Now, we submit that where a phrase of substantially identical
arrangment has had that judicial interpretation and consideration, it
is not so ridiculously absurd and preposterous, as opponents would
have you bolieve, 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 adverbial condemnation to deal with what
thgv have, but what are porchtlf legitimate arguments to the contrary.

enator 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. Moruus. 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 op'positxon, if we may call
them that, that I was put upon the rack before the Committee on
We-sand Meanq and faced with somethin oor other to which I had to
answer, and I think my answer, as quoted in the record, is such that
in order that there may be no (ioubt. as to my position, I should like
for the record here to shuv what I did say. _

Mr. Reep. Will you answer this question: Do you pertonally entertain any.
doubt as to the consti{utionality——

Senator AueiiN, What are you reading from? .

'Mr. Morn:s. 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. Reep, Will you anawer this question: Do you personslly entertain any

doubt as to the constitutionality of the proposal which f; brought here?

To which I answered:
d 1 tglto not think I would be candid {f I said that the question was one without
oubt,
~Qur objective, Senator, as stated elsowhere 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 bgckﬁround of the constitutional amend-
mant 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-
tionglity of this measure. .

Senator Austin, Will you permit another question?

Mr. Mornis, Yes, indeed, sir,

Senator AvsTiN, 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. Morris. In the first place, I am not trying to persuade the
Congress to do anything. I am trying to give you the benefit of our
studul)‘s, tl?i 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 futuro 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 Federa
sources as was by that act being taxed from State sources, that I be-
lieve the question would be one which would have a greater appeal to
the Court, because it had a greater element of justice and fairness and
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 Con{;ress ordi-
narily carries with 1t 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 committes, in respect to a state-
ment that was made somewhat along the line of the Senator's ques-
tion, amply denls with what the situation would be if this Congress
gassed this act, notwithstanding doubts as to its constitutionality,

ut for the purpose of having it reviewed and passed upon by the
Supreme Court.

. 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 meen,
if it was thought that it was passed in order to give an og)portumty
to pass on it, it-probably would not cerry the same weighty consti-
tutional gresumptlon 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, whore a ques-
tion of constitutionality is tho controversy, I doubt that it can be said
by anyone to a certainty that any given fogislation is constitutional.

Ih these circumstances, I do say, In my lotter of transmittal of the
so-called White Book to the Treansury Department, that I believe the
arguments, being what they are, that oven though the doubt might
bo groater, the Congress would be g’ustlﬁed in taking such action as
to enable the Court to determine the question of constitutionality;
and I stated that very courso had been taken and had implicitly
been sanctioned by the Supreme Court in the Lvans v. Gore case (263
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 determine 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 Su‘promo Court as being constitutional, and that was no
loss a great jurist than President Taft. We have a rather strong

recedont 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 the 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 whero thers is this con-
troversy it is a question that can well be Jmssed upon by the Supreme
Court to determine, and it cannot be so determined unless you——

Senator AusTIN. May I interrupt you there?

Mr. Morris. Yes, )

Senator AusTiN. Don’t you think that the question can be deter-
mined in the cases now pending in the courts?

Mr. Morris. I do not see how.

Senator AustiN, Well is it not true that recently a petition was
granted for éertiorari in the Supreme Court in the case of James F.,
Pickett v. United States (No. 642) in which this question is involved?

Mr, Morris. T 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 think 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. Mornris. 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 Pollock case,
had it been clear that the words “from whatever source” did not in-
clude the interest from municipal borids; the Court would have passed
upon the constitutional question,

“Senator Austin, I think I had better correct an impression I gave.
In the specification of errors I notice this, which I think points out the
fact, that. it deals with immunities of agencies of the State in the

exerciso of sovereign power.
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Mr. Monris. Yes, we havo several of those cases. We have a
mll)nlxbier 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 Presentlng to us, that tho acts
of 1801, 1862, and 1864, in the onso of Collector v. Day (11 Wall, 113)
it was shown containe. a provision, “income from whatever source
derived.”

Mr. Mornis. That was there, substantially.

Senator MiLLer. That was in those statutes?

Mr. Monrnis. Yes—not exactly—it was, “From any source what-
ever.” It was slight!}' different.

Senator MiLLer, The real words were just “from any source
whatever.”

Mr. Monris. That is right.

Senator MiLLErR, Now the sixteenth amendment contains the
words, ‘“from whatever source derived.”

Mr. Mornis. Yes. )
Senator M1LLer, 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. Monnis. Oh, yes; it was.

Senator MiLLer. But, it was decided on the immunity question,
was it not?

Mr. Monrnis. That was the cbuestion-———— .
Senator MiLLer, I know. Of, course, I did not mean that. That

is an unfortunate statement. What 1 meant was not on the question
of whether or not it was included, but on the constitutional power
of immunity.

Mr. Mornis. 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. 1183), that it would be sustained as mclu({ing
just what the amendment says—‘‘From whatever source derived.”
Mr. Mornis. In this regard only: The t»hought is that if, in the
statutory language in Collector v. Day (11 Wall 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
langunge, 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 (167 U. S. 429;

158 U. 8. 601).
Senator MiLLER., And then I understand your contention correctly?

Mr. Mornis. Yes, sir. .

Senator MiLLER, And thero 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 case, and other cases,
where the Court had occasion to make expression concerning the
.sixteenth amendment, are to tho effect that it does not extend the

122256—80—pt, 8-10
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taxin |‘mwor to incomo “from whatover source dorivoed;” but T am
submitting this is an argument that 1-—-~~

Sonator Mper. In thoso caros docidod subseguent to the adop-
tion of tho sixteenth amondment, in which they limited or held this
clauso did not oxtond to and ineludo those things, were they more
or loss limitntions of the powor grantoed or eavvind in tho sixtoenth
amondment?

Mr, Mowis, Well, T think that T had rather state it this way:
That such oxpressions as there have heen by the Supreme Court, 3,0
not show any aceoptance of the viow that 1 have heen submitting,
and they do not show that this phnso of tho question has over beon
prossod upon them for dociston,

Tho Cnamman. They have novor considered the meaning of the
lunﬁun%«s, “rrom whatevoer source dovived”?

Mr. Monms., Unloss it bo the rather oblique considoration with
reforenco to tho question of npportionmment.

Sonator Avarin, [ would lko to got your view about tho lunguage
in Keans v. Gore (Noto 250, 253 U, 8., 2456):

Docs tho sixtoonth amendment authorlxe nnd support this tax and tho at-
tondant diminution, that is to say doea it bring within the taxing power subjeots
horotoforo oxouptmﬁ ‘The court below answored fn the negativo; and counsoel for

tho Qoverment say, “it Is not, ln view of rovont deoisions, contondod that this
amondmont rondorod anything taxablo as income that waa not so taxablo bofore,”

Aund thon the Court continues:

Wo might reat tho mattor hero, but it sooms better that our view and the
ronsons therefor bo atatod in this opinion, oven if thoro bo somo ropotition of what
rooontly was said In othor vusos.

The question is: Do you not think the Court did take this procise
quostion that you nre discussing in tho Gors cage and docide it?

Mr. Morris. I am sorry that tho Sonator was not in whon wo dealt
with that vory broad queation, and it is this: Tho onse of FKrans v.
Qore (263 U. S, 246) cortainly stands for the proposition that tho six-
Ronth amondmont did not reach to further subjoots of taxation,

80ya 80,

Tho Senantor will recall that in that opinion there was a dissonting
opinion by Mr, Juatico Holmes, in which Mr. Juatico DBrandels con-
ourred, in which thoy took the position that the sixtoonth amendment
moans exaotly what our argumont to you assorts, have boon intondod

to.

Tho cpse of Kvans v, Gore (283 17, 8, 248) turned on the question of
diminittion of tho judgo’s salary, in violation of artieclo ITT, 80 T pointed
ot thore may bho tho basis for a distinotion that, oven though the
sixtoonth amendment did oxpose to taxation income from many
soutreos, it did not have tho offect of ovorriding the provision of article
ITT which protectod the judgo, namoely, the recipiont of the incomo,
from taxation, and was not ni‘ondod to doal with tho samo queation
which tho sixteenth amondmont does,

Senator Minrmr. Why would not thoe sixteonth amoendmont apply
to articlo ITI of tho Constitution? Of course, that was inoomo.

Mr. Moruis. I would never reach that quostion in that case,
Sonator, but I oan still soe that it might bo anid that the sixteonth
amendmont will do what I hosm to hivo o chance to show you what
I think it may woell do-~that is to oliminate considerntion of source
with respoot to incomo, and yot loave intact from taxation income of
the judge when he acquired offico at & timo whon there was a consti-
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flutiomtl immunity. I moan, I do not think that tho quostions are
ho samo,

Tho Court said thore that the sixteonth amendmont did not ovor-
rido articlo 111, 1 am saying that the Court may still say it did not,
and yot ﬁivu to it the offoot that it did exeludoe from considerntion
sourco of incomo whon it comoes to the question of taxation of incomo.

The Cuartiesan. [ think that tho point wo are diroussing is & most
important ono, and the only one that I seo that gives justifiontion for
the Qovornmont’s position,

1t doos not seem to moe that there has boon brought out hore one
fact that apponls to me, and that is in furthor diseussion of the 1804
aot, which contained the phrase “from any sourco whatovor'’- —

Mr. Monmis. “From any source whatover,”

Tho Cnamman, Which was hold by the Court in 1806 to include
tho incomo from municipal and Stato securitios,

Mr. Mounis, Yos,

Tho Cnamman. And you have not said, and it sooms to mo im-
wrtant to call attontion to tho fuct, thut it was out of the Pollock case
hat the agitation for the sixteonth amondmont arose.  1f tho Pollock

cage had boon decidod difforontly thoro would have boen no nocessity
for the sixteonth amondment. It sooms to mo that wo must assume
that the phraso, “from whatsoovor source dorivod,” when written into
tho sixteonth amoendment eamo from that case,

Mr. Monuts. Yos; it come from it.

Tho Cnamman. And it sooms amazing to mo that thore was no dise
cussion in tho Senato at that time of that fact; that tho vory statute
out of which the controvorsy aroso had somothing—

Mr. Monms. Exactly; and not only that, but the language, whon
onnotod into that statutoe, had boon—-~

The Camman, I wantto ‘wt my idon over.

Qront omphass was placed, in the Sonate, on this argument upon
tho apportionmont proposition,

Mr, Monws, Yos, sir,

The Cramman, But nothlm;gi sooms to have boon said about the
idontieal Innguage that wo had in tho 1804 statute, and the language
that wo havo in the sixtoonth amondmont; to mo, that is o vital factor,

I grant that the Senate of tho United States may not havo disoussed
that proposition, but it scomas to mo that fair-minded men must come
to the gonoral conclusion that the fmoplo of the country had some

idon of what that phrase monnt, and they were told by the Suprome
Courfut.lmt the phrase inoluded the incomo from State and municipal
socuritios.

Mr. Monnis, They wero told by thoe Su{n-omo Court——

Tho Cuamrman, 1t sooms to me that is the vital fact to be brought
out in this argument. I do not mean that I necessarily agreo with it,
but I say that sooms to be tho vital factor in the prosontation of the
Governmont's caso.

Mr. Monnis, It is; and 1 shall try to doal with it.

But, please lot mo ask tho chairman not to como to the view yet
that this is tho only vital factor, the only justification for the Govorn-
meont's position being sustained, bocause I think that it is important
to view what our oppononts say fn thoir offort to domolish our position;
bocause, if that viow bo takon, ns would appear possible from some
of the quostions o% tho committoo, then our position is vory much loss
strong than wo think it s,
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But, on the point that you have just mentioned, here our argumont
comes to that. That is the argument which is drawn by the opponents
whon they sn{ 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 nway with the dualism that
we.had without there being debate on the subject.

Woll, I think so, too, and I do not beliove that such a thing could
happen, and I do not believe that such o thing did happen. I think
that the tlnoufzhb bofore 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 tho causo that led to the results in the other
cases, was looking to the source of income that was the subject of
taxadon. ‘

A progressive income tax could not be laid on income from real
property, because it had to be apportioned, and you eannot lay an
income tax based on ability to pay, and uniform throughout the
country, if it is apportioned. The (fiﬂiculty was in looking at the
source from which it came. i

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-
%mcomo from municipal bonds—and you could not tax that income.

y? 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 Income with the source from which it comes.

Our opponents say that the Pollock case did not mean that, while I
say that the Pollock case itself should be looked at and it does say so.

r. 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 Fedoral supromacy. It seeks to escape
this fact by two routes. - The first charge is that the basis of deision in
MeCulloch v. Maryland (4 Wheat. 316), and the cases which followed
it, was “‘a bold and intentional overstatement” (pp. 72, 73)., But
“bold and intentional overstatement” or not, it remains tho basis of
decision. The attack on Marshall, it must be noted, comes strangely
from those who ory for respeot 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, 76-76), 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 the land. It
seoms worth while to read a few extracts to the committee from
MeCulloch v. Maryland (4 Wheat. 316): -

This great principle fs, that the Constitution and the laws made In pursuance
thereof are supreme; tha the{ control the constitution and laws of the respective

States, and cannot be controlled by them (;;. 420). ‘ ‘
‘The question is, In truth, a question of supremacy; and if the right of the
States to tax the means employed by the ﬁeneml (ovornment be conceded, the
declaration that the Constitution, and the laws made in putsuance thercof, shall
be the supreme law of the land, s empty and unmeaninf declamation (p., 433).
It has algo been insisted, that, as the power of taxation in the goneral and State
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Govornments Is acknowledged to be concurront, every argumont which would
sustain the right of the general Government to tax banks chartered by the States
will equally sustain the right of tho States to tax banks chartered by the gcnemf

Govoerntnent.
But the two cases are not on the same reason, Tho people of all the States‘

have created the genernl Government, and have conferred upon it the genera
power of taxation, The people of all ‘ho States, and the States themselves, are
r(‘\))resentc(l in Congress, and, by their respresentatives, oxercise this power,
When they {ax the chartered institutions of the States, they tax their constitu-
onts; and these taxes must be uniform. But, when a S'tnto taxes tho operations
of the Qoverrimont of tho United States, it acts upon institutions ercated, not by
thelr own constituents, but by peoplo 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 fs that which
always oxists, and always must exist, between the action of the whole on a gmrt,
and the action of a part on the wholo—between the laws of a government de-
clared to be supremo, and those of a government which, when in oppositiont to

those laws, is not supreme (pp. 435-436). .
Having demolished this argument as to the State taxing power,
Marshall then adds that, even if it were correet, it could sorve only
to limit the Federal power to tax State banks. In his words:
But if the full application of this arginent 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. 436).

This tho Yellow Book seems to magnify into an alternative holding
of the Court (p. 84). )

2. The Yellow Book cites 33 cases as “clearly upholding rechrocal
immunity” (pp. 50-62). Wo need not stop to analyze these decisions;
it is sufficient to note that Helvering v. Gerhardt (304 U. S. 405) and
Helvering v, Therrell (303 U. S. 218) aro in this somewhat catholic list,

The provading fallacy in the reasoning of the Yellow Book is well
illustrated by this 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 Stafes or of any of their instrumentalities, It
then proceeds to assign that opinion to the list which affirms a “recip-
rocal” immunity. .

Tho Yellow, Book, it may not be amiss to note, takes sharp issue
(pp. 80-93) with the White Book, and thus with the Supreie Court
in McCulloch v. Maryland (4 Wheat. 316) and in Helvering v. Gerhardt
(304 U. S. 405), so far as they point out that one of the reasons for
the differonces botween tho Fedoral and the State ta‘xin% powers is
that the States aro reprosonted in Congross while the United States
is not ropresented in the State legislatures. Solicitor General Erstein
admitted in his testimony that there was language in the opinion in
Helwering v. Gerhardt (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 foothote 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 i the case of
a claimed immunity of State instrurnentalities from Federal taxation. 8ince the
aots of Congress within its constitutional power are supreme, the validity of
‘State taxation of Federal instrumentalities must depend (a) on the power of
.Congress to create the instrumentality and (b) its intent to proteot it from State
taxation, Congress may ourtail an immunity which miq}xﬁt otherwise be Implied,
Van Allen v, Tﬁe Agsessors (3 Wall. 673), or enlarge it beydnd tlie péint ‘wheroe,
Congress boing silent, the Cotirt would sot its limits (pp. 411-412),

N
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It continued, in the text:

In sustafningithe immunity from State taxation, the opinton of the Court, by
Chioef Justice Marshall, recognized a clear distinotion between the extent of the
&)wer of a State to tax national banks and that of the Natfonal Government to

x State instrumentalitics, He was careful to point out not onlﬁ' that the taxin
power of the National Government is supreme, by reason of the constitutional
gx\ant. but that in laying a Federal tax on State instrumentalities the people of

he States, acting through their representatives, are laying a tax on thelr own
institutions and consequently are subjeot to political restraint which can be
counted on to prevent abuse. State taxation of national instrumentalities is
subjeot to no such restraint, for the people outside tho State have no representa-
tives who Eartloipate in the legislation; and in a real sense, aa to them, the taxa-
tion s without ropresentation. The exercise of the national taxing power is thus
aubieot 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 oo%gnt reasons why any constitutional restriction ull))on the taxing
power granted to Congress, so far as it can be Jn-oporly raised by implication
should be narrowgi' limited. One, as was pointed out by Chief Justice Marshall
in Mc¢Culloch v. Maryland, supra spp. 435-436), and Weston v, Charlesion, supra
(pp. 465-466), is that the pe?le of all the States have created the National Gov-
ernment and are represented in Congress. Through that representation they
exercize the national taxing powor. The very faot that when they arc exerclsing
it they are taxing themselves, serves to guard against its abuse through the pos-
sibility of resort to the usual processes of political action which provides a readier!
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 agtion
of State legislatures; for they are without the indu¢ements to act whioh have
often persuaded Congress to wailve 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 perpetu’it{y by a deci-
sion of the Supreme Court. We wish, howeyer, to point out that
he takes issue with 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 toda;

in Graves v. New York ex rel. O'Keefe, No. 478, October term, 1038,
_the Degartment of Justice urges at some length (p}g. 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.”
Wo have doubt as to the necessity, and perhaps of the propriety, of
repeating that argument here. It will be sufficient, we believe, if
copies of that brief are filed with the committee. -

he White Book takes the position that the basis of the decision

in Pollock v. Farmers Loan and Trust Company (187 U, S. 429; 168
U. 8. 601) was that a tax on the income of Government botids was a
tax on the source, and that this doctrine has subsequently been
rejected. The Yellow Book agrees that the proposition is no longﬁ;r
od law, but says that it was not the basis of decision of the
ollock case (p%. 1568-162). For this it relies, not upon the Pollock
¢ase but ripon the distinotions 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
case 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-
tion 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 his 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 that had been raised
by the Pollock case, which the chairman correctly says was the reason
for the sixteenth amendment, recognized that it was a question of
source. They did not want an income tax that had to be detormined
by what source it came from, So, when they cut 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 municipalities 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 systom and would certainly receive debate before action
was 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 Pollock case, it could not have that de-
structivo application as it was onlila question of source,

Now, I do not want to burden this argument or statement with too
much oriticism, 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 t .

Senator AusTiN, Before you leave that, we are not to draw from
Kour argument, are we, that you claim that the Pollock case did not

old that a Federal tax on State and municipal bonds was invalid for
want of constitutional power to tax the States?

Mr. Morris, I intended to say it did that,

Senator AusTiN. In the noxt Place, it also held, did it not, as to all
other taxes it made the source of income the vital eriterion of validity?

Mr. Morrrs, I think it made it as to all income. ‘

Senator AusTIN. I did not understand that,

., Mr. Morris. 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.Morris. Absolutely; no part should be lifted out of the context.
- 1 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 n.ust be given meaning to
every word in the constitution, ‘ o J

The only way they can base their argument here is to say that
“evoﬁrer” means nothing, That it was no new grant of power,
“Whatever source derived” has no meaning becduse it is repeatedly
stated that it has the same meaning without those words. Now,
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that is not, the way st of us have heen taught, the canon of con-
struction applicable to the Constitution, )

All I say, Senator, is that at least our view is not so absurdly
})reposterous and ridiculous as has been intimated, and that it does
iave the sanction of very respestablo authority.

Now, turning for the moment from the discussion of the sixteenth
amendment and gotting to the point that the chairman asked some
question about the other day,

The Yellow Book insists (p{). 138-157) that the decisions in analo-
ous fields are, in truth, wholly consistent with the Pollock decision.
his insistence is, in large part, based .on the fact that the Court in

each of theso fields has recognized or distinguished the Pollock decision,

The White Book, of course, did not suggest the contrary. Had the
Court not distingufshed 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
}[)jy the minorigf‘r justices in Janes v. Dravo C’omractinf] COmpanf/ (302

. S. 134). There Mr. Justice Roberts, writing for himself and
Justices McReynolds, Sutherland, and B‘utior, said:

The judgment seems to me to overrule, sub silentio, 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. Morris. Exactly. They were against the decision in the
Dravo case, but, be that as it may, the Justices are not unadvised of
what the meunfng of the Court’s decision is, although they may not
agree. It seems idle to describe as ridiculous and absurd the thought
that they wero 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 thelr deliberate opinion
that the Pollock case had already been overruled. 'We do not go nearly
so far but meroly insist that it is inconsistont with later decisions. Yet
the Yellow Book, with characteristic immoderation, “‘deplores the
use of such g techni ue,” 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
case is reafirmed every time it is recognized and cited as an existin
rule, I believe the committee will find this to be the truly critica
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 goocf law.
Upon this simple prc:F031§ion our opponents pitch their entire argu-
ment for its continued validity, .

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 decision hag been rejected
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
aotion which V}'ould 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 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 overru}ing a prior decision in obiter dictum.

t me call to the attention of this committee something rather
illuminating on this point. It will bo recalled that the Supreme Court
decidoid the Adkins case in 1922 or 1923, holding invalid the minimum-
wage law,

t was in 1036, I think, that a minimum-wage law came before the
Court in the. Tipaldo case. Thoy sought to distinguish the New
York law from the one in the Adkins case. The Court Leld that they
could not be 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 Hotel Company case, involving a minimum-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 reexamino the Adkins case. Therefore, the validity of the Adkins

case rule was not open to «%mstion.
Mind you, it was on the strength that it was indistinguishable

from the Adkins case that the law fell.

But, in the West 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 teachinss 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 reaffirmed”’ the Pollock case—pages 119-121—in the 44 years
sinco its decisiosn. It is fortunate that the fallaocy of such an enumera-
tion of oitaticus can so sxm‘plg be demonstrated. In Burnet v.
Coronado Oil & Gas Co, (285 U, S, 3903, 309-400), the ma‘.jorlt% of the
Court refused to overrule Gillespie v. dlclahoma-, {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 Gillespie case has been
oited with approval in nine opinions, These cases are—

Miller v. Milwaukee (272 U. 8. 713, 175).

Grou[; No. 1 Oil Corp. v. Bass 6283 U. 8. 279, 283).

Fox Film Corp, v, Doyal (286 U, 8. 123, 180-131).

Indian Territory Oil Co. v. Board (288 U. 8. 325, 328).
Burnel v. A, T\ Jergins Trust (288 U, 8, 508, 516),

Trinityfarm Co. v. Grosjean (201 U, 8, 406, 471).

Oklakoma v. Barnsdall Corp. (206 U, 8. 251, 522).

New York ex rel, Cohn v. Grdves (300 U. 8, 308, 3186),

James v. Dravo Conlracling Co. (302 U. 8. 134, 149).

By the simple tests of the Yellow Book, the Gillespie ¢case was ap-
proved and reaflirmed as late as December 6, 1937, in James v. Dravo
Contracting Co. (302 U. S. 134). Yet, 3 months Jater, 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 s unrel’{ 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 case 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 prinoipal is absolutely immune from interferonce an inquir,
is allowed into the sources from which net income is derived and if a part of f{
-oomes from such a source, the tax s Jxro tanto vold; Pollock v. Farmers' Loan &
Trust Co. (167 U, 8. 420; 168 U. 8. 601); * * * (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. :

If the Court has already overruled decisions based on the Pollock
case, it is not unreasonable to hope that it would treat the parent case

..simiiarly. It is interesting to note that the Qillespie and Coronado
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.
Wao are at a loss to see why, if this be the case, the taxes to be imposkd
by the States under the proposed legislation will not equally destro
the United States, But, more importantly, it seems plain enoug
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 faot 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 distinetion, cate-
gorically states that “a British or Dominion act may not be declared
unconstitutional by the judiciary” (p. 207)., This statement can be

{Eatiﬁed on11§y in a highly technical sense; as the many cases cited in
e 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 the immunity rule, I wish to rescue two
distinguished gentlemon. from. the position to which Mr, Cohen in
his testixponierroneously and, I am gure, inadvertently, assigned them,

He said that Solicitor General Jackson, in the oral grgument of
United States v. Bekins (304 U. S, 27), the second municipal bank-
ruptoy 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 Mr, Cohen neglected to mote. "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 thers was no power to

tax it “under the decisions.”

Mr. Cohen also said that Mr. Justice Brandeis, in the Brushaber
.case, said that the burden on the Government, in the 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 which Mr. J‘ustlce randeis has said that the
Federal income tax cannot constitutionally be applied to the interest
paid on State bonds,

Indeed, dissenting in the National Life case, he said:

As the tax lm‘msed by the act of 1021 s on net income, I should have supposed

8.107) * * * that

that it was settled by Flint v. Stone Tracy Co. (220 U.'S. a
the inclusion in the computation of the interest on tax-exempt bondsstl;l:: ::1:

inclusion of the receipts from exports * * * or the inclusion in a
of receipts from intorstato commerce * * ¥ would not have rendered the

tax objeetionable.

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 orucial issue in this regard, as Chairman Brown has
pointed out, is the meaning to be assi(g‘ned to the phrase “from what~-
over source derived.” Mr. Cohen described the phrase as “four
clumsy words.” I need not elaborate upon the extraordinary char-
- aoter of the principles of constitutional construction which could give
rise to such an epithet. The settled rules of construction were ex-
Prossed by Chief Justice Taney, in Holmes v. Jennison (14 Pet. 540)
n a quite differont manner:
¥ % % gvery word must have its due force and appropriate meaning * * #,
No word in the Instrument, therefore, can be rejected as superfluous or unmeanings

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. Wae are gratified that so distinguished a scholar as Mr.
gollxen should reinforce our respect for and reliance upon Mr. Justice

olmes, : ‘

As the committee will recall, he dissented in Evans v. Gore (253
U. 8. 245), and insisted that the sixteenth amendment should be con-
:itme(l‘n as ‘i‘:ie have urged. There, with Mr, Justice Brandeis conour.

ng, 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 soveral States, and without regard to any census or enumeration,” and
this shows the partioular diffioulty that led to it. But the only cause of ﬁmt
difficulty was an attempt to trace Income to its source, and {t 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 fact
that language substantially identical to the “four clumsy words' had
been used lon% before the sixteenth amendment was proposed, and
had uniformly been construed to include the income derived from State
seourities, The Yellow Book offers nothing stronﬁer to explain away
this settled construction than the curious thm;ght that, because counsel
for both sides, as well as the Court, in the Pollock case accepted the
natural meaning of the Revenue Act of 1804, its interpretation was
not settled. It ignores the fact that Congress rejected, as undesirable,
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amendments to the 1894 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 Fxcise 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 Elace their reliance in largest part upon the
views of Senators Borah and Root and an article by Professor Selig-

man. If the committeo tplenses, I yield to no man in my respect for

the learning and ability of these gentlemen, But the sixteonth amend-
ment, after all, was groposed .an entire Conﬁress 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

moaning 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
mirunderstood, and inadvertencies in the brief filed by the opponents
but I do want to ask the committee to read it with the same critica
view that they have been asked to read ours, because it deserves a
very careful serutiny 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 confossion in the White Book,
among others, that Governor Fort's message to the Noew Jersey Log-
is{t:;(tilre 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 uP. )

We can take as illustrative two examples of the tyé)e 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 olearly

and fully adopted the Borah lntergretation when he said:
“Nor am I inclined to accept the statement that the Supreme Court of th

United States might construe tho words ‘from whatever source 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 tho seourities
of a State * * {]{ was long ago determined that the property and revenues
of munieipal ooryomtione are not subjeots of Federal taxation.” ” '

I think the })r
would obtain, in copstruing a constitutional provision, equally as firmly as in
construction of an aot of Congress, Words in a constitution are no more forceful
nor are ‘they differently construed, than the same words in & lawfully enacted

statute. The Bupreme Court of the United States, up to this time, has been the-

sure reliance not only of ‘the Nation, but of the States.
- But the Governor had earlier said: -

~Critlolsm of the amendment herewith transmitted is iiade upon the ground
that under it ‘the ihcome upon State or munioipal seouritics might be taxed.'
Why this should not he I am quitée unable to see. The argument made is that a-

noiplo of law thus quoted, which s founded upon publie lm"tcﬁ’r
0.
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tax upon incomes from this sonrce might gl) decrease the value of such scourities
in the mnrkot} (2) that Congress might, through such a tax, impafr the power of
the States. Neither of these suggestions seem to mo to have force.

Supposo & 1 poreont of tax wero to bo levied upon incomes.  Undor such a tax
the holdor of a $1,000 4“Jorcent Stato or munieipal bond would pay an income
tax on $40 por iwur‘, which would amount to 40 cents per annum,

If tho patriotisin of our citizons and the intorest of our financlal institutions,
who tako and hold Stato and munieipal securltics, is at so low an cbb as to cause
such & tax to affeot tho valuo of Stato or municipal securltios, wo are, indeed, in
&n unf?rttsunnto condition in tho Republic, No one can believe that such a condi-

on oxlists,

As to tho claim that tho Federal Government might injuro the States, as such,
by taxing State bonds undor an income tax, thero aro two satisfactory answers:

First, Tho Congress is roJJresontatlvo of tho States, and elected by the citizon-
ship thereof, and tho remedy Is in the hands of the people of tho States by not
roturning such Congressmen. . .

T do not wish to further impose on the patience of the committee this

afternoon, but desire to continue my argument tomorrow morning.

The CuairmaN. Very well. )
Bofore we rocess, I desire to submit for the record a telegram re-

ceived from Gov. C. A. Bottolfsen, of Idaho, reading as follows:
Boise, Inano, February 14, 1989,

Hon. PrENTISS BROWN,
United Stales Senale:
Idaho opyosed to removal excmption of securlties of States and their agencles
except by their consent and amendmeont to United States Constitution carr in
reciprocnlt‘y‘)ower to tax Federal scourities. Belleve removal detrimentalto bes

intorests this State. -
* C. A, BorrorrseN, Governor.

(Thereupon at 5 p. m., the committee was recessed until February
16, at 10 o’clock.)
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UNiTED STATES SENATE,
Srecian, CoMMITTEE ON THE TAXATION OF

GOVERNMENTAL SECURITES AND SALARIES,
Washington, D. C.

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 CuarrmMan. What page of your statement were we on when
we recessed yesterday?

Mr, Morris. When wo rested yesterday, I was discussing some of
the illustrations of where we thought we had been unduly eriticized
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 CHarrMAN, On page 22?

Mr. Morris. I have foigotten at what point I was, but I shall pick
up that part of Governor Fort's message which says:

First. The Congress is representative of the States and elected by the cltizen.
ship thercof, and the remedy is in thexmnds of the people of the States by not re-

turning such Congressmen.
Second, The patriotism of our people s 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 Jess 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 represontatives 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 saa 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 %eat length, and for which we
are severely criticized, the distinguished counsel representing the view
oppossed to this bill, Mr, Cohen read from a passage in McCulloch v.
Maryland (4 Wheat, 316), 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 ¢ontrol the most insignificant operations of their State
government? We know they would not. Why, then, should we suppose, that

679
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onhe State should bo willing to trust those of another with a

the people of an{
power to control tho operations of a ?overmneut to which they have confided thelr

most Important and most valuable interests?

And here Mr, Cohen stoned his quotation. At least he overlooked
tho next two sentences. But I continue the quotation to make cloar
why woe 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 wiil not bo abused.

One is tempted to observe that even the most experienced impre-
sarios may occasionally be guilty indeed, of omitting the fortissimo
score entirely. A

The Yellow Book contends that the data and arguments now
advanced by the Department of Justice have, except for the lotters
of Senator Nelson, been previously considered i)y the Supreme Court,
The reliance in this particular is on Fvans v. Gore (263 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 seoms })lain
enough that the Court has considered only a small fraction of the
evidence presented in our study.

The Yellow |Book 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 whatevor for
this, There is not a word in the amendment which expands the
classos of taxpayers subject to Federal taxation. Since a tax on States
or municipalities was forbidden by the implications of the Constitu-
tion beforo 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
¥ower to lay and collect taxes on incomes, by whomever received and

rom 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 MeCulloch

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. Garoner (Warner W. Gardner, Special Assistant to the
Attorney General). That is correct. That is the caso from which, we
all concede, the doctrine of immunity stems. ‘
Mr. Mogris. Now, may I say that during mfy statement yesterday
it seems that I used an expression, speaking of the gentlemen of the
opposition, “if that term be appropriate”? I want to make it very
very clear to the committee that, in the use of that expression, f
intended no possible personal reflection upon the gentlemen of the

S
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opposition. I was searching only for an expression that would be apt
a8 to those gentlemen who support the view expressed in the Yellow

Book.

I think this is another instance, perhaps, where any possible con-
fusion as to my intention arose from not giving full and complete
effect to every one of the words used. I cortainly intended the
qualifying phrase to apply to the word “opposition,” and it was not
intended to be played pianissimo,

I will hasten to & conclusion,

Mr, Couen (Julius Honry Cohen, chairman, law and legislation
committee, American Assocjation of Port Authorities). The intention
is always that of the man that makes the statoment.

Mr. Morris. Having been the one who made the statement I am
flad that I can clearly state the intention. That I could not do if

had to speak of the intent of a whole Congress. There remains only
a word or two to bo 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 committeo.

(The briof filed with the committee is No. 478, in tho Supreme
Court of the United States, October Torm, 1938—Mark V. Graves,
John J. Merrill, and John P, I1ennessey, as dommissioners 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 Jumes B. 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, Morris, 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 employce is entitled to whatever immunity may be claimed by any
Federal employee. .

Second. There is no constitutional immunity from an income tax
.gn the salary of an officer or employeo 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 immunity from
an income tax on the salary of any officer or employee of the States
or of the United States. o

Senator AusTiN. As a matter of fact, in the brief filed by the
D(ipnrtmonb of Justice, amicus curine, that is, in this case against
O'Keefo, in a large part of the brief special emphasis is made upon
the effort to have the Court reconsider and overrule Collector v. Day.

Mr. Morris, That is the object in our filing the brief amicus curiae,
. Senator AusTIN, You ‘s,‘ay,,onzfmge 7 of that.brief: “We ask that
the decision there be reconsideted.” ' o

Mr. Mornis. Exactly.. ‘

- 122250-—80—pt, B——e11
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Senator Austin. And, on page 45 of that brief, you say:

Although Collecior v, Day (11 Wall, 118), has been narrowly confined, it has
_never been overruled in the ¢ ?'eare which have followed its deoiston. It seems
well, therefore, that in asking its reconsideration we make our arguments on a
l&)&i front, even at the cost of digression from the partioular case hefore the

Mr. Morris. That is a reiteration,

Senator AusTiN., Of that request for reconsideration?

Mr. Morris. That is exactly what-we are trying to do.

Senator Ausrin. Substantia 1{ the position that you took in the
Supreme Court, and the one which you take here, that Collector v.
Day (11 Wall, 113), is the law at this time?

Mr, Mornis. I did not catch that. - o

Senator AusTiN. I say that the principles announced in Collector
v. Day (11 Wall. 113;, are the law at this time.

Mr. Mogrris. On the contm‘?, we are taking the position in the
brief that Collector v. Day (11 Wall, 113), should be overruled.

Senator AustiN. You are asking, as I have it, for a declaration of
8 new Rfﬂciple’ are you not?

Mr. Monrris. I do not believe that I understand the Senator's
question. ‘

Senator Ausrtin. Very well.

Mr. Morris. We are asking that this case, Collector v. Day (11
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 T mean when I say that. A

This is a case where an employee of the Home Owners’ Loan Cor-

Pomtion paid a State tax on his income, and seeks its refund, or his
iability 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 constmntmﬁnf
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 CrairMAN. Let me interruft ou. I understand that Senator
Austin wants to go. But I take it irom his question that he means
that the request of the Department of Justice that the Supreme Court
.overrule Collector v. Day (11 Wall. 113), necessarily concedes that is
‘the law today exactly? | o

Mr. Moxris. I said that it had not been overruled. L
~ Senator AustiN, That is not my question. My question is: Do
‘you not admit that it is thelaw? ~° o
" 'Mr. Morn1s. I ndmit that it is the law until it is overruled. "~
*Benator AusTiN. That is the equivalent of siifing that it is the law

today. 4 Lo
Mr. Morris, I think that we differ as to what is meant by the law.
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. Monnia. I will concede to the 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.

genntor Avusmin. T hope that you will excuss me for stepping out.

Mr, Morris. I just want to make it clear that while we aré seekin
such judicial clarification, we recognize that the answer may be tha
an express consent is necessary and, in the absence of consent, there
will be no clarification, ‘

‘Woe do feel, in frankness to the committee, that we should have
explained what our position in that case is. _

ow, 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. GArRbNER. I have nothing to add, but I will be happy to answer

any questions.

enator Austin suggests that the cnse of Pickett v, United States,
’i‘ending in the Supreme Court, may 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 CnammaN. There is not a clear-cut issue on that proposition.

I have no further questions, and I think 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 1 do think that
we should hear from Mr, Wenchel before we close.

Thank you, Mr. Morris.

We will now hear from Mr. Wenchel.-

STATEMENT OF JOHN PHILIP WENOHEL, CHIEF COUNSEL, BUREAU
OF INTERNAL REVENUE

Mr. WencagL., 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 mathod of subjecting to income tax public salaries
and income from Ipubhc gocurities. This Position, it is claimed, was
rﬁglstered through certain statements of former Under Secretary

agill. In order that the committee have the benefit f all the facts
and circumstances incident to the makin% of those statements by
Mr. Magill, I offer for the record the following correspondence.
I wrote to Dr.. agill and asked him what his position in the matter
was, my letter being as follows: o
L © . -+ 'TreAsURY DeartMuNt, February 11, 1985,
Dr. Roswent Maginr, U S Co

. 86 Claremont Avenue, New York, N. Y. o 5
_-DrAR Dr, MaouL: Following our conversation this morning, I am transmitting
youn co‘)y of the so-called Yellow Book on the constitutional immunity of State
and mitinieipal securities, filed by thé attorneys general ‘'of the States, and coinsel
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for certain of their municipal subdivisions, before the Brown committee, Your
attention fs call-d to certain statements attributed to you as to the need for a
constitutional amendment to eliminate tax immunity. ‘These statements appear

on Ipnges 362, 363, and 364,
shall be greailf obliied to you if you will rcexamine these statements and
advise me whether in the light of the Gerhardt decision you are still of the opinion

expressed in these statements.
Sincerely yours, .
J. P, WeNcHEL, Chief Counsel.

His reply is to this vffect:
CorumBIA UNIVERSITY, ScHOOL OF LAw,
i ) February 14, 1039.

" DEAR MR, WencHEL: You have asked mo to give you a statement of my views
reﬁardlng the proggscd statute to end interlglovernmental tax exemptions.

. 1 have always believed that the sixteenth amendment was intended to imean,
sand did mean, what it says—that income from any source whatever should be
uubiect to tax, Dicta in tho earlier Sux})lreme Court decisions, however,indicated
that tlie amendment did not enlarge the taxing power. I urged privately and
officially that the Gerhardl case should be taken to the SBupreme Court, in order
to determine directly whether the present membership of the Court adhered to
the earlier dicta. The decision itself and the reasonlnﬁ 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
miunicipal officials and the interest on future issues of State and municipal secu-
rities to the Federal income tax. I hope that such a statute will be passed,

Sincerely yours,
RosweLn Magiry,

. 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 oriﬁinal and you can see it.

The Crairman. 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 publi¢ officers and employees and income from publie securities,
both the Department of Justice and the Treasury Deyartment‘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
bOofurt. and would be upheld by that Court when they are brought

efore it.

Mr. Conen. You mean that you are changing from your manu-
seript, bacause your language is different?

Mr. WencreL. I am not changing from my manuseript. I am
reading from my manusecript.

*.‘Mr, CongeN, But you say in the copy of your manuscript handed to

me—*“They never have and do not now contend that the President's

proposal is entirely free from constitutional doubt as to its validity.”
hat is & quite 1m§ortant feature,

- Mr. WeNcrEL, I am changing that statement,

. Mr, Conen. Are you? -

Mr. WenoneL, Yes. ‘

-Mr. Conen. That is what I want to know. Of course, you have &
right to change it. . S

Mr: Wenonpr. I have.changed it. - These Departments never have
and do not now contend that the President’s proposal dges not conflict
with certain dicta in earlier cases. Those opposm y the President’s
proposals arﬁze that this candor on the part of the Departmérits is a
gign 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.sufficient 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.
recently, Prof. Thomas Reed Powell of Harvard Law School remarked
that the only time he can teach constitutional law to his class with
gome 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 Join
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 as
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 16 and 21,
the dissentin gudges in that case indicate that the mejority of the
Court viewed the tax as a property tax and not as an income tax as
stated in the report. If tho tax struck down in the Weston case wap
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,

The report expresses dlsaﬁreement 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 l?redlcated 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 ersonaltﬁr were sulégct to the requirement of
apportionment, the Pollock case held that Congress had no power ta
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 cases all the
Justices ?lgreed 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
oase, did not treat separately the question of interest from munioipal
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 faot obtain anything like complete consideration from the
Court. Since the whole act was declared unconstitutional it is even
not unfair to mFue 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 Cokn v. Graves (19373, 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, Mheir reason-
ing was that since a tax on income received for use of land is in legal
-effect & tax upon land itself, citing the Pollock case, New York having
no jurisdiction of the New .fersey real estate could not tax the income
‘from such real estate, It is but a short step from Cokn v. Graves to a
holding that even though the United States may not tax State and
m\'xrnic pal securities it may, nevertheless, tax the income there from.
" Three 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-

aired by State action in the form of death duties. It was also urged
at 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. Coler 31000), 178 U. 8. 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 Greiner v. Lewellyn (1022), 268 U. S. 384, the Court sustained the
power of Congress to subject municipal bonds to the Federal estate tax,

Obyviously, bonds of the State and bonds of the United States would
cortainly be more attractive to investors if the transfer of the bonde
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 borrowinﬁ power” of the Government issuing the bonds, - .
 “But,” says the Report, it has never been seriously contended that
theso decisions would permit the taxation of the bonds themselves”
(P 14).  Of course, there i8 no proposition before this committeo for
the “taxation of the bonds themselves,” - . - o



s

TAXATION OF GOVERNMENT SECURITIES AND SALARIES @G8Y7

The Plummer case did not have to be decided the way it was decided
i?‘ fact it was no insignificunt vietory for equitable taxation. Ha
that case, as well as the Greiner cuse, never come before the Court,
and if the proposition were before your committee to sub{ect State
bonds to the Fedoral estate tax and to permit the States to subjeoct
Federal bonds to their inheritance tuxes, it can easily be imagined
that a great ary of unconstitutionality would be raised. ‘

Senafor Byrp. Upon that point, I understand that the Federal
bonds cannot be taxed as intangible property in the States?

Mr. WencHEL, No, Senator. - -

Senator Byrp, The bond could not be?

Mr, WeNoneL. No, sir; not the bond itself.

Senator Byrp, In other words, it could not be taxed like a bond
owned by an individual on real estate?

Mr. WeNongL, That is right.

Senator Byrp I know the Federal Government could not tax the

State bond.
© Mr, WeNcaEL That is correct.
Senator Byrp. 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 principal-—on the principal of the bond?

r. WencHEL, Yes; but there is an excise tax on the transfer of
both State and Federal securities at death,

Senator Byrp. Upon what theory is that? If the States tax incomes
and have laws taxing bonds, why should the Federal bonds be exempt?

Mr. WencneL, Well, they are now exempt and so also are the
Statgbonds exempt. Whether they should be. exempt is a different
matter, .

Se(nlmtor Byrp. No; in Virginia State bonds of other States are
taxed—— : :

- Mr. WencuEeL. The State taxes them, ,

Senator Byro. But my question is this: Virginia has a law taxins
all bonds as intangible property, including all out of State bonds; woul
Federal bonds be different from the taxing of those State honds?

Mr. WencueL. Yes; the State of Virginia, under existing legis-
lation, cannot tax the Federal bonds.

Senator Byrp. I know, but if you recognize the right of reciprocal
taxation, could not they tax it as a bond?

Mr. Wenoner. That involves other considerations. A property
tax rather than an income tax would be involved. ,

Senator Byrp. 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 onlfr of Virginia but all of the other States, why
it should be proiubnted rom taxing the princi;f)al 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. WencaeL, The consent contemplated in the proposed legisla~
tion would scercain]i not permit the State of Virginia to tax United

States bonds as suc o S ‘
Senator Byro, 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 separate class, « T
Mr. WeNoHEL. Astep toward that might be considered. Of course,
there would have. to be .express. consent by the United States,
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* Sonator Bynp. In other words, what I am anxious to do is to have
an equality of taxation, and there is no reason why a State or munieipal
bond should be taxed in Virginia while some resident owns Federal

bonds that are not taxable.
The Cuamuman. And I think the proposition is that could very well

be included in this type of present proposal.
Mr. Wencuen, The Federal Government could give the necessary

express consent to siich taxation.
Senator Byrn. In other words, to put all bonds on an equality?

Mr. WencHEL, That is right,

Senator Byrp. So far as taxation of Federal bonds as intangible
pro?orty is concerned?

“Mpr, WencneL, That is right. S

Senator Byrn, We ought to put them on the same footing. Some
of the States do not have taxation of intangibles and some have.

The Cramman. I should like to have at the proper time an inter-
pretation from the Treasury Department as to the feasibility of that.

Mr. WencHEL, That would come from the Secretary, and I will
suggest. that to Under Secrotary Hanes today. .

Realistically, Willcuts 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 princirle 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 Willouts v. Bunn must have thought that the
Supreme Court’s decision was really a modification of the principle
of the Pollock case. The distriet judge said the tax was unconstitu-

tional because— : ‘
if at the time that any issue of State or municipal bonds is offered to the investin
publig, it shall be known that any gain or profit realized from a rise in value o
siich 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 securitics and would cause a reductfon in the price which
purchasers would be willinsg to pay therefor. ‘The imposition of such a tax would
affect the {)owcr of the State or munioipality 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 e uall% with the tax direotly imposed on the bonds them-
selves, and for substantially the same reasons should be held invalid.

The district judge thought the prindiple of the Pollock decision
hard enough to require such a result. Three cirouit judges thought
the principle of the Pollock case 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 Tracy (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 substantinlly weaken the
foundations of another case. - The Stone Tracy case may not neces-
sarily conflict with the Pollock case, but it cortainly does weaken the
basis of the Pollock case. - ‘Although in- the latter case interest from
muniéipal 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
%npgse an excise tax and measure the tax by interest from municipal
onds.

In other words, it is perfect}y proper to collect the same amount of
tax from interest on municipal bonds provided the tax takes the form
of an oxciso tax rather than an ir~ iae tax sui generis, And yet the
Report agsumes the attitude that u.. 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 distinotion is a healthy one and does not give rise to

uestions 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 the attitude of Senator
Aldrich, chairman of the Finance Committee which sponsored the
oxcise 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 tho use—

he said—

of playing upon words? T 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 lowa may sag this is an income tax., I may sa{l it is & corporation tax.
Another may say that it is a tax upon earnings. Another may say that it is an
oxoige tax. You may characterize it as you please; it is & precise duplication,
* 44 Cong. Reo. 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 Co (1928) 277 U. S. 508, Mr. Justice Brandeis said:

As the tax hmpuosed by the aot of 1921 is on net income, I should have supposed

that it was settled by Flint v, Stone Tracy * * * that tho inelusion in th
com{mtati nof interest on tax-exempt bonds * . * * would not have rendore

the tax objectionable.
Considerable importance is placed by the report on the decision o{
the Court in the National Life Insurance Co. case. A good denl o
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 1s 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 Iafe Insurance Co. case, should be compared
with the latter. The 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 iricurred to ’i)ug-,
chase or carty seourities whose interest was exempt from tax. This
meant that i.T indebtedness was incurred to purchase or carry State
orlocal securities, the interest, on such indebtedness was not deductible,
Both of the lower courts had held this limitation on the deductibility
of interest Invalid under tho National Lifs Insurance case. 1t seomed
rather clear that the taxpayer was denied a deduoction of interest solely
by reason of his ownership of the nontaxable securitics. Neverthe-
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less, the Supreme Court reversed the lower courts and, in effect, told
two district judges and two cirouit colirt judges that éhoy had made
o mistake in relying on the National Life Insurance case.
. One of the principal errors of tho report to the joint committee is
its failure to recognize between what the Court says and what it does.
A number of recont cases are taken up, and because it is found that
in these cases tho Court has mentioned tho Pollock case and has not
Erofessed disngreement 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 fust as dated as anything else, and what may have been
satisfactory in 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. Whon a doparture 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 dosired is perfectly compatible with all that has been previously
said and done. o

It is by this rond 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-

g 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 ma,
subject Federal bonds to the State’s inheritance tax and the Federa

overnment m:]y subject State bonds to its estate tax; that gains from

o sale of municipal bonds may be sub{ected to the Federal income
tax; that the Federal Government may impose an excige tax and in-
clucie interest from State bonds in the measure; and that the State

overnment may impose an excise tax and include interest from

‘¢deral bonds in the measure of the tax. .
__Those are some of the inroads on the doctrine of the Pollock case
although one ma{ not be aware of it if he looked onlf at language and
ot at actions. When one looks at the decisions at last term of court
he sees that the process of limiting immunities from taxation has gone
on with tremenddus pace. Last term it was held that a State could
imposo a gross receipts tax ,l‘g)oi;“the'receipts which were ‘paid to a
conitractor for work perforined for the United States (Janies v. Dravo
Contracting Co., 302 U. S, 134). Overruling two ;’Brior decisions, the
Cadtirt held in ‘the Mountain Producers case (303 U. S, 376) that the
income received from a State ledse by a lessee was subjeet to Federal
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income tax. It was also held that the Fedoral Government could im-
?ose an admissions tax on admissions charged by a State University
n connoction with its athletic events (Allen v. Regents, 304 U. 8. 439),
Much capital is made that Collector v. Day is as strong now as it
was tho day it was decided, at least as far as the basic principle 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
Cireuit, in Commisgioner 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 reverso 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 income” in the
revenue act is suficiently 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 Janum;y 30
of this year the Supreme Court, in Helvering v. R. J. Reynolds Tobaceo
Co., again had opportunity to reiterate the rule that long-established
and uniform administrative construction of a stetute which does not
gescribe recise rules will be considered to have been adopted by the
ongress 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 QGovernment’s position—and there is
nothing sinister about it—would be materially st:renrthened by an.
express declaration on the part of Congress that in the future com-
pensation of State officers and employees should be subjected to tax.-
An analogy comes to mind. In"Leisy v. Hardin (1890) 136 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) roviding that 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. o . |
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 permit:
the States to limit the free passage of commodities in interstate coms.
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 Congroess will be given great weight and consideration

by tho Court, o A N .

The most recent %)flieution of the doctrine of the Rakhrer case ap+
pears in the caso of 1‘Yield v. Ohio (1936) 207 U, S. 431, upholding
the constitutionality of the Hawes-Cooper Aot, subjecting prison-made,
goods in interstate commerce to the laws of the verious 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 tax u})p‘lying 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 act of 1804
(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
tho 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 rensonable 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 upon 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 a}éprise 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_deemod to have been included in the Civil War Income Tax
Aot before the Court. The constitutional question in the Pollock
case, insofar as it involved interest on New York City bonds, also
was consideréd 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 ncts? I can-
not refrain from calling the attention of this committee to an article
written by the late Dwight Morrow in 1910 in 10 Col. L. Rev., page
379, shortly after the submission ‘of the sixteenth amendment for
ratification. Speaking of the-opinion oxR”;essed by Governor Hughes
a8 to the meaning of the amondment, Mr. Morrow said as follows
(pp. 410-411): *

Senator Burkett, on July 5, 1909, voted ih favor of the Erop‘osed sixteenth
amendment; but Senator Burkett, on April 26, 1909, in the debate upon Seuator
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Bailoy’s proposed income tax law, spoke as follows with referonce to the taxing
of State scourities:

“But how are you over going to got over the unfalrness in tho case of the man
who has his million, say, invested in county, State, municipal, distriot, and United
Btates bonda? ‘I'he Honator specifically exempts them. How are you ever going
to make the law fair In the oaso of that kind of a man, who, in my opinion, cone
tributes the least to soclety and the least to the Government of any other man on
earth?” (Congressional Record, vol. 44, p. 1540,)

Woe aro not now concerned with a defenso of this uscloss man who hag loaned
all of his property to his Government. Senator Burkett's words would bo of
littlo intevest standin{g alone. They do acquire a great nterest however in the
light of Senator Root’s statemoent that “no one eclaimed that the inability’’ to
tax State scourities “was an ovil.” Senator Bailoy explained to Senator Burkett
that the Constitution compelled him to make such an exemption. Can it not
be fairly claimed that Senator Burkott at least voted for the subiaission of the aix+
teenth amendment, having in mind that with the Constitution so amended he
would thereafter be able to “‘get over tho unfairness” of being compolled to exempt
Stato and munioipal scouritics.

But it should be borne in mind that the bhurden of proof is not upon Governor
Hughes but upon Senator Root. Governor Hughes distinotly 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 sesuritics undetr the Wilson law., 'We have two of the ableat lawyers
of the United States arguing for the constitutionality of such a power. We haven
strongly ex|')ressed belief on the part of many that such a construction would not
bo a bad thing. We mss an amendment of the Constitution to change the law as
lald down in tho Pollock case. Ono of the things laid down in the Pollock ease
was that State and munfoipal securitics could not be taxed even under an income
tax. The sovereign pety)le use substantially the same language in the sixteenth
amendment a8 was used by Congress in the Wilson Act, which language the
Supreme Court ovidently thought included State and municlpal scourities.
What possible assurance can Senator Root give (lovernor Hughes that the
Supreme Court will not quote again, as Chief Justice Fuller quoted in the Pollock
caze, 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 the American people, when it
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 gencral spirlt of the instrument, as to justify those who expound the Cone
stitution in making it an exception.” (4 Wheat, 518,644.)

The CrairmaN. I have had a thought somewhat 9lon5 the line
of tho argument. It may have been discussed some time during my
absence. It scoms to me when a man makes an argument, we ought
ti) look back of the argument and find ot 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
Bailey and Senator Borah were all advocates of the income tax. They
desired that it be pressed; that it be adopted by the various States
after it passed the Congress. It is conceivable they took the posi-
tions that they did to aid in the adoption of the amendment b
the States, and what they said they thought was helpful to that end.

I think Professor Seligman’s attitude was the sameé. He was an
earnest advocate of the income-tax amendment, but he took the vidw
as appeared in the press in the opposition that the income tax did not
cover State and municipal bonds. I think his opinion might have
been caused by his desire to see it passed and he thought it would pass
the State legislature a little more easier if it was construed not to
include interest on State bonds, , - L

~
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- 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. WencrEL. 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 the States.

The CrAIRMAN. Oh, yes, )
Mr. WencrEL. There is very little in the debates that is instruc-

tive after it was ){:ssed; 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.

hThe CHAIRMAN. That was the reason that the Pollock case was
there.

. Mr. Wencner. That is right. Now, on the other hand, apparently
in the Congress they were tryh'lﬁ to get over that same hump that
the court could not overcome with respect to income from municipal
seourities. It seems to me that is exactly what was meant by the
ingertion 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 1t to me.

Mr. GarpNER., 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 lay and
collect an income tax without apportionment among the States according to
population.

Senator Byrp., 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 CrarMAN, I want to ask Mr. Cohen was Professor Seligman’s
argument to which we have referred writton before the adoption of the
amendment or was it written afterwards?

~ Mr, Conen. Afterwards.

The CrammmaN., 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. ToriN (Austin J. Tobin; secretary of Conference on State De-
fense). All these assurances were given after submission but before
ratification. . )

The CrairMaN. 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. TopiN. 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

d. . -
. 'The CrairmaN. I do nat like the word “deceived.” I have often
found myself in going into lawsuits with the view my client was
-wrong, but, with me—and ] think, with most lawyers—after a fow weeks
of study and living with the case, one comes to the other conclusion.

It was on the basis of these assurances and upon the assurances of

3 K

——
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Senators Borah and Root that the New York Legislature ratified the

sixtoenth 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 folicy, 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 beforo the
}i‘eople as the entire basis of their ratification of the amendment.
hey were assured, without dlssenting 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
grominent standing of Senators Borah and Root and of Professor
eligman makes such interpretation, in our opinion, inconceivable.

r. CoreN, 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 {)rovisions 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 puri)ose of finding out
what the interpretation was, and we quote from the articles written
by them. Wae 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 brinig '
home is that when one comes to the history of the Constitution, sol-
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 re}iy upon them, ' .

ou and I do not in terms of estoppel discuss the Constitution, or
discuss estoppel in terms of constitutional law, but if you should bring
a contract and submit it to me to interpret thero 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 advorates who stated to the State what
th%idid. and they cannot back uf’ o

d thereisa prinoi;ﬂe of simple estoppel that precludes them from
saying that they said that, but that the words actually meant some-
thing else. What he said concurrently at the time of the discussio
of the Constitution, or at the timé of the adoption of the amendmen
‘by those who favor it has always been used by lawyers as an inter-
pretation of intent. . o
_ Mhe CatrMaN, I agreo with' the force of that argument, but 1
think itﬂperfectly,groper. to inquire, as we do of witnesses iit court,
whether ‘they are biased or interested in the matter, and I waiit to
say hero, as I have said on ‘other ocoasions, that I do not mean it ang
'w:&\to impute any dishonest purpose to what these gentlemen saisﬁ
I ply‘Fointed out that they were advocates of this partioular 3{?% -
ment, ‘There is ho man in the United States since the Civil War
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whom I would place aboveé Senator Borah in my estimate of the man
and statesman,

Mr. WeNcreL, 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
embod‘y a 'partioul'ur economio theory.” The Supreme Court has already extri-
oated itself from tho legal economics of the Pollock case without looking to the
sixteenth amendment for legal justification. But, should tho sixteonth amend-

ment be disregarded?

In submitt n& 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. Scnators Borah and Root disagreed with Governor Hughes.
Nevertheless, Govornor Dix, who succeeded Qovernor Hughos, urged the Legls-
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 tho ambndment ambiguous as to {ts power to tax income from official
snlaries and from bonds of States and munieipalities, the amendment ought to
be opposed by whoever adheres to the democratic maxim of equality of laws,
equality of privileges, and equality of burdens * * * Tt is impossiblo to
‘eonceive of an{ proposition more unfair and more antagonistic to the American
idea of equality and democratic J»rinclplo of opposition to Brivilege than an
income tax so lovied 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 McCulloch v. Maryland (4 Wheat. 433):

_ In the courso of the argument, the Federalist has beon quoted, and the opinions
expressed by the authors of that work have been justly angposcd to be entitled
40 great respeot in exl?oundln the Constitution. No tribute can be paid to
them which excceds thefr merit. But, in applying their opinjon to the cases
which may arise in the progress of our Government, a right to judge of their
correotness must be rotained; and, to understand the argument, we muyst oxamine
the proposition it maintains and the objeotions against which it is dirécted.

. What has been said here before Kiou touches upon the vital problem
of the 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 the 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
‘%'nﬂeﬁof those controversies makes the people of this country a stronger

ation,” ‘

A host of fears have been expressed before this committee as to
what might happen in the future once the President’s proposals be
%x:)ucted into law, The committes has been warned that should

ngress adopt such proposals & fuse will have been lit, eventually
‘getting off the destruction of the States, And all of these fears arise:
Trom 4 simple proposal to end in this democracy. the anomaly that
certain public officers and emiployees and pxivrhté' holders of public
gecurities are deprived of their respective.privileges of "sup{;‘?rting
both the Federal and State Governméhts in the form of an income
‘$ax vipon their compensation of licome from such securjties, .

. I poiitéd out, to this committeo on January 18, that. the Presi-
s proposs is imited to, the tasatit of icome in |
pivate persqhi, O ’coumé’.stl}ég'pl‘o osal does nit cal{. orthe taxa.

h bf ineditie 1 'the hands of Statés or thel ‘political’ siibdivisions.

The Congress, as pointed out by Chief Justice Marshall in AfeCullvch v.

he, hands of
or-the taxa-

[y
-
o
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Maryland, and by M. Justice Stone in the Gerhardt decision, affords
ample protection to the States from any attoempt 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 Congross would be held to have the power to destroy the States?
Furthermore, is it reasonable to assume that Congress would destroy
-the source of revenue by an arbitrary use of the tuxinF power?

Lastly, proponents .oi' such arguments display small regard for the
integrity of future legilslntors. he 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 Prosident’s proposals, it is said, would be
only for the purpose of bringingﬁ 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
m}mment really mean to hide by indirection their realization that the
tide of judicial treatment of intergovernmental tax immunity is alrendy
running heavily against them? Otherwise, why express such resent~
ment at an attempt to obtain }udicin] approval of congroessional legis-
lation in a manner no different from that followed these past 150 years?
Aro such proponents really afraid of the doctrine that n congressional
statute must be given the benefit of any doubt when its constitution-
ality is 8\xostiorted?

The CrarrMAN, Golng back to the point that you just covered;
that is, the possibility that a future Congress might 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 logislative enactment, the right to tax Federal securities
and saiums, o you think that such a situation would make any differ-
ence in the constitutional power of the Federal Government to tax
State securities? ‘

Mr. WencrEL. I do not know, :

The CrarMAN, 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. Morris, May I suggest something on that point?

" The CHAIRMAN. Yes. : o ‘ . ‘
..« Mr, Monnris. I think we have repeatedly made the point, and it has
been stigmatized as pressuro upon the court, tliat the court might
believe that the proposed tax was justifiable and constitutional and
mondiseriminatory by reason:of the fact that a similar right bad been
© - H00056-:80u-pt, 81D ' = o L
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extended to the States. If that be the gist of the decision, then one
can conceive a situation where, in the absence of that reciprocity,
thore 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.

r. GanoNer. Might I add a further bit of information in regard,
first, to the suggestion that you have made along the line, and,
second, to rescuo 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 up the time of the committee to tabulate them
one bsv 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-
proetation. 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. WencnHEL, T mlefy 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 Crarman. As I understand it, tho case you have in mind is
with reference to an employce 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. WencnEeL., Yes, sir, . :

The CrairMaN. You take that view?

Mr. WENCcHEL. Absolutely. )

The Cratrman. You think that that right now exists?

Mr. Wencher, Yes; that is the position of the brief.

- The CrarMAN. S0, 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 Mr. Cohen.
* ‘Mr. WeNcHEL. At least one present member of the Court does
ot feel that it is wrong for Congress to pass a law in order to test
its constitutionality. The insurance provisions of the Revenue Act
of 1921 held invalid in National Life Insurance Co. v. United States
heretofore ‘mentioned were' drafted in a sense with the assistance of
‘all the large insurance companies in this sountry, - .

- ‘Mr. Chajrman, I would like to have inserted in the record the
{:ll(iwing declaration of policy cohtait.ed in the New York income-

Section 1 of the 1937 amendment to the New York State income tax
law'(Laws of New York; 1987, ch: 744;in effect May 28, 1937) reads
asfollows: ~ * 7. e .
" Declaration of poliey.~=The taxes iniposed by artlelé 16 0f the tat 1aW upoti and
‘with respeot to personal incomes, being thxes for the au;:l)ort of the government
of the Btate and its municipalities, and being measured by ability to pay, as
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evidenced by the amount of income received, are, in no just and proper sense, to
be considored as a reduction in the salaries or compensation of publio officials and
judqes. but, on the contrary, are for the gurpoeo of establishing the amounts which
ublic officfals and judges, a8 well as other citizens, and those who derive benofits

rom government, should pay for the benefits so derived. In a certain sense,
every tax, which a public official or judge is required to &13', diminishes his salary,
but 1t is not helieved that the ﬁzeoplo. when they ado the Constitution, con-
templated that a tax which falls equally upon all citizens should bo regarded as
diminishing tho compensation of public officials and judges. The legislature
finds that the taxes imposed by article 18 of the tax law in no sense disoriminate
against public officials and judges, but apply 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 i‘udgea shall be subfect to personal income taxation
under the laws of this State. Equallty or burden is a cornerstone of sound tax
policy. Imequality results where the burden of taxation is unequally distributed.

Mr. Charles Evans Hufhes 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 beforo Mr, Hughes went on the Bench in 1930,

The Delpjartment of Justice in its study has pointed out that the
Court, in Kvans v. Gore, not only did not frown upon a congressional
attempt to obtain judicfnl pronouncement on the validity of a statute
as to which doubts were expressed, but actually countenanced such
a procedure.

As carly as 1827, Mr, Justice Washington, in Ogden v. Saunders
(12 Wheat. 213, 270), after observing that the question in that case
was & doubtful one, said:

But {f 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 decont respect due to the widsom, the integrity, and the Yatrioﬁam of
the legislative body by which any law is rassed to presume in favor if its validity,
until ?ts violation of the Constitution ved beyond all reasonable doubt,

s pro
This has always been the lan%uage of this &urt. when that subject has oalled for
its decislon; and I know that it expresses the honcst sentiments of each and every

member of this Benoh,

This conunittee has ample legislative precedent for recommending
favorably the adoption of the President’s ﬁroposgl. 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 1032 to provide that
the intorest of State and local securities should be subject to Federal
income tax. The amendment was adopted by a 45-t0-37 vote with
14 Senators not votmg. 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 prospectit"ely issued securities. The
amendment was stricken out in conference, ' ' i

[Excerpt from Congreasional Record, 73d °°“"Lt’m3) vol, 7, pt. 8, June 8, 1633-June 12, 1088 (at .

Mr. CrArk. I offer the amendment which I send to the desk. ot
The Presiping OrricEr. The amendment will be:stated. s
Tue Legisuative CLBRK. On page 42, between lines 8 and 9, it is proposed to
ingert the following new paralgmghs: o |
nuary 1, 19383:

Effective as of Ja { R 5
(1) Section 22 (a) of the Revenue Aot of 1032 is.amended by inserting before

the period at the end: of the first seotion therpof a comma and the following:
‘“4noluding obligations of the United States or its fons, and of anlz Qtate.
Territory, or any political subdivision thereof, or the District of Columbia.’
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(2) Paragraph (4) of seotion 22 (b) of the Revenue Act of 1032 is amended to
read as follows:

#(4) Tax-free intorest: Interest upon scourities fssued under the provisions of
the Federal Farm Loan Aot, or under the provisions of such act, as amended:
Every person owning any of such seourities shall in the return required by this
title submit a statement showing the number and amount of such securitics owned

by him and the income received therefrom, in such form and with such informa-

tion as the Commissioner may rec{ulre.
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 subjeot on which every Member
of the Senate has, undoubtedly, already made up his mind, It s a question upon
which the equity, the wisdom, and the legality have been debated on both sides
at great length. Suffice it to say, I belleve that closing the door to what are
called tax-exempt securities will close the greatest gap in our income-tax systom,
with the possible exception of tho gap which now ocours through the capital-losses
provision of ‘the present income-tax law. I believe it is desirable from-every
atandpoint to olose those gaps, because of the glaring injustices in the administra-

tion of the income-tax law.
speeches have been made, about the question of the

Briefs have been written
power of Congress, under the present state of the Constitution, to tax these tax-
exempt securitica. As was snid earlier in the evoning by the Senator from Idaho,

I cannot read the sixteenth amendment to the Constitution in any other wuy
than as giving Congress the power to tax these hitherto tax-exempt sccurities. T
believe that the sixteenth amendment, when it declared that Congress had power to
tax fncomes from whatever source, meant exaotly what it said, and that it over-
tuled the rmvious rulings of the Supreme Court to the effect that Congress had no
power to tax these sccurities.

1 offer this amendment for the purpose of testing the sense of the Senate, and do
not desire to debate it at any length.

The Presiping OrricER.. The question is on agreeing to the amendment offered
by the Senator from Missouri [Mr, Clark].

Mr. Cragrk. I ask the yeas and nays.

{ll‘he veas and nays were ordered, and the legislative olerk 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.” ¥ pain, '

'The roll eall was concluded.
.My, HEBERT. I desire to announce the following general pairs:

. 'The Senator from Vermont [Mr, Dale] with the Senator from California [Mr,

MeAdool, and .
The Senator from Pennsylvania [Mr, Davis] with the Senator from Kentucky

Mr, Logan]. ‘
( Mr. nnl)mcx. 1 desire ‘to annotiice that the Senator from Washington
{Mr. Bo_ne‘. the junior from Virginia [Mr, Byrd], the senior Senior from Virginia

Mr. Glass), and the Senator from Illinois [Mr. Lewis] are necessarily detained from

he Senate, .
% also wish to announce that the Senator from Nevada [Mr. Pittman] is absent

in attendance on the London Economie Conference.
" The result was announced—yeas 45, nays 37, as follows:

. YEA8—45

Ashurst Cutting Norrls
Bachman . Diokihson Nyeo
Bankhead . Dil Pope

arhour - Duffy Reynolds
Black Erlckson Robinson, Ind.
Borah Frazler Russell
"Bratton Hayden Sheppard
Brown Kean Shipstead
Bulow : - Kendrick . 8mith

Byrnes - La'Follette A - - Stelwer -
:Capper . Long - ‘Thomas, Okla,
Caraway MoGill 7 Thomas, Utah
Clark , MoKaellar B - Trammell
‘CooMdge -~~~ - - Muiphy » ©++ Walsh

A © ' Wheeler

‘Costigan’ ' ¢ - - - Nealy -

[VE T S TINE B SRR
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NAYS-—37

Adams Hale Robinson, Ark.
Austin Harrison Schall
Bailey Hastings Stephens
Barkley Hatfiel Thompson,
Bulkley Hebert Townsend
Carey Keoyes Tydings
Connally King Vandenherg
Copoland Lonergan Van Nuys
Dieterich MoCarran Wagner
Fesy Motealf Walcott
Qeorge ‘Overton White
QGoldsborough Patterson
Core Reed

NOT VOTING—14
Bone Fletcher MecAdoo
Byrd a88 MoNar
Couzens Johnson Norbee
Dale Lewis Pittman
Davis Logan

So Mr. Clark’s amendment was agreed to.

A fow 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 addross, he said:

The candid citizen must confess that if the polioy of the Government upon vital
questions affecting the whole people {s 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
:3%% gﬁont practically resigned their Government into the hanus of that eminent

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 o democratic income-tax system based upon ability to pay
because 44 years ago a private individual named Pollock, who owned
stock in the Farmers 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 city 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 then 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-inoreasing amount of wealth is with-
drawn from the National and State taxing power. The capital invest-
ment market is dislocated by reason of men of great menti locking
up huge portions of their funds in ‘tax-exempt 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 compensating advantage equivalent to -the:
subsidy ‘they corifer upon the holders of these tax-e)tem)‘))t, gecurities. -

All these altered facts of political economy and public- finance,
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considered in connection with the unfair conset%uoncos of immunity
from incom¢ taxation, roquiro that an opportunity, at lenst, be
afforded to the Supreme Court to reexamine the doctrine of reciprocal
immunity which it announced in the Pollock case. 'This can only he
done if Congross repeals the present statutory exemption from taxa-
tion of intorest received by private owners of State and muniéipal
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 decided the Pollock case will have an oppor-
tunity of passing on its constitutionality.

Granting everything that every op{:onent of the President’s pro-
gosal 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 becanme an
accopted 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 light of the basic principles of the Constitution on which
they are based. Law%/ers, as well as laymen, agree with My, Justice
Holmes that it is revolting to have no better reason for a rule of law
than that it was laid down in some earlier decision of the Court, and
still more revolting if the §rounds upon which it was laid down have
vanished long since, and the rule persists from blind imitation of the
past.

The Su)greme Court of Illinois, for example, had no hesitancy in
People v. Bruner, (1931), 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 bovh law and facts in a eriminal
proceeding, e Railroad Co. v. Tompkins (1038) 304 U. S. 64
overruling Swift v, Tyson, (1842J 16 Peters 1—after 96 years—is so
recent that 4 16t of people are sti fwondering as to what happened.

In the St, Joseph Stockyards case (298 U. S. 38), Justices Stone and
Cardozo both agreed that——

The dootrine 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, adyerse to the constitutionality of a statute-
to ond. 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 & precedent,
In the Passenger cases (7 How, 283, 473), Chief Justice Taney stated

that it could be regarded—

as the law of this Court, that its opinion upon the construction of the Constitution
is always open to discussion when it is supposed to be founded upon error, and
:Eat ita judieial authority should hereafter depend altogether on the force of

Y

o reasoning by which {t'is supported. : ' y
. Knowing these things, knowing that Republican as well as Demo-
oratio Presidents have ur% d the abolition of tax-exempt securities as
economically unsound and politically unnegessary, knowing that the
discretion- and’ reason of the Justices of the Supreme Court is not.
cramped by legaliss, why should not the Congress repeal the statu~

tory. exempition, now. in the Revenue Act?
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I am not now urgln% 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. {eorgia (2 Dallas 419), the Supreme Court held it
had jurisdiction of a suit against Georgin by n citizon of another Stato,
Tho eleventh amendment was then adopted providing that the judicial
gowm' did not extend to a suit against a State by a citizen of another

tato. In Hansgv. Lowisiana (134 U. S. 1), the Court had before it, 90
years later, o 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 cloventh amendinent was not only not needed, according
to the dourt, but it was defoctivo.

It is safo to predict that the Supreme Court would today permit the
sixtoenth amendment, with its swoeping language, to mean just what it
says, if the Congress will grant it the opportunity. _

c ot us be realistic again. There are nine Justices of the Supreme
ourt.

The Chief Justico said, in the Dravo case (302 U. 8. 134), that the
effort of the Supreme Court would be “‘in this difficult field to applﬁ the
practical criterion’” and in the Afountain Producers case (303 U, S.
376) that “regard must be had to substance and direct effects.”

Mr. Justice Stone dissented in the National Life Insurance Company
case, 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 economio
burden of such taxes may be passed on to a Stato government and thus inorease
to some extent, here wholly conjectural, the expense of its oger::lo;xi infringes no

entis o

constitutional immunity, Such burdens are but normal inoi he organiza-
tion within the same territory of two governments, each possessed of the taxing

power.
Mr, Justice Stone also wrote the opinion in Cokn v. Graves, which
Justices Butler and MoReynolds held overruled the Pollock case.
M. Justice Roberts dissented with Mr. Justice Brandeis in Brush
v. Commissioner (1936) 300 U. S, 352, 375, since overruled sub rosa
by the Port of New York Authority case, saying V
It seems to me that the reciprocal rights and immunitics of the National and
& State Government may be safeguarded b{‘ hthe observance of two limitations
[

upon their respective powera of taxation. se 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 opinion of Mr.
Justice Stone in the Gerhardt 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 cost of the interstate com-
merce,”’ nevertheless ‘increased cost alone is not sufficient to inval-
idate the tax as an interference with that commerce” (68 Supt. Ct.
736). We have already seen that the analogy between a tax on net
income including income from interstate commerce and a tax on net
income:mclpdingi income from tax-exempt bonds is very diteot.

Mr, Justice Black concuired speécially in' the Gerhm% case because
he believed the Court should have then reconsidered the entire ques-
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tion of the validity of a nondiseriminatory net income tax in relation
to the doctrine of reciprocal immunity. ,

That leaves Justicos Butlor, McReynolds, 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 half of their fellow men
to be wrong,” the Congress is justified in affording the Court the
chance to pass U}fon 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 woll rest assured that it is
«doing something fully consonant with its duty and 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 CuarrmMAN. Thank you, Mr. Wenchel.

I understand that completes tho hearings, and I declaro the hearings
officially closed . )

As I have the situation, Senator Bgrd, it will be necessary for us to
make a preliminary report to the Committee on Finance, when it
cconsiders 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 botween
us. I think it ciuite probable we will want to call into executive ses-
sion representatives of the proponents and the opposition,

I want to thank overy one for their presentations, which have been
most illuminating to me and to the rest of the committee.

d?Them:ll on at 12 noon, the hearings were closed and the committee
adjourned. ,
Subsequently the following letter addressed to Mr, Austin J. Tobin,
gecretary, 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:)
FeBRUARY 18, 1939.

Mr. Avsmin J, Toniy,
Secretary, Conference on State Defenge,
) New York City.

Dear Mn. Topin: T have just received copics 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 ‘l’reusury Department, ‘

In view of the fact that much of this testimony discussed the report which 1
submitted to the comptroller of the State of New York and which he, in turn
submitted to tho special committee, it scems to me highly desirable and most
-groper that I should have some_‘opportunity to reply to these comments and to

ave my repl}r included as a part of the official record of the hearings before the
committee. would, therefore, appreciate it if you will submit this letter to
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Sonator Brown, as chairman of the committee, and convey to him my roquest for
the inclusion of this letter in the record,

would appreociate {t, also, If, when you sce him, you would express to him my
gratitude for the courteous, cunsiderate and full hearing which the committee
afforded me during tho course of the hearings.

The rebuttal testimony of Treasury witnessea before the speoia) Scnate com-
mittes has dealt with some points in ‘my report on the subjeot of the taxation of
public scourlties, After oxamination of the mimeographed and typowritton
memoranda presented as the formal part of this testimony, I am submitting
herewith some comments on these memoranda.

It is rather surprising that, notwithstandlnﬁ the keon dosire of the Troasury
witnesses to establish conclusions contrary to those which I reached, there should
be 8o great a degree of general agreoment on the prinoipal %uestions involved.
The main featurcs of my analysis have been corroborated by the Treasury argu-
ments. The differences betweon the two positions involve chiefly certain different
results in cases in which tho 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 my techniques might produce a different result,

This agreement hotween Treasury witnesses and myself i3 especlally 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 mothods or results. Their chief basis of disagreement with me was
with respeet to the relative importance of progressive taxation as against other
matters of the public interest, and this, as they and other witnesses said, s a
matter of opinion. It is si nificant that even those witnesses who ocoupy official
Positions in the Treasury Department corroborate the argument of my report in
ts essontials, and that the differences are principally those arising from’individual
tt) inionglas to the weight or the interpretation to be given to various factors in

@ problem,

Thus, all of us aFreo that the removal of tax oxemption 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 inorcased interest cost were
entirely too high and that the methods which I used were throughout fmproper,
unselentific and inadequately supported. I return presontly to some of the
specifio critlcisms 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 ranﬁ:
of the estimates of revenue fain given by the principal Treasury witness on this.
subject, Mr, Al. F. O'Donnell.

or example, my estimate of the total revenuo of Federal and State Govern-
ments from the taxation of O&Jblio interest is $230,000,000. Mr, O'Donnell’s
estimate is a range of $179,000,000 to $337,000,000. But Mr. O'Donnell finds
that his estimate of total revenues, if computed according to my methad, virtually
coincldes with my own, namely, §230,00 ,000. My estimato 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
$100,000,000 as the probable Federal rovenue from the taxation of¥Federal
isritéege;éo 3;00 to be compared with Mr. O'Donnell’'s range of $72,000,000 to

X X

Mr. O'Donnell correctly points out that I did not attempt a serics or range of
estimates such as would be obtained by assuming certain differences or varlations
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 {ntro-
duced an estimate published by Dr. Magill, former Under Secretary of the Treas--
ury. However, the faot that in every case touched on by the O'Donnell estimates
my own result Is well within his range of estimates tends to corroborato the reason-
ableness of mY own figures, from the standpoint of the comparable Treasury anal-
{ala. 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 had
referred to it in November 1037, as a figure reached on the basis of the best
Information which the Treasury then had availahle.

The one estimate ghioh is not covered in Mr, O’Donnell's statoment is that of’
the interest cost to the debtor governments. .

On this subject, the Treasury figures are much below my own, and the prin.
cipal reason for the difference fa that the Treasury witnesses have assumed that.
the Federal tax will have a very slight effect on the interest rates at which the:
States and ¢ities will be able to borrow, once their bonds have become taxable..
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Another reason for the disorepanoy in interest cost estimates between the Treasury
and my report is that their witness on this subject excluded about 7 billion
dollars of Federal and State bonds from consideration in making the computation,
That Is, he excluded Fubllo seourities held in sinking funds and by the United
States, and one-half of the securities held in trust anﬁ fnvestment funds,

Naturally, since there was no confliot between the Treasury estimates and my
own, except with respect to the cffect of the tax on interest rates, the weight of
the 'l‘reasury otiticlsm was thrown against this part of my report, The prineipal
witness for the Treasury on this subject was Henry C. Murphy, principal economic
analyst in the Division of Research and Statistics.

r. Murphy’s target was mdv assumption that the Federal tax would cause an
average rise of sixty one-hundredths {mrcent in the interest rate for State and
local borrowing. is procedure in 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»grado munieipal bonds and
of high-grade corporate bonds, rmpectlvelly;, on that date. From this comparison
he concludes that the interest rates may he inoreased by one-fourth to one-half
percent. But he admits a {)osslble uppor limit of sixty-five one-hundredths per-
cent inorease when the cost to the weaker communities is considered, Conse-
%llxently, despite his rejection of my own figure of sixty one-hundredths, he admits
the possibility of an even hlg_her average interest cost than I have assumed.
Needless to sa{, he offers no effective argument to indicate whether the upper or
the lower limit of his 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 exglanation 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 Luts regarding the additional interest cost which would result from the
removal of tax-exemption from future issues of public securities,” Mr. Murph
oriticizes my report for presenting tabulations comparing-average ylelds of Federal,
munieipal, and corporate bonds without making use of these figures. But the
figures seemed to speak so plainly for themselves as to make unnecessary a de-
tailed exposition of their significance. However, the following comparison is
offered to indicate the general relation of these bond yields in recent years:

Average
‘:,‘;"u'“ annus
eld dif. | yleld dif.
ferentlal, | lerentisl,
corporate | oF ’“‘d
bonds, and yon
mggte(:pal Treasury

Year

Source: The tabulation in appendix B of Professor Luts's report.

Mr. Murphy dwelt at length on the curfous and abnormal variations of bond
yleld during the years 1031-34 as evidence that the value of the tax-exemption
rivilege may at times be nil. _Inm yreport (p. 110) the abnormality of this period
or both public and private finances was expressly recognized, r. Murphy's

conolusion respecting my estimated average ly eld differontial is as follows:

. “The accuracy of this estimate, 1. ¢., of $113,000,000 increased interest cost to

the States, depends entirely.on whether the slxty one-hundredths of 1 percent

g}lg‘grﬁniﬁaf Prof"'essgr"Lutz uses is reasonable. Certainly, he has not demonstrated
82 X . :

But, as indicated above, Mr. Murphy has used, as one extreme of his range
an even higher figure, namely, sixty-five one-hundredths of 1 percent. If he ha
considered the bond yleld récord from 1935 to 1038, 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 yleld differential of sixty one-hundredths

peroent,
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1t was pointed out in my report that all of the evidence which pointed to a
syield differential of 60 points or thereabouts was derived from the record of the
ighest grade municipal bonds, Not many of the States and citica enjoy this
highest grade oredit rating, and for all of the weaker units, a yield differontlal of
greater amotint would be mcre than likely, 8inco it was i’mpoasible to arrive at
.6 graduation of these ratings, the interest cost computations were made on a
bagis which assumed that a yield differential of 60 points would be a fair average.
Mr. Murphy .also contends that State taxation of Federal interest could have
no effect on Kederal interest coat, for the following reason:

“* the purchasers in non-income-tax States now derlve the least bonefit
taxwise fraom the State tax exemption on Federal securitics—that is, no benefit
:at all—and they aocordingly set the price for such securities, the pri'ce they are
willing to pa{. making no allowance for the exemption from State income taxes.”

The rebuttal in this, and in similar instances, is based on a stilted academio
approach: Mr, Murphy finds it necessary t{o assume, in support of this approach,
that the investors in Income-tax States are unable to buy more Federal bonds,
and hence that subsequent izsues must be sold in the non-income-tax States,
Thus, by :assuming that the non-income-tax States constitute the only available
:market, the proves that theso States determine the price of all Federal securities.

The assumption of an absolute limit of capacity to absorb public securities in
.any State orgroup of Btates is obviourly weak. The assumption that the investors
in the non-ingome-tax States actually set the prices for Federal scourities is par-
tioularly -weak ‘when the list of such States is recalled. OQutside of three States,
llinois, Michigan, and New Jersey, where there {8 a considerable concentration
.of wealth, the 'list of non-income-tax States inoludes Florida, Maine, Nebraska,
Nevada, ‘Washington, and Wyoming., The investing power in such States is olearly
of no great importance in determining the market prices of Federal eecurities,

Fiven s0, Investors in these States could not afford to disregard the provailin
-prices of publio seourities, were tax exemption to be eliminated, for they woul

ace the possibility of a State income tax at some future time and lence 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
-effevts of the ourrent State income tax,

In computing the effeots of the Federal tax on Federal interest cost, Mr,
‘Murphy accepts my methods but contends that they were improperly used.
“The dlleget! error was in glving weight to the attitude of corporate investors, to
whom &ll Federal debt {s now wholly tax-exempt. He holds that the only in.
'vestors ‘to be considered are those individuals who now own partially exempt
ﬁgur(lit(lﬁ: an? who would be required, therefore, to pay only 4 percent normal
itax & onal, :

In other words, Mr. Murphy contends that corporate investors who now buy
“Treasury bonds on, say, a 2.40-percent yleld basis without a tax, will be willing,
:after the tax exemption is removed, to buy and hold such securities on the same
-{ield basis, althaugh they would then be obliged to pay at least 16} percent of
ithig Interest return in Federal tax,

Statedl thus, the 1ssue seoms to me to be capable of only one answer. It {s that
ithe corporate investors will make an effort to readjust the yield basis so as to
shift as much of the tax as possible to the debtor governments.

In faot, individual investors will do the same, and hence it is not possible to
‘limit the calculation of intereat increase almpl'y to the effect of the 4 percent
'‘normal tax, The removal of the exemption will mean & completely new deal in
‘ownership distribution, in bond valuations, and in yield bases. Under this new
deal will emerge & new scale of prices and ilelda which will be a composite of all
‘investor attitudes and appraisals, With the reshuffling that will oceur, there is
‘pothing advanced or suggosted by the Treasury witnesses to rro\'lde assurance
‘that any present holder of Federal partially exempt seouritles will make no
‘srgatefr‘teﬁort t% shift the tax than is measured, relatively, by the normal tax
‘rate of 4 percent.

My conclusion that the yleld differential on Federal bonds would be fncreased
50 points, or one-half percent, is conservative in view of the yield sgread between
corporate and Treasury bomfn, given above, and it is no higher than the upper
1imit of the range of fncreases suggested by the Treasury witnesses themselves,

A third witness for the Treasury Department 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 Federal tax on local tax}&myers.

- With regard to pro ive taxation, Mr. Blough admits that it is a matter of
«opinfon. His prineipal coneern in desling with this topie was to create an fropres-

.
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sion to the effect that the amount of tax avoldance 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 cortain 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 materlally
above $20,000, or even above $35,000. My statement of tho case, which em-

hasized the situation for those with incomes of $60,000 and over, was correct
or the purpose of emphasizing the group which might enjov a large positive
advantage from such ownership. In my report I suggested that while a person
with an income of from $20,000 to $50,000 might derive some advantage, it could
;lo:. be a mala'terial gain in any individual case, as the amount of net income {nvolved
s too small,

But Mr. Blough, sh‘lvln’; for effect, wrote the following:

“1t is submitted that existence of some 100,000 taxpayers, who reported about
$4,000,000,000 of net income or more than one-fourth of the total income reported
on indlvidual income tax returns, and are in position to gain b{ 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
sufgestlon, or to create the impression, that the receipt of $4,000,000,000 of tax-
able income by some 100,000 persons indicated also the receipt of a ixuge amount of
tax-exempt income. Aside from this insinuation, the ﬁamgra h just quoted
completely defeats the purpose, What Mr, Blough says here is that 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
fncomes of $20,000 and over, in order to avoid interpolation of the published in-
come-tax statistics, we find the following as of 1936:

Number of| Net l{lg%%meln Tax in 1938

Classes of taxpayers returns
AN IndIviduals.....ccnieieceesrontmonamscranaccsccnasanvacan 5,413,499 | $10, 240,000,000 | $1,214, 000,000
Individuals with net fncome of $20,000 und over.........22 84,565 | 3,847,000,000 | 040,276,000
Percentage of those with net income of $20,000 and over...... 1.7 20.0 .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 1926 had a net income of $20,000 and over for the year; these

rsons reported 20 percent of all net income and paid 78.2 percent of the total
ncome tax collected from individuals. This {s not & very convineing 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 Eroves the collapse of profreaslve income taxation.

Mr. Blough also stated that with a yield difforentinl of sixty one-hundredths
percent individual investors m&l&t ex'Fect to gain from tax exemption only begond
the net income level of $36,000. There were, in 1936, agproxlmately 35,000

rsons with net incomes above this amount. This {s consi erably less than the

00,00& persons whom he preferred to emphasize as possible beneficiaries from tax
exemption. .

Mr. Blough next attueks my suggestion that the present situation benefits
small-property taxpayers who pay less in taxes to surport the public debt by
reason of the tax-exemption and tax-immunity situation. He paraphrases my
statgment of this diffusion of the benefits of the exemption polioy in the following
words: .

“Thus, everyone gains; persons with lar?e 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 writton this, Mr, Blough’s desire to be a clever led him to add the

ollowing:

"Fron% sheer logio alone [sio] Professor Lutz’ argument that everyone gains
appears o be bootstrap economics at its best.”

This comment implies that if more than one party benefits in an economio
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

reater value to him, in such a trade, than the thing he surrendered in exchange
or 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 fow high-income persons who may pay somewhat less income tax. They
.are diffused among all who must pay faxes to support public debts, since the
itntergs:hcoate of these debts are lower than thoy would be if juvestors were fully
axed thereon.

This position should be attacked by something stronger than ridioule,

Mr. Blough's only further contribution on the sub}eot is to repeat the figures
given by Mr, Hanes and to assert the genera! reliability of the Treasury experts’
-caloulations. With respeot to thoso caloulations, it should be noted that in
.addition to using abnormally low yield differentials to measure the effect of the
tax, they excluded some $7,000,000,000 of {mblio debt in computing the total
inorease of interest cost; that is, they did not include the amount of public seou-
ritfes 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 11,
at the 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 ¢osts, and of stressing, at the same
time, the losses which various small-income groups suffer because of the exemption.
Mr, hlough speaks of the low-income yield recoived by insurance companies from
their investments in public securitics, leading to higher insurance premiums; he
mentions the savings banks, which must pay lower rates on savings deposits
because of this low yield; he refers to the diminished earnings of endowments
alndi of public trust funds, which must therefore lower their payments to benefi«
ciaries. .

If the Treasury witnesses are corrcot in their contention that interest rates
will rise in only negligible degrec, 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 Kield of these seourities is to improve by no more
than the Treasury witnesses have asserted, why hold out that small investors
zvaill glm% these securities materially more attractive after they have been made

xable

The Treaau? witnesses have been tr‘vlng to run with the fox and hunt with
the hounds. They deny any material inorease of interest rates, in an attempt
to prove the fiscal advantage of the scheme; but they also seek to establish popular
support for it by holding out promises of material benefits to various small-income
grouf)s through the enhanced income receipts of banks, insurance companies, and
pension funds, after the public seouritics 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 nothmg. ubstantial benefits to the investors in publie
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 a&mpearing
against the interests of his constituents rather than for them. He added:

“* & & {tis certainly to the interest of tho teachers who are members of the
Ohio State teachers’ retirement system that they should receive the full standard
rate of intercst on the funds invested on their behalf rather than a rate artificially
depressed by exemgtion from a tax to which the fund would not be subject in
any event.” (Sece his statement.) :

nsidering the vigor with which Mr, Murphy has contended, elsewhere in his
statement, that the interest rates and yield basis of public gecurities would hardly
be affested 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 imglyln that the r.moval of that exemption would'
result in substantial gains to the Ohio teacheis who receive penafons from the-
State retirement fund.
Mr. Blough’s second main point in oriticism of my report is that the effects of the:
taxation of publie seourities would be much less severe upon local taxpamra than
ad suggested. In order to show this, he uses the Treasury’s low estiimates of
the effect on interest cost (one-fourth of 1 percent), and he expresses the results:
in per capita terms, point! ng out that my estimate of the Inoreased burden of
State and looal interest would eventually fsroduce a property tax inorease of only
80.84 per oapita. Such a basis of comparison may be more soothing to the local
tﬂ%ay::atlhi:n one expressed in terms of the tax rate, hut it does not meet or dispose
of the sue, !
" A further objeotion to my procedure is that I failed to differentiate between
5eneral obligation bonds, supported directly by local tax levies, and various speolal
ebts such as those created to finance special assessment improvements and'
munioipal utilities. :

This is a matter of procedure, criticiem of which is proper, although it does not
seriously affeot the general result, Special assessment bonds are supported
normally, by speoial levies on the property affected by a local improvement. It
such bonds are made taxable the assessments must be increased. In the caso of
munieipal utilities, the effect of the tax would be to increase tho rates for the
services supplied by these utilities, Since many kinds of muniecipal undertakings
aro not actually self-sup; rtlpg. it would rec‘xiulre elaborate analyses to determine
the cases in which the effeot of the tax would be to produce an inerease of service
oharges as against the dases in which it would lead to higher goneral tax lovies:
In some Btates only a part-of the cost of local improvements is met by so-called
special assessments, and in some instances, too, special assessment bonds are
nupportedtl:y the general falth and oredit of the municipality in case of defaulted
aseessments.

Mr. Blough’s eriticism implies that I should have assorted all of these cases in
order to show just what part of the inoreased interest cost would have fallen on the
users of munioipal utility services and on those who are llable for special assess-
ments, as against that part of the cost which would fall on those who must Fay
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 w;&a er. Just what part no one knows. It is very doubtful if anyone
could ascertain the correot apportionment, for all local units. Mr. Blough has
really criticized me, therefore, for not undertaklnﬁ the impossible.

Mr. Blough did not attempt it either. Instead, he elected to disregard the
effects of all other local deht costs except those which he could assign to the local
mperty tax levy. Thus, he obtains caloulations of the burdens of the Federal

upon looal taxpayers which are far below what must be borne by them in one

form or another,
Finally, may I say again that it isgghly significant to find such substantial
corroboration of my findings by the fmony of the Treasury witnesses, and
partioularly 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, Hamiay L. Loz
LEY I .

(Subse uently 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 Starr or THR JoINT COMMITTEE ON INTERNAL Rev-
ENUB TAXATION IN ANARWER TO REMARKS oF JouN PriLip WENcHEL, CHIRF
Counser, Bureau oF INTERNAL Revenuk, CriticiziNe REPORT or Stary

1. The Chief Counsel for the Bureau of Internal Revenue oriticizes the report
of the staff of the joint committee in giving effect only to the majority opinions
of the S8upreme 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 minorl't’?r. ;

2. The Chief Coungel states that the staff report treats too cavalierly the reason-
ing of the Court in Weaton v. Charleston as reflected by the opinion of the dis-
senting judges. However, the rej)orb reaches its conclusion not on the basis of
the statements of the dissenting Justices 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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?lnlon in the

was emphasized by Mr, Justice Fuller in writing the majority o
on in Hale v,

Pallock case and by Mr. Justice Cardozo in writing the majority opin
Stale Board of Assessment and Review. .

8. The Chief Counsol for the Bureau of Internal Revenue states that the report
ignores the basie reasonln%of the Court in the second Pollock case.  Yet, the report
aotually quotes from the decision of the Court In that case, holding that—

“We have unanlmousl‘y; held in this case that, so far as this law operates on the
receipta from munioipal 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-
quently regufnant to the Constitution.”

4. The Chief Counsel for the Bureau of Internal Revenue insists that the case
of Cohn v. Qrdves ((1937), 300 U, 8. 308), in effect, overrules the doctrine upon
which he contends that the decisfon in the Pollock case was based. That is, the
Pollock case declared a tax on the income from honds to be a tax on the bonds
themselves, while in the Cohn case the Court upheld a New York income tax
upon rents recefved by a resident of New York from a real estate lying in New
Jersey. The report nakes 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, direotly or indirectly, hampered the power of the States to borrow money
and was, consequently, repugnant to the Constitution. He fails to give any
effect to the mafority opinion by Mr. Justice Stone clearly distinguishing the
Cohn caee from the Pollock case or to the majority opinion of Mr, Justice Cardozo
in the case of Hale v. Slale Board. In this connection, the following is quoted

from pages 17 and 18 of the report:
“(K) COHN V. GRAVES

“The reasoning of the Pollock case has not been rejected in the above-oited case.
In that case, the Court held that the State of New York may tax her citizen upon
income he received from land situated in another S8tate 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 from a tax on groperty. Neither tax being
dependent upon the possession hy the taxpayer of the subjeet of the other.

‘The Pollock case was distinguished from this situation as follows:

“ ‘Nothing which was sald or decided in Pollock v. Farmers Loan & Trust Co.
(157 U. 8. 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 a%)ortlonmont under article I, section 2, elause 8, 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 prol)erty taxes, It determined only that
for un')oses of apportionment thore were similarities in the operation of the two
kinds of tax which made it n&)ro)griuw to classify both as direot, and within the
constitutional command. e Pollock v. Farmers Loan & Tvrust Co., supra,
gc. 580, 681; Brushaber v. Union Pacific R, Co. (240 U, 8. 1, 18).) And in Unien

aneil Refrigerator Co. v. Kentucky (199 U. 8, 194, 204), decided 10 years after
the Pollock case, the present question was thought not to be foreclosed. )

“ It Is by a parity of reasoning that the immunity of income-producing in-
strumentalities of one govcrmnent, Stato or National, from taxation by the other,
has been extended to the income. It was thought that the tax, whother on the
instrumentality or on the income produced by it, would equal]i' burden the opera-
tions of government. (8eec Collector v, Day (11 Wall, 113, 124): Pollock v, Farm-
ers Loan & Trust Co., supra, 683; Gillespic v. Oklahoma (287 b. s 501).) But
a8 we have seen, it does not follow that a tax on land and a tax on Income derived
from It are {dentical in their incldence or rest upon the same basiz of taxing power,
which are controlling factors in determining whether either tax infringes due
process.

“(1) HALE v, BTATR BOARD

“Nothing in the above-mentioned case is in conflict with the Pollock case. 1In
that case, lowa enacted a law exempting its municipal and State bonds from
taxation. Subsequently, it passed for the first titne 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 the bondholders. The 8tate 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 1(t§)on net income
of the owner. The Supreme Court in an opinion by Mr. Justice Cardozo, upheld

the tax, stating:



‘
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‘v * *  Pollock v. Farmers' Loan & Trust Co. (157 U. 8. 42% 158 U. 8. 601),
was considered and dlatin%uished. Two rulings omerge as a result of tho analysis,
Bay the teaching of the Pollock case an income tax on the rents of land (157 6’ 8.
439) or even on the fruits of other investments (158 U. 8. 601) is an impost upon
i)mperty within the section of the Constitution (art. 1, sep. 2, clause 3) governing

he apportionment of direct taxes among tlie States 3300 U. 8, at p. g] 5). By
the teaohing of the same case an income tax, if made to cover the interest on
Government bonds, is & olog“u;‘]l:on the borrowing power such as was oondo?med in
MeCulloch v. Maryland (4 Wheat. 316) and Collector v. Day (11 Wall, 113, 124;
300 U. 8., at pp. 8186, 316). There was no holding that the tax {s a property one
for every purpose or in every context, ,We look to all the faots.

“‘In fine with that conception of the Pollock case is Brushaber v. Union Pacifie
R. Co., supra, where the Court pointed out (240 U. 8., at pp. 16, 17) that “the
conclusion reached in the Pollock case did not in any degree involve holding that
income taxes genorically and necessarily came within the class of direct taxes on

ro;aerty," but that to the contrary, such taxes were enfarcible as excises except
the extent that violence might thus be done to the spirit and intent of the rule

governing agportldnmont.
ik ® Nothing in this opinion is at war with Weston v, Charleston (2. Pet.

449), or other oases declaring the immunities of governmental agonoies. In the
case cited and its congeners the preblem for decision was whether a tax upon income,
even though not a proporty tax in strictness or for every purpose, was ono in such
& sense or in such a measure as to hamper the freedom of the Central Government
through the interference of the States or the froedom of the States through the
interference of the Central Government. The limitations declared in those
decisions wore gathered by implication from thoe structure of our Federal sy:‘%ttzmi
i

and were accomodated, as the Court belioved, to the publie policy at stake.

the Court is now concerned with, however, is not the preservation or protection
of any governmental function. Towa cannot be held to eripple in an unconstitu-
tional way her own privileges and powers when she levies an fncome or even a

property tax upon bonds issued by herself. ‘I'he Court is now concerned with the
meaning and effect of partioular 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

reatraints.’"”
Yet, in spite of these opinions of the majority, the Chief counsel for the Burcau
of Internal Revenue would have us believe that the Pollock cases wero overruled

because of a dissenting opinion by two of the Justices in the Cohn case.

(5) The Chief Counsel refers to the Dravo case (302 U, 8, 134), the Mountain
Producers Case (303 U. 8, 376), and Alen v, Regenlc (304 U. 8, 439), These cascs
are all dealt with in the report on pages 18, 19, and 20 and distinguished.

6. The Ohief Counsel for the Bureau of Internal Revenue cites the R. J.
Reynolids Trbacca Company 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
aots 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 1034, the Treasury amended its regula-
tion by treating such increment as income and tried to apply the rogiulation re-
troactively to 1929, although the regulation in force in 1029, when the transaction
was consummated, did not tax such. The Court stated that the question of
whether the increment was income was at least a debatable issue, and, therefore,
the regulation was a proper interpretation of the meaning of the law. Since this
construetion had been uniform under successive revenue acts containing, without
alteration, the same definition of gross income, the Court held that Congress must
be undersipod to have approved the administrative construction and to have given
it the force of law. But the regulations dealing with State omployees have not

been uniform, as shown on page 38 of the report,
"Tre ted all State officers and employees;

First, the asury Regulations exem&)
then they exempted only those engaged in essential governmental functions;
and now they tax all State officers and employees to the extent not immune from

taxation under the Constitution. And Mr. Justice Stone in the majo‘rltg oginion
in the Gerhard! case stated in referring to the provisions of the 1032 act that they
“‘do not authorize the exclusion from gross income of the salaries of employees of a
8tate or a State-owned corporation.” 8o it is'not a debatable issue as to whether
the language of the present statiite 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
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to language used in the Civil War Acts, the act of 1894, and the Corporation
Excise Tax Act of 1009. 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 fromn those acts.

The argument in Collector v. Day was whether the term “salaries’” as used in
that act embraced ho salary of & State judge, There was no construction of the
phrase “from any other source whatever.” The Court in that case did not hold
that any provision of the Civil War Acel was unconstitutional. It can be ar‘;ued
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 to S8enator Hughes which was referred to by the Supreme
Court in Evans v. Gore. ‘The act of 1894 taxed the interest upon “bonds, and other
seouritiex, except bonds of the United States, the principal and Interest of which
are by the law of their issuanco 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 uged in connection with other items of income, was intended
to apply to the intercst from State and local honds, The express exemption of the
compensation of State and local officers in the 1894 aot appears only with respect
to the 2 percent pay tax withheld at the source. The exemption from the general
income tax taxing income from all sources must have heen implied as a result of
Colleclor v. Day. “Compare section 27 of the act of 1804 taxing dividends, salaries,
and “income from any other source whatever” and which did not contain any
exemplion to Statg 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 heid
broad enough to include interest from State honds in the Flint v. Slone Tracy case,
that decision was not decided until after the sixteenth amendment had already
ﬁmzsed the Congress and after 25 States had ratified it. Therefore, it cannot be

eld that the language of the 1009 act, which was not construed by the Court,
until this late date, could he the genesis of the meaning of the sixteenth amend-
ntle;nt.l 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 pald on State and municipal bonds.
It may be criticized, but it still stands as the law. It is unfair to ask the States
to give up the bouniy they now enioy unless they in turn receive some g\uarantee
that the Federal Government will also yield its reciprocal bounty. No single
Congress can give to the States the firm 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
(Thonas E. Powell, National Income Tax Magazine, 1923?.” .

8. Because the Court has permitted us through an excise or privilege tax to
include in the measure of the tax the Income from State and local bonds, the Chief
Counsgel for the Bureau concludes that we may disregard the exoise or grivilege
entirely and tax such income directly. He fails 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 ia sound and is followed to its logical con-
clusfon, we could disregard the excise or privilege entirely and tax the bonds
directly. The answer 18, of course, that the Court in all of ita majority opintons
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 opinfon in the

National Life case,
(@]
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