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2 T.\XING POWER OF CONGRESS 

by a Ft'<lel'nl statute and not throngh a compact entered into bet,,'een 
the Federal Goyermnent and the States, would be subject to change at 
the will of Congress. 

Secondly, the pbn may work unfairly toward the Federal Gov­
ermnent itself if it can be presumed that the waiver, once granted, 
conld not be ,,"ithdl'awn. There would be no corresponding waiver 
by the States, and the Federal Government would be t.aking the 
serious challce of relinquishing its own immunity and securing in 
returll ollly such breadth of taxin~ power with respect to the State 
and local goYel'mnents as the court might see fit to aHow. 

~rOl'eover, as the taxing powers of the Federal Guvernment and the 
Stutes rest on an entirely different basis, and as the rates and tax 
stl'llC1Un's of those HUlts are vcry dissimilar, it is felt that snch a plan 
could never be truly reciprocal or mutual. 

P.\RT IV. 'YIJETIIER CONGRESS H.\.s THE POWER TO T"\.x THESE SCllJECTS 

BY OTHER ~fETHODS 

Among; these ]}wthods of reaching tax-exempt interest are: 
(1) The taxation, by each level of government, of subsequent issues 

of its own secllrities; 
(2) The adding of the tax-exempt income to the taxable income for 

the purpose of determining the rate which ","ould be applicabJe only 
to the taxable income; 

(3) The entering into a series of mutual compacts or agreements 
between the Federal Government and the individual States by which 
each level would be permitted to tax the interest from the securities 
of the other; 

(4) The imposition of an excise tax, based on the exercise of a 
privileg'e and measured by net income from all sources; 

(5) The subjecting of tax-exempt securities to a higher estate tax 
than "ould be applicable to other property, on the theory that such 
secnrities had escaped the income tax; and . 

(6) The adoption of a constitutional amendment. 
"Tith regard to each of these methods except the last, there are 

serious technical and legal difficulties that render them incapable of 
providing a satisfactory solution to the problem. 

""'-ith respeet to the Federal taxation of the salaries of State and 
local employees. recent decisions of the Supreme Court have sub­
stalltial1~T broadened the Federal power. In addition, existing law 
taxes snch compensation to the fnll extent allowed by the Constitution. 
I-Imyever, it is the opinion of this office that all amendment to the 
Constitntjon provides the only way in which the compellsation of all 
State and local officers and employees may be effectively subjected 
to the Federal income tax. 

These fOll}, major clllestions will now be discussed in greater detail. 

PART I. WHETHER THE CONGRESS HAS THE PO\VER TO 
APPLY THE FEDERAL INCOME TAX DIRECTLY TO THE 
INTEREST ON STATE AND LOCAL BONDS 

III consideration of this question, an exhaustive study "'as made by 
the Department of Justice in June of 1938. The conclusion reached 
in that study is that "the Congress apparently has the pmyer, under 
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the present trend of decisions to tax the net income arising from the 
interest paid on State bonds." With this conclusion, we are unable 
to agree. 

In treating this question, the subject will be divided into two sub­
parts, following, in this respect, the same line of approach as that 
contained in the Department of Justice study. 

Subpart A will deal with the question independently of the Six­
teenth amendment, and subpart B will deal with the question as 
affected by the sixteenth amendment. 

SUBPART A. POWER INDEPENDENT OF THE SIXTEENTH AMENDMENT 

( 1 ) No EXPRESS PROHIBITION 

There is no provision in the Federal Constitution expressly pro­
hibiting the Federal Government from taxing the obligations or the 
interest therefrom of a State or political subdivision. This prohi­
bition is implied from the independence of the National and State 
Governments within their respective spheres and from the provi­
sions of the Constitution looking toward the maintenance of our dnal 
systmn of govermnent; and was developed through judicial inter­
pretation of the Constitution. The doctrine was first applied to limit 
State interference with Federal functions, and then extended to limit 
the Federal Government from interfering with State functions. 

(2) DEVELOPMENT OF IMPLIED Il\Il\1.UNITY DOCTRINE 

(A) WESTON CASE 

In the case of lVeston v. OhaTleston/ the Supreme Court held in­
valid an ordinance of the City Council of Charleston subjecting to 
taxation "all personal estate, consisting of bonds, notes, insurance 
stock, 6- and 7-percent stock of the United States, or other obliga­
tions upon which interest has been or will be received during the year, 
over and above the interest which has been paid (funded stock of 
this State, and stock of the incorporated banks of this State and the 
United States bank excepted), 25 cents upon every $100." 

'Veston owned some of the 6-to-7-percent stock of the United StatE:'f1 
and claimed that so far as such stock was concerned, the ordinance 
violated the Constitution of the United States. The majority of the 
highest court in the State of South Carolina thought this tax was an 
income tax and held that it was not invalid as applied to the United 
States stock. The Supreme Court of the United States, in an opinion 
by Chief Justice IVfarshall, overruled the State court and held the 
tax invalid. In this connection, the Court said: 

CO'ngress has PO'wer "to bO'rrO'w mO'ney O'n the credit O'f the United States." 
The stock it issues is the evideilce O'f a debt created by the exercise O'f this 
PO'wer. The tax in questiO'n is a tax UPO'n the cO'ntract subsisting between the 
GO'vernment and the individual. It bears directly UPO'n that contract, while 
subsisting and in full fO'rce. The PO'wer O'perates uPO'n the cO'ntract the instant 
it is framed, and must imply a right to' affect that cO'ntract. 

And the Court went on to state: 
* * * The right to' tax the cO'ntract to' any extent, when made, must O'per­

ate uPO'n the PO'wer to' bO'rrO'w, befO're it is exercised, and have a sensible influ-

12 Peters 449. 
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('nce on the COIl truct. The extent uf thi::; illllnellc:e Ilel'C'lld:-: 1111 the will of a 
distinct government; to any extent, howe,er illconsi(ll'fable, it is a lmrclen on 
the operations of the Goyermnent. It Illay be carried to an extent whic1l ~hall 
arrest them entirl'ly. 

Chief J l1stice ~farshall did not rest his opinion npon the conclusion 
that this tax "'as not an incol1}(-' tax. lIe states "that the tax was 
h tax upon the contract subsisting hetwcpn the Goyernment and the 
indiyidual." The promise to p:1)' intcrcst is an essential part of the 
contract with the GOYC1'nl1lCnt, Therefore, to tax the interest is llOt 
any less a tax OIl the contract than a tax 011 the stock itself. For 
these reasons, "'c are unable to conclmle that the opinion of Chief 
Justice ~ral'shal1 can be regarded as hohling: that the tax was not an 
income tax. but a property tax. In fact, this tax has been referred 
to by the COlIrt 011 seyeral occasions as an income tax and not as a 
property tax. In the Po71od! case, :JIr. J llstice Fuller, in writing the 
majority opinion, held it to be all income tnx. In Hale v. State 
Board of Assessment and Review,2 decided Noyember 8, 1937, :JIr. 
J l1stice Cardozo, in distinguishing' between a tnx on the bonds and 
the inclusion of the income from the bonds in n general income tax, 
said: 

Nothing in this opinion is at war with Weston Y. Ohar7eston (2 Pet. 449) or 
other cases declaring the immunities of go,erl1mental agencies. In the case 
cited and its congeners the problem for decision was whether a tax upon in­
come, eyen though not a property tux in strictness or for eyery purpose, was 
one in such a sense or in such a me'asnre as to humper the freedom of the 
Central Goyernment throngh the interference of the States or the freedom of 
the States through the interference of the Central Go,ernlllent. The limita­
tions declared in those decisions were gathered by implication from the struc­
ture of our Federal system, and were accommodated, as the Court belieYed, to 
the public policy at stake. 

Even if the 1Veston case can be regarded as preyenting the States 
from levying an income tax on the income from Federal securities, it 
did not settle the question as to whether or not the Federal Go\"ern­
ment could tax the income from State and local securities in the form 
of a general net income tax. 

(B) FIRST POLLOCK CASE 3 

That question was not decided until the Polloch' cases holding the 
income-tax provisions of the act of 1894 unconstitutional. The in­
come-tax provisions of the act of 1894 in imposing a general tax on 
net income, included as income interest from State and local bonds. 

In the first Pollock case,3 Pollock a stockholder of the Farmers' 
Loan & Trust Co., filed a bill in equity to prevent the Trust Co. from 
making returns and paying income taxes under the act of 1894. The 
records sho"wed that the net income of the company during the year 
ended December 31, 1894, amounted to over $300,000; that it derive<l 
rental of $50,000 from its real estate, after deducting State and local 
taxes, and an income of about $60,000 frQln investments in municipal 
bonds. The following contentions were made as to the unconstitu­
tionality of the act: 

2 302 U. S. 95. 
3157 U. S. 429. 
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1. The law in imposing a tax on the inc?me or rents of real 
estate imposed a tax upon the real estate Itself and, therefore, 
such a tax was a direct tax and void because imposed without 
regard to the rule of apportionment. 

2. The law in imposing a tax on the interest or other income 
of bonds or other personal property is a tax upon the personal 
estate itself and is, therefore, a direct tax and void because 
imposed without regard to the rule of apportionment. 

3. Because the tax on the income from real property and per­
sonal property is void, the whole law is invalidated. 

4. The law is invalid because imposing indirect taxes in viola­
tion of the constitutional requirement of uniformity. 

5. The law is invalid so far as imposing a tax upon income 
received from State and mtlnicipal bonds is concerned. 

The Court, in a majority opinion by 1\11'. Justice Fuller, passed 
upon only two of the contentions raised in the case. It held the 
income tax provisions uneonstitutional insofar as they taxed the 
rents and income of the real estate and the income from municipal 
bonds. It did not pass upon the question as to whether a tax on the 
income from personal property was a direct tax and, therefore, void 
because of want of apportionment.. The decision of the Court in 
regard to the inability of the Federal Government to levy a tax 011 
the income from municipal bonds, was unanimous. There were 
eight justices sitting in this case. However, there were two dissents, 
one by Mr. Justice vVhite and the other by Mr. Justice Harlan, but 
these justices dissented from the majority opinion only insofar as it 
held that a tax on the rents or income frOln real property was a 
direct tax. vVhile the justices were equally divided as to whether 
the income from personal property was a direct tax, and therefore, 
rendered no opinion as to this question, they were in entire agree­
ment that Congress had no power to tax the income from State or 
local bonds. In this connection, Mr. Justice Fuller, in speaking for 
the majority, said: 

The law under consideration provides "that nothing herein contained shall 
apply to States, counties, or municipalities." It is contended that although 
the property or revenues of the States or their instrumentalities cannot be 
taxed, nevertheless the income derived from State, county, and municipal securi­
ties can be taxed. But we think the same want of power to tax the property 
or revenues of the States or their instrumentalities exists in relation to a tax on 
the income from their securities, and for the same reason, and that reason is 
given by Chief Justice Marshall in Weston v. Charleston (2 Pet. 449, 468), where 
he said: "The right to tax the contract to any extent, when made, must operate 
upon the power to borrow before it is exercised, and have a sensible influence 
on the contract. The extent of this influence, depends on the will of a distinct 
government. To any extent, however inconsiderable, it is a bmthen on the 
operations of government. It may be carried to an extent which shall arrest 
them entirely. * * * The tax on Government stock is thought by this court 
to be a tax on the contract, and tax on the power to borrow money on the 
credit of the United States, and consequently to be repugnant to the Constitu­
tion." Applying this language to these municipal securities, it is obvious that 
taxation on the interest therefrom would operate on the power to borrow before 
it is exercised, and would have a sensible influence on the contract, and that the 
tax in question is a tax on the power of the States and their instrumentalities to 
borrow money, and consequently repugnant to the Constitution. 

In other words, entirely independent of the question of whether a 
tax on the income from personal property was a direct tax, it was 
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held that the general net income tax insofar as it applied to the 
income from State or municipal bonds was a tax on the power of the 
States and their instrumentalities to borrow money and consequently 
repugnant to the Constitution. "'ith this yiew, both ~:[r. Justice 
'Vhite and 1\11'. Justice Harlan agreed, ~Ir. Justice 'Vhite stating: 

In regard to the right to incInd(' ill an income tax thc intNest upon the 
bonds of municil1a I corporn tions, I think the decisions of this Conrt, holding 
tllat the Fedcral Goycrnmcnt is withuut vower to tax the ag-cucies of tlle State 
government, embrace sHell bonds, and that tbis settled line of authority is 
cOllclusi,e upon my judgment llere. It determines the question that where 
there is no power to tax for any purpose wlwteYer, no direct or indirect tax 
can be imposed. The authorities cited in the opinion are dccisiYe of this ques­
tion. They are relevant to one case and not to the othcr, becanse, in the one 
case tllere is full power in the Federal Go,ernment to tax, the only controyersy 
heing whethel' tlle tax imposed is direct or indirect; while in the other there 
is no power whatever in the Federal Government, and, therefore, the levy, 
whether direct or indirect, is beyond the taxing power. 

And ~:[r. Justice Harlan concurring in the following statement: 
While property, and the gains, profits, and income derived from property, 

belonging to priyate corporations and indiYidnals, are subjects of taxation for 
the purpose of paying the debts and providing for the common defense and the 
general welfare of the United States, the instrumentalities employed by the 
States in execution of their powers are not subjects of taxation b.y the Gener:11 
Go,el'1lment, any more than the instrumentalities of the United States are the 
subjects of taxation by the States; and any tax imposed directly upon interest 
derived from bonds issued by a municipal corporation for public purposes, 
under the authority of the State whose in~trumentality it is, is a bnrden npon 
the exercise of the powers of that corporation "'hich only the State creating 
it may impose. In such a case it is immaterial to inquire ",hether the tax is, 
in its nature or by its operation, a direct or an indrect tax; for the instru­
mentalities of thE' States-among which, as is well settled, are municipal corpo­
rations, exercising powers and holding property for the benefit of the public­
are not subjects of national taxation in any form or for any purpose, while 
the property of private corporations and of individuals is subject to taxation 
by the General Government for national purposes. So it has been frequently 
adjudged and the qnestion is no longer an open one in this Court. 

(C) THE SECOND POLLOCK CASE 4 

After the decision in the F1~rst Pollock case, the appellant filed a 
petition for rehearing for the reason that the Court had expressed 
no opinion in regard to the following contentions: 

1. That the act ,,'as unconstitutional as to incomes from per­
sonal property as laying direct taxes without apportionment. 

2. That the void income-tax provisions invalidate the entire 
income-tax law. 

3. That if any part of the income tax is considered a direct 
tax it is invalid for want of uniformity. 

The Attorney General presented a suggestion that if any rehearing 
were granted it should embrace the whole case. Treating this sugges­
tion as amounting in itself to an application for rehearing, the Court 
set down both applications to be heard before a full bench, Justice 
Jackson, "ho did not participate in the first decision, being present. 

Mr. Justice Fuller also delivered the opinion of the Court in this 
second case.4 The majority opinion adhered to the opinion that taxes 
on real estate being indisputably direct taxes, taxes on the rents or 

• 158 U. S. 601. 
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income of real estate are equally direct taxes. So far as the taxation 
of income from State and local bonds were concerned the. Court also 
adhered to its opinion in the first case, stating: ' 

'Ve have unanimously held in this case that, so far as this law operates on 
the receipts from municipal bonds, it cannot be snstained, because it is a tax 
on the power of the States, and on their instrumentalities to borrow money, and 
consequently repugnant to the Constitution. 

On the questions npon which the Court had rendered no decision 
in the first case, it held in the second case-

(1) That taxes on the income from personal property are direct 
taxes; and 

(2) That the income tax, so far as it fell on the income of real 
and personal property, being a direct tax within the meaning of 
the Constitution, and, therefore, unconstitutional and void because. 
not apportioned, the entire income-tax law, constituting one entire. 
scheme of taxation, was necessarily invalid. . 

Four Justices dissented from the. majority opinion. 1\11'. Justice. 
Harlan disseI~ted from the majority opinion, except insofar as it 
related to the Income from State bonds. He stated that-
I am of the opinion that with the exception of capitation and land taxes, and 
taxes on exports from the States and on the property and instrumentalities of 
the State, the Government of the Union, in order to pay its debts and provide 
for the common defense and the general welfare, and under its power to lay and 
collect taxes, duties, imposts, and excises, may reach, under the rule of uni­
formity, all property and property rights in whatever State they may be found. 

lvIr. Justice vVhite dissented in regard to the holding that the income 
on real and personal property was a direct tax, but agreed with the 
majority opinion as to the inability of the Congress to tax the income. 
from State or municipal bonds. In this connection, he said: 

I deem it unnecessary to elaborate my reasons for adhering to the views 
hitherto expressed by me, and content myself with the following statement 
of points. 

Mr. Justice Jackson dissented insofar as the Court held the tax on 
incomes from real or personal property was a direct tax and agreed 
with the dissents expressed by Mr. Justice "\Vhite in the First Polloclc 
case. 

Mr. Justice Brown dissented as to the holding that the income 
from real or personal property was a direct tax, bnt he agreed with 
the majority that an income tax on municipal bonds was invalid. In 
this connection, he stated: 

'rhe tax upon the income of municipal bonds falls obviously within the otller 
category, of an indirect tax upon something which Congress has no right to 
tax at all, and hence is invalid. Here is a question, not of the method of taxa­
tion, but of the power to subject the property to taxation in any form. It 
seems to be that the cases of Collector v. Day (11 'Vall. 113), holding that 
it is not competent for Congress to impose a tax upon the salary of a judicial 
officer of a State; McCulloch v. MarylaJ/d (4 Wheat. 316), holding that a State 
could not impose a tax upon the operation of the Bank of the United States; 
and United States v. Railroad Co. (17 'Vall. 322), holding that a municipal 
corporation is a portion of the sovereign power of the State, and is not subject 
to taxation by Congress upon its municipal revenues; Wisconsin Central Rail­
road v. Pr'ice (133 U. s. 496), holding that no State has the power to tax 
the property of the United States within its limits; and Van Broc7cliJl v. Ten­
nessee (117 U. S. 151), to the same effect, apply mutatis mutandis to the bonds 
in question, and the tax upon them must, therefore, be invalid. 
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(D) El~FECT OF rOLJ,OCK CASES 

Frum this discllssion, it can be seen that the Court, while not 
lIwlnimOlls in its l'onclusion that a tax on the income from real and 
p~rsonal property was a dirC'ct tax and subject to the rule of appor­
tionment, was llllanill1011S in its conclusion that the Congress was 
"'ithont power to lcvy [L tax on the income from State or municipal 
bonds. 

It appem's from these decision.s that regardless .0£ whet!lcr. the 
income tax on personal property IS regarded as a dIrect or 1I1chl'ect 
tax. it. is void as applied to the income of State and local bonds be­
cause it constitutes an interference with the borrowing power of the 
States. This conclnsion is in hnrmony with the decision of the 
Snpreme COlll't in OaUeetor v. Day 5 and Sln'ingeJ' v. United States.a 

It shonld be noted that in the Sp1'inger case rendered under the 
Civil 'Yar Acts, the Court upheld the Ciyil 'Val' income tax as ap­
plied to the professional earnings of Springer, an attorney at law, 
as an indirect tax. The tax on such earnings was recognized as an 
indirect. tax, not only in the Springer case, but also in the Pollock 
cases. ::\Ir. Justice Fuller stating that an income tax on gains or 
profits from business privileges, employments, and vocations could be 
sustnined ns an excise tax. In spite of the fact thnt it hns ah\ays 
been recognized thnt a tax on earnings is not a direct tax, but an 
indirect tax, the Court, in Oo77ect01' v. Day,r held that the Civil 'Val' 
net income tax \"ns not applicable to the income of a State judicial 
officer becanse it interfered with the essential functions necessary to 
the existence of the State. . 

The conclusion to be drawn from the cases np to this point is that 
the income from State or local bonds could not be taxed, because to 
do so \yonld interfere with the borrowing pO\yer of the States. 

IE) THE NATIONAL LIFE INSUTIANCE co. CASE 8 

The ReVe11lle Act of 1913, exempted from the Federal income tax, 
interest upon the obligations of States or their political subdivisions. 
This exemption was continued in the Revenue Act of 1921 and subse­
quent l'eYe.I1He acts. except with respect to the special method provided 
for the taxation of life insurance companies under the Revenue Acts 
of 1921. 1924. 1926, nnd 1928. Prior to the ennctment of the Revenue 
Act of 1921. life-insurance companies "ere taxable like ordinary cor­
porations. Up to that time, gross income included premium receipts 
and capital gains. The companies were allowed to deduct the amount 
paid on policies (except as dividends), and the amount required by 
law to be added to their reserves. At the annual meeting of life 
insurance presidents in December 1920, it was stated that the law was 
llnsatisfactory both the companies and to the Goyernment. After 
1nuch sonsideration, Congress, upon consultat.ion with the life-insur­
ance companies and with the approval of at least most of them, sub­
stituted a new plan for computing their tnxes. The new plan defined 
gross income as the gross amount of income received during the t.ax-

511 Wall. 113 (1870). 
0102 U. S. 586 (1880). 
7 11 Wal1. 113. 
8277 U. S. 508. 
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able year from interest, dividends, and rents. This definition auto­
matically excluded from taxation any portion of the premiums paid 
by the policyholders to the company, as well as capital gains. In­
cluded within such definition of gross income was interest derived 
from tax-exempt securities. From the gross income thus arrived at, 
there were allowed certain deductions: 

(1) Interest derived from tax-exempt securities, if any. 
(2) A sum equal to 4 percent of the mean of the company's 

legal reserves diminished by the amount of the tax-exempt 
interest, and 

(3) Other items not important here. 
Under this plan a life-insurance company which had an income 

from State and municipal bonds 'was not entitled to the full amount 
of the deduction of 4 percent of the mean of the reserve funds, but 
was required to reduce this amount by the interest derived from 
tax-exempt securities. The reason for allowing the deduction of 4: 
percent of the reserve is that a portion of the interest, dividends" 
and rents received have to be used each year in maintaining the: 
reserve; that is, added to it on the basis of a certain interest rate 
varying from 3 percent to 4 percent, according to the statutes of 
the several States. 

There were two contentions in this case: 
First, that the life-insurance companies were discriminated 

against and made to exact payment on acconnt of their tax­
exempt securities, and 

Second, that the diminution of the ordinary deduction of 4 
percent of the mean of the reserves because of interest received~ 
in effect, defeated the exemption gnaranteed to the owner. 

The Court held that to directly tax the income from the securities 
amounted to a taxation of the securities themselves and that the 
United States may not tax State or municipal obljgations. It then 
concluded that "Congress has no power purposely and directly to 
tax State obligations by refusing to their 0"'"ner8 deductions allo\l'ed 
to others." 

The following example will show how this system results in taxing 
the interest frOlll State securities: 

COMPANY A COMPANY B 

Income from taxable SOUl'ces- $100,000 Income from taxable sources_ $100, 000 
Income fro m tax - exempt Income fro m tax-exempt 

interest __________________ 20,000 interesL__________________ 0 

Gross income __________ 120,000 Gross income __________ 100,000 
Deductions: Deductions: 

Miscellaneons Miscellaneons 
sonrces ___________ $10,000 sonrces _______ $10,000 

Tax-exemept in- Tax-exemept in-
terest ________ 20,000 terest ________ 0 

4 percent of the 4 percent of the 
mean of the mean of the 
reserves less reserye _______ 50,000 
tax-exempt in- ---- 60,000 
terest ________ 30,000 

60,000 Net income subject to tax ___ 40,000, 

Net income subject to tax __ 60,000 
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It will be seen that nnder this system a life-insurance company 
"'ith tax-exempt securities is forced to pay a higher tax by reason 
of the ownership of snch securities. It has been claimed that the 
Xational Life decision must be confined to its discriminatory features. 
lImyeTer, the absence of discrimination was relied upon by the dis­
senting Justices in this case to sustain it. A subsequent decision will 
show that the denial by the full deduction of 4 percent of the mean 
of the l'esen'e to companies l'eceiying income from tax-exempt securi­
tips was because it, in eifect, taxed the income from such securities. 
This plan of taxing life-insurance companies gave them an advantage 
of tax exemption in the case of premium receipts and capital gains. 
This distinction is fOl'cibly brought out in the case of H elvering v. 
Independent Life lrumrance 001npany.9 That case also concerned 
the plan for taxing life-insurance companies, inaugurated in the 
Heyenue Act of 1921. It was pointed out that the Revenue Act of 
1921 defines gross income as that received from interest, dividends, 
and rents. Premiums and capital gains "ere excluded and the net 
income was ascertained by making specified deductions from gross 
income. These deductions included (1) 4 percent of the cOlllpany's 
reserye already discussed in the National Life case; (2) taxes and 
other expenses paid during the taxable year exclusively upon or with 
respect to the real estate owned by the company, and (3) a reasonable 
allmynnce for the exhaus60n, wear, and teal' of property, including 
a reasonable allowance for obsolescence. This law then provided 
that the deductions under (2) and (3) should not be allowed on 
account of any real estate owned and occupied in part by a life­
insurance company unless there was included in its return of gross 
income the rental value of the space so occupied. Such rental value 
under the law could not be less than a sum which in addition to any 
rents received from other tenants should provide a net income (after 
deducting taxes, depreciation, and other expenses) at the rate of 4 
percent per annum of the book value at the end of the taxable year of 
the real estate so owned or occupied. 

It was claimed that this limitation on the deductions was unconsti­
tutional because the rental value of the space occnpied by the insurance 
company owning the building was not income, and that the exaction 
was, therefore, a direct tax on the land itself and void for lack of 
rtpportionment. The Court in its opinion specifically held that the 
rental value of the building used by the owner does not constitute 
income within the meaning of the sixteenth amendment, but then ,Yent 
on to state: 

Earlier acts taxed life-insurance companies' incomes substantially the same as 
those of other corporations. Because of the character of the business, that 
method proved unsatisfactory to the Government and to the companies. The 
proYisions under consideration were enacted upon the recommendation of repre­
sen tatives of the latter. As rents received for buildings were required to be 
included in gross and expenses chargeable to them were allowed to be deducted, 
it is to be inferred that Congress found-as concededly the fact was-that the 
annual net yields fro111 investments in such buildings ordinarily amounted to at 
least 4: percent of book value. 'Vhere an insurance company owns and occupies 
the whole of a building, it receives no rents therefor and is not allowed to deduct 
the expE'nses rhal'genule to the building. "There part is used by the company and 
part let, the rents are required to be included in the gross, but expenses may llOt 

9292 U. S. 371 (1934). 
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be deducted unless, if it be necessary, there is added to the rents received an 
amount to make the total sufficient, after deduction of expenses, to leave 4 percent 
of book value. All calculations contemplated by section 245 (b) are made subject 
to that limitation. Congress intended that the rule should apply only where rents 
exceed such 4 percent. \Vhere they are less than that, addition of the prescribed 
rental value and deduction of expenses operate to increase taxable income. The 
classification is not without foundation. 

The company is not required to include in gross any amount to cover rental 
value of space used by it, but in order that, subject to the specified limitation, it 
may have the advantage of deducting a part of the expenses chargeable to the 
building, it is permitted to make calculations by means of such an addition. The 
statute does not prescribe any basis for the apportionment of expenses between 
space used by the company and that for which it receives rents. The calculation 
indicated operates as such an apportionment where the rents received are more 
than 4 percent of book value, but less than that amount plus expenses. In such 
cases the addition, called rental value of space occnpied by the company, is 
employed to permit a deduetion on account of expenses. That, as is clearly 
shown in the dissenting opinion, supra, page 473 of 67 F. (2d), is the arithmetical 
equivalent of lessening the deduction by the amount of the so-called rental value. 

The National Life Insurance Cmnpany case was distinguished 011 the 
ground that the effect of the statutory deduction invalidated in that 
case was to impose a direct tax on the income of exempt securities, 
whereas the limitation on the deductions discussed in the rental value 
case was in substance a diminution or apportionment of expenses to be 
deducted from gross income, and that Congress had the power to 
condition, limit, or deny deductions. Of course, if the disallowance 
of the deduction had been regarded as a discrimination against com­
panies owning their own buildings, a different conclusion would have 
been reached. In other words, in this case, life-insurance companies 
o'wning office building and occupying part of them were singled out 
for special treatment to the same extent that life-insurance companies 
owning tax-exempt bonds were singled out for special treatment. 
However, this singling out did not result in discrimination and the 
provision singling out those with tax-exempt bonds for special treat­
ment was held invalid, not on that account, but on the ground that 
this special treatment amounted to taxing the income from tax­
-exempt securities. 

(F) CONCLUSION FROM BOTH POILOCK CASES AND NATIONAL LIFE 

INSURA.NCE COMPANY CASE 

Unless the Pollock cases and the National Life case have been modi­
fied by subsequent decisions, they stand as authority for holding that 
the Congress has no power to subject the income from State or local 
securities to a general income tax. 

(3) ANALYSIS 01<' POLLOCK CASES BY SUBSEQUENT DECISIONS 

It is contended that the Polloc1[J cases were decided on the theory 
that a tax on the income of municipal bonds was the equivalent of a 
tax on the bonds themselves. This contention does not appear to be 
correct. In the first Pollock case 10 the Court did not decide the ques­
tion as to 'w'hether or not the income tax on personal property was a 
direct tax. Despite this, the Court held that the income tax as applied 
to municipal bonds was invalid because "the tax in question is a tax 

10 157 U. s. 429. 
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on the power of the States and their instrumentalities to borrow 
money, and constantly repugnant to the Constitution." 

In the second Pol/oel.: C([8e 11 Chief J u~tice Ful1(lr stated ill regard to 
the first Pollocll~ case: 

'Ye have unauimously held in thi::i case that, so far as this Inw operates on 
the receipts from municipal bund~, it cannut be sustained becau::ie it is a tax on 
the power of the States and on their instrumentalities to borrow money, and 
consequently repugnant to the Constitution. 

Clearly, the decision was not unanimolls 011 the theory that a tax on 
the income from municipal bonds ,,'as a tax on the bonds themselves, 
for at least four of the judges "were unable to conclude, even in the 
second case, that a tax on the income from personal property "as a 
tax on the property itself. 

In Cohn Y. Gral'e8~ 1 2 )11'. Justice Stone, who rendered the majority 
opinion, pointed out that the decision in the Pollock case, so far as it 
related to a tax on the rents of land, did not rest upon the ground 
that the tax was a tax on the lanel or that it was subject to eyel'Y 
limitation ,yhich the Constitution imposes on property taxes. It de­
termined "only that for purposes of apportionment there "ere simi­
larities in the operation of the two kinds of tax which made it appro­
priate to classify both as direct and within the constitutional 
command." So far as the Pollock cases concerned the taxation of in­
come from municipal bonds, )11'. Justice Stone said: 

It is by a parity of reasoning that the immunity of income-producing instru­
mentalities of one government, State or Kational, from taxation by the other, 
has been extended to the income. It was thought that the tax, whether on the 
instrumentality or on the income produced by it, would equally burden the 
operations of government. 

To the same effect was the conclusion of ~fr. Justice Cardozo in 
rendering the decision in Hale v. State Board.13 He stated in re­
ferring to the Oohn v. G/raves decision: 

Polloc]'; v. Farmers' Loan ({; Trust Co. (157 U. S. 429; 158 U. S. 601), was 
considered and distinguished. Two rulings emerge as a result of the analysis. 
By the teaching of the Polloc]'; case an income tax on the rents of land (157 
U. s. 4:::!J) 01' even on the fruits of other iuyestments (158 U. S. 601) is an 
impost upon property within the section of the Constitution (art. I, sec. 2, cl. 
3) goyerning the apportionment of direct taxes among the States (300 U. S. at 
I). 315). By teaching of the same case an income tax, if made to cOYer 
the interest on Government bonds, is a clog upon the borrowing power such as 
was condemned in McCulloch v. jJIaryla!Hl (4 'Yheat. 316), and Collector v. Day 
(11 'Vall. 113, 124; 300 U. S. at pp. 315, 316). There was no holding that the 
tax is a property one for every purpose or in every context. We look to all the 
facts. 

In line with tbat conception of the Pollack casc is Brushaber v. Union Pacific R. 
Co., supra, where the court pointed out (240 U. S. at pp. 16, 17) that "the con­
clusion reached in the Pollock casc did not in any degree involve holding that 
income taxe::i generically and necessarily came within the class of direct taxes 
on property," but that to the contrary such taxes were enforcible as excises 
except to the extent that violence might thus be done to the spirit and intent 
of the rule gQverning apportionment. 

By this analysis, it seems clear that a tax on the income from 
property ,yas treated as a tax on the property only for the purposes 
of applying the ntle of app01'tionment and that a tax on the intere8t 

11 1nS u. S. GOL 
12 ROO TJ. S. R15 (1DR7). 
13 302 U. S. 95 (1937). 
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on mu.nicipal bonds was conde'lnned as a clog upon the borrowing' 
power of the State. 

( 4) EFFECT OF SUBSEQUENT DECISIONS ON ~10DIFYING THE POLLOCK 

CASES 

It has not been established that subsequent decisions have weakened. 
the holding in the Pollock cases that the Federal Government has no 
power to tax the income from State or local bonds. The decisions 
relied upon as distinguishing the Pollock cases are summarized as 
follows: 

(A) BON APARTE V. TAX COURT 14 

In the Bonaparte oase, the Supreme Court upheld the right of" 
Maryland to levy a property tax on bonds issued by New York, 
Pennsylvania, and Ohio to one of its own citizens. This case was 
distinguished in the Pollock case itself, as follows: 

The question in Bonap(Jjrte v. Tam Court (104 U. S. 592) was whether the 
registered public debt of one State, exempt from taxation by that State o:c' 
actually taxed there, was taxable by another State when owned by a citize11l 
of the latter, and it was held that there was no provision of the Constitutiol1l 
of the United States which prohibited such taxation. The States had not 
covenanted that this could not be done, whereas, under the fumlamental law~ 
as to the power to borrow money, neither the United States, on the one hand,. 
nor the States, on the other, can interfere with that power as possessed by each. 
and an essential element of the sovereignty of each. 

This conclusion is in harInony with the view expressed by the Court 
in Burnet v. Brooks 15 pointing out that the Constitution, through th~ 
due-process clause, prevented the States from transcending the limits; 
of their authority, and thus destroying the rights of other States" 
for it is impossible for one State to reach out and tax property in. 
another State without violating the Constitution, for where the.' 
power of one ends, the authority of the other begins. If, therefore" 
the State of domicile of the owner of the bond could not tax th~ 
bond or the income therefrom, n,o tax could be levied at all, not 
even by the State which issued the bond, for the reaso1). that it had 
no jurisdiction over the owner of the bond who resided beyond its 
borders. Thus the relationship existing between the States them.­
selves and the States and the Federal Government, is not subject to 
the same constitutional limitations or restrictions. 

(B) FLINT 'v. STONE TUACY coY; 

Flint v. Stone Tracy Company does not conflict with the Po llo ok' 
cases. That case construed the corporation excise tax of 1909, 'which 
taxed the privilege of carrying on or doing business by corporations~ 
The tax was measured by the net income of the corporation from all 
sources. Since the subject of the tax ,vas the exercise of a franchis~ 
or privilege, the Supreme Court held that Congress had the power 
to include in the measure of the tax the income from tax.-exempt 
securities, although such income could not be directly taxed.. It is 

1-1104 U. S. 592 (1881). 
15 288 U. S. 378 (1933). 
16 220 U. S. 107 (1911). 

120017 -39--3 
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claimed tha t the Pollock case apparent ly rests upon weak foundations 
if a distinction so refined as that hetween the subject and the measure 
of a tax is sufficient to ('scape its ruling. Howeyer, long before the 
Pollock deeisions, the COllrt recognized the distinction between a 
property tax and a tax OIl frallchises and privileges. The Court has 
uniformly held a tax UpOIl the capital or the assets of corporations 
inyalidlllliess the yallle of Goyernment bonds held by the corporation 
,yere dt'llllcted. But this ruling' is not applied to franchises or priv­
ilege taxes where th(' bonds were not t.axed directly, hut ",·ere used as 
a mensnre of the tax. For example, in 1867, long before the Pollock 
ca8e:.'3, the Court upheld n franchise tax measured by deposits, even 
thoup:h SOllle of the deposits were invested in tax-exempt securities 
(So(}iety jO)! Sal)iJl[ls v. Coile 17). A like decision ,,'as rendered in 
Provident IJZ8titutioJl \'. 111 aS8aclwsett8,ts where the tax was measured 
by ayerage deposits. 

In referring to these cases in the Stone Tnwy Company cm;;e,lO the 
Court said: 

It is therefore \Yell f'ettlcd hy the derisions of this court that W1H'11 the :-;oyer­
eigll nuthority hns exerd!-;ed the right to tnx n legitimate subject of tnxatioll as 
an exerebe of a frallchi~(' 01' priyilege, it is 110 ohjection thnt the mea:-:nre of 
taxation i::; found in the lueome IH'odnced in part from property "'hich of itself 
considered is nontaxable. 

There is, therefore, no more basis for holding that the Stone Tracy 
00. case permits the income from State or local securities to be taxed 
direct]y than fo1' hohlillg that the Society jo')' Sen'; JIgs and P)'orident 
In8ti1'utio71 cases (as \yell as other cases), permitting lHmtnxable prop­
erty to be llserl as a meaSllre of the tax, authorize tlH' direct taxation 
of the nontaxable property itself. 

The distinctioll between taxing t.ax-exempt securities (lirectly or 
including them as a measure of a privilege tax has also been reco(r-
nized ill illheritance and estate-tax cases. 0 

. In ,[>lummer Y. OoleJ','2O the Court permitted ~ ew York to collect an 
lnherItance tnx upon a belJuest of United States bonds. The Court 
also upheld the Federal estate tax as applied to municipal bonds. 
But it has never been seriously contended that these clecisions would 
permit the taxation of the b01ids themselyes. 

(C) PECK & co. V. LOWE 21 

In this case a domestic corporation was engaged in buying and 
'selling goods. Its income from shipping goods abroad and sellino' 
them amoHnted to approximately $30,000 and its income from local 
sources amounted to a ppl'oximately $12,000. Its total net income '''as 
held taxable under the Federal Revenue Act of 1913. The Court held 
it ,yas not. a tax on exportation and, at the most, affected exportation 
indirectly and remotely. It distillguished this case from a ('as~ \yhrl'e 
a taxpayer might lun'e tax-ex;c>mpt income by statinp; that a net 
income tax, although a general tax, Call1IOt be applied to any income 
which Congress has no power to tax. It then cOllcllldetl that if 

17 G Wall. 5D4 (18G7). 
18 6 Wall. 611 (1867). 
IU 220 U. S. ]07. 
20 178 U. ~. 115 (lVOO). 
212-17 U. S. 165 (1918). 
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articles manufactured and intended for export are subject to taxa­
tion under general laws up to the tilne they are put in the course of 
exportation, the conclusion is, therefore, that the net income frOln 
the venture when applied, after exportation and sale, is exercised 
subject to taxation under the general laws and that the status of in­
come is not different from that of the exported article prior to ex­
portation. It will be noted that the facts in this case show that the 
net income of the taxpayer ,yas not derived exclusively from the ship­
ment and sales of articles abroad. 

(D) UNITED STATES GLUE V. OAK CREEK ~~ 

In this case, the Supreme Court upheld a State net income tax on 
a corporation organized under the laws of the State of Wisconsin, 
having its principal office and place of business in the town of Oak 
Creek, where it conducted an extensive Inanufacturing plant,selling 
its products throughout the State, in other States, and in foreign 
countries. Its net business income for the particular year amounted 
to about $124,000. Its business income for the taxable year was de­
rived from sales within the State and some from sales without the 
State, and some from foreign countries. 

The Court upheld the "\Visconsin tax as applied to this case, stat­
ing that the net income tax was applied to the net proceeds of the 
plaintiff's business from interstate commerce together with a like tax 
jmposed upon its income derived from other sources, and in the same 
way that other corporations doing business within the State were 
taxed upon that proportion of their income derived from business 
transacted on property located within the State, whatever the nature 
of their business. This case, like the Peck & 00. case, did not involve 
'a situation where the income of the taxpayer was derlved solely frOln 
interstate commerce. However, in the case of Ourlee Olothing 00. v. 
Oklahoma 23 it was held that a foreign corporation doing a purely 
interstate business was not subject to a State net income tax. 

In commenting upon the U. S. Glue 00. case, 1\11'. Justice McRey­
nolds, ill writing the majority opinion in N O1,thwestern Insurance 
Oompany v. }Visconsin,24 stated: 

It is important to observe that although a State statute may properly impose 
a charge which materially affects interstate commerce, without so unreasonably 
burdening it as to become a regulation within the meaning of the Constitution, 
no State can lay any charge on bonds of the United States. 

Specifically, the holding of the Court in the United States Glue 
o mnpany case 'was that the net income tax imposed by vVisconsin 
was not deemed to so directly burden the' plaintiff's interstate business 
as to amount to a regulation of commerce among the States. 

(E) WILLCUTTS V. BUNN 25 

In this case, the Supreme Court upheld the right of the Federal 
Government to subject to the Federal income tax gains from the sale 

222±7 U. S. 321 (1918). 
23 68 P. 2,534 (1937). 
24 275 U. S. 136. 
252S,? U. S. 216 (1931). 
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of county and municipal bonds. The Pollock case ,,"as cited with 
approval, the Court stated: 

In the case of the obligations of a State or uf its IJolitical l:lnbdivisions, the 
subject held to be exempt from Federal taxation is the priucipal and iuterest of 
the obligations. These obligations constitute the contract malle by the State, or 
by its political agency pursnant to its authority, aIHI a tax upon the amounts 
lJa~'able by the terms of the contract has therefore been regarded as bearing 
directly upon the exercise of the iJorrowing power of the Goverllment. 

The Court distinguished a tax upon the interest from a bond from 
a tax upon the profits derived from the sale of a bond, in the fol­
lowing language: 

The tax upon interest is levied upon the return whieh comes to the owner of 
the security accol'lling to the provisions of the obligation and without any fur­
ther transaction on his part. The tax falls upon the owner by virtue of the 
mere fact of ownership, regardless of use or disposition of the security. The 
tax upon profits made upon purchases and sales is an excise upon the result of 
the combination of several factors, includ.ing capital investment and, quite gen­
erally, some measure of sagacity; the gain may be regarded as the creation of 
('apital, industry, and skill. 

In other words, the capital gain arose from a transaction separate 
and distinct from the transaction 'with the Government and was cre­
ated by the taxpayer himself, separate and apart from his contract 
with the Goyernment. 

The Court concluded that the burden upon the States' borrowing 
power by taxing such capital gain was not real or substantial. 

(F) DENMAN V. SLAYTON 26 

In this case, the Supreme Court upheld a provision of the Revenue 
Act of 1921 defining a deduction for interest paid or aCl'ued or in­
debtedness incurred or continued to purchase or carry tax-exempt 
securities. The provision was upheld as necessary to prevent the 
escape from taxation of income properly subject thereto by purchase 
of exempt securities with borrowed money. 

In other "\yords, the taxpayer was not permitted to reduce his tax­
able income by interest on money borrowed to acquire tax-exempt 
securities. The Court pointed out that this did not amount to the 
taxation of the interest from the tax-exempt securities. The National 
Life case was distinguished as follows: 

* * * The circumstances di~closed in National Life Ins. Co. v. United 
States were radically different from those now presented, and the doctrine upon 
which tl13t cause tnrned does 110t control the present one. The respondent bere 
was not in effect required to lmy more npon his taxable receipts than was de­
manded of others who enjoyed like incomes solely because he was the recipient 
of interest from tax-free securities-a result which we found would have fol­
lowed enforcement of the literal provisions Qif section 245 (a), Revenue Act 
1921, 42 Stat. 227, 261. 'Vhile guaranteed exemptions must he strictly observed. 
this obligation is not inconsistent with reasonahle classification designed to 
subject all to the payment of their just shure of n burden fairly imposed. 

The manifest purpose of the exception in paragraph 2, section 214 (a), was to 
prevent the escape from huation of income properly subject thereto by the 
purchase of exempt securities with borrowed money. 

Under the theory of the respondent, "A," with an income of $10,000 arising 
frqm nonexempt securities, by the simple expedient of purchasing exempt ones 
with borrowed funds and paying $10,000 interest thereon, would escape all 
taxation Ullon receipts from both sources. It was llroper to make provision to­
prevent such a possibility. The classification complained of is not arbitrary. 

26 282 U. S. 514 (1931). 
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makes no improper discrimination, does not result in rlefea ting any guaran teed 
exemption, and was within the power of Congress. The fact that respondent 
engaged in the business of buying and selling is not important. See lVillcutts 
v. Bunn, ante, page 216. 

(G) HELVERING '0. INDEPENDENT LIFE INSURANCE CO. 27 

This case has been discussed and distinguished in connection with 
the National Life Insurance Oompany case.28 

(H) COHN V. GRAVES 2!l 

The reasonmg of the Pollock case has not been rejected in the 
above cited case. In that case, the Conrt held that the State of New 
York may tax her citizen upon income he received from land situated 
in ailother State, and from interest on bonds secnre,d 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 property. Neither tax being 
dependent upon the possession by the taxpayer of the subject of the 
other. 

The Pollock case was distinguished from this situation as follows: 
Nothing which was said or decided in Pollocli, v. Parmer8 LOJan & Trust 00. 

157 U. S. 429), calls for a different conclusion. There the question for decision 
was whether a Federal tax on income derived from rents of land is a direct 
tax requiring apportionment under article I, section 2, clause 3 of the Con­
stitution. 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 sub­
ject to every limitation which the Constitution imposes on property taxes. It 
determined only that for purposes of apportionment there were similarities in 
the operation of the two kinds of tax which made it appropriate to classify both 
as direct, and within the constitutional command. See Pollock v. Parmers Loan 
(f Trust 00., supra, pp. 580, 581; Brushaber v. Unio'n Pac'ific R. 00. (240 U. S. 
1,16). And in Union Transit Refrigerator 00. v. Eel/tucky (199 U. S. 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 instru­
mentalities of one government, State or National, fro111 taxation by the other, 
has been extended to the income. It was thonght that the tax, whether on the 
instrumentality or on the income produced by it, wonld eqnfllly burden the 
operations of Government. See Oollector v. Day (11 'Vall. 113, 124) ; Po71o('k 
v. Fanners Loan & Trust 00., S1lpra. 583: Gillespie v. Oklahoma (257 U. S nOt). 
But as we have seen, it does not follow that a tax on land and a tax on income 
derived from it are identical in their incidence or rest upon the same h'1si:'1 of 
taxing power, which are controlling factors in determining whether eith"r tax 
infringes due process. 

(I) HALE 'V. STATE BOARD 30 

Nothing in the above-mentioned case is in conflict with the Pollock 
ca.se. In that case, Iowa enacted a law exempting its municipal and 
State bonds from taxation. Subsequently, it passed for the first time 
a tax on the net income of residents in the State, and the interest 
derived from such bonds was jncluded in an assessment made agajnst 
the bondholders. The State court interpreted the exemptioll from 
taxation as only applying to taxes laid on property in proportion 
to its value, and not as touching taxes in the nature of an excise upon 

27 292 U. S. 371. 
28 277 U. S. 508. 
29 300 U. S. 308 (1937). 
30 302 U. S. 95 (1937). 
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net income of the owner. The Supreme Court in an opinioll by :Mr. 
J'llstice Cardozo, upheld the tax, statillg: 

* * * Pollor];, v. Ji'arlllcns' LO(lIl (f Trust Co. (157 U. S. 4:!9; lGS U. S. 601). 
was considered and distinguishcd. Two rulings emcrge as a result of the 
analysis. By the teaching of the 1'ollu('I..: CW:;C :tn income tax Oil the rents of 
land (157 U. S. 4:!D) or even 011 the fruits of other investments (lGS U. S. (01) 
is an imvost upon l1rovel'ty within the section of the Constitution (art. I, sec. 
2, c1. 3) governing the aVllortionment of dircct taxes among the States (BOO 
U. S., at p. 315). By the teaching of the same C:lf'e an income tax, if made to 
COYcr the intprest on GO"ernmcnt hOlllls, is a clog UllOn the borrowing power such 
as was condemned in jJlcCul10ch v. Maryland, <:1 "rheat. 31G, and Collector v. 
)Ja1/, 11 Wall. 113, l::!-l (300 U. S., at pp. 315, 316). There was no hoWing that 
the tax is a l)rOperty one for eycry llUrpose 01' in eyery context. \Ye look to 
all the facts. 

In line with that conception of the Pollod..: case is BI'/ls7/(/ucr Y. Union Pacific 
R. Co., 8upra, where the Court pointed out (240 U. S., at pp. lG, 17) that "the 
conclusion reached in the Pollock ca8e did not in any degree inyolye holding 
that income taxes generically and necessarily came within the class of direct 
taxes on property," but that to the contrary, such taxes were enforceahle as 
excises except to the extent that violence might thus be done to the spirit and 
intent of the rule goY!~rning apllortiomneut. 

* * * Nothing in this ol1inion is n.t war with 1Vc~ton v. Charleston (2 Pet. 
449), 01' other cases declaring the immnnities of governmental agencies. In the 
case cited and its congeners the problem for decision was whether n tax upon 
income, eyen though not a property tax in strictness or for eyery lmrvose, was 
one in such a sense or in snch a measure as to hamper the freedom of the 
Central Goyernment throngh the interference of the ~tates or the freedom of 
the States through the interference of the Central Government. The limita­
tions declared in those deci~ions ,,,ere gathered by imvlication from the struc­
ture of onr Federal system, and were accommodated, as the court belieYed, to 
the public policy at stake. "Vhat the Court is now concerned with, however, is 
not the presen'ation or protection of any goyernmelltal function. Iowa cannot 
be held to cripple in an Ullconstitntional way her own pl'idleges and powers 
when she levies an income or eYen a property tax upon bonds issued by herself. 
The Court is now concerned with the meaning and effect of particular contracts 
of exemption to be read narrowly flnd strictly. There is no room nt snch a 
time for the freer and broader methods that have been thought to be appro­
pria te in the deyelopment of the doctrine of implied restraints. 

(J) JAl\IES V. DnAVO CONTRACTING COl\IPANY 31 

This case upheld a 3-pel'ceut gross receipts tax imposed by the 
State of 'Vest Virginia upon gross receipts received by an independ­
ent contractor for work performed for the Federal Government in 
West Virginia. This case was clearly distinguished from the bond­
holder case. Mr. Chief Justice Hughes ill the majority opinion, 
stating: 

There is no ineluctable logic which makes the doctrine of immunity with 
respect to Goyernment bonds applicable to the earnings of an independent 
contractor rendering services to the Government. That doctrine recognizes 
the direct effect of a tax which "would operate on the power to borrow before 
it is exercised" (Pollock v. Farmers Loan &: Trust Co., supra) and which 
would directly affect the Government's obligation as a continuing secnrity. 
Vital considerations are there involved respecting the permanent relations of 
the Goyernment to investors in its securities and its ability to maintain its 
credit-considerations which are not found in connection with contracts made 
from time to time for the services of independent contractors. 

There are also other features involved in the Dl'avo case which 
distinguish it from a Federal tax on State bonds or employees. 
In this case, the Federal Government, although not a party to the 

31 302 U. S. 134 (1938). 
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proceeding, interceded and informed the Court that the Federal 
Govern1l1ent did not regard the collection of snch a tax as an inter­
ference with its governmental functions. 

In this connection, the Court said: 
Respondent has no constitutional right to immunity from nOlldiscrimina tory 

local taxation and the mere fact that the tax in question burdens respondent 
is no defense. The defense is that tax burdens the Government and re~ 
spondent's right is at best a derivative one. He asserts an immunity which, 
if it exists, pertains to the Goyernment and which the Government disclaims. 

Of course, in the case of an action by the Federal Government to 
collect an income tax from a State bondholder, we cannot rely upon 
the proposition that the State will disclaim that the levying of such 
a tax interferes with its borrowing powers. 

Another point which distinguished the t\yo classes of eases is 
brought out in the follm,ing quotation from·, the majority opinion: 

There is the further suggestion that if the present tax of 2 percent is upheld. 
the State may lay a tax of 25 percent or 50 percent or eyen more, and make it 
difficult or impossible for the Government to obtain the sen ice it needs. The 
argument ignores the power of Congress to protect the performallce of the 
functions of the National Goyernment and to prevent interference therewith 
through any attempted State action. In Thomson Y. P(tci·{ic Railroad, sllpra. 
the Court pointedly referred to the authority of Congress to prevent such an 
interference through the use of the taxing power of the State. 

This indicates that the Court was of the opinion that if a State 
should lay a tax, even though nondiscriminatory, which would make 
it difficult or impossible for the Federal Goyernment to obtain the 
service it needed, the Federal Government still had a remedy. This 
remedy from the Courfs reference to the case of Thomson Y. Pacific 
Railroad Omnpany 3 2 appears to be by means of legislation prevent­
ing the State tax from applying. But the States would have no 
corresponding remedy to prevent a, nondiscriminatory Federal tax 
from burdening their functions to obtain services or borrow money, 
for the Federal la", being the supreme law of the land, -would over­
ride any State law exemptil* such activities from the Federal tax. 
The sole protection of the ~tates in a matter of this kind. is the 
Constitution. 

(K) HELVERING 1-'. l\IOUNT~\IN PRODUCERS CORPORATION 33 

In the above cited case, it was held that the income received from a 
State lease by a lessee from the sale of his share of oil produced was 
subject to the Federal income tax. The Court overruled certain 
former cases in reaching this conclusion, stating: 
* * * These decisions in a variety of applications enforce what we deem 
to be the controlling yiew-that immnnity from nondiscrimillatory taxation 
sought by a priYate person for his property or gains because he is engaged 
in operations under a Goyernment contract or lease cannot be supported by 
merely theoretical conceptions of interference with the functions of government. 
Regard mnst be had to substance and direct effects. And, where it merely 
appears that one operating under a Government contract or lease is subject 
to a tax with respect to his profits on the same basis as others who are engaged 
in similar businesses, there is no sufficient ground for holding that the effect 
upon the Government is other than indirect and remote. 'Ve are convinced 
that the rulings in Gillespie v. Oklahoma, supra" and Burnet v. Coronado OLE 

82 9 Wall. 579. 
38 303 U. S. 376. 
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~f Gas Compallll, ,,,upl"a, ar(' ont of hnrmollY ",ith correct Vrilleil)lt> and nc('ord­
ingly they should be, and they 110W are, overruled. 

But, in reaching this conclusion, the COllrt distinguished the situa­
tion from the Pollock CW3es, as follows: 

* * * "'hile n tnx 011 the interest payable on Stnte nlld lllunicipal bonds 
}\flS been held to be ill\'aJid as n tnx heariug directl ... • nlloll tIll' exereise of the 
borrowing power of the GOyerllluellt (lVcsfo-n v. Olladesfoll. 2 Pet. 4-10, 468, 
4G!1, 7 L. Ed. 481; 1'0110ck y. PannCl's' LO((11 & Trusf 00., 1;;7 U. S. -1~!), [iSo, 
l[i S. Ct. 673, 3D L. Ed. 7GB), the sale of the bonds hy their o'wners nfter 
t hey have been issned by the State or l1l1111idpalit~· is regnr(lN1 as a trnnsnc­
tiOll distiuet from the cOlltmcts made hy the GOYel'1l111ellt in the bouds thelll­
s elves, nm1 the Vl'ofits of sHeh snles nre subject to the Federal in('ome tax. 

In other "ords, the income in this case arose from. transactions 
~eparate and distinct from contracts made with the Goyermnent. 
Therefore, they are clearly distinguishable from the aboye case where 
the interest is receiyed as a part of the contract ,yith the Goyermnent. 

(L) HEIXERING V. GERHARDT 34 

This case held that the Federal income tax as applied to the 
salaries of employees of the Port Authority, a bi-State corporation 
created by compact between New York and New Jersey, was valid 
()l1 the theory that the tax neither precluded nor threatened unrea­
sonably to obstruct any function essential to the continued existence 
of the State government. In that case, the Court distinguished this 
situation from taxing the income from State bonds, stating that the 
immunity doctrine '''as applied where the function inyolyed was 
thought to be essential to the maintenance of a State goYermnent, as 
"'here the intent was "to tax income recei,'ed by a private investor 
from State bonds, and thus threaten impairment of the borro·wing 
power of the State, Pollock v. Farmers' Loan cD Trust Oompany (157 
U. S. 429; cf.); TVeston v. Charleston, supra (465, 466). 

4 :;\1 ) ALLEN ('. REGl~NTS OF THE U~ H'EllRITY SYSTEM OF GEORGIA 3 5 (MAY 

23, 1938) 

This case upheld the right of the Federal Government to collect 
an admissions tax on admissions charged by the Uniyersity of 
Georgia to its athletic contests. The Court pointed out that, al­
though the university was an instrumentality of the State of 
Georgia, if the State embarks on a business which would normally be 
taxable, the fact that in so doing it is exercising a goYernmental 
power, does not ibelf render the activity immune from Federal taxa­
t ion. In this cOllnection, the Court stated: 

Under the test Inid down in IIclrerill[J Y. Gerllardt, allte (p. 405), 11Owe\,er 
essential n system of puulic ell ucn tion to the existence of the Stn te, the con­
duct of exhibition for admissions paid by the public is not s11ell a function of 
State government ns to be free from the uurden of n nondiscriminntorv tnx 
laid Oll nIl ndmissions to public exhibition~ for which all ndmissioll fee is 
charged. 

1\11' .• Justice Black concurred in the opinion "except insofar as it 
approves the reasoning of the Court on the question of State immun­
ity from interference by Federal taxation." It will be noted that the 

8-1 :i04 U. S. --- (May 16. 19:::8). 
55 304 U. S. -- (May 23, 1938). 
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reasoning of the Court recog~lizes that there are certain func~ion~ C!f 
State government which are free from tl~~ burden of a nOndISCrImI­
natory tax, and in the Gerhardt case pOInted out that one of these 
functions was the power of the State to borrow money and that the 
taxation of income received by a private investor from State bonds 
threatened impairment of such function. 

SUBPART B. POWER AS AFFECTED BY THE SIXTEENTH 
AMENDMENT 

(1) LEGISLATIVE HISTORY 

The sixteenth amendment to the Constitution, which became effec­
thre February 25, 1913, provides as follows: 

'I'he Congress shall have power to lay and collect taxes on income, from 
whatever source derived, without apportionment among the several States, and 
without regard to any census or enumeration. 

The Supreme Court has held that this language does not extend the 
Federal taxing power to new objects and does not give the Congress 
authority to tax income which before the ratification of the am.end­
ment Was beyond its powers. It was decided that the purpose of 
the amendment was to remove the necessity of apportioning such 
income taxes as are direct; and further, that the amendment is not 
to be extended beyond the meaning clearly indicated by the language 
used. 
. Nevertheless the meaning of the phrase "from whatever source de­
rived" has furnished grounds for continued controversy and debate. 
It must be admitted by the most persevering protagonists that there 
is · a possible basis for two interpretations of this language; the first, 
that it was intended by those proposing and ratifying the amendment 
that these words would bring within the Federal taxing power all 
incomes from every source, including interest on State and local 
securities, and the second, that the language was intended simply 
to remove the apportionment requirement with respect to income 
arising from property, a tax upon which was a "direct" tax under 
the decision in the Pollock case. 

A study of the history of the amendment discloses numerous argu­
ments upholding each position-from the time the amendment was 
first proposed eminent lawyers and brilliant legal minds have differed 
as to the proper interpretation of the debated phrase. It is extremely 
difficult to weigh even the approximate effect these pro and con argu­
ments had upon the minds of those proposing and ratifying the 
amendment. 

The outstanding events in the legislative history of the amendment 
may be briefly related. By 1909, the popularity of the income tax 
had grown to the point where it could no longer be denied. The 
attempt made in the act. of 1894 to levy such a tax had met with 
general approval and the Pollock decision, rendering that act inef­
fective, created widespread resentment. After the Pollock case there 
arose a demand that the necessary steps be taken to overcome the 
effect of this decision, which clearly meant the adoption of a consti­
tutional amendment. 

In the Pollock case income had been divided into three general 
classes: The first, composed of income from property; the s~cond, 
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22 
of interest upon honds of State and local governments; and the 
third, of income from all other sources (the question of salaries of 
State and local officers and employees was not before the Court). 

'Vith regard to income of the first class, the Court found that a tax 
thereon was a "direct" tax for the purposes of the constitutional re­
quirement that direct taxes must be apportioned in accordance with 
the census or enumeration. Upon this point the Court was dividecl~ 
the majority being- five Justices, while four dissented. Upon the 
question of the power of the Federal Government to tax the interest 
from State and local securities the Court fonnd that this was "a tax 
upon the power of the States and their instrumentalities to borrow 
money, and consequently repugnant to the Constitution." As to this 
point the decision of the Conrt was unanimous. 

The date of the Pollock decision was April 8, 1895. From that 
date to 1909 there "Tas an ever-increasing growth of public opinion 
favornble to the income tax. Agitation became acute and the de­
mands were so insistent that "'hen a special session of the Congress 
was called in 1909 to consider the subject of tariff revision it soon 
developed that the question of an effective income tax and a constitu­
tional amendment ,,'as upp~rmost in the legislative mind. Proposed 
amendments in several forms were presented. On April 27, 1909, 
Senator Bro,,'n, of Nebraska. introduced one pToviding that "The 
Congress shall have power to lay and collect taxes on incomes and 
inheritances." He apparently became convinced that this language 
added nothing to the Federal taxing power, as on July 17 he ]ntro­
duced a second proposal as follows: "The Congress shall have power 
to lay and collect direct taxes on incomes withont apportionment 
among the several States according to population." 

During this time the tariff bill of 1909 was under consideration by 
the Congress. Several amendments were offered to this bill to pro­
vide an income tax. Senator Daniel, of Virginia, proposed a special 
excise tax on corporations to be measured by their gross income. Sena­
tor Bailey, of Texas, introduced a general income tax which, with the 
exception of the Stnte and local bond interest issue, fully challenged 
the Pollock case. The Bailey proposal provided for a flat rate and 
applied to both individuals and corporations. Senator Cummins sub­
mitted a bill providing for a graduated income tax upon individuals, 
but containing provisions exempting salaries of State and local offi­
cers and employees and the interest upon State and local se.curities. 

Of particular interest are two bills which were submitted by Mr. 
Cordell Hull, of Tennessee, in the House. The first provided for a 
general income tax which would apply to ineome from property but 
which exempted State and local bond interest. The second, instructed 
the Treasury Department and the Department of Justice to proceed 
upon the collection of taxes under the 1894 act (except as they applied 
to State and local bond interest). regardless of the decision in the 
Pollock case. 

It will be noted that there ran through these proposals a general 
disregnrd of the Pollock case insofar as it related to income from 
property. From statements by the l\lembers, and from the debates on 
the floor, it will appear that among a considerable element in both 
Honses there existed a strong- resentment toward thnt portion of the 
Pollock decision, and a belief that, considering the importance of the 
decision and the majority of only 1 vote, that a reyersal might be had 
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upon another case involving the same point. However, with regard 
to the portion of the decision relating to State and local bond interest, 
upon which point the Court was unanimous, there was evidenced a 
general acquiescence and a desire to make all proposed legislation 
conform to that part of the decision. 

On June 16, President Taft in a message to the Congress, sub­
lnitted two proposals: The first of which recommended that the Con­
gress submit to the States a constitutional amendment "conferring 
the power to levy an income tax upon the National Government with­
out apportionment among the States in proportion to population." 
The second recommended the adoption of a corporation excise tax 
based upon net income. It was generally conceded that this move 
on the part of the President and the party leaders was made in an 
effort to "placate the insurgents" and bring about a compromise rea­
sonably acceptable to all of the conflicting elements in the Congress, 
and, above all, to remove the hindrances to the passage of the tariff 
bill. 

Senator Brown then offered his second proposal for a constitutional 
amendment already referred to, i. e., "The Congress shall have pow~r 
to lay and collect direct taxes on incomes without apportionment 
among the several States according to population." This proposal 
had the serious fault, from the point of view of a great number of 
the Members who so stronO"ly resented the Pollock decision, of seem­
ing to admit, by the use of the word "direct," the full implication of 
the majority's position with respect to a tax on income from property. 
. Senator Brown's proposal was referred to the Committee on 
Finance where 10 days later it emerged in the form finally adopted, 
namely-

The Congress shall have power to lay and collect taxes 011 incomes, from 
whatever source derived, without apportionment among the severn I States and 
without regard to any ceIlSUS or enumeration. 

Thus the Brown proposal was amended by eliminating the despised 
word "direct" and by adding the phrase "from whatever source· 
derived." 

While the Brown proposal was under the consideration of the 
Finance Committee, Senator McLaurin made the suggestion on the 
floor that Senator Brown could have secured the same result by 
simply striking out the words "and direct taxes" in clause 3, section 
2 of the Constitution, which provides, 

"Representatives and direct taxes shall be apportioned among the 
several States, etc.," and the words "or other direct" in clause, 4, 
section 9, which provides: 

No capitation, or other direct tax: shall be laid, unless in proportion to the 
census or enumeration, etc. 

This suggestion, however, did not take into account the fact that 
Senator Brown's proposal removed the apportionment requirement 
only with respect to income taxes, while the elimination of these two 
phrases would have nullified this requirement with regard to all other 
direct taxes with the exception of capitation taxes. There was no 
desire to go this far. 

There seems little doubt but that the genesis of the debateel phrase 
lies. completely in the word "direct" as used in the Brown proposal. 
ThlS conclusion seems particnlarly likely when viewed in the light 
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of the following facts: First. tl1l'l'l' ,,,as a sllbstant ial group of 
~lembers of Congress who were ~]'('ntly incensed over the portion of 
the Pollock decision relating to tax('s on incomes from property. As 
is demonstrated by the bills the~' introduced and the speeches on 
the floor, they were anxiolls to fully challenge this part of that 
decision. There was anotlwl' p:ronp who f:lYored an illcome tax but 
were willing to conform to the decision and wanted to pass an 
income-tax act that would be acceptable, to the Court until an 
amendment could be secured that wonld alloW' a broadened tax. 
Then, there wei:e, of course, those who were not agreeable to an 
income tax and did not desire an amenchnent. 

These facts throw light on the compromise language eventually 
agreed upon. Second, the stimulii for action on the income tax 
came from the insurgent O'roup. The conservative element was 
anxious for the passage of the tariff bill. The income-tax issue was 
a popnlar one and the agitation and pressure for definite action was 
acute. It cannot be doubted that almost all Members were sensible 
to these demands. Thus, when the second proposal for a constitu­
tional amendment was submitted by Senator Brown, who certainly 
did not come from the most conservative group, the necessity for a 
compromise upon some generally acceptable language pecame 
apparent. 

The membership of the Finance Committee at this time was as 
follows: Senators Aldrich (chairman) , Burrows, Penrose, Hale, 
Cullom, Lodge, McCumber, Smoot, and Flint were on the Republican 
side; the Democrats were Senators Daniel, Money, Bailey, Talia­
ferro, and Simmons. From these names a majority could be obtained 
made up of Senators as conservative as any then in office. It is in­
conceivable that the Finance Committee so constituted would have 
taken Senator Brown's proposal and extended it to fields clearly not 
contemplated in its language. 

It seems much more reasonable to assume that the word "direct" 
was stricken out and the phrase "from whatever source derived" 
inserted, purely to remove the necessity for distinguishing between 
"indirect" income taxes which were constitutional, and such taxes as 
were "direct'·' and thus barred by the Pollock decision. The changed 
language was undoubtedly a conciliatory gesture on the part of the 
Finance Committee toward the insurgent element to whom, in their 
indignation over the Pollock case the word "direct" was an affront. 
Further evidence of the compromise nature of the committee's change 
in wording is contained in Senator Aldrich's request, upon reporting 
the bill to the Senate, that the amendment be disposed of without 
debate. 

Senator Brown, in April 1910, in the Editorial Review, made the 
following comment with regard to the words "from whatever source 
derived" : 

The sole questioll, therefore, presented by the amendment, and the sole con­
sideration illvolved in its ratification or rejection is whether or not the United 
States, the foremost Nation of the world, shall be clothed with this prerogative 
of national sovereignty-the power to tax incomes according to their value and 
without regard to apportionment among · the several States according to 
popula tion. 
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And further-
Recently the question has been raised by those who are opposed to the rati­

:fication of the amendment that with the amendment ratified the powers of the 
States will in some way be impaired and their strength and vitality, in some 
way not specified, destroyed. 

The objection is not sound. The amendment in no way changes the existing 
relation between the State and the Federal Government. Whether the amend­
ment is ratified or not, the rights of the State as a State and those of the 
Federal Government in their relation to each other will remain the same. Each 
sovereignty is now wholly independent of the other in the exercise of certain 
.governmental functions and the proposed amendment neither adds to nor takes 
away from the independence now enjoyed by each. IhJt it is the argument of 
some who oppose its adoption that the amendment will alter t11at relation by 
-conferring upon the Federal Goyernment the power to tax the incomes arising 
from inyestments in State and munici]?al securities. I do not agree with that 
.argument because the language of the amendment and the occasion for its sub­
mission by Congress and the Constitution itself do not warrant that inter-
11retation. Under the existing Constitution, the Federal Government is without 
the power to tax State or municipal securities. And the State is without the 
-power to tax Federal securities. Each may tax its own securities but neither 
is subject to the jurisdiction of the other in taxation matters. The proposed 
amendment in not the remotest degree suggests any change in that regard. Each 
:soYereignty is left to the independent and exclusive privilege of taxing its own 
:securities without interference by the other. 

vVhile there 'were a number of references made by ~fembers on the 
floors of both the House and the Senate to the desirability of taxing 
the interest from State and local bonds, there is nothing in the legis­
lative history of the sixteenth amendment from 'which it could be con­
-eluded that it was the intention of the Cont?ress to fram.e the amend­
ment so as to provide for the taxability of ~tate and local bond inter­
·est. The language "from whatever source derived" seems more prop­
·erly to have been used to eliminate the use of the word "direct." 

Thus the Senator introducing the amendment and Chairman Ald­
rich, who was in charge of the bill on the fioor, gave no intimation 
that the momentous step of subjecting State and local bond interest 
to the Federal incom.e tax, was contemplated. In fact, they denied 
this to be the intention of the Congress and declared that the only 
l)urpose of the language "Tas to remove the necessity for apportion­
ment with regard to such income taxes as might be direct. 

1\11'. Harry Hubbard, in an article published in the Jonrnal of the 
Americal Bar Association, quotes from a letter "Titten to him by 
Senator I{nnte Nelson, of 1\1innesota, in 1920. Senator Nelson was 
a member of the Committee on the Judiciarv. He wrote lVIr. Hub­
bard that "the words 'from w"hatever source derived' ,,,ere inserted 
in the amendment in the Senate at my insta.nce and on my insistence." 
Later he wrote 1\11'. Hubbard that "the record may not show it but 
I introduced the amendment and the facts are that at that time lVIr . 
. Aldrich was chairman of the Finance Committee and I discllssed the 
matter with him and insisted on the amendment being inserted and 
he concurred with me and reported the bill with the phrase 'from 
whatever sonrce deriyecl.'" 'Vith regard to the decision in Evans v. 
·Gore,36 Senator Nelson said, in this letter: 

I have been very sorry to see that the Supreme Court in its decision has 
utterly ignored the phrase; in fact, treated the amendment as though this 
:phrase were not a part of it. 

86 253 U. S. 245. 



26 'l'.\~IXG POWEH OF ('O~GHE~~ 

The Record discloses that Senator Nelson was present in the Sen­
nte at the time the dehates on the amendment were taking place. It. 
also discloses that in uno when Senator Borah made his often-quoted 
~lweC'h with regHI'll to the interpretation of the anH'Il(lmrllt, that 
Senator Nelson was also present. It ser}}1S yery strang-(> that he 
should sit throllg'h these (lebates in whieh the cOlltrary view was so 
defillitp]y an(1 f01"('ihly st-nte(l. without flrising to make his own posi­
t 1011 ('Iear with regar<l to the disputed phrase. 

"Then the amcndm('nt came before the States for ratification, a 
lllUllbl'l' of peop1('. illcluding eminent Jegal allthorities, governors. 
nllc! others in positions of inflnence. exprpssed gran> donbts as to the 
propel' constrllction of the displ1ted phrase. Governor Hl1ghes. of 
Xcw York, in a message to his General Assemhly~ pointed ont that 
the phrase c01lld be constrned so as to i1lcl1lde not only incomes from 
property. hut al~o interest from State and local secllriti('s. His mes­
sage ,''us ~.!:iven wiele circl11ation. and his popn1nrity conple<.1 with a 
yel'y genE'ralresppet for his clarity of mind aml1egal ability~ lln<1oIlLt­
('dly made his yiews of ('onsi(le1'aLle ,,-eight in the minds of State 
]e~:6s1at01·s. ~ennto1' Borah aml the able and learned Elihu Root. took 
i~~1H~ with fIle Gove1'lIo1' and. in a clear and verv forceful manner. 
pointed ont that there was no suhstantial g'l'onnd llpon ,,-11ic11 anyone 
('onld concluc1e that the Congress intenc1ed to do any more t.han to 
rcmoY(' the apportionmellt reqnirement ,,,ith respect to income taxes. 

Senat01' Borah point-rel ont fnrthe1'. that from the beginning the 
FO(leral taxing pmyel' had been plenary and complete except for the 
express restraints imposed by the provisions requiring apportionment 
of direct taxes and the uniformity of all taxes, and the implied re­
:::tl'aint. llmlpl' Court decisions. agaillst diminution of the salaries of 
jnc1ges. the burdening or infringement of State powers, the impair­
ment of contracts. denial of dne process, and the like-by nse of the 
taxing power. In otlwr words. that except for the requirement for 
the apportionment of (lirect taxes and the nniformity of taxation that 
the Federal taxing power was just as hroad and as all inclusive as 
any other express power granted to the Congress by the Constitution; 
hut, just ctS were all of the other pO\\"ers, the taxing power was sub­
ject to the general limitations and restraints provided in the Consti­
tution. 

Ot hers joined ill the general debate and a number of very forcefnl 
opinions were expressed and circnlated among the State legislatnres. 
However, no one can say just what effect t.hese statements had in 
det.ermining the choice of the Stat.e legislators. 

'Vhatever was intended, the choice of langnage was mliortunatc. 
Considering the atmosphere of doubt that surronnded the amend­
ment during' the time of its ratification, there is little reason to assume 
that snch an important step as the removing of the ban on a Federal 
tax of State bonds wonld have beel1 undertaken or completed in snch 
ambignolls andnncertain terms and in the absence of a general agree­
ment as to jnst what the langnage really meant. This seems doubly 
certain "hen jt is considered that. had the jntention been definitely 
and aseertainably to inclnde State bond interest, the States "auld 
have been giving IIp a valnable immnnity "ithont receiving in re­
turn any comparable compensation. 
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This point has been ably summed up by ~Ir. 'Villinm Anderson in 
an article on tax exempt securities in the ~finllesota, Law Reyiew 
for March 1934, as follmvs : 

Can it be assumed that Congress, without (liscnssiou of the qnestion, by tb,e 
clumsy use of four \vords in the middle of an amendment, intend to introduce 
a change of so tremendous significance? New and fnlldamental powers are not 
usually conferred by a single phrase found in a provision ha "ing a different 
purpose. If the broad construction would be npplied to tile amel1l1ment, it 
might be even construed broad enongh to tnx the incomes or revemies of the 
State or municipal government themselYes. Furthermore, this broad construc­
tion, if taken liternlly, would anthorize the impnirment of the obligations of 
contracts. 

It is entirely improper to take out a single provision of the Constitution and 
construe it without reference to other parts of the document. It is equally 
unjustifiable to take the bare words ann construe them with an uncompromising 
literality. When the letter is the law, the people become victims of the unskilled 
draftsman and the careless copyist. The official or strict construction of the 
Constitution is preferable, first, beca nse it considers the Constitution as a 
whole; second, it is not misled into disregarding the form of the amendment 
for its substance, and third, it does not open the door to snch results as im­
pairment of obligations of contracts, it presenes the fnndamental rule that the 
Federal Government may not tax the governmental instrnmentalities of the 
State. 

In this connection, the decision in the case of F aiJ'banh~ v. United 
State8 37 is of interest. The validity of a Federal stamp tax on for­
eign bills of lading was before the Court. In fixing the scope to be 
allotted to the provision limiting the taxing power, by prohibiting 
taxes on articles exported, the Court laid down the follmying general 
rule with regard to powers and restrictions thereon: 

'Ve are not here confronted with a qnestion of the extent of the powers of 
Congress but one of the limitations imposed by the Constitution on its action, 
and it seems to us clear that the same rule and spirit of construction must also 
be recognized. If powers granted are to be taken as broadly granted and as 
carrying with them authority to pass those acts which may be reasonably nec­
essary to carry them into fnll execution; in other words, if the Constitution 
in its grant of powers is to be so construed that Congress shall be able to carry 
into full effect the powers granted, it is equally imperative that where prohi­
bition or limitation is placed upon the power of Congress that prohibition or 
limitation should be enforced in its spirit and to its entirety. It would be a 
strange rule of construction that language granting powers is to be liberally 
construed and that language of restriction is to be narrowly and technically 
construed. 

With regard to the power of Congress to tax the interest on State 
and local secnrities, the limitation was no less exacting, becanse it was 
implied rather than expressed as in the ahove case. 

Looking back over the history of the amendment, the following 
points stand out: 

First, that with regard to the portion; of the Pollock decision deal­
ing with incomes from property, the Court's majority was 5 to 4; 
but~ as to the power of the Federal Government to tax State and 
local bond interest, it was unanimous. 

Second, that in order to levy an effective income tax, it was neces­
sary to remove the constitutional requirement for apportionment of 
direct taxes. 

Third, that Senator Brown's second proposal sought to do just 
that, and that nothing more was contemplated or possibly to be. 
inferred from the language used. 

a7 181 U. S. 283. 
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FOllrth, that it is extremely unlikely th~t the conservatively con­
stituted Committee on Finance had in mind extending the scope of 
the Brown proposal to inclnc1e tax-exempt interest when it strtlck out 
the word 'direct" and inserted the phrase "from whatever sonrce 
derived." 

Fifth, that it is clear from the statements of Scnators Brown, 
Borah, and Aldrich that there was no intention on the part of the 
Congress to inelude State bond interest by the llse of the disputed 
phrase. 

Sixth, that in spite of Senator Nelson's statement (made in a letter 
in 1920) that the change of ,,'ords was made at his insistence and 
that he understood theln to include State bond interest, it seems 
strange that he should sit silent through the debates without making 
11is position clear. 

Seventh, that the origin of the phrase undoubtedly arose in the 
use of the word "direct" by Senator Brmyn in his proposal, and it 
was used to avoid the necessity for using this nnpopular word. 

Eighth, that even if there ,,'ere doubt as to the proper construction 
of the phrase and the intention of its framers, an ambiguous amend­
ment should not have been construed so as to infringe the powers of 
the State unless snch a step was unquestionably and incontrovertibly 
authorized. 

(2) JUDICIAL IKTEHPRET.\TION 

The second qnestion to be considered is \vhether the Federal Gov­
ernment has the power to tax the income from State bonds by reason 
of the sixteenth amendment. This amendment provides that: 

The Congress shall have power to lay and collect taxes on incomes, from what­
-ever source derived, without apportionment among the seyernl States, and with­
out regard to any cenSllS or ennmeration. 

It is stated that the purpose of the sixteenth amendment was to 
overcome the decision of the Supreme Court in the Pollock ra,.r;:e. 38 

"However, it should be remembered that it was only the majority 
opinion of the. Pollock case whieh was critieized, not the minority. 
"Both the majority and minority opinions were unanimous in holding 
that the Congress was without po,,'er to apply a nondiscriminatory 
Federal income tax to the income fr0111 State or munieipal bonds. 
l\Ioreoyer, that case did not involve the taxation of State officers or 
employees for the reason that their salaries were specifically exempted 
by Congress in the act before the Court in the Pollock ca8e. :Mr . 
• Justice Fuller, in referring to the income from State and municipal 
bonds in the rehearing on the Pollock case, said: 

'Ye have unanimouHly 11eld in this case that, so far as this law operates on 
the receipts from mnnicipal bonds, it cannot be snstained, because it is a tax 
~n the power of the States, and on their instrnmentalities to borrow money, and 
conseqnently l'epllg-n:1l1t to the Constitution. 

He then went on to state: 
But if, as contended, the interest when recein~d lias become merely money 

in the recipient's l10eket and taxable as such without reference to the sonrce 
from which it came. the question is immaterial whether it COllld have been 
originally taxed :I t all or not. This was admitted by the Attorney General with 
characteristic candor: and it follows that, if the revenue derived from mu­
nicipal honds cannot be taxed because the sonrce cannot he, the same rule 

88157 U. S. 429; 158 U. S. 601. 
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applies to revenue from any other source not subject to the tax; and the lack 
of power to levy any but an apportion tax on real and personal property equally 
exists as to the revenue therefrom. 

In construing this opi.nion, the study of the Department of Justice 
holds that: 

The majority view was that the Court either lool{s to source for all purpo~es 
or must accept the income concept for all purposes (Department of JustIce 
Study, p. 118). 

and then continues: 
The sixteenth amendment was written into the Constitution because of the 

effect of this decision upon the power of the Congress. It is believed that the 
amendment, in giving to the Congress the power to tax incomes "from whatever 
source derived" without apportionment, abolishes the governing principle in the 
Pollock case, i. e., that a tax on income is equiYalent to a tax on the several 
sources from whence such income is derived. This makes an income tax a tax 
on income without regard to the sources from whence derived. As the Chief 
Justice pointed out in the opinion on rehearing, if an income tax is not con­
sidered as the legal equivalent of a tax on the source, then the interest 011 
State and municipal obligations would be subject to a general, nondiscriminatory 
income tax. 

The Chief J lIstice in this case was showing the result which would 
follow if the source of the income was disregarded for all purposes. 
Under snch a theory, the Congress would be unable to classify inc01ne, 
that is, it would be unable to tax capital gains at one rate and earned 
income at another rate or to detennine a distribution was capital or 
an ordinary dividend in the hands of the shareholder. It ,vould also 
be unable to levy an income tax on wages, which tax has recently been 
npheld by the Supreme Conrt in connection with the Social Security 
Act. If the only income tax authorized by the sixteenth amendment 
is "a tax on income without regard to the sonrce from whence de­
rived," all of our income-tax laws, beginning with the Revenue Act 
of 1913, would be nnconstitutional. That this was not the view of 
the Supreme Court as to the purpose of the sixteenth amendment is 
made evident by the first decision arising under the sixteenth amend­
ment, construing the Reyenue Act of 1913. This was the case of 
Brushaber Y. Union Pacific Railroad CO.~39 decided Jannary 24, 1916. 

In the Revenue Act of 1913 Congress classified incomes and allo"ed 
certain exemptions. Proceeds from life-insurance policies or from 
life-insurance enc1m,ments or annuity contracts 'were not included in 
income. The interest upon the bonds of State or politieal subdivi­
sions, the compensation of the President of the Uni.ted States, the 
judges of the Supreme and inferior conrts, and the compensation of 
officers or employees of a State or political subdivision were eXeInpt. 
Individuals were entitled to deduct from their gross income dividends 
received from corporations. To determine whether or not the 
amounts in the hands of the individual were exempt or deductible 
under the law, it was necessary to look into the sonrce fr01n which 
such income was derived. 

The first point raised in the Brushaber ca8e ,\"as that the effect of 
the sixteenth amendment was merely to waive the requirement of 
apportionment am.ong the States in its application to a general and 
ulllforll1 tax upon Incomes from whatever sonrce derived and that the 
income-tax law of 1913, except insofar as the tax thereby imposed 

39 240 u. s. 1. 
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was ill reality sHell a g'eJH'ral a11<l lIuifOl'lll tax 011 incomes, it deriyed 
110 sllpport fi'om the sixh'ellt 11 :lllH'ndmellt. It was contended in that 
{'ase thnt-

Diserjll1inati())}~, im'l}nnli 1 il':-;. exelllptiollt;, and artificial rulps of eomputation 
are exd1l<I('<1 from allY iIl(:oJ]l('-tnx law whil'h 11l1rJlOl'ts to deriYe it~ nnthority 
from the F:ixteenth nllH'lldllll'nt, b('eanse tht'y )U'('csl'lnily illyolye the taxing of 
sOll1ethin~ other thnn ill(,OlllP. 

It was also eonten<led tliat, nnder the sixte(>llth amendment, a tax 
could not he il1lpo~('d 011 pHrt i('ular klnds of income, stich as the tax on 
income from :,!'old milH's or upon rates l'eeeiy(>cl from leasehold estates. 
It was furt.h('r cOlltellded thn t the tax to he impos(>d nnder the six­
teenth :l1l1('ndnwllt l1l1lSt. be a general tax upon incomes from what­
eyer SOlll'('P dpl'ived. merel y becanse t hey were incomes and not be­
cause of their siJl;p or theil' source or niiy other quality or incident 
wliatsocYer. 

The COllrt sl1l11med Hp the cOlltent ions as to the invalidity of the nct 
on these points as follows: 

(a) '.rile amcndment authorizes oIlly a }larticnlal' chnracter of direct tnx 
without npPol'tionment, nlH1 therefore if n tax is levied under its assumed 
anthority which doe:;; not ll<lrtake of the characteristics exacted b~? the amend­
ment, it is outside of the all1endnl<.·nt and is void aR n direct tns: in the general 
constitutional sense he('a USE' not apportioned. 

(b) As the amendment n 11 th oriz('lS a tax only upon incomes "from whatever 
sour<:e deriyed." the exdusion from taxntion of some income of designated per­
sons and claF:~l's i~ IIOt anthorized nnd hence the ('on~titutionnlity of the law 
must be tested h~r th(' general provisions of the COllF:titntion as to taxation, and 
thus again the tax iR void fol' wnIlt of allllortioument. 

It is clear, ther(>iore, that the Supreme COlll't had before it in the 
Brushaber case the qllestion as to whether or not the income tax 
authorized by the sixteenth amendment was "a tax on income without 
regard to the SOUl'ce from whence derivecl." 

The Court, before taking up the text of the amendment, made a 
brief statement of the legislative and judicial history of the subject 
with which the amendment was concerned. The following is quoted 
from the opinion of the Court as to these matters: 

* * * That the authority conferred npon Congress by section 8 of article 
I "to lay and collect taxes, duties, imvosts, and excises" is exbnustive and 
cmbmces eyery conceivable vower of taxation has never been questioned, or, 
if it has, has been so often authoritatively declared as to render it necessary 
only to state the doctrine. And it has also never been questioned from the 
fonndatioll, without stopping presently to detcrmine under which of the sepa­
rate headings the power was }Jl'Ol)erly to be classed. that there wns anthority 
given, as the part was inC'lnded in the ,vhole, to lay and collect income taxes. 
Again, it has never mort'oYer bepn questioned that the conceded complete and 
all-embracing taxing power was subject, so far as they were respectively 
npplicable, to limitations r('snlting from the requirements of article I, section 
8, clnuse 1, thnt "all tlntiPR, imposts, and excis('s shnll be uniform throughout 
the Unitpd ~tntes." nIHl to the limitntions of article I, section 2, clanse 3, 
that "direct tnxps F:hnll hp npPol'tioned 'among the several Stntes," and of 
nrtielp I, F:eetion n. clansI' 4. thnt "llO enpitntion, or other direct, tnx shall 
he laid. ulIless in prolHwtion to the cen~us or €n11lnerntioll hereinbdore directed 
to he tnIH.'n." In fnd, the two grent snbdivisions embracing the complete and 
l)erf('rt del€'gntion of the I)OWer to tax nnd the two <'orrelated limitations as to 
:<l1C1l I)OW('I' Wf'I'0 tll11R aptl~? stnted hy Mr. Chi€'! Justice Fuller in Po17ock v. 
Prl 1'111 N.<;' Loan & Trll8t C'ompo II Jj, .'W])1'rt, nt page 557: "In the matter of taxa­
tioll. tll!' \'ollF:titntioll r('<:ognizes the two great classes of direct and indirect 
tnxf's. nIHl Inys dowll two rules by wliif'h thf'ir imposition must be go,'erned, 
Il:lI1l1'l~': Th(' rnl(' of flllportionInent as to rlirect taxes, and the rule of uni­
formity ns til <lllti('s, iml)Mts, amI excises." It is to be observed, however, 
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as long ago pointed out in Veazie Bank v. Ji'enno (8 Wall. 533, 541), that the 
requirement of apportionment as to one of the great classes and of uniformity 
as to the other class were not so much a limitation upon the complete and 
all-embracing authority to tax, but in their essence were simply regulatiOins 
concerning the mode in whiG..h the plenary power was to be exerted. In the 
whole history of the Government down to the time of the adoption of the 
sixteenth amendment, leaving aside some conjectures' expressed of the possi­
bility of a tax lying intermediate between the two great classes 'and embraced 
by neither, no question has been anywhere made as to the correctness of 
these propositions. At the very beginning, however, there arose differences 
of opinion concerning the criteria to be applied in determining in which of 
the two great subdivisions a tax would fall * * *. 

* * * Upon the lapsing vf a considerable period after the repeal of the 
income-tax laws referred to, in 1894 an act was passed laying a tax on incomes 
from all classes of property and other sources of revenue which was not appor­
tioned, and which therefore was of course assumcd to come within the classifica­
tion of excises, duties, and imposts which were subject to the rule of uniformity 
but not" to the rule of apportionment. The constitutional validity of this law 
was challenged on the ground that it did not fall within the class of excises, 
duties, and imposts, but was dire<;t in the constitutional sense and was therefore 
yoid for want of apportionment, anu that question came to this court and was 
passed upon in Pollock v. Farme1's' Loan ((; Trust Co. (157 U. S. 429; 158 U. S. 
601). The Court, fully recognizing in the passage which we have previously 
quoted the all-embracing character of the two great classifications, including, 
on the one hand, direct taxes subject to apportionment, and on the other, excises, 
duties, and imposts subject to uniformity, held the law to be unconstitutional 
in substance for these reasons: Concluding that the classification of direct was 
udopted for the purpose of rendering it impossible to burden by taxation accumu­
lations of property, real or personal, except subject to the regulation of appor­
tionment, it was held that the duty existed to fix what was a direct tax in the 
constitutional sense so as to accomplish this purpose contemplated by the Con­
stitution (157 U. S. 581). Coming to consider the validity of the tax from this 
!Joint of view, while not questioning at all that in common understanding it 
was direct merely on income and only indirect on property, it was held that 
considering' the substance of things it was direct on property in a constitutional 
sense, since to burden an income by a tax was from the point of substance to 
hurd en the property from which the income was derived and thus accomplish 
the very thing which the provision as to apportionment of direct taxes was 
adopted to prevent. As this conclusion but enforced a regulation as to the 
mode of exercising power under particular circumstances, it did not in any 
way dispute the all-embracing authority possessed by Congrcss, including neces­
~arily therein the power to impose income taxes if only they conformed to the 
('onstitutional regulations which were applicable to them. * * * 

Then the Court, after quoting the amendlnent, went on to state: 

* * * It is clear on the face of this text that it does not pUl'l1ort to confer 
power to leyy income taxes in a generic sense-an authority already possessed 
aild ne,er questioned-or to limit and distinguish between one kind of income 
taxes and another, but that the whole purpose of the amendment was to relieYe 
all income taxes when imposed from apportionment from a consideration of the 
source whence the income was derived. Indeed, in the light of the history which 
we haye given and of the decision in the Pollock case, and the ground upon which 
the ruling in that case was based, there is no escape from the conclusion that 
the amendment was drawn for the l1urpose of doing away for the future with 
the principle upon which the Pollock case was decided; that is, of determining 
whether a tax on ineome was direct not by a consideration of the burden placed 
on the taxed income upon which it directly operated, but hy taking into view 
the burden which resulted on the property from which the income was derived, 
since in express terms the amendment provides that income taxes, from what­
eyer source the income may be derived, shall not be subject to the regulation of 
apportionment. From this in substance it indisputably arises, first, that all 
the contentions which we have previously noticed concerning the assumed limita. 
tions to be implied from the language of the amendment as to the nature and 
character of the income taxes which it authorizes find no snpport in the text 
and are in irreconcilable conflict with the yery purpose whieh the. amendment 
was adopted to accomplish. * * * 
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And then the Court concluded: 
,.. ,.. * the ameudment contains nothing replldiatiug' or challengin~ the 

ruling in the Pollor!." case that the word "direct" had n broader significance since 
it embraced also taxes levied directly Oil ver:;onal pro]lcrty l)l'cau~e of it:; owner­
ship, and therefore the amendment at least impliedly mal{cs snch wider sig­
nificance a part of the Constitution-a condition which clearly demonstrates that 
the Illll"llose was Bot to chauge the existing interpretation f'XCellt to tlte extent 
neCeSslll'Y to UeCOllll)li:-;h the result intended; tha t is, the l))'eYclltion of the re~ort 
to the sources from which a taxed income was deriYed in order to canse a direct. 
tax on the income to be a direct tnx on the source itself and therehy to take an 
income tax out of the class of excises, duties, and imposts and place it in the· 
class of direct taxes. 

The same contentions were raised in the case of Sta'nton v. Baltic' 
Mining Omnpany.40 In that case, the appellant in its brief pointed 
out that income derived fronl the exercise of essential governmental 
functions of States or their political subdivisions ,yere among the 
exemptions granted by the 1913 act. This case also raised the point 
that the tnx on mining companies was a' tax on the gross production 
and not on the net production of the working of the mine by the 
corporation and that, for that reason, the tax was not within the pur-, 
view of the sixteenth amendment. In answering this question, the: 
Court said: 

But aside from the obvious errol' of the proposition intrinsically considered', 
it manifestly disregards the fact that by the previous ruling it was settled 
that the proyisions of tll!:' sixteenth amendment cOllfcrredllo lICW pOlccr of 
taxation but simply Iwol1ibited the previons ('omplete and l)lenary power of 
income taxation possessed by Congress from the beginning from being taken 
out of the category of indirect taxation to which it inherently belonged and' 
being placed in the category of direct taxation subject to apportionment by a 
consideration of the sources from which the income was derived; that is, by 
testing the tax not by what it was-a tax on income--but by a mistaken theory 
deduced from the origin or source of the income taxed. l\Iarl{, of course, in 
saying this we are not here considering a tax not within the provisions of the· 
sixteenth amendment; that is, one in which the regulation of apportionment 
or the rule of uniformity is wholly negligible uccause tll e tax is olle entirely 
ueyolld the scope of the taxing powcr of COllgress alld 1chere consequelltly 1/0 

autll01-ity to impose ((, um'den di1-ect or indirect exists. In other words, we are· 
here dealing solely with the restriction imposed by the sixteenth amendment on 
the right to resort to the source whence an income is derived in a case where­
there is power to tax for the purpose of taking the income tax out of the, 
class of indirect, to which it generically belongs, and putting it in the class 
of direct, to which it would not otherwise belong, in order to subject it to the 
regnlation of apportionment. 

It will be notecl that this case held that the right to disregard the· 
source existed in a case where there was a power to tax only for' 
the purpose of not applying the rule of apportionment. Of course, 
in the case of income from State or municipal bonds, there was no 
power to tax. 

The next case involving the sixteenth amendment in connection 
with the Revenue Act of 1913 ,,,as that of the Tyee Realty Co. v. 
Andersol1.41 Since all of the contentions in this case had already 
been decided by the Brushaber case, the Court held that case to dis­
pose of the issues here involved. 

The conclusion from the cases construing the Revenue Act of 1913-
seems inescapable that the Court did not accept the interpretation 
that an income tax, to meet the requirements of the sixteenth amend-· 

40 240 U. S. 103. 
f1 240 U. S. 115. 
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ment, must be a tax on incomes without regard to the source :frOln 
whence derived. It concluded that the source was to be disregarded 
by that amendment only where there was a power to tax, and then 
only for the purpos~ of preventing the application of the rule of 
apportionment. The provisions of the Revenue Act of 1913 exempt­
ing the interest upon obligations of State or political subdivisions. 
were inserted according to Mr. Cordell Hull, who was in charge of 
the bill in the Honse, to prevent the injection of any Inore constitu­
tional questions or controversies on the bill. On the Senate side, it 
was stated that these exemptions were inserted to foreclose the doubt 
which was regarded as improbable that such revenues might be sub­
ject to Federal taxation. Of course, at that time, the decisions in 
the Brushabe1' case and related cases had not been rendered. These 
exemptions were continued through the Revenue Acts of 1916 and 
1917. The Revenue bill of 1918, as introduced in the House, at­
tempted to tax the interest on State and municipal obligations, but 
this provision failed of passage. This bill included in gross income-
the interest from obligations of States, Territories, political subdivisions 
thereof, or the District of Columbia, issued after the passage of this act, 
unless authorized by law prior to the passage of this act or unless issued for 
the purpose of funding or refunding interest-bearing indebtedness outstanding 
at the time of the passage of this act or for the performance of a contract 
entered into prior to the passage of the act. 

The reason for taxing this interest, which had been free of tax 
under the prior acts, was according to the committee report, that-
the committee was of the opinion that, although there is doubt as to tbe 
constitutionality of including the interest on these obligations, justice requires 
that at least in time of war the holders of these securities should share the 
burdens equally with the hoWers of Liberty bonds. 

In regard to the provision subjecting the interest on new issues of 
State and Inunicipal bonds to taxation, the Senate Finance Com­
mittee struck ont the House provision specifically taxing them, the 
report stating that-
Apart from the constitutional qnestion, it seems unwise fnr Congress to at­
tempt to impose tbis tax upon obligations of States and mnnicipalities so 
long as these States are not free to tax in a similar manner the ohligations of 
the United States. 

The conference committee agreed to the Senate amendment and 
restored the exemption. However, there "was a provision inserted 
in the Revenue Act of 1918 which specifically taxed the salaries of 
the President and judges of the United States Supreme Conrt- and 
the inferior conrts of the United States. This was the situation 
existing nntil 1920, when the case of E1.)ans v. Gore 42 was decided. 
This case involved the taxation of the salary of a Federal judge for 
the western district of I(entl1cky, who was appointed by the ~Presi­
dent with the advice and consent of the Senate in 1899. The Govern­
ment taxed his salary under the Revenne Act of 1918, which spe­
cifically included as income the salary of such a judge. There were 
two questions presented to the Supreme Court for decision: (1) 
vVhether in subjecting the salary of a Federal judge to a net income 
tax amounted to a diminution of his compensation under article III 
section 1, of the Constitution; and (2) if the levying of a net incolIH; 

~ 253 U. S. 245. 
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tax does alllollnt to a diminntion of a judge's salary, does the six­
teenth amendment modify this express proyision of the Constitution 
so as to render snch salary subject to the income tax '? The Court 
concluded that the levying of an income tax ,yonld diminish the 
com})rnsation of a Federal judge within the meaning of the Con­
stitntion, and then ,Yent on to state: 

Does the sixteenth amendment anthori;.-;e and support this tax and the 
attendant dimillntion; that i:-; to sar. does it bring within the taxing powers 
subjects theretofore excepted? The COlIrt lIe10,," answered in the negative; 
and ('o1111s('l for the GOY('l'llment say: 

'·It is not, ill yiew of r('('('nt deci~ions, contemlN1 that this amendment ren­
dered taxahle as in('ome anything that was not so taxallic h<'fore." 

"'e might l'e:-;t the matter here, hnt it seems lIetter tbat our yiew and the 
1'I'asons therefor he stated ill this opinion, eyen if there lie some repetition of 
what recently has been snid in other cases. 

After revie,ving the Pollock case. the Bruslwl)er case, and other 
cases, and the leg'islative history of the sixteenth am CIlchnent, the 
Conrt conclnded that the sixteenth amendment did not extend the 
taxing pO'weI' to new or excepted subjects but merely removed all 
occasion otherwise existing for an apportionment among the States 
of taxes laid on income derived from one source or another. In 
other ,vords, this question was reconsidered, and the view in the 
Baltic l11ining Oompany case and other cases ,yas adhered to, ,yhich, 
in effect, meant that the sixteenth amendment would not authorize 
such a tax. 

In Pec1~ ill Oompany v. Lorwe,43 relating to the application of the 
income tax imposed by the Revenue Act of 1913 to exports, the argu­
ment was made that the sixteenth amendment had not enlarged the 
taxing power of Congress so that it could levy a net. income tax on 
exports. ~1r. Justice Van Devanter, in delivering the opinion of the 
Court, held that the sixteenth amendment had no real bearing on 
the case, but stated-
that this amendment does not extend the taxing power to new and excepted 
subjects, but merely removes all occasion, which otherwise might exist, for an 
apportionment among the States of taxes laid on income, whethe;!." it lie 
deri,ed from one source or another. 

In the case of Eisner v. ill cOomber,44 the Conrt in determining 
whether or not a stock dividend was income within the meaning of 
the sixteenth amendment, said: 

The sixteenth amendment mnst be construed in connection with the taxing 
clauses of the original Constitution and the effect attributable to them before the 
amendment was adopted. 

And then restated the conclusions referred to in the former opinions 
that the amendment did not extend the taxing power to new subjects 
but merely removed the necessity which otherwise might exist for an 
npportionment among the States of taxes laid on income. Also, in 
Jletcalf & Eddy v. 1I1itchell/5 ~1r. Justice Stone in writing the ma­
jority opinion referred to the cases holding that the sixteenth amend­
ment did not extend the taxing power to any new classes of subjects. 

The only case directly involving the taxation of the income from 
State and local bonds after the passage of the sixteenth amendment 

43 247 U. S. 165 (1918). 
H 2;')2 U. S. IS!) (Hl20). 
4526!l U. S. 514 (1!l26). 
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was that of the National Life Ins1.lrance 00. case,46 alr.eady discu~sed 
in the first part of the report. In that case the Court dId not cO~1slder 
the sixteenth amendment directly but held that Congress was wIthout 
power to impose such a tax. . 

It is reasonably clear, therefore, that the Court, both by dlCta and 
decisions, has come to the conclusion that items of income which were 
not taxable before the adoption of the sixteenth amendment are not 
taxable ' after such adoption. 

PART II. WHETHER CONGRESS HAS THE POWER TO 
APPLY THE FEDERAL INCOME TAX DIRECTLY TO THE 
SALARIES OF OFFICERS AND EMPLOYEES OF STATES 
AND THEIR POLITICAL SUBDIVISIONS 

In discussing this question, the subject will be divided into four 
subparts. Subpart A 'will deal with the legislative history; subpart B, 
with the executive interpretation; subpart C, with the judicial in­
terpretation; and subpart D, conclusion. 

SUBPART A. LEGISLATIVE HISTORY 

(1) PRIOR TO THE SIXTEENTH AMENDMENT 

Prior to the sixteenth amendment the Civil ,Val' Income Tax Acts 
contained language broad enough to embrace salaries of State and 
municipal employees. These acts taxed the "income of every person 
::.'esiding in the United States, whether derived from any kind of prop­
erty, rents, interest, dividends, or salaries, or from any profession, 
trade, employment, or vocation carried on in the United States or 
elsewhere, or from any other sonrce whatever." The Supreme Conrt 
held in Oollector v. Day,47 that this langnage was broad enough to 
include the salary of a State judge, but that such income could not be 
reached under the Constitution. In the next income tax act, that of 
J 894, Congress specifically exempted the salaries of State, county, or 
municipal officers. Doubtless becanse of this exemption, the power 
of Congress to tax the salaries of State employees was not before 
the Court in the Pollock cases holding the 1894 income-tax provisions 
unconstitutional. 

(2) AFTER THE SIXTEENTH AMENDl\IENT 

The first income tax enacted after the sixteenth amendment was 
the Revenue Act of 1913. That act specifically exempted from Fed­
eral taxation the compensation of all officers or employees of a State 
of any political subdivision thereof except where such compensation 
was paid by the United States Government. It also exempted from 
the income tax the compensation of the President of the United 
States and Judges of the Supreme and inferior courts of the United 
States. This exemption was continued in the Revenue Acts of 1916 
and 1917. In the revenue bill of 1918, the 'V nys and l\1:eans Com­
mittee inserted a provision stiking out the exemption from tax 

&6 277 U. S. 508. 
4711 Wall. 113 (1871). 
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(rralltcd to State ofHccl's and employees and spe<:ifically taxing them. 
1'11e "rays and ~ll'alls COll.lmittee report stated the reason for this 
IH'O\'isioll as follows: 

The cOlllpensation of thl' P\'l'~idl'n( of the Ullitl'(l States nJl(l of the Judges 
of the l::)nlH'ellle and illfl'riul' ('Olll't:,; of the Unite(l l::)tnt('s :11)(1 all officers and 
employees of allY State, Territory, 01' political :-;nhdiyi!,;ioll ther('of 01' the Dis­
trict of Colnll1uin, i::;; made subject to incol1l(' tax, '}'he COllllJl'llsation of these 
ofticials under existing In,," i~ 1Iot sniJject to income tax, YonI' committee 1'(,:11-
izes that there is n great (lifferencc of opinioll amung the best leg:11 talent with 
l'ef('rence to the constitutionality of tllis proYi!-,ion, hut feels that in all equality 
and justice such officials f'honld 11(' snlij('et to income taxes and that, if neces­
sary, this ma tter f'honld be definitely decided by the COl1l't. 

The bill passed the House in this form, but changes were made by 
the Senatc Finance Committee. The Fiwmce Committee amended 
the law so that it did not specifically refer to the salaries of State 
officers 01' employees as snch, but it taxed all gains, profits, and in­
come deri\'ed from salaries, wages, or compensation for personal 
seryices, of ,yhateyer kind and what eyer form paid, leaving the con­
stitutional question as to the authority of Congress to tax certain 
salaries to be settled by the courts in any case in which the question 
"Tas raised. 

"","hell the bill reached conference, the provision in regard to State 
officers or employees ,vas changed according to the follo'wing explana­
tion contained in the conference report: 

Amendment No. 36: The House bill specifically proyides that thE' t('1'111 "gross 
income" should include the salaries of the President of the Unit('d States. the 
Judges of the Supreme and inferior courts of the United States, and all other 
officers and employees, whether electNl or appointed, of the United States or 
of any State, Alaska, Hawaii, or any l)olitical subdiyision the-reof, or the Dis­
trict of Columbia. The Senate lJill struck out this proYision. '.rhe House recedes 
with an amendment making the salaries of the President of the United States, 
the Judges of the Snpreme and inferior courts of the United States, and all 
officers and employees of the United States. Alaska. Hawaii, or any political 
subdivision thereof, or the District of Columbia, subject to the income tax. 

The only substantial difference between the Senate bill and the 
amendment agreed to in conference was that the conference amend­
ment specifically mentioned Federal officers and employees, w'hereas 
the Senate bill left them "Tith State employees to be covered by the 
general proyision taxing all salaries. 

The exemption granted to State officers and employees under the 
earlier acts w'as not restored. The provisions of the Reyenlle Act of 
1918, as finally enacted, defined gross income as including-
gains, profits, and income deriYed from salaries, wages, or compensation fo; 
personal service (including in the case of the President of the United States, 
the judges of the Snpreme and inferior courts of tile United States, and all 
other officers and employeeg, whether elected or appointed, in the United States, 
Alaska, Hawaii, or any political subdivision thereof, or the District of Colmll­
bia, the compensation received as sneh), of whatever kind and in whateYer 
form paid, or from professions, vocations, trades, businesses, commerce, or sales. 
or dealings in property, whether real or personal growing out of the ownership 
or use of or interest in such l)l'OI)erty; also from interest, rent, dividends, secm'i­
tics, or the transaction of any business carried on for gain or profit, or gains or 
profits and income deriyed from any source whateyer. 

It is clear that, so far as State officers or employees were concerned, 
they were left to be covered by the broad provisions taxing the in­
come derived from salaries, "ages~ or compensation for personal sery-
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ices of whatever kind and in whatever fonn paid or gains or profits 
and income derived from any source whatever. 

In regard to State officers find employees, this language has been 
contilHied in all subsequent revenne acts, the present Revenue Act of 
1938, section 22 (a), providing that-

"Gross income" includes gains, profits, and income derived fro111 salaries, 
wages, or compensation for personal seryice, of whatever kind and in what­
ever form paid, or from professions, vocations, trades, businesses, commerce, or 
sales, or dealings in property, whether real or personal, growing out of the 
ownership or nse of or interest in snch property; also from interest, rent, divi­
dends, securities, or the transaction of any business carried on for gain or 
profit, or gains or profits and income derived from any source whatever. In 
the case of Presidents of the United States and judges of courts of the United 
States taking office after June 6, 1932, the compensation received as such shall 
be included in gross income; and all acts fixing the compensation of snch Presi­
dents and judges are hereby amended accordingly. 

That this language is broad enough to cover the salaries of State 
officers or employees to the extent permitted under the Constitution, is 
shown (1) by the legislative history already referred to, (2) by the 
decisions of the Conrt taxing officers or employees not engaged in the 
exercise of essential governmental "functions, and (3) by the Treasury 
regulations subsequently discussed. In this connection, it is interest­
ing to note that 1\11'. Justice Stone in the majority opinion in the 
Gerhardt case 48 stated in referring to the provisions of the 1932 Act 
that they "do not authorize the exclusion frOln gross income of the 
salaries of employees of a State or a State-mvned corporation." 

It is also interesting to note that the provisions inserted in the 
Revenue Act of 1918 and continned in the Revenue Acts of 1921, 
1924, and 1926 specifically taxing the President of the United States, 
the Judges of the Supreme and inferior courts, and other Federal 
officers and employees \yas omitted as surplusage ill the Revenue Act 
of 1928. The Honse committee report explains that "insofar as any 
such compensation may be taxed under the Constitution, it is already 
included within the general definition in the bill." The Finance Com­
mittee objected to this, but the House provision was agreed to in con­
ference. The Revenue Act of 1932, (sec. 22), restored the provision 
taxing the President and the judges of the conrts of the United States, 
but made it applicable only to those taking office after ,June 2, 1932, 
the date of the Revenue Act of 1932. To overcome the constitutional 
prohibition against diminishing the compensation in such cases, the 
law provided that all acts fixing the compensation of such Presidents 
and judges should be amended accordingly. 

SUBPART B. EXECUTIVE INTERPRETATION 

(1) PRIOR TO THE SIXTEENTH AMENDMENT 

As already pointed ont, the Civil "'Val' acts taxed the salaries of 
State officers and employees. The act of 1894 in exempting the sal­
aries of State, county, and municipal employees was construed by 
the regulations under that act to apply to "all salaries paid by States, 
counties, or municipalities to their public officers, whether paid in 
fixed amounts or by fees. 

48 304 U. S.-(l\Iay 16, 1938). 
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(2) AFTEl~ THE SrXTlmNTII Al\O:XD~IEXT 

The Reyonue Acts of 1918, 191G. and 1917 specifically exempted 
the salaries of State officel's and employees. The regnlatiolls under 
the 1913 act (reglilat ion :33, art. ;j) proyided that this exemption em­
braced "The compensation of all oflicers and employees of a State or 
any political sllbdiyision thereof, including public school teachers, 
etc." The only exception was made where sHch officers or employees 
"ere compensated by the United States, in which case such COl11-

pellsatioll "ms made taxable. This same language was continued in 
the regulations IllHlel' the 191G and 1917 acts (l'egnlation 33, art. 5) 
except that public-school teachers were not specificall}f mentioned. 

The Reyenne Act of 1918 "Tas the first revenue act which did not 
specifically exempt the salaries of State officers and employees. In 
construing the Revenue Act of 1918, the Attorney General held that, 
in spite of the language of the act, ConO'ress was without power to 
subject to the income tax the salaries of §tate officers and employees. 
Accordingly, article 85 of Treasury Regulations 45, promulgated 
nnder the Revenue Act of 1918, provided that compensation paid its 
officers and employees by a State 01' political snbdivision thereof was 
not taxable. This same exemption ,,-as continued in the regnlations 
under the ReveIme Act of 1921 (art. 88, regulation 62); the same 
exemption was also continued in the regulations under the Reyenue 
Act of 192-4: (art. 88, regulation 65). -

Subsequently, the Treasnry Department changed its position and 
held the exemption only applied to those officers and employees "'ho 
were engaged in the exercise of an essential goYermnental function. 
Those who were not engaged in the exercise of an essential govern­
mental function, which included employees engaged in rendering 
service in connection "\yith mnnicipal waterworks, lighting plants, and 
~imilar branches of municipal activities, were held liable for tax, 
and an attempt was made to assess taxes as far back as t11e statute of 
limitations "'ould permit upon this class of employees. This, of 
course, provoked consternation among the employees, and litigation 
"'as started with yarying results. Before the Supreme Court had 
a chance to pass upon the question, many of the municipal employees 
who had relied npon the old regnlations exempting them from taxa­
tion induced Congress to pass a special provision (sec. 1211 of the 
Reyenue Act of 1926), exemptin,g the compensation of all State 
officers and employees from income tax for 1924 and prior years. 
The regulations of the Treasury Department issned under the Reye­
nue Act of 1926 and applicable to 1925 and subsequent years limited 
the exemption to those officers or employees of a State or political 
subdivision who were engaged in the exercise of an essential govern­
mental function (art. 88, regulation 65). 

The regulations under the act of 1928 continued the exemption 
for services rendered in connection with the exercise of a govern­
mental function of a State or political subdivision thereof, but spe­
cifically provided that compensation received for services rendered 
to a State or political subdivision is included in gross income unless 
the person receives such compensation as an officer or employee of a 
State or political subdivision and the services are rendered in COll-
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nection with the exercise of an essential governmental function (art. 
643, regulation 74). The regulations under the Revenue Act of 1932 
follow those under the Revenue Act of 1928 (art. 643, regulation 77). 
The regulations under the Revenue Act of 1934 continued the exemp­
tion contained in the prior regulations (art. 116-2, regulation 86). 

The regulations under the Revenue Act of 1936 were the same as 
those under the prior laws until January 7, 1938, when they were 
amended (art. 116-2, Reg. 94) to provide that "cOlnpensation 
received for services rendered to a State is to be included in aross 
income lmless the person receives such compensation fron1 the §tate 
as an officer or employee thereof and such compensation is immune 
from taxa60n under the Constitution of the United States." 

This last regulation makes it clear that under the existing law, 
which has not been changed from that contained in the Revenue Act 
of 1918 (except with respect to the provision against retroactivity 
applied to 1925 and prior years and contained in section 1211 of the 
Revenue Act of 1926), officers and employees of States and political 
subdivisions are now taxable to the extent permitted by the Consti­
tution. This situation is, therefore, different from that relating to 
the income from State and local bonds, which are specifically exempt 
from taxation by the Congress. 

If, as the Department of Justice's study seems to indicate, the 
Court has in its recent decisions narrowed the immunity of State 
officers and employees fr0111 Federal taxation, the law in its present 
form is broad enough to permit the taxation of such income to the 
extent not immune from taxation under the Constitution. 

SUBPART C. JUDICIAL INTERPRETATION 

(1) PRIOR TO THE SIXTEENTH AMENDMENT 

The principle that the Federal Government had no power to tax 
the salaries of State employees was first decided in Oollector v. Day,4'd­
where the salary of a State officer, a probate judge, was held to be 
immune fr0111 the Federal income tax. This case was decided in 
lS71, the Court stating: 

It is admitted that there is no express proYision in the Constitution that 
prohibits the General Government from taxing the means and instrumentalities 
of the States, nor is there any prohibiting the States from taxing the means 
and instrumentalities of that Goyel'mnent. In both cases, the exemption rests 
upon the necessary implication, and is upheld by the great law of self-preser­
vation; as any goYernment, whose means employed in conducting its opera­
tions, is subject to the control of another and distinct goYernment, can exist 
only at the mercy of that government. Of what avail are these means if 
another power may tax them at discretion? 

This decision limiting the Federal power of taxation with respect 
to the States followed a decision rendered by the SUpreI11e Court in 
1842 in the case of Dobbin8 v. Oommissione1',50 holding that a State 
had no power to levy a tax upon the salary or emoluments of an 
(rfficer of the United States. These decisions were, of course, rendered 
prior to the adoption of the sixteenth amendment. 

49 11 Wall. 113. 
50 16 Peters 435. 
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(2) At'TEfl TIlE SIXn:EXTII .A::\lEXD::\[EXT 

Aft l' l' tIll' adopt lOll of the sixteenth amendment , there aruse a line 
of cases which indicated that this immunity existed only with respect 
to State oflkers or employees and only "'ith respect to functions "hich 
were regarded as essentially goyermnental. Thus, in 111 etcalf « 'Eddy 
v. llfitclwll,51 it was held that consulting engineers engaged to ndyise 
State and political subdivisions with reference to water and sewerage 
projects were not State officers or employees but independent contrac­
tors and , therefore. subject to the Federal income tax. This same 
principle was applied where an attorney was specially engaged by a 
State to handle a tax controversy, he being held not to be a State 
officer or employee.52 These "'ere the so-called independent contrac­
tor cases, and they arose uncler the reyenne acts passed after the six­
teenth amendment. 

In the jJletcalf & Eddy v. 11!itchell case, the Court decided that 
"one who is not an officer or employee of a State does not establish ex-

·emption from Federal income tax merely by showing that his income 
was received as compensation for sel'yice rendered under a contract 
with the State; and when we take the next step necessary to a C0111-

plete disposition of the question, and inquire into the effect of the par­
ticular tax, on the functioning of the State goyernment, we do not 
find that it impairs in any substantial manner the ability of plaintiffs 
in error to discharge their obligations to the State or the ability of a 
State or its political subdivisions to procure the services of private 
illdividua Is to aid them in their undertaking." 

In this case, 1\11'. Justice Stone quoted with approval the decisions 
of the Court, holding that the sixteenth amendment did not extend 
the taxing power to any new class of subjects. In the Dravo cwse.5 3 

the Court upheld the "Vest Virginia 3-percent gross sales tax as ap­
plied to the compensation received by an independent contractor from 
the Federal Government, but in that case the Federal Goyermnent 
stated that the tax did not interfere with its functions. 

In addition to the independent contractor cases, there grew up a 
line of cases which held that a State or political subdivision cannot 
escape Federal taxation by engaging in businesses which constitute a 
departure from the usual governmental functions, even though such 
enterprises are undertaken for what the State concedes to be a public 
benefit. For example, Federal occupational taxes were held valid as 
applied to the agents of the State of South Carolina engaged in dis­
tilling liqnors,54 and a similar conclusion was reached in Ohio y. H el­
vering,55' where the State had established a department of liquor con­
trol and sought an injunction to restrain the enforcement of Federal 
'statutes imposing a tax upon dealers in intoxicating liquors. 

This same principle was applied to the Federal income tax in the 
case of Helvering v. P01.Vers,56 in which the Supreme Conrt held that 
the compensation of the members of the board of trustees of the 
Boston Elevated Railway was subject to taxation by the Federal 
'Government. 

61 269 U. S. 514 (1926). 
62 Lucas v. Reed, 281 U. S. 699 (1930). 
53 302 U. S. 134. 
64 South Carolina v. United States, 199 U. S. 437. 
66 292 U. S. 360. 
f;6 2!)3 U. S. 214. 
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Continuing along this same reasoning, that is, distinguishing be­
tween essential and nonessential governmental fllnction~ of a State,. 
the Court in Brush v. Oommissioner 57 held that the ma1ntenance of 
the New York City water supply system was an essential govern­
mental function of the State. Under the Treasury regulations ap" 
plicable to that case, the compensation of State officers and employees 
for services rendered in connection with the exercise of an essential 
(rovernmental function was exempt from the income tax. The Gov­
~rnment did not attack the regulation, and its validity was, there­
fore, not before the Court. 

The Supreme Court had considerably restricted the immunity of 
State officers or employees from Federal taxation in the recent case 
of H elvering v. Gerhardt/'s ,Vhile the Court actually only held 
that employees of the Port of New York Authority were subject to 
the Federal income tax, the opinion indicated that the Court believed 
that the State functions to which this immunity should apply were 
only those necessary to the existence of the State itself. The Port 
Authority was a bi-State corporation, createn by compact between 
N ew York and New Jersey. The Court pointed out that employees 
of the Port Authority were not employees of a State or political sub­
division within the meaning of the Treasury regulation, even as 
applied to the B rush case, and for that reason tbat. regulation, even 
before its change in 1938, was ineffectual to cxernpt such salaries. 

The reasoning of the Court in the Gerhardt ca~e indicates that, 
if a State is performing a function which could have been under­
taken by a private person, the employees of the State engaged in 
the performance of such fUllction are not immune from the Federal 
taxing power. Under this theory it seems that school teachers, State 
hospital employees, and other employees performing functions which 
are not indispensable to the existence of the State government are 
subject to the Federal income tax. However, this case does not go 
so far as to permit the taxatioll of State judges, State legislators, 
State tax com~lissioners, St~te cabinet commissioners, and other per­
sons engaged 111 any functIon essenhal to the existence of a State 
government. Furthermore, the Court indicates that it has never 
ruled expressly on the precise question whether the Constitution 
grants immunity from Federal income tax to the salaries of State 
employees performing at the expense of the State, services of the 
character ordinarily carried on by private citizens. This leaves 
open the questio~ as to whether or not a stenographer, a bookkeeper, 
or a person who 1S not an officer of a State or political subdivision, is 
entitled to exemption from the Federal income tax. 
~he 90urt in the Gerhardt case did not overrule Oollector v. Day,59' 

whIch }nv?lved the salary, of an officer engaged in the performance 
of an Ind1spensable functlOn of the State which could not be dele­
gated to private individuals. 

SUBPART D. CONCLUSION 

It is, therefore, proper to conclude that the present law does tax 
the salaries of State officers and employees to the extent permitted 
by the Constitution and that no additional legislation is necessary._ 

57 300 U. S. 352 (1937). 
58 304 U. S.-(May 23, 1938). 
69 11 Wall. 113. 
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Hml'eYer, if it is belim'ed that those officers and employees, 'who have 
relied 011 execnti,'e interpretations that they ,,'ere exempt as to the 
back years onght not to be subject to retroactive taxation. Legislation 
could be passed, similar to that contained in section 1211 or the 
Revenue Act or 1926, exempting from tax for 1938 and prior years 
amounts received as compensation fol' personal services as officer or 
employee or any State or political subdivision if such compensation 
was exempt under Treasury rulings in force prior to the Gerhardt 
decision. 

PART III. MUTUAL TAXATION PLAN 

The plan considered by the Department of Jnstice would (1) sub­
ject to the Federal-income tax the interest paid on fnture issuE's of 
Federal, State, and municipal bonds, and the salaries of the State 
and municipal employees and (2) permit State taxation or holders 
of future issnes of Federal bonds and of Federal officers and em­
ployees ,,·ithin the taxing jurischction. This plan proyides for a 
'IaiYer by the Federal Government of the immunity of Federal bond 
110lders, officers, and employees. It is concluded in the study that 
Euch a waiver will materially aid in upholding the validity of the 
legisla tion. 

The difficulty about this feature of the plan is that the States ,,'ill 
be unH ble to rely upon the mutuality of such a proposa1. It affords 
no such protection to the States as that referred to in Ohoate v. 
Trapp,60 in which the Court held that certain Indian allottees had 
acquired a vested right to tax exemption in giving up certain terri­
tory to the Federal Government and that sneh tax exemptions could 
not be taken a way 'I'ithont violating the dne process clause or the 
fifth amendment. In other ,Yords, the exemption being granted in a 
Federal statute and not through any compact entered into with the 
~everal States wonld he subject to change at the will of Congress. 
In allY case, where the Federal GovernmCllt was of the opinion that 
the imposition of a nondiscriminatory State income tax nnduly 
burdened its right to obtain services or to market its bonds, it could 
pass legislation preventing the State tax from applying to these 
8n bjects. No snch protection is afforded the States. Since the Fed­
eral Constitution makes the Federal law the supreme law of the 
Janel, a Federal statute exempting Federal bondholders or employees 
from State income taxes would override a State statute taxing them. 
This waiver on the part of the Federal Government, therefore, affords 
no real protection to the States and may be remoyed at the will of 
Congress. On the other hand, if it conld be assnmed that snch a 
waiver was binding on the Federal GoYernment, the plan ,yould 
work unfairly towards the Federal Goyernment itself. 

By this pIal), the Federal Government is giving the States the right 
to tax the income of Federal bondholders, officers, and employees but 
reqnires no corresponding waiyer from the States. The Federal Gov­
p,rlllnent is taking its chances in the courts that they will uphold a 
Federal income tax on State officers, employees, and bondholders. 
It is admitted even in the study by the Department of Justice that 
ther? is donbt HS to whether the courts will uphold legislation of this 

00 224 U. S. 655. 
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character. If such a ,vaiver is to be binding on the Federal Govern­
ment for all purposes, it would seem dangerous to grant it under 
such circumstances. If the Supreme Court should reaffinll its earlier 
opinions that the Federal Government has no power to tax the income 
of State bondholders, the Federal Government will be in a position 
of having granted to the States the power to tax its own bondholders, 
officers, and enlployees, whereas it could not tax the income of State 
bondholders, officers, and employees. It might take considerable time 
before a constitutional amendment could be adopted to equalize this 
situation. This is especially true where the States, on the basis of 
expected nloney from this source, have entered into commitments for 
State and local expenditures. 

The plan would also not be reciprocal, in that the States would 
haye no right to subject to their nondiscriminatory income tax the 
salaries of judges of the Federal COllrts in office at the time of the 
enactment of the legislation. This is because the immunity of a 
Federal judge, secured by section 1 of article 3 of the Constitution, 
is designed to protect his salary from diminution and safeguards the 
recipient in contrast to the Government. No such protection ,yould 
be afforded to the State judges from paying a nondiscriminatory 
Federal income tax on their salaries, even though the State constitu­
tion provided that their salaries shall not be diminished during their 
term of office. This is because a Feeleral law, being the supreme law 
of the land, would override a State constitution or a State law, pro­
videel, of course, such Federal law was in pursuance. of the Federal 
Constitntion. 

Under the plan, the legislation will be designed to operate only in 
the future. This is explained in the Department of Justice's study 
to mean that "the interest paid on Government bonds will be taxed 
only with respect to subsequent issues and the Government officer 
or employee \'Iill be taxed only as to future salaries." It will be 
noted that this plan does not exempt fr0111 the tax those State and 
local employees now in office, although it does exempt the future 
income f1'01n bonds now issued. Again, the States have no assur­
ance that, if legislation of this character is sustained, legislation will 
not be proposed which ,yill reach the future income of bonds already 
issned. :NIoreover, the plan does not exempt income from bonds 
issued by the States for refinancing or refunding their existing debt. 

In discussing the question as to whether the sixteenth amenrunent 
permitted the levying of an income tax upon the income from State 
and local bonds, Governor IGtchin of North Carolina, in his message 
to the legislature of January 5, 1911, on the ratification of the six­
teenth amendment, said: 

The fear expressed in SOllle quarters that Congress uncleI' this amendment 
would burden State obligations should be completely allayed when it is remem­
bered that the Senators and Representatives in Congress reside in the States, 
have their primary interest in the States, and the most controlling purpose which 
inspires them is to serve their respective States and the people. We should 
aSSlime that the State bonds and their interest are as safe from burdens in 
the hands of Oongress as on national bonds and their interest. * * * As a 
2 percent income tax would reduce the net income from $1,000 of North Caro­
lina bonds 80 cents a year, this peing an interest rate reduction from 4 percent 
to 3.92 percent, even if the income from nontaxable bonds, National and State, 
should by Congress be taxed, which is against the probabilities, it conld not 
be reasonably considered a hardship on those on whom it would be impo'sed, 
or would seriously impair the market value of these securities. 
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It will b(' note<l that Oow'l'lwr IGtchin was rpferring to a Goyern­
went tax of 2 percent and not to a Federal-income tax with a maxi­
mum efTectiYe rate like "'e haye todav of G8 percent. A sonwwhat 
similar thmlght was expresse(l by GO\'(,rnor Hadley of l\Iissoul'i when 
he said in his mrssagc of Junuary 12, 1911 : 

1 belicy(' the people conld f.!afely trust to Uwir R('l)l'eSclltatiY(ls in Congress 
lIot to exercise the !lOwl'r lICl'eill confl'l'l'cd in a way tllat ,vould he llnjust 01' 
uufair to tIl(' ~tate g'oYC'rnm('nts or to any political snbdiYision tll('l'('of, The 
Natiollal COllgress is (,Olnpo~cd of R('J)rl's(,l1tatiYcs se1ect('d by thc Ilf'ople of the 
)';(l\,pral ~!atl':-:. llnd t11('Y arc as much thc RPlu'NicntatiYE's of the ]l('ople of the 
sen'ral f'tat('R a~ ;11'(' their Rc])}'C'selltati\'es in State gOY('1'lllnent, 

The argument is, the),efore, made that, if this Congress attempts 
to suhject to the Federal-income tux fl1ture isslles of State obliga­
tions, the next. step will be to tax the future income of past obliga ­
tions. In this connection, should be remembered that Justice 
COl'dozo, in Burnet Y. lVelles,(ll in holding that income from an 
irl'eYocnble trllst n~ed to pay premiums on policies. of settlers' life 
could he taxed, even thongh the trust ,,:1,S created pl'lOr to the enact­
ment. of the taxing provision, said: 

('C/!lgl't'l'::; does not plar the de:;pot ill ordaining that trusts for snch uses, 
if cl'ented ill the fntm'l', Rhnll he trentNi for the purpose of taxation as if the 
inconH' of t1l(' tl'1lst ha (l h('('n obtained by the gmntor, It does not play the 
(lPRllot in onlninillg a like rule as to trusts created in the past, at all eyents 
",hc·n in so (loing it clops not cast thE' Imnlen hac:kwan1 beyond the income of 
the CUlTcnt year, 

Finally~ the argunwnt is made that the States are necessarily 
limited in the rates of income tax "hieh they may impose. If the 
rates are too high, they may result in forcing ':'ealth from the State. 
On the other hand, the Federal Goyernment IS not faced "ith the 
same situation, lwcnuse it is Innch easier to move from one State to 
another than to a foreign country. The figures show that the maxi­
mum rate in the case of most of the States imposing income taxes 
does not exceed 5 percent, whereas in the case of the Federal Govern­
ment, the maximmll rate is 79 percent. 

PART IV. WHETHER CONGRESS HAS THE POWER TO 
TAX THESE SUBJECTS BY OTHER l\IETHODS 

This discllssion will be divided into two subparts. Subpart A will 
cleal with tax-exempt securities and subpart B will deal with State 
officers and employees. 

SUBPART A. TAX-EXEMPT SECURITIES 

The methods suggested are as follows so far as tax-exempt securi­
ties are concerned: 

First. The Federal Government could tax the income from subse­
quent issues of its own securities and the States could tax the income 
from subsequent issues of their secnrities. This would not violate 
the constitutional provision. Of course, the States could not tax 
the income from past issues which "ere specifically exempt from the 
income tax when issued, as the Constitution specifically provides that 

61 289 U. S, 670. 
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no State shall impair the obligations of a contract. Furthennore, 
the Federal Govermnent could not tax the income from its past issues, 
to the extent exempt from the income tax when issued, for to do so 
would constitute a violation of the due process clause of the fifth 
amendment. This plan also has certain ~practical difficulties, for 
unless both the States and the Federal Government acted simul­
taneously it would permit one government to gain an additional field 
for revenue at the expense of the other. 

Second. The rate of tax might be computed npon the total income 
of the taxpayer, including his income from tax-exempt securities, 
and then applied only to the taxable income. vVhile this plan 
has possibilities, it is believed that it violates the principle an­
nounced by the Supreme Court in the Nati,onal Life ins'u1"ance 
Oompany case, cited supra, in which the Court said: 

One may not be subjected to greater burdens upon his taxable property solely 
because he owns some that is free. 

It also a'ppears to conflict with Miller v. lJfilwaukee,62, where a 
State statute was held invalid which taxed corporate dividends only 
to the extent the corporation received tax-exempt income. Some 
support for the plan is found in jl/awwell v. Bugbee,63 "\"here New 
Jersey in levying an inheritance tax on a nonresident measured the 
tax on the property within the State by taking into account property 
located outside the State. If the property located in New Jersey 
had alone been considered, the rate would have been only 2 percent, 
but by considering all of the property, the rate applied to the tax­
able property amounted to 3 percent. That case, however, did not 
involve the protection or preservation of a function affecting the 
sovereignty of government. Moreover, the plan, even if approved, 
would only solve part of the problem. The individual who derived 
his income wholly or chiefly from tax-exempt securities could not 
be reached under such a plan. 

Third. Congress might grant to the States the power to tax the 
income from Federal securities if the States would grant a similar 
privilege to the Federal Government. This plan appears to be con­
stitutional in view of the case of United States v. Bekins,64 in which 
the Court said: 

While the instrumentalities of the National Government are immune from 
taxation by a State, the State may tax them if the National Government consents 
(Baltimore N ationo.l Bank v. State To.{J) Com.m., 209, 2l1), and by a parity of 
reasoning the consent of the State could remove the obstacle to the taxation by 
the Federal Government of State agencies to which the consent applied. 

And then the Court, in referring to its decision in the Steward 
Machine 00. case,65 upholding the right of a State to consent to 
the deposit of moneys received by the State for a State unemploy­
Jnent fund with the Secretary of the Treasury in a special ll11eITI.­

ployment trust fund, said: 
As the States were at liberty upon obtaining the conseJlt of Oongress to make 

agreements with one another, we saw no room for doubt that they may do the 
like with Congress if the essence of their statehood is maintained without 
impairment. 

WI 272 U. S. 713. 
63 250 U. S. 525. 
8i 304 U. S. 53. 
85 301 U. S. 548. 
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1-10weye1', this plan has certain practical objection::;. In the first 
place, many of the States would have to amend their constitutions in 
order to permit their legislatures to enter into snch agreements with the 
Federal Government. In the recent New York Constitutional Conven­
tion, a proposal was made to do this Ycry thing by amending the 
New York State Constitution, but this proposal ,nlS defeated. There 
''I'onld, therefore, be considerable difficnlty in securing compacts of 
this kind. Unless all the States entered into snch compacts, the 
plan would fail, for it wonld permit those States "V\'hich refrained 
from entering into such agreements to profit at the expense of the Fecl­
eml Government and the other States. Therefore, the plan would 
be more difficult to put in effect than a constitntional amendment, 
which requires a ratification not by all but only by three-fourths of 
the States. 1\loreover, the plan "'Ollld not be entirely reciprocal, as 
the Federal Goyernment ,vonld probably not have the right to per­
mit the States to tax the income of Federal judges now in office. 
The Constitution provides that the salaries of Federal judges of 
constitutional courts shall not be reduced during their term of office, 
and in the case of Evans v. Gore,6G the Supreme Court held that an 
income tax does redllce the salary of a judge. '1'his right to tax­
exemption may be regarded as personal to the Federal judge and 
not subject to ,,'aiver by the Federal Government. Yet the Federal 
Government conld tax the salaries of State judges under such an 
agreement. 

Fourth. There is a possibility that the income from tax-exempt se­
curities might be reached through an excise tax measnred by the net 
income from all sources. In the case of corporations, it seems clear 
that this can be done. As already pointed out, the corporation excise 
tax of 1909 taxed the privilege of carrying on or doing business by 
corporations. The tax was measured by the net income of the cor­
poration from all sonrces. Since the subject of the tax was the exer­
cise of a franchise or privilege, the Supreme Court held that Congress 
had the power to include in the measure of the tax the income from 
tax-exempt securities, although such income could not be directly 
taxed. 1\101"eover, some of the States through corporation excise 
taxes are now taxing the income from Federal securities by measur­
ing the excise by the net income of the corporation from all sources. 
In at least two of the States, namely, California and New York, their 
power to do this has been upheld by the Supreme Court. In the Cali­
fornia case,67 the Supreme Court made the following statement as to 
this point: 

The owner may enjoy his exempt property free of tax, but if he asks and 
receives from the State the benefit of the taxable privilege as the implement 
of that enjoyment, he must bear the burden of the tax which the State exact:; 
as its price. 

So far as individuals are concerned, there is a possibility that the 
income received by them from tax-exempt securities may also be 
reached through an excise. To do this, we must first find a taxable. 
pri vilege upon which to base the excise. It seems clear that all: 
trades, avocatlons, and employments by which individuals acquire a: 
livelihood, may be made the subject of an excise or privilege tf(x. 

66253 U. s. 245. 
67 Pacific Co. v. Johnson, 285 U. S. 480. 
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Accordingly, if Congress levied an excise on individuals engaged in 
any business, occupation, trade, avocation, or employment, it seems 
entirely possible that such tax could be measured by the net income 
of the individual from all sources, including the income from tax­
exempt securities. As stated by the Supreme Court in the Stone 
Tracy 00. case 68_ 

there is no rule which permits a court to say that the measure of a tax for the 
privilege of doing business, where income from property is the basis, must be 
limited to that deriyed from property used in the business. 

It is up to Congress to determine the measure of 'the excise, and 
it seems entirely possible that the measure of snch excise could be the 
net income of the individual from all sources, including tax-exempt 
securities. 

By this scheme, most of the income from tax-exempt securities 
conld be reached. But those persons that would escape would be 
those who do not engage in any trade, avocation, or employment, but 
merely hold securities. This scheme would also not extend to State 
employees engaged in governmental functions of the State, for such 
occupations, being governmental in character, could not be reached 
even through an excise. 

Fifth. Tax-exempt securities might be subject to a higher estate tax 
than other property of the decedent on the theory that such secur­
ities had escaped income tax during the decedent's lifetime. How­
ever, this plan might be objectionable from a constitutional stand­
point in view of the case of Miller v. Milwaukee '69 where a State 
statute was held invalid which taxed corporate dividends only to 
the extent that the corporation received tax-exempt income. 

Sixth. An amendment could be passed to the Federal Constitution 
giving the Federal Government and the States the po'wer to tax the 
income from securities issued by the other. This would undoubtedly 
overcome all legal objections and appears to be the only method by 
which the Federal Government and the States could be placed upon a 
parity and all of this tax-exempt income reached. 

SUBPART B. STATE AND LOCAL EMPLOYEES 

In regard to State and local employees, it appears that many of 
their salaries could be reached under the existing law in view of re­
cent Supreme Court decisions. The legislation already enacted by 
the Congress taxes such salaries to the full extent authorized by the 
Constitution. However, under the Supreme Court decisions, it does 
not appear that the Constitution will permit the Congress to tax the 
salaries of State judges, legislators, and other officers performing 
functions necessary to the existence of the State or political sub­
divisions, although such salaries are taxable under the existing law. 
It appears that the only way all of the salaries of State and political 
subdivision officers and employees could be reached by the Federal 
Government, and all the salaries of Federal officers and employees 
could be reached by the State governments, is by a constitutional 
amendment. 

08 220 U. S. 107. 
69 272 U. S. 713. 
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