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In Error to the District Court ¢

of New York. .
action by Myrtle H. Macombex e : o 35 Collector of Internal

Revenue for the Third Distr? - _ — g York. Judgment for plaintiff
on demurrer, and defendant b 1 22

ppet.

tates for the Southern District

1. COURTS k92--REASONING Tig SION NOT OBITER.

Reasoning of the court, "t - 4 J AN e vasis for the conclusion
reached, cannot be regarded \ \ N

2. CONSTITUTIONAL LAW klE-
ORIGINAL CONSTITUTION. = LR
The Income Tax Amendment ¥ & L& WM\ Ne Construed in connection

with the taxing clauses of. i and the effect attributed
to them before the amendme

'.1n IN CONNECTION WITH

3. INTERNAL REVENUE k7--EF)j A2 WeNENT sTaTED.
Const. Amend. 16, did not exi ‘ to new subjects, but merely

removed the necessity which o e;-fﬁggzg- isW for an apportionment among
the states of taxes laid on income
- ‘d:a '|il j& 7
4. INTERNAL REVENUE k4 ‘ NG O % EXTENDED BY
CONSTRUCTION. e —— - 'j

Const. Amend. 16, shoul y Y | truction, so as to
repeal or modify, except er-rovisions of the

Constitution that requlreift appe — din ta population for direct
taxes upon property, real fid personal.

_ CONCLUSIVE.
Eﬁ Eﬁﬁ?nﬁ- 16, cannot be

/6. IHTERHAL REVENUE ]-:'?--'INCDHE' DEUINED.

fIncome’ | both combined;
something nf evered from the
capital, howeve plo an rece ved or draWn y the recipient

for his separat use hanefit and dispnsal.

[Ed. Note.--For other definltlans, see Words and Phrases, First and Second
Series, Income.]

“ The question of wh

. 5. INTERNAL REvEHU?ﬂ?-— !
concluded by any de
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~ 7. CORPORATIONS k65--NATURE OF STOCKHOLDER’S INTEREST.

The interest of a stockholder is a capital interest, and his certificates of
stock are but evidence of it.

8. CORPORATIONS k65--STOCKHOLDER CANNOT WITHDRAW ANY PART OF CORPORATE
FROFPERTY.

Short of liguidation, or until dividend declared, a stockholder may not
withdraw any part of either capital or profits from the enterprise; his
interest not pertaining to any part, divisible or indivisible, but to the
entire assets, business, and affairs of the company.

9. CORPORATIONS k&65-—TITLE TO PE
The interest of a stockholder
that of an owner, since the &
the whole.

4 LN CORPORATION, NOT IN STOCKHOLDERS.

‘g’ etc., of the company is not
él legal and equitable title to

—=

10. INTERNAL REVENUE k7--5. o L[ DPND . SME . 7

A stock dividend, consis™en . . , to the stockholders in
proportion to their previ- ' I/ . Ma-apitalized, without any
distribution of profits, ™= + 3 amesZConst. Amend. 16, and Revenue

Act, Sept. 8, 1916, s 2 / - & ‘ W\ M\-ar as it provides for the
taxation thereof as inceo ' i) 4 WO, CT the tax according to

section 9, cl. 4.

11. INTERNAL REVENUE k7--T
fINCOME. '
If a stockholder receivid
profit on the sale is inco
Sixteenth Amendment, is ta
pepulation.

M\RECEIVED AS DIVIDEND IS

As the ock =0 received a
My have arisen since the
41t apportionment according to

~12. INTERNAL REVENUE k?——CORquiﬂg - & TREATED AS ENTITY IN DETERMINING
WHAT CONSTITUTES INCOME. e e £
In determining whethey fopome, taxable under Const.
Amend. 16, the corporaSis—————————————— ;J‘te entity, as it is only
by recognizing such seig 4 '3 be regarded as income of

the stockholder.

oy
|

._r‘ 4F
/_13. INTERNAL REVENUE k7-“ENRICHMENT THROUGH INCREASE IN VALUE OF CAPITAL
INVESTMENT NOT ’INCOME.’ “A

: QW
Enrichment throug 3 ) i sdlent is not income,
within Const. Amen llﬁﬁn‘w

14. INTERNAL REVE k2--TAX ON INFEREST OF EOCKHDLDER WUHDIU’IDED PROFITS

MUST BE APPORTI } o v 3 r

S S ARRIA RN INEARE o e
dividends sha c o Hu i the tax on the
stockholder’s Qnterest in the accumulated and undivided profits, rather than on
the dividend, is invalid, as taxing property because of ownership, without
apportionment according to population. Mr. Justice Brandeis, Mr. Justice
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Clarke, Mr. Justice Holmes, and Mr. Justice Day, dissenting.
*%190 #190 Mr. Assistant Attorney General Frierson, for plaintiff in
error.

*194 Messrs. Charles E. Hughes and George Welwood Murray, both of New York
City, for defendant in error.

3

-

Mr. Justice PITNEY delivered the opinion of the Court.
This case presents the question whether, by virtue of the Sixteenth Amendment,
Congress has the power to tax, as income of the stockholder and without

apportionment, a stock dividend made lawfully and in good faith against profits
accumulated by the corporation sinc i 1913.

It arises under the Revenue Act 8, 1916 (39 Stat. 756 et seq.,

C. 463 [Comp. St. s 6336a et se our opinion (notwithstanding a
cticed), plainly evinces the

contention of the government - '
purpose of Congress to tax s rome. [FN1]

FN1 Title I.--Income
Part I.--On Individuals.
Sec. 2. (a) That, subg
hereinafter allowed, th
gains, profits, and i
dividends, securitief,

gain or profit, or gai
whatever: Provided, t

be held to mean any dis
corporation, * * * out
first, nineteen hundre

whether in cash or in s
shall be consi d inc

M and deductions as are

e _person sha in de

om interest, rent,
business carried on for
\-rived from any source
used in this title shall
to be made by a
accrued since March
rs,
* * * which stock dividend
1cs cash value.

ik
3 i sl
The facts, in outline, are as f

p——

On January 1, 1916, the Standarigngﬁﬁgﬁ pf California, a corporation of
that state, out of an authord i *%35]1 5100,000,000, had
shares of stock outstan| s

4 : 4v)ting in round figures

to $50,000,000. In addi W"lled profits invested in
plant, property, and buz*ﬁ; : poses of the corporation,
amounting to about $45,007}0C v<0 40,000 had been earned
prior to March 1, 1913, W balance Llilerearter. In sanuary, 1916, in order to
readjust the capitalization, the board of directors decided to issue additional

shares sufficient to consti€ufs a stock dfldend of 50 per cent. of the
outstanding stock, o capital stock
account an amount e ifgqu p esolutions were
adopted, an amount eggpivalent to the par value of the proposed new stock was
transferred accordindly, and the newgstock duljs issued agajggst it and divided

among the sto _
Defendant in m&g@m&&@ %ﬁf’}ﬁ stock, received
certificates 10 idn ed, Of h % er cent., or
198.77 shares, Par value $19,877, were treated as representing surplus earned
between March 1, 1913, and January 1, 1916. She was called upon to pay, and did
pay under protest, a tax imposed under the Revenue Act of 1816, based upon a

Copr.(C) West 1994 No claim to orig. U.S. Govt. works.
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supposed income of 519,877 because of the new shares; and an appeal to the
Commissioner of Internal Revenue having been disallowed, she brought action
against the Collector to recover the tax. In her complaint she alleged the
above facts, and contended that in impesing such a tax the Revenue Act of 1916
violated article 1, s 2, cl. 3, and article 1, s 9, cl. 4, of the Constitution
of the United States, requiring direct taxes to be apportioned according to
population, and that the stock dividend was not income within the meaning of
the Sixteenth Amendment. A general demurrer to the complaint was overruled upon
the authority of Towne v. Eisner, 245 U. S. 418, 38 Sup. Ct. 158, 62 L. Ed.
372, L. R. A. 1918D, 254; and, defendant having failed to plead further, final

judgment went against him. To review Kk j the present writ of error is
prosecuted. '

The case was argued at the lags

orally and by additicnal bri
We are constrained to hold
affirmed: First, because ti
Eisner, supra; secondly, bocas
additional light thrown upon auients, has confirmed the view
that the underlying groung i, that it disposes of the

guestion here presented, arg /0 AR %! considerations lead to the
same result. A : -

In Towne v. Eisner, the™j
against surplus earned priy
stockholder under the Ac
which provided (section B,
and also ‘gains or profitg

rgued at the present term, both

@ the District Court must be
e controlled by Towne v.

f the question with the

W-OCx dividend made in 1914

&s taxable against the

SWlt. 114, 166, c. 16),

i should include ’'dividends,’
from any source

whatever.’ Suit having be®n SaGr AN Y\ ccr to recover the tax
assessed against him by regf BHIFTES ST AN W e District Court sustained a
demurrer to the complaint. XN ge QW™ treated the construction

of the act as inseparable fr T = e tWn of the Sixteenth Amendment:
and, having referred to Polluck‘%ééégzg; oall & Trust Co., 158 U. S. 601,
15 Sup. Ct. 912, 39 L. Ed. 1108 07 ghe Amendment, proceeded very
properly to say (242 Fed. 704 2 f“’i"’ £ ,

It is manifest that [CWs
Income Tax Act and couls=
taxable as income, unlel P ,

It declined, however, tipdal® rmi-hat in Gibbons v. Mahon,
136 U. 5. 549, 10 Sup. Cl 1057, Swroeepeeeos5, ' ck dividends’ had
received a definition sufTiciently clear to be controlling, treated the
language of this court in ¥hgg case as olgter dictum in respect of the matter

then before it (24 o1 Oy e \id as res nova, with
the result stated. e s 5 ling a motion to
dismiss made by thé g§o e on t ound that the only question involved

was the construction™of the statutEEand not i constitutjppality, we dealt

upon the meri ; : td isposed of it upon
consideratio e ﬁﬁ‘ﬁ ﬂm e Beg&rding the fact
that the one s b ¥ accrued before
the sSixteenth endment took effect. Not only so, but we rejected the reasoning
of the District Court, saying (245 U. S. 426, 38 Sup. Ct. 159, 62 L.

Ed. 372, L. R. A. 1918D, 254):
Copr.(C) West 1994 No claim to orig. U.S. Govt. works.
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‘Notwithstanding the thoughtful discussion that the case received below we
cannot doubt that the dividend was capital as well for the purposes of the
Income Tax Law as for distribution between tenant for life and remainderman.
What was said by this court upon the latter question is egqually true for the
former. ‘A stock dividend really takes nothing from the property of the
corporation, and adds nothing to the *203 interests of the shareholders. Its
property is not diminished, and their interests are not increased. * * * The
proportiocnal interest of each shareholder remains the same. The only change is
in the evidence which represents that interest, the new shares and the original
shares together representing the same proportional interest that the original
shares represented before the issue cg jjpe new ones.’ Gibbons v. Mahon, 136
U. S. 549, 559, 560 [10 Sup. ct. 1AMl ‘4 Ed. 525]. In short, the
corporation is no poorer and the 2¥192 is no richer than they
were before. Logan County v. & } “‘j‘i J. S. 255, 261 [18 Sup. Ct.
361, 42 L. Ed. 737]. If the g ';ﬂgi-i' small advantage by the change,
it certainly was not an advges sum upon which he was
taxed. * * * What has happen: g £f’s old certificates have
been split up in effect ar™ ey -=< to the extent of the value
of the new.’ v =~

This language aptly answ®e- '/ iy of the Distriet Court but
the argument of the Solici \ el which discussed the
essential nature of a stc ® reasons thus expressed,

‘dividends’ within the
meaning of the act of 191 it can be brought within
the meaning of ’incomes’ ; ) \ & it being very clear that
Congress intended in that 4t TN MW B\ the extent permitted by the
amendment. In Towne v. Eisd# A G AW\ ™hat any construction of the
statute could make it narrow gFf i o8\ (Wnal grant; rather the

The fact that the dividend w — \‘rafits earned before the act
of 1913 took effect, even bef-re*1=£§E§£; - wis adopted, was neither relied
upon nor alluded to in our consia: gie merits in that case. Not only
so, but had we considered that .o L constituted income in any true
sense, it would have bec IRt £° 1913 notwithstanding it
was *204 based upon pro R Y- - We ruled at the
same term, in Lynch v. I£%} A ):t. 543, 62 L. E4.

1149, that a cash divider =9 wmuld in Peabody v. Eisner,
247 U. S. 347, 38 sup. Ctjjj546, o= =, thajfla dividend paid in
stock of another company,®fere taxable as income al®™iough based upon earnings

that accrued before adoptiop the amen t. In the former case, concerning

fceorporate profits g ] \ fect,’ we declared
(247 U. 5. 343, 344 u H ' ﬂ%;tﬁii']]:
fJust as we deem Jchiad 1 AF i the stockholder with

respect to such acculflations only if and ﬁhen, and to the extent that, his
interest in them comes to fruition income, &mat is, in &hidends declared,
A8\

z:r:;ﬁ:“nﬂ:rﬁmm@mﬁﬁﬁam .

re—-existing
surplus. #* * ongress was a berty under the amendment to tax as income,
without apportibnment, everything that became income, in the ordinary sense of
the word, after the adoption of the amendment, including dividends received in

Copr.(C) West 1994 No claim to orig. U.S. Govt. works.
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the ordinary course by a stockholder from a corporation, even though they were
extraordinary in amount and might appear upon analysis to be a mere realization
in possession of an inchoate and contingent interest that the stockholder had
in a surplus of corporate assets previously existing.’

In Peabody v. Eisner, 247 U. S. 349, 350, 38 Sup. Ct. 546, 547 (62 L. Ed.
1152), we observed that the decision of the District Court in Towne v. Eisner
had been reversed ‘only upon the ground that it related to a stock dividend
which in fact took nothing from the property of the corporation and added
nothing to the interest of the shareholder, but merely changed the evidence
which represented that interest,’ and we distinguished the Peabody Case from
the Towne Case upon the ground that ‘the dividend of Baltimore & Ohio shares
was not a stock dividend but a distrigpjion in specie of a portion of the
assets of the Union Pacific.’ : :

[1] Therefore Towne v. Eisner s
peint that the surplus accrueyg
before adoption of the amend
that case cannot be regardeg
basis for the conclusion res_ou
might rest the present cas®e
constitutional guestion, f '
reached as to the essentil
being regarded as income

Nevertheless, in wview o
Congress in the Revenue Ac)
6336b]) that a ’stock div
cash value,’ we will deal a4
incidentally testing the s jf

[2] The Sixteenth Amendmdfit

gled as turning *205 upon the
fore the act took effect and

2 gquoted from the opinion in
having furnished the entire
view then expressed, and

aL case in terms decided the

. the conclusion there
gaiend necessarily prevents its

wti<r, and the fact that

A R t. 757 [Comp. St. s

' el come, to the amount of its
I\ tutional guestion,
MAonclusion.

W ctnnection with the taxing

clauses of the original Con S8 - X M- attributed to them before
the amendment was adopted. & % pmefl ®.oan & Trust Co., 158 U.

S. 601, 15 Sup. Ct. 912, 39 IFc—r——a - e Act of August 27, 1894

(28 stat. 509, 553, c. 349, sFa/\E=== : 1 that taxes upon rents and
profits of real estate and upon o ; investments of personal property
were in effect direct taxes ypasds-ai/tef gan which such income arose,
imposed by reason of ow[ids bl not impose such taxes

without apportioning thiffeeeee————————= ;J‘ population, as reguired
by article 1, s 2, cl. §# £ original Constitution.
[3] Afterwards, and eviamdCo® clm limitation upon the
taxing power of Congress Hljus delerares ro—ie Sixtgihth Amendment was adopted,
in words lucidly expressiily the object to be accompirished:
'The Congress shall have i’@ﬁr to lay aggy collect taxes on incomes, from

whatever source ##1! i 0 ' g *206 the
several states, and r - y or] ratien.’
As repeatedly held, d =) the AXing power to new subjects, but

merely removed the neé®essity which q}herwisa ht exist fgr, an apportionment

among the stat aAxes i R X a i Ppcific R. R.
s e S AN SRS ol S arele- i
713, L. B. A. 1 4. | ifdn , 5. 103,.112
et seq., 36 Su Ct. 278, 60 L. Ed. 546; Peck & Co. v. Lowe, 247 U. S.

165, 172, 173, 38 Sup. Ct. 432, 62 L. Ed. 1049.
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(4] A proper regard for its genesis, as well as its very clear language,
requires also that this amendment shall not be extended by loose construction,
so as to repeal or modify, except as applied to income, those provisions of the
Constitution that require an apportionment according to population for direct
taxes upon property, real and personal. This limitation still has an
appropriate and important function, and is not to be overridden by Congress or
disregarded by the courts.

[5] In order, therefore, that the clauses cited from article 1 of the
Constitution may have proper force and effect, save only as modified by the
amendment, and that the latter also may have proper effect, it becomes
essential to distinguish between whaty iy and what is not income,' as the term
is there used, and to apply the dis as cases arise, according to truth
and substance, without regard tg &° cannot by any definition it may
adopt conclude the matter, sizgs gislation alter the
Constitution, from which alcg 2r to legislate, and within
whose limitations alone thax - s exercised.

The fundamental relation ofi a.has been much discussed by
economists, the former bei™ . -+ the land, the latter to the
fruit or the crop; the fors me.r supplied from springs,
the latter as the ocutlet ™. . LS5 flow during a period of
time. For the present purr Al definition of the term
‘income,’ *207 as used ir “wdetermine its meaning
in the amendment, and, hav’ %% judgment as to the nature
of a stock dividend, we s gl i the matter at issue.

[6] After examining diciflor uv. L. D.; Standard Dict.:
Webster‘’s Internat. Dict.; ittle to add to the
succinct definition adoptu ‘er the Corporation Tax Act
of 1909 (Stratton’s Independy 5. 399, 415, 34 Sup. Ct.
136, 140 (58 L. Ed. 285]; D#F. 4 \- ®o., 247 U. s. 179, 185,

38 Sup. Ct. 467, 469 [62 L. E % W2y be defined as the gain
derived from capital, from la®or¥ . cOmbined,’ provided it be
understood to include profit gain; , sale or conversion of capital
assets, to which it was applie Al b Ee, 247 U. 5. 183, 185, 38
Sup. Ct. 467, 469 (62 L ™d :

Brief as it is, it ind{ed o @4 stinguishing attribute
of income essential for k™ AX Jant controversy. The
government, although basT 4™ = 1niticn as quoted, placed
chief emphasis upon the wjjji 'ga=r e == extdflled to include a variety of
meanings; while the signi®™cance of the next three rds was either overlooked
or misconceived. 'Deriveﬂ--iﬁgf—-capital‘ the gain--derived--from--capital, ’

etc. Here we have i g to capital; not a
growth or increment 3P!§ u 7FE' n, a profit, something
of exchangeable wval e n m! tyh 's red from the capital,

however invested or ployed, and cginq in, being ’derived’--that is, received

or drawn by the recipient (the taxpa¥er) for : ate benefit and
disposal--tha#™} . swers the
description.

t

The same fundagental conception is clearly set forth in the Sixteenth
Amendment--'incOmes, from whatever source derived’--the essential thought being
expressed *208 with a conciseness and lucidity entirely in harmony with the
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form and style of the Constitution.

Can a stock dividend, considering its essential character, be brought within
the definition? To answer this, regard must be had to the nature of a
corporation and the stockholder’s relation to it. We refer, of course, to a
corporation such as the cne in the case at bar, organized for profit, and
having a capital stock divided into shares to which a nominal or par value is
attributed.

[7][8][9]) Certainly the interest of the stockholder is a capital interest,
and his certificates of stock are but the evidence of it. They state the number
of shares to which he is entitled and indicate their par value and how the
stock may be transferred. They show that he or his assignors, immediate or
remote, have contributed capital to t} nterprise, that he is entitled to a
corresponding interest proportiona ghole, entitled to have the
property and business of the cong ing the corporate existence to
attainment of the common cbjec e at stockholders’ meetings,
to receive dividends out of ts iits if and when declared,
and, in the event of liquide lortionate share of the net
assets, if any, remaining afi : S Rort of liquidation, or
until dividend declared, h : LN oW any part of either capital
or **194 profits from the = . s e ontrary, his interest
pertains not to any part, s, Dut to the entire assets,
business, and affairs of t Blhterest of an owner in the
assets themselves, since N1 e, legal and equitable,
to the whole. The stockhold -he assets employed in the
enterprise, with the incig as stockholder, he has
no right to withdraw, only t bject to the risks of the
enterprise, and loocking on] ~urn. If he desires to
dissociate himself #209 fr# > only by disposing of
his stock. ‘

[10] For bookeeping purpose#®
to the stockholders equivaleniW o=
evidenced by a ‘capital stock ccﬁiggggzg; i
divided they create additional bog

Lo

N ®iges a liability in form
l:r value of their stock,
s have been made and not

T = hilities under the head of
‘profit and loss,’ ‘undivided g ﬁﬂ??éigf account,’ or the like. None of
these, however, gives t hg %gch less to any one of
them, either a claim agzNfe _ sfdparticular sum of money,
or a right to any partic{'/® M Iny share in them unless
or until the directors colmd & Fimdcoe made and a part of the
company’s assets segregatellf from Ciroeeemmms——eetd foflthe purpose. The dividend

normally is payable in mon®y, under exceptional circemstances in some other
divisible property; and wheng paid, thenggnly (excluding, of course, a

possible advantageo 1 i he company) does the
steockholder realizau%‘ﬁan HEHW&H]S arate property, and
thus derive income f apgitfa h r ecessor has invested.

In the present case,Mthe corporatiogp had surplus and undivided profits
invested in plant, propert b i oL purposes of the
corporation, m ?Fi ﬁ‘j:ao tanding capital
stock of $50,00W, . It tiel nary profits of a

corporation, as ey appear upon the balance sheet at the end of the year, need
not be in the form of money on hand in excess of what is required to meet
Copr.(C) West 1994 No claim to orig. U.S. Govt. works.
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current liabilities and finance current operations of the company. Often,
especially in a growing business, only a part, sometimes a small part, of the
year’s profits is in property capable of division; the remainder having been
absorbed in the acquisition of increased plant, #210 quipment, stock in
trade, or accounts receivable, or in decrease of outstanding liabilities. When
only a part is available for dividends, the balance of the year’s profits is
carried to the credit of undivided profits, or surplus, or some other account
having like significance. If thereafter the company finds itself in funds
beyond current needs it may declare dividends out of such surplus or undivided
profits; otherwise it may go on for years conducting a successful business, but
requiring more and more working capi%al because of the extension of its
operations, and therefore unable % ' & dividends approximating the amount
of its profits. Thus the surplus L until it equals or even exceeds
the par value of the outstandi This may be adjusted upon the
books in the mode adopted irn e at L declaring a ‘stock dividend.’
This, however, is no more += okddj = in essence not a dividend but
rather the opposite; no part wCompany is separated from the
common fund, nothing dist ' = ficates that evidence an
antecedent increase in the Wi 's capital interest
resulting from an accumu=® w--mpany, but profits so far
absorbed in the business §e LMo le to separate them for
withdrawal and distribuft | : L AR justment, a charge is made

&-©c capital stock account,

Ml ssued against this and the
ES in proportion to their

A | pping that does not affect
the aggregate assets of t#€ ’ A AWM Mtanding liabilities; it
affects only the form, not ] A Wiability’ acknowledged by the
corporation to its own sha: hisEW®ugh a readjustment of
accounts on one side of the — 2108 increasing ‘capital stock’ at
the expense of *211 ‘SURPLUSW, WJaibeis < T THE PRE-EXisting
proportionate interest of any sti—em—— increase the intrinsic value of
his holding or of the aggrega fﬁﬁ&;ﬁ&jﬁ? other stockholders as they

stood before. The new W g e number of the shares,
with consequent dilut i — :

& ’'stock dividend’ sh V.
capitalized, instead of™= “4-crs or retained as surplus
available for distributigij in == _ = shyjll.d opportunity offer. Far
from being a realization®f profits of the stockhd™ier, it tends rather to

postpone such realization, gin that the f represented by the new stock has
been transferred f ‘ﬂﬂ‘
i

i Ehels available for actual
distribution. ﬁ E E I i
The essential andlc |l i s der has received

nothing out of the @pmpany’s assets for his separate use and benefit; on the
contrary, every dollar **195 of hidf original £Smvestment, ether

with
whatever acc yment of his
money and th :}ﬁ@ n e e company, still
remains the p t company, and subject to business risks which may

result in wipifig out the entire investment. Having regard to the very truth of
the matter, to substance and not to form, he has recived nothing that answers
Copr.(C) West 1994 No claim to orig. U.S. Govt. works.
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the definition of income within the meaning of the Sixteenth Amendment.

Being concerned only with the true character and effect of such a dividend
when lawfully made, we lay aside the question whether in a particular case a
stock dividend may be authorized by the local law governing the corporation, or
whether the capitalization of profits may be the result of correct judgment and
proper business policy on the part of its management, and a due regard for the
interests of the stockholders. And we are considering the taxability of bona
fide stock dividends only.

#212 We are clear that not only does a stock dividend really take nothing
from the property of the corporation and add nothing to that of the
shareholder, but that the antecedent accumulation of profits evidenced thereby,
while indicating that the sharehold=r ) jhe richer because of an increase of
his capital, at the same time shaw 1y at realized or received any income
in the transaction.

[11] It is said that a stockl
stock dividend; and so he ma
if he does sell, and in doieg , such profit, like any
other, is income, and so fr=—u 2 — since the Sixteenth
Amendment is taxable by CoOiiur - g : grnent. The same would be true
were he to sell some of hi : it. But if a shareholder
sells dividend stock he nece yoart of his capital interest,

just as if he should sell ither before or after the
dividend. What he retain®ic RO -he same proportion of

future dividends as before gF j , A\ A& control of the company
likewise is diminished. T MR RO SO cut of a total $100,000 of
the capital stock of a corp ®\in common with other
stockholders a 50 per cent 11d sell his part, he
thereby would be reduced #o rrty stockholder, having six-
fifteenths instead of six-t % B8 cutstanding. A
corresponding and proportic#® ¥ ca'\t L interest and in voting
power would befall a minority Tz hc W11 dividend stock; it being in
the nature of things impossitfe »égéiﬁﬁﬁé ipcSe of any part of such an issue

new shares acquired in the
uyer. It is equally true that

without a proportionate dlsturbaﬁ“., . gstribution of the entire capital
stock, and a like diminution g& ,2%;“_ : ooarative voting power--that
'right preservative of (Woh g Luuratlun. *213 Yet,
without selling, the sif——— other resources, has not

the wherewithal to pay &/ J stock. Hnthlng could
more clearly show that tu", = tax a capital increase,
and not income, than thisfijemonsTraemmmm—_——=_" th@llhature of things it

requires conversiﬂn of capital in order to pay the wax.
Throughout the argument ofg governmenfy in a variety of forms, runs the

fundamental error 1 ¢ yagee correctly the force
of the term ’incom ﬂ @ ﬂ % or at least to give
practical effect t e C n the tax 'is levied on

income derived from rpﬂrate earnir s,’ whan in truth the_stockholder has

tderived’ no r ertIfj ey have any
. ' i!éi ﬁtsnds that the
= i whereas he has

effect, deny

tax may be la

received none; at the prnfits are ’dlstributed by means of a stock dividend,

although a stock dividend distributes no profits; that under the act of 1916
Copr.(C) West 1994 No claim to orig. U.S. Govt. works.
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‘the tax is on the stockholder’s share in corporate earnings,’ when in truth a
stockholder has no such share, and receives none in a stock dividend; that 'the
profits are segregated from his former capital, and he has a separate
certificate representing his invested profits or gains,’ whereas there has been
no segregation of profits, nor has he any separate certificate representing a
personal gain, since the certificates, new and old, are alike in what they
represent--a capital interest in the entire concerns of the corporation.
[12] We have no doubt of the power or duty of a court to look through the
form of the corporation and determine the question of the stockholder’s right,
in order to ascertain whether he has received income taxable by Congress
without apportionment. But, looking tjksgh the form, *214 we cannot
disregard the essential truth disc iore the substantial difference
between corporation and stockhc? 2 entire organization as unreal,
look upon steckholders as pars e not such, treat them as
having in equity a right to rporate assets, when they have
necne, and indulge the fictiem #red and realized a share of
the profits of the company = us g neither received nor
realized. We must treat tHE *- =Lantial entity separate from
the stockholder, not only.g mhcal fact but because it is
only by reccgnizing such Ser gL oend--even one paid in money
hlolder. Did we regard

corporation and stockhol®®r-F: e BN 57, there would be no income
except as the corporation AN g% le this would be taxable
against the corporation & W & - DR St rovisions of law, the
individual stockholders cou #f . M\ 8\ additionally taxed with

=ince if there were entire
ot be regarded as receiving
= to be removed from one

identity between them and
anything from it, any more
pocket to another. |
[13] Conceding that the merdifss=mmmr-—r= B .vidend makes the recipient

no richer than before, the gn;31t;&i§E§E_ 2less contends extent to which the
gains accumulated by the extenqygr:_ T ains accumulated by the
corporation have made him the [ two insuperable difficulties
with this: In the first{™i v long he had held the

stock whether the stockSw #-to which he had been
enriched by the operati§ j B )2 held it throughout
such operations the measusd mondly, and more important
for present purposes, enrfijhment Ciooeeesmencrease #] value *215 of capital

investment is not income T e term.

The complaint contains av ts respect§pg the market prices of stock such as
plaintiff held, ba ' ck dividend, tending
to show that the r ﬁﬁt ﬁﬂai wﬁmﬁ substantially change
the market wvalue cof o o s. This d ow that in this

instance market guot®:ions reflectqu intrinsic values--a t g they do not

always do. But w a e, m Lol o) t an unsafe
criterion in ﬁs ’ ﬁ i
what will the _ 3 if BEliD 1

i must be, not
ssence.

It is said thdfe is no difference in principle between a simple stock dividend
and a case where stockholders use money received as cash dividends to purchase
additional stock contemporaneously issued by the corporation. But an actual

Copr.(C) West 1994 No claim to orig. U.S. Govt. works.
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cash dividend, with a real option to the stockholder either to keep the money
for his own or to reinvest it in new shares, would be as far removed as
possible from a true stock dividend, such as the one we have under
consideration, where nothing of value is taken from the company’s assets and
transferred to the individual ownership of the several stockholders and thereby
subjected to their disposal.

The government’s reliance upon the supposed analogy between a dividend of the
corporation’s own shares and one made by distributing shares owned by it in the
stock of another company, calls for no comment beyond the statement that the
latter distributes assets of the company among the shareholders while the
former does not, and for no citaticng anthority except Peabody v. Eisner,

247 U. 5. 347, 349, 350, 38 Sup. : #2.L. Ed. 1152.

Two recent decisions, proceedis P gof high jurisdiction, are cited
in support of the position ofs e

*216 Swan Brewery Co., Ltd.
Dividend Duties Act of Wes%
include ’every dividend, pre—mm
credited to or distributef™or
except, etc. There was a - :
the sharehclders pro rata,
of a dividend within the
Privy Council sustained #e
ordinary language the new

231, arcse under the
e ovided that ‘dividend’ should
f intended to be paid or
s rectors of any company,’
WS res being allotted among
pecther this was a distribution
BNicial Committee of the
& yround that, although ‘in
W%l a dividend, nor would the
allotment of them be a dj N, et, within the meaning of
the act, such new shares wer g : ‘ W\ recipients. There being no
constitutional restrictio: ' i L \=-Wawmaking body, the case
presented merely a questi® M WA\-10n, and manifestly the
decision is not a precedent A W is court when acting under a
duty to test an act of Cond®e ptatiWnT of a written Constitution
having superior force. : =

In Tax Commissioner v. Putndin ————='d Is. 522, 116 N. E. 904, L. R. A.
1917F, 806, it was held that the amendment to the Constitution of
Massachusetts, which conferrgg ire full power to tax incomes,
‘must be interpreted ag A jany reasonable
understanding can fairN= - elass. 526, 531, 116 N.

E. 904, 907 (L. R. A. 183 W a2 stock dividend was
taxable as income; the ccpdt POORE]1 16 N. E. 911, L. R. A.
1817F, 806): Ll i
"In essence the thing wilich has been done is to distribute a symbol

representing an accumulatidfiggf profits, @Mich instead of being paid out in

cash is invested i i A0y ; able assets. In this
‘ a ie) different from what
end Ha en declared wi e privilege of

aspect of the case |
subscription to an eMuivalent amounf of new shares. ’

it would be if a ca

*#217 We cann t i e Eard AR P ~t@give a
A R AR TR s
to take the s : 3 ula n i ution, capital

accretion feor S opposite; while a case where money is paid inte the hand of

the stockholder with an option to buy new shares with it, followed by

acceptance of the option, was regarded as identical in substance with a case
Copr.(C) West 1994 No claim to orig. U.S. Govt. works.
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where the stockholder receives no money and has no option. The Massachusetts
court was not under an cbligation, like *#*197 the one which binds us, of
applying a constitutional amendment in the light of other constitutional
provisions that stand in the way of extending it by construction.

[14] Upon the second argument, the government, recognizing the force of the
decision in Towne v. Eisner, supra, and virtually abandoning the contention
that a stock dividend increases the interest of the stockholder or otherwise
enriches him, insisted as an alternative that by the true construction of the
act of 1916 the tax is imposed, not upon the stock dividend, but rather upon
the stockholder’s share of the undivided profits previously accumulated by the
corporation; the tax being levied iglMlj-ter of convenience at the time such

profits become manifest through g’idend. If so construed, would the
act be constitutional?

That Congress has power to {
the stock of corporations il
valued in view of the cond®
undivided profits, is equg
property because of ownersh:
provisions of the Consti
decisions of this court.

The government relies u 4@
(20 L. Ed. 272), which aros
(13 stat. 223, 282, c. 17

'The gains and profits
other than the companies
estimating the annual gaij
same, whether divided or ot

The court held an individ

®on their property interests in
&3 that such interests might be
‘ncluding its accumulated and
B would be taxation of

guire apportionment under the
v radventure by previous

W70) *218 12 wall. 1,
M6 Cthe Act of June 30, 1864

W\ Pncorporated or partnership,
shall be included in
any person, entitled to the
ni¥W:Mdportion of the earnings of a
corporation although not dec] dgnd although invested in assets
not in their nature divisibl J : e stockholder for certain
purposes had no title prior to (® ' ared, the court nevertheless said
(12 Wall. 18, 20 L. Ed. 272): _iZwiion

‘Grant all that, still i il
corporation holds the [(Cii——— g#)d that among those
incidents is the right e fy");, that is, his
proportional share of a’ﬁ., ==Frofits are incident to the
share to which the owner Jj: & r=ed gl-ovided he remains a member
of the corporation untill¥ dividend 1s made. Regarsdd as an incident to the
shares, undivided profits are property of the shareholder, and as such are the

devi '

proper subject of sale, gi Snor de e, Wfidivide ofits invested in real
Wil E P 4k e WALl ﬁ ing manufactured are
£J< i

estate, machinery, (G} %
d when such profits are

- g~ a share of stock in a

investments in whi

actually appropriatf] to the payment of the debts of the corporation they serve
to increase the market value of thefshares, wikgther held Iy the original

subscribers ‘ s [ 1 , anol: |

e AR IAIRIINEARY.
apportionment c der’s | 'in"a ula earnings prior to
dividend decla®ed, it must be regarded as overruled by Pollock v. Farmers’

Loan & Trust Co., 158 U. S. 601, 627, 628, 637, 15 Sup. Ct. 912, 39 L. E4.
1108. Conceding Collector v. Hubbard was inconsistent with the doctrine of that
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case, because it sustained a direct tax upon property not apportioned
#2319 AMONG THE STATES, THE GOVERNMENT NEVERTHEless insists that the
sixteenth Amendment removed this obstacle, so that now the Hubbard Case is
authority for the power of Congress to levy a tax on the stockholder’s share in
the accumulated profits of the corporation even before division by the
declaration of a dividend of any kind. Manifestly this argument must be
rejected, since the amendment applies to income only, and what is called the
stockholder’s share in the accumulated profits of the company is capital, not
income. As we have pointed out, a stockholder has no individual share in
accumulated profits, nor in any particular part of the assets of the
corporation, prior to dividend declix
Thus, from every point of view wg
that neither under the Sixteentg
tax without apporticnment a t
faith, or the accumulated pr
Revenue Act of 1916, in so® -
of such dividend, contrave s Eicle 1, s 2, cl. 3, and
article 1, 5 9, cl. 4, of The ; | et0 this extent is invalid,
notwithstanding the Sixte_ g 4 ¥ A ~
Judgment affirmed. -

#rht irresistibly to the conclusion

¥ 4 otherwise has Congress power to

imade lawfully and in good

ncome of the stockholder. The

s upon the stockholder because

Mr. Justice HOLMES, disSen!
I think that Towne v. Eisy
372, L. R. A. 1918D, 254
sound principles the stock
intimated in that case thi
Court might be different Irc
Sup. Ct. 158, 62 L. Ed. 372

BNé. Ct. 158, 62 L. Ed.
and result and that on
But it was clearly
statute then before the
Wition. 245 U. S. 425, 38
A8 I think that the word

A 7 W

incomes’ in the Sixteenth ¥ 2 belRe®d in *#220 ‘a sense most
obvious to the common undersi T - gmM->f its adoption.’ Bishop v.
State, 149 Ind. 223, 230, 48 'W. = ; 29 L. R. A. 278, 63 Am.

St. Rep. 270; State v. Butler, Zsm 2 33, 69 South. 771. For it was

for public adoption that it e

116, 407, 4 L. Ed. 5794 AL )s Amendment was to get
rid of nice questions ales ;‘A, and I cannot doubt that
most people not lawyers _-_ s for it that they put a
guestion like the presentjo Fonmihat the Amendment justifies
the tax. See Tax Commiss@lier v. Fuciiom; =</ Mass.Qi22, 532, 533, 116 N. E.
904, L. R. A. 1917F, 80s.

‘o LY
e AU INBININEINT
Mr. Justice BRAND ellivered e following issen ing] opinion:

Financiers, with th€ aid of lawyerg, devisedlong ago twc ifferent methods by

which a corp Y 3 C . : ; keep for
corporate pu ma%tﬁﬂ ell, Hstribute these
profits among }tE &t oMders 3 i ! e capital stock
is increased; %he new stock is paid up with the accumulated profits; and the
new shares of paid-up stock are then distributed among the stockholders pro
rata as a dividend. If the stockholder prefers ready money to increasing his

Copr.(C) West 1994 No claim to orig. U.S. Govt. works.
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DISSENTING OPINION
holding of the stock in the company, he sells the new stock received as a
dividend. The other method is slightly more complicated. .arrangements are made
for an increase of stock to be offered to stockholders pro rata at par, and, at
the same time, for the payment of a cash dividend equal to the amount which the
stockholder will be required to pay to #*221 the company, if he avails
himself of the right to subscribe for his pro rata of the new stock. If the
stockholder takes the new stock, as is expected, he may endorse the dividend
check received to the corporation and thus pay for the new stock. In order to
ensure that all the new stock so offered will be taken, the price at which it
is offered is fixed far below what itafghelieved will be its market value. 1t
the stockholder prefers ready mone PP ic
may sell his right toc take new =
assignable instrument. In that
corporation, as the subscripis
that which it had paid as a
Both of these methods of r=_g
distributing them as a div¥
many years prior to the ad
recognized equivalents. Wiie
other method was determinr
the corporation was orgar#®e
the individual officials of

2r of the rights repays to the
stock, an amount egual to
tockholder.
its while in effect
use in the United States for
m-ndment. They were
sation employed one or the
Bl: of the law under which
~mined by preferences of
gRetimes by stock market
nt distribution of the new
How these two methods have
is respect (as reported in
Mcody’s Manual, 1918 Indus and Financial Chronicle) of
some of the Standard 0il corn : WA W tegration pursuant to the
decision of this court in 1 o A ™ United states, 221 U. s.
1, 31 Sup. Ct. 502, 55 L. Ed. M- S.) 834, Ann. Cas. 1912D,
734.
(a) Standard 0il Co. (of Indiana— g corporation. It had on December
31, 1911, $1,000,000 capital A and a large surplus. On May
15, %222 1912, it incres®d ; P0,000, and paid a
simple stock dividend offe—r0——— ;J )|
FN2 Moody’s p. 1544; 4 M ronicle, vol. 94, p. 831;
vol. 98, pp. 1005, 10y !

stock was commonly referr
been employed may be illus!

¥

(b) Standard 0il Co. (of Ngbpaska), a Nelgpska corporation. It had on December

31, 1911, $600,000 i : antial surplus. On
April 15, 1912, it gta ple i /d per cent., increasing
the outstanding cap 1 BOY, =phri alendar” year 1912 it paid cash

dividends aggregatingW20 per cent., but it earned consider y more, and had at
the close of the year agai subs i 0 1913, it
declared a fu . ing the capital
to $1,000,000. 1

B

FN3 Moody'’s, 1548; Commercial and Financial Chronicle, vol. 94, p. 771;
vol. 96, p. 1428; vol. 97, p. 1434; vol. 98, p. 1541.
Copr.(C) West 1994 No claim to orig. U.S. Govt. works.
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(c) The Standard 0il Co. (of Kentucky), a Kentucky corporation. It had on
December 31, 1913, $1,000,000 capital stock (all common) and $3,701,710
surplus. Of this surplus $902,457 had been earned during the calendar year
1913, the net profits of that year having been $1,002,457 and the dividends
paid only $100,000 (10 per cent.). On December 22, 1913, a cash dividend of
$200 per share was declared payable on February 14, 1914, to steckheolders of
record January 31, 1914, and these stockholders were offered the right to
subscribe for an equal amount of new stock at par and to apply the cash
dividend in payment therefor. The oyl fing stock was thus increased to
$3,000,000. During the calendar 4215, and 1916, quarterly dividends
were paid on this stock at an & 2tween 15 per cent. and 20 per
cent., but the company‘’s surp 2,347,614, so that on December
31, 1916, it had a large sur 000 capital stock. On December
15, 1916, the company issue ckholders, saying:

‘The company’s business ‘s *223 very good increase
in volume and a proporticnar: o and it is estimated that by
January 1, 1917, the compg = -ver $4,000,000. The
*%199 board feels justifiec Zoroposition to increase
the capital stock is acte o, _ M roper in the near future
to declare a cash dividelld - L \% 211low the stockholders the
privilege pro rata accord? ' \ MR urchase the new stock at
par, the plan being to aj U™y desire, to use their
cash dividend to pay for tt

The increase of stock was
per cent., payable May 1, ¥ic
to subscribe for an egual a
dividend in payment therefc?¥.

Moody’s Manual, describing t exactness, says first that the
stock was increased from $3,000,%

k, ,000, 'a cash dividend of 100 per
cent., payable May 1, 1917, heipﬁy;: ) gr one share of new stock, the
equivalent of a 100 per cen ey iRt later in the report giving,
as customary in the Man| ' _ L&, J-ompany, the Manual
says: 'A stock dividenady® juary 14, 1914, and one of
100 per cent. on May 1, *ﬁ_ Mically the income account
of the company for a seripf © b 31, covering net profits,
dividends paid and surplufiffor the yeory It gives, & the aggregate of
dividends for the year 1917, $660,000 (which was the aggregate paid on the

guarterly cash dividend--5 gﬁcent. Janu and April; 6 per cent. July and
October), and adds isbnd of 100 per cent.
was paid during the qh{ F 1 J. of *224 May 2,

1917, p. 2, guotes 1 'hig price for Standard 0il of Kentucky as ’375
ex stock dividend.’ P4

=3 O
= = ARIRIRTIURNANIINY . v
1589, 182 3; .1498 " Yol p. 48 Poor’s Manual of

Industrialsy (1918), p. 2240, in giving the ‘comparative income account’ of

the company, describes the 1914 dividend as ’stock dividend paid (200 per

cent.)--$2,000,000,’ and describes the 1917 dividend as $3,000,000 special
Copr.(C) West 1994 No claim to orig. U.S. Govt. works.
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cash dividend.’

It thus appears that among financiers and investors the distribution of the
stock, by whichever method effected, is called a stock dividend; that the two
methods by which accumulated profits are legally retained for corporate
purposes and at the same time distributed as dividends are recognized by them
to be equivalents; and that the financial results to the corporation and to the
stockholders of the two methods are substantially the same--unless a difference
results from the application of the federal Income Tax Law.

Mrs. Macomber, a citizen and resident of New York, was, in the year 1916, a
stockholder in the Standard 0il ComyB# @ Jf, California), a corperation
organized under the laws of Cali ving its principal place of
business in that state. Durina aceived from the company a stock
dividend representing profits L1l, 1913. The dividend was paid
by direct issue of the stock S the simple method described
above, pursued also by the Sompanies. In 1917 she was
taxed under the federal ls > received at its par value

1916. Such a stock dividend
is income, as distinguishk the law of New York and
under the law of Californi- - . cvery dividend representing
profits is deemed to be i sl . A" or in stock. It had been
so held in New York, where Mtween life tenant and
remainderman, Lowry v. Fa . M. ¥. 137, 64 N. E.

796; Matter of Osborne, ¥ 823, 50 L. R. A.

(N. S.) 510, Ann.Cas. 19157 he guestion arose in matters
of taxation, People v. Gl: 5 ] LR , 114 N. Y. Supp.

460; Id. 158 N. Y. 605, 92 ¥ F ’ A % so held in California,

where the question appears ¥ nl i Mcontroversies between life
tenant and remainderman. Esta 8%ac. 337.

It is conceded that if the ¢ icW:0 Mrs. Macomber had been made
by the more complicated = Standard 0il Company of Kentucky;
that is, issuing rights rata and paying to each
stockholder simultaneous ficgent in amount to enable
him to pay for this prols ;ﬂsed——th& dividend so paid

to him would have been Y Jetained the cash or
whether he returned it _*ﬂ == or his pro rata of new
stock. But it is contendefjjtha™™ cuplgMnethod was adopted of
having the new stock issid¥ direct to tne stockholddrs as paid-up stock, the
new stock is not to be deeygd income, whether she retained it or converted it

into cash by sale. uc iffere 1 rely from the

difference in the g ﬁﬁress is without power

to tax as income o o edkived under the latter
3

I
method or the proceeff of its sale; for Congress has, by the provisions in the
Revenue Act of 1916, expressly decl#fred its pyspose to mak@Jtstock dividends, by

whichever me ~, :
The Sixteen & ol a%ﬂﬂmgs

‘The Congres 1T e (=} L] Xes on 1lncomes, from
whatever sourcel derived, without apportionment among the several states, and

without regard to any census or enumeration.’
Copr.(C) West 1994 No claim to orig. U.S. Govt. works.
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The Revenue Act of September 8, 1916, c. 463, s 2a, 39 Stat. 756, 757,
provided:

*#200 ‘That the term ‘dividends’ as used in this title shall #*226 be
held to mean any distribution made or ordered to be made by a
corporation, * * * out of its earnings or profits accrued since March first,
nineteen hundred and thirteen, and payable to its shareholders, whether in cash
or in stock of the corporation, * * * which stock dividend shall be considered
income, to the amount of its cash value.’

Hitherto powers conferred upon Congress, by the Constitution have been
liberally construed, and have beer. P ) jgxtend to every means appropriate to

attain the end sought. In determ; oe of the power the substance of
the transaction, net its form b iy Martin v. Hunter, 1 Wheat,

304, 326, 4 L. BEd. 97; McCullg gheat. 316, 407, 415, 4

L. Ed. 579; Brown v. Marylan: lea = 6 L. Ed. 678; Craig v.
Missouri, 4 Pet. 410, 433, ' = B - w Moberly, 103 U. S.

580, 585, 587, 26 L. Ed. ¢ Ny U. 5. 421, 444, 4 Sup.

Ct. 122, 28 L. Ed. 204; Lithk AR e 1 U. S. 53, 58,
Ct. 279, 28 L. BEd. 349; [ : . "

441, 442, 16 Sup. Ct. 1120
199 U. S. 437, 448, 449, s
there anything in the phras
of corporate dividends wh’
construction and compel t4#
prevent a result so extraor
stockholder?
First. The term ’income,’ w

4 Sup.

, 163 U. S. 427, 440,
RSClina v. United States,
6l, 4 Ann. Cas. 737. Is
Amendment or in the nature
re from these rules of
ress is powerless to
gnded for by the

-stment of the stockholder in

a corporation, had, before ‘_ A \ :eenth Amendment, been
commonly understood to mean t! - t 3% to time received by the
stockhelder from gains or ear “JEEEEEEE_ oM tion. A dividend received by a
stockholder from a corporation ma in distribution of capital assets
or in distribution of profits. LH RN Re cne or the other is in no way
affected by the medium i, whd 7y t'gs method or means through
which the particular "'. E——— ).s procured. If the

BY').th which to pay it is
"<t (if there are profits
which the company was
bney by discounting

*¥227 dividend is declart v
ordinarily taken from s S i
legally available for disjjjibuce® . degh
incorporated so permits) %¥: company may raise the =
negotiable paper; or by sel i

%1n bonds, sc or stock of another corporation
then in the treasury; b i i o i r stock then in the
treasury; or by sel " ﬁqﬁgged expressly for that
purpose. How the moife af ds a t of financial
management. The mannd§ in which it is raised in no way affects the question
whether the dividend received by thefstockholdes is income@k capital; nor can

=
it conceivabl . ome.

Likewise whe m ﬁe 1 ' i 1l be paid in
cash or in som r i s 1ly a matter of financial management.

If some other mddium is decided upon, it is also wholly a question of financial

management whether the distribution shall be, for instance, in bonds, scrip or

stock of another corporation or in issues of its own. And if the dividend is
Copr.(C) West 1994 No claim to orig. U.S. Govt. works.
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paid in its own issues, why should there be a difference in result dependent
upon whether the distribution was made from such securities then in the
treasury or from others to be created and issued by the company expressly for
that purpose? So far as the distribution may be made from its own issues of
bonds, or preferred stock created expressly for the purpose, it clearly would
make no difference in the decision of the question whether the dividend was a
distribution of profits, that the securities had to be created expressly for
the purpose of distribution. If a dividend paid in securities of that nature

represents a distribution of profits Congress may, of course, tax it as income

of the stockholder. Is the result difég-ent where the security distributed is
common stock? ; '

*228 Suppose that a corporation '# P o buy and sell its own stock,
purchases, in the interval be+:x: i“i‘i‘ividend dates, with moneys
: ion stock as a temporary

derived from current profits
investment, intending at the : =seeesw:11 it before the next
dividend date and to use the : sridends, but later, deeming
it inadvisable either to s 2252 by borrowing the money
necessary to pay the reguls Wl es a dividend payable in

this stock; can any one ge¥b- ewtie dividend in common stock
would be income of the stc Bl 1Y taxable as such? See

Green v. Bissell, 79 Conr 7 A. (N. S5.) 1011,

118 Am. St. Rep. 156, 9 Anr, R&den, 102 Mass. 542.

And would it not likewise M r subject to taxation if
the purpose of the compar M istributed had been from the
beginning to take it off - \ M\t among the stockholders as
a dividend, and the compard® : AN o s M "Wrfceeding a short step

Loa W) talize some of its

“tock and selling the same to
B en issued and certificates

accumulated profits by creadr
raise working capital, but afiff-
therefor are delivered #*201 #5

: r Sale, general financial
conditions make it undesirable tom e 77 tock and the company concludes
that it is wiser to husband, foade o e the cash which it had
intended to use in payi cf.) instead, to pay the

dividend in the common &&% ; :11; would not the stock
so distributed be a disti¥} ) , when received, be

income of the stockholder ey ¥ tm s be conceded, why should

it not be equally income (jfj the Sroummm———. . ) W " - such, if the common
who afterwards recei i .Y, : :
u:aaaaﬁiﬂd& %H'E] ﬁs or preferred stock
is¥r n £
is different,where the
created for that se. Various re _ g this
s A Te el
aggregate n t hck ' i
dividend is paid in its bonds
proportionate ownership of a stockholder in a corporation has any bearing upon

stock created by capitali®®ng prafits; had been originally created for the
Second. It has bee
ay De income and taxable as
ership to the
distribution. B@t that is equally true where the
Copr.(C) West 1994 No claim to orig. U.S. Govt. works.
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or in its preferred stock. Furthermore, neither maintenance nor change in the
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the question here involved. Another reason assigned is that the value of the
old stock held is reduced approximately by the value of the new stock received,
so that the stockholder after receipt of the stock dividend has no more than he
had before it was paid. That is equally true whether the dividend be paid in
cash or in other property, for instance, bonds, scrip or preferred stock of the
company. The payment from profits of a large cash dividend, and even a small
one, customarily lowers the then market value of stock because the undivided
property represented by each share has been correspondingly reduced. The
argument which appears to be most strongly urged for the stockholders is, that
when a stock dividend is made, no vl of the assets of the company is
thereby segregated for the stockh g4loes the issue of new bonds or of
preferred stock created for us F g result in any segregation of
assets for the stockholder? 1 gfcives a piece of paper which

entitles him to certain rigi oroperty. Clearly segregation

of assets in a physical se/w—— *of income. The year’s gains
of a partner is taxable ac likewise, no

*#230 segregation of his shar: at of his partners is had.
The objection that there o ' presented also in another
form. It is argued that un* RN, the stockholder cannot

know whether he has real’ . gains may be invested in
plant or merchandise or Ttk g% De later lost. But is not

this equally true of the . M ear’s profits of the firm

or, indeed, of the profidF ¢ i™=ngaged in business alone?
And is it not true, also, ; Min cash? The gains of a

business, whether conduct, \ firm or by a corporation,
are ordinarily reinvested" i; M-sn dividend honestly declared

as a distribution of profit B been paid out of capital,
because errors in forecast zinment of walues. Until a

business adventure has been Wnyiee : §a™d, it can never be determined
with certainty whether there haVe———— -5 unless the returns at least
exceeded the capital c:riginallp-_ e iness men, dealing with the
problem practically, fix necs LAY iarulss for determining whether

there have been net prif
from being seriously mij
reserves. Then, they ad .-_
been made. Congress in 1.
own rules of action. S

Third. The Government urgei that it would have been within the power of
¥

ol _-ﬂ They protect themselves
y'J>preciation charges and

2% whether profits have

- eaorgd their practices as its

iF

Congress to have taxed as = ro rata share of

_of the dkbckholder his
' i ' epresenting it had
bl EE3i £ h igw. See The Collector v.

undistributed profiff% | :
been paid. Strong s :
Hubbard, 12 Wall. 1 - Ed. 272. The undivided share of a partner in the

Year’s undistributed profits of hisgfirm *231ds taxable Rps income of the
iii
h

partner, al ‘ i B T.7.1 e y action taken by
the firm. Wh a off | Fﬁ : ‘m{:‘{ L & lﬂﬂf the company?
The law finds MoVdbf#iVA1 M0 i g ra i®tion whenever that

is deemed neceSsary to attain a just result. Linn Timber Co. v. United States,
236 U. 5. 574, 35 Sup. Ct. 440, 59 L. Ed. 725. See Morawetz on Corporations
(2d Ed.) ss 227-231; Cook on Corporations (7th Ed.) ss €63, €664. The

Copr.(C) West 1994 No claim to orig. U.S. Govt. works.
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stockholder’s interest in the property of the corporation differs, not
fundamentally but in form only, from the interest of a partner in the property
of the firm. There is much authority for the proposition that, under our law, a
partnership or joint stock company is just as distinct and palpable an entity
in the idea of the law, as distinguished from the individuals composing it, as
is a corporations. [FNS] **202 No reason appears, why Congress, in

legislating under a grant of power so comprehensive as that authorizing the
levy of an income tax, should be limited by the particular view of the relation
of the stockholder to the corporation and its property which may, in the
absence of legislation, have been tig ') 4this court. But we have no occasion
to decide the question whether G g _have taxed to the stockholder his
undivided share of the corpora or Congress has in this act
limited the income tax to tha i~ cxholder in the earnings which
is, in effect, distributed ? - - = 4lividend paid. In other words
to render the stockholder {8 - 2oth earnings made and a
dividend paid. Neither eax ) e N Cr 2 dividend without

earnings--subjects the *232 Wi under the Revenue Act of
1916. "

FN5 See Some Judici:
393, 394-396; The Firm,
Cent. L. J., 343, 348
D. Brannan, 20 Harva
vol. 7, p. 426; vol. 1

ick, 22 Harvard Law Review,
R lliam Hamilton Cowles, 57
MiCn-Bankrupt Partners, by J.
n-are Harvard Law Review,

.= 4q.

Fourth. The equivalency of (N ting profits, whether paid of
all dividends in stock, is : 2 A M= question of the taxability
of stock dividends would pro: i1y = g CAln made, if Congress had
undertaken to tax only those -~ reM-esented profits earned during
the year in which the dividend i1 the year preceding. But this '
court, construing liberall titutional grant of power, but
also the revenue act of_291 BRI tax, and had taxed, to
the stockholder divider .h,m .'ﬂ chough earned by the
company long before; an v AY" ) the Sixteenth Amendment.
Lynch v. Hornby, 247 U.%d —=. Ed. 1149. [FN6] That
rule, if indiscriminatincfij 3% =X djilidends representing profits
earned, might, in view oﬂmnurparate practice, have™orked considerable
hardship, and have raised serious questiops. Many corporations, without legally

Eg?

capitalizing any part of _  profi i jnitely some part or
ﬁ % W uspal cash dividends, to
a i8H. Some of the

all of the annual
tQfis, transferred such balances on their books to fsurplus’

the uses to which
account--distinguishing between sucif permanenfgsurplus’ aldd the ‘undivided
profits’ acco 1.
the annual ac

t
without defini assumption of any kind, had #233 so used undivided profits
for capital purposes. To have made the revenue law apply retroactively so as to
reach such accumulated profits, if and whenever it should be deemed desirable

corporations doing
™ ; i L E I ' jhad assumed that
tilny nked K jopt Rffits were to be
treated as cap 1%p ehtl n n € business. And still others,
Copr.(C) West 1994 No claim to orig. U.S. Govt. works.



216

40 S.ct. 189 AUTHORIZED FOR EDUCATIONAL USE ONLY PAGE 22
(Cite as: 252 U.S. 189, *233, 40 S.Ct. 189, **202)

DISSENTING OPINION

to capitalize them legally by the issue of additional stock distributed as a
dividend to stockholders, would have worked great injustice. Congress
endeavored in the Revenue Act of 1916 to guard against any serious hardship
which might otherwise have arisen from making taxable stock dividends
representing accumulated profits. It did not limit the taxability to stock
dividends representing profits earned within the tax year or in the year
preceding; but it did limit taxability to such dividends representing profits
earned since March 1, 1913. Thereby stockholders were given notice that their
share also in undistributed profits accumulating thereafter was at some time to
be taxed as income. And Congress scudgb by section 3 (Comp. St. 1918, Comp. St.
Ann. Supp. 1919, s 6336c) to disci 1 | nostponement of distribution for

the illegitimate purpose of evis , i""mo surtaxes.
regi‘-ir_rum such a decision has been

W by providing in section 31b
(Comp. St. 1918, Comp. §3362) that such cash

dividends shall theredie® giation, if before they are made
all earnings made sinc ' W have been distributed. Act

Oct. 3, 1917, c. 63, , ) & Feb. 24, 1919, c. 18, s
201(b), 40 Stat. 1059 , I3 S s 6336 1/8 b).

FN6 The hardship suppos
removed in the Revenue

Fifth. The decision of thy
the Sixteenth Amendment,
taxable as income of the st
the amendment. To hold now
adoption of the Sixteenth %°d as income of the
stockholder, if paid in the - Yigaly. A3 Wind, involves an exceedingly
narrow construction of it. #s il hiefWICstice Marshall in Brown v.
Maryland, 12 Wheat. 419, 446 | ) |

‘To construe the power so as efficacy, would tend to defeat an
object, in the attainment of whi

ﬁﬁi* i n public took, and justly teok,
that strong interest which apassereeri= p.ction of its necessity.’
No decision heretofore| We; )5 us to hold that
congress, in providing e———— Y] dividends, exceeded
the power conferred upofdl .. The two cases mainly
relied upon to show that =1 Per if Congress are Towne v.
Eisner, 245 U. S. 418, 38Mup. ct. oo . Ed. M 1. R. A. 1918D, 254,
which involved a question not of constitutional power but of statutory
construction, and Gibbons v g&ghon, *#*203@h6 U. 10 Sup. Ct. 1057,

shor S. 549
34 L. Ed. 525, whi ] [ ' ! life tenant and
remainderman. So fa %ﬁe . W v only to bear in mind
what was there said", ‘U. 5. 425, 38 Sup. Ct. 159, 62 L. Ed. 372, L.

R. A. 1918D, 254): ‘Bt it is not negessarily e that inggme means the same

thing in the ggngtituti L Ll A BAR vy Mahon is even
less an autho =] w :
conferred by t m &

e 4f B§e incomes
-] a S required to
determine how, Yn the administration of an estate in the District of Columbia,
a stock dividend, representing profits, received after the decedent’s death,
should be disposed of as between life tenant and remainderman. The question was
Copr.(C) West 1994 No claim to orig. U.S. Govt. works.
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in essence: What shall the intention of the testator be presumed to have been?
On this question there was great diversity of opinien and practice in the
courts of English-speaking countries. Three well-defined rules were then
competing for acceptance; two of these involves an arbitrary rule of

distribution, the third equitable apportionment. See Coock on Corporations (7th
Ed.) ss 552-558.

FN7 Compare Rugg, C. J., in Tax Commissioner v. Putnam, 227 Mass. 522,
533, 116 N. E. 904, 910 (L. R. A. 1917F, 806): ’'However strong such an
argument might be when urged as Wl jlj interpretation of a statute, it is

not of prevailing force as t gonsiderations invelved in the
interpretation of an amendn '

titution adopted under the
conditions preceding and * _/ratification of the forty-
fourth amendment.’ 2

1. The so-called English A i/ Brander v. Brander, 4
Ves. Jr. 800, that a divid /| S ofits, whether in cash,
stock or other property, . ' , Mif it was a reqular or
ordinary dividend, and belrig Rnif it was an extracrdinary
dividend. r [ ¥ _ .
2. The so-called Massaclius- P A NN 568 by Minot v. Paine, 99
Fo - \ MWeM&ting profits, whether

reqular, ordinary or ext; Ao to the life tenant, and
if in stock belongs to the N

3. The so-called Pennsylighi hioo MWW by Earp’s Appeal, 28

Pa. 368, that where a stol N Pn! WA W\ court shall ingquire into the
circumstances under which t ' , | e and accumulated out of which
the dividend, whether a regll Jf, e/ N \=11 extraordinary one, was paid.

puN) of profits earned since the

If it finds that the stock diflcfPeria .
& to the life tenant; if the court

decedent’s death, the stock aivite

finds that the stock dividend qrg;;; ) pital or from profits earned
before the decedent’s death i 2lozas to the remainderman.
This court adopted in [z : 4] adnministration for the

District of Columbia th ') the opinion being

delivered in 1890 by Mrsdd M same question has come up
for decision in many of thy s° #=d gissachusetts rule, although
approved by this court, hg# found favor in only a % states. The so-called

Pennsylvania rule, on the other hand, has been adopted since by so many of the

states (including New York Californial + 1s_come to be known as
the ’‘American rule. i ' the practical results
of the operation of r@ence of the 30 years

which have elapsed ce the decision in Gibbons v. Mahon, it might be
desirable for this court to reconsidgfr the qugstion there ggcided, as

*236 some oth = ) ‘ 0951), we have
no occasion t AR L “:T s = ] 2% efq pointed out
(136 U. 5. 560 g LT "Ed.¥s D b estio vol was one

"between the owhers of successive interests in particular shares,’ and not, as

in Bailey v. Railroad Co., 22 Wall. 604, 22 L. Ed. B840, a question ’between

the corporation and the government, and [which] depended upon the terms of a
Copr.(C) West 1994 No claim to orig. U.S. Govt. works.
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statute carefully framed to prevent corporations from evading payment of the
tax upon their earnings.’

We have, however, not merely argument; we have examples which should convince
us that ‘there is no inherent, necessary and immutable reason why stock
dividends should always be treated as capital.’ Tax Commissioner wv. Putnam,
227 Mass. 522, 533, 116 N. E. 904, L. R. A. 1917F. B806. The Supreme Judical
Court of Massachusetts has steadfastly adhered, despite ever-renewed pProtest,
to the rule that every stock dividend is, as between life tenant and
remainderman, capital and not income. But in construing the Massachusetts
Income Tax Amendment, which is subst whd=lly identical with the federal
amendment, that court held that t ! Fure was thereby empowered to levy
an income tax upon stock divides v g profits. The courts of England
have, with some relaxation, ag ée that every extraordinary
dividend is, as between 1life b & ¥ man, to be deemed capital. But
in 1913 the Judicial Commit : i W] held that a stock dividend
representing accumulated pre__g e ordinary cash dividend,
Swan Brewery Company, Limi™er 1914 A. C. 231. In
dismissing the appeal the- Wc-e of the Supreme Court of
Western Australia were qi®t- & that the facts involved
were identical with those i S

‘Had the company distr#®u+ 4 (NN J LUl , 450 among the
shareholders and had the = 4F 3 i NIMWTs to the company as the
price of the 81,160 new © 7 N\ ™ds sterlinglol, 450
*+204 #*237 WOULD CLEARLY LN this virtually the
effect of what was actuall -

Sixth. If stock dividendd %%\ =2 held exempt from taxation
under the Sixteenth Amendme), -W>st successful businesses in
America will, as the facts by 1stARtYT, be able to escape taxation
on a large part of what is ad a ') So far as their profits are
represented by stock received® g : =y will pay these taxes not upon
their income but only upon the ipnres = e income. That such a result was
intended by the people of the dedardizid adonting the Sixteenth
Amendment is inconceiva/ ¥ gbriin their intent as
therein expressed. [FNiNS= Y age befitting the
Constitution, they empol ¥ Mefect taxes on incomes from
whatever source derived. - e Thereby everything which by
reasonable understanding Sn falr NS araed as#licome. That stock dividends
2 regarded, not only by tne plain pecple, but by

representing profits are ¥
investors and financiers, affdaby most of Qg courts of the country, is shown,
beyond peradventure ' i ; = &s. It seems to me
clear, therefore, t gﬂﬂ%sm ge it exercised to make
dividends representﬁ%t A le asS inCome, whether the medium in which
the dividend is paid%e cash or sto K, and thaf it may defﬁgg, as it has done,

what dividends representing #* o 9% j . It surely
e AN R O
Amendment. And") h , sdidd | i gative of

declaring an a of Congress invalid, should never be exercised except in a

clear case. [FN9]

Copr.(C) West 1924 No claim to orig. U.S. Govt. works.
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DISSENTING OPINIOHN
FN8 Compare Rugg, C. J., Tax Commissioner v. Putnam, 227 Mass. 522,
524, 116 N. E. 3904, 910 (L. R. A. 1917F, 806): 'It is a grant from the
sovereign people and nct the exercise of a delegated power. It is a
statement of general principles and not a specification of details.
Amendments to such a charter of government ought to be construed in the
same spirit and according to the same rules as the original. It is to be
interpreted as the Constitution of a state and not as a statute or an
ordinary piece of legislation. Its words must be given a construction
adapted to carry into effect its purpose.”’

FN9 ’It is our duty, when re
proceedings, to declare angs
legislative power of the o3
be made except in a cle:
the wvalidity of a stat:

the regular course of judicial

& void if not within the
this declaration should never
_e presumption is in favor of
until the contrary is shown

beyond a rational doub‘ s I o ernment cannot encroach on
the domain of another ) PO sty of our institutions
depends in no small d v R AN " e of this salutary rule.’
The ’Sinking Fund caZcc 4P 4 MRLRSe . Ed. 496 (1878). See

L. Ed. 287 (1870); Trade
Mark Cases, 100 U, cr3). See American

Doctrine of Constitut g AN %er, 7 Harvard Law Review,
129, 142. &
‘With the exception of
Case, * * * all of thy
invalidated by the cc
courts. Denying the ponyy 1
be the first departure , NcS, American Doctrine of
Judicial Supremacy, p. 2. Sy el tender decision was overruled
in part two years later |18%e— = ider Cases, 12 Wall. 457, 20 L.

Ed. 287; and at;ain in lﬂﬂjj_.- p’r. CESE, 110 U. S. 421, 4 Sup. ct.
122, 28 L. Ed. 204._ e S

e rendered in the Dred Scott
the acts of Congress

Lo the organization of

notes legal tender seems to

"It is but a decent N - }J;ntegrity and the
patriotism of the legi<d§ g8 is passed, to presume in

favor of its validity, umdl Tpnstitution is proved beyond
2ll reascnable doubt.’ Ofll:n v. SounCETET L2 Wheaill 213, 269, &6 L.Ed. 606.

Mr. Justice CLARKE concurd jsg this opin

el DT 1 NI NYANTorss. 0.5, ot vome
qm ANIUNRIINYI1AY
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UNITED STATES CODE ANNOTATED
TITLE 26. INTERNAL REVENUE CODE
SUBTITLE A--INCOME TAXES
CHAPTER 1--NORMAL TAXES AND SURTAXES
SUBCHAPTER C--CORPORATE DISTRIBUTIONS AND ADJUSTMENTS
PART I--DISTRIBUTIONS BY CORPORATIONS
SUBPART A~-EFF.MFE ON RECIPIENTS

COPR. (c) WEST 1994 rig. U.S5. Govt. Works
Current through 3

s 305. Distributions of stoci

(a) General rule.--Except =
does not include the amount o
made by such corporation t

(b) Exceptieons.--Subsectlor,
corporation of its stock,
distribution of property TG NN es——

(1) Distributions in lie:y BN ution is, at the election

of any of the shareholde . - AN ‘fq_ or after the declaration
therecf), payable either-- : \

(A) in its stock, or
(B) in property.
(2) Disproporticnate dist:

this section, gross income
& the stock of a corporation
M pect to its stock.

a2 distribution by a

MCe treated as a

'ibution (or a series of

distributions of which sucl®¢ g T ENE L OQW Tias the result of--
(A) the receipt of propert]} (e , 18rs, and
(B) an increase in the proporise =sts of other shareholders in the
assets or earnings and prcfit&zgﬂj o ation.

(3) Distributions of commop
series of distribution:
(A) the receipt of p
(B) the receipt of cc‘ﬁ, ;
(4) Distributions on Pref:r IS alsgilibution is with respect to
preferred stock, other 4! an increase 1n the corddrsion ratio of convertible
preferred stock made solely, to take account of a stock dividend or stock split

with respect to the stock # , which sucl«fonv rtibl ock is convertible.
. (5) Distributions £} | £ he distribution is of
canvertible prefer if is the satisfaction of

£
the Secretary that q“ph'd stribution will not have the result described in
paragraph (2). QO

¢
(c) Certain 5 1 B : fes of this
section and se@dijAl 3 a | : | sip r ons under which
a change in confefsfio t1o% edembt rice, a difference

between redempt¥on price and issue price, a redemption which is treated as a
distribution to which section 301 applies, or any transaction (including a
recapitalization) having a similar effect on the interest of any shareholder
shall be treated as a distribution with respect to any shareholder whose
proportionate interest in the earnings and profits or assets of the corporation

=—T& the distribution (or a
#slone) has the result of--
¥ Jiareholders, and
Freholders.

WESTLAW
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TEXT (b) (5)

is increased by such change, difference, redemption, or similar transaction.
Regulations prescribed under the preceding sentence shall provide that--

(1) where the issuer of stock is required to redeem the stock at a specified
time or the holder of stock has the option to raqulre the issuer to redeem the
stock, a redemption premium resulting from such requirement or option shall be
treated as reasonable only if the amount of such premium does not exceed the
amount determined under the principles of section 1273(a)(3),

(2) a redemption premium shall not fail to be treated as a distribution (or
series of distributions) merely because the stock is callable, and

(3) in any case in which a redemipil} ) jremium is treated as a distribution
{or series of distributions), =53 §F 4§ 4shall be taken into account under
principles similar to the pri ion 1272(a).

(d) Definitions.-- ’

(1) Rights to acquire stdl P this section, the term "stock"
includes rights to acguir™e. m—

(2) Shareholders.--For

gb) and (c), the term
onvertible securities.
(fe) Treatment of purchsa tock.——

(1) In general.——-If any woril 30, 1993, any stripped
creferred stock, then g% A , i Bich stock, shall include in
gross income amaunts equz 4 4 J = L W%Zvculd have been so includible
if such stripped prefer: - - WMsW%d on the purchase date and
having original issue s i ' \ N>™ if any, of--

(&) the redemption prir Al \ N
(B) the price at whicl e AR WA M-h stock.

The preceding sentence ; al!‘l‘ | § Ln'g Bcase of any person whose basis

in such stock is determlnf by = tcAlhe basis in the hands of such

purchaser. ,% |

(2) Basis adjustments.--Approfe— —ments to basis shall be made for
amounts includible in gross i =i {28 agraph (1).

{3) Tax treatment of-ge Sl f =ny person strips the rights
<5 1 or more dividendi #sjJaragraph (5)(B) and after
April 30, 1993, dispc F "} r purposes of paragraph
(1), such person shal® ==>d the stripped preferred
stock on the date of El‘L arss Purcyilse price equal to such
cerson’s adjusted basisn such stripped preferrW® stock.

(4) Amounts treated as dlnary income,--Any amount included in gross income
under paragraph ( ine

(5) Stripped prﬁ mm%sectmn——

(&) In general means any stock
described in subffragraph (B) if theze has been a separation in ownership

between such stock and any dividé€nd on sucimstock whichhas not become
s AR I URANSIRE

(B) Desc ection if such
stock--

(i) is linited and preferred as to dividends and does not participate in
corporate growth to any significant extent, and
(ii) has a fixed redemption price.
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