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OPINION BELOW.

This appeal is from the judgment entered by the

District Court on November 24, 1948, pursuant to

findings of fact made and conclusions of law stated by

direction of this Court in its per curiam opinion filed

November 1, 1948.

Judgment was in favor of the bondholders as to

distribution of the funds in the registry of the Court

being an award of just compensation in a condemna-

tion action.

JURISDICTION.

Jurisdiction of the District Court rests in the gen-

eral condemnation act of August 1, 1888, 25 Stat. 357,

40 U. S. Code, Section 257, and the act of October 14,

1940, 54 Stat. 1119, and Sections 1331 and 1345, Title

28, U. S. Code.

The jurisdiction of this Court rests on Section 1291,

Title 28, U. S. Code.

QUESTION PRESENTED.

These appeals are taken by adverse claimants to the

fmids deposited in the registry of the Court in a con-

demnation proceeding wherein a declaration of tak-

ing was filed on April 27, 1942, the amount deposited

as just compensation is not being contested in this

action.

Notice of appeal by Dawson County, Montana, and
Prairie County, Montana, were filed December 10,



1948. Cross appeals by bondliolders were filed on De-

cember 27, 1948.

The question before the Court was whether the

bondholders had a lien upon the lands at the time of

the filing of the declaration of taking on April 27,

1942. Title to said lands having i^assed to the counties

by tax deeds taken in 1931 and 1939.

The disposition of the compensation deposited in

the registry of the Court was the sole question for

decision herein involving questions of law only.

Partial distribution to the counties was made on

July 11, 1944, of the amount of the general taxes

against said lands at the time of taking the tax deeds.

The matter of the further distribution of the remain-

ing funds was reserved by the Court. (Transcript

pages 67 and 68.)

The special assessments made against the lands in-

volved were challenged by the counties. (Appellants'

Brief page 12.)

STATEMENT OF THE CASE.

We supplement the statement of the case, pages 1 to

4 inclusive in appellants' brief on file herein, with

the following:

Under Montana law, a tax deed creates a doubtful

title and the present action was brought by the United

'States to quiet title. (Transcript page 104.) The value

of the lands to be condemned was agreed upon by the

appellant counties and the United States. No appear-

ance challenging the action was made by the appel-



lants as they appeared only for the purpose of dis-

tribution of the compensation agreed upon deposited

in the registry of the Court when the action was com-

menced. (Transcript pages 98, 99, 101, 104 and 105.)

The counties and the United States agreed upon

condemnation as the best procedure to quiet title to

obtain immediate possession in the United States by

reason of the provisions of Section 258-A Title 40,

United States Code Annotated under which the fee

title to the lands vests in the United States upon the

filing of the declaration of taking and the deposit of

the funds determined to be just compensation.

Under Montana law any decree to quiet title to the

lands brought in the State Courts where service of

summons by publication process is necessary by rea-

son of the non-residence of the defendants, would not

become final until one year after the entry of the de-

cree of such Court under the provisions of Section

9187 Revised Codes of Montana 1935, and the deci-

sions of the Supreme Court of Montana construing

said section. The complaint shows the United States

required the immediate possession of the lands.

(Transcript pages 25 and 26, Paragraph VIII.)

SPECIFICATION OF ERRORS.

Appellant intends to rely on this appeal on the con-

tentions that the District Court of the United States

for the District of Montana, being the trial Court be-

low, erred:



1. In adopting as its rule in making distribution of

the funds in the registry of the Court the dictum of

the Montana Supreme Court in a decision wherein the

method of distribution of funds derived from the sale

of tax deed lands was not before said Court for de-

cision.

2. In finding overpayments to appellants of taxes

due them where the contract between the United

States and appellants fixed the acreage to be sold to

the United States by appellants and the purchase

price was agreed upon in a lump sum with no divi-

sion into tracts.

3. In the judgment entered distribution is made

to appellees who have no lien on the tax deed lands

and no right to the funds, said order being in fact a

collateral attack on the tax titles of appellants not

permissable under Montana law.

4. In its interpretation of Chapter 63, Laws of

Montana, 1937 which has no application to this cause

as no taxes were levied after the tax deeds were taken

by appellants and such act has been determined by the

Supreme Court of Montana to be prospective and not

retroactive.

5. In failing to give proper consideration to the

stipulation between the United States and these ap-

pellants which fixed by agreement the lands to be tak-

en and the price to be paid by the United States,

which becomes binding upon both parties in a con-

demnation action.



6. Ill ordering judgment against the United States

witli interest from July 11, 1944 in favor of the ap-

pellee bondholders the records showing the value of

the lands taken by the United States was fixed by

agreement with the owners, the appellants herein such

judgment and interest thereon being void.

7. The judgment entered herein is contrary to the

admissions of the parties by their pleadings in that

Paragraph III of defendant, Dawson County's an-

swer was not denied by reply and therefore the facts

therein set forth cannot now be challenged by the ap-

pellees. (Transcript pages 49-50.)

8. The award to the appellee bondholders by the

judgment herein is contrary to the decisions of the Su-

preme Court of Montana wherein they are classified

the same as any mortgagee investor with no greater

rights and the same obligations as to pajonent of taxes

to protect the lien of their investment.

9. Conclusion of law #1 adopted by the Court is

contrary to the statute law of Montana, and the deci-

sions of its Supreme Court thereon and creates a pre-

cedent unwarranted under such statutes and decisions

in distril)uting the remainder of the compensation de-

posited in the Court to ])ondholders who had no lien on

the fund having lost all claim of lien to the lands

taken by the tax deeds. Such conclusions should not

be adopted by this Court as it would in effect require

all counties in Montana to divide the sale price of tax

deed lands to all persons who held liens on the lands

sold prior to the tax deed proceedings.



SUMMARY OF ARGUMENT.

(a) The distribution ordered in the judgment en-

tered awarding the remaining funds in the registry

of the Court to the bondholders was based upon dicta

in a decision of the Supreme Court of Montana in a

case where the Court suggested a method of disposi-

tion of the funds derived from the sale of the tax

deed lands by the county. The Court itself stated the

matter was not then before it for decision, and the

case is not authorit}^ for the conclusions adopted by

the trial Court in its judgment.

(b) The judgment entered awarding the fimds to

the bondholders representing just compensation is a

collateral attack on the tax title to these lands owned

by the counties and sold to the United States. Such

an attack is contrary to the decisions of the Supreme

Court of Montana relating to tax deed titles.

(c) The United States and the counties stipulated

on the value of the tax deed lands purchased by agree-

ment between them in which the acreage was fixed and

no division of such acreage was made by the parties

into tracts. Such agreement and stipulation is bind-

ing upon both parties.

(d) The bondholders invested in lands subject to

general taxation and in order to protect such invest-

ment were by law obligated to see that the general

taxes levied in each year were paid or the lands re-

deemed from the tax sale or the bondholders could

purchase the outstanding tax sale certificate and take

tax title to the lands.
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(e) Under Montana law the tax title of the coun-

ties was an independent grant from the sovereign and

the lands were free from all prior liens and encum-

brances including prior tax liens.

(f ) No irrigation assessments were made after the

tax deeds were taken so that Chapter 63 of the Laws

of Montana, 1937, has no application in this action.

The act being prospective and not retroactive.

(g) The equity rule followed by the Court below

does not apply in this case as the award of just com-

pensation is payable only to the owner of the land.

The same being free and clear of all encumbrances

and liens by the taking of the tax deeds, under Mon-

tana law and decisions.

(h) The judgment entered herein sets a precedent

on a point of fundamental law not passed upon by

the Supreme Court in its decisions or enacted by

Montana Statute Law. The award to bondholders of

part of the sale price of the lands taken by the United

States of America where they had no lien on the

lands under Montana law, if followed by this Court,

would require the distribution of a part of the sale

price of tax deed lands sold by the counties to be paid

to all holders of liens of record prior to the tax deeds

which is contrary to express holdings of the Supreme

Court of Montana.

(i) Appellant, Dawson County, Montana in Par-

agraph 3 of its answer set forth its claim and title

to the purchase price of the land sold by it to the

United States. Further pleading no person whom-
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soever had any right, thereto, and its title was free

from all liens or encumbrances and claimed the right

to the distribution of the just compensation for said

lands. None of these allegations were denied by re-

ply and they now stand admitted in this proceeding

and entitle said appellant to the funds remaining in

the Registry of the Court applicable to said lands of

said County taken hy the United States.

ARGUMENT.

We shall follow our specification of errors in the

order of presenting our argument in this cause.

We first call attention to the case (Transcript page

152) relied upon by the bondholders and adopted by

the Court in its findings. State v. Board of Commis-

sioners of Cascade County, 89 Montana 37, (1931)

296 Pacific 1. At the outset we call attention to the

statement of our Supreme Court on points 17 and 19

thereof as follows:

''The decision of a court in any case should be

read in the light of the precise question then un-

der consideration. Cohens v. Virginia, 6 Wheat.

264, 5 L. Ed. 257. This court, speaking through

Mr. Chief Justice Callaway, in the case of State

ex rel. Walker v. Jones, 80 Mont. 574, 261 P. 356,

360, 60 A. L. R. 551, said: 'It is the rule of uni-

versal application that general expressions used

in a court's opinion are to be taken in connec-

tion with the case under consideration'—citing

Bramwell v. United States F. & G. Co., 269 U. S.

483, 46 S. Ct. 176, 70 L. Ed. 368. And again, in
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the case of Sun River Stock & Land Co. v. Mon-

tana Trust & Savings Bank, 81 Mont. 222, 262 P.

1039, 1047, this court said: 'In considering the

meaning and intent of the language of an opinion

one must have constantly in mind the facts of the

case in which the opinion is written. For, as

Chief Justice Marshall observed, it is impossible

so to use language as that general expressions

apply in every instance with the same meaning

to every condition of facts'—citing Chater v. San
Francisco Sugar Refining Co., 19 Cal. 220."

This case was followed in Edquest v. Tripp and

Dragstedt, et ah, 93 Montana 446 (1933).

In the case above quoted the Montana Supreme

Court had before it for decision this question only

whether or not the lien of irrigation district bonds is

a general obligation of the irrigation district or

merely a charge against the lands within the district

and the holding in that case reversed the former de-

cisions of the Supreme Court in the case of Cosman

V. Chestnut Valley Irrigation District, 74 Montana

111, 239 Pacific 879, 40 A. L. R. 1344 (1925).

After determining the matter at issue, the Court

went on to say at page 95, Volume 89, Mo7itana Re-

ports :

"It has been suggested by counsel for respond-

ents that the county hold title to these lands as a

trustee. While this matter is not directly before

the court for detei'mination, yet we observe in

connection therewith that, when the county ac-

quires these lands l^y tax deed on account of de-
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linquent taxes and irrigation district assessments,

it takes and holds such title as a trustee. The
moneys derived from the sale of such lands are

trust funds. The parties and entities interested

in that fund are the school districts within the

county, the coimty itself, the state to the extent

of the taxes owing to it, the bondholders, and the

holders of the debenture certificates."

The statement of the Court above set forth shows

clearly what can happen in a case where the Court

endeavors to express its views on matters not before

it for decision. In connection with this statement

above referred to this Court in the case of Judith

Basin Irrigation District v. Malott, 73 Fed. 2nd 142,

(1934) 97 A. L. R. 508, made the following pertinent

statement

:

"The Supreme Court of Montana in State ex rel.

Malott V. Board of County Commissioners, 89

Montana 37, 296 Pacific 1, expressly overruled

its previous decisions and decided irrigation dis-

trict bonds were not the general obligation of the

district, but merely a charge against the lands

within the district, and that each tract of land

was only liable for its proportion of the entire

bonded indebtedness. It was also held in that

case that when the land had been sold for taxes

and when conveyed to the county by tax deed and
subsequently sold by the county, as provided by
law, that the purchaser acquired the lands free

and clear from any lien of the bonds or any fu-

ture taxation for the payment thereof."

Citing Section 7232 of the Rev. Codes of Montana,

as to the duty to assess the tax annually for the pay-
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ment of the ])onds and at page 514, in 97 A. L. R. point

#8, '*we also suggested that the question of the dis-

position of the funds derived by the sale of the lands

deeded to the county for the State, county and irri-

gation district taxes suggested by the Supreme Court

of Montana in its dictum in the case of State ex rel.

MaJott V. Board of County Commissioners, supra, was

in conflict with the statutory rule Revised Code of

Montana, 1921, Section 2235 Subdivision 1, as

amended by laws of 1927, Chapter 85, Section 3, in re-

lation thereto.

In the case above quoted, the same question was be-

fore this Court, as was before the Supreme Court of

Montana in the case known as the Malott case, 296

Pacific 1, 89 Montana 37. Subsequent to this decision,

which was never appealed to the Supreme Court of

the United States for final decision, the United States

Supreme Court in the case of Erie Railroad Company

V. Tompkins, 114 A. L. R. 1457 (1938), held contrary

to this Court's decision in the Judith Basin v. Malott

case above referred to, the holding being:

"The phrase, 'laws of the several states,' as used

in statute requiring federal courts to apply laws

of the several states except in matters governed

by federal Constitution or statutes held to include

not only state statutory law, but also state de-

cisions on questions of general law, in absence of

any constitutional provision purj)orting to confer

upon, federal courts power of declaring substan-

tive rules of common law applicable in a state."

This doctrine is followed in the Montana case of

Toole County Irrigation District v. Moody, 125 Fed-
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eral 2nd 498 (1942) from which we quote the following

specific holdings made by the Court, none of which

support the findings of the district Court in its con-

clusion of law #1 wherein this decision is quoted

as supporting such conclusions. The holdings of the

Court in said case, are as follows:

1. ''Recovery could not be had against dis-

trict in action on irrigation district bonds on

ground that l)onds even if not accrual obligations

of district when issued had l)ecome so by reason

of a subsequent agreement, where action was not

based upon the agreement and agreement in so

far as it purported to make the bonds general

obligations of district was void.
'

'

2. "The doctrine that a Federal Court must
follow decisions of the highest Court of a state

is as applicable to actions founded on contract as

to tort actions."

3. ''The Federal Courts in determining

whether ])onds issued by Montana irrigation dis-

trict were general obligations of the district were
required to folloAV decisions that such bonds is-

sued pursuant to Montana statutes were not gen-

eral obligations of irrigation district, but merely

a charge against land within the district."

Revised Codes of Montana 1921, Sections 7208,

7210, 7213, 7226, 7229, 7231 and 7232.

4. Judicial Decisions.

"The act of Circuit Court of Appeals in ac-

tion on Montana Irrigation District bonds in

giving effect to Montana decisions that bonds did

not constitute general ol^ligations of irrigation

district, did not constitute 'an impairment of ob-

ligation of contract' since the Courts' decision
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was merely that the obligation allegedly impaired

did not exist." Revised Codes of Montana, Sec-

tion 7210.

This Court should not adopt the doctrine of the

Supreme Court in the Malott case herein before cited,

as to such doctrine the Montana Courts have held:

1. In the case of the Empire Theatre Com-
pany V. Cloke et ah, 53 Montana 183, 163 Pacific

107. (1917.) "An obiter dictum is a gratuitous

oi)inion, an individual impertinence which,

whether it be wise or foolish, right or wrong,

bindeth none—not even the lips that utter it."

2. Mettler v. Ames Realty Co., 61, Montana
152, 201 Pacific 702. (1921.) ''Observations made
during the course of an opinion upon a subject

not involved in the case do not require explana-

tion and are not binding upon the Court." At
page 165 tlie Court says, ''The language of Hon-
orable Simeon E. Baldwin is particularly pertin-

ent here: 'If the writer of a judicial opinion has

I)ermitted his pen to move too fast and gone be-

yond the exigencies of the case, it is the strength

of our system of remedial justice that his words
lose their authority, as soon as the bounds of nec-

essity are passed. '
" ( Citing 18 Yale Law Journal

pages 1-8 inclusive.)

3. "All that is necessary to make a decision

of this Court authoritative is that there shall ap-

pear to have been an application of the judicial

mind to the ijrecise question adjudged and that

the point was fully considered." Spratt v. Hel-

ena Poiver Transmission Company, 37 Montana
60, 94 Pacific 631. (1908.)
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4. We quote from 14 Am. Jur. 295, Section

83, '^The doctrine of stare decisis contemplates

only such points as are actually involved and de-

termined in a case, and not what is said by the

Court or judge outside the record or on points

not necessarily concerned therein. Such expres-

sions being obiter dicta do not become preced-

ents." Citing State ex rel. Walkel v. Jones, 80

Montana 574, 261 Pacific 356, 60 A. L. R. 551.

(1927.)

5. In the case of Hawks v. Hamill (1933),

288 U. S. 52, 77 L. Ed 610, 53 Supreme Court

240, Justice Cardozo observed: ''An opinion may
be so framed that there is doubt whether the part

it invoked as an authority is to be ranked as a

definitive holding or merely a considered dictum.

But the result will not be changed though the

definition of perpetuities be something less than

a decision. At least it is a considered dictum, and

not comment merely obiter. It has capacity,

though it be less than a decision, to tilt the bal-

anced mind toward submission and agreement.

In controversies so purely local, little gain is to

be derived from drawing nice distinctions be-

tween dicta and decisions. Disagreement with

either, even though permissible is at best a last

resort, to be embraced with caution and reluc-

tance. The stranger from afar, unacquainted

with the local ways, permits himself to be guided

by the best evidence available, the directions or

the counsel of those who dwell upon the spot."

See also quoting with approval Blue Valley

Creamery Co. v. Consolidated Products Co., 1936,

CCA 8th 81 Fed. 2nd, 182.
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6. The Court in CarroU v. Carroll, 1853, 16

How U. S. 275, 14 L. Ed 936 held that the duty

of the Federal Courts to follow state court deci-

sions extends only as far as the rules of stare

decisis permit, and since dicta i.e. expressions

not necessary to the actual decision of the contro-

versy before the Court have no value as binding

precedents in common law Courts, a Federal

Court is not required to follow dictum in a State

Court decision.

The Malott case was not followed hj any other case

reported as to the trustee doctrine where the county

acquires title to lands through tax deeds. It was, how-

ever, mentioned in other cases such as River Farms of

California v. Gibson, County Treasurer, 42 Pacific

2nd 95 (1935). By statute, the county treasurer was

creating a trustee of the irrigation district funds as

well as for sale and for redemption of the lands from

tax liens. The case cites with approval the doctrine of

the Supreme Court of Montana in the Malott case but

an examination of the facts and matter for decision

before the California Court and Malott case facts and

the doctrine set forth therein are entirely different.

In the Utah case. State v. Salt Lake County, 85

Pacific 2nd 858 (1938), the Utah Court refused to

follow the doctrine of the Malott case in the follow-

ing language:

"Court decisions are authoritative only upon
questions of law or facts actually presented, dis-

cussed and decided."

Ill a suljsequent decision of the Supreme Court of

Montana, State ex rel. Malott v. Cascade County, 22
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Pacific 2nd 811, 94 Montana 394 (1933), in which the

sole question was the right of the county treasurer to

assign tax certificates of sale to a private person who

purchased to take tax title to the land and wipe out

the lien of irrigation district bonds. The Court held

this could not be done, and in its decision cited the

Malott case 89 Montana 37, 296 Pacific 1, with ap-

proval, but in its decision it referred to debenture

certificates which in this particular case had been is-

sued by the county to the irrigation district. In this

case now l^efore this Court there were no debenture

certificates involved. The decision above referred to

specifically holds:

"If the land would sell for an amount in excess

of the taxes and assessments * * * J?

This, of course, was impossible in the instant case.

The compensation deposited for the Dawson County

lands being $23,526.00, and for the Prairie County

lands, $7680.00, which were the amounts for which the

counties agreed to sell the lands to the United States.

Unpaid irrigation assessments totalled $41,662.98, so

that the case is not authority for the trustee doctrine.

The statement made pertaining to the irrigation dis-

trict assessments was not before the Court for decision.

OVERPAYMENT.

We contend there could be no overpayment as to the

counties as they sold specific acreages of land for a

gross sum of money. No changes or alteration of the
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original contract was made at any time ])y any of the

parties. This action was brought and completed to

(juiet title to the landa as a means of gi\dng the United

States a complete and immediate title and possession

under the provisions of the Federal Code. The fee

was vested in the United States upon the filing of the

declaration of taking, the method of payment adopted

Avas by agreement. The condemnation action and

award followed the original agreement.

The legal procedure of condemnation was used as a

means of determining to whom payment should be

made, as well as giving the United States superior

rights to the land that could not be obtained under

State law as any judgment in a Montana action to

quiet title where defendants are served by public pro-

cess does not become final until one year after the en-

try of the decree under the provisions of Section 9187

Revised Codes of Montana 1935.

The bringing of an action to condemn merely for

the purpose of quieting title would not alter or change

the original agreement of the parties so that the di-

vision of the lands into tracts was merely for the con-

venience of the agencies of the United States who took

I)ossession of the land and used it for their purposes.

Bank of Edenton v. United States, 4th Circuit, 152

Fed. (2d) 251-4, Danforth v. United States, 308 U. S.

271-282, Oliver v. United States, 156 Fed. (2d) 281-

282.

In the Danforth case above cited, '^An offer by
United States officer to purchase perpetual flow-

age easement over land for specified amount, in
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connection with flood control program, mention-

ing desire to consnmmate the purchase by
friendly condemnation proceedings, was, when
accepted, an agreement to fix the price of the

easement at the named figure, and was binding

in subsequent condemnation proceeding, notwith-

standing attempt of the govermnent to withdraw
the offer after acceptance."

The lower Court in its decision and order on Sep-

tember 4, 1947, pages 98 and 99 of the Transcript on

Appeal makes this statement :

''The lands embraced in this action were acquired

by the G-overnment through an agreement which
included total acreage of the purchase and con-

sideration therefor, and also through condem-
nation proceedings, wherein declaration of taking

was filed, (sec. 258a, Title 40, U. S. C. A.), and
commissioners were appointed by the court to ap-

praise the lands, which was done in accordance

with the terms of the aforesaid agreement of pur-

chase; and thereafter they made their return and
awarded as just compensation for the same total

acreage the same amount of money as had there-

tofore been agreed upon between the Govern-
ment and the defendants herein, Dawson and
Prairie Counties, which sum was thereafter de-

posited in the registry of the court. Final judg-

ment was entered on the awards of the commis-
sioners, and no appeal was ever taken there-

from. '

'

Our contention is that the counties, after the sign-

ing of options to the Government, and stij^ulating with

the Government for the purchase price of the acre-
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age to be taken were in no position to file in the con-

demnation action any pleading making changes nor

in any way abrogating the contract and agreements

made, nor can they seek to have the commissioners ap-

I3ointed appraise the land at any greater value by

means of appraising tracts where the total value

would exceed the agreed price between the United

States and the counties. There could and has been

no division of the consideration for the acreage sold.

Conclusion No. 5 of the Court is erroneous in order-

ing repayment (Tr. 153-154), citing in support of

such conclusion the case of United States v. Miller,

317 U. S. 369, 63 Supreme Court 276, 87 L. Ed. 336,

147 A. L. R. 55 (1943). A close examination of this

case shows that there is a very distinct difference of

facts in that case and the instant case. In the Miller

case the Court paid to three respondents upon their

api)lication when the action was filed the sum of

$850.00 each as just compensation. The case proceeded

to trial and the jury fixed the awards assessing them

at a less sum than the sum awarded and paid by the

Court. Repayment was ordered by the Supreme Court

in the case. Here compensation was fij?;ed on all of the

lands sold ])y the coimties to the United States by

agreement. There was no trial. The commissioners

awarded the sum agreed upon. The division into

tracts was made by the agents of the United States.

(Transcript pages 103 and 104.)
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COLLATERAL ATTACK.

Under our Court decisions after the taking of lands

by tax deed, all liens and encumbances have been ex-

tinguished, including prior tax liens. The bondhold-

ers are in such a position now and since the counties

obtained the lands by tax title no attack can be made

except by direct action. Here the Court's order of

distribution is a collateral attack on the tax title as

an attempt is made to give part of the just compen-

sation agreed upon and deposited in the registry of

the Court to appellees who had no lien on the lands

or from the funds deposited.

On collateral attack our Court has said in Richard-

son V. Lloyd et al., 90 Montana 127, 300 Pacific 254

(1931), quoting from page 132, Montana Reports:

"A tax deed operates to divest the original owner
of his title to the land. (Sec. 2215, Rev. Codes

1921.) Though subsequent in time, it is para-

mount in right over the title of the mortgagors,

and extinguishes all former titles. (State ex rel.

City of Great Falls v. Jeffries, 83 Mont. Ill, 270

Pacific 638.)

The general rule is that a tax title cannot be as-

sailed collaterally, but must be attacked, if at all,

in a direct action. (37 Cyc. 1490, note 84 ; 4 Cooley

on Taxation, 4th ed., sec. 1408; West v. Negrotto,

52 La. Ann. 381, 27 South. 75; State Mortgage
Corp. V. Traylor, (Tex. Civ. App.) 32 S. W. (2d)

887.)"

In the case of Smith v. Whitney, 105 Montana 523,

74 Pac. 2d 450 (1937), our Court makes this state-

ment;
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*'No person may question the validity of a tax

sale or deed unless he can first show that he, or

those under whom he claims had some title to the

property at the time of the sale."

Citing- 26 RCL 446, Goldsbury v. MacConnell, 73 Colo.

35, 215 Pac. 872, Hopper v. Chandler, 183 Ark. 469,

36 S. W. 2d 398.

ASSESSMENTS AFTER TAX DEED.

No assessments for the irrigation, district were

made after 1938, hence no right to further assess the

lands could be made under Chapter 63 Laws of 1937,

as this act was passed to protect future districts to be

created. After the law Avas passed, it had no applica-

tion to the irrigation district created before its en-

actment. The title here passed to the United States,

April 27, 1942. No further assessments were possible

imder the express provisions of this statute, 40

USCA 258a.

The Montana Supreme Court has construed Chap-

ter 65 Laws of 1937 in the case of State ex rel, Osten

V. Billings, 91 Montana 76, 5 Pac. 2d 562 (1931),

from which we quote on page 81

:

"The validity and effect of the tax deed is to be

determined by the statutes in force when the sale

was made and not by statutes subsequently en-

acted, for, except as to governmental agencies,

the sale of land for delinquent taxes constitutes

a contract between the purchaser and the state,

the obligation of which cannot be impaired to the

disadvantage of the purchaser by subsequent leg-



23

islation. (37 Cyc. 1452; 26 RCL 434; Prowant
V. Smith, 77 Okl. 257, 188 Pac. 93; Walker v.

Ferguson, 176 Ark. 625, 3 S. W. 2d 694.)"

'^ 'The right of property acquired by the purchaser

at this sale, and the right of redemption remain-

ing to the owner, must l)oth be governed by the

law in force at the time of sale. Neither, in our

judgment, could be either abridged or enlarged

by subsequent legislation. This is unquestionably

so as to the right of the purchaser.' (Merrill

V. Bearing, 32 Minn. 479, 21 N. W. 721 ; and see

Johnson v. Taylor, 150 Cal. 201, 119 Am. St. Rep.

181, 10 LRA (n. s.) 818, 88 Pac. 903.)"

We further quote from the holding of our Court in

the title, page 82 as follows:

"We hold that one who purchases a certificate of

sale from the county occupies the same position

legally as if he had purchased at the sale, pro-

vided that at the time he takes an assignment of

the certificate of sale from the county the law re-

mains the same as it was when the sale was made.

A contractual relation came into being when Cor-

kins, Jones' predecessor in interest, purchased

the certificate of sale from the county. Jones ac-

quired every right Corkins had. Jones therefore

became entitled to all the benefits flowing from
the certificate under the law existing when the

county's title thereto was acquired by Corkins.

(State ex rel. Davenport v. McDonald, 26 Mimi.

145, 1 N. W. 832; State ex rel. Stielf v. Bradshaw,
39 Fla. 137, 22 South. 296.) We do not overlook

the fact that the purchaser obtains only the

rights of the county, nor do we overlook the pos-

sibility that the title of the coimty, a govern-
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mental agency, may ])e affected by subsequent

legislation; ])ut Ave shall not in this opinion pass

ui)on questions which Ave deem unnecessary to

this decision."

The doctrine of the Osten case was followed in the

case of Cascade v. Weaver, 108 Montana 1, 90 Pacific

2d 164 (1939). In the more recent case of Hartmann

V. The City of Bozeman, 116 Montana 392, 154 Pac.

(2d) 279 (1944), the Court held:

"It is quite evident that in enacting Chapter 63

of the Laws of 1937 the Legislature sought to pre-

serve the lien for certain special assessments not

due at the time of the execution of the tax deed.

However, it is equally clear that only such in-

stallments of 'special, local improvement, irriga-

tion and drainage assessments levied against the

property' as become payable after the execution

of the tax deed are preserved by the statute."

In that case the district was created in 1938 after

the passage of the chapter above quoted. The assess-

ments made in 1939 and a tax deed issued in Decem-

ber 1940.

It is clear from the language of the Court that the

assessments due after the tax deed followed all such

other quoted law. The laAV being prospective and not

retroactive. In the instant case no assessments were

levied after the tax deeds were filed. The land be-

came the property of the United States in fee under

the ])rovisions of the Federal law and was not there-

after subject to taxes or irrigation assessments.
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AGREED PRICE BINDING IN CONDEMNATION ACTION.

The Court found that the counties had offered their

tax deed lands to the United States for fixed sums

to be paid them for the acreages taken (Tr. pages 103

and 104) and the division into tracts was made by the

agents of the Government for their convenience, and

made this statement:

"Where the purchase price of property has been

agreed upon by the owner and the Government,

and the latter should thereafter commence con-

demnation proceedings, the price agreed upon is

still binding upon ])oth parties. Bank of Edenton
V. United States (4 Cir.), 152 Fed. (2d) 251-4;

Danforth v. United States, 308 U. S. 271, 282;

Oliver v. United States, 156 F. (2d) 281, 282;"

The following cases support our case relating to

contracts entered into with the Government fixing

compensation

:

Muschany v. United States, 324 U. S. 49, 89

L. Ed. 744;

Danforth v. United States, 308 U. S. 271-282,

24 L. Ed. 240, 60 Supreme Court 231;

Ba7ik of Edenton v. United States (4 Cir.),

152 Fed. (2d) 251-4;

United States v. North Carolina, 136 U. S. 211,

34 L. Ed. 336;

United States v. Rogers, 255 U. S. 163-169, 65

L. Ed. 566, 41 Supreme Court 281

;

Seaboard Airline v. United States, 261 U. S.

299, 305, 67 L. Ed. 664;

Smyth V. United States, 302 U. S. 329, 82

L. Ed. 294.
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THE JUDGMENT AGAINST THE UNITED STATES IS VOID.

The deposit in the Tegistry of the Court made at

the time of fiUng the declaration of taking was never

challenged by any party herein. The executor of the

Robert Henderson estate accepted the amount agreed

upon by option with the United States. The counties

of Dawson and Prairie stipulated with the United

States as to the amounts agreed upon so that the

judgment against the United States with interest

from July 11, 1944 is erroneous.

The purpose of the statute Section 258a, 40 U.S.

C.A., was to enable the Government to enter into im-

mediate possession of the land condemned, save in-

terest on the purchase price and make the purchase

money available to the persons entitled thereto.

The present action was to quiet title and there has

been a delay in the distribution due to service of

process and completion of the title proceeding.

NO REPLY FILED BY BONDHOLDERS.

No reply was made to the answer of Dawson

County by the appellees so that the matters therein

are now standing as admissions of all facts well

pleaded therein under the statutes of Montana, Sec-

tion 9160 Revised Codes of Montana, 1936, and cannot

now be challenged l)y the appellees.

Appellants' answer set up title in the United States

to the lands sold by Dawson County described in the

declaration of taking deposited in the registry of the
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Court. That no person whomsoever, other than ap-

pellants, were entitled to the distribution of the said

compensation. That the lands were free and clear of

all encum])rances whatsoever and that there are no

outstanding taxes against the said lands, and that the

appellants are entitled to immediate distribution of

the compensation deposited as the purchase price of

the lands sold.

Anaconda Copper Mining Co. v. Thomas, 48

Montana 222, 137 Pacific 380 (1913).

TAX DEED EXTINGUISHES APPELLEE'S LIEN.

The appellee ^bondholders are in the same position

as a mortgagee who loans money on lands and is com-

pelled to pay the general taxes assessed against the

lands or lose his security.

''In the case of State ex rel. Malott v. Board of

County Commissioners, 89 Mont. 37, quoting from
page 93:

'Under the provisions of section 1928, the school

funds of this state may be invested "in first mort-

gages on good improved farm land in the 'State

of Montana." But, if a loan is made of school

funds upon farm lands, the lands are still subject

to taxation, and the State of Montana is obliged

to protect its loan by the payment of the taxes

levied against the land, or suffer the loss of its

security through the taking of a tax deed. The
bondholders are in the same situation, and may
protect their security by either paying the taxes

or redeeming the land at any time prior to the

expiration of the period for redemx)tion. '

"



28

DISTRIBUTION ERRONEOUS.

Conclusion No. 1 of the lower Court is a far-reach-

ing precedent that if followed by the Court would

make it possilile for all prior lien holders on the tax

deed lands to participate in the sale price of such

lands, when sold by the counties, whereby the laws

of Montana and its Supreme Court decisions the lien

formerly held ])y such persons had been extinguished

by the tax deed, a new title created and the same was

declared free of all former liens or encumbrances and

not subject to further assessments or levy for prior

encumbrances.

Such a drastic holding should not be adopted here,

as no effort was made by the l)ondholders to protect

their security in the many ways provided by Montana

law. The price agreed upon by the counties and the

United States is far less than the value of the lands

if sold in the usual manner as provided by the laws

of Montana.

The sale procedure of the counties was taken to

enal:)le the Government to take over these lands for

the purposes provided in the Federal laws pertaining

to this class of lands and to re-settle farmers upon

irrigated lands by new construction of projects. The

record shows the total tax liability including the irri-

gation assessments not paid by reason of no irrigation

or possibility thereof.

If the appellee bondholders had any claim to action

to secure i)ayment, it could and should have been made

through the Upper Glendive-Fallon Irrigation Dis-
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trict which corporation has never been legally dis-

solved, although not functioning as such since 1927.

CONCLUSION.

1. The judgment entered herein distributes a part

of the just compensation deposited in the registry of

the Court as the purchase price of lands agreed upon

by the owners and the United States.

The Court took the view that appellee bondholders

were entitled to all of the compensation above the

general taxes which were paid to the counties in this

proceeding under decisions of the Montana Supreme

Court in which the Court itself stated the matter of

division of the sale price of lands, sold by the coun-

ties after obtaining title thereto by tax deeds tvas not

before it for decision.

The Montana Supreme Court further held the tax

deeds in this state freed the lands from all prior liens

including prior tax liens and that the lands were not

subject to further taxation for irrigation assessments.

It is appellants' contention that such a doctrine and

holding should not ])e followed by this Court as it

establishes a precedent not warranted by law or de-

cision, in the division of the amount received by the

counties in the sale of tax deed lands to persons whose

liens had been prior thereto extinguished by tax deed

and who had no claims against the lands sold and

hence to the funds that take the place of the lands

in this action. The error is plainly that of making



30

a distinction l)etween irrigation district bondholders

and ordinary mortgagees or other lienholders.

2. There is in this case no cqnity doctrine involved

as adopted and found by the Court.

All of the funds deposited represent the value of

the land at the time of taking and there is no au-

thority that allows the division of such funds to other

than the owner of the lands where as here the lands

have ])een theretofore freed of all liens and encum-

brances under Montana law and Court decisions.

3. The appellees had remedies to protect their

rights, under Montana law and failed to use any of

them and cannot now in law or equity assert a claim

to the purchase price of the lands sold to the United

States where the same have been legally freed of all

claims.

4. The finding of "overpayments" to the counties

is erroneous in adopting a division of the lands sold

by the counties to the United States which was made

without the consent or knowledge or participation by

the counties who by agreement sold to the United

States a gross acreage for a gross sum all of which

sums were due the counties without division into

tracts.

It is further erroneous to add interest to the sums

paid to the appellant counties as the owners of the

lands taken where the purpose of the dejjosit of the

amount of just compensation in the registry of the

Court was to obtain inunediate possession of the lands
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and to avoid interest on the purchase price of the

lands.

5. The judgment entered is further erroneous in

finding for the appellee bondholders where, in the

pleadings filed by them they did not deny, by reply

to appellants' answer and petition for distribution,

the title of appellants to the lands sold, free from

encumbrance, and that such title was free from the

claim of any person whomsoever and as owner of the

lands appellants claimed the compensation deposited

in the registry of the Court.

Appellants were and are entitled to judgment on

the pleadings for the amount of the compensation de-

posited for their lands.

6. The findings submitted by appellants should

have l^een adopted by the Court and judgment entered

thereon under the facts of the case and the law ap-

plicable thereto.

Dated, Glendive, Montana,

February 23, 1949.

Respectfully submitted,

D. C. Warren,

e. w. popham,

Cecil N. Brown,

'Attorneys for Appellants,
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Mary Hagan, et al. 1

STATEMENT OF THE CASE

In March, 1940 the Farm Security Administration

began proceeciings with the Boards of County Commissioners

of Dawson and Prairie Counties looking to the purchase

of the tax deed lands owned by the respective counties,

and on September 5, 1940 Dawson County sold its lands,

4164.69 acres, for the gross sum of Twenty-three

Thousand Five Hundred Twenty-six and No/ 100 Dollars

($23,526.00). Under this sale option the United States

went into possession of the lands described and removed

fencing, buildings and other obstructions in order to

develop the lands under the joint plan of the Bureau of

Reclamation and the Farm Security Administration, under

the newly organized Buffalo Rapids Irrigation District

within which all of said lands were to be included. The

public corporation hereinabove named was organized on

March 19, 1938, including 17,000 acres of land to be

developed by new canals and laterals, under the Bureau of

Reclamation and the presidential letter of June 16, 1937

in which the plan of construction was outlined. At the

time of the creation of this corporation all of the lands

involved in the Upper Glendive-Fallon Irrigation District

were eliminated on account of the lack of title by the

counties, the tax deed proceedings not having been com-

pleted.

The Declaration of Taking filed in, this action on

April 27, 1942 vested title in 5788.21 acres of land, for-
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merly a part of Dawson and Prairie Counties, Montana,

in the United States of America under Section 258a, Title

40, U. S. C. A. The compensation deposited in the registry

of the Court amounted to $34,489.00, with valuations on

the tracts described therein as follows:

Dawson County, Montana 4164.69 acres $23,526.00

Prairie County, Montana 1309.60 acres 7,680.00

Robert Henderson estate 158.60 acres 2,100.00

Edna Yale 103.55 acres 758.00

Scottish-American

Mortgage Co. 51.77 acres 425.00

The Declaration was made by the Secretary of

Agriculture and was recorded in the two counties, as well

as being filed in, this Court, with maps of all of the separate

tracts therein described attached thereto. With the exception

of the Robert Henderson estate lands, the Edna Yale tract

and the Scottish-American Mortgage Co. tract, the lands

were all a part of the Upper Glendive-Fallon Irrigation

District, created as a public corporation of Montana on

December 20, 1920 and never legally dissolved, although

not functioning as such under the laws of Montana since

1927. Commissioners were appointed by the District Court

and qualified as such and thereafter levied assessments for

the maintenance and operation of the District by resolution

passed in conformity with Chapter 148, Laws of Montana
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1921, fixing the irrigable area in each forty-acre tract in

said District and levying assessments on such tracts

as by law provided. No other or further resolution was

ever passed by the Board of Commissioners changing the

irrigable area of the lands in the District, and the same

became fixed, under the provisions of Chapter 157, Laws

of Montana, 1923, page 477. After these assessments were

levied for operation and maintenance a bond issue was

authorized and approved by the District Court on December

2, 1922 and in the order confirming the bond issue, pro-

vision was made for the levy of assessments for the payment

of interest and principal of the bonds. Of the issue of

$150,000 authorized there were sold to the public $81,500,

the principal of which is still outstanding and unpaid, as

well as accrued interest since January 1, 1928. The funds

were to be used in purchasing a pumping plant, a coal mine,

and for the construction of canals and laterals to irrigate

the lands in said District under two lifts, a forty-foot lift

and a seventy-five foot lift, neither of which lifts ever

successfully functioned.

Assessments were made by resolution by the Board of

Commissioners for the years 1922, 1923 and 1924. There-

after the County Clerk of Dawson County, on advice from

the State Board of Equalization of Montana, entered in

each year the same assessment in amount as previously

made by the Board of Commissioners. This was done for

the years 1925, 1926 and 1927. The Public Service
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Commission of Montana took over the levying of assess-

ments in 1933, in accord with the 1921 Montana Code

provisions. The law in force and effect prior to such levy

so made by the Public Service Commission of Montana

was amended in 1931 by Chapter 89, and on pages 167

and 168 thereof authorized the Board of County Com-

missioners of the county in which the district is situated

to levy assessments, if the Board of Commissioners failed

to do so, with this proviso:

"Provided, however, that this Act shall apply

only to irrigation districts having a bonded
indebtedness and actually in operation of a depend-

able water supply system and furnishing sub-

stantial amounts of water to bona fide users."

The Upper Glendive-Fallon Irrigation District did

not possess any facilities for furnishing water to the land-

owners in the District for their irrigable lands at any time

or at all. Assessments were made from 1931 to 1938,

inclusive, at the same rates by the Public Service Commission,

notwithstanding the above Code provisions, and it appears,

therefore, that none of the assessments and levies so made

are valid, but all of the assessments so levied were included

by the Counties of Dawson and Prairie in. taking tax title

by tax deed procedure for all of the lands involved in this

action. Such deeds were taken in 1931 and 1939. No

irrigation taxes were levied after the execution of the tax

deeds to Dawson County, Montana,



SPECIFICATION OF ERRORS RELIED UPON

Appellant intends to rely on this appeal on the con-

tentions that the District Court of the United States for the

District of Montana, being the trial court below, erred:

1. In adopting the so-called "Equity Rule" in making

distribution to the bondholders of the Upper Glendive-

Fallon Irrigation District, for the reason, that the said bond-

holders had no lien on the lands involved herein, title to

the same having passed to Appellant by tax deeds, which

under Montana law created a new title in. Appellant, free

and clear of all liens and encumbrances against the land.

(Paragraph 2, Lines 16 to 24, inclusive, Page 3, Decision

of the Court, filed September 4, 1947).

2. In finding an overpayment to Appellant (Page 8,

Paragraph 1 of Page 9, Lines 1 to 4, inclusive, Decision of

the Court, filed September 4, 1947), the same being in

conflict with that part of the Court's decision set forth on

Page 6, Paragraph 3, Lines 11 to 24, inclusive.

3. Distribution of the funds in the registry of the

Court, as ordered in Paragraph 1, Page 9, Lines 5 to 16,

inclusive. Decision of the Court filed September 4, 1947,

is improper, being in fact a collateral attack on the tax title

of Appellant to the lands, contrary to all of the provisions

of Montana law relating to tax deed titles.

Exceptions to all of the foregoing were allowed counsel

by the Court in its decision of September 4, 1947.
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ARGUMENT

It will be noted that prior to the cnactmoiK -of -thts-

sectioa, the Supreme Court of the State of Montana, in its

decisions held that:

"General taxes are a prior lien to irrigation

taxes, and hence under these decisions, the county

acquired a new and paramount title to all of these

lands," (Malott Case 94 Mont. 394)

and it was held by our Supreme Court, in the case of

Jensen Livestock Co. v. Custer County, et al., 113 Mont.

285 (124 Pac. (2d) 1013):

"But a tax deed is not derivative, but creates a

new title in the nature of an independent grant

from the sovereignty, extinguishing all former
titles and liens not expressly exempted from its

operation. (State ex rel. City of Great Falls v.

Jeffries, 83 Mont. Ill, 270 Pac. 638; State ex

rel. Malott v. Board of County Commissioners,

89 Mont. 37, 296 Pac. 1; Rosebud Land ^
Improvement Co. v. Carterville Irrigation District,

102 Mont. 465, 58 Pac. (2d) 765.) It is not

derived from the fee, but is antagonistic to it and
there is no privity between the holder of one and
the holder of the other. (Horsky v. McKennan,

53 Mont. 50, 162 Pac. 376.)"

This rule is followed generally throughout most of

the states, and in 5 1 American Jurisprudence, Section 1078,

Page 937, the rule is stated as follows:
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"As a general rule, in jurisdictions where the

tax is a charge on the lanci alone, where no resort

in any event is contemplated against the owner
or his personal estate, and where the proceeding

is strictly in rem, the title conveyed by the tax deed

pursuant to a valid sale of land for non-payment

of taxes is not merely the title of the person who
was assessed for the taxes and neglected to pay

them, but is a new, complete, and paramount title

to the land in fee simple absolute, created by an

independent grant from the sovereign, which ex-

tinguishes all prior titles, rights, interests, and

encumbrances of private persons and all equities

arising therefrom, not expressly exempted from

its operation, although owned or held by persons

not liable for the tax or who were not in default

for not paying it."

The bond holders had the right to protect the statutory

lien of their bonds by paying the general taxes assessed for

state, county and school district purposes; failing to do so,

their lien is extinguished by taking of a tax deed by Dawson

County, Montana, a body politic and corporate,

"Antoinette Hartman. Plaintiff v. Delia Mim-

mach, etal.. Defendants, City of Bozeman, De-

fendant, (154 Pac. (2d) 279)."

wherein the lien of special improvement taxes was extin-

guished by the execution of the tax deed, as provided in

Chapter 63 of the Laws of 1937, hereinabove cited.

Under date of April 27, 1942, in this action, a

declaration of taking was filed in the office of the Clerk

of the above entitled Court executed by Grover B. Hill,

Assistant Secretary of Agriculture; the declaration vested
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the fee simple title to all of the said lands in the plaintiff,

the United States of America. (Section 258a of Title 40,

U. S. Code)

We contend there is no trust involved, in so far as

the title of Dawson County, Montana, is concerned, to

these lands for the reason that Dawson County, Montana,

a body politic and corporate, did not sell the lands under

the laws of Montana, and they were taken under the superior

rights of the sovereign power, the plaintiff herein, for uses

authorized by the laws of the Congress of the United States

of America.

By reason of the foregoing, the bond holders have

no right to the funds; the said funds were not derived from

the sale of the lands but paid into the Registry of the Court

in conformity with the Board of Commissioners, who fixed

the value of the land taken by the United States for the

purposes set forth in its FINAL JUDGMENT IN CON-

DEMNATION entered herein.

We contend that under the provisions of Chapter 100

of the Laws of the State of Montana, 1943, which is a

Statute of Limitations, the bond holders are barred from

any action contesting the validity of the tax deeds taken

by Dawson County, Montana, to the lands involved herein

and that by reason of their failure to act within the time

prescribed by said Chapter 100, they are now barred from

any claim to the proceeds in the Registry of the Court,

representing compensation provided by law for the taking
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and acquiring of the lands described in plaintiff's complaint,

and taken under the declaration filed therein on April 27,

1942. The section reads as follows:

Section 1. "A tax deed duly recorded shall,

after two (2) years from the date of (a) record-

ing and (b) also taking possession by the grantee,

or his successor in interest, of the land conveyed,

be treated and regarded as conclusive evidence of

the regularity of the proceedings resulting in

the issuance of such tax deed, from the assessment

to the execution of such deed, both inclusive, and

no action can be m.aintained to annul or to set

aside such tax deed, or assert a title hostile thereto

other than that the deed is void because no taxes

were delinquent on said lands, or because redemp-

tion had been made from such tax sale, unless the

action is commenced within two (2) years from
and after the recording of such tax deed, and the

taking of possession by the grantee, or his successor

in interest, no action can be maintained to set aside

or annul the same or to assert a title hostile thereto,

other than that the deed is void because no taxes

were delinquent on said lands, or because redemp-
tion had been made from the tax sale, unless the

action is commenced within two (2) years from
and after the passage of this act."

"The time herein fixed shall, if the acts of (a)

recording and (b) taking possession by the grantee

are on different dates run from the event last

occurring, provided that both acts shall be essential

to start the running of this statute of limitations."

Section 2. "All acts and parts of acts in conflict

herewith are hereby repealed."

Approved February 26, 1943.

The Declaration of Taking filed in this action by

the Secretary of Agriculture used the same acreage of lands

owned by Dawson County and fixed the value at the same
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price as fixed by the option, Trpp 43, and recognized

Dawson County as the owner of said lands. Thereafter,

for their convenience, the Secretary of Agriculture or some

agency of the United States, divided the 4164.69 acres into

fourteen tracts, designated by the numbers 494-1 to 491-14,

inclusive. Such a division was not a part of Dawson

County's option and contract of sale, and the County

contends that it is not bound by the separation of its lands

sold and taken by the United States into tracts but that

it has a right to rely upon the taking of the gross acreage

owned by it by the United States, which became the fee

owner under Federal law, taking full possession of all of

said lands for its purposes set forth in the Declaration of

Taking.

Dawson County claims the full compensation for this

acreage as the owner thereof recognized as such by the

Supreme Court of Montana and the Federal Courts.

State ex rel Malott v. Board of County Com-

m.issioners of Cascade Co., 89 Mont. 37, 296

Pac. 1.

Quoting from page 95 of said case:

"We are satisfied that the rule heretofore an-

nounced by this court in the Cosman Case to the

effect that bonds issued by an irrigation district

constitute general obligations of that district is

erroneous. We are further satisfied that less injury

will result from overruling rather than following

the doctrine as last above announced; and there-

fore the former holding of this court to the effect
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that such bonds constitute general obligations is

overruled. It follows that the lien of the bonds

is extinguished by the tax deed to the county,

and that the purchase r from the county takes title

free and clear of the lien of the bonds."

(Underscoring ours).

Toole Co. Irr. Dist . v. Moody, C. C. A. 9th

Dist. 125 Fed. (2d) 498.

None of the landowners of the Upper Glendive-

Fallon Irrigation District paid his share of the bonds or

interest thereon for the reason that there was never any

irrigation..

In 18 Am. Juris, p. 738. Sec. 112, on the title and

rights acquired under eminent domain, the following state-

ments are made:

"The appropriation of private property for a

public use is generally viewed as a proceeding in

rem. The power of eminent domain when

exercised acts on the land itself, not on the title

or sum of titles if there are diversified interests."

Citing in support thereof: Re Third Street, 177

Minn. 146, 225 N. W. 86, 74 A. L. R. 561:

State ex rel St. Louis v. Beck, 333 Mo. 1118,

63 S. W. (2d) 814, 92 A. L. R. 373.

Further quoting from 18 Am. Juris, p. 738:

"All inconsistent proprietary rights are divested

and not only privies but strangers are concluded.

Thereafter whoever may have been the owner or

whatever may have been the quality of his estate

he is entitled to full compensation according to

his interest and the extent of the taking, but the
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paramount right is in the public—not as claim

under him by a statutory grant, but by an inde-

pendent title." Citing in support thereof: Weeks

V. Grace, 194 Mass. 296, 80 N. E. 220, 9 L. R. A.

(N. S.) 1092; Emory v. Boston Terminal Co.,

178 Mass. 772, 59 N. E. 763, 86 Am. St. Rep.
473; Gassaway v. Seattle, 52 Wash. 444, 100

Pac. 991, 21 L. R. A. (N. S.) 68.

In the case of A. W. Duckett v. U. S., 266 U. S.

149, 69 L. ed. 216, 45 Sup. Ct. 38, the Court held eminent

domain creates a new title and extinguishes all previous

titles. The same ruling was made in Collector of Taxes v.

Revere Bldg., 276 Mass. 576, 177 N. E. 577, 79 A. L. R.

112.

In U. S. V. 19.86 acres of land in East St. Louis, Mo.,

141 Fed. (2d) 344, 151 A. L. R. 1423, it is said:

"The government in the exercise of its right

of condemnation occupies a position different from
that of a voluntary purchaser, since condemnation

acts upon the res." (Underscoring ours.)

The Declaration of Taking was not made until April

27, 1942. In the meantime the agencies of the United

States had removed the fencing, buildings and other ob-

structions to its method of irrigating the land taken under

said option.

Since the lands involved were not sold under Montana

law providing the manner and terms of sale of tax deed

lands acquired by the counties, the rule announced by the
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Montana Supreme Court in the Malott Cases, 89 Mont.

37 and 94 Mont. 406, does not apply as to the application

of the compensation money here involved—the total tax

liability being over $60,000.00, whereas the value fixed

by the Secretary of Agriculture in his Declaration of Taking

was $23,526.00.

All of the irrigation assessments made after tlie passage

of Chapter 89, Laws of Montana 1931 are void, as no com-

pliance with said law was made or could have been made.

No canals for the delivery of water were constructed and

no water supplied, as required by said Chapter, to any

landholders, thereby authorizing the Board of County

Commissioners to levy assessments where the Board of

Commissioners of the Upper Glendive-Fallon Irrigation

District failed to do so. The rights of the bondholders

were to pay the general taxes before delinquency or to pur-

chase the lands at the sale for general taxes or to redeem

the lands from the general taxes, failing in which the

bondholders lost all of their rights. This is well illustrated

by our Supreme Court in the case of State ex rel Malott v.

Board of County Commissioners, 89 Mont. 37, quoting

from page 93.

"Under the provisions of section 1928, the

school funds of this state may be invested 'in first

mortgages on good, improved farm land in the

state of Montana.' But, if a loan is made of the

school funds upon farm lands, the lands are still

subject to taxation, and the State of Montana
is obliged to protect its loan by the payment of
the taxes levied against the land, or suffer the
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loss of its security through the taking of a tax

deed. The bondholders are in the same situation,

and may protect their security by either paying
the taxes or redeeming the land at any time prior

to the expiration of the period for redemption."

Here the only question, it would seem, before the

Court is whether the bondholders at the time of the filing

of the declaration, of taking had liens upon the property.

This proposition has been settled by our Supreme Court

many years ago, a distinct holding being in the case of

Malott, 94 Montana 394, hence the bondholders could not

have had any lien or right or title to any part of the

funds. The recent ruling of the United States District

Court for Nebraska in the case of United States v 12,800

acres of land in Hall County, Nebraska, appearing in Volume

69 Federal Supplement page 767, states the matter clearly.

In this case the Court held at page 771 "Of course, the

condemnation av/ard now stands in lieu of the condemned

land, and only those who had an estate in that land have

any interest in the fund representing this award. See

Oliver V. United States , 8 Cir., 156 F 2d 281; United

States V. 25,936 Acres of Land, etc., 3 Cir., 153 F 2d 277.

Since Tract No. 53 and Tract No. 54 are situated in the

State of Nebraska, the law of that state, the lex loci rei sitae,

governs in deciding questions as to the title and estates or

interests in this land. DeVaughn v. Hutchinson, 165 U.

S. 566, 17 S. Ct. 461, 41 L. Ed. 827. And the federal

court must now be guided by local state law in determining

substantive rights in the instant condemnation proceedings.
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regardless of how jurisdiction is acquired, United States v.

Becktold Co., 8 Cir., 129 F. 2d 473; Swanson v. United

States, 9 Cir., 156 F. 2d 443; unless those rights are

grounded upon the Constitution or laws of the United

States, United States v. Miller, 317 U. S. 369, 63 S. Ct.

276, 87 L. Ed. 336, 147 A. L. R. 55, in which case the

federal courts must fashion the governing rules according

to their own standards. Cf. Lyeth v. Hoey, 305 U. S.

188, 59 S. Ct. 155, 83 L. Ed. 119, 119 A. L. R. 410;

Deitrick, Receiver, v. Greaney, 309 U. S. 190, 60 S. Ct.

480, 84 L. Ed. 694.

It does not appear that Section 258a Title 40 U. S.

C. A. or F. C. A. is involved or need be considered in

determining to whom the compensation should be distri-

buted. It has been held by the Courts that where an

agreement is entered into between a private citizen and the

Government, in which the purchase price to be paid for

the property by the Government has been fixed and the

Government thereafter condemns the property, that the

offer made and accepted is binding upon both the Govern.-

ment and the citizen as to the compensation to be paid for

the land. The agreement entered into regardless of the

action brought to condemn remains binding. See the fol-

lowing cases relating to contracts entered into by Govern-

ment fixing compensation:

Muschany vs. U. S.

324 U. S. 49

Danforth vs. U. S.

308 U. S. 271-282
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Bank of Edenton vs. U. S.

(4 cir.) 152 Fed. 2nd 251-4

Oliver vs. U. S.

(8 cir.) Fed. end, rendered April

9, 1946. Interest not allowable

U. S. vs. North Carolina

136 U. S. 211

U. S. vs. Rogers

255 U. S. 163-169

Seaboard Airline vs. U. S.

261 U. S. 299, 305

Smyth vs. U. S.

302 U. S. 329

In the agreements as a rule there was a clause which

provided the Government could condemn if it elected, but

this would not affect the provision as to payment of the

sum fixed as purchase price. This statute was enacted to

make it possible for the Government to enter into immediate

possession of the property condemned, save payment of

interest on purchase price, and make purchase money im-

mediately available to the persons entitled thereto.

The offer made by Dawson County, Montana, to sell

4, 164. 69 acres of land to the Government for $23,526.00

did not divide lands into tracts. The offer made was as

follows, to wit:

"IT IS HEREBY STIPULATED AND
AGREED by and between the County of

Dawson, State of Montana, acting by and through

the Board of County Commissioners, and the

United States that for all purposes of this con-

demnation proceeding the price and value of

Tract No. 494, containing 4,164.69 acres, more
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particularly described in the petition filed herein,

shall be the sum of $23,526.00 and that the

award of the Court, or any appraisers or com-

missioners appointed by the court in this pro-

ceeding, may be $23,526.00."

FEDERAL CASES SUPPORT DAWSON COUNTY'S
CLAIM TO AWARD

In U. S. V. Certain lands in Town of Hempstead,

N. Y. 129 Fed. (2) 918 the court said:

"Where the Federal government acquired title to New

York land in condemnation proceedings after the land had

been sold to the county for taxes, but before expiration

of the period of redemption and original owners did not

redeem and tax deed issued to the county, the county was

entitled to the entire condemnation award."

In Oliver v. U. S. (C. C. A. 8th) 156 Fed. (2) 281

the court held, that the United States cannot repudiate its

contract of purchase and condemnation award follows the

contract.

In Oliver v. U. S. 155 Fed. (2) 73, the court held:

Contracts between the government and a landowner made

in contemplation of acquisition of land by condemnation

fixing the value of the land for that purpose are valid.

And further held:

Where the government agency acquiring land for the

United States is authorized to acquire it by purchase con-

tract made by it on behalf of the United States with the

landowners it may validly fix the net amount to be received
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by the landowner either by purchase or condemnation and

in such contract the parties may bind themselves to a con-

sideration which may be either greater or less that just

compensation in the constitutional sense.

In Florida Beaches v. Niagara Inv. Co. 148 Fed (2) 963

C. C. A. 5th Cic. the holding of the court was;

Where one Florida Corporation had legal title to

condemned land and the second corporation asserted an

equitable lien or claim thereto, the condemnation fund was

ordered paid over to the holder of the legal title without

prejudice to an assertion in another court of the second

corporation's claimed equitable rights; citing 40 U. S. C. A.

258 A.

(1) CONCLUSION

We conclude by pointing out Dawson County's

position in this action. Under all of the decisions of the

Supreme Court of Montana, the tax deeds created a new

title to the lands in the County, free and clear from all

prior liens and encumbrances (Tr. pp 101) Answer of

Dawson County not denied by Reply (Tr. p 49 to 51 incl)

.

The bondholders thereafter had no lien. They failed

to pay the general taxes on the lands involved and protect

their lien as all mortgagees and other lien holders are re-

quired to do or lose all rights in the land. They could

have purchased the tax sales certificates and acquired the

title to the lands by tax deeds and thus become entitled

to all of the funds.
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In the decision of the court (Tr. pp 101) there is

reference made to a rule citing the Malott Case (89 Mont.

37) we find on close examination of that case it is mere

"dicta" as the court itself states the question is not before

it but then proceeds to give an emanation of wisdom as

to what the law should be, without any citation of authori-

ties to support its statements. However it must be borne

in mind that nothing was ever done to carry out the

"dicta" of the court in that or any other Montana cases.

We contend therefore that the action taken by the govern-

ment as stated by its counsel was only the usual action to

quiet title in which all parties whose names are in the

records are made parties without regard to any legal claim

or right recognized in law as to their former interest in the

lands or present claim thereto. (Tr. pp 104-105)

(2) OVERPAYMENTS

There can be no claim of overpayments to the

Counties here as they sold specific acreages to the United

States for fixed considerations all agreed to by the parties

and without any division into tracts agreed to by the same

parties and further agreed that in any condemnation of

the lands the awards would be the contract price agreed

upon by them. The purpose being to enable the govern-

ment to take immediate possession of the lands and develop

the same according to the plans approved by the agencies

of the United States who made these agreements.

In all of the transactions had between the United States
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and the Counties the same fixed sum for the same fixed acre-

age appears so that there was no division into tracts or segre-

gation of the sums to be paid to the Counties. In view of

which facts we observe that it is horn book law that the

Counties were not thereafter concerned with any division

of the lands made by the agencies of the United States

and they were estopped to assert any claim to other than

the agreed consideration for the acreage sold as the doctrine

of equitable conversion took effect immediately upon the

option contract being in effect between the parties thereto.

There was no appeal from the Final Judgment as far

as the Counties were concerned. They had sold so many

acres for so much money and had no right thereafter to

alter their contracts with the United States. There can be

no overpayment as there was no division of the lands and

the prices to be paid therefor between the buyer and the

seller. The division of the lands into tracts was for the

convenience of the government agencies and could not alter,

set aside or hold for naught the contracts previously made

between the parties.

(3) DISTRIBUTION OF THE FUNDS

The courts order of distribution is improper being a

recognition of a right in the lands involved herein which

were lost by the bondholders failure to follow the law of

Montana and protect their liens as by law provided. They

allowed the lands to go to tax deed and wipe out their lien.

The order of the court amounts to an attack on the
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tax title of the counties where none such is permitted by

the laws of Montana. The action that could have been

taken by the bondholders to protect their lien was never

taken. The record shows no taxes were paid by the land-

owners and no irrigation was ever had (tr. pp 103). We

contend the bondholders occupy the same position as a

mortgagee who loaned his money on lands and then fails

to see that the general taxes are paid and in due course the

taxing authorities take over the lands on tax deeds thereby

the bondholders the same as mortgagees lose their security

Here the bondholders cannot assert their lost lien after 14

years as the tax deeds have wiped out the lien.

We respectfully submit that the Order of Distribution

made in the Order and Decision of the Court (TR. pp 109)

is erroneous and should be reversed herein and the funds

now in the Registry of the Court should be ordered paid

to the Counties as the sole owners of the lands involved

herein none of which were after the taking of the tax

deeds by the Counties subject to any liens or encumbrances

whatsoever.

Respectfully submitted:

D. C. WARREN
E. W. POPHAM

Attorneys for Appellant

Dawson County, Montana.
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STATEMENT OF THE CASE.

Appellant Dawson County first appealed from the

opinion of the District Court. Now appellants appeal

from the final judgment entered pursuant to mandate

of the Circuit Court and for the first time Prairie

County joins with Dawson Comity but there is no

record of any pleading or showing on l^ehalf of

Prairie County in the lower Court.

In their statement in the last brief appellants con-

tend that this entire law-suit is merely to quiet the

goveriunent's title pursuant to contract for sale and to

gain immediate possession. The prior statement of

Dawson County and the prior record are also relied

upon.

Appellees again controvert such statements as un-

founded in fact and the record. It is admitted this

is a condemnation suit by the United States under

Title 40, Section 258-a, U.S.C.A. A fair statement

of the facts is set forth in appellees first brief. There

was no contract of sale and none was offered in evi-

dence. The true facts so far as shown of record are

set forth in the finding of the District Coui-t

:

"12. It appears from the evidence that Daw-
son County did have negotiations with the Govern-

ment for the sale of the land in question ])ut the

County was unable to deliver satisfactory title to

the Government and hence the condemnation pro-

ceedings resulted. The negotiations for the sale of

the said land fi-om the (\)UTity to the Govern-

ment terminated." (Sup. Tr. p. 151.)



No exceptions were filed by either county to such

finding. (Montana Code, 1935, Sec. 9371.) It con-

forms to the facts and should not be set aside on the

mere statement of appellants.

The only so called "sale'' proceedings or ''contract"

are those presented by Dawson Coimty as a part of its

answer and set forth as Exhilnt A thereto, transcript

pp. 51 to 64. A contract requires at least two parties.

Here the county merely expressed its willingness to

sell but the United States never agreed to buy or be-

come ])ound to l)uy through contract.

The United States could not have bought the land

without being subject to annual assessments due and

likely to accrue of the Upj^er Olendive-Fallon Irriga-

tion District under Chapter 63 of Montana Laws 1937.

The resolution of Dawson County authorizing the sale

of the tax lands and the notice of sale were necessary

preconditions to any sale of tax deed lands and each

prescribed that the sale of said lands would be "sub-

ject to the lien of the unpaid balance of certain bonds

issued by the Upper Glendive-Fallon Irrigation Dis-

trict".

The problems confronting the government regarding

the taxes and irrigation ])onds are set forth in the let-

ter of the committee dated May 11, 1935, filed with the

Court in. response to a request that the tax proceed-

ings be submitted to the Court. Appellants' attorney,

D. C. Warren, was one of the signers.

The United States wisely determined to condemn

rather than deal directly with the counties as in no



other manner could the Hen of the bonds and existing

and future assessments for payment thereof be finally

excluded or the government in other details obtain

clear title.

SPECIFICATIONS OF ERROR (CROSS-APPEAL).

Under their cross-appeal the bondholders main-

tain the judgment of the District Court is in error, in

that

:

1. It deprived them of $758.00 deposited on Yale

tract No. 1-27.

2. It deprived them of $425.00 deposited on Scot-

tish-American Mortgage Co., Ltd., tracts Nos. 1-47

and 1-53, and

3. It deprived the bondholders' attorneys Messrs.

O'Neil and Leonard attorneys' fees and expense which

should be charged pro rata against the funds protected

for the benefit of all the bondholders.

ARGUMENT.

Appellants rehash the legal points previously pre-

sented and now present some new theories on the same

legal questions.

In its first brief Dawson County (p. 7) claimed

there could be no trust in favor of the bondholders be-

cause the county

—

"did not sell the lands under the laws of Mon-

tana, and they were taken under the superior



rights of the sovereign power, the plaintiff herein,

for uses authorized by the laws of the Congress of

the United States".
^

And also it was claimed eminent domain created a

new title (p. 11) and

"Since the lands involved were not sold under

Montana law providing the manner and terms of

sale of tax deed lands acquired by the counties,

the rule announced l)y the Montana Supreme
Court in the Malott cases, 89 Mont. 37 and 94

Mont. 406, does not appl}^ as to the application

of the compensation money here involved" (Tr.

11-12),

and furthermore, that the rights of the bondholders

were l^arred hy (Jh. 100, Laws 1943, set forth on page 8.

At no time have the counties objected to the con-

demnation proceedings. In fact, in its answer (Tr. p.

43) Dawson county

''admits the allegations of the complaint".

APPELLANTS' THEORIES.

So far as we can determine the present argument

of appellants may l)e summarized as follows

:

1st. (a) The counties took and held unconditional

title to the lands under tax deeds, and

(b) The bondholders under the irrigation district,

like holders of mortgages or prior personal liens, have

no light to the lands or the proceeds thereof after tax

deeds, and
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(c) The counties in taking tax deeds did not act

for the irrigation district or the bondholders thereof

and may dispose of such lands covered thereb}^ free of

any trust for the benefit of the bondholders, and

(d) That the trust theory relied ui)on and set forth

in the Malott cases in the Supreme Court of Mon-

tana was pure dictum and in preference thereto this

Circuit Court should accept the new theories of the

appellants, and

(e) That the legislature of Montana could not val-

idly enact Chapter 63 of the Laws of 1937 so as to

bind the appellant counties if such Act would in any

manner impair the asserted prior rights of such coun-

ties.

2nd. (a) That the lands involved were sold by

contract by the counties to the United States whereby

the acreage and prices were fixed and that the District

Court could only follow such ''contracts" and erred

in allowing refund for over-payment and in making

any distribution to the bondholders.

CONTRACT WITH UNITED STATES.

The sale of the tax lands to the government if made

Avould not have changed the obligation of the counties

to the bondholders. However the counties had no power

to option and the United States did not consent or

))ind itself to buy. The essentials of a binding contract

did not exist.



The ^'option" to the United States (Tr. 62) or the

renewal thereof (Tr. 64) did not make a binding

contract upon the government.

As finally determined hy the government eminent

domain had to be resorted to in order to obtain title.

(Finding No. 12, Sup., Tr. 12.) If any contract existed

same would have shown and not left to the mere as-

sertion of the appellants. Hence, the assertion that the

lands were sold for a lump price without division of

acreage is unfounded and contrary to the record as

here outlined:

The amended complaint separately described 16

tracts in Dawson County and 8 tracts in Prairie

Coimty (Tr. 5 to 11) and detailed in 39 paragraphs

the various interests of the separate defendants and

the complaint alleged that a declaration of taking had

been filed under 258a and demanded the appointment

of three commissioners to appraise and determine just

compensation for the property.

All of which was agreed to by Dawson County (Tr.

43) and the county then outlined separately as to 14

tracts upon which tax deeds had been obtained the

general taxes and irrigation taxes on each separate

tract. Appraisers or commissioners were appointed

and compensation awarded by them for 17 separate

tracts in Dawson County and 7 tracts in Prairie

County. (Tr. 69 to 77.) Tract 14 was divided into

A and B and Tract 1-12 mthdrawn. The Coui*t will

observe that the clerk of the District Court served

notice of the filing of the return of the commissioners
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and after 30 days had elapsed without an appeal from

the awards of the commissioners as to the respective

tracts (see 9946-9947 Montana Code) the Court en-

tered final judgment of condemnation descril)ing the

17 tracts separately in Dawson County and the 7 tracts

in Prairie County and adopted the awards of the

commissioners for each tract and adjudged the sep-

arate awards just comfjensation for same. (Tr. 78

to 90.) This final judgment was made and entered

on December 5, 1945.

On petition of Dawson County an ex parte and pre-

liminary order for distribution was made and entered

on July 11, 1944, and prior to the appraisement filed

October 1, 1945, wherel)y it was held that there was

due Dawson County for general taxes, at the time it

took tax deeds for the separate tracts included in 494-1

to 494-14, the sum of $10,628.57 and that there were

then due assessments for said irrigation district the

sum of $41,662.98 and the general taxes in said amount

were ordered jjaid out of the deposit to said county

and the remainder ordered imi)ovmded until further

order. (Tr. 67.) The tax deeds were issued for both

taxes and assessments. (Tr. 44.)

No appeal was taken from such order and the bond-

holders do not object to the general taxes being paid to

the extent of and in accordance with the awards and

final judgment of condemnation.

After the final judgment in condenniation entered

December 5, 1945, Dawson (^mnty on June 25, 1946,

filed another petition for an order for distribution to



it of the remainder of the deposit claiming it was the

record owner of the title to the ''Tracts Nos. 494-1

to 494-14B, inclusive, as particularly described in the

final judgment in condemnation", and that the deposit

was just compensation for the land taken and such

petition further recited that the county had been paid

out of the deposit $10,628.57 and the county therein

claimed that Chap. 100, Laws 1943, barred all other

defendants from any claim to such funds deposited.

(Tr. 91.)

In presenting Chap. 100 the county overlooks the

fact that the tax deed on the lands here involved was

issued to the county upon levies and assessments made
for the special l3enetit of the bondholders for whom the

county was acting as agent and trustee. Neither the

irrigation district nor the bondholders would have any

purpose to attack or assert a hostile title to the tax-

deed which represented a foreclosure of their own
liens for assessments.

The above facts are shown of record and are beyond

dispute. The separation of the lands into tracts, the

awards and judgment were clearly agreed to by the

counties who did not appeal therefrom.

All went tine until it was ascertained the partial dis-

tribution on some tracts exceeded the awards thereon

which were made nearly 15 months subsequently. Now
the counties claim the acreage should not have been

separated. ]>ut the awards and judgment of condem-

nation are now final.
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SALE or TAX DEED LANDS BY COUNTIES.

Chapter 171, Laws of 1941, was in force on March

19, 1941, and before the attempted option to the gov-

ernment. (Tr. 64.) Thereby the connty was required

to enter an order of sale of such lands at public auc-

tion and within six months. The notice of sale shall

describe the lands to be sold and the appraised value.

Section 2 of the Act provides for reservation to the

county of not to exceed 6^4% royalty in minerals. Sec-

tion (j of the xVct provides that the proceeds of sale

shall be distributed by the county treasurer, except

for the first $10, to all funds as the same would have

been paid as taxes and if less than the aggregate of

taxes and assessments for all funds then such pro-

ceeds shall be pro rated lietween the funds in pro-

portion tliat the amount of taxes and assessments ac-

crued against such property for each fund l^ears to

the aggregate taxes and assessments for all funds.

Hence, it is readily seen, that the district and the

))ondholders woud have received a much larger share

of the proceeds if a sale to the United States under

said Act had occurred and proceeds paid, as the irri-

gation assessments exceeded the general taxes nearh^

4 to 1. The law did not grant to the county any right

to option the lands as only an out-right sale or lease

Avas permitted.
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CHAPTER 63, LAWS 1937.

Sec. 1 of Chap. 63, Laws 1937, amended Sec. 2215.9

of the revised Codes of Montana, 1935, so as to make

cei'taiii the existing law, Cliap. 176, Laws 1933, in-

chided irrigation and drainage assessments as special

or local improvements.

The section now reads:

''The deed hereafter issued under this or any

other law of this state shall convey to the grantee

the absolute title to the lands described therein as

of the date of the exf)iration of the period for

redemption, free of all encumbrances and clear

of any and all claims of said defendants to said

action except the lien for taxes which may have

attached subsequent to the sale and the lien of any

special, local improvement, irrigation and drain-

age assessments levied against the proj^erty pay-

able after the execution of said deed, and except

when the land is owned by the United States or

this state, in which case it is prima facie evidence

of the right of possession accrued as of the date of

expiration of such period for redemeption. " (See

104 Mont. 420, 67 Pac. (2d) 989.)

Nearly all the land involved herein went to tax

title on December 11, 1939. (Tr. 97.)

Section 7240.1 requires the county commissioners to

levy irrigation taxes and assessments where the dis-

trict omits to do so. In addition the proceedings in

Montana in obtaining tax title are extremely technical

as shown l^y the case entitled Jenson LiveMock Co. v.

Custer County, et al, 114 Mont. 285, 124 Pac. (2d)

1013, cited on p. 5 of appellants' first brief. Hence,
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it was logical in view of all the foregoing that the

officers representing the United States could not

risk accepting or closing the offered option and de-

cided to condemn. The appellants have cited State ex

rel. Oiiten v. Billings, 91 Mont., 76; Cascade v.

Weaver, 108 Mont. 1, and Hartmann v. Bozeman, 116

Mont. 392, under their claim that the said Act did

not apply to the irrigation district in question created

before the Act. However, the Ostem case (Appellants'

Brief at pp. 22 and 23) expressly held: That subse-

quent statutes do apply '^to government agencies",

and the title of the county as a governmental agency

may be affected by subsequent legislation. Each of the

three cases cited involved private vested rights which

could not be impaired. In this case the trial judge

properly held (Sup. Tr. 152) the counties have no

power excepting that conferred by law as they are

pure creatures of the law subject to legislative control

without having constitutional restrictions against leg-

islative enactments under the rule approved in

:

Franske v. Fergus County, 16 Mont. 150

;

Yelloivstone Packing Co. v. Hayes, 83 Mont. 1,

and

State V. Holmes, 100 Mont. 256.

OVERPAYMENT.

The specific amounts of general taxes paid Dawson

County were based upon the evidence presented by it

and shown in its answer. (Tr. pp. 46, 47 and 48, see

also original Exhibit No. 1.)
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In making advance distril )ution long before the

awards of compensation and judgment fixing same the

District Court overpaid but in its final judgment

(Sup. Tr. p. 147) correction was made showing Daw-

son County over ])aid out of the deposit to the extent

of $3315.06 and Prairie County in the sum of $327.86.

The appellants do not dispute the figures and it is

evident the awards, as found by the Court, were to

that extent less than the payments made to the coun-

ties and hence the deficiency.

This particular question is fully covered by Section

258a, which reads :•

''Upon the application of the parties in interest,

the court may order that the money deposited in

the court, or any part thereof be paid forthwith

for or on account of the just compensation to be

awarded in said proceeding."

And the statute further provides

:

"If the compensation finally awarded in respect

of said lands, or any parcel, thereof, shall exceed

the amount of the money so received hy any per-

son entitled, the court shall enter judgment against

the United States for the amount of the defi-

ciency".

The Court is also given express authority to make
such orders in respect to liens "as shall be just and

equitable".

The deposit made is only an estimate and the fuial

awards could easily be more or less than estimated

and, in respect to the deposit and declaration of taking

with passing of title, the Federal procedure is entirel}'
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different from tlie eminent domain law of Montana

where deposit is never made and in no event does title

pass until after the award and final order of con-

demnation. See 9946 to 9952 Montana 1935 Revised

C'Odes.

The case of United States v. Miller, 317 U.S. 369,

87 L. Ed. 336, 147 A.L.R. 55, involved a condemna-

tion for benefit of Central Valley project in California

and deposit was made as estimated compensation for a

tract belonging to three co-tenants in sum of $2550.00

and forthwith $850 was paid to each of them but the

award and final judgment were for less. There judg-

ment was entered in favor of the United States for

amounts paid in excess of the awards. Here the com-

pensation finally awarded the bondholders on the lien

claims under their bonds exceeded the moneys left on

deposit for them to the extent of $3642.92 and hence

it was proper for the Court to enter a judgment

against the United States for such deficiency for the

protection of the bondholders. If such money is not on

deposit it cannot ])e paid the bondholders and to de-

prive them of their money with interest from July 11,

1944, would ])e taking their property for public use

without just compensation in violation of the Fifth

Amendment of the Constitution. The full details

thereon are shown in finding of fact No. 5, pp. 146-148

Sup. Tr. and conclusion No. 5, same pp. 153-154.

In the Miller case the Supreme Court held

:

"Notwithstanding the fact that the court released

the fund to the respondents, the parties were still

before it and it did not lose control of the fund
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but retained jurisdiction to deal with its retention

or repayment as justice might require."

The comities demanded advance payment on the mi-

disputed theory that the general taxes due should be

paid which was done with the knowledge and without

objection of the government attorney, and the govern-

ment was fully protected by the further judgment

that the counties return such excess payments with in-

terest to the registry of the Court.

In what other manner could just compensation have

been paid the bondholders or the Court have made an

order which would have been just and equitable? Sec-

tion 258a gives the District Court full power to forth-

with on application of the parties in interest pay out

the moneys deposited but authorizes judgment against

the United States for the deficiency on the compensa-

tion finally awarded. The counties and the attorney

representing the United States were advised when the

order of July 11, 1944, was made but the bondholders

were not present or obligated.

RELATION OF BONDHOLDERS TO IRRIGATION DISTRICT AND
THE COUNTIES AND THE LANDS INVOLVED.

The deposit made by the government and the awards

of compensation stand in place of the property. No

question exists or has been raised as to the right of

eminent domain. The compensation is distributed

luider the law according to the rights of the parties

interested "as shall be just and equitable".
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The appellants in their Ijrief and Dawson County

in its previous hrief attempt to completely ignore the

irrigation law of Montana and confine themselves to

claiming the ^dews of the Supreme Court of Montana

in the Malott case in 89 Mont. 37 were dicta. Between

pages 12 to 26 of their first brief on appeal the bond-

holders have outHned the rights under irrigation dis-

tricts in Montana as particularly related to the bond-

holders thereof. Appellants have not controverted

same.

In tax proceedings there is only one deed on fore-

closure wherein the county and its county treasurer

acts for the benefit of the funds involved. Under the

general law, as shown by Chapter 171, Laws 1941, as

will be seen by reference to Sections 2234 and 2235

of the 1921 Code and 1935 Code of Montana in case

of redemption or sale of lands acquired under tax

deeds the county must apportion the proceeds to the

funds according to the levy, and it results the county

acts merely as trustee. That was the rule adopted in

State ex rel. City of Wolf Point v. McFarlan, 78 Mont.

156, 252 Pac. 805, and School Dist. No. 12 v. Pondera

Comity, 89 Mont. 342, 297 Pac. 498.

In like manner and imder sjjecial statutes the rule

applies even stronger in irrigation districts.

It is unnecessary to repeat the Montana irrigation

law as same appears in substance in Part III of ap-

pellees' original brief and see the copy of district pro-

ceedings in bondholders original exhibit No. 3. We
do call attention to the fact Section 7213 of 1935 Code

in force at all times makes the bonds of the district



17

a lien "upon all the lands" "in the district" and they

are "subject to a special tax or assessment for the

payment of the interest on and principal of said

bonds" and "shall constitute a first and prior lien on

the land against which levied, to the same extent and

with like force and effect as taxes". And Section 7232

of the same Code provides all bonds "shall be paid by

revenue derived from a special tax or assessment

levied as hereinafter provided upon all the lands in-

cluded in the district" and the district board is re-

quired in the resolution for the issuance of the bonds

to provide for an annual levy and file a copy thereof

with the county commissioners and "when so collected

shall by the county treasurer having custody of the

funds of the district be placed in a special fund and

used solely" * * * "for the payment of the interest on

and principal of said bonds when due'\ Sections 7243

to 7246 of the 1935 Code provide for the full protec-

tion of such irrigation assessments even when the

comity acquires the lands of the district for taxes.

Hence in the Malott case reported in 89 Mont. 37,

it was necessary to review the rights under Montana

irrigation districts and in view of the general and

special statutes the Court properly held at page 95

that the county acted as agent and held the tax title as

a trustee and that the moneys derived from sale of

such lands would be trustee funds for the benefit of

the bondholders pursuant to the statute and thus give

them the benefit of their security.

The counties could not even imder the general law

(Chap. 171, Laws 1941) claim more than a proportion-
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ate part of the proceeds and here under the order of

July 11, 1944, having been paid the full amount of

the general taxes, why should they be permitted to

violate their trust and take all the in'oceeds? The spe-

cific irrigation assessments formed the foundation

for the tax deeds and the}^ were levied to create a

special fund to be USED SOLELY for the payment

of the interest on and principal of the said bonds. (Sec-

tion 7232.) As well said by the Supreme Court of Mon-

tana in the case of State v. Board of County Com-

missioners, 86 Mont. 595, 285 Pac. 932, to permit the

board of county commissioners to frustrate payment of

the bonds of an irrigation district from the lands

thereof "would work a manifest fraud and injustice

upon innocent parties who have honestly and fairly

jjarted with their money in reliance upon the faith and

credit of the irrigation district and the protection af-

forded by the laws of the state."

This same view was repeated in State ex rel. Malott

V. Cascade County, 94 Mont. 394, 22 Pac. (2d) 811

through a changed Court and wherein the irrigation

district law was reviewed and the Coui*t said:

"the county occupies the position of a trustee for

the interested parties, including, of course, the

bondholders" * * * "The count}^, as trustee, can-

not lawfully do anything adverse to the rights of

the l:>ondliolders, beneficiaries under the trust".

The Court also said:

"when irrigation district lands are struck off to

the coimty and under statutory direction deben-
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tiire certificates have been issued therefor, the

county becomes a trustee and never discharges its

trust imtil the lands are redeemed from sale, or,

if not, until it sells the lands and distributes

the proceeds agreea])ly to equity.
'

'

and as to the county,

''After issuing the debenture certificate it can per-

form but two acts (or related acts) with respect

to the lands: (1) Receive money paid upon re-

demption and distribute the same; (2) obtain a

deed to the lands, sell the same, and distribute the

money received upon the sale'

The Court tliere held that no course could be taken

by the county which would set at naught Sections 7213

and 7232 which became a pai*t of the contract when

the iDonds were sold and it was held that upon sale

of the lands in the irrigation district the excess over

the taxes could not be credited to the general fund of

the county. It Avas held the excess on the sale must go

for the benefit of the bondholders.

Official duty is presumed done and the counties can-

not assert a statutory ministerial duty was not 2^er-

formed. Sec. 10606 Montana 1935 Code. State ex rcl.

Wolff V. Gmrkind, 109 P. (2d) 1094. (Mont.)

The Supreme Court of Montana merely applied the

irrigation district law which is still in force and the

statutory law and judicial interpretation thereof by

the highest Court of Montana were properly aj^pfied

in this case hy Judge Pray who is very well informed

as to the law of Montana.
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The rather late case of State ex rel. v. Borabeck,

111 Mont. 320, 108 Pac. (2d) 601, involved payments

due on bonds of an irrigation district and was decided

by an entirely different Coui-t and the trustee rule was

again followed. The Court said:

''The principal and interest on the bonds were

payable out of a particular fund exclusively, of

which the county treasurer was custodian. (Sees.

7213, 7232, Rev. Codes 1921.) The officers of the

irrigation district who must provide for the levy

and collection of a tax sufficient to meet the in-

terest and principal, and the county treasurer who
is made the custodian of the funds of the district,

stand in the relation of trustees for the bond-

holders of the district/'

Here appellants assert the bondholders had the right

to protect themselves by paying the taxes and assess-

ments but the Court said in the last cited case

:

"In the case at bar the fund cannot be replen-

ished l)y further assessments ( State ex rel. Malott

V. Board of County Commrs., 89 Mont. 37, 296

Pac. 1), and the only method of obtaining addi-

tional funds is by the sale of the lands to which

tax titles have been taken. This is at best an un-

certain and unreliable source of income."

In Rosebud Land c& Improvement Co. v. Cartersville

Irr. Dist., 102 Mont. 465, 58 Pac. (2d) 765, the Mon-

tana Court reviewed the Malott case and re-affirmed

same.

Tliis Circuit Court in Judith Basin Irng. Dist. v.

Malott, 71] F. (2d) 142, 97 A.J..R. 504, made a complete
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analysis of our irrigation law which is applicable ex-

cepting appellees do not claim their bonds are equal to

the lien of general taxes, but that decision was dis-

tinguished in Toole County Irr. Dist. v. Moody, 125

F. (2d) 498 where this Circuit Court again construed

Montana irrigation law and followed the ruling in the

Malott case. Here appellees do not contest either the

Malott case or the last case cited.

REPLY.

Appellants also claim no reply was filed to the

answer of Dawson County. It is admitted all the

parties followed the practice outlined in the Federal

Civil Rules and no reply would have been permitted

as we view Rule 7.

However the answer of the county was to the

amended complaint and admitted the allegations

thereof but did set up in detail as its ''Exhibit A"
what was designated in paragraph 1 as ''an offer in

writing to sell to the United States". The offer is a

matter of record and could not be denied. Calling it a

''sale" does not make it so or bind the United States.

The answer did not allege any defense or counter-

claim to the condemnation or any cross complaint

against either the United States or the bondholders.

It is true that the answer of the bondholders improjD-

erly in the eminent domain proceedings sought an ac-

counting against the county, as the Federal District

Court could only condemn, fix the compensation and
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distribute the money. The condemnation and compen-

sation were not disputed by any defendant and the

entire question before the trial Court related largely

to questions of law as to distribution and separate pe-

titions for distri})ution were filed by the county (Tr.

91) and by the bondholders. (Tr. 94.)

The Court will observe that the petition of the bond-

holders conceded the general taxes mentioned be paid

the coimties from the deposit and demanded that the

counties refund and repay to the registry of the Court

the sums improperly withdrawn and that the re-

mainder be distributed to the bondholders pro rata

after payment of reasonable attorneys' fees.

If the law of Montana on eminent domain governs

then we find the pleadings detailed by Sections 9940

to 9942 of the 1935 Montana Code and the only plead-

ing authorized for the defendants is set forth in Sec-

tion 9942 as follows

:

''All persons named in the complaint, in occu-

pancy of, or claiming an interest in, any of the

property described in the complaint, or in the

damages for the taking thereof, though not named,

may appear, answer or demur, each in respect to

his own property or interest."

Here both the county and the bondholders did set up

their own claim of interest which is all the law per-

mits.
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CROSS-APPEAL.

There is no authority for the Honorable District

Court excluding the lien of the bondholders from the

tracts known as Yale No. 1-27 and Scottish-American

Mortgage Co. No. 1-47 and 1-53 on which awards total

$1183.00.

The facts regarding such tracts are fairly set forth

in the trial Court's findings Nos. 10 and 11. (Sup.

Tr. 150-151.) Such lands were included in the irriga-

tion district and never excluded. The formation of the

district, the lands included and whether susceptible

of irrigation were all questions within the exclusive

jurisdiction of the state Court based upon evidence

including that of the State Engineer (Sec. 7166), and

it is now far too late for the trial judge to change the

boundaries of the district or exclude such lands as

directed under conclusion 5 (Sup. Tr. 153) and by the

judgment. (Sup. Tr. 155.) See Kriieger v. Morris,

110 Mont. 559.

We dislike to again mention our attorneys' fees and

exjiense. The trial judge did find that as attorneys we
have expended much labor and expense for the bond-

holders which will inure to the benefit of all the bond-

holders if compensation be made them from the

moneys on deposit. We protected this fund. And if all

the bondholders share in tlie fruits of this litigation

there is justice in requiring all to share pro rata in

payment of i-easonable fees and expense if our labors

have resulted in preserving a common fund. The rule

is outlined in numerous cases cited in 107 A.L.R. 749.
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Here, as shown by tlie record, we appeared for all

the bondholders and under Section 8993 Montana

1935 Code the law gives us a lien upon the judgment.

No other attorneys represented the ])ondholders and

it would be inequitable to permit the bondholders to

share pro rata in the benefits without contributing to

the expense. The correct rule was adopted by Judge

Pray in United States v. Hudson, 39 F. Supp. 797. See

appellees' prior 1)rief p. 30.

CONCLUSION.

The judgment of the District Court should be af-

firmed excepting as to the items covered by the cross-

appeal, wherein it should be reversed.

Dated, Miles City, Montana,

March 25, 1949.

Respectfully submitted,

D.J.O'Neil,

P. P. Leonard,

Attorneys for Appellees

(Bondholders) (2nd Appeal).
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STATEMENT OF THE CASE.

The statement of appellant is controverted.

It is unfounded on the record and confusing. It

is necessary a full statement be made.

The United States of uAjnerica commenced this ac-

tion to condemn 5,788.21 acres in Dawson and Prairie

Counties, Montana. All of the lands involved were in

the Upper Glendive-Fallon Irrigation District and

the defendants Mary Hagan, E. B. Clark, Minnie R.

Evans and other defendants were joined ''as lien

claimants of the holders of bonds issued" by the said

District.

The complaint was filed pursuant to 40 U.S.C.A.

258a with declaration of taking and deposit in the

registry of the Court of the estimated value of the

lands and immediate possession (Tr. 2-28) was de-

manded.

The appellees on their own behalf and on hehalf of

all other 'bondholders of the District filed answer,

counterclaim and cross-claim. (Tr. 28-43.)

The appellant county filed answer and petition for

distribution. (Tr. 43-64.)

Both answers admitted the allegations of the plain-

tiff and the necessity of condemnation. (Bondholders

Tr. 30 and County Tr. 43.)

Separate tracts and division of the lands according

to ownership were outlined in the amended complaint

(Tr. 5), answer of the county (Tr. 44), the Commis-

sioner's appraisement (Tr. 69) and in the final judg-

ment in condemnation. (Tr. 78-82.)



Dawson County acquired tax deeds to nearly all of

the lands involved on December 11, 1939 (Tr. 97), and

the county appraised the various tracts and directed

sale and provided:

''And all the above lands described as being in

township 13 are subject to the lien of the unpaid

balance of certain Bonds issued by the Upper-

Glendive-Fallon Irrigation District, Jan. 1,

1923/' (Tr. 52-53.)

The notice of sale of the tax title property contained

like provision (Tr. 55), for protection of bondholders.

Uncompleted option or negotiations to the United

States were also shown in the answer of the county.

(Tr. 59-64.)

No question has arisen regarding the creation or or-

ganization of the Irrigation District or the validity or

liens of the bonds issued. (See Bondholder's Original

Exhibit No. 3.) The tax deeds merged the assess-

ments.

The map or plat of the District is original exhibit

No. 3 and shows the location and boimdaries and the

two lifts or elevations, and all lands involved are

within the District.

The Irrigation District was established by judg-

ment dated December 20, 1920. (Abstract Bond-

holders' Original Exhibit No. 3, pages 20 to 23.)

The bonds in ^question were authorized by judg-

ment of the District Court confirming the issue, made

and entered December 2, 1922; $150,000.00 in bonds

were authorized but only $81,500 sold
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''For the purpose of providing funds for the con-

struction of a system of irrigation works for said

District inchiding the purchase of a piunping
plant and certain coal lands, all in accordance

with the Plan of Reclamation for the District

approved and adopted by the PubUc Service Com-
mission of Montana"

and the Court confirmed the bond issue

''and the special tax or assessment levied to pay
the said bonds and interest".

(See Abstract Original Bondholders' Exhibit

No. 3, pages 29-41.)

While this action was pending on July 11, 1944

(Tr. 67), before the appraisement filed October 1,

1945 (Tr. 69-77) and prior to judgment in condemna-

tion, December 5, 1945 (Tr. 78-90) the Court ordered

paid to the appellant Dawson County from the reg-

istry of the Court $10,628.57, being all of the general

taxes set forth in the answer of Dawson County (Tr.

44-49), excepting redemption had been made as to

Tract 494-14A (Tr. 67, 82, 86), and the general taxes

thereon of $249.68 were not claimed by the county.

The assessments levied for the District up to 1938

and included in the tax deeds appear in the answer of

the county (Tr. 44-49) and in the ex parte order of

partial distribution on general taxes obtained hy the

county as '^delinquent, unpaid assessments made and

unpaid on account of" said district amounting to

$41,662.98.

The District Court (Tr. 100) ruled as to the Yale

Tract No. 1-27:



'*it does not appear that it was susceptible of

irrigation, was ever assessed for that purpose, or

that it was obtained from either of the counties,

or that the irrigation district or bondholders have
any lien upon the compensation of $758 deposited

in the registry of the court to the credit of this

piece of land.'

^

The tract is described in the complaint (Tr. 8) in the

appraisement of the Commissioners (Tr. 76) and the

judgment of condemnation (Tr. 82, 86). The large

map, Exhibit No. 3, shows that land within the boun-

daries of the District, and it is described in the judg-

ment creating the District. (Bondholders' Original

Exhibit No. 3, Abstract at page 22.) It was never ex-

cluded or withdrawn from the District. The petition

for creation of the District, Bondholders' Original

Exhibit No. 3, page 3, shows that the west half of Sec-

tion 16 Township 13 north, range 53 EMPM, was

assessed to Fred Yale, one of the petitioners creating

the District. He sought to withdraw his name from

the petition, same Exhibit at page 19, but notwith-

standing the land was included, same Exhibit at page

22, and he was appointed one of the District Commis-

sioners, same Exhibit at page 23, and he signed peti-

tion for issuance of the bonds in question, same Ex-

hibit at pages 29 and 30, and as president presented

the resolution for the issuance of the bonds, same Ex-

hibit pages 31 and 36.

The District Judge also held:

''The land designated as the Scottish-American

Mortgage Co. tract, Nos. 1-47, and 1-53, for which
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$425 was deposited in the registry, does not ap-

pear to have been legally embraced in the irriga-

tion district in the absence of notice or consent,

and that upon foreclosure in which the irrigation

district was included as a party defendant, no

claim of lien or otherwise was made by such de-

fendant. The irrigation district and the jjond-

holders do not appear to have any interest in the

distribution of this fund." (Tr. 100.)

The lands described as tracts Nos. 1-47 and 1-53

were described in the amended complaint as

:

''Lot Four (4) and the Northeast quarter of the

Northeast Quarter (NE14NE14) of Section Four-

teen (14) in Township Thirteen (13) North of

Range Fifty-three (53) East of the Montana
Principal Meridian, Montana." (Tr. 9.)

The large map. Original Exhibit No. 3, shows the

lands within the boundaries of the District and also in

Bondholders' Original Exhibit No. 3 at page 3, in

petition to organize the District, and Mary E. Lewis

was the owner of the property according to the last

previous assessment rolls of Dawson County. She

made an appearance and protested the inclusion of

said lands in the District, same Exhibit at page 15,

and also appeared through her attorney at the hear-

ing, same Exhibit at page 20, but the Court ordered

the District created after considering the evidence

including the report of the State Engineer and ad-

judged that the lands were suscepti])le of irrigation

from the same general source and the same system

and included said land within the District. Same Ex-



hibit at page 22. No appeal was perfected from said

judgment.

Dawson County on July 11, 1944, received full pay-

ment of its general taxes (Tr. 67) but in this appeal

claims all of the compensation and seeks to deprive

the bondholders, as lien claimants, of any portion

thereof.

The preliminary order of distribution (Tr. 67) paid

Dawson County $3315.06 (Tr. 108) in excess of the

final appraisement (Tr. 69) and final judgment. (Tr.

78.)

The Court ordered refund under Section 258a from

the Counties and directed judgment against the

United States. Interest is due from at least July 11,

1944.

The final question on the appeal involves the mat-

ter of attorney's fees. Mary Hagan, E. B. Clark and

Minnie R. Evans are acting not only on their own be-

half but also on behalf of all the bondholders of the

district (Tr. 28) and their attorneys through their

services protected the funds which may be paid to all

the bondholders pro rata and they requested an order

for reasonable fees payable out of such fimds (Tr.

40) but the District Court denied compensation.

(Tr. 106.)
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SPECIFICATIONS OF ERROR

(Under Cross-Appeal).

1. Yale tract No. 1-27 improperly excluded from

irrigation district and deprived bondholders of $758.

(Tr. 100.)

2. Scottish American Mortgage Co., Ltd., tract

Nos. 1-47 and 1-53 improperly excluded from irriga-

tion district and bondholders deprived of $425. (Tr.

100.)

3. District Court erred in not including interest

on over-payment or improper withdrawal from de-

posit per order of July 11, 1944. (Tr. 108.)

4. Court erred in denying fees under equity rule

to attorneys representing bondholders to be paid out

of common fund protected for all and before dis-

tribution. (Tr. 106.)

ARGUMENT.

I.

APPELLANT'S THEORY.

The specification of errors and argument of ap-

pellant confines the issue:

1. The county claims it owned the lands involved

and that the bondholders have no rights therein or

to the proceeds on distribution under 258a, and

2. There was no oA^erpayment and the condemna-

tion proceedings should not have made division into

tracts.
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It is impossible to follow the argument or conflict-

ing theories of the appellant because on one hand it

attempts to claim a sale to the Government and main-

tains Section 258a does not apply (Appellant's Brief

14) even though the answer of county admitted all the

allegations of the government's complaint on con-

demnation (Tr. 43) and paragraph 2 of the answer

alleged that the lands upon which tax deeds were ob-

tained by Dawson County included taxes,

"levied by the State of Montana, Dawson County,

Montana, and school districts, and taxes levied

by Upper Glendive-Fallon Irrigation District"

The amount of the general taxes and likewise the ir-

rigation taxes of the district are separately set forth

in the answer (Tr. 44-49) and they are set forth more

in detail in Original Exhibit No. 1.

Under no theory could the county levy assessments

for the irrigation district and by reason thereof en-

force same through the tax deeds and now question

or attempt to repudiate such assessments which were

the very foundation of the tax deeds.

It would serve no purpose in this condemnation

proceeding to raise any question as to the validity of

the tax proceedings which were doubtful. The govern-

ment obtains the entire title to the land and the

county obtains the general taxes from the deposit.

The county was given preference on the general

taxes and early in proceedings obtained order for pay-

ment. (Tr. 67.)
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The county appeals herein to prevent the bondhold-

ers receiving any part of the compensation.

The priority of general taxes is conceded and hence

it is a waste of time to consider the many cases cited

by appellant on that point.

The county acted for the district in the levy and

collection of taxes. Its present attempt to take all

the compensation on condemnation is the first and

only hostile act of the county as against the bond-

holders. It is admitted by answer of the county and

even appellant's brief on page 4 that the assessments

for the district were levied and included in taking tax

deeds.

II.

APPELLANT'S CITATIONS.

Chap. 100, Montana Session Laws 1943, (p. 8 of

brief) limiting the time to attack the validity of a

tax deed cannot apply to the public corporation whose

taxes or assessments were the basis for the deeds.

The case of Jensen Livestock Co. v. Custer County,

et al., 113 Mont. 285, 124 Pac. (2d) 1013, was by pri-

vate owner to redeem from tax deed and Hartman v.

Mimmach, 154 Pac. (2d) 279, merely involved assess-

ments for special improvements prior to tax deed BUT
held that under Chapter 63 of Laws of 1937 assess-

ments levied or payable after such deed '^ constitute

a lien against the property".
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The decisions cited by the appellant are clearly not

in point, hi Re Third Street, 111 Minn. 146, 225

N. W. 86, 74 A. L. R. 561, involves city charter pro-

visions of St. Paul regarding condemnation.

State ex rel St. Louis v. Beck, 330 Mo. 1118, 63

S. W. (2d) 814, 92 A. L. R. 373, pertains to the ques-

tion of damages due to delay in condemnation.

Weeks v. Grace, 194 Mass. 296, 80 N. E. 220, 9

L. R. A. (N. S.) 1092, involved the question of

whether a covenant or warranty in a deed against

encumbrances protects the sovereign power under con-

demnation.

Gassoway v. Seattle, 52 Wash. 444, 100 Pac. 991,

21 L. R. A. (N. S.) 68, is a limited decision and it

was held that it was not necessary to make the county

a party defendant on condemnation brought by the

city. It was also held that the city having taken the

full title the county had nothing to sell under tax

proceedings.

Duckett V. U. S., 266 U. S. 149, 69 L. ed. 216, 45

Sup. Ct. 38, was a claim brought against the United

States for the value of claimant's interest under lease

in the Bush Terminal taken by the President and

the Secretary of War for war purposes and the ques-

tion simply involved the implied duty of the govern-

ment to make compensation for the value of the lease.

Collector of Taxes v. Revere Bldg., 276 Mass. 576,

177 N. E. 577, 79 A. L. R. 112, involved purely a

local question on the collection of taxes.
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As explained in the case of Gassoway v. Seattle,

supra, after condemnation there is no tax and as

further explained in TJ. S. v. Pierce County, 193 Fed.

529, the inquiry is always directed to the question

of whether the taxes were imposed before or after

the acquisition of the property.

Other cases cited by appellant are Lyeth v. Hoey,

305 U. S. 188, 59 S. Ct. 155, 83 L. ed. 119, 119 A. L. R.

410, which involved income and gift taxes, and U. S.

V. Miller, 317 IT. S. 369, 63 S. Ct. 276, 87 L. ed. 336,

147 A. L. R. 55, as to severance damages.

III.

RIGHTS XJNDER IRRIGATION DISTRICTS.

The appellant not having done so it is necessary to

refer to the Montana law regarding irrigation dis-

tricts, and the rights of bondholders thereunder.

The present Montana law on irrigation districts is

found in Section 7166 to 7264.18 of the Revised Codes

of 1935. However, the law in force, with some excep-

tions, at the time of the issuance of the bonds would

be found within 7166 and 7264 of the Revised Codes

of Montana 1921. Judgment creating district was

made December 2, 1920.

Evidence of ownership on petition creating the

district under Section 7166 of the 1921 Code was the

county assessment roll of the preceding year and that

section has since been amended to now require the
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consent of a mortgagee on the petition. The history

of the law is given in Toole County Irr. Dist. v. State,

104 Mont. 420, 67 Pac. (2d) 989. The consent provi-

sion as to mortgagee was first enacted as part of

Ch. 112, Laws 1925, which was apparently overlooked

by the District Judge in passing on tracts 1-47 and

1-53. Exclusive jurisdiction and powers are con-

ferred upon the state District Court and wide dis-

cretion is lodged in the Court which hears and de-

termines the issues and then makes findings and or-

der creating the district, if proper. The law directed

the Court should not exclude any lands susceptible of

irrigation from the same source and system nor in-

clude any lands ''which shall not in the judgment of

the Court, be benefited by irrigation by means of

said system of works" and also declared the finding

and order of the Court ''shall he conclusive'^ and as-

sented to unless appealed to the Supreme Court within

60 days.

The law declared the district a public corporation

for public welfare and the lands in the district to

constitute the assessable property of the district. ( Sec-

tion 7169, 1921 Code.) Having come into existence

the next step was to provide for irrigation which

required funds obtainable only through sale of bonds

to be issued as directed by Sections 7208 to 7231, 1921

Code. The steps required included a petition of a

majority in acreage and number of owners of land

in district, a resolution of the commissioners and pe-

tition, notice of hearing and judgment of confirma-

tion by the state district court. Such proceeding is in
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''rem". The plan or purj^ose must be set forth and

the Court is given power to determine if the law has

been complied with and notice given and Ukewise de-

termine the validity of the bonds and the levy of the

assessments to pay same and from the judgment an

appeal is allowed but if not taken or if affirmed the

judgment ''shall be forever conclusive upon all the

world as to the validity of said bonds and said special

tax or assessment." (Section 7211, 1921 Code.)

No appeal was taken. The bonds are negotiable and

were designated as 10-30 year serial bonds and were

to be paid out of a special assessment "which con-

stitutes a first and prior lien on all the real estate

now, or at any time during the life of this bond, in-

cluded in the said" district. Each bond recited the

purpose for which it was issued being the construc-

tion of irrigation work and the purchase of a pumping

plant and coal lands all as approved by the Public

Service Commission of Montana and referred to the

resolution of the Board of Directors of the district

and the petition of the majority in number and acre-

age of the holders of title to the lands in the district

and the decree of the District Court approving the

legality and confirming the validity of all proceed-

ings relative thereto and the levying of a special tax

for payment and contained the certificate that all

acts, conditions and things required by the constitu-

tion and laws of Montana to be done have been done

and do exist and that provision has been made for the

levy of a special tax upon all the real estate within

the district sufficient to meet payment of the bonds.
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The bonds were signed by the president and secretary

of the district and were registered by the county

treasurer and had attached the certificate of the Pub-

lic Service Commission of Montana that they were

legally issued and a public investment, and attached

thereto is a copy of the resolution of the board cer-

tifying to the agreement that in each and every year

all lands within the district would be subject to a levy

of a tax or assessment sufficient to discharge the bonds

at their maturity and interest. (Bondholders Orig-

inal Exhibit No. 3 at pages 33 to 37.)

The list of the bondholders (Tr. 41) indicates the

bonds were sold to the public, men and women, banks

and estates over a wide territory. It is admitted by

the county that all of the principal of the bonds re-

mains unpaid. (Brief, page 3.) The bondholders

claim, and it is not disputed, (Tr. 36) that the in-

terest on the bonds has not been paid since January

1, 1927. Hence, 100% is due in principal and at least

120% in interest.

Montana has adopted the well established rule that

we must construe the irrigation law as a whole.

Drake v. Schoregge, 85 Mont. 94, 277 Pac. 627.

That case is also authority for the ruling that in the

absence of allegation and proof of fraud, and none

is claimed here, the district becomes absolute and if

no appeal be taken from the judgment confirming the

bonds they may not be questioned thereafter.

There the Court approved the similar ruling of the

Circuit Court of Appeals for the Ninth Circuit being
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Tomich v. Union Trust Co., 31 Fed. (2d) 515, which

involved a Montana district. The plaintiff claimed

that his lands were not benefited and it was held that

the time to object was at the hearing when the district

was formed and that subsequent determination or

change of irrigable acreage shall not affect the lien

of the bonds. In the Drake case under similar attack

it was held that the authority to levy the assessments

on the lands arose from the fact they were included

in the district when formed and when the bonds

were issued and were a part of the security pledged

by the district for payment of the bonds:

''The security may not be diminished. No change

in the boundaries of the district as organized shall

impair or effect its organization, nor shall it af-

fect, impair, or discharge any contract, obligation,

lien, or charge for which it was liable before such

change."

Changes in the boundaries, extension or exclusion

of lands, like the creation of the district require ju-

dicial action or due process imder the law, but it is

expressly provided that any change of the boimdaries

cannot impair nor affect any contract or lien. Sec-

tion 7188.

Lien of Bonds.

Section 7213 of the 1921 Code, which is the same as

the 1935 Code, expressly provided that all bonds

issued

"shall be a lien upon all the lands originally or

at any time included in the district * * * and

said special tax or assessment, shall constitute a
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first and prior lien on the land against which

levied, to the same extent and with like force and

effect as taxes levied for state and county pur-

poses.'^

In Krueger v. Morris, 110 Mont. 559, 107 Pac. (2d)

142, it was held:

''Hence, at this late date, the bond issues must all

be regarded as valid, and we must also treat the

bonds as constituting liens upon the entire prop-

erty of the district, since it is not alleged that any

protest was made against the confirmation of the

proceedings by the District Court under Section

7211.'^

Assessments; County Trustee.

Section 7232 to 7250, 1921 Code, provided ''all

bonds * * * shall be paid by revenue derived from a

special tax or assessment levied as hereinafter pro-

vided upon all the lands included in the district" and

the law made it the duty of the District Commis-

sioners to provide for the annual levy sufficient to

meet the interest and principal and Section 7234 pro-

vided that "all lands in each irrigation district * * *

shall pay at the same rate for all purposes". The

county treasurer is directed to collect the taxes and

is made the custodian of the district funds. Sections

7239, 7240, 1921 Code.

Section 7243 of the 1921 Code provided that when

land in the district be sold by the county treasurer

for delinquent taxes and the assessments of the dis-

trict form a part of the taxes for which sold the

county treasurer shall place to the credit of the dis-
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trict the assessments. And again under Section 7246

the duty was imposed upon the county commissioners

to sell lands acquired by tax deeds Avithin three months

and pay to the district or the holders of certificates

the full amoimt of taxes and assessments of the

district.

The case of State ex rel. Malott v. Board of County

Commissioners, 89 Mont. 37, 296 Pac. 1, was brought

by the bondholders to compel the county to sell the

lands in the district under the assumption that the

liens of the assessments were equal or prior to the

general taxes. The Court refused to so hold but did

state in part:

''The bonds are not an obligation of the district

at all, but rather a charge against the lands

within the district. The lien applies to the lands

within the district. The district in its capacity

as a public corporation, merely acts as the agency

through which the assessments are levied and col-

lected. * * *

"When the county acquires these lands by tax

deed on account of delinquent taxes and irriga-

tion district assessments, it takes and holds such

title as a trustee. The moneys derived from the

sale of such lands are trust funds. The parties

and entities interested in that fund are the school

districts within the county, the county itself, the

state to the extent of the taxes owing to it, the

bondholders, and the holders of the debenture cer-

tificates. If the lands shall sell for an amount in

excess of the taxes and assessments, then, after

the payment of the general taxes, applying the

well-established rules of equity, the remainder of
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the money should be turned over to the irrigation

district, provided that sum does not exceed the

total amount which would have been assessed

against these lands on account of the bonds, had
such lands not been transferred by tax deed. Thus
the bondholders will have received the full value

of all of their security.'*

Again in State ex rel. Malott v. Cascade County, 94

Mont. 394, 22 Pac. (2d) 811, an attempt was made to

prefer the debenture certificates, which the Court de-

nied but did say in part:
'

' Summing up these statutes, it is seen that, upon
the issuance of the debenture certificates, the ir-

rigation district, or its vendee, is the owner of

an interest in the land, which is never divested

until the land is sold. * * * The County has no

right, title or interest whatever in the debenture

certificate. * * * When the lands are struck off

to the county and the debenture certificates are

issued as required by the law the county occupies

the position of a trustee for the interested parties,

including, of course, the bondholders."

The Court held that the county merely held the legal

title and the irrigation district the equitable interest

in the land to the extent of the assessments, and the

Court further said:

''The county, as trustee, cannot lawfully do any-

thing adverse to the rights of the bondholders,

beneficiaries under the trust. After issuing the

debenture certificate it can perform but tw^o acts

(or related acts) with respect to the lands: (1)

Receive money paid upon redemption and distrib-

ute the same; (2) obtain a deed to the lands, sell
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the same, and distribute the money received upon
the sale."

In that case it was also held:

^'It will be borne in mind that the state and the

county, as well as the bondholders or the holders

of the debenture certificates, have an interest in

the land."

As argued in this case it was contended that the bond-

holders' only interest or right was to redeem the lands

from the taxes but the Court in the last cited case

held:

''It is argued that the bondholders have the right

to redeem the lands prior to the issuance of a deed

by the county. Whether this be true or not, it

does not furnish an adequate answer to the ques-

tions presented. If out of their pockets they pro-

vide the money to save the lands which are

pledged to pay debts owing to them, they will

reach but one end—the annulment of the tax sale.

Redemption will not give them any title."

In 94 Mont. 394, at page 406, the Court affirmed the

doctrine that when irrigation district lands are struck

off to the county under the statute debenture certifi-

cates are issued and the county becomes a trustee,

which trust is not discharged until the lands are re-

deemed or sold and the proceeds distributed ''agree-

ably to equity".

Section 7243, 1921 Code, in force at the time of the

issuance of the bonds and which is the same under

the 1935 Code made it mandatory upon the county

through its county treasurer, as its agent, to issue
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debenture certificates showing interest of irrigation

district, as follows:

''the County treasurer of such county must, upon
the issuance of the tax certificate of tax sale to

said county, issue to said irrigation district, and
in its corporate name, a debenture certificate for

the amount of taxes and assessments due to said

irrigation district from said lands and premises

so sold, inclusive of the interest and penalty

thereon, which certificate shall be evidence of and
conclusive of the interest and claim of said irri-

gation district in, to, against, and upon the lands

and premises so struck off to said county at such

tax sale, and from and after the issuance of said

certificate, the sum named therein and the taxes

and assessments of said district evidenced thereby

shall bear interest at the rate of one per centum
per month from the date of said certificate until

redeemed in the manner provided for by law for

the redemption of the lands sold for delinquent

state and county taxes, or until paid from the

proceeds of the sale of the lands and premises

described therein, in manner pro\dded".

The county could only act through the county treas-

urer and, of necessity, the treasurer was agent for

the county. State ex rel. v. Bailey, 99 Mont. 484, 44

Pac. (2d) 740. It would have been impossible for

the bondholders scattered over the United States to

have been at the elbow of the county treasurer and

direct him in a ministerial matter wherein his duty

was already prescribed by law and hence, the law

presumes

:

''15. That official duty has been regularly per-

formed."
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and

"33. That the law has been obeyed."

See Section 10606, Revised Codes of 1935, and

Cavitt V. Seirson, 175 P. (2d) 767.

Of course, the debenture certificates exist for the pro-

tection of the bondholders. The legal duty of the

county treasurer followed without inquiry into or

question of the facts. State ex rel. Wolff v. Guerkind,

109 P. (2d) 1094, 133 A. L. R. 304.

The case of State ex rel. v. Roraheck, 111 Mont. 320,

108 Pac. (2d) 601, involved an irrigation district and

held the principal and interest of the bonds were pay-

able out of the particular fund in the custody of the

county treasurer and that the officers of the district

and the county treasurer "stand in the relation of

trustees for the bondholders of the district", and it

was there held that all the bonds must be paid pro

rata from the special fund.

The property owners, the officers of the district and

of the State of Montana issued these bonds and sold

them to innocent persons with the express approval of

the Court. No contention is made of fraud or lack

of authority and the bonds contain recitals that should

not be repudiated by the district, the county or even

the Federal Court after 27 years. The rule of estoppel

in a case of this kind is adopted in Montana

:

Edmunds v. City of Glasgow, 89 Mont. 596, 300

Pac. 203, 86 A. L. R. 1052.

The law clearly sustains the bondholders' liens on

all the lands in the district including the Yale Tract
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1-27 where the amount due is $758 and the Scottish

American Mortgage Co., Ltd., tract Nos. 1-47 and 1-53

where the amount due was $425.

It should not be necessary to extend this brief with

citations supporting the bondholders' claim that the

Court had no jurisdiction to change the boundaries

of the irrigation district about 27 years after the es-

tablishment thereof to permit the two tracts last de-

scribed to be excluded therefrom. We submit the

judgment is wrong in that respect.

The Montana Legislature recognized the necessity

of protecting bonds which were issued for special im-

provements including irrigation districts and the pres-

ent law which protected the outstanding bonds in this

irrigation district was enacted as Chap. 63, Laws of

1937. The tax deeds to the county were nearly all

dated December 11, 1939, (Tr. 97) and hence the

lands were subject to said Chapter 63 which reads in

part:

^'Section 2215.9. Effect of deed. The deed here-

after issued * * * shall convey to the grantee the

absolute title to the lands * * * except the lien

for taxes * * * and the lien of any special, local

improvement, irrigation and drainage assessments

levied against the property payable after the exe-

cution of said deed."

The law and the agreement part of the bonds re-

quired annual assessments. After Dec. 11, 1939, the

lien of the bonds required annual assessments. Such

assessments continued or the right thereto existed even

after the county had taken tax deeds. The bondholders
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should not have been penalized because a public duty

was not performed.

Hence, the bondliolders should have collected the

amount of the special assessments annually sufficient

to pay the interest and retire the bonds.

See Hartman v. Mimmack, 154 P. (2d) 279.

Condemnation was the only means by which the gov-

ernment could have acquired title to the lands in the

irrigation district.

Sale Not Option.

The answer of the county (Tr. 62) states the county

commissioners were willing to option the county tax

lands to the United States as of September 5, 1940,

but in paragraph 1 of the answer the offer of the

county is fixed at January 12, 1942 (Tr. 43) and in

the appellant's brief, p. 1, the first date is used.

At any rate the law does not provide for an option.

Chap. 198, Laws 1939 of Montana, directs public sale

of tax lands within 6 months and if not sold the

county commissioners may sell at not less than 90%
of appraised value. No authority was given to the

public officers to option such lands.

Chap. 171, Laws 1941, where a royalty in minerals

of 61/4% was directed. The act requires the application

of the proceeds to all tax funds, or to be pro rated.

In School Dist. No. 12 v. Pondera Co., 89 Mont.

342, 297 P. 498, the rule was approved that even in-

terest, penalties and costs must be apportioned among

the taxing funds, unless the law provided otherwise.
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Section 7243 of Code protects bondholders in irriga-

tion districts. The irrigation district still exists. Its

duty to the bondholders, except as modified or elimi-

nated by condemnation, continues.

Validating Laws.

The Montana Legislature has protected the validity

of the bonds by means of Section 7231.1 adopted in

1923 against attacks after one year as to the establish-

ment of the district and the validity of the bonds.

Judith Basin Land Co. v. Fergus County, 50 F.

(2d) 292;

State V. Board, 86 Mont. 595, 285 Pac. 932,

and the last decision contained the following apt state-

ment:
' ^ The sovereignty of the state of Montana for pub-

lic welfare has authorized the organization of ir-

rigation districts in the state in aid of agricultural

development; it has given recognition to them
as municipal corporations, clothed them with au-

thority to issue and sell bonds upon the faith and

credit of the district for the purpose of obtain-

ing requisite financial assistance, and assured in-

vestors in such bonds of their payment through

the machinery of the law. Admittedly, the irriga-

tion district has had the use and l)enefit of the

money obtained on sale of the bonds for its pur-

poses, and to now permit the board of county

commissioners to frustrate their payment from

the lands embraced in the district upon technical

grounds, or because of alleged discretion vested

in it, would work a manifest fraud and injustice

upon innocent parties who have honestly and

fairly parted with their money in reliance upon
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the faith and credit of the irrigation district and
the protection afforded by the laws of the state.

Public municipalities should be held to the strict-

est accountability in payment of theii* obliga-

tions according to law, so as not to reflect dis-

credit upon them or the state."

The Montana decisions are followed by the Federal

Courts, see Toole County Irrigation District v. Moody,

125 Fed. (2d) 498.

Any lien against the property condemned must be

satisfied out of the deposit, including tax and assess-

ments :

State of Texas v. Moody's Estate, 156 F. (2d)

698;

U. S. V. 150.29 Acres, 135 F. (2d) 878;

U. S. V. 412,715 Acres, 60 F. Supp. 576;

U. S. V. 9.94 Acres, 51 F. Supp. 478.

The local or state law governs as to the rights and

status of the parties making claim to the deposit.

Collector v. Ford Motor Co., 158 F. (2d) 354;

Swanson v. U. S., 156 F. (2d) 442.

IV.

JUDGMENT OF DISTRIBUTION.

Refund on Overpayment.

The judgment shows that the advance order of July

11, 1944, by mistake "evident and was easily made"

Dawson County was paid or overpaid $3315.06 on

tracts 494-8, 494-11 and 494-13. The Court corrected
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same in the judgment and directed judgment against

the United States and the county for refund.

The case of U. S. v. Miller, 87 L. Ed. 251 (advance)

63 S. Ct. 276, where it was held that the District

Court retain jurisdiction and the Federal Govern-

ment could collect on overpayment and that to hold

otherwise would defeat the policy of the law and work

injustice, holding:

''The District Court was dealing with money de-

posited in its chancery to be disbursed under its

direction in connection with an action pending

before it. The situation is like that in which liti-

gants deposit money as security or to await the

outcome of litigation. Notwithstanding the fact

that the court released the fund to the respond-

ents, the parties were still before it and it did not

lose control of the fund but retained jurisdiction

to deal with its retention or repajrment as justice

might require."

The judgment should be affirmed in that respect.

The judgment to which the bondholders are entitled

includes

:

Balance on deposit (allowed) $19,034.89

Refund on overpayment (allowed) 3,642.92

(To which should be added interest at 6%
per annum from at least July 11, 1944,

date of overpayment to counties—Tr. 67)

Yale Tract No. 1-27 (Court improperly ex-

cluded) 758.00

Scottish-American Mortgage 'Co. tract Nos.

1-47 and 1-53 (improperly excluded) 425.00
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Nature of Condemnation.

The Comity seeks to avoid the irrigation laws of

Montana and the rights of the bondholders by claim-

ing that the title taken by the Government under

condemnation is not a sale and in some manner wipes

out the liens, interests and rights of the bondholders

not only to the lands but also to the compensation paid

which stands in place of the land. Here again the

appellant confuses the theory in regard to the at-

tempted offer or option of the County and the deposit

of the Government in condemnation under Section

258a.

We refuse to consider any passing of title other

than condemnation.

It is elementary that all property is subject to

eminent domain.

29 C. J. ^S'. page 852.

Here the allegations in the complaint are admitted

by all parties. The government obtains "title to the

said lands in fee simple absolute". The right to com-

pensation shall vest in the persons entitled thereto,

and distribution is made upon the application of the

parties in interest. The statute reads:

"The Court shall have power to make such orders

in respect of incumbrances, liens, rents, taxes,

assessments, insurance, and other charges, if any,

as shall be just and equitable." (40 USCA Sec.

258a.)

The rights under the irrigation law, the liens of the

bonds, the trusteeship of the County and the waiver
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of priority under Chapter 63 of the Laws of 1937

whereby the land condemned could be made subject

to the payment of the bonds both as to principal and

interest on future assessments all demonstrate the

right of the bondholders to the protection of their

liens and rights to assessments levied or to he levied,

and hence, the District Court could not have done

otherwise than protect the bondholders, and in the

language of the Court:

^'The registry fund above described appears to

be the only fund to which the bondholders may
have recourse in this proceeding to apply on the

bonded indebtedness of the district. Distribution

to the bondholders apparently is required to be

made on a pro rata basis. * * * The legal rights

to distribution became fixed and are determinable

as of the date the money was deposited in the

registry of the Court". (Tr. 101.)

Interest.

The judgment on the refund should have given in-

terest. The bondholders concede interest is not al-

lowed on compensation paid into Court under Sec-

tion 258a (40 USCA), but here $3642.92 the excess

payments to the counties and withdrawn improperly

on July 11, 1944, was not paid into Court and said

section expressly provides that just compensation in-

cludes interest at the rate of 6% per annum as the

value as of the date of taking. The judgment against

the United States should include interest. (R. S. Sec.

966, Sec. 811, Judicial Code.)
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V.

ATTORNEYS' TEES.

The learned District Judge kindly held that the

services of Messrs. O'Neil and Leonard, representing

the bondholders have inured to the benefit of all of

them but declined to fix or allow them a fee out of

the common fund.

We submit such fee is proper.

The equitable rule is that where a lawyer has ren-

dered service for all of a class and made available a

fund for all members of the class even though he

appeared for one or a few it is proper that his com-

pensation and expense should come from the entire

common fund saved or protected for all and before

it is distributed.

The Montana rule is outlined in

Hardware Mutual Casualty Co. v. Butler, 116

Mont. 73, 148 Pac. (2d) 563,

''where, as here, one litigant has borne the burden

and expense of successful litigation which has

created and brought into court a fund in which

others share with him, it is only just and equi-

table that those who share in the benefits should

contribute to the payment for the services of the

attorney whose labors resulted in the creating

or preserving of such common fund. (Sears v.

Inhabitants of Town of Nahant, 215 Mass. 234,

102 N.E. 491, Ann. Cas. 1914C, 1296)"

and

"When the litigation resulted in a cash settle-

ment, the attorney thereby earned the right to
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participate in the fruits of his victory and to be

compensated from the very moneys which his

successful prosecution of the action made avail-

able."

See TJ, S. v. Hudson, 39 F. Supp. 797.

Each bondholder will share pro rata in the disburse-

ment and it would be unjust for a few to carry on

litigation for years under great expense and let others

sit back and enjoy a free ride and have all the ad-

vantages without bearing any of the burden.

California follows the equity rule. See:

Wilson V. Harold G. Ferguson Corporation, 25

Cal. (2d) 274, 153 P. (2d) 714; and see

Annotations in 107 A.L.R. 749,

where almost unlimited cases are cited to sustain the

equitable rule. And under the heading ''Suit by

Bondholders" at page 759, it is said to be inequitable

to permit bondholders to share in the benefits without

contributing to the expense.

In view of the fact that the fees so paid are con-

tingent, we submit 25% is a reasonable fee to allow the

attorneys to be first paid out of the common fund to

be distributed, and same should have been allowed.

CONCLUSION.

We submit the judgment of the District Court must

be affirmed in so far as it,

a. Authorizes distribution to the bondholders of the

irrigation district after the appellant county has been

paid in full for general taxes ; and
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b. Authorizes judgment against the United States

in favor of the bondliolders for $3642.92 being the

excess awards made to the counties for general taxes

and paid through mistake. (Tr. 108.)

But the judgment should be reversed and corrected

on cross-appeal, as to

:

a. The Honorable District Court should not have

attempted to change the boimdaries of the irrigation

district and excluded therefrom the Yale Tract No.

1-27 and thus deprive the bondholders of their lien

thereon and the compensation paid to the extent of

$758 and likewise the Court should not have at-

tempted to change the boundaries of the irrigation

district and exclude therefrom the Scottish-American

Mortgage Co., Ltd., Tract Nos. 1-47 and 1-53 and

deprive the bondholders of their lien thereon and the

compensation paid to extent of $425.

b. Reasonable attorneys' fees should be awarded

D. J. O'Neil and P. F. Leonard against the common

fimd preserved.

c. Interest at 6% per annum from July 11, 1944,

should be allowed on the moneys paid in excess being

$3,642.92.

Respectfully submitted,

D. J.O'Neil,

P. F. Leonakd,

Attorneys for Appellees

(Bondholders).



No. 11821

for life ^tnti| (Hivcxxit

DAWSON COUNTY. MONTANA,
Appellant,

vs.

MAPvY HAGAN, E. B. CLARK and MINNIE R. EVANS,
on their own behalf and on behalf of all bondholders
of the Upper Glendive-Fallon Irrigation, District of

the State of Montana, and UNITED STATES OF
AMERICA.

Appellees,

and
MARY HAGAN, E. B. CLARK and MINNIE R. EVANS.

on their own behalf and on behalf of all bondholders

of the Upper Glendive-Fallon Irrigation. District of

the State of Montana,
Appellants.

vs,

EDNA YALE. ALLEN W. YALE and RUBY YALE.
his wife, and RUTH PETTERSON and HANS
PETTERSON, her husband. THE SCOTTISH
AMERICAN MORTGAGE COMPANY. LIMITED.
UNITED STATES OF AMERICA. DAWSON
COUNTY and PRAIRIE COUNTY.

Appellees.

appellant's ^eplg ^mf ^^

Upon Appeals from the District Court of the United States

for the District of Montana- - - ^ - •

€n.ei





No. 11821

Pntleh States

Oltrrutt Ol^urt trf ^pp^afe

for tije ^mtl| Ctrcutt

DAWSON COUNTY, MONTANA,
Appellant,

vs.

MAPvY HAGAN, E. B. CLARK and MINNIE R. EVANS,
on their own behalf and on behalf of all bondholders

of the Upper Glendive-Fallon Irrigation, District of

the State of Montana, and UNITED STATES OF
AMERICA,

Appellees,

and
MARY HAGAN, E. B. CLARK and MINNIE R. EVANS,

on their own behalf and on behalf of all bondholders

of the Upper Glendive-Fallon Irrigation. District of

the State of Montana,
Appellants,

vs.

EDNA YALE, ALLEN W. YALE and RUBY YALE,
his wife, and RUTH PETTERSON and HANS
PETTERSON, her husband, THE SCOTTISH
AMERICAN MORTGAGE COMPANY, LIMITED,
UNITED STATES OF AMERICA, DAWSON
COUNTY and PRAIRIE COUNTY,

Appellees.

^ppllntif ^^plg ^mf

upon Appeals from the District Court of the United States

for the District of Montana



INDEX

Page

Option by County was a Contract of Purchase 1

Assessments Trustee Doctrine 4

Effect of Tax Deeds 5

Conclusion 6



TABLE OF AUTHORITIES CITED

Pages
Cases

Calvin v. Custer County (111 Montana 162-107
Pac (2nd) 134 2

Cascade County v. Weaver et al; 108 Mont. 1 90
Pac (2) 164 5

State ex rel Malott v. Board of County Commissioners

89 Mont. 37 296 Pac. 1 5

State ex rel City of Billings v. Osten, 91 Montana l(i,

5 Pac. (2) 562 5

Statutes

Chapter 63 of the Laws of 1937 5

Texts

13 C. J. 855 3

18 C. J. S. 48 3

19 Am. Jur. 11 3





Mary Hagan, et at. 1

OPTION BY COUNTY WAS A CONTRACT
OF PURCHASE:

We agree with the appellees that the option contract

of the county was a sale. (Tr. p. 24) Prior to the first

option contract between the County and the U. S. the

county had offered all of the lands involved at public sale

pursuant to Montana Law and no bidders appeared and

no sale was had. (Tr. pp. 52 to 58) all shown as a part

of the Answer of Dawson County. Thereafter on September

5, 1940 an agent of the Farm Security Administration an

agency of the United States prepared and presented to the

county a resolution whereby the county would sell all of

the acreage involved herein for a lump sum agreed upon.

(Tr. pp. 59 to 63) A year later a renewal of the option

was made but a Stipulation was then entered into between

the parties whereby the price was fixed for all purposes

(Tr. pp. 95 - 96) this to insure no change in the situation

as the United States had taken possession on the first option

and removed all buildings, fences and other obstructions to

its use of the lands. Abstracts were procured by the county

at its expense and furnished to the United States under the

conditions of the option contract.

Thereafter the County v/as under the terms of its

contract of sale estopped from taking any further action

under the terms of the stipulation as the government had

taken over the lands at a fixed price and no action in the
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condemnation action to be brought by the government was

possible. The said action (the present one herein) was taken

as the attorneys for the government admit for the purpose

of quieting title to the lands involved. There was no attempt

on the part of the government attorneys to set aside, abrogate

or invalidate the previous contracts made to purchase the

lands. This same situation has been before the Supreme

Court of Montana involving the same option contracts in

the case of the sale of lands by an individual to the U. S.

In that case Calvin v. Custer County (111 Montana 162-107

Pac (2nd) 134) in which all of the points in controversy

here as to the option contract and its validity were ruled

upon.

We quote from page 166:

"It should first be noted that while the writing

in question here was called an 'exclusive and

irrevocable option and right to purchase' yet it

is clear from its terms as a whole that after its

acceptance by the United States it became a con-

tract of sale and purchase." ****

Since in this case as we have already pointed out the

United States took possession and had a stipulation made

at the same time fixing the price for all purposes and with

knowledge that the lands would be the subject of an action

for condemnation to clear the title, it is now beyond dispute

that the government was the equitable owner of the lands

and that the doctrine of equitable conversion prevails here

and as stated in the case supra; at page 167, we quote:
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"In Kern v. Robertson 92 Montana 283, 12

Pac. (2) 565; The authorities are in accord that

an enforceable contract for the purchase and sale

of real property passes to the purchaser the

equitable and beneficial ownership thereof, leaving

only the naked legal title in the seller, as trustee for

the purchaser and as security for the unpaid pur-

chase price."

The rule is stated in 13 C. J. 855 as follows:

"A contract for the sale of land works a con-

version, equity treating the vendor as holding the

land in trust for the purchaser, and the purchaser

as trustee of the purchase price for the vendor.

The vendor's interest thereafter in equity is in the

unpaid purchase price, and is treated as personalty,

while the purchaser's interest is in the land and is

treated as realty." To the same effect is 18 C. J. S.

Conversion, Section 9, page 48, and 19 Am. Jur.

Equitable conversion section 11. ****

In section, 1161 Pemeroys Equity Jurisprudence 4th Ed.

it is said:

"The fact that the contract of purchase is

entirely at the option of the purchaser does not

prevent its working a conversion, if he avails

himself of the option."

And in section 1163, the same author states:

"In contracts of sale with the purchaser's option,

the question, whether or not a conversion is effected

at all cannot of course be determined until the

purchaser exercises his option; but the moment
when he does exercise it, the conversion, as between

the parties claiming title under the vendor, relates

back to the time of the execution of the contract."
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Here the option was exercised by the taking of possession

by the United States and fixing of the full value to be paid

by the Stipulation (Tr. pp. 95 - 96) which for all purposes

agreed upon was the price to be paid. The sale was fully

consummated. The conversion relates back to that date.

ASSESSMENTS: TRUSTEE DOCTRINE

Appellees' brief (pp. 17 to 24) dealing with the assess-

ments for irrigation, purposes confuses the instant case with

other cases based upon different facts and statutes not

applicable to the present case, here there were never any

irrigation assessments paid, no irrigation, no works con-

structed and the sale of the lands for taxes and assessments

was made under different statutes.

Much is said about the "debenture certificates" to be

issued under certain provisions of Montana law, but here

there never were any such issued, hence no vested interest in

the lands all of which were subject to general taxes, none

of which were paid so that in due time the taxing authorities

were obliged to take tax deeds. The bondholders abandoned

their security by not paying the taxes in some of the many

ways open to them under Montana law. No attempt was

made by any of the bondholders to organize and protect

their rights for the simple reason that the lands unirrigated

were not worth the general taxes. There was no trusteeship

on the part of the county as the county did not at any time
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have any funds collected from the landowners belonging to

the irrigation district. The small sum in the County

Treasurer's possession was derived from assessments made

in the beginning for the general expense of the district and

has remained there subject to warrants for engineering and

other costs in the operation of the district. No authorities

are cited in support of the trustee doctrine and there are none

known to either of the parties to this action, the doctrine

of the Malott case (89 Mont. 37 296 Pac. 1) did not have

any issue before the court to decide on this phase of the law.

EFFECT OF TAX DEEDS:

The passage of Chapter 63 of the Laws of 1937, did

not affect the irrigation districts and bonds issued by them

prior to the enactment of this amendment. The act was

not retroactive but prospective (State ex rel City of Billings

V. Osten, 91 Montana 76, 5 Pac. (2) 562.) In this case

the bonds were issued in 1923 and the district created in

1920, so that the laws in effect at that time applied to the

lien of the bonds and the enactment of the 1937 act was

not applicable to either the district or its bonds. The law

in regard to this phase of the matter is well reviewed in the

Montana case of Cascade County v. Weaver et al; 108 Mont.

1 90 Pac. (2) 164. From this case it appears that only

those districts created after the passage of the act may look

to its "exceptions" for their benefit.
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CONCLUSION

We conclude by pointing out that at no time after the

creation of the District was there any funds in the County

Treasurer's hands for the payment of the bonds or interest

on them, no land owner paid any of the assessments made

lawfully by the Commissioners of the district which ceased

to function in 1927. The law does not require an officer

to perform an idle or useless act. The bondholders could

not collect that which did not exist. There were no funds.

They failed to protect their lien under Montana law and

it was effectually and absolutely wiped out by the tax deeds.

The County obtained a new title and as the owner of the

lands sold to the United States for a fixed consideration

agreed upon by both parties is now entitled to the funds

remaining which are the value of the lands taken, both under

the contracts made and the condemnation awards made in

pursuance of these agreements.

Respectfully submitted:

D. C. WARREN
E. W. POPHAM

Attorneys for Appellant.
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OPINION BELOW

The views of the district court are stated in its

Decision and Order (R. 98-109), which has not been

reported.

(1)



JURISDICTION

These are appeals by adverse claimants to a con-

demnation award, taken from a judgment entered

September 4, 1947 (R. 98-109), on petitions for dis-

tribution. Notice of appeal was filed by appellant

Dawson County on October 25, 1947 (R. 110-111)
;

notice of cross-appeal was filed by appellants Hagen,

et al., on December 4, 1947 (R. 115-117). Jurisdic-

tion of the district court was invoked under the Gen-

eral Condemnation Act of August 1, 1888, 25 Stat.

357, 40 U. S. C. sec. 257, and the Act of October 14,

1940, 54 Stat. 1119. The jurisdiction of this Court

rests on section 128 of the Judicial Code, as amended,

28 U. S. C. sec. 225 (a).

QUESTION PRESENTED

So far as concerns this appellee, the only question

presented is whether a void judgment against the

United States should be modified to include interest.

STATEMENT

This is a proceeding brought by the United States

under the Act of October 14, 1940, 54 Stat. 1119, 16

U. S. C. sees. 590y-590z-ll (R. 3), to condemn 5,788.21

acres of land in Dawson and Prairie Counties, Mon-

tana (R. 4-11). On March 27, 1944, the United

States filed its amended complaint (R. 2-28) and

declaration of taking, and deposited in court $32,-

389.00 as estimated just compensation (cf. R. 89-90).

On May 13, 1944, appellants Hagen et al. filed an

answer claiming a lien on the property as bondholders

of the Upper Glendive-Fallon Irrigation District (R.



28-42). On May 20, 1944, appellant Dawson County

filed an answer and petition for distribution (R. 43-

64) and reply to the answer and claim of the bond-

holders (R. 65-66), asserting tax title to the lands

lying in Dawson County and asking distribution of

$23,526.00 deposited in court as estimated just com-

pensation for those lands.' On July 11, 1944, the

trial court entered an order distributing $10,628.57 to

Dawson County (R. 67-68). Commissioners were

appointed and on October 1, 1945, they filed their

report (R. 69-77), appraising the property, by tracts,

at valuations totaling $32,389.00, of which $23,526.00

was for lands in Dawson County. No objection being

made thereto, the court on December 5, 1945, entered

its ''Final Judgment in Condemnation" fixing the

value of the property accordingly and declaring title

to be vested in the United States (R. 78-90).

On June 25, 1946, Dawson County filed its petition

for distribution of $12,897.43, the balance remaining

in court attributable to lands claimed by the county

(R. 91-93). On October 21, 1946, the bondholders

filed a petition for distribution of $22,677.81 and for

an order requiring Dawson and Prairie Comities to

refund to the court $3,315.06 and $327.86, respectively,

by which amounts the distributions already made to

them were alleged to have exceeded their proper

claims (R. 94-95). On September 4, 1947, the court

entered its "Decision and Order" (R. 98-109) holding

^ It was stipulated between Dawson County and the United

States that the total value of the lands in Dawson County was

$23,526.00 (K. 95-96). The county had previously given the

United States an option to buy the lands at that price (K. 59-64).



that overpayments had been made to the counties as

alleged and that the bondholders were entitled to

payment thereof, and concluding (R. 109) :

Accordingly it is ordered and this does order

that the Counties, Dawson and Prairie, return

forthwith to the registry of the court the re-

spective amoimts above set forth as overpay-

ments, and in default thereof, the proper

authorities of the Government will be so ad-

vised, in order that proceedings may be com-

menced for the recovery of such overpayments

;

and in the meantime, under Section 258a judg-

ment for the additional sum of $3,642.92, repre-

senting the overpayments, will be ordered, and
is hereby ordered, entered against the United

States, and distribution of the funds in the

registry of the court will be made according

to the foregoing decision. Exceptions are

allowed counsel.

Notice of appeal was filed by Dawson County on

October 25, 1947 (R. 110-111). On December 4, 1947,

the bondholders filed their notice of cross-appeal (R.

115-117) and statement of points on cross-appeal

(R. 118-119). In addition to conflicting claims of the

counties and bondholders raised by the appeal and

cross-appeal, the cross-appeal presents the contention

by the bondholders that the United States should have

been required to pay interest on the amomits overpaid

to the counties (R. 119). That is the only point on

either appeal that directly concerns the United States.

SUMMARY OF ARGUMENT

The final judgment in condemnation fixed just

compensation at $32,389.00. That determined the



liability of the United States. Having paid that sum

into court, the United States was not further con-

cerned with the proceedings. The court was without

jurisdiction to enter a further judgment against the

United States, 21 months later, on proceedings for

distribution. The purported judgment so entered

against it was therefore void. An allowance of in-

terest thereon would be likewise void, and so should

not be ordered by this Court.

ARGUMENT

The judgment against the United States is void -

A judgment in condemnation, fixing just compen-

sation for the property condemned, is a final judg-

ment. After it is entered, the court retains jurisdic-

tion only to make distribution of the award to the

persons entitled thereto. United States v. 111,000

Acres of Land in Polk and Highlands Counties, 155

F. 2d 683 (C. C. A. 5, 1946). When the United States

deposited in court the amount awarded (R. 90), it

discharged its entire liability; it was not concerned

with the proceedings for distribution and would not

have been a proper party thereto. United States v.

Dunnington, 146 U. S. 338, 352 (1892). The court

had no jurisdiction, in distribution proceedings, to

enter further judgment against the United States.

See United States v. 111,000 Acres of Land in Polk

and Highlands Counties, 155 F. 2d 683 (C. C. A. 5,

1946).

2 Since the judgment is void, it does not affect the rights or

liabihties of the United States, and proceedings to vacate it may
be instituted at any time. United /States v. Turner, 47 F. 2d 86,

88-89 (CCA. 8, 1931).



If the judgment of September 4, 1947 (R. 98-109),

here appealed from, were to be regarded as a modi-

fication of the determination of just compensation

made by the Final Judgment of December 5, 1945

(R. 78-90), it was beyond the jurisdiction of the court

because not made during the same term of court or

on a motion made during that term.^ E. C. Shevlin

Co. V. United States, 146 F. 2d 613, 616 (C. C. A. 9,

1944) ; United States v. 534.7 Acres of Land in Orange

County, 157 F. 2d 828, 831 (C. C. A. 5, 1946).

The judgment appealed from does not purport to be

a modification of the former determination of just

compensation; in fact, it is premised on the propo-

sition that that determination was correct. Under

that view, it is equally void. Consent alone gives ju-

risdiction to adjudge against the United States.

United States v. United States Fidelity Co., 309 U. S.

506, 514 (1940). By filing a declaration of taking,

the United States consented to entry of judgment

against itself for whatever might be found to be just

compensation for the property taken. 40 U. S. C.

sec. 258a. See Catlin v. United States, 324 U. S. 229,

241-242 (1945). It did not consent to entry of any

different or greater judgment. Since the judgment of

December 5, 1945, fixed just compensation for the

property, and the amount so fixed was paid into court

by the United States, the further judgment of Sep-

tember 4, 1947, was necessarily for a sum additional

^ Terms of court at Billings, where this case was tried (E. 2),

begin on Jvnie 1 and December 15 of each year. Rules of the

United States District Court for the District of Montana.



to just compensation. Such a judgment was bieyond

the jurisdiction of the court to enter. United States

V. 534.7 Acres of Lamd in Orange County, 157 F. 2d

828, 831 (C. C. A. 5, 1946) ; United States v. Merchants

Transfer & Storage Co., 144 F. 2d 324, 327 (C. C. A.

9, 1944).

II

The judgment against the United States should not be

modified to include interest

The judgment against the United States being void,

an award of interest would be void for the same rea-

sons. In any event, the United States is not liable

for interest except as expressly provided by contract

or statute, or as part of just compensation. Boston

Sand Co. v. United States, 278 U. S. 41, 47 (1928).

No contract or statute supports appellants' claim for

interest here, and, as already pointed out, this award

cannot be considered one for just compensation,

because the full just compensation adjudged was de-

posited in court by the United States on the date of

taking.* Since the award of interest would be a

nullity, just as the judgment appealed from is a

nullity, this Court should not direct its allowance.

* There is no merit to the suggestion of appellee bondholders

(Br. 29) that the $3,642.92 was not "deposited in court" within the

meaning of 40 U. S. C. sec. 258a because the deposit was disbursed

by the court to the wrong parties. The duty to make distribution

is on the court. A mistake by it can be corrected by appeal ; it

does not give any further right against the United States. United

States V. Certain Parcels of Land in Prince Georges County^

40 F. Supp. 436, 443 (Md. 1941).



CONCLUSION

For the foregoing reasons, the judgment against the

United States should not be modified to include

interest.

Respectfully,

A. Devitt Vanech,
Assistant Attorney General.

John B. Tansil,

United States Attorney,

Billings, Montana.

John F. Cotter,

George S. Swarth,

Attorneys, Department of Justice,

Washington, D. C.

May 1948.
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2 Emanuel Stavros Houvardas

In the Southern Division of the United States

District Court, in and for the Northern District

of California

No. 27406-R

In the Matter of

EMANUEL STAVROS HOUVARDAS,
On Habeas Corpus

(San Francisco ImmigTation File No. 12020/32327)

PETITION FOR WRIT OF HABEAS CORPUS

To the Honorable, the Southern Division of the

United States District Court, for the Northern

District of California:

The petition of Emanuel Stavros Houvardas re-

spectfully shows:

I.

,
That the petitioner is a native of Greece, having

arrived in the United States of America at the age

of eighteen years on the Steamship "King Albert"

in the month of March or April, 1912, at the Port

of New York, N. Y., and was duly admitted at said

time for permanent residence in the United States

by the United States Immigration authorities at

said Port;

II.

That immediately after the said arrival and

clearance by said Immigration authorities, as afore-

said, your petitioner proceeded to the State of Cali-
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fornia and ever since the month [1*] of March or

April, 1912, has resided continuously in the State

of California, and has resided continuously within

the United States for thirty-five years last past,

from said time of entry up to and including the

present date;

III.

That your petitioner is now unlawfully in the

custody of I. F. Wixon, District Director of Immi-

gration and Naturalization, for the District of San

Francisco, at No. 630 Sansome Street, San Fran-

cisco, California, under and pursuant to an Order

of Deportation issued March 18, 1946, whereby your

petitioner is ordered deported to the Island of

Samos, Greece; that your petitioner is informed

and believes, and therefore avers the fact to be, that

said Order charges that your petitioner is subject

to deportation under the Act of February 5, 1917,

in that he was after May 1, 1917, sentenced to a

term of imprisonment more than once for a term

of one year or more for the commission, subsequent

to his entry, of crimes involving moral turpitude;

IV.

That on or about the 27th day of January, 1939,

in the Superior Court of the State of California, in

and for the County of Los Angeles, in proceedings

numbered 74489, your petitioner was found guilty

as charged in each of two counts of the information

filed against him and his application for probation

and the pronouncing of judgment and sentence were

*Page numbering appearing at foot of page of original certified
Transcript of Record.
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set for February 14, 1939. That on said last men-

tioned date the Court in said matter pronounced

judgment against your petitioner as follows:

"No legal cause api3earing why judgment

should not be pronounced, the Court pronoimces

judgment and sentence as to Counts 1 and 2 of

the information as follows: Defendant is sen-

tenced to the California State Prison at San

Quentin on each of said counts for the term

prescribed by law. These sentences are entered

in Judgment Book No. 39, Page 397, and are

ordered [2] to run Concurrently.

Execution of sentences is suspended and de-

fendant is placed on probation for a period of

five years under the following conditions: De-

fendant must serve the first ten months of his

probationary period in the County Jail. De-

fendant must pay a fine of $200 and must obey

all laws."

V.

That thereafter and on or about the 14th day of

April, 1942, in the Superior Court of the State of

California, in and for the County of Fresno, in pro-

ceedings numbered 10714 your petitioner, after the

entry of his plea of guilty as charged in an infor-

mation theretofore filed against him was by said

Court punished by imprisonment in the State

Prison of the State of California at San Quentin

until legally discharged;
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VI.

That thereafter and on or about the 28th day of

April, 1942, the said Superior Court in and for the

County of Los Angeles, in said proceedings num-

bered 74489, made and entered the following order,

to-wit

:

''Probation having been heretofore revoked,

the sentences imposed on February 14, 1939,

committing this defendant to the California

State Prison at San Quentin for the term pre-

scribed by law as to each of Counts 1 and 2,

Concurrently, are placed into full force and

effect. These sentences are ordered to run Con-

currently with State Prison sentence pro-

nounced in Fresno County, which defendant is

now serving."

VII.

That thereafter your petitioner was received by

the Warden of the said State Prison at San Quen-

tin, California, in execution of the sentence imposed

upon him by the Superior Court of the State of

California, in and for the County of Fresno, as

aforesaid, and by virtue of the said order of the

Superior Court of the State of California, iu and

for the County of Los Angeles, revoking said Order

of Probation; the said [3] sentences from the said

Superior Court of Los Angeles County to run con-

currently with said prison sentence pronounced in

the said Superior Court of Fresno County under

which commitment the defendant was received by

the said Warden as aforesaid at said prison on

April 15, 1942;
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VIII.

That thereafter at a meeting of the State Board

of Prison 'I'erms and Paroles, California State

Prison, San Quentin, California, the said Board on

March 22, 1944, made and entered the following

order

:

''Whereas, said prisoner was heretofore sen-

tenced to be confined in the State Prison of the

State of California, and was received by the

Warden of the State Prison at San Quentin,

California, in execution of his sentence, on the

15th day of April, 1942; and

"Whereas, said prisoner has served that

portion of his time as is required, and the

Board of Prison Terms and Paroles (the Board

that has been given the authority so to do) has

duly examined and considered all of the par-

ticulars of his case;

• "Now Therefore, It Is Hereby Resolved and

Determined by the Board of Prison Terms and

Paroles that the said person (prisoner) shall

be confined in the State Prison 10 yrs. & 10

Yrs. & 10 Yrs. CC. from and after the date on

which he was received by said Warden as afore-

said, provided that there shall be deducted from

said length of time of confinement the aggre-

' gate of all time credits i)rovided for by law

: which the prisoner shall have earned and been

^ ' allowed and not forfeited.

"Further Resolved, that in case any con-

victed person undergoing sentence in any of
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the state prisons commits any infractions of the

rules and regulations of the prison board, or

escapes while working outside such prison un-

der the surveillance of prison guards, the Board

may revoke any order theretofore made deter-

mining the length of time such a convicted

person shall be imprisoned, and make a new

order determining such length of time not ex-

ceeding the maximum penalty provided by law

for the offense for which he was convicted,

unless the sentence be sooner terminated by

commutation or pardon by the governor of the

state.

** Further Resolved, that the said prisoner

shall be allowed to go upon parole, according

to the law governing parole, for and during:

when served half time on Fresno Co. Commit-

ment unless the Board shall hereafter other-

wise determine.

^'Attest:

Secretary,

WARD J. ESTELLE,
Asst. Secretary." [4]

IX.

That thereafter and on the 23rd day of January,

1945, your petitioner was released from said State

Prison at San Quentin on parole, for the crimes

under which he is undergoing sentence, for a period

of three calendar years, which said parole shall ex-

pire on January 23, 1948

;
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X.

That pursuant to the laws of the United States

respecting the deportation of aliens convicted of

crimes involving moral turpitude, it is provided that

no alien convicted as aforesaid shall he deported

until after the termination of his imprisonment.

That the imprisonment ol' your petitioner has not

as yet terminated because your petitioner is still

on parole from said State Prison and is under the

authority, supervision and direction of the Parole

Officer of the State of California, and has been and

is now currently subject to all of the rules and regu-

lations of said Parole Ofdcer; and your petitioner's

imprisonment will not be terminated until the com-

pletion of his term of parole on January 23, 1948;

XI.

That pursuant to the laws of the United States

respecting the deportation of aliens convicted of

crimes involving moral turpitude, it is provided that

said laws shall not apply to those persons who have

been pardoned for their crimes; that, in this con-

nection, heretofore and on or about the 12th day

of September, 1946, your petitioner, acting through

his then attorney, sought to make application for

a pardon to Honorable Earl Warren, Governor of

the State of California; that your petitioner is in-

formed and believes, and therefore avers the fact

to be, that the said Governor would refuse to re-

ceive, entertain or act upon any application for said

pardon unless the same be in conformity [5] with
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the Procedure for Eestoration of Rights and Appli-

cation for Pardons as set forth in the provisions of

Sections 4852.01 to 4852.2, inchisive, of the Penal

Code of the State of California; that your peti-

tioner does not at this time come within the pro-

visions of Section 4852.06 of the said Penal Code

which provides, among other things, as follows:

''No such petition shall be filed until and

unless the petitioner has continuously resided,

after leaving prison, in the coimty in which it

is filed for a period of not less tlian three years

immediately preceding date of filing the

petition . . .";

in this connection, your petitioner alleges that upon

his release from said San Quentin Prison on Jan-

uary 23, 1945, he became and ever since has been a

resident of the County of Marin, State of Califoi*-

nia, and since his release from said prison has lived

an honest and upright life, and has conducted him-

self soberly and industriously and morally and has

in all respects obeyed the laws of the land

;

XII.

That the rights of your petitioner herein, to-wit,

the right to apply for a pardon, have not been ex-

hausted and are still open and available to him but

your petitioner by reason of said detention and

threatened deportation is being denied the right to

apply for said pardon; that your petitioner there-

fore is powerless at this time to assert, his rights in

the matter of applying for said pardon and may
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not legally assert the same until on or after Jan-

uary 23, 1948 when he shall then have been a con-

tinuous resident of the County of Marin, State of

California, for at least three years from the time

of his release from said State Prison;

XIII.

That your petitioner is informed and believes and

therefore avers the fact to be that he is to be re-

moved from [6] the jurisdiction of the above en-

titled Court by said District Director on the 11th

day of July, 1947, for removal to some unknown

port of embarkation on the east coast of the United

States, there to be placed aboard a vessel for de-

portation to Greece unless otherwise restrained by

this Honorable Court;

XIV.

That the hearing and proceedings had in the

matter of the deportation of your petitioner and

the action of the Innnigration and Naturalization

authorities and said District Director thereof order-

ing your petitioner to be deported, as afoi'esaid,

were and are in excess of the x>owers and jurisdic-

tion conferred upon them and are in excess of the

authority committed to them by the Statutes and

Constitution of the United States in such cases

made and provided;

XV.

That your petitioner has not in his possession the

file of the proceedings before the said District

Director or the Commissioner of Immigration at
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Philadelphia, Pennsylvania ; that the original im-

migration records, including the findings and deci-

sion in the matter are on file with the said District

Director, by reason of which the records are not

now available to your petitioner; that your peti-

tioner stipulates that as soon as said records are

made available the same may be filed in and made

a part of the proceedings herein

;

XVI.

That it is the intention and purpose of the said

District Director to deport your petitioner at once,

and unless this Honorable Court intervenes to pre-

vent said deportation your petitioner will be un-

lawfully deprived of his residence within the United

States of America;

Wherefore, your petitioner prays that a Writ of

Habeas Corpus issue as prayed for directed to the

District Director of Immigration and Naturaliza-

tion directing him to hold the body of your peti-

tioner within the jurisdiction of this Court and to

present the body of yowt petitioner before this

Court at a time and place specified in the order, to-

gether with the time and cause, if any he has, of

his detention so that the same may be inquired into

to the end that your petitioner may be restored to

his liberty and go hence without delay ; and that the

Court release the said petitioner during this pro-

ceeding upon such bail as this Honorable Court

shall deem meet and proper. Your petitioner here-
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tofore has been permitted his liberty by the United

States Immigration Authorities on bail of $500.00.

Dated this 10th day of July, 1947.

FREITAS, DUFFY &
KEATING,

By JEROME A. DUFFY,
Attorneys for Petitioner.

United States of America,

State of California,

City and County of San Francisco—ss.

Emanuel Stavros Houvardas, being first duly

sworn, deposes and says

:

That he is the petitioner named in the foregoing-

Petition for Writ of Habeas Corpus; that he has

read the same and knows the contents thereof, and

that the same is true of his own knowledge except

as to those matters which are therein stated on in-

formation and belief, and as to those matters that

he believes it to be true.

/s/ EMANUEL STAVROS
HOUVARDAS.

Subscribed and sworn to before me this 10th day

of July, 1947.

[Seal] J. ELEANOR JONES,
Notary Public in and for said City, County and

State.

[Endorsed] : Filed July 10, 1947. [8]
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[Title of District Court and Cause.]

ORDER TO SHOW CAUSE

Good Cause Appearing Therefore and upon read-

ing the verified petition on file herein,

It Is Hereby Ordered that I. F. Wixon, District

Director of Immigration and Naturalization for

the District of San Francisco, appear before the

above entitled Court on the 21st day of July, 1947,

at the hour of 10:00 o'clock a.m. of said day, to show

cause, if any he has, why a Writ of Habeas Corpus

should not be issued as prayed for, and that a copy

of this Order be served upon the said District Di-

rector of Immigration and Naturalization, and that

a copy of the Petition and said Order be served

upon the United States Attorney for his District,

his representative herein.

And It Is Further Ordered that Emanuel Stavros

Houvardas, the petitioner herein, be not removed

from the [9] jurisdiction of this Court and that he

be enlarged on bond in the sum of $1000.00 pending

this hearing and until further orders herein.

Dated this 10th day of July, 1947.

MICHAEL J. ROCHE,
United States District Judge.

Bond in amount of $1000 consented to.

FRANK J. HENNESSY.
By JAMES T. DAVIS,

Asst. U. S. Atty.

[Endorsed] : Filed July 10, 1947. [10]
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[Title of District Court and Cause.]

RETURN TO ORDER TO SHOW CAUSE
Comes now I. F. Wixon, as District Director,

United States Immigration and Naturalization

Service, Port of San Francisco, and for cause why

a writ of habeas corpus should not issue herein,

shows :

I.

That the person in whose behalf the petition for

writ of habeas corpus was filed, who is also known

as Emanuel Stavros Houvardas, is detained by re-

spondent, I. F. Wixon, as District Director of

United States Immigration and Naturalization

Service, Port of San Francisco, California, under

and by virtue of a warrant of deportation duly and

regularly issued on the 18th day of March, 1946, by

the Attorney General of the United States after a

hearing duly and regularly held before an Immi-

grant Inspector of the United States.

II.

That a true copy of said warrant of deportation

and the original record of the entire proceedings

pertaining thereto are annexed hereto and made a

part hereof as Respondent's Exliibit "A."

Wherefore, Respondent prays that the petition

for writ of habeas corpus herein be denied.

/s/ F. F. WIXON,
District Director, Immigration and Naturalization

Service, Port of San Francisco, California.

[Endorsed]: Filed Aug. 15, 1947. [11]
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[Title of District Court and Cause.]

ORDER GRANTING MOTION TO SET ASIDE
SUBMISSION, DISCHARGING ORDER
TO SHOW CAUSE, TERMINATING RE-

STRAINING ORDER, AND DENYING
PETITION FOR AVRIT OF HABEAS
CORPUS

The Motion of the Petitioner to set aside the sub-

mission of the above entitled matter to permit the

introduction of evidence not before the Board of

Immigration Appeals of the Department of Justice

at the time of the making of its Findings of Fact

and Conclusions of Law, is granted.

The restraining order issued by this Court on

July 10, 1947, is hereby terminated and the Order

to Show Cause issued by this Coui^t on the same

date is discharged.

The Petition for a writ of habeas corpus is

denied.

Dated this 4th day of November, 1947.

MICHAEL J. ROCHE,
United States District Judge.

[Endorsed] : Filed Nov. 4, 1947. [12]
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[Title of District Court and Cause.]

NOTICE OP APPEAL

To the Clerk of the Above Entitled Court, to I. F.

Wixon, District Director of Immigration and

Naturalization, and Frank J. Hennessy, Esq.,

United States Attorney, His Attorney:

You and E^ch of You Will Please Take Notice

that Emanuel Stravros Houvardas, the petitioner in

the above entitled matter, hereby appeals to the

United States Circuit Court of ApjDeals for the

Ninth Circuit from the order and judgment ren-

dered, made and entered on November 4, 1947,

denying the Petition for Writ of Habeas Corpus

filed herein.

Dated November 4, 1947.

FREITAS, DUFFY &
KEATING,

By JEROME A. DUFFY,
Attorneys for Petitioner.

[Acknowledgement of receipt of service.]

[Endorsed] : Filed Nov. 4, 1947. [13]
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[Title of District Court and Cause.]

ORDER EXTENDING TIME TO DOCKET

Good cause appearing therefor, it is hereby

Ordered that the Appellant herein may have to and

including January 23, 1948, to file the Record on

Appeal in the United States Circuit Court of

Appeals in and for the Ninth Circuit.

Dated December 11, 1947.

MICHAEL J. ROCHE,
United States District Judge.

[Endorsed] : Filed Dec. 11, 1947. [14]
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[Title of District Court and Cause.]

DESIGNATION OF CONTENTS OF RECORD
ON APPEAL

To the Clerk of the United States District Court

above named:

You are respectfully requested to i)repare and

file with the Clerk of the Circuit Court of Appeals,

Ninth Circuit, that portion of the record in the

above entitled matter as follows:

1. Petition for Writ of Habeas Corpus;

2. Order to Show Cause;

3. Return to Order to Show Cause

;

4. Order Oranting Motion to Set Aside Submis-

sion, Discharging Order to Show Cause, Ter-

minating Restraining Order, and Denying

Petition for Writ of Habeas Corpus;

5. Notice of Appeal;

6. All exhibits introduced in evidence for and

on behalf of the petitioner above named.

Dated December 12, 1947.

FREITAS, DUFFY &

KEATING,
By WALTER F. FREITAS,

Attorneys for Petitioner.

(Affidavit of Service by Mail.)

[Endorsed] : Filed Dec. 13, 1947.
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District Court of the United States

Northern District of California

CERTIFICATE OF CLERK TO TRANSCRIPT
OF RECORD ON APPEAL

I, C. W. Calbreath, Clerk of the District Court

of the United States, for the Northern District of

California, do hereby certify that the foregoing 16

pages, numbered from 1 to 16, inclusive, contain a

full, true, and correct transcript of the records

and proceedings in the matter of Emanuel Stavros

Houvardas, on Habeas Corpus, No. 27406-R, as the

same now remain on file and of record in my office.

I further certify that the cost of preparing and

certifying the foregoing transcript of record on

appeal is the sum of $3.00 and that the said amount

has been paid to me by the Attorney for the appel-

lant herein.

In Witness Whereof, I have hereunto set my
hand and affixed the seal of said District Court at

San Francisco, California, this 30th day of De-

cember, A. D. 194

[Seal] C. W. CALBREATH,
Clerk,

By /s/ M. E. VAN BUREN,
Deputy Clerk.
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[Endorsed]: No. 11822. United States Circuit

Court of Appeals for the Ninth Circuit. Emanuel

Stavros Houvardas, Appellant, vs. I. F. Wixon,

District Director of Immigration and Naturaliza-

tion, Appellee. Transcript of Record. Upon Ap-

peal from the District Court of the United States

for the Northern District of California, Southern

Division.

Filed December 30, 1947.

/s/ PAUL P. O'BRIEN
Clerk of the United States Circuit Court of Appeals

for the Ninth Circuit.



vs. I. F. Wixon, etc. 21

In the United States Circuit Court of Appeals

For the Ninth Circuit

No. 11822

In the Matter of

EMANUEL STAVROS HOUVARDAS,
On Habeus Corpus

(San Francisco Immigration

File No. 12020/32327)

STATEMENT OF POINT ON APPEAL AND
DESIGNATION OF RECORD ON APPEAL

To the Clerk of the United States Circuit Court

of Appeals for the Ninth Circuit

:

Pursuant to Rule 19, Subdivision 6 of the Rule

of Practice of the United States Circuit Court of

Appeals for the Ninth Circuit you are respectfully

notified that the petitioner above named submits

herewith his statement of the point on which he

intends to rely on the appeal in the above matter,

said point being as follows

:

Where an alien has been twice convicted of

crimes involving moral turpitude, the alien may
not be lawfully deported from the United States

until he has been afforded an opportunity to apply

for and to be heard on an application for a pardon

within the meaning, purpose and intent of Section

155, Title 8, United States Code Annotated (Act

of February 5, 1917).
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You are further respectfully notified that the

petition above named designates the following parts

of the record in the above matter which he thinks

necessary for the consideration of his point on

appeal, to-wit:

1. The Petition for Writ of Habeas Corpus

;

2. The Order to Show Cause;

3. The Return to the Order to Show Cause;

4. The Order Granting the Motion to Set Aside

the Submission, Discharging the Order to

Show Cause, Terminating the Restraining

Order, and Denying the Petition for Writ of

Habeas Coi^pus

;

5. All of the exhibits introduced in evidence be-

fore the United States District Court, South-

em Division of the United States, Northern

District of California, for and on behalf of

the petitioner above named.

Dated January 28th, 1948.

/s/ FREITAS, KEATING &
FREITAS,

/s/ JEROME A. DUFFY,
Attorneys for Petitioner.

[Affidavit of service by mail attached.]

[Endorsed] : Filed Jan. 29, 1948.
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No. 11,822

IN THE

United States Circuit Court of Appeals

For th« Ninth Circnit

Emanuel Stavros Houvardas,

Appellant,

vs.

I. F. WixoN, District Director of Im-

migration and Naturalization,

Appellee.

OPENING BRIEF FOR APPELLANT.

PRELIMINARY STATEMENT.

Appellant is an alien who has resided continuously

in California since 1912 after legally entering the

United States from the Island of Samos, Greece.

On March 18, 1946, the Attorney General of the

United States ordered appellant deported because

since his entry appellant has been sentenced to a term

of imprisonment more than once for a term of more

than one year for the commission of crimes involving

moral turpitude.

Appellant petitioned the United States District

Court, for the Northern District of California, for a

writ of habeas corpus. (R. 2-12.) The writ was de-



nied (R. 15) hy District Judge Michael J. Roche, and

this appeal followed. (R. 16.)

JURISDICTION.

Jurisdiction of the District Court to entertain the

petition for habeas corpus is conferred by 28 U. S. C.

§§ 451, 452. Jurisdiction of the Circuit Court of

Appeals to review the District Court's final order

denying habeas corpus is conferred by 28 U. S. C.

M63.

STATUTE INVOLVED.

The Act of February 5, 1917, as amended (8 IT. S. C.

§ 155 (a) ) so far as relevant to this proceeding,

provides

:

"* * * any alien who, after May 1, 1917, is sen-

tenced to imprisonment for a term of one year or

more because of conviction in this country of

a crime involving moral turpitude, committed
within five years after the entry of the alien to

the United States, or who is sentenced more than

once to such a term of imprisonment because of

conviction in this country of any crime involving

moral turpitude, committed at any time after

entry; * * * shall, upon the warrant of the At-

torney General, be taken into custody and de-

ported. * * * The provision of this section re-

specting the deportation of aliens convicted of a
crime involving moral turpitude shall not apply
to one who has been pardoned, * * *''^

^Italics ours unless otherwise stated.



QUESTIONS PRESENTED.

1. Whether appellant may be lawfully deported

from the United States without first affording him

the opportunity to apply for and to be heard on his

application for a pardon within the meaning, purpose

and intent of 8 U. S. C. § 155 (a) (Act of February

5, 1917, as amended).

2. Whether appellant has been deprived of liberty

or property without due jirocess of law in ordering his

deportation where his application for a pardon has

not been finally determined or acted upon.

3. Whether the Attorney General, through the

Immigration and Naturalization Service, has not here-

tofore recognized appellant's right to apply for and

be heard on his pardon application by granting ap-

pellant a stay of the deportation proceedings to apply

for such pardon.

SPECIFICATION OF ERRORS.

1. The District Court erred in denying the petition

for a writ of habeas corpus and discharging the re-

straining order theretofore issued by the Court.

2. The District Court erred in failing to hold that

the denial to appellant of the right or opportunity to

apply for and be heard on a pardon application con-

stituted a denial to appellant of the right to due

process of law and of the equal protection of the law

as guaranteed to him by the Fifth and Fourteenth

Amendments to the Federal Constitution.
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3. The District Court erred in failing to recognize

appellant's right to apply for and be heard on his

pardon application by ignoring the fact that the Im-

migration Department had heretofore recognized and

acknowledged this right by staying the deportation

proceedings so as to permit appellant to apply for a

pardon.

STATEMENT OF THE CASE.

The appellant is a native of Greece. There is no

dispute as to his alienage nor as to the lawfulness of

his entry. He arrived in the United States on the

S.S. ''King Albert" in the month of March or April,

1912,—some thirty-six years ago,—when he was an

eighteen year old boy. Upon his arrival at the Port

of New York, N. Y., he was duly admitted for perma-

nent residence in the United States by the Immigra-

tion authorities at said Port. Immediately after his

arrival and clearance by the Immigration authorities

the appellant proceeded directly to the State of Cali-

fornia where he has maintained continuous residence

for the past thirty-six years. The appellant is now

fifty-four years of age. (R. 2-3.)

Misfortune first overtook the appellant when he

was accused by the District Attorney of Los Angeles

County in 1939 of two counts of forgery of a ficti-

tious name. He was tried and found guilty by the

Court on both of these counts, execution of sentence

was suspended and he was placed on probation for a

period of five years. (R. 3-4.)
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Again in 1942 he was accused in Fresno County of

violating Section 288-a of the California Penal Code.

He pleaded guilty to this charge, moved for proba-

tion, probation was denied and he was sentenced on

April 14, 1942 to imprisonment in the California State

Prison at San Quentin. (R. 4.)

Thereafter, and on April 29, 1942, the Superior

Court in and for the County of Los Angeles made

and entered the following order concerning appellant

:

'

' Probation having been heretofore revoked, the

sentence imposed on February 14, 1939, commit-

ting the defendant to the California State Prison

at San Quentin for the term prescribed by law

as to each of Counts 1 and 2, concurrently, are

placed into full force and effect. These sentences

are ordered to run concurrently with State Prison

sentence pronounced in Fresno County, which
defendant is now serving." (R. 5.)

On March 22, 1944, the California State Board of

Prison Terms and Paroles made and entered an order

fixing appellant's term of imprisonment. (R. 6-7.)

Appellant was confined at the State Prison at San

Quentin until January 23, 1945, when he was released

on parole. His parole will expire April 25, 1948, at

which time appellant will have paid in full the pen-

alties imposed upon him for his misdeeds and he will

once more be a free man, his debt to society having

been fully satisfied.

After his release from prison, and on or about Sep-

tember 12, 1946, appellant, through his then attorney,

sought to apply for a pardon for his crimes to Hon-
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orable Earl Warren, Governor of the State of Califor-

nia. The appellant, through his then attorney, was ad-

vised by the Governor's secretary that appellant's par-

don application would be entertained only by the Gov-

ernor upon compliance by the appellant with the pro-

visions of the Procedure for Restoration of Rights and

Application for Pardon as set forth in Sections

4852.01 to 4852.2 of the Penal Code.-

At this stage of the record appellant then foimd

himself confronted with a provision of the pardon act,

Section 4852.06 which provides

:

*'No such petition (for a pardon) shall be filed

until and unless the petitioner has continuously

resided, after leaving prison, in the county in

which it is filed for a period of not less than three

years immediately preceding the date of filing

the petition * * *yy

It is at once apparent that appellant, by ^drtue of

this provision, became stalemated. His hands became

legally tied and he was powerless to further attempt

extricating himself from his predicament until he had

first complied with the residential requirements of the

statute. These requirements he fulfilled on January

23, 1948, and accordingly he is now free to pursue

the first of the steps requisite to his application for a

-These provisions were enacted at the 1943 regular session of
the California Legislature and added to the Penal Code by Stats.

1943, Chap. 400, effective May 13, 1943. The act is commonly
known as the "Deuel bill" and was initiated and sponsored by
Governor Warren.



pardon.^ On or after April 25, 1948, the termination

date of his parole, appellant will then be permitted

to file his Petition for a Certificate of Rehabilitation

and Pardon. (Penal Code Section 4852.18.) This

the appellant proposes to do without unnecessary

delay.

The issues joined by the pleadings appear in the

Transcript of Record on file herein. It would be repe-

titious and burdensome to this Honorable Court to

restate the pleadings. Reference to the Record will

disclose that the pleadings and the issues so raised

thereby are essentially simple.

SUMMARY OF ISSUES AND LEGAL ARGUMENT.

From what heretofore has been related there be-

comes crystalized a simple, fundamental and vital

issue, and an interpretation of the statute involved,

which has not heretofore been passed upon or adjudi-

cated by the Courts, is now called for. The issue is:

Whether an alien may he lawfully deported without

first affording him the legal right to he heard on his

application for a pardon. Conversely, may the govern-

ment summarily hanish or exile an alien from the

country hy cutting off his right to seek a pardon at a

30n February 27, 1948, appellant filed with the County Clerk
of Marin County, California, a Notice of Intention to Apply for
Certificate of Rehabilitation and Pardon as required by Penal
Code^ Section 4852.01, and on the s*a.me date caused to be served
upon the Chief of Police of the City of San Rafael, a certified

copy of the notice of intention filed with the County Clerk.

(Penal Code, Section 4852.02.)
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time when this right is in the orderly process of frui-

tion; when the right is available to him; and when the

right has not been exhausted?

POINT I.

THE PLAIN INTENDMENT OF THE ACT OF FEBRUARY 5, 1917,

IS THAT A PARDON BARS DEPORTATION.

''The provision of this section (8 U. S. C. 155

(a)) respecting the deportation of aliens con-

victed of a crime involving moral turpitnde shall

not apply to one who has been pardoned. * « *??

It clearly follows that executive clemency is dis-

tinctly intended by the Congress to operate as a com-

plete bar to deportation. This is definitely recognized

by the Courts, as was held in U. S. ex rel. Kotvalenski

V, Flynn, 17 F. (2d) 524, that disabilities growing out

of an offense requiring deportation are removed by

pardon.

In the lower Court the appellee's sole point of in-

sistence was that the words of the statute ''has been

pardoned" must be taken literally, and the past tense

having been employed, that the statute cannot be con-

strued to mean a pardon in the future. This conten-

tion suggests the weird notion that a pardon is of no

avail to an alien unless he is possessed of it at the very

time he is served with a warrant of deportation, and

possibly until he is in the act of being removed phys-

ically from the country. Let us analyze this absurdity.



At the outset, the section under discussion, is penal

in its nature, and hence any doubt concerning the ap-

plication thereof should be resolved favorably to the

ahen. See: Wallis v, Teccliio, 65 F. (2d) 250.

The following are some of the relevant rules on

statutory interpretation

:

When unambiguous language in a statute pro-

duces ambiguous results or manifest injustice, the

Court must give it an application reasonably

within intent of law.

Tillinghast v. Tillinghast, 25 F. (2d) 531.

It is well settled law that, where a strict construc-

tion of a statute leads to injustice, absurdity and in-

congruity, the Court will look to the purpose and the

spirit of the statute in declaring its effect.

In re Cahn, Belt d Co., 27 App. D. C. 173;

Fields V. United States, 27 App. D. C. 433;

United States v. Day, 27 App. D. C. 458;

Moss V. United States, 29 App. D. C. 188;

Garrison v. Dist. of Columbia, 30 App. D. C.

515;

Dist. of Columbia v. Dewalt, 31 App. D. C. 326.

In the case of In re Cahn, Belt <h Co., supra, at page

181, the Court quoted with approval from Lewis' Sun-

derland, Stat. Const. §633, as follows:

''The intent is the vital part, the essence of the

law, and the primary rule of construction is to

ascertain and give effect to that intent. 'The

intention of the Legislature in enacting a law is

the law itself, and must be enforced when ascer-
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tained, although it may not be consistent with the

strict letter of the statute. Courts will not follow

the letter of a statute, when it leads away from

the true intent and ])urpose of the Legislature and

to conclusions inconsistent with the general pur-

pose of the act.' ".

"In pursuance of the general object of giving

effect to the intention of the legislature, the

Courts are not controlled by the literal meaning

of the language of the statute, but the spirit or

intention of the law prevails over the letter

thereof, it being generally recognized that ivhat-

ever is within the spirit of the statute is within

the statute although it is not within the letter

thereof, while that which is within the letter, al-

though not within the spirit, is not tvithin the

statute. Effect vdll be given the real intention

even though contrary to the letter of the law. The
rule of construction according to the spirit of the

law is especially applicable where adherence to

the letter would result in absurdity or injustice,

or would lead to contradictions, or would defeat

the plain purpose of the act, or where the provi-

sion was inserted through inadvertence. lyi fol-

lowing his rule, words may be modified or re-

jected and others substituted, or words and
phrases may be transposed."

59 C. J. 964-968;

Fleischmann Constr. Co. v. U. S., 270 U. S. 349,

70 L. Ed. 624;

Barrett v. Van Pelt, 268 U. S. 85, 69 L. Ed. 857;

Takao Ozawa v. U. S., 260 U. S. 178, 67 L. Ed.

199;
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Holy Trinity Church v. U. S., 134 U. S. 457,

26L. Ed. 226;

V. S. V. Katz, 271 U. S. 354, 70 L. Ed. 986.

"In the interpretation of statutes courts are

not bound by grammatical rules, and may ascer-

tain the meaning of words by the context."

In re Haines, 195 Cal. 605 at 613.

With the foregoing sahitary rules in mind, it is a

once plain that the words "has been pardoned" were

not meant to be operative in their strict, literal or

grammatical sense. Congress employed the words

generally, to connote the idea that a pardon whenever

lawfully obtained, past, present or future, effectively

and automatically will place the alien beyond the

reach of the Immigration authorities and remove the

peril of deportation. Otherwise, an absurd result

would follow and the intention of Congress rendered

meaningless. For example: Let us assume the case

of an alien, who since May 1, 1917, was sentenced to

imprisonment for a crime involving moral turpitude.

While incarcerated the Immigration authorities notify

the prison officials that they wish a hold placed on the

alien prisoner. Upon completion of his sentence, he is

immediately served with a warrant of deportation,

taken before an Immigration Commissioner, heard and

ordered deported. Wherein has the alien either the

time, the opportunity or the right to apply for a par-

don ? Wherein is the intention of Congress allowed to

be pursued in orderly and legal fashion ?
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Again, an alien has been once imprisoned for the

type of crime denounced. He again is convicted of that

class of crime and is undergoing a sentence of impris-

onment. It would therefore follow, according to ap-

pellee's view of the statute, that the alien would have

to obtain a pardon on his first conviction, or suffer

immediate deportation after release for service of

sentence on his second conviction. This is so, because

it is conceivable that while undergoing sentence on his

second conviction a deportation warrant could issue, a

hearing held and deportation ordered, all at time while

the alien was in penal custody, and powerless to either

ask for or receive a pardon, so that upon his release

he could be taken immediately by the Immigration

authorities and without further adieu transported out

of the country. Is this what Congress meant when it

declared that a pardon bars deportation?

To otherwise hold, or to give effect to appellee's

view of the construction to be given the statute, would

in effect be placing the imprimatur of this Court on

kidnapping by the Government.

POINT 11.

TO DENY THE RIGHT TO LAWFULLY APPLY FOR A PARDON
IS TO DENY THE RIGHT TO DUE PROCESS OF LAW.

The appellant is not unmindful of the general rule

in cases of this character, namely, that it is not the

primary function of this Court to try the right of the

alien to enter or remain in the United States, but the

power of this Court is limited to ascertaining whether
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or not the record shows that the proceedings in the

matter are either unfair or otherwise lacking in the

essential elements of due process of law, or that the

Immigration Authorities are proceeding on an er-

roneous view of the law. If it thus appears to this

Court that the procedings in the instant case reflect

any interference with the appellant's right to be fairly-

heard, then this Court must review the case. The

statute in question by enumerating the conditions upon

which deportation will lie naturall}^ prohibits deporta-

tion in other cases. Therefore, when the record shows

that the Immigration officials are exceeding their

power by either departing from the plain intent of

the statute or completely ignoring it, the alien may
then properly demand his release from deportation

upon habeas corpus.

The appellant does not assert that he has any vested

right to remain in this country, but he most vigorously

asserts that he has the right to exhaust the rights con-

ferred upon him by Congress. He asserts that he has

the right to lawfully apply in accordance with law for

a pardon. If deportation is permitted to cut ofl the

orderly process of this alien's application for a par-

don, then the alien's right to due process of law as

guaranteed is denied him.

It requires no citation of authority to sustain the

principle that aliens, as well as citizens, are entitled

to apply for, be heard upon and be granted pardons

for their crimes.

To obtain a pardon it must be applied for. Other

than the rare cases of a general amnesty, the essential
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act of applying for a pardon must be initiated by the

person who hopes to be the recipient thereof. A par-

don does not descend as grace from on High to a

supine sinner. The Congress has not set forth in the

statute any mode or procedure to be followed. These

procedural matters and the minutia of detail there-

with connected are evidently left to the several states

in accordance with their respective and various par-

don statutes. However, there can be no mistake that

Congress has definitely and emphatically declared that

a pardon will relieve the alien from the dire conse-

quences of deportation. '^Uhi Jus Ihi Remedium'^ is

the underlying thought of Congress in this respect.

Therefore, any interference with the orderly pro-

cedure toward the end of a proper presentation of

appellant's request for a pardon or the prevention

from obtaining a hearing on his pardon application

is a complete deprival of appellant's liberty and

property without due process of law.

POINT in.

THE IMMIGRATION SERVICE IN HERETOFORE STAYING DE-

PORTATION PROCEEDINGS TO AFFORD APPELLANT THE
OPPORTUNITY TO APPLY FOR A PARDON, HAS CONCEDED
THAT APPELLANT MAY NOT BE DEPORTED UNTIL HE HAS
FIRST EXHAUSTED HIS RIGHT TO BE FULLY HEARD ON
HIS PARDON APPLICATION.

The record shows (Appellant's Exhibits ''A" and

''B" and Appellant's Exhibit "A" in evidence) that

heretofore the appellant made application to the Im-

migration Service for a stay of the deportation pro-
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ceedings (after a deportation warrant had issued)

and that the proceedings were stayed to '^ afford op-

portunity" to "secure pardon" (Appellant's Exhibit

The Commissioner of Immigration, according to

File No. 5-489275 in evidence as Appellee's Exhibit

''A", is of record as stating on May 16, 1946:

"Subsequently, information was submitted

showing that application for pardon in behalf of

the alien was being made and the request is now
made that deportation of the subject scheduled

for May 17, 1946 be stayed. Under the circum-

stances, this request may he granted.'*

The conduct of the Immigration Service in this re-

spect calls for the application of the principles of con-

temporaneous construction, which when applied to the

facts of the case at bar clearly demonstrates that the

principle contended for by appellant is definitely rec-

ognized and subscribed to by the appellee.

"The contemporaneous construction placed

upon a statute by the officers or departments

charged with the duty of executing it is entitled

to more or less weight, especially if such construc-

tion has been made by the highest officers in the

executive department of the Government, * * *

and, while not generally controlling, where the

case is not extreme and no vested rights are in-

volved, such construction should not be disre-

garded or overturned except for the most cogent

reasons and unless clearly erroneous. * * * The
consideration to be accorded executive considera-

tion is also especially weighty in the case of stat-
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utes prescribing penalties or levying impositions,

where the executive construction has been in

favor of the persons affected." 59 C. J. 1025.

This rule has been applied in numerous instances

by United States courts, among which cases are the

following :

United States v. Jackson, 74 Law. Ed. 369;

Brewster v. Gage, 14: Law. Ed. 457, at p. 463.

The purpose of acquainting the Court with the fore-

going rules relative to contemporaneous construction

is the fact that under date of May 14, 1946 the peti-

tioner's then counsel, by telegram to the head of the

Immigration and Naturalization Service at Philadel-

phia, Pa., in view of then imminent deportation pro-

ceedings, made application for a re-opening of the

case and likewise for a stay of proceedings upon the

further ground that petitioner was taking steps to seek

a pardon.

Thereafter and on May 16, 1946, the Assistant Com-

missioner of the Immigration and Naturalization

Service by telegram advised petitioner's then coun-

sel that the deportation of the petitioner was stayed

thirty days to afford opportunity to secure a pardon.

Thereafter, by letter the Immigration Service was

advised that the thirty day extension was not suffi-

cient in view of the laws of California relative to the

applications for pardons and additional time was

sought to accomplish this purpose, but the Immigra-

tion Service did not see fit to grant additional time.
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We believe that the Immigration Service, in act-

ing on the request to apply for a pardon, recognized

the right of an alien to apply for a pardon, and by

its acts in granting a stay of proceedings to apply

for the pardon, has placed a construction upon the

terms of the statute in question as contended for by

the petitioner, namely, the Department has recognized

by its own affirmative act the right to apply for a

pardon. We believe that the doctrine of contempora-

neous construction, therefore, becomes applicable.

CONCLUSION.

Diligent research has failed to find any case con-

struing the particular phrase of the statute in ques-

tion. The point, raised by the appellant, therefore, is

one of first impression, the answer to which is of mo-

mentous import to the appellant. Deportation to

Greece during these perilous times would be in effect

the exiling of the appellant to a foreign land. For

thirty-six years he has lived in this country and has

become Americanized in his way of life. Every hu-

mane instinct rebels at the thought of an alien in

such an unfortunate web of circumstance being sum-

marily banished from this country when legal rights

are still available to him to prevent his deportation.

We can find no more pungent expression evaluing

the intent of the Congress as to the very section in

question than that employed by Mr. Justice Douglas

in the recent case of Tan v. Phelan, Opinion No. 370,

October Term, 1947, decided February 2, 1948;
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''We resolve the doubts in favor of that con-

struction because deportation is a drastic meas-

ure and at times the equivalent of banishment or

exile, Delgadillo v. Carmichael, 333 U. S. — . It

is the forfeiture for misconduct of a residence in

this country. Such a forfeiture is a penalty. To
construe this statutory provision less generously

to the alien might find support in logic. But since

the stakes are considerable for the individual, we
will not assume that Congress meant to trench

on his freedom beyond that which is required by

the narrowest of several possible meanings of the

words used.

Reversed. '

'

Dated, San Rafael, California,

April 8, 1948.

Respectfully submitted,

Jerome A. Duffy,

Attorney for Appellant.
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Appellee.
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THE FACTS OF THE CASE.

The appellant is a natiA^e of Greece. He claims to

have last entered the United States in March or April,

1912 or 1913, at the Port of New York City, New
York, as a passenger. The local office of the Immi-

gration and Naturalization Service was unable to

verify his claimed entry into the United States. (Ex-

hibit A, Record of Hearing of September 27, 1943

—

Exhibit 2.) He claims to have lived in the United

States continuously since this entry, and appellant is

now fifty-four years of age. (R. 2-3.)

Appellant was first convicted of a violation of the

laws of the United States in Ijos Angeles County on
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an indictment in two counts alleging forgery of a

fictitious name. He was tried and found guilty on

both of these counts on February 14, 1939. Execution

of sentence was suspended, and he was placed on

probation for a period of five years. (R. 3-4.)

Later, on April 14, 1942, he was convicted of a

crime of lewd and lascivious conduct and sentenced to

the State Prison at San Quentin for the term pre-

scribed by law (0 to 15 years). (R. 4.) On April 29,

1942, the Superior Court in and for the County of

Los Angeles made and entered the following order,

to-wit

:

*' Probation having been heretofore revoked,

the sentences imposed on February 14, 1939, com-

mitting this defendant to the California State

Prison at San Quentin for the term pi*escribed

by law as to each of Counts 1 and 2, concurrently,

are placed into full force and effect. These sen-

tences are ordered to run concurrently with State

Prison sentence pronoujiced in Fresno County,

which defendant is now serving." (R. 5.)

On March 22, 1944 the California State Board of

Prison Terms and Paroles made and entered an order

fixing appellant's term of imprisonment at confine-

ment in the State Prison for ten years and ten years.

C.C. (R. 6-7.)

Appellant was confined in the State Prison at San

Quentin mitil January 23, 1945, when he was released

on parole. Such parole expired on January 23, 1948.

(R. 7.)



On or about September 12, 1946, appellant, through

his then attorney, sought to apply for a pardon for

his crimes to the Honoral)le Earl Warren, Governor

of the State of California, who refused to entertain

the application. (R. 5-6.) Appellant admits that he

has never secured a pardon from the executive au-

thority of the State of California. (R. 9.)

SUMMARY OF ISSUES AND LEGAL ARGUMENT.

The fundamental issue in this case is whether the

action of the Attorney General of the United States

in ordering the deportation of the appellant under

8 U.S.C. 155 is arbitrary and unlawful in that he does

not extend to appellant an milimited period of time

in which to apply for a pardon, and to read into

Section 155(a) Title 8 U.S.C.A. a provision staying

the deportation of an alien until he has made one

or more applications to the proper executive author-

ity for a pardon for his offenses.

Section 155(a) Title 8 U.S.C.A. reads as follows:
u* * * except as hereinafter provided, any

alien, who, after May 1, 1917, is sentenced to

imprisonment for a term of one year or more
because of conviction in this country of a crime

involving moral turpitude, committed within five

years after the entry of the alien to the United

States, or who is sentenced more than once to

such a terni' of imprisonment because of convic-

tion in this country of any crime involving moral
turpitude committed at any time after entry^ * * *

shall, upon the warrant of the Attorney General,



he taken into custody and deported * * *." (Ital-

ics supplied.)

**The prt)Visioii of this section respecting the

deportation of aliens convicted of a crime involv-

ing moral turpitude shall not apply to one who
has been pardotted, nor shall such deportation be

made or directed if the court, or judge thereof,

sentencing such alien for such crime shall, at the

time of imposing judgment or passing sentence

or within thirty days thereafter, due notice hav-

ing been given to representatives of the State,

make a recommendation to the Attorney General

that such alien shall not be deported in pursuance

of this chapter. * * *" (Italics supplied.)

Congress has specifically legislated on the subject

of deportation after release from imj)risonment. 8

U.S.C.A. 180(b) provides:

"An alien sentenced to imprisonment shall not

be deported under any provision of law until

after the termination of the imprisonment. For
the piirposes of this section, the imprisonment

shall he considered: as terminated upon the release

of the alien from confinement whether or not he

is stihject to rearrest or further confinement in

respect of the same offense. (Italics supj^lied.)

The purpose and ol)ject which this sectioh was

intended to serve and accomplish are stated in the

repoi-t (H.R. 2418, 70th Congress, Second Session) of

the House Committee on Immigration and Naturaliza-

tion in reporting on Bill S 5094, wliich became the

Act of March 4, 1929, (now 8 U.S.C.A. 180). With

refereil6e to Sectioh 5 of that bill which, with a slight



revision, was enacted as Section 3 of the 1929 Act

(now 8 U.S.C.A. 180), the Committee said (p. 8):

''In the case of prisoners released on parole

under convictions by State courts, it was the

practice of the department until recently to take

the prisoner into custody immediately on his

parole if deportable for any reason. Objections

were made by one of the States to this practice,

on the ground that it was an infringement on the

right of the State to retain custody of the pris-

oner during the period he is out on parole. The
Solicitor of the Department of Labor recently

advised the Secretary of Ijabor that the statute

did not authorize the practice of the Department,

and accordingly it has been discontinued so that

under the present law the alien is not deported

until the end of the term for which sentenced or

until he is unconditionally released from confine-

ment. Your committee is convinced that the law

should be made clear that the alien is deportable

immediately upon his release from confinement.

If he belongs to a deportable class he should be

deported even though it may not be against the

public policy of the State, under whose laws he

has been convicted, that he should be allowed to

go at large on parole. The authority of Congress

in relation to deportation of aliens is supreme
and the law or practice of a State can not and
should not allow an alien to remain in this coun-

try for a moment longer than permitted by the

act of the National Legislature, which alone is

charged with the duty and responsibility of rid-

ding the country of undesirable aliens. Accord-
ingly, section 5 of the Inll provides that the alien

may be deported immediately upon his release on
parole."



It has since been judicially well settled that release

from confinement on parole is a tei-mination of im-

prisonment and that a deportable alien thus released

from confinement becomes immediately subject to de-

portation. (Section 3, Act of March 4, 1929 (8 U.S.C.

180(b)) ; Section 19, Act of Feb. 5, 1917 as amended

(8 U.S.C. 155) ; Act of Jan. 19, 1929 (21 U.S.C. 237)

;

Act of March 2, 1931 (18 U.S.C. 716; Lti Woy Hung
V. Haff, 78 F. (2d) 836 (CCA. 9, 1935), and cases

cited therein; 8 CF.R. 150.12(b)). See also U. S. ex

paHe Rupert, 38 F. Supp. 153 (D. C Tex., 1941)

holding that a parole is not to be considered a pardon,

as it is mere liberty under supervision. See 7n the

Matter of Szie Ben Eng, 27735-G, March 16, 1948,

D. C N. D. Calif.

In the instant case the alien is deportable for a

criminal offense under Section 19(a) of the Immi-

gration Act of February 5, 1917 (8 U.S.C. at 155(a))

on the warrant charge: Sentenced more than once

because of conviction of crimes committed after entry,

to-wit: Forgery of fictitious name with intent to de-

fraud; Lewd and lascivious conduct. Under the pro-

visions of Section 19(d) of the same act (8 U.S.C.

155(d)) this class of deportable criminal aliens are

excluded from discretionary relief provided by Sec-

tion 19(c) of the same act (8 U.S.C 155(c)) for

voluntary departure or suspension of deportation.

This petitioner's deportation is therefore mandatory,

and by operation of Section 3 of the Act of March

4, 1929, supra, he became immediately subject to



deportation upon his release from confinement on

parole.

But under the provisions of Section 19(a) of the

Immigration Act of February 5, 1917 (8 U.S.C.

155(a)) an alien convicted in the United States of a

crime involving- moral turpitude, as here, is not de-

portable for that reason if he has heen granted a full

pardon. Since this petitioner has not been granted

such pardon, he remains dejDortable. He nevertheless

has heretofore sought, administratively to obtain

stays of deportation to permit him to apply for such

a pardon in the State of California. On May 16, 1946

he was administratively granted a stay of deportation

for a period of thirty days. Thereafter his attorney

filed a motion that the case be reopened for the intro-

duction of new evidence. The motion was denied on

May 23, 1946, and the order of denial was affirmed

by the Board of Immigration Appeals on June 6,

1947. Later, his counsel stated that he had been taking

the preliminary steps necessary to the presentation

of the alien's application for a pardon and that as

the procedure is long and involved, he requested a

further stay of ninety days within which to complete

and have a determination of the alien's application

for pardon. This was administratively denied. He
now petitions in habeas corpus.

The scope of judicial I'eview of deportation pro-

ceedings in habeas corpus is extremely narrow, since

the decision of the Attorney General, or of a board

of special inquiry if not appealed, is final and gen-
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erally may not ])e disturbed by the courts in habeas

corpus proceedings if suj)ported by some substantial

evidence, if it was made after a fair hearing, and no

error of law was committed.* Even in those cases where

^The deportation of aliens unlawfully in the United States is by-

statute committed to the Attorney General. Section 19 of the

Immigration Act of 1917, as amended (39 Stat. 889-890; 54 Stat.

671-673; 56 Stat. 1044; 8 U. S. C. 155) provides that in deporta-

tion cases "The decision of the Attorney General shall be final."

The statutes make no provision for judicial review and the finality

of such administrative determinations has been repeatedly con-

firmed by the courts since the earliest immigration cases. Kishi-

mura Ekin v. United States, 142 U. S. 631, 660 (1892) ; Fong Yue
Ting v. United States, 149 U. S. 698 (1893).

All attempts to secure direct judicial review or intervention in

deportation cases have been flatly rejected by the courts, regard-

less of the basis on which jurisdiction has been alleged. The Courts
have held themselves without jurisdiction to entertain a bill in

equity to cancel an order of deportation, Fafalios v. Daak, 50 F.

(2d) "640 (App. D. C. 1931), certiorari denied 264 U. S. 651 ; a bill

in equity for injunction, Dash v. Turbrick, 6 F. Supp. 390 (S. D.
Mich. 1934), Baita Shoe Co. v. Perkins, 33 F. Supp. 508 (D.C.

D. C, 1940) ; a bill in equity for a declaratory judgment, Darahi
V. Northrup, 54 F. (2d) 70 (CCA. 6, 1931) ; a petition for writ

of certiorari. In re Ban, 21 F. (2d) 1009 (W.D. N. Y., 1927); a

petition for writ of prohibition, Poliszek v. Doak, 57 F. (2d) 430
(App. D. C 1932) Kabaddan v. Doak, 65 F. (2d) 202 (App.
D. C 1933) certiorari denied 290 U.S. 661; a petition to compel
return of evidence allegedly illegally procured, Impiriale v. Per-

kins, 66 F. (2d) 805 (App. D. C 1933) certiorari denied 290 U.S.

690; a petition for review under Section 10 of the Administrative
Procedure Act, U. 8. ex rel., Trinler v. Carusi, 72 Fed. Supp. 193.

The courts, of course, have passed upon deportation cases in

habeas corpus proceedings. Habeas corpus, however, does not

I)rovide a direct judicial review, such as is provided by appeal or

writ of error. Habeas corpus is not a proceeding in the original

suit, but is an independent civil suit. Middle v. Dyche, 262 U.S.

333 (1923). It is a collateral review. U. S. ex rel. Vajtauer v.

Comynissioner, 273 U. S. 103 (1927). It stems, not from any right

of judicial review, but from the due process clause of the Fifth

Amendment to the Federal Constitution. Its purpose is to inquire

''into the cause of restraint of liberty" (R.S. 752; 28 U.S.C 452)

and it is not available to one who, though anticipating arrest, is



administrative authorities are authorized by par-

ticular provisions of statute to exercise their discre-

tion in deportation proceedings, as in considering

applications for voluntary departure or suspension of

deportation under Section 19 (c) of the Immigration

Act of 1917, the Courts have no proper control over

the discretion thus exercised unless the action taken

not yet in custody. Wales v. Whitney, 114 U.S. 564 (1885) ;

mailings v. Splwifi, 253 U.S. 339 (1920) ; Sihra/y v. United States,

185 Fed. 401 (CCA. 3, 1911) ; Ex parte Musci, 1 F. Supp. 587
(S.D. N. Y. 1922) ; Doss v. Lindsley, 53 F. Supp. 427 (E.D. Ill,

1944). It is not available as a matter of right, and the Court may
refuse to issue the writ when it appears from the petition that the
party is not entitled thereto. 14 Stat. 385 ; 28 U.S.C 455 ; Walker
V. Johnston, 312 U.S. 275 (1941).

Moreover, the scope of judicial review on habeas corpus is

extremely narrow. The administrative findings of fact are con-
clusive, if supported by some evidence of probative value, and are
not open to attack merely by showing that they are wrong. U. 8.

ex rel. Vajtatier v. Commissioner, supra; Tisi v. Tod, 264 U.S.
109, 133 (1924), The courts do review the administrative conclu-
sions of law involving interpretation of the statutory grounds for
deportation, Mahler v. Eby, 264 U. S. 32 (1924) ; Kessler v.

Strecker, 307 U.S. 22 (1939); Bridges v. Wixon, 326 U.S. 135
(1945), since the administrative authorities have no power to

deport for a ground not listed in the statutes. Similarly, t3ie

courts on habeas corpus will determine a petitioner's charge that
the administrative hearing was unfair. Tod v. Waldmxitn, 266 U.S.
113 (1924), or that he has been in custody for an unreasonable
length of time, Ross v. Wallis, 279 Fed. 401 (CCA. 2, 1922).
The Immigration statutes contemplate that the administrative

determinations, when made within the scope of the statutory au-
thority, shall be final. Where the immigration officials have ex-

ceeded or abused their authority, the writ of habeas corpus pro-
vides ''an adequate and complete remedy." Fafalios v. Doak,
supra. Narrow in scope as it is, therefore, the review by habeas
•corpus is "the only available procedure to deteiTtiine whether the
immigration authorities have exceeded or abused their power."
Wong Sun v. Fluckey, 288 Fed. 989, 994 (N.D. Ohio, 1922).
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constitutes denial of due process of law.- Stays of

deportation are acts of administrative discretion, as

distinguished from authority to grant discretionary

relief such as arises under Section 19 (c), previously

referred to. Administrative discretion in granting

stays is sometimes exercised in cases arising from

transportation difficulties, physical condition of ah ens,

and various other exceptionable and justifiable cir-

cumstances including situations where, in cooperation

with other authorities, deportable aliens may be

needed as witnesses. Cooperative administrative dis-

cretion has also been exercised to grant stays where

there is sound reason to believe that pending legisla-

tion or applications for pardon or other proceedings

are likely to result in action that may remove a legal

basis for deportation. However, where the discretion

is not exercised in favor of the alien the courts, under

the well-defined limits of habeas corpus proceedings

previously referred to, have no authority to control

the discretion nor to review the deportation proceed-

ings miless on the fundamental issues of whether

there is sufficient evidence, whether there has been a

fair hearing, and whether any error of law has been

committed. Unless such issues are involved, it is be-

•^Kazue Sumi v. Carmichael, 118 F. (2d) 707 (CCA. 9, 1941) ;

Boraca v. SchlotfeUt, 109 F. (2d) 106 (CCA. 7, 1940); Stone

ex rel Coloniui v. Tillinghast, 32 F. (2d) 447 (CCA. 1, 1929);
Ickowitz V. Day, 18 F. (2d) 962 (CCA. 2, 1927) ; Chanin v.

Williams, 177 F. 689 (CCA. 2, 1910) ; Katnic v. Reimer, 25 F.

Supp. 925 (D.C N.Y. 1938); Ex parte Panagopoulos, 3 F. Supp.
222 (D.C Calif. 1933) ; Kutas v. Williams, 204 F. 847 (D.C
N. Y., 1913) ; Bjorkens v. Watkins, U. S. District Court, Southern

District of New York, March 28, 1945, unreported, Civil 30-84.
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lieved the decision of the administrative authorities is

final and beyond the poAver of the Court to disturb.

(Footnotes 1 and 2, supra.)

No doubt because of the well-defined limits of

habeas corpus proceedings, relatively few petitions

have been filed since enactment of Section 3, Act of

March 4, 1929, where the sole or predominant relief

sought was a stay of deportation by an alien on parole

until he could apply for a pardon. No such cases

limited exclusively to this issue have been identified

as arising since the end of the war, with the resump-

tion of active deportations and consequent habeas

corpus actions. Even the older cases, extending back

to 1930, reflect generally that petitioners did not rely

upon the Courts to grant such relief. Situations did

arise where aliens ordered deported raised issues as

to whether their release from confinement was on

parole or probation, or whether either operated as a

conditional pardon, etc. But in the absence of such

issues, petitioners usually sought review and release

on the substantial issues within the limits of habeas

corpus, and apparently did not press any contention

that the Courts had authority to stay their deporta-

tions where the parole had not expired.

Appellant contends that in issuing the instant war-

rant for his deportation, the Attorney Greneral of the

United States acted in excess of his powers and of

the jurisdiction conferred upon him by the statutes

of the United States.

Appellant contends that the words *'has been

pardoned" should read ''who may be pardoned in
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the future." Such a construction would do violence

to the phraseolo^ actually used in this section of the

law. The construction contended for by the appel-

lant would actually prevent the deportation of all

aliens under Section 155 (a) Title 8 U.S.C.A., be-

cause it would be impossible in any case for the

Attorney General to determine whether or not an

alien held for deportation under the provisions of this

section might at some indefinite time in the future

receive the favorable consideration of the executive

authority authorized to pardon his offenses, such

action, of course, being entirely conjectural.

The appellant further contends that unless his peti-

tion is granted under the Fourteenth Amendment to

the Constitution of the United States, he would be

denied his liberty without due process of law and the

equal protection of the law. If, as held by the appel-

lee, he is held in custody under a valid warrant of

the Attorney General for his deportation, it would

seem to necessarily follow that he is being held in

lawful custody.

It is submitted that the words ''has been pardoned"

refer to the condition of the alien at the time of his

being taken into custody for deportation under a

lawful warrant.

It might be well to state that an alien residing in

this country is subject at all times to the power of

Congress to legislate on all matters which might pro-

hibit or limit his stay in this country.

TJ. S. ex rel. Feuer v. Day, Commissioner of

Immigration, CCA. 2nd, decided May 5,

1930, 42 Fed. (2d) 127.
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CONCLUSION.

1. The construction of Section 155 (a) Title 8

U.S.C.A., sought by appellant to read into this sec-

tion the words ''may be pardoned in the future"

would lead to absurd results.

2. There is no denial of the right of due process

of law on the part of the Attorney General of the

United States when he sees fit in the exercise of his

discretion to deny an application for administrative

relief.

3. That by reason of the indulgence of the Attor-

ney General in granting to the appellant certain

stays of deportation, that official has in no wise ad-

mitted that as a matter of right the appellant was

entitled to such consideration.

Appellee is, therefore, of the belief that the judg-

ment of the District Court of the United States for

the Southern Division of the Northern District of

California denying appellant's petition for a writ of

habeas corpus was proper and that the decision of

the Court below should be affirmed.

Dated, San Francisco, California,

May 3, 1948.

Respectfully submitted,

Frank J. Hennessy,
United States Attorney,

E. R. BONSALL,
Assistant United States Attorney,

Attorneys for Appellee.
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2 Leo M. Harvey and Lena P. Harvey

Docket No. 7116

LEO M. HARVEY,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DOCKET ENTRIES

1945

Feb. 12—Petition received and filed. Taxpayer no-

tified. Fee paid. 4 copies received 2/15/45.

Feb. 15—Copy of petition served on General

Counsel.

Mar. 19—Answer filed by General Counsel.

Mar. 19—Request for hearing in Los Angeles, Cali-

fornia, filed by General Counsel.

Mar. 23—Notice issued placing proceeding on Los

Angeles, Calif., calendar. Service of an-

swer and request made.

Apr. 2—Motion for judgment on the pleadings, and

to set same on Los Angeles calendar for

hearing filed by taxpayer.

Apr. 18—Hearing set on petitioner's motion

5/16/45.

Apr. 18—Copy of motion and notice of hearing

served on General Counsel.

May 14—Notice of submission under Rule 30 with

brief in support attached filed by tax-

payer. 5/15/45 Copy served on General

Counsel.
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1945

May 16—Hearing had before Judge Murdock on

petitioner's motion for judgment on the

pleadings. Ordered C.A.V. Respondent's

memorandum in opposition to motion filed

at hearing.

May 17—Motion of April 2 for judgment on plead-

ings denied.

1946

Sept. 6—Motion for leave to amend petition em-

bodying amendment filed by taxpayer.

Sept. 11—Hearings set Nov. 4, 1946, Los Angeles.

Sept. 11—Hearing set 10/9/46 on petitioner's mo-

tion.

Sept. 11—Copy of motion and notice of hearing

served on General Counsel.

Sept. 18—Motion to transfer the motion to amend

petition set for hearing 10/9/46, Wash-

ington, D. C, to the merit calendar of

Nov. 4, 1946, Los Angeles, filed by tax-

payer. 9/20/46 copy served.

Oct. 9—Hearing had before Judge Turner on pe-

titioner's motion to amend petition

granted.

Oct. 9—Order that petitioner's motion to amend

petition filed 9/6/46 is granted, entered.

Nov. 4—Hearing had before Judge Hill on.mer-

and 8 its. Motion of counsel to consolidate dkts.

7116 and 7117 granted. Oral motion of

Petitioner to file amendment to petition

granted. Motion of respondent to file an-

swer to amendment to petition and answer
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to petition as amended granted. Motion

and amendment to petition, answer to

amendment to petition and answer to peti-

tion as amended filed at hearing and

served. Briefs due 12/23/46; replies due

1/22/47. [1*]

1946

Dec. 4—Transcript of hearing 11/4/46 filed.

Dec. 4—Transcript of hearing 11/8/46 filed.

Dec. 17—Brief filed by taxpayer.

Dec. 18—Motion for extension to Jan. 23, 1947, to

file brief and to Feb. 22, 1947, to file both

reply briefs filed by General Counsel.

12/19/46 Granted.

1947

Jan. 6—Supplement to brief filed by taxpayer.

1/16/47 Copy served.

Jan. 15—Brief filed by General Counsel.

Jan. 29—Reply brief filed by taxpayer. 1/29/47

Copy served.

Feb. 7—One page addition to reply brief filed by

taxpayer. 2/7/47 copy served.

Feb. 12—Reply brief filed by General Counsel.

Mar. 24—Memorandum findings of fact and opin-

ion rendered. Judge Hill. Decision will

be entered under Rule 50. 3/24/47 copy

served.

Apr. 28—Motion for extension to five days to file

a motion for rehearing filed by taxpayer.

Granted.

*Page numbering appearing at top of page of original certified

Transcript of Record.
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1947

Apr. 28—Motion for a rehearing filed by taxpayer.

Apr. 29—Order amending memorandum findings of

fact and denying petitioner's motion for

rehearing entered.

June 4—Respondent's computation for entry of

decision filed.

June 6—Hearing set July 16, 1947, Washington,

D. C, on Rule 50.

July 16—Hearing had before Judge Hill on settle-

ment. No contest. Ordered Respondent's

computation. Judge Hill for order.

July 17—Decision entered, Judge Hill, Div. 2.

July 22—Order amending decision, entered.

Oct. 17—Petition for review by U. S. Circuit Court

of Appeals for the Ninth Circuit with

assignments of error filed by taxpayer.

Oct. 17—Proof of service filed.

Nov. 24—Certified copy of an order from the Ninth

Circuit for enlargement of 40 days to file

transcript of record filed.

Nov. 24—Certified copy of an order from the Ninth

Circuit directing the Clerk of the Tax

Court to transmit to the Clerk of the Cir-

cuit Court the original petitioner's ex-

hibit 1 and respondent's exhibits A
through K 15 days prior to the hearing

filed.

Nov. 25—Designation of record filed by taxpayer

with proof of service thereon. [2]
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Docket No. 7117

LENA P. HARVEY,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DOCKET ENTRIES
1945

Feb. 12—Petition received and filed. Taxpayer no-

tified. Fee paid. Copy received 2/15/45.

Feb. 15—Copy of petition served on General

Counsel.

Mar. 19—Answer filed by General Counsel.

Mar. 19—Request for hearing in Los Angeles, Calif.,

filed by General Counsel.

Mar. 23—Notice issued placing proceeding on Los

Angeles, Calif., calendar. Service of an-

swer and request made.

Apr. 2—Motion for judgment on the pleadings and

to set same on Los Angeles, Calif., cal-

endar for hearing filed by taxpayer.

Apr. 18—Hearing set on petitioner's motion for

5/16/45.

Apr. 18—Copy of motion and notice of hearing

served on General Counsel.

May 14—Notice of submission under Rule 30 with

brief in support attached filed by tax-

payer. 5/15/45 copy served on General

Counsel.
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1945 '

May 16—Hearing had before Judge Murdock on

petitioner's motion for judgment on the

pleadings. Ordered C.A.V. Respondent's

memorandum in opposition to motion filed

at hearing.

May 17—Motion of April 2, for judgment on plead-

ings denied.

1946

Sept. 6—Motion for leave to amend petition em-

bodying amendment filed by taxpayer.

Sept. 11—Hearing set Nov. 4, 1946, Los Angeles.

Sept. 11—Hearing set 10/9/46 on petitioner's mo-

tion.

Sept. 11—Copy of motion and notice of hearing

served on General Counsel.

Sept. 18—Motion to transfer the motion to amend

petition now set for 10/9/46, Washing-

ton, D. C, to the merit calendar of 11/4/46

at Los Angeles filed by taxpayer. 9/20/46

copy served.

Oct. 9—Hearing had before Judge Turner on pe-

titioner's motion to amend petition

granted.

Oct. 9—Order that petitioner's motion to amend

petition filed 9/6/46 is granted, entered.

Nov. 4—Hearing had before Judge Hill on mer-

its. Motion of counsel to consolidate 7116

and 7117 granted. Motion of petitioner to

file amendment to petition granted. Mo-

tion of respondent to file answer to

amendment to petition and answer to pe-
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tion as amended granted. Motion and

amendment to petition, answer to amend-

ment and answer to petition as amended

filed at hearing, and served. Briefs due

12/23/46; replies due 1/22/47. [3]

1946

Dec. 17—Brief filed by taxpayer.

Dec. 18—Motion for extension to Jan. 23, 1947,

to file brief and to 2/22/47 to file replies

filed by General Counsel. 12/19/46

Granted.

1947

Jan. 6—Supplement to brief filed by taxpayer.

1/16/47 copy served.

Jan. 15—Brief filed by General Counsel.

Jan. 29—Reply brief filed by taxpayer. 1/29/47

copy served.

Feb. 7—One page addition to reply brief filed

by taxpayer. 2/7/47 copy served.

Feb. 12—Reply brief filed by General Counsel.

Mar. 24—Memorandum findings of fact and opin-

ion rendered. Judge Hill Decision will

be entered under Rule 50. 2/24/47 copy

served.

Apr. 28—Motion for extension of five days to file

motion for rehearing filed by taxpayer.

Granted.

Apr. 28—Motion for a rehearing filed by taxpayer.

4/29/47 Denied.

Apr, 29—Order amending memorandum findings of

fact and denying petitioner's motion for

rehearing, entered.
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1947

June 4—Respondent's computation for entry of

decision filed.

June 6—Hearing- set July 16, 1947, Washington,

D. C, on Rule 50.

July 16—Hearing had before Judge Hill on settle-

ment. No contest. Respondent's computa-

tion ordered to Judge Hill for order.

July 17—Decision entered. Judge Hill, Div. 2.

July 22—Order amending decision, entered.

Oct. 17—Petition for review by U. S. Circuit Court

of Appeals for the Ninth Circuit with

assignments of error filed by taxpayer.

Oct. 17—Proof of service filed.

Nov. 24—Certified copy of an order from the Ninth

Circuit for enlargement of 40 days to file

transcript of record filed.

Nov. 24—Certified copy of an order from the Ninth

Circuit directing the Clerk of the Tax

Court to transmit to the Clerk of the Cir-

cuit Court the original petitioner's ex-

hibit 1 and respondent's exhibits A
through K 15 days prior to the hearing

before this Court filed.

Nov. 25—Designation of record filed by taxpayer

with proof of service thereon. [4]
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The Tax Court of the United States

Docket No. 7116

LEO M. HARVEY,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

PETITION
The above-named petitioner hereby petitions this

court for a redetermination of his federal income

tax Liability for the taxable years ended December

31st, 1939, December 31, 1940, and December 31,

1941, as determined by the Commissioner of In-

ternal Revenue in a notice of deficiency (Bureau

symbols LA:IT:90D:PAK), and as a basis of this

proceeding alleges as follows:

1. That the petitioner is an individual and that

his address is 6200 Avalon Boulevard, Los An-

geles 3, California; that he filed returns for the

years involved herein with the Collector of the

Sixth District of California; and that he kept his

books and filed his returns on the accrual basis.

2. That a notice of deficiency, a copy of which

marked Exhibit "A" is attached hereto, was mailed

to the petitioner on November 17th, 1944.

3. That the deficiencies determined by the Com-
missioner were as follows:

1939—$2,356.84

1940—$5,225.29
1941—$8,069.72; [5]
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and that tlie amounts involved in this proceeding'

are:

1939—$2,401.75

1940—$5,397.79
1941—$10,482.42

or such other amounts as the Court may determine.

4. That the determination of taxes as set forth

in said notice of deficiency is based upon the fol-

lowing errors

:

(a) The treatment as ordinary income, instead

of capital gain, of the gain derived by the

petitioner under the so-called Gerrard con-

tract of March 21, 1938.

(b) The failure to allow, as an offset against

the selling price in determining the amount

of such gain, costs totaling $111,500.

(c) The failure to allow amounts totaling $10,-

500 payable and paid in each of the taxable

years here involved as deductions under Sec-

tions 23(a)(2) of the Internal Revenue

Code. (This is alternative to assignment of

error (b).)

(d) The failure to allow the full amount of

California State income taxes accrued.

5. The facts upon which the petitioner relies

as sustaining the above assignments of error are

as follows:

A. With respect to assignment of error (a)

:

1. On or about March 21, 1938, the petitioner

sold to The Gerrard Company, Inc. (hereinafter re-

ferred to as "Gerrard"), certain patents taken out
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by him on flat wire tying machines and round wire

tying machines, for a total consideration of $425,000.

Said patents were the community property of pe-

titionei' and his wife, Lena P. Harvey, and were all

acquired after July, 1927. Of said patents, 7.292%

in value were acquired not more than 18 months

prior to said sale and 92.708 7r, more than 24 months

prior to said sale.

2. Of said total consideration $25,000 was pay-

able and paid in cash upon execution of the sale;

and the balance of $400,000 was [6] payable and

paid at the same time by delivery to petitioner of

ten negotiable promissory notes in his favor in

the sum of $40,000 each, all dated April 2, 1938,

and maturing serially beginning on the 2nd day of

April, 1939, and on April 2 of each year thereafter,

each of them in the form, with necessary variations

as to dates and numbers, set forth in Exhibit ''B"

hereto attached and made a part hereof. The Ameri-

can Steel and Wire Company of New Jersey, shown

in Exhibit ^'B" as joint maker, was the parent

company of Gerrard.

3. Those of said notes of $40,000 each which

were due in the years involved herein were paid

when due.

4. In filing his return for the year 1938, peti-

tioner elected to return his gain from the said

sale of patents on the installment basis under Sec-

tion 44(b) of the Revenue Act of 1938 but other-

wise he filed his return for the year 1938 on the

accrual basis.
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5. The said patents, both on flat wire tying

machines and on round wire tying machines, were

at the time of sale under exclusive license to Ger-

rard. There were four such licenses, each covering

a separate group of patents, as follows

:

(a) A license dated February 25, 1930, cover-

ing United States patents on flat wire tying

machines, hereinafter referred to as "do-

mestic flat band patents."

(b) A license dated February 25, 1930, cover-

ing patents issued by foreign countries on

flat wire tying machines, hereinafter re-

ferred to as "foreign flat band patents."

(c) A license dated July 5, 1929, covering

United States patents on so-called "TA"

round wire tying machines, hereinafter re-

ferred to as "domestic round wire patents,"

together with an agreement under the same

date giving in effect similar treatment to

patents owned not by petitioner but by Ger-

rard on so-called "TI" and "TE" round

wire tying machines.

(d) A license da^:ed February 25, 1930, covering

patents issued by foreign countries on so-

called "TA" round wire tying [7] ma-

chines, hereinafter referred to as "foreign

round wire patents."

Under date of October 12, 1936, an amendment

of said license agreements was made and the pay-

ments to petitioner under the license agreements as

so amended were guaranteed by the said American

Steel and Wire Company of New Jersey.
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6. Under the said licenses Gerrard had the sole

and exclusive right for the entire life of said pat-

ents to use, lease and vend the machines covered

by said i)atents, without obligation, however, to use,

lease or vend any of them; and as a result of the

said licenses, no substantial rights in the said pat-

ents remained to petitioner except the right to re-

ceive such minimum royalties as were provided

under the licenses.

7. Under the said license of domestic flat band

patents there was a minimum royalty payable by

Gerrard to petitioner of $15,000 per year ; and under

the said license of foreign flat band patents there

was a minimum royalty payable by Gerrard to pe-

titioner of $15,000 per year. The said minimum
royalty of $15,000 per year under each license was

payable as long as any patent covered by such

license was unexpired. Among the patents covered

bv each license w^ere patents issued as late as 1937.

8. On the date of sale of said patents, the right

to receive said minimum royalty of $15,000 per

year under each of the two flat band licenses, or

$30,000 per year altogether, was in full force and

effect and had a reasonable present value of

$425,000.

9. The round wire licenses carried no minimum
royalties and the rights of petitioner imder said

round wire licenses and the [8] patents covered

thereby had not more than a nominal value.

10. Petitioner was in the machine shop business

manufacturing any kind of machines on order.
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11. Petitioner was not a dealer in patents and

was not in the business of selling patents.

12. None of said patents were stock in trade of

petitioner.

13. None of said patents were other property

of a kind which would properly be included in the

inventory of the petitioner if on hand at the close

of the taxable year.

14. None of said patents were held by peti-

tioner primarily for sale to customers in the ordi-

nary course of his trade or business.

15. No patents of any kind were ever held by

petitioner primarily for sale to customers in the

ordinary course of his trade or business.

16. Gerrard was not a customer for said pat-

ents in the ordinary course of petitioner's trade or

business.

17. Said sale of patents was not made by peti-

tioner in the ordinary course of his trade or busi-

ness.

18. The said flat band patents were not used in

petitioner's trade or business.

19. Only experimental models of the flat band

machines were ever manufactured by petitioner;

and insofar as petitioner knows, none were ever

manufactured or sold by Grerrard.

20. Under the said licenses of flat band patents

the only royalties ever received by petitioner were

the minimum royalties provided for thereunder.

B. With respect to assignment of error (b)

:

1. In connection with the said patents and the
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sale thereof, petitioner incurred costs totaling $111,-

500 as shown by Exhibit '*C" attached hereto which

is a copy of Exhibit B and Exhibit B-1 of the

report dated January 29, 1940, of George D. Martin,

Internal Revenue Agent in Charge, Los Angeles,

California, on the examination by his office of the

return of petitioner for the year 1938.

2. The statements made in said Exhibit "C"
under items (b) and (c) thereof are explanatory,

respectively, of the amounts of $85,000 and $26,500

shown in the computation in said exhibit as pay-

ments due Lawrence A. Harvey and Herbert Har-

vey. Said statements are correct except that (1)

the sale of said patents was to Gerrard only and

not to Gerrard and the American Steel & Wire Com-

pany, although both companies were makers on the

ten notes received by petitioner totaling $400,000

out of the aggregate consideration of $425,000, and

(2) that the services of Lawrence A. Harvey in-

cluded also aid and assistance in the negotiation of

the said sale of patents.

3. Because of said costs totaling $111,500, only

313,500/425,000, or 73.7647%, of each payment of

$40,000, or $29,505.88, is the amoimt of gain de-

rived from said sale of patents applicable to each

of the years here involved; of said $29,505.88,

7.292% (see exhibit "C") or $2,151.57 is includ-

ible in gross income at 100% and the balance of

$27,354.31 at 50% under Section 117(b) of the In-

ternal Revenue Code; and that the amount so in-

cludible in gross income is one-half his and one-half
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that of his wife, Lena P. Harvey, by virtue of the

community property laws of California. [10]

C With respect to assignment of error (c) :

1. Of the payments shown in Exhibit "C" as

due Lawrence A. Harvey in the total amount of

$85,000, or 20% of the said consideration of $425,-

000, $5,000 was payable and paid in 1938 and the

balance of $80,000 was payable pro rata as and

when the said notes totaling $400,000 were paid to

petitioner. Of said balance of $80,000, $8,000 was

accordingly payable and paid by petitioner to said

Lawrence A. Harvey in each of the years here

involved.

2. Of the payments shown in Exhibit "C" as

due Herbert Harvey in the total amount of $26,500,

$1,500 was payable and paid in 1938 and the balance

of $25,000 was payable pro rata as and when the

said notes totaling $400,000 were paid to petitioner.

Of said balance of $25,000, $2,500 was accordingly

payable and paid by petitioner to said Herbert Har-

vey in each of the taxable years here involved.

D. With respect to assignment of error (d) :

1. Additional income taxes have been asserted

against petitioner by the Franchise Tax Commis-

sioner of the State of California as follows

:

1939 $ 642.88

1940 1,034.82

1941 4,618.61

2. The amounts allowed by the Commissioner as

additional California income taxes for the same

years as shov/n in Exhibit "A" attached hereto rep-
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resented the additional California income taxes

payable if petitioner is correct with respect to

assignment of error (a) and assignment of error

(b). The additional California income taxes pay-

able are, however, $642.88, $1,034.82 and $4,618.61

for the respective years if petitioner is correct with

respect to assignment [11] of error (b) but not

with respect to assignment of error (a). No deter-

mination has yet been made by the Franchise Tax
Commissioner as to the additional state income

taxes w'hich will be due on any other assumption

wdth respect to assignments of error (a), (b)

and (e).

Wherefore, petitioner prays that the Court:

(a) Redetermine the taxes of petitioner for the

years 1939, 1940 and 1941

;

(b) Determine that there is no deficiency due by

this petitioner; and

(c) Determine that the petitioner has overpaid

his tax for the years 1939, 1940 and 1941.

/s/ GEORGE T. ALTMAN,
Attorney for Petitioner. [12]

State of California,

County of Los Angeles—ss.

Leo M. Harvey, being duly sworn, deposes and

says: That he is the petitioner above named; that

he has read the foregoing petition, and is familiar

with the statements contained herein, and that the

facts therein stated are true.

/s/ LEO M. HARVEY.
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Subscribed and sworn to before me this 8th day

of February, 1945.

[Seal] /s/ ALICE E. WIEDEE,
Notary Public in and for said

County and State.

My Commission expires July 1, 1947. [13]

EXHIBIT '^A"

Treasury Department, Internal Revenue Service

417 South Hill Street, Los Angeles 13, California

Nov. 17, 1944.

Office of Internal Revenue Agent in Charge, Los

Angeles Division, LA :IT :90D :PAK.

Mr. Leo M. Harvey

6200 Avalon Boulevard

Los Angeles 3, California.

Dear Mr. Harvey:

You are advised that the determination of your

income tax liability for the taxable years ended

December 31, 1939, December 31, 1940 and Decem-

ber 31, 1941, discloses a deficiency of $15,651.84, as

shown in the statement attached.

In accordance with the provisions of existing

internal revenue laws, notice is hereby give of the

deficiency or deficiences mentioned.

Within 90 days (not counting Sunday or a legal

holiday in the District of Columbia as the 90th day)

from the date of the mailing of this letter, you may
file a petition with The Tax Court of the United

States, at its principal address, Washington, D. C,

for a redetermination of the deficiency or deficien-

cies.
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Should you not desire to file a petition, you are

requested to execute the enclosed form and forward

it to the Internal Revenue Agent in Charge, Los

Angeles, California for the attention of LA:Conf.

The signing and filing of this form will expedite

the closing of your return(s) by permitting an early

assessment of the deficiency or deficiencies, and will

prevent the accumulation of interest, since the in-

terest period terminates 30 days after filing the

form, or on the date assessment is made, whichever

is earlier.

Very truly yours,

JOSEPH D. NUNAN, JR.,

Commissioner,

By /s/ GEORGE D. MARTIN,
Internal Revenue Agent

in Charge.

PAK :vac

Enclosures

:

Statement

Form of waiver [14]

STATEMENT
LA :IT :90D :PAK
Mr. Leo M. Harvey

6200 Avalon Boulevard

Los Angeles 3, California

Tax Liability for the Taxable Years Ended
December 31, 1939, December 31, 1940 and December 31, 1941

Years Liability Assessed Deficiency

1939 $ 3,926.10 $ 1,569.27 $ 2,356.83

1940 12,331.96 7,106.67 5,225.29

1941 47,854.45 39,784.73 8,069.72

Totals $64,112.51 $48,460.67 $15,651.84
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In making this determination of your income tax

liability, careful consideration has been given to the

report of examination dated August 5, 1943, to your

protest dated January 4, 1944, and to the state-

ments made at conferences held on January 21,

June 6, July 6 and July 27, 1944.

In your income tax returns for each of the years

1939, 1940 and 1941 you reported community income

received under the so-called "Gerrard Contract" of

March 21, 1938, as follows:

4 Total
Gain

Sec. 117
Limitation

Community
Share

Reported

Short-term capital gain .. $ 2,151.57 $ 2,151.57 $1,075.79

Long-term capital gain .. 27,354.31 13,677.15 6,838.58

It is determined that the entire $40,000.00 received

in each year is taxable as ordinary income. Your

community share of this income has accordingly

been increased in each year by the amount of $12,-

085.63 from the $7,914.37 (total reported as above)

to $20,000.00."

A copy of this letter and statement has been

mailed to your representative, Mr. George T. Alt-

man, 215 West Seventh Street, Los Angeles 14,

California, in accordance with the authority con-

tained in the power of attorney executed by you.
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ADJUSTMENTS TO NET INCOME
Taxable Year Ended December 31, 1939

Net income as disclosed by return $ 9,059.36

Additional income and unallowable

deductions

:

(a) Increase in income from Ger-

rard contract $12,085.63

(b) Increase in partnership in-

come 9,849.10 21,934.73

Total $30,994.09

Additional deduction:

(c) Additional California income tax allowed 299.43

Net income adjusted $30,694.66

Explanation of Adjustments

(a) This adjustment has been previously explained.

(b) There has been added the amount of $9,849.10 to the

income reported on your return from the partnership, Harvey
Machine Co.

(c) A deduction for additional accrued California income

tax is allowed in the amount of $299.43.

COMPUTATION OF TAX
Taxable Year Ended December 31, 1939

Net income adjusted $30,694.66

Less: Personal exemption $ 666.67

Credit for dependents 1,166.67 1,833.34

Balance surtax net income $28,861.32

Less: Earned income credit 300.00

Balance subject to normal tax $28,561.32

Normal tax at 4% of $28,561.32 $ 1,142.45

Surtax on $28,861.32 2,783.65

Correct income tax liability $ 3,926.10

Income tax assessed:

Original, account No. 202699 $ 418.34

Additional, December 31, 1943,

No. 519016 1,150.93 1,569.27

Deficiency of income tax $ 2,356.83
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ADJUSTMENTS TO NET INCOME
Taxable Ended December 31, 1940

Net income as disclosed by return $25,509.17

Additional income and unallowable

deductions

:

(a) Increase in income from

Gerrard contract $12,085.63

(b) Increase in partnership in-

come 7,894.35

(c) Additional rental income 269.98

(d) Bad debts disallowed 414.82 20,664.78

Total $46,173.95

Additional deduction:

(e) Additional California income tax allowed 505.87

Net income adjusted $45,668.08

Explanation of Adjustments

(a) This adjustment has been previously explained.

(b) There has been added the amount of $7,894.35 to the

income reported on your return from the partnership, Harvey

Machine Co.

(c) Income from rentals is increased by $269.98 repre-

senting your community one-half of rental income from the

"Webster Apartments not included in income on your return.

(d) Bad debts aggregating $829.64 have been disallowed

as a deduction under section 23 (k) of the Internal Revenue

Code. One-half of that amount, or $414.82, is applicable to your

return.

(e) A deduction is allowed for additional accrued California

income tax in the amount of $505.87.

The earned income credit claimed in your return in the

amount of $816.13 is reduced to $565.95, the amount allowable

under section 25 (a) (4) of the Internal Revenue Code.
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COMPUTATION OF ALTERNATIVE TAX
Taxable Year Ended December 31, 1940

Net income adjusted $45,668.08

Minus: Net long-term capital gain 174.60

Ordinary net income $45,493.48

Less: Personal exemption $ 600.00

Credit for dependents 800.00 1,400.00

Balance (surtax net income) $44,093.48

Less: Earned income credit 565.95

Net income subject to normal tax $43,527.53

Normal tax at 4% on $43,527.53 $ 1,741.10

Surtax on $44,093.48 9,417.39

Partial tax $11,158.49

Plus : 30% of net long-term capital gain 52.38

Alternative tax $11,210.87

COMPUTATION OF TAX
Taxable Year Ended December 31, 1940

Net income adjusted $45,668.08

Less: Personal exemption $ 600.00

Credit for dependents 800.00 1,400.00

Balance (surtax net income) $44,268.08

Less: Earned income credit 565.95

Net income subject to normal tax $43,702.13

Normal tax at 4% on $43,702.13 $ 1,748.09

Surtax on $44,268.08 9,487.23

Total $11,235.32

Alternative tax $11,210.87

Defense tax (10% of $11,210.87) 1,121.09

Correct income tax liability $12,331.96
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Income tax assessed

:

Original, account No. 205761 $ 4,247.32

Additional, December 31, 1943

No. 519017 2,859.35

Total income tax assessed 7,106.67

Deficiency of income tax $ 5,225.29

ADJUSTMENTS TO NET INCOME
Taxable Year Ended December 31, 1941

Net income as disclosed by return $48,967.08

Additional income

:

(a) Increase in income from

Gerrard contract $12,085.63

(b) Increase in partnership in-

come 37,428.30 $49,513.93

Total $98,481.01

Additional deductions:

(c) Dividends received over-

stated $ 17.16

(d) Long-term capital gain re-

duced 1,904.19

(e) Additional California in-

come tax allowed 3,711.84 5,633.19

Net income adjusted $92,847.82

Explanation of Adjustments

(a) This adjustment has been previously explained.

(b) There has been added the amount of $37,428.30 to the

income reported on your return from the partnership, Harvey
Machine Co.

(c) Dividends received were overstated by the amount of

$15.05 from Harcraft Co. and $19.27 from U. S. National Bank.

One-half of those amounts or $17.16 is applicable to your return.

(d) In your return you reported a long-term capital gain

of $1,904.19 representing your community half of a total long-

term capital gain of $3,808.38 from the sale of cup machines, pat-

ents and equipment. It has been determined that this income con-

stitutes income to the partnership, Harvey Machine Co., and is
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included in the adjustment of partnership income under item (b)

above. The long-term capital gain reported in your return from

this sale is, accordingly, eliminated.

(e) A deduction for additional accrued California income

tax is allowed in the amount of $3,711.84,

COMPUTATION OF ALTERNATIVE TAX
Taxable Year Ended December 31, 1941

Net income adjusted $92,847.82

Minus: Net long-term capital gain 589.66

Ordinar}'^ net income $92,258.16

Less: Personal exemption $ 350.00

Credit for dependents 800.00 1,150.00

Balance (surtax net income) $91,108.16

Less : Earned income credit 1,400.00

Net income subject to normal tax $89,708.16

Normal tax at 4% on $89,708.16 $ 3,588.33

Surtax on 91,108.16 44,089.22

Partial tax $47,677.55

Plus : 30% of net long-term capital gain 176.90

Alternative tax $47,854.45

COMPUTATION OF TAX
Taxable Year Ended December 31, 1941

Net income adjusted $92,847.82

Less: Personal exemption $ 350.00

Credit for dependents 800.00 1,150.00

Balance (surtax net income) $91,697.82

Less: Earned income credit 1,400.00

Net income subject to normal tax $90,297.82

Normal tax at 4% on $90,297.82 $ 3,611.91

Surtax on 91,697.82 44,466.60

Total $48,078.51

Alternative tax $47,854.45

Correct income tax liability $47,854.45
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Income tax assessed:

Original, account No. 340838 $20,036.07

Additional, December 31, 1943

No. 519018 19,748.66

Total income tax assessed 39,784.73

Deficiency of income tax $ 8,069.72

EXHIBIT B

Cleveland, Ohio

Dated April 2, 1938.

Note No. 1 Due April 2, 1939

Twelve (12) montlis after date, we jointly and

severally promise to pay to the order of Leo M.

Harvey the sum of Forty Thousand Dollars ($40,-

000.00) together with interest at the rate of two

per cent (2%) per annum, without defalcation, for

value received. Interest payable quarterly. The

drawers and endorsers, severally waive presentment

for payment, demand, protest, notice of protest and

dishonor and non-payment, of this note. Payable

at Union Bank & Trust Co. of Los Angeles.

This note is one of a series of notes made by the

same makers to the same payee in the same amount

numbered one to ten inclusive, each dated April 2,

1938, No. 1 being payable April 2, 1939, No. 2, April

2, 1940, No. 3, April 2, 1941, No. 4, April 2, 1942,

No. 5, April 2, 1943, No. 6, April 2, 1944, No. 7,

April 2, 1945 ; No. 8, April 2, 1946, No. 9, April 2,

1947, and No. 10, April 2, 1948.



28 Leo M. Harvey andLena P. Harvey

Upon default in the payment of principal or in-

terest of any one of the above enumerated notes, one

to ten inclusive, any and/or all of the said notes

from one to ten inclusive, shall at the option of the

holders thereof become immediately due and pay-

able, together with costs of collection, including

such reasonable attorney's [22] fees as a court of

competent jurisdiction may determine.

THE GERRARD COMPANY,
INC., a Delaware Corporation

By ,

Executive Vice President.

By ,

Assistant Secretary.

[Seal] THE AMERICAN STEEL AND
WIRE COMPANY OF NEW
JERSEY

By ,

President.

Attest

;

L.M.H. :W.B.

Treasurer and Secretary.
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EXHIBIT C

INSTALLMENT PROFITS REALIZED
In re : Sale of Patents

Total sale price $425,000.00

Less: Cost of patents None

Payments due Lawrence A.

Harvey $85,000.00

Payments due Herbert

Harvey 26,500.00

Net profit to be realized

Profit percentage

Installment payment received—Year 1938

Short Term Long Term

Sales allocation ....

Profit allocation

73.7647%

Taxable at

Taxable profits

Profits reported...

Profits corrected.

at

7.292%

$1,344.73

100%
1,344.73

1,713.62

1,344.73

Net reductions $ 368.89

92.708%

$17,096.45

50%
8,548.23

10,893.19

8,548.23

$ 2,344.96

111,500.00

313,500.00

73.7647%

$ 25,000.00

Total

100%

$ 18,441.18

Explanation of Items

(a) Major portion of the patents sold were about ten years

old ; no cost data capitalized, and none claimed.

(b) Represents 20% of the total sales price, payable to Law-
rence A, Harvey, who is an attorney, for legal services, etc., in

connection with patent research work, drawing up sales con-

tracts covering the various patents, both domestic and foreign,

prior to sale of taxpayer's patents to The Gerrard Co., Inc., and

the American Steel and Wire Company.

(c) Represents amount payable to Herbert Harvey for en-

gineering and mechanical work and assistance during prior years

in the development of the various patents; it is a verbal agree-

ment.

[Endorsed]: Eeceived and filed Feb. 12, 1945.
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[Title of Tax Court and Cause.]

ANSWER

The Commissioner of Internal Revenue, by his

attorney, J. P. Wenchel, Chief Counsel, Bureau of

Internal Revenue, for answer to the petition of the

above-named taxpayer admits and denies as follows

:

1 and 2. Admits the allegations contained in

paragraphs 1 and 2 of the petition.

3. Admits that there are in controversy income

tax deficiencies for the taxable years ended Decem-

ber 31, 1939, 1940 and 1941; denies the remaining

allegations contained in paragraph 3 of the petition.

4. (a) to (d), inclusive. Denies the allegations

of error contained in all subparagraphs, (a) to (d),

inclusive, of paragraph 4 of the petition. [25]

5. (A)(1) Admits the allegations contained in

the first sentence and denies the remaining allega-

tions of subparagraph (A) (1) of paragraph 5 of

the petition.

(A)(2) to (A)(4), inclusive. Admits the allega-

tions contained in subparagraphs (A)(2) to (A)

(4), inclusive, of paragraph 5 of the petition.

(A) (5) For lack of sufficient information to

form a conclusion as to the truth and correctness of

the allegations contained in subparagraph (A) (5)

of paragT^aph 5 of the petition, respondent denies

said allegations.

(A)(6) to (A) (20), inclusive. Denies the allega-

tions contained in subparagraphs (A) (6) to (A)

(20), inclusive, of paragraph 5 of the petition.
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(B)(1) to (B)(3), inclusive. Denies the allega-

tions contained in subparagraphs (B)(1) to (B)

(3), inclusive, of paragraph 5 of the petition.

(C)(1) and (C)(2) Denies the allegations con-

tained in subparagraphs (C)(1) and (C)(2) of

paragraph 5 of the petition. [26]

(D)(1) and (D)(2). Denies the allegations con-

tained in subparagraphs (D) (1) and (D) (2) of

paragraph 5 of the petition.

6. Denies each and every allegation contained in

the petition not hereinbefore specifically admitted

or denied.

Wherefore, it is prayed that the determination

of the Commissioner be approved.

/s/ J. P. WENCHEL, ECC
Chief Counsel, Bureau of

Internal Revenue.

Of Counsel:

B. H. NEBLETT,
Division Counsel.

E. C. CROUTER,
Special Attorney,

Bureau of Internal Revenue.

ECC/ve 3/12/45

[Endorsed]: Received and filed March 19, 1945.
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The Tax Court of the United States

Docket No. 7116

LEO M. HARVEY,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

Docket No. 7117

LENA P. HARVEY,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

MOTION TO AMEND PETITIONS

Petitioners move the court for leave to amend
their respective petitions by addition of the follow-

ing paragraph preceding the prayer of each

petition

:

"6. Because of the election of accelerated

amortization under Section 124(d) of the Inter-

nal Revenue Code by Harmac Co., a copartner-

ship, in which Leo M. Harvey has a two-thirds

interest, petitioner requests a finding for addi-

tional overpayment in the amount of $322.22

for 1941."
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Petitioners further move that this motion be

deemed siicli amendment. [28]

Reason for Motion

The reeomiDutation of the amortization of emer-

gency facilities in the case of the said Harmac Co.

for 1941 is shown on the statement attached hereto.

As there shown, there is a resulting reduction of

the net income of petitioner in the amount of

$495.72 for that year. The effect upon the tax is

a reduction therein in the amount of $322.22.

/s/ GEORGE T. ALTMAN,
Attorney for Petitioner, 215 West 7th Street, Los

Angeles 14, California. [29]

State of California,

County of Los Angeles—ss.

Leo M. Harvey, being duly sworn, deposes and

says : That he is one of the petitioners above named

;

that he has read the foregoing motion and is famil-

iar with the statements contained therein, and that

the facts therein stated are true.

/s/ LEO M. HARVEY.

Subscribed and sworn to before me this 26th day

of August, 1946.

[Notary Seal]

/s/ WILLIAM S. PEARSON,
Notary Public in and for said

County and State.

My Commission Expires June 30, 1950.
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State of California,

County of Los Angeles—ss.

Lena P. Harvey, being duly sworn, deposes and

says: That she is one of the petitioners above

named; that she has read the foregoing motion and

is familiar with the statements contained therein,

and that the facts therein stated are true.

/s/ LENA P. HARVEY.

Subscribed and sworn to before me this 26th day

of August, 1946.

[Notary Seal]

/s/ WILLIAM S. PEARSON,
Notary Public in and for said

Coimty and State.

My Commission Expires June 30, 1950. [30]
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[Title of Tax Court and Cause.]

ORDER

These proceedings came on for hearing on Oc-

tober 9, 1946, at Washington, D. C, on petitioner's

motion to amend petitions. Counsel for the respond-

ent offered no objection thereto. After due consid-

eration, it is

Ordered: That petitioner's motion to amend peti-

tions, tiled on September 6, 1946, is granted.

[Seal] /s/ BOLON B. TURNER,
Judge.

Dated October 9, 1946, Washington, D. C. [32]

[Title of Tax Court and Cause.]

MOTION

Petitioners move the Court for leave to amend

their respective petitions as follows:

1. The last sentence of subparagraph 1 of para-

graph 5-A is amended to read as follows

:

"All of said patents were acqiiired more than

24 months prior to the date of said sale."

2. After subparagraph 20 of paragraph 5-A, the

following subparagraphs are added:

"21. The notes totaUing $400,000 referred

to in subparagraph 2 above had a fair market

value ol' $400,000 at the time received by peti-

tioner Leo M. Harvey." [33]
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''22. Said petitioner at no time was a person

who regularly sells or otherwise disposes of

property on the installment plan."

Petitioners further move the Court that this

motion be deemed the amendment of the petitions.

Dated Los Angeles, California, November 4th,

1946.

/s/ GEORGE T. ALTMAN,
Attorney for Petitioners, 215 West 7th Street, Los

Angeles 14, California.

Granted Nov. 4, 1946.

/s/ SAMUEL B. HILL,

Judge.

[Endorsed] : Filed Nov. 4, 1946.

Copy served. [34]

The Tax Court of the United States

Docket No. 7116

LEO M. HARVEY,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

ANSWER TO PETITION AS AMENDED

Comes now the Commissioner of Internal Rev-

enue, respondent above named, by his attorney,

J. P. Wenchel, Chief Counsel, Bureau of Internal
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Revenue, and denies all the allegations contained

in paragraph 6 of the petition as amended.

Wherefore, it is prayed that the deteimination

of the Commissioner be approved.

/s/ J. P. WENCHEL, ECC
Chief Counsel, Bureau of

Internal Revenue.

Of Counsel

:

B. H. NEBLETT,
Division Counsel.

EARL C. CROUTER,
E. A. TO'NJES,

Special Attorneys,

Bureau of Internal Revenue.

EAT/ftc 11/4/46

[Endorsed] : Filed Nov. 8, 1946. [35]

[Title of Tax Court and Cause.]

ANSWER TO AMENDMENT TO PETITION

The Commissioner of Internal Revenue, by his

attorney, J. P. Wenchel, Chief Counsel, Bureau of

Internal Revenue, for answer to the amendment to

the petition of the above-named taxpayer, admits

and denies as follows:

1. Denies the amendment to the last sentence of

subparagraph 1 of paragraph 5-A of the petition,

reading as follows:

"All of said patents were acquired more than

24 months prior to the date of said sale."
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2. Denies the allegations contained in subpara-

graphs 21 and 22 of paragraph 5-A of the iDetition,

as amended.

Wherefore, it is i^rayed that the determination

of the Commissioner be approved.

/s/ J. P. WENCHEL, ECC
Chief Counsel, Bureau of

Internal Revenue.

Of Counsel:

B. H. NEBLETT,
Division Counsel.

EARL C. CROUTER,
E. A. TO'NJES,

Special Attorneys,

Bureau of Internal Revenue.

EAT/mmb 11/6/46.

[Endorsed] : Filed Nov. 8, 1946.

Copy served. [36]

[Title of Tax Court and Cause.]

MOTION FOR JUDGMENT ON THE
PLEADINGS

Petitioner moves the Court for judgment on the

pleadings.

If this motion is placed upon the calendar for

argument, petitioner requests that it be so placed

upon the Los Angeles calendar if that is possible.
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Reason for Motion

In subparagraph (A)(4) of paragraph 5 of the

petition, petitioner alleged that in filing his return

for 1938 he elected to return his gain from a certain

sale of patents on the installment basis under Sec-

tion 44(b) of the Revenue Act of 1938 but other-

wise filed his return for 1938 on the accrual basis.

Respondent in his answer has admitted this

allegation.

Respondent, however, has denied all of petition-

er's allegations contained in subparagraphs (A) (6)

to (A) (20), inclusive, of paragraph 5 of the peti-

tion. If any one of the allegations in paragraphs

(A) (11) to (A) (17), inclusive, of jDaragraph 5 of

the petition is untrue, then petitioner had no right

to make the installment election referred to above

and no part of the income from said sale is includ-

able in the [37] gross income of petitioner for any

of the years involved in this proceeding. Petitioner

asks for judgment on the pleadings based upon that

conclusion.

Petitioner desires to make it clear for the pur-

pose of the record that he is not maintaining the

position that any of the allegations made by him in

paragraphs (A) (11) to (A) (17), inclusive, of sub-

paragraph 5 of the petition is untrue. On the con-

trary he reaffirms the truth of said allegations. The
conclusion stated above that no part of the income

from said sale of patents should be included in gross

Income of petitioner for the years herein involved

is merely a necessary corollary of the position taken

by respondent. The position maintained by peti-
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tioner remains the same as stated in his petition

and petitioner now and hereby reaffirms that

position.

Wherefore, it is prayed that this motion for judg-

ment on the pleadings be granted.

/s/ GEORGE T. ALTMAN,
Attorney for Petitioner, 215 West 7th Street, Los

Angeles 14, California.

Dated Los Angeles, California, March 28th, 1945.

[Endorsed] : Received and filed April 2, 1945.

Denied May 17, 1945.

/s/ J. E. MURDOCK,
Judge.

Copies served on both parties. [38]
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The Tax Court of the United States

Docket Nos. 7116, 7117

LEO M. HARVEY,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

LENA P. HARVEY,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

George T. Altman, Esq., for the petitioners.

E. A. Tonjes, Esq., for the respondent.

MEMORANDUM FINDINGS OF FACT
AND OPINION

Hill, Judge: Respondent determined deficiencies

in petitioner's income tax as follows:

Docket No. 1939 1940 1941

7116 Leo M. Harvey $2,356.83 $5,225.29 $8,069.72

7117 Lena P. Harvey 2,356.84 5,225.29 8,069.72

The questions are (1) whether the gain realized

by petitioners on account of the installment sale of

certain patents constituted capital or [39] ordi-

nary gain, and (2) whether certain percentages of

the sales price paid by petitioners to others can

properly be excluded or deducted by petitioners
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from the sales price received by them. Petitioners

filed separate returns for the taxable years with the

collector of internal revenue for the sixth district

of California at Los Angeles on a community and

accrual basis. The cases were consolidated for

hearing.

FINDINGS OF FACT
Petitioners are husband and wife residing in Los

Angeles. Unless otherwise indicated petitioner will

hereinafter refer to petitioner Leo M. Harvey.

By written agreement dated March 21, 1938, peti-

tioner sold certain patents and applications for pat-

ents, both foreign and domestic, to the Gerrard

Company, Inc., hereinafter referred to as Gerrard.

The patents so sold by petitioner covered inventions

in the round wire tying and the flat band strapping

and tying fields. As here material, Gerrard paid

petitioner as consideration $25,000 cash upon execu-

tion of the agreement and delivered to petitioner

10 negotiable promissory notes, each in the amount

and each having then a fair market value of $40,000,

all dated April 2, 1938, numbered 1 to 10, inclusive,

and maturing serially commencing April 2, 1939,

and thereafter on April 2 of each succeeding year

through April 2, 1948. These notes were tendered

and accepted as payment. During the taxable years

here involved these notes were paid when due.

By written agreement and under circumstances

hereinafter described petitioner paid his son Law-

rence 20 per cent of the proceeds of the sale as re-

ceived by petitioner. Petitioner also paid certain
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amounts to his brother Herbert from such proceeds.

Herbert was thus paid $2,500 in each of the taxable

years here involved. [40]

In reporting the proceeds of the sale for income

tax purposes petitioners excluded or deducted from

the sales price certain amounts on account of such

obligations or payments to Lawrence and Herbert.

The remainder of the sales price was reported on

the instalhnent basis and treated as capital gain,

each petitioner reporting a community one-half.

Thus, petitioners reported as taxable gain to be

taken into account from the sale the amount of

$15,828.72 for each of the taxable years here in-

volved, each petitioner reporting a community half

thereof, or $7,914.37.1 Respondent determined that

the entire proceeds received constituted ordinary

income to petitioners and not capital gain. Re-

spondent in this connection stated:

It is determined that the entire $40,000.00

received in each year is taxable as ordinary in-

come. Your community share of this income

has accordingly been increased in each year by

the amount of $2,085.63 from the $7,914.37

(total reported as above) to $20,000.00.

Petitioner's son, Lawrence, was an attorney about

28 years old in 1938. He assisted petitioner in ne-

gotiating the sales contract with Gerrard. Petitioner

agreed in writing dated April 2, 1938, to compen-

niie fignie of $7,914.37 was the one actually re-

ported rather than $7,914.36.
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sate Lawrence for his efforts in this connection by

paying him 20 per cent of all proceeds of the sale

as received by petitioner. Under this agreement

petitioner paid Lawrence $8,000 a year during the

taxable years. Petitioner also employed as attor-

neys in connection with the Gerrard deal, Max
Schlesinger, who handled the tax aspects, one Rubin

and a Walter Sheldon. Walter Sheldon was paid

$22,500 in 1938 by petitioner for his services, which

services among others concluded Sheldon's work in

connection with the Gerrard sale. [41]

Petitioner's brother, Herbert, had been an em-

ployee of petitioner since about 1918 on a salai^

ranging from $500 to $1,500 a month. Petitioner,

since about 1914, had been sole proprietor of a busi-

ness known as Harvey Machine Company. This

business consisted primarily of making industrial

machinery on special order. Herbert was employed

in connection with this business.

Petitioner with the advice and assistance of Her-

bert had comixienced developing inventions in the

wire tying field in the middle 1920 's and subsequent

thereto and from time to time obtained the patents

sold to Gerrard. The expense of developing these

inventions were deducted as business expenses of

Harvey Machine Company. Some time in 1930 peti-

tioner licensed Gerrard to operate under certain of

the flat wire tying patents at a minimum royalty

of $30,000 a year, which petitioner received from

1931 to 1937, inclusive. In 1938 and by the terms

of the sales contract Gerrard agreed to pay peti-

tioner certain amounts on account of royalties due
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up to and including March 31, 1938. These royalty

payments were reported by petitioner as income

from the business of Harvey Machine Company.

Petitioner had paid Herbert 10 per cent of the

$30,000 annual minimum royalty received by peti-

tioner from Gerrard. The sales contract with Ger-

rard stated that it was understood between the

parties that the patents involved and referred to

as owned by petitioner included not only those

owned by petitioner but "also patents, patent ap-

plications and inventions, if any, owned by Herbert

Harvey * * *." [42]

OPINION
While it may be doubtful whether the patents

involved constituted petitioner's stock in trade or

property of a kind which would properly be in-

cluded in inventory or property held primarily for

sale to customers in the ordinary course of business,

we think it is clear that such patents constituted

property used in the trade or business of a char-

acter which is subject to the allowance of deprecia-

tion. Such patents did not, therefore, constitute

capital assets within the meaning of section 117 (a)

of the Internal Revenue Code, and the gain from

their sale was ordinary income and not subject to

the percentage limitations of section 117 (b).

The development and patenting of the inventions

and the licensing appears to us a normal, logical

and natural phase of petitioner's business of ma-

chinist. The expenses of developing the inventions

were deducted as business expenses and the royal-
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ties were treated as income of the business. Peti-

tioner received a minimum royalty of $30,000 a

year for at least seven years or a total of $210,000

before their final sale for $425,000. It is impossible

for us to consider petitioner's income-producing

activities in connection with these patents as a mere

hobby or recreation or as an isolated or casual

affair such as to characterize them in terms other

than those connotating business use. We are satis-

fied that the record supports the conclusion that

petitioner used the patents in his business. That

such patents, under the circumstances, were subject

to the allowance for depreciation provided in sec-

tion 23 (1) seems sufficiently apparent as to require

no discussion.

Petitioner argues that the patent activities had

no connection with [43] his business which was

making machines on special order. Petitioner fur-

ther argues that the mere passive role of receiving

royalties can not be considered a business. We
think these arguments subject the facts to a strained

and unnatural interpretation. We can see no rea-

son or necessity for limiting the scope of peti-

tioner's business carried on in the name of Harvey

Machine Company to the making of machinery on

special order and excluding therefrom the inventive

activity that did in fact co-exist in the making of

machinery. The expenses of this inventive activity

w^ere deducted as a business expense of Harvey Ma-

chine Company and the royalty income was in-

cluded as income of the Harvey Machine Company.
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Nor do we consider it realistic to look only at the

receipt of royalties divorced from the efforts and

accomplishments leading up to such receipt and to

say such passive receipt does not constitute a busi-

ness. We conclude therefore that the patents in

question were used by petitioner in his business and

were subject to depreciation. It follows that they

were not capital assets and that the gain from their

sale constituted ordinary income as respondent de-

termined.

Petitioner does not contend that Lawrence had

an interest in the patents but does contend that the

20 per cent of the sales price paid to Lawrence con-

stituted a necessary expense of the sale. Inter-

family transactions inevitably invite special scrutiny

and in the instant case we are not satisfied and do

not think petitioner has sufficiently established the

nature and value of Lawrence's services. Lawrence

was an attorney and did render some assistance to

his father but other lawyers w^re also on hand and

we know that at least one of them received very

substantial payments for his services. The amount

of $85,000 [44] promised Lawrence seems to us an

almost incredible fee for the nebulous services de-

scribed in the record. We can not but believe that

Lawrence's filial status more than his services were

determinative. Lawrence did not testify at the

hearing. We have only petitioner's very vague

recitations as to his son's services. Under these

circumstances we must conclude that petitioner has

failed to sustain the burden of proof. It follows
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that respondent's determination in this connection

must be sustained.

Petitioner paid certain amounts of the sales price

to Herbert, his brother. In this connection peti-

tioner argues that Herbert had an interest in the

patents and that the amounts paid him constituted

payments for such interest. There is no evidence in

the record supporting the conclusion that Herbert

had a property interest in the patents. Herbert

assisted petitioner in his work on the inventions and

his advice was invaluable to petitioner. Petitioner

paid him a salary as an employee and further paid

him a percentage of the royalties but there is noth-

ing to indicate that such percentage was not merely

a manner of compensating Herbert for his services

in addition to his regular salary. So far as we can

determine none of the patents was in Herbert's

name nor is there anything in the record to indi-

cate that petitioner had been or was under any legal

obligation either to pay Herbert a percentage of the

royalties or a percentage of the sales price. The

sales contract, it is true, states that the patents sub-

ject to the sale are intended to include those, if any,

owned by Herbert but this statement is far from

proof that Herbert had in fact any interest or that

petitioner was obliged to compensate him for any

such interest. Under these circumstances we think

petitioner has failed to establish the payments to

Herbert as [45] either exclusions or deductions

from the sales price. It follows that respondent's

determination in this connection must also be sus-

tained.
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With respect to the question of accelerated amor-

tization petitioner has agreed to abide by re-

spondent's adjustments thereof. In the petition

petitioner raised a question concerning the proper

amount deductible on account of California fran-

chise taxes. This question was not discussed by

either party on brief. Since the determination of

this Court with respect to petitioner's liability for

Federal income taxes affects the amount of the

franchise tax due the State of California the proper

amount deductible for such taxes can be determined

under a Rule 50 computation.

Decisions will be entered under Rule 50.

[Entered]: Mar. 24, 1947.

[Seal] [46]

[Title of Tax Court and Cause.]

MOTION FOR A REHEARING

Petitioners move the court for a rehearing and

as a basis therefor state as follows

:

1. The findings of fact are directly contradictory

to the evidence. The court, for example, states:

^^In 1938 and by the terms of the sales con-

tract Gerrard agreed to pay petitioner certain

amounts on account of royalties due up to and

including March 31, 1938. These royalty pay-

ments were reported by petitioner as income

from the business of Harvey Machine Com-

pany."
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As Respondent's Exhibit "H" clearly shows, the

said royalty payments were reported by petitioner

on line 7 of his return for that year and were not

reported by him as income from the business of

Harvey Machine Co. or as income from any other

business; nor does the said return disclose any in-

come of any kind from a business owned by Leo

M. Harvey as individual.

2. The court states in its opinion that Lawrence

Harvey did not testify at the hearing. Petitioners

believe this is prejudicial. The only reason why
petitioners did not call him to testify was that

petitioners believed and still believe that only the

bona fides of the compensation and not the value

of the services was involved. In [47] view of the

court's consideration of the question of value and

its implied rejection of the view that that question

is not pertinent in connection with a capital expendi-

ture, petitioners desire now to call Lawrence A.

Harvey as a witness for the purpose of showing the

value of his services. To this end, petitioners state

that if Lawrence A. Harvey is called as a witness,

he will testify in substance as shown in the affidavit

attached hereto as Exhibit *'A".

3. The court, while agreeing that Lawrence Har-

vey did render services to Leo M. Harvey ''in

negotiating the sales contract with Gerrard", and

while predicating its decision in respect thereto on

the question of value, failed to place any value on

the said services. Petitioners submit that this is a

clear error of law and that it is the duty of this

court to determine the value of said services where
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in its opinion their value is in issue and the value

placed upon them by petitioners was too high.

4. The court has given no consideration as evi-

dence to the i^ayinents by Leo M. Harvey to Herbert

Harvey of 10% of the $30,000 annual minimum
royalty. Petitioners submit that such payments

were clear evidence of an agreement between the

parties entitling Herbert to a percentage of the

proceeds from the patents, and that the conclusions

of the court in respect thereto are in conflict with

the evidence. For the purpose only of avoiding any

implication that might have resulted from the fact

that Herbert Harvey was not called as a witness

petitioners now desire to call him as a witness. If

•Herbert Harvey is called as [48] a witness he will

testify in substance as shown in the affidavit at-

tached hereto as Exhibit "B".

Petitioners further pray the court that this mo-

tion be not denied without a hearing thereon.

Petitioners state in that connection that their coun-

sel will not, because of school engagements, be able

to appear in Washington before June 15th.

Wherefore, petitioners pray that this motion be

granted.

/s/ GEORGE T. ALTMAN,
Attorney for Petitioners.

215 West 7th Street,

Los Angeles 14, California.
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EXHIBIT ''A"

AFFIDAVIT

State of Illinois,

County of Cook—ss.

Lawrence A. Harvey, of the County of Los An-

geles, State of California, being duly sworn, deposes

and says:

1. That this affidavit is made for the purpose of

a motion for a rehearing to be filed in Docket Num-
bers 7116 and 7117 of the Tax Court of the United

States.

2. That the term "Petition" used herein refers

to both of the petitions filed in the said proceedings

before the Tax Court of the United States ; and that

the term "Petitioners' Exhibit 1" used herein re-

fers to the said exhibit filed in the said proceeding,

being a contract under which, among other things,

certain patents and patent contracts were sold by

Leo M. Harvey, father of affiant, to The Gerrard

Company, Inc.

3. That the co-signature of the American Steel

& Wire Company on a series of notes (referred to

in paragraph 5-A-2 of the Petition and shown on

page 21 of Petitioners' Exhibit 1) was entirely due

to affiant's efforts; that without said co-signature

of the American Steel & Wire Company the said

notes would have had very little value; and that

except for the 20% of the proceeds of the sale of

said patents and patent contracts which was agreed

to be paid him by Leo M. Harvey, he received no
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compensation of any kind for his efforts; that the

said co-signature was obtained by him as a result

of voluminous investigation and research by him

into phases of contract and [50] anti-trust law and

as a result of numerous negotiations with the said

American Wire & Steel Company.

4. That Leo M. Harvey called him in to assist

him in negotiation with the officials of the United

States Steel Company after failing to conclude an

agreement with them for the sale of his patent

contracts with The Gerrard Company, which com-

pany was owned by the said American Steel & Wire

Company, a subsidiary of the United States Steel

Company.

5. That his father, Leo M. Harvey, was inclined

to sacrifice the said contracts for $300,000 due to

his fear that the Gerrard Company, having been

acquired by a larger corporation, might abandon the

entire invention and stop further payment of the

contracts.

6. That the receipt by Leo M. Harvey of an

additional $125,000 in cash and notes was due

entirely to affiant's efforts.

/s/ LAWRENCE A. HARVEY.
Subscribed and sworn to before me this 24th day

of April, 1947.

[Seal] /s/ A. E. ISAACSON,
Notary Public in and for said

County and State. [51]
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EXHIBIT "B"

AFFIDAVIT

State of California,

County of Los Angeles—ss.

Herbert Hai-vey, of the County of Los Angeles,

State of California, deposes and says:

1. That during the years prior to 1930 he spent

most of his spare time assisting his brother, Leo M.

Harvey, in the invention of certain flat band wire

tying machines licensed in 1930 to the Gerrard Com-

pany, Inc.

2. That in order to induce him to do this work,

which work was done outside of the regular line

of trade and business and outside of regular hours

of work, Leo M. Harvey agreed to give him 10% of

the proceeds resulting from the flat band invention,

with the understanding that this said 10% was to

be in addition to any compensation he might receive

while working for Leo M. Harvey in the machine

shop business.

3. That pursuant to the said agreement, Leo M.

Harvey paid him ea<3h year (beginning in 1930 and

ending in 1938) 10% of the royalties received from

the said Gerrard Company, Inc., on the said flat

band patents.

4. That when the said patents were sold by Leo

M. Harvey to the said Gerrard Company, Inc. in

1938, discussion arose between him and Leo M.

Harvey with respect to his 10% of the proceeds

of sale, which would have been $42,500 ; that because
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of the large expenses of the sale [52] and other

values included in the contract of sale, they settled

the amount at $26,500, $1,500 to be paid in cash and

the balance on the basis of 25/400ths of the pay-

ments received from Gerrard on the notes of

$40,000 each.

/s/ HERBERT HARVEY.
Subscribed and sworn to before me this 22nd day

of April, 1947.

/s/ WILLIAM S. PEARSON,
Notary Public in and for the

State of California.

My Commission Expires June 30, 1950.

[Endorsed] : Received and filed April 28, 1947.

[Title of Tax Court and Cause]

ORDER

On April 28, 1947, petitioners herein filed a motion

for rehearing. As a basis therefor petitioners com-

plained in part of certain findings made by the

Court in our Memorandum Findings of Fact and

Opinion in the above entitled pro<?eedings entered

March 24, 1947. It appearing from such motion

that a portion of our findings should be clarified, it

is hereby

Ordered: That the Memorandum Findings of

Fact and Ojoinion above mentioned be and hereby is

amended by eliminating the sentence on page 4 of
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such findings reading, "These royalty payments

were reported by petitioner as income from the

business of Harvey Machine Company," and sub-

stituting in heu thereof the following: "These

royalty payments, received prior to 1938, were re-

ported by petitioner as income from the business of

Harvey Machine Company."

It Is Further Ordered: That petitioners' motion

for rehearing be and the same is hereby denied.

[Seal] /s/ SAMUEL B. HILL,
Judge.

Washington, D. C. April 29, 1947. [54]

The Tax Court of the United States

Washington

Docket No. 7116

LEO M. HARVEY,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DECISION

Pursuant to the determination of the Court as

set forth in its Memorandum Findings of Fact and

Opinion entered March, 1947, the respondent herein

filed a recomputatioii of the tax on May 20, 1947.
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At the hearing on respondent's recomputation held

July 16, 1947, the petitioner did not appear. No ob-

jection has been filed to respondent's recomputa-

tion. It appearing that such recomputation is cor-

rect, it is therefore, in accordance therewith.

Ordered and Decided: That there are deficien-

cies in income taxes for the years 1939, 1940 and

1941 in the respective amounts of $2,277.84

$4,988.44 and $7,118.97.

/s/ SAMUEL B. HILL,

Judge.

Entered July 17, 1947. [55]

The Tax Court of the United States

Washington

Docket No. 7117

LENA P. HARVEY,
>

Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DECISION

Pursuant to the determination of the Court as

set forth in its Memorandum Findings of Fact and

Opinion entered March 24, 1947, the respondent

herein filed a recomputation of the tax on May 20,

1947. At the hearing on respondent's recomputa-
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tion held July 16, 1947, the petitioner did not ap-

pear. No objection has been filed to respondent's

recomputation. It appearing that such recomputa-

tion is correct it is, therefore, in accordance there-

with.

Ordered and Decided: That there are deficien-

cies in income taxes for the years 1939, 1940 and

1941 in the respective amounts of $2,277.85,

$4,988.44 and $7,118.97.

[Seal] /s/ SAMUEL B. HILL
Judge.

Entered July 17, 1947. [56]

[Title of Tax Court and Causes.]

PETITION FOR REVIEW

Leo M. Harvey and Lena P. Harvey, petitioners,

by George T. Altman, counsel, hereby file their

Petition for Review by the United States Circuit

Court of Appeals for the Ninth Circuit of the deci-

sions of the Tax Court of the United States entered

on July 17, 1947, and amended July 22, 1947, de-

termining deficiencies in the Federal income taxes

of each of the petitioners as follows:

Leo M. Harvey Lena P. Harvey

1939 $2,277.84 $2,277.85

1940 4,988.44 4,988.44

1941 7,118.97 7,118.97;

and respectfully show:
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I.

Jurisdiction

Petitioners are individuals residing at 1750 North

Serrano Avenue, Los Angeles, California. The juris-

diction of this Court is invoked under section 1141

of the Internal Revenue Code. [57]

II.

Nature of the Controversy

1. The controversy involves a proper determi-

nation of the petitioners' liability for federal in-

come taxes for the calendar years 1939, 1940 and

1941.

2. At all times pertinent to this <^ontroversy

petitioners have been husband and wife, and resi-

dents of the State of California. They filed sepa-

rate income tax returns, on a community property

basis. (Hereinafter the term "petitioner," in the

singular, will be used when Leo M. Harvey alone

is meant.)

3. In 1929 and 1930 petitioner and the Gerrard

Compan}', Inc. (hereinafter referred to as "Ger-

rard") entered into five license agreements cover-

ing certain patents taken out by petitioner, as well

as patents applied for by him, on round wire tying

machines and flat wire tying machines. Three of

chines and two, flat wire tying machines. Under the

ines and two, flat wire tying machines. Under the

latter two, one of which covered the United States

and the other all foreign countries, petitioner

granted to Gerrard the exclusive rights to use and
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sell said flat wire tying machines during the entire

life of the patents, and Gerrard was required to

pay petitioner for such right a minium total royalty

of $30,000 per year. On or about October 12, 1936,

the payment of said royalties was guaranteed by

the American Steel and Wire Company of New
Jersey, parent company of Gerrard.

4. On or about March 21, 1938 petitioner entered

into a contract (hereinafter referred to as the

^'1938 contract") with Gerrard under which (a) he

transferred to Gerrard all of the patents covered

in the license agreements mentioned above, the said

license agreements being cancelled and terminated;

and (b) Gerrard agreed to pay petitioner as con-

sideration a total sum of $425,000. Of the said total

consideration, $25,000 was payable and paid upon

the execution of the contract. [58]

The balance of $400,000 was payable and paid at

the same time by delivery to petitioner of ten nego-

tiable promissory notes in his favor of $40,000 each,

all dated April 2, 1938, and maturing serially, one

on April 2, 1939 and one on April 2nd of each year

thereafter. The said notes were executed by Ger-

rard and its parent company, the American Steel

and Wire Company of New Jersey, as joint makers.

Said notes were tendered and accepted as payment.

Those of the said notes which were due in the years

involved herein were paid when due. (Hereinafter

these notes will be referred to as the "Gerrard

notes.")

5. Leo M, Harvey's son, Lawerence A. Harvey,

an attorney, negotiated and drafted the entire con-



62 Leo M. Harvey andLenaP. Harvey

tract with Gerrard which provided for the <?onsider-

atioii referred to of $425,000. Lawrence was to get

20% of the total proceeds, as paid, as his compensa-

tion if a satisfactory deal was worked out; and

joetitioner paid him his i3ercentage, or $8,000, in

each of the years involved herein.

6. Petitioner had had in his employ for many

years his brother, Herbert, to whom he paid a regvi-

lar salar}^ In addition petitioner had been paying

Herbert 10% of the annual royalty payments of

$30,000 received mider the flat band licenses, for

Herbert's advice and assistance in connection with

development of the flat band patents. Under the

1938 contract petitioner expressly agreed to in-

dude "patents, patent applications and inventions,

if any, owned by Herbert Harvey and in which

either or both Leo M. Harvey and said Herbert

Harvey have an interest." Petitioner upon execut-

ing the 1938 contract settled with Herbert in re-

spect to his interest for a total of $26,500, payable

$1,500 immediately and $2,500 each year thereafter

as the payments were received by petitioner on the

Gerrard notes. In each of the taxable years in-

volved herein petitioner made said payment to

Herbert of $2,500. [59]

7. In filing their returns for the year 1938, peti-

tioners elected to return their gain from the 1938

contract on the installment basis under Section 44

(b) of the Revenue Act of 1938, but otherwise they

filed their returns for the year 1938 on the accrual

basis.
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8. In each of the taxable years involved herein

petitioners reported (half on each one's return) the

amount received in such year on the Gerrard notes,

less the amounts paid Lawrence and Herbert as

aforesaid, as the proceeds of sale of capital assets,

under Section 117 of the Internal Eevenue Code.

The Commissioner, however, treated the amount

received as "ordinary income" on each return and

also refused any allowance for the amounts paid

Law^rence and Herbert. Petitioners thereupon filed

their petitions with the Tax Court. The Commis-

sioner in his answers made a general denial, includ-

ing a denial that petitioner was not holding the

patents involved for sale to customers in the ordi-

nary course of his trade or business. Petitioners

thereupon (on April 2, 1945) filed a motion for

judgment on the pleadings on the ground that said

denial by the Commissioner necessarily, although

indirectly, included a contention that petitioners

should have reported the entire $425,000 in 1938

and no part of it in the taxable years herein in-

volved. The Tax Court denied the motion and the

case eventually went to trial. After trial the Tax

Court filed its opinion sustaining the Commissioner.

Subsequently, on April 28, 1947, petitioners filed a

motion for rehearing. The Tax Court denied the

motion but in partial response to it amended its

opinion. Subsequently, on July 17, 1947, the Tax

Court entered its decisions, and on July 22, 1947,

entered certain amendments thereto. In that state

the proceeding comes before this Court. [60]
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III.

Assignments of Error

Petitioners assign as error the following acts or

omissions of the Tax Court:

1. Denial of motion for judgment on the plead-

ings.

2. Failure to hold that the amount received each

year on the Gerrard notes was an amount received

on the sale of "capital assets" as that term is de-

fined in Section 117 (a) (1) of the Internal Revenue

Code.

3. Failure to make any determination of the

holding period of the property sold under Section

117(h) of the Internal Revenue Code.

4. Failure to determine that the holding period

of the property sold was more than two years.

5. Failure to allow either as offsets or deduc-

tions the amounts paid LaAvrence A. Harvey and

Herbert Harvey, or any portion thereof.

6. Finding of deficiencies for the years involved

instead of overpajnnents as requested.

/s/ GEORGE T. ALTMAN,
Counsel for Petitioners.

State of California

County of Los Angeles—ss.

George T. Altman, being first duly sworn, says

that he is counsel of record in the above-named

causes; that as such counsel he is authorized to

verify the foregoing petition for review ; that he has

read the said petition and is familiar with the state-

ments contained therein; and that the statements
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made are true to the best of his knowledge, informa-

tion and belief.

/s/ GEORGE T. ALTMAN.

Subscribed and sworn to before me this 14th day

of October, 1947.

[Seal] /s/ VICTOR BEHRSTOCK,
Notary Public in and for said

County and State.

[Endorsed]: Received and filed Oct. 17, 1947.

The Tax Court of the United States

Docket No. 7116

LEO M. HARVEY,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

Docket No. 7117

LENA P. HARVEY,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

Los Angeles, California.

November 8, 1946—10:10 a.m.

(Met pursuant to notice.)

Before: Honorable Samuel B. Hill,

Judge.



66 Leo M. Harvey andLeim P. Harvey

Appearances

:

George T. Altman, 215 West Seventh Street, Los

Angeles, California, appearing for Petitioners.

E. A. Tonjes: (Honorable J. P. Wenehel, Chief

Counsel, Bureau of Internal Revenue), appearing

for the Respondent. [65]

PROCEEDINGS

The Court : Announce your appearance first,

please.

Mr. Altman: George T. Altman for the Peti-

tioners.

Mr. Tonjes: E. A. Tonjes for the Respondent.*******
The Court: Mr. Tonjes, do you desire to make

a statement?

OPENING STATEMENT ON BEHALF
OF RESPONDENTS

By Mr. Tonjes

Mr. Tonjes: Very briefly, your Honor. I think

Mr. Altman has probably anticipated what my posi-

tion is. I just want to state that the notice of

deficiency issued by [71] the Respondent contends

that the $40,000.00 received by the taxpayer in each

one of the years here in controversy was income

and taxable, and he stated that no other persons

had any interest in the sums received, and that

therefore there is no deduction or elimination to

be made of that $40,000.00 sum, and further that

the assets sold were not the sale of a capital asset.
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Of course, it was an asset held by the Petitioners

primarily for sale in the ordinary course of the

trade or business, and I might say the property

sold was property used in the trade or business

and of a character which is subject to allowance for

depreciation, and therefore w^as excludable from

capital gain.

The Court : Call your witness.

Whereupon,

LEO M. HARVEY
called as a witness for and on behalf of the Peti-

tioners, having been first duly sworn, was examined

and testified as follows

:

The Clerk : State your name and address, please.

The Witness: My name is Leo M. Harvey, 1750

North Serrano Street, Los Angeles.

Direct Examination

By Mr. Altman:

Q. Mr. Harvey, you are, are you not, the Peti-

tioner, or rather one of the Petitioners in these

proceedings'? A. Yes, sir. [72]
* * -^ * * * *

By Mr. Altman

:

* * * * * * *

Q. Will you state exactly what this document

is, Mr. Harvey? I should like at this time to intro-

duce that as Petitioners' Exhibit 1.

(The document above-referred to was marked

Petitioners' Exhibit No. 1 for identification.)
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(Testimony of Leo M. Harvey.)

A. This is a document that describes the sale

of the patents to the Gerrard Company on the 21st

day of Marcli, 1938, in addition to other matters

involved in this transaction. [73]*******
Q. (By Mr. Altman) : Mr. Harvey, will you

state to the Court just how that transaction arose?

A. Well, sometime in 1938, while I was in Chi-

cago, I met an attorney by the name of Walter

Sheldon. He is attorney for the steel company,

that is the U. S. Steel Company, and American

Wire and Steel Company. I talked to him and

we discussed the matter of branching out into

larger business, and I told him I haven't got any

money, so he says to me, "Why don't you sell your

patents to Gerrard Company which you have ? '

' The

Gerrard Company at that time paid us a royalty

under those patents. I says we might work out a

deal, if we can do it then we wall have some capital

assets and we can enlarge our business. He says,

"I tell you what to do, you have a son an attorney,

get him out here and we will go down to Cleveland

to see the American Steel and Wire Company, then

we will go to Pittsburgh to see if w^e can make a

deal." So I phoned Lawrence Harvey, my son, and

he came out to Chicago and then we went to Cleve-

land and then to Pittsburgh and went back to [74]

Cleveland four or five times and discussed the mat-

ter, and finally the outcome of that was this trans-

action that we just concluded, this document which

just has been presented to the Court.
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(Testimony of Leo M. Harvey.)

Q. Yes. Pardon me. May I have it? I want

to refer to it. What different classes of patents

were involved in this transaction?

A. There were two classes of patents involved

in the transaction. One was the flat band patents

and one was the round w4re patents.

Q. Did the flat band patents have any relation

in any respect to the round wire patents?

A. None, because they are an entirely different

art.

Q. Will you explain to the Court just what dif-

ference there is between them, between the round

wire and flat wire patents?

A. Well, a flat wire—I mean a round wire is a

piece of round wire that you put on a box, and it is

fixed on an angle to hold it together so it would not

come apart. The flat band is a binder which is put

around the box and it has to be crimped in an en-

tirely different manner, it is not twisted like a

roiftid wire, or either put a seal on it to hold it

together. That is the difference between the two.

Q. There is no connection between the two inso-

far as method of application? [75] A. No.

Mr. Tonjes: Mr. Altman, please don't lead him

so much.

Q. (By Mr. Altman) : With respect to the

round wire patents, Mr. Harvey, were you the

owner of those patents referred to in this trans-

action ?

A. No, certain patents we owned and certain

patents they owned. Originally they o-v^nied

The Court : Who were they ?
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(Testimony of Leo M. Harvey.)

The Witness: That is the Gerrard Company.

Originally we started to make the round wire ma-

chine for the Gerrard Company. They owned the

patents and we had an agreement to manufacture

for them, and while they were making these things,

after that occasionally when there was a patent

involved we put them in the group of patents that

was belonging to the round wire patents.

Q. (By Mr. Altman) : What is your opinion of

the value of these round wire patents, or rather a

right for the use of those round wire patents, at

the time of this transaction?

A. Well, we determined the value, we discussed

the matter with an attorney by the name of Beye

of the U. S. Steel Company, but U. S. Steel has

the sole ownership of the American Wire and Steel

Company which in turn owned the [76] Gerrard

Company, and we placed the value on the patents

for flat band of $400,000.00, and that was based on

the amount of minimum royalty we received from

Gerrard Company, which was $15,000.00 a year for

the domestic flat band patents and $15,000.00 a year

for the foreign flat band patents.

Mr. Tonjes: Was the question related to the flat

band or the round wire patent?

Mr. Altman: My original question related to

round wire.

The Witness : I am explaining

Mr. Altman : Maybe the witness is trying to

arrive at that in some manner.

Mr. Tonjes: All right.
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(Testimony of Leo M. Harvey.)

The Witness: Then a certain sum of money in

addition to the $400,000.00 was paid to ns

Mr. Tonjes: I object to the witness testifying

in this manner, your Honor. The question was

what, in his opinion, was the value. I think his

answer should be limited to that.

The Court: Yes, you were asked what, in your

opinion, was the value of these round wire patents.

You may give your opinion and any explanation

you want as to how you arrived at your opinion.

Q. (By Mr. Altman) : Restricting yourself to

the round wire. [77] A. Round wire?

Q. Yes.

A. Well, I don't remember the exact amount,

but the amount of the round wire patents is stated

in the contract.

Q. I didn't know that they were.

A. Yes, they are.

Q. Let me ask you this: Was any part of the

consideration of the $425,000.00 recited in this con-

tract intended to cover the round wire patents or

had reference to the round wire patents'?

Mr. Tonjes: I object to that, your Honor, unless

there is some ambiguity in the contract which calls

for this witness to explain it, if there is anything

in here which indicates that there is segregation or

lack of segregation or something of that sort. Up
to the present time there is no reason for that

question.

Mr. Altman: Your Honor, I am sure coimsel

has a copy of this contract, and in the paragraph
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(Testimony of Leo M. Harvey.)

which refers to the $425,000.00 there is no state-

ment as to what it covers, what it is intended to

cover, despite the fact that in other paragraphs

other amounts are named for other properties.

The Court: You may answer.

The Witness: As far as I recollect, the total

amount of money paid, that is in the lump sum of

$400,000.00 or $425,000.00, there was no round wire

included, and it was [78] paid for the flat band.

Q. (By Mr. Altman) : What factors give the

flat band patents that value of $425,000.00?

A. On the amount of royalty I was to receive

from Gerrard Company yearly, that is the mini-

mum royalty.

Q. Have you ever received any amount of roy-

alty from the Gerrard Company over and above the

minimum royalty which you have referred to?

Mr. Tonjes: I object to that as not being the

best evidence, your Honor. I think it should first

be established as to what patents he had, and to

whom he had assigned any rights under them, and

then the testimony as to what he received for each.

I don't think that the questions are fairly pro-

pounded.

Q. (By Mr. Altman) : Mr. Harvey, I will refer

you to the schedules of patents in this Exhibit A

—

I mean Exhibit 1. This purports to be a list of the

patents, under Group A, entitled Patents and Ap-

plications for Patent Related to Round Wire. There

is another list in another group B, Patents and
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(Testimony of Leo M. Harvey.)

Applications for Patents Related to Flat Wire or

Band.

Are these the two groups respectively, Mr. Har-

vey, which were transferred to the Gerrard Com-

pany? A. Yes, sir. [79]

Q. Referring again to this Schedule or Group

B, Patents and Applications for Patents Related

to Flat Wire or Band—if your Honor please, there

are two full pages of patent numbers—were these

the flat band patents which you referred to in your

prior testimony? A. Yes, sir.

Q. Were these the flat band patents on which

you received royalty?

A. That is right, yes, sir.

Q. Now, I should like to repeat my former

question with respect to those royalties. Did you

ever receive any amounts on these patents other

than the minimum royalties? A. No, sir.

Mr. Tonjes: May I ask the witness a question

at this time ?

The Court: Yes.

Mr. Tonjes: Do you have a written contract

with any company leasing or giving them a right

to operate under your round wire patents?

The Witness: No, sir.

Mr. Tonjes: Do you have any contracts of any

kind with any other person?

The Witness : No other person.

Mr. Tonjes: All right, proceed. [80]

Q. (By Mr. Altman) : Will you state somewhat

more fully, Mr. Harvey, just what services were
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(Testimony of Leo M. Harvey.)

rendered by your son Lawrence A. Harvey in con-

nection with this transaction in 1938?

A. Well, he organized the whole deal. He is an

attorney. He knew how to handle the matter, and

I relied on him to have the discussion wdth the at-

torneys from the U. S. Steel Company, because they

came into the picture because they owned the

American Wire and Steel and the American Wire

and Steel owned the Gerrard Comjiany, and he also

investigated with reference to selling these patents,

with respect to the income tax situation. I had him

make the arrangements, and he made all the

arrangements.

Mr. Tonjes: I move to strike the witness's an-

swer out, your Honor, as being entirely irrelevant

and immaterial and not responsive to the question.

We have no question here as to the reasonableness

of any compensation paid to Lawrence Hai*vey.

We want to know whether he had any interest in

the patents.

The Court: Well, the answer is responsive, but

I don't know whether it is material or not.

Mr. Altman: Your Honor, that point is in issue

under the pleadings, and respondent has never

denied that the—while Respondent denied the alle-

gations of the petition in that respect, this is their

first attempt to say [81] that the point is imma-

terial. At the outset, if you will recall, your Honor,

we stated that the question would be with respect

to these payments, whether they were excluded or

that is, treated as offsets in that respect
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The Court: That is a royalty, and not compen-

sation for Lawrence.

Mr. Altman: Lawrence Harvey.

The Court: Any compensation which you claim

should be either excluded or deducted from the total

amount received?

Mr. Altman: That is right, your Honor. Now,

if they are a deduction and not exclusions, then the

question is I would like to know as to what those

services were and what was their value. If they

are mere exclusions, then as I understand the point

made by the Respondent here, the question would

be as to what rights Lawrence Harvey had in those

patents.

Mr. Tonjes: I think that might help your

Honor, and I think that is true.

The Court: All right, go ahead.

Q. (By Mr. Altman) : Mr. Harvey, when you

called your son Lawrence out to the east in connec-

tion with this transaction, did you advise him

before he started that you would compensate him

for his services ? A. Yes, I did. [82]

Q. Did you make any agreement with him, any

definite agreement with him as to what compensa-

tion he would get?

A. Yes, we did. If the transaction was made it

was understood that he will get 20 per cent of the

1400,000.00 that I am to receive at the rate of $40,-

000.00 a year, and he gets 20 per cent of that each

year, and he gets his money.

Q. That was your understanding?
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A. That is right.

The Court : 20 per cent of the amount you were

to receive for the patents %

The Witness : For the $400,000.00.

The Court: You say $400,000.00. It is not that

exactly, is it?

Mr. Altnian: It is $425,000.00, your Honor.

The Court : All right.

Q. (By Mr. Altman) : Would you say that

Lawrence Harvey's accomplishments in connection

with this transaction were worth that amount of

compensation %

A. Yes, they were, because it was very major

possibility unless I got some ready cash, be able to

sell something so that we can go ahead in a larger

business, which we did not have at that time.

Q. And he handled the transaction safely?

A. Yes, sir. [83]

Mr. Altman: In regard to this contract with

Lawrence Harvey, your Honor, I had planned to

bring up here the written contract between Leo M.

Harvey and Lawrence Harvey, which was executed

shortly after the transaction, but apparently it has

not yet arrived. Some one was sent for it. I

should like to complete that.

Q. (By Mr. Altman) : Did you execute a writ-

ten contract? A. Yes, sir, I did.

Q. With Jjawrence Harvey?

A. That is right. [84]
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Q. (By Mr. Altman) : Mr. Harvey, referring

again to this Exhibit 1, there are several references

in here to Herbert Harvey. Who is Herbert Har-

vey'? A. Herbert Harvey is my brother.

Q. Will you state what services were rendered

by Herbert Harvey in this connection, in connection

with these various patents?

A. Originally with me he helped and advised

with [85] reference to the original, I would say

working out of the flat band patents.

Q. Did you pay him any part of the royalties

as you received them? A. Yes, I did.

Q. What portion?

A. I believe it was 10 per cent, 8 or 10, I don't

remember exactly, but I paid him each month I

received my royalty, he got his.

Q. Mr. Harvey, did he have any interest or

rights in these patents of record?

A. I believe he had some patent which is marked

Herbert Harvey patent in that agreement that you

just showed to me.

Q. Referring to the amount of $2500.00 per year

which you paid Herbert Harvey out of the $40,-

000.00 per year received from Gerrard, what was

that compensation for?

A. That was given to him in lieu of the former

royalty he was getting from the flat band patents,

and when we made a settlement for the flat band

patents under this agreement I arranged that he

will get his prorata share each time we received the
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$40,000.00, he got a statement of $2500.00 each time,

and he received this, that is his share.

The Court : This $400,000.00, was that composed

of separate payments?

The Witness : That is right. [86]

Mr. Altman: That was the gross amount, if

your Honor please, received by him, the contract

totalling $425,000.00 and it was paid in this way,

$25,000.00 was paid in cash on the execution of this

contract in March of 1938. In additional to the

cash of $25,000.00 there was given to Mr. Harvey

10 $40,000.00 notes.

The Court: That was in payment of the pur-

chase price?

Mr. Altman: Well, it was in payment of this

total of $400,000.00 which we stipulated at the be-

ginning of this session was received.

The Court: Talking about the $40,000.00 royalty

then, in other words, as to whether it is royalty or

a payment on the purchase price.

The Witness: Well, this was part of the pur-

chase price and it is actual payment on this price

the same as the amount of $25,000.00 which I re-

ceived.

Q. (By Mr. Altman) : Mr. Harvey, could you

have made this contract of sale to the Gerrard at

all, could you have completed this transaction at all

without making a separate settlement with Herbert

Harvey ?

Mr. Tonjes: I object to the question. It calls
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for a conclusion, and there has been no foundation

laid for the question. [87]

The Court : I suppose it would involve the ques-

tion whether Mr. Harvey owned an interest in the

patents and had a voice in whether or not they

should be sold.

Q. (By Mr. Altman) : Mr. Harvey, did Her-

bert Harvey have any right or interest in these

patents ?

Mr. Tonjes: I object to that, your Honor, as

also calling for a conclusion. If there was any

right he can tell what it was.

The Court: It might call for a legal conclusion

as to the title. First, will you state more fully the

facts here leading up to the proposition, whether or

not Herbert Harvey did have any right or interest

in connection with the title to these patents.

Mr. Altman: Your Honor, if counsel will refer

to this Exhibit 1, he will see that under the contract

Leo Harvey was required to make any settlement

with Herbert Harvey as a part and parcel of this

contract.

Mr. Tonjes: If your Honor please, I am well

aware of that provision there, and it is to the effect

that Herbert Harvey does make some disposition of

his interest in the patents, if any. I am not pre-

pared to admit that he had any interest in them,

your Honor.

The Court : Well, he has testified now that Her-

bert did some work in connection with the develop-
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iiig of some of [88] these j^atents, as I understand.

Is that correct?

The Witness: Yes, sir.

Mr. Tonjes: I don't think that is sufficient to

give him any interest in the patents. I don't know

the particular interest. Just because he did a little

work on them—was he employed by you regularly,

Herbert Harvey?

The Witness : Yes, sir.

Mr. Tonjes: I could not possibly admit that,

your Honor.

The Court : Well

Q. (By Mr. Altman) : I will ask again, Mr.

Harvey, was there any agreement between you and

Herbert Harvey prior to the date of this trans-

action, any oral agreement prior to the date of this

transaction, in which you recognized that he had

by virtue of his work and his research an interest

in these patents?

A. Well, it was a question of probably advice

that he gave from time to time, and when that

agreement was made that I should receive a royalty,

I agreed with him that I would give him 10 per

cent of the royalty I received, and I paid him each

month as we received the royalty.

The Court: Let's see, is that royalty or pay-

ment on the purchase price?

Mr. Altman: That is right, your Honor.

The Witness : Well, when we sold the patents to

the [89] Gerrard Company we were to receive four

hundred odd thousand dollars. We then gave Her-
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bert part of his interest in that, we will pay him

$25,000.00 each year as we receive

The Court: $2500'.00.

The Witness: $2500.00, and each year as I re-

ceived the $40,000.00 yearly, and it was to continue

for the next 10 years, and I paid him all of that

money.

Q. (By Mr. Altman) : Mr. Harvey, other than

this transaction referred to in Exhibit 1 here, have

you ever sold any patents?

A. No, not to my knowledge.

Q. Have you ever offered any for sale?

A. No, not to my knowledge.

Q. Did you ever hold any patents for the pur-

pose of selling them?

A. We don't have a business of developing pat-

ents. Patents are developed occasionally when you

come across—our business is the machine shop busi-

ness, and occasionally we will come across some

patent, developed and the application is filed for it,

but we do not do it as a regular business practice.

Q. You never offered any for sale ?

A. Not to my knowledge, no.

Q. What is the nature of that machine shop

business you speak of? [90]

A.' We make tools, dies, models, machine work

for novelties for different customers.

Q. If any inventor brought in some diagram,

would you co-operate with him and try to build a

machine from his diagram? A. Yes, sir.
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Q. Do you also manufacture any items for sale?

A. What period do you refer to?

Q. T am referring to the period up to and in-

cluding March 1938, let us take, for example, the

last 10 years prior to that date.

A. No, I don't remember selling or offering an

article for sale, that is directly by our firm. It is

mostly a jobbing shop, and we do job shop work for

other people.

Q. Referring now to these flat band patents, did

you ever manufacture any machines under those

patents ?

A. Yes, we did, we made the first few machines

for the Gerrard Company, but we never made any

more.

Q. You mean you made sort of models, the first

finished models, did you? A. Yes.

Q. When was that?

A. I don't know exactly offhand. We just made

the first and never made any more.

Q. About when was that? [91]

A. Sometime in 1930 or 1931.

Q. After the time when you turned those models

over to Gerrard, did you do any further work in

connection with these flat band patents?

A. As far as my recollection is concerned, when

we agreed with Gerrard with reference to the flat

band we agreed to finish a certain amount of work

that we had started, and the agreement was made

on certain small things that have been made, I don't

know how many, but not very many after that.
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Q. Are you referring to completion of patents?

A. That is right.

Q. That is applications that were then pending?

A. Yes, sir.

Q. Referring to the last two years or the last

two and a half years prior to the date of this trans-

action, did you do any work of any kind in connec-

tion with these flat band patents?

A. Not to my knowledge.

Mr. Tonjes: Would you kindly read that last

question to me, Mr. Reporter?

(The record was read.)

Q. (By Mr. Altman) : I will ask you again if

those flat band patents have any relation to the busi-

ness in which you are engaged including the round

wire patents? [92]

A. I don't understand the question.

Q. Were these flat band patents in any way per-

tinent to or necessary to or were they in some way

involved in the business which you were carrying

on in the last two or three years or so prior to that

transaction ?

A. We never used the patent because we never

made the machines.

Q. Referring to the wire machine or wire tying

trade, are round wire and flat wire or slot band

wholly different fields of production?

A. Yes, they are.

Q. In connection with the completion of various

patents which you referred to back in the early

years, who paid the expenses, you or Gerrard?
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A. They were paid by Gerrard Company, and

as far as I recollect we have two contracts, one for

foreign and one for domestic. For the foreign

patents Gerrard Company paid all the patent ex-

penses.

Mr. Tonjes: That is both round and flat wire?

The Witness : No, we are talking about flat wire

onl}^

Mr. Tonjes: Flat wire?

The Witness: We call it flat band.

Q. (By Mr. Altman) : Would you say that

with respect to the flat band [93] Gerrard paid all

the expenses'? A. That is right.

* * * * * *

Q. (By Mr. Altman) : Mr. Harvey, were you

ever in the installment business? That is, did you

ever regularly sell any property on the installment

plan? A. No, sir.******
Cross-Examination

By Mr. Tonjes:

Q. Mr. Harvey, when did you first start in busi-

ness? A. About 1913 or '14, if I recollect.

Q. What business were you in then?

A. In the machine shop business.

Q. In Los Angeles here?

A. That is right.

Q. And were you engaged in making any par-

ticular article or making articles on special order,

such as vou have indicated?
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A. Making articles on special orders.

Q. Let me ask you this first : Did you have any

special training, technical training or take college

degrees or something of that sort in mechanical

engineering

A. No college degrees, no, I have not.

Q. Did you have any special training in me-

chanics? A. Yes, I did.

Q. Will you state what that was? [95]

A. I went to Cooper Union in New York. I

studied at night correspondence courses. That is

ahout all the training I had.

Q. How long did you go to Cooper Union'?

A. I don't recollect. Not very long. I left New
York in 1910.

Q. Maybe three or four years, did you go?

A. Oh, no, not that long, maybe two night

courses, something like that.

Q. Did you go to high school?

A. No, I went to preparatory school in the even-

ing because I worked in the day time all the time.

Q. And you never went to college ?

A. No, sir.

Q. How long did you take those correspondence

courses ?

A. I don't remember. I don't recollect.

Q. Just approximately a year or two, would 3^ou

say? A. Yes, something like that.

Q. And they were all along mechanical lines,

were they? A. Yes, sir. [96]

Q. And when did you first begin devoting your
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time to development of ideas, what might be patent-

able?

A. Well, you don't devote your time, they come,

sometimes they may come often, sometimes they

may not come for years, come along an idea and you

don't specialize in—or you could not specialize I

would say, as far as I am concerned, I could not

specialize in working on ideas only.

Q. No, but probably you can go back—you get

an idea, then if takes a little time for you to develop

the idea doesn't it? A. Yes it does. [97]

Q. Well, when did you first get the idea of the

wire tying devices? [98]

A. Well, there are two phases of wire tying de-

vices.

Q. No, I mean the first wire tying device of any

character.

A. Of any character, that would be the first

patent that we filed. I would imagine sometime in

1925, could be 1924, just somewhere about that, in

the middle twenties.

Q. That was the first time that you ever gave

much serious thought to developing a wire tying

device ?

A. Well, I say that because I believe there is a

patent somewheres in the middle of the twenties.

Q. Would it help you any to make a reference

to the contract? Primarily, I want your own recol-
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lections, although if you can get anything out of

there that will help you, you may refer to it. [99]******
Q. (By Mr. Tonjes) : How long did you have

to work on that before it ripened into a patent ?

A. Well, that is —I can not answer exactly, be-

cause I don't know the exact time, see?

Q. Would you say maybe two years, three years ?

A. Sometimes you get an idea and it may ripen

in a week and sometimes it may ripen in ten years.

Q. Let me ask you this question directly: Can

you tell me now after looking at that contract the

first time you had an idea of developing a wire tying

device ?

A. As far as I can see and hear, that was before

1927, somewheres close to that.

Q. Before 1927? A. Yes.

Q. From your own personal recollections, can

you tell me about how much it was before 1927?

Would you say five years or three years ?

A. Well I am trying to give you the correct

answer on this. It is impossible.

Q. I appreciate that Mr. Harvey. It is going

back a long ways, and it is rather difficult.

A. Maybe a jesiT, maybe two, I don't remember

exactly. [100]

Q. Now, would you say that that was the first

idea you devoted any time to with the idea of de-

veloping it? A. A wire tying machine?

Q. Yes.

A. No, no, because in 1921 we manufactured
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wire tying machines for a concern that already had

the patents, and of course we made ma^'hines for

them, and I don't know whether yon would con-

sider that making ideas or not.

Q. Yes. I mean some other idea besides wire

tying devices. Did you work on anything or attempt

to develop anything prior to 1927? You already

have told me about the salt cellar. Was there some

other besides that?

A. Not that I remember.

Q. When you first started developing these

ideas, did you make some models, some smaller

models or something of that sort to experiment

with? A. Yes, we do.

Q. And you also make many drawings, I sup-

pose. A. Yes, we make drawings.

Q. And you have in mind the ultimate idea of

developing a patentable method, that is the general

idea, isn't it?

A. Well, you don't work at it that way. You

don't know whether you can get a patent or not.

You just get the idea, you see.

Q. What do you hope to do with the idea? [101]

A. Well, the object, we were in the machine shop

business, we always wanted to make articles for

ourselves and sell them ourselves.

Q. And you wanted to sell the article yourself

if it could be produced under some patent which

you developed. Did you answer that last question?

A. What did you ask me ?
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Mr. Tonjes: Will you read the question Mr. Re-

porter?

(The question was read.)

The Witness: Well, it was not the idea that it

has to be patentable. It has to be something good.

Q. (By Mr. Tonjes) : Oh yes.

A. Because the patent is incidental, you see. Of

course we always consider ourselves, we figure the

patent is a license to fight, and it is the article that

is the most important thing.

Q. Why would you want to have that license?

A. Well, sometimes we think it may help us

prevent others making the same thing.

Q. And that could be taken out for three reasons,

it would give you the right to manufacture some-

thing exclusively, and you could either manufacture

under your right or you could sell the right or you

could lease out the right, and [102] was it for the

purpose of engaging in any one or all of these ac-

tivities that you devoted your time and effort to in-

venting things?

A. Well, inventions don't come that way, you

have got to understand you don't work on a thing

because 3^ou are going to do it, it comes to you

because you think of it and you make it.

Q. Alright, why do you make it?

A. Well, at the beginning you make it because

you like the particular article, you like to do that

work. I like to make up gadgets more than I like

to eat, otherwise you don't do these things, and un-



90 Leo M. Harvey andLena P. Harvey

(Testimony of Leo M. Harvey.)

less the engineer likes his trade he don't develop

nothing.

Q. Why do you go to the trouble of having it

patented ?

A. As I explained to you, because I hope that

will heli3 us in making the article, nobody else will

encroach on you.

Q. In other words, it will give you an exclusive

right. A. Yes.

Q. Why do you want that exclusive right?

A. Probably to help us, as I told you, help us in

our business, maybe.

Q. How would it help you? You mean you wish

to sell it? A. No, you can sell the article.

Q. Sell the patent itself?

A. No, the article, sell the article, not the patent.

Q. I ask you if you would get the patent because

you would have the right to sell the patent itself,

is that one of the things?

A. Well, anytime you—anything you have you

might want to sell, but that was not the primary

reason. The primary reason was to develop the

idea that comes to you first of all because you like

to do things. Second, it doesn't come to you because

you set out to think about it, it comes to you inci-

dentally mostly, and then you think it over and you

take it and you think around and try to make it go,

and I consider if you have a patent you have prob-

ably a better chance if you want to make the article

that nobody will encroach on vou.
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Q. And you consider it to be a valuable right,

do you not?

A. Yes, I do. Then first let me qualify that. As

I already said before I do because we ourselves con-

sider the license, the patent only a license to fight,

because we understand primarily when you get the

patent allowed by the Patent Office, it is only say-

ing they look over all the art and they found no

conflict, but it don't give you any rights except the

right you get after you go to court.

Q. Yes, but you also I suppose appreciated at

that time, that a good patent would produce con-

siderable royalty if you cared to leave it out?

A. Yes, sure, we though that too.

Q. And that of course no doubt prompted you

in your efforts to develop something patentable,

did it not?

A. I would say it might have, but it was not the

primary reason for doing the thing. Well I sup-

pose you invented something in your life, and you

know how those things go, you do it because you

like to do it. There is a lot of things that never got

to be patented, because I like to do it.

Q. But you would be much more satisfied if

you came out with something good, wouldn't you?

A. Yes, we have to live, otherwise we can't exist.

Q. Now, during the time that you were engaged

in developing ideas—well, let me ask you this first,

Mr. Harvey: How many patents did you take out

in the various years, how many patents were
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granted you in the various years'? Have you any

idea? A. No, I can't tell you.

Q. Do you liave an}^ idea how many you have

altogether %

A. I can't do that, because we have a number of

patents in the list of patents that are foreign coun-

try patents which is a copy of the American patent,

they are really not a new patent, they are a copy

of the American patent. [105]

Q. Leaving out the foreign patents, how many
American patents were granted to you on various

articles, not only the wiring devices, but on patents

generally, how many patents were granted to you?

A. Oh I would say, that is the article itself

—

you see, the Patent, sometimes the Patent Office

asks you to divide your application in part by arts.

In other words, you file an application, the Patent

Office says, it involves more than one art and it says

you divide it up into four or five different patents,

and in spite of filing the one patent maybe you will

have five patents issued by the United States Gov-

ernment, see?

Q. Yes.

A. And they really pertain to the same thing,

so the number of patents involved is not of great

importance, so far as our line of work. It is the

article that you make.

Q. Well, let me ask you this ; how many articles

do you have patents on?

A. Well, lot's see, three or four maybe five.
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Q. Can you tell me what they were? We have

flat and round wire tying devices. We have those.

A. You got two. I developed then a patent on

a paper dispenser.

Q. What kind of a paper dispenser?

A. Paper towels. I don't recollect any more

now. [106]

Q. On washing machines'?

A. Washing machines, yes, part of a washing

machine. It is not exactly all of a washing machine.

Q. Do you know when you devoted some time

to developing a washing machine?

A. Well, yes, the washing machine we started

I think in 1939 or 1938, if I recollect correctly.

Q. You mean that is when you got the first

patent or that is the time you first started in toying

with the idea of developing some part of a wash-

ing machine?

A. That was the first time. I don't remember

exactly whether it was 1939 or 1938.

Q. Did you develop any spraying devices ?

A. Spraying devices? I couldn't recollect. I

can't remember. It could be a patent I applied for,

or articles involved.

Q. Any agricultural machinery of any kind?

A. Yes we had a patent on a—I think a clipper

for cutting oranges.

Q. Cutting what, oranges ?

A. Cutting oranges, yes.

Q. And that is about five different devices, five

different kinds? A. Maybe there were more.
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Q. They resulted in patents being granted, is

that [107] correct? A. Yes.

Q. Would you say that all of the devices to

which you gave some thought resulted in a patent

being granted"? A. No, no.

Q. Can you tell me approximately how many

subjects you devoted some thought to with the idea

of getting a patent?

A. No, I couldn't, that is too far to remember.

Q. You would say there would be quite a few

though, wouldn't there?

A. There would be some, yes.

Q. Now, in connection with the development of

a patent, you would oftentimes incur some ex-

penses? A. You do.

Q. Do you know how you treated those ex-

penses on your books and for your income tax pur-

poses ?

A. Well, no, I don't. I have a recollection of it,

but I do not make out the income tax blanks. That

is made out by somebody who knows the business,

and I ask him if that is correct and he says yes

and I sign it. I look at it and he says it is all

right.

Mr. Tonjes: Mr. Altman—this is off the record,

if your Honor please.

The Court: Off the record.

(Discussion off the record.)

The Court: On the record.

Mr. Tonjes: The parties stipulate that the ex-

penses [108] incurred by the Petitioner in connec-
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tion with his development of the several patents

were deducted on his income tax return.

Mr. Altman: Yes, I will agree to that.

Q. (By Mr. Tonjes) : Do you recall, Mr. Har-

vey whether or not in your books of account you

kept or made any segregation with regard to the

expense incurred by you in the development of

these several patents'?

A. I think they were. I don't know for sure,

but I think they were.

Q. That is to say, if an expense of $500.00 we

will say, was incurred in connection with the round

wire patents, that was charged to round wire pat-

ent expense, and if^a similar expense was incvirred

for a flat wire or flat band development expense,

it would be charged to development of that flat

band ?

A. I don't know exactly. I can't answer that,

because on the books it would not so show, because

every job had a number and it says number so and

so was charged with so much money.

Q. When did you first give some third person

or corporation a right to operate under a patent

held by you?

A. The first time I gave a right, your question

is the first time we gave a right under the patent

that I owned to another individual to operate under

the patent ? Is that what [109] you asked ?

Q. That is correct.

A. To the best of my recollection it is the Ger-
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rard Company was the first time we had a license

agreement on a patent.

Q. The Gerrard Company. Do yon recall what

patents were covered by that agreement"?

A. That was to cover the flat band patent.

Q. And what year was that ?

A. 1930.

Q. In 1930 you gave the Gerrard Company the

right to operate under the flat band patent *?

A. That is right.

Q. Did it provide for a royalty?

A. Yes, it did.

Q. Do you know how much?

A. Yes, a minimum royalty of $15,000 a year.

Q. $15,000 a year, and that was paid to you

every year beginning in 1930 right on through all

of the later years until the date of the sale?

A. Yes.

Q. Did you have any other patent on which you

received a similar royalty?

A. Yes, royalty on the flat band patent, on which

we received similar royalty. That was based on

5% of the sale [110] of bands that they used in the

machine, providing for a minimum charge of not

less than $15,000 a year, yes, I think $15,000 a year

in the domestic patent and $15,000 a year on the

foreign patent.

Q. And you received that $30,000 a year each

year after 1930. A. I think so, yes sir.

Q. And you reported that as income from your

business? A. T think as far as I recollect.
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Q. Did you give any of it to Herbert Harvey ?

A. Yes I did.

Q. Beginning when, in 1930?

A. Beginning the first time I got the royalty he

received his, some of the money.

Q. How much did he gef?

A. As far as I know it was $150.00 under each

group of patents. That is my recollection.

Q. What was that, $150.00 a month or a year?

A. A month.

Q. Did Lawrence Harvey get any money?

A. No.

Q. Why did you give the money to Herbert

Harvey ?

A. Because I considered his advice very valu-

able. It is not what you do in the daytime in the

business, it is what you do in the evening and Sun-

day and holidays in discussing [111] these matters

and advising, I considered was valuable to me.

Q. Was there any agreement that he would get

a certain percentage of these inventions?

A. No, there wasn't any written agreement.

Q. Was he on your payroll in other respects?

A. Yes he was.

Q. When did he first enter your employ ?

A. Way back in 19— oh, I don't remember,

1918, something like that. I don't remember

exactly.

Q. And he was in your employ continuously

over a period of years of the development of these

ideas? A. Yes, sir.
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Q. Do you recall what salary you paid him'?

A. Well, at different times different salary. I

think he was getting $500.00 a month and at a cer-

tain time he was getting I think as high as $1,500.00

a month.

Q. You say the flat wire patent devices were the

first patents on which you received any royalties'?

A. Yes.

Q. And that was in 1930 and ran through 1938

when the patents were sold'? A. Right.

Q. Were the rights under the round wire pat-

ents ever given to anybody *? A. Yes. [112]

Q. To whom were they given ?

A. Certain rights were given not on the royalty

basis though. Gerrard had also—you see, they had

made the round wire machine also for the Gerrard

Company, and they didn't receive a royalty on

them.

Q. Did you arrange the right to operate on the

round wire patents for the Gerrard Company?
A. Certain patents we did, yes.

Q. Not all of them"?

A. Not all of them.

Q. When was that arrangement made'?

A. It was before 1929.

Q. Before 1929'? A. That is right.

Q. And let me ask you this question: When
did you get your first right under the round wire

patents'? When did you get your first round wire

patent, do you recall"? A. No, I don't.
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Q. Could you refer to that agreement? Would

that help you"?

A. Yes, after the sale has been made. Well, the

first patent in here is a foreign patent we had in

France in 1927 on the round wire machine, but that

patent is an outgrowth of the United States patent,

which was issued at a later date, and as far as I

recollect any patent that was sold, I would say

giving them rights, was sometime in 1929.

Q. And did you continue to work on the round

wire device after you entered into this agreement

with the Gerrard Company %

A. Well, as I explained before, the idea is inci-

dental to your working on the thing, and I can not

say exactly when I did work on that or when I

didn't work on that.

Q. Well, Group A shows all of the patents and

applications for patents'? A. Yes.

Q. On November 14, 1933, according to this Ex-

hibit, there was a patent application filed and an-

other on September 4, 1935. Wouldn't that indicate

that you were working on these patents or on that

maybe as late as 1935?

A. Yes, it would.

Mr. Altman: Your Honor, just to clarify this

for the record, sometime earlier in this cross-exam-

ination Mr. Harvey referred to the work he did in

the early years in 1927 and earlier, and in that con-

nection he referred to a patent issued in December

1927. I just want to point out for the record thnt
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that is the same patent to which he is now referring,

which is in Group A of Exhibit No. 1.

Q. (By Mr. Tonjes) : Is that the same patent,

Mr. Harvey?

A. That is right. It is in here 1927. [114]

Mr. Altman: And I think it is a round wire

patent.

The Witness: A round wire patent. You see

this is an issue in a foreign coimtry. The date of

the American patent for it would be much later time

in the United States. I don't know just exactly

which one this is.

Q. (By Mr. Tonjes) : Did you assign that to

the Gerrard Company, the right to operate under

that to the Gerrard Company? A. Yes.

Q. What consideration did you receive for that?

A. I forget. There was some Gerrard money

used, and he said he would like to have it, and we

had done business with him and I says O.K. we will

give it to you, because we had done some machine

work for him, which was our business. In other

words, they made the machines and they wanted

the patent. I says, O. K. you can have it. I don't

remember exactly what the payment was. If it was

made it was very nominal, l^ecause it was a question

of our building; about the cost of the application.

Q. You sold all of your round wire tying devices

when you entered into this transaction in 1938, is

that correct? A. Yes, yes.

Q. Have you devoted any time to developing any

round wire devices after that date? A. No.
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Q. When did you first start to work on a flat

wire tying device?

A. My recollection is some time in 1927, 1927 or

1928, just about.

Q. Do you recall when you got your first patent

for a flat wire tying machine?

A. No, but I can identify it if I look at this

agreement here.

Q. All right, look over that if that would help

you.

A. Well, here is one on July 17, 1928, looks like

the earliest. [116]

Q. And when did you first give someone a right

to operate under this patent, under a royalty ar-

rangement ?

A. I believe that was given to the predecessor of

the Gerrard Company, who called themselves the

Tying Machines Company, and then the Garrard

Company bought them out, so the agreement was

finally worked out, and we had received a royalty of

$15,000.00 on the foreign flat-band patent, and $15,-

000.00 a year for the domestic.

Q. Was that before or after they had the right

to operate under the round wire device patent?

A. After that.

Q. Now, I am not talking about the wire patents.

I am talking about the other patent devices that you

have. Did you sell any of those? A. No.

Q. You developed some washing machine pat-

ents, did you not?

A. Yes, but I didn't sell them.
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Q. What did you do with them? Did you sell

them out? A. No.

Q. You still own them? A. Yes.

Q. Do 3^ou get any royalties from them?

A. No.

Q. Did you ever get any patents on the food

cutting device? [117]

A. I told you we got a patent on a clipper for

cutting oranges.

Q. Do you still own that?

A. Well, that patent expired years ago.

Q. You also got a patent on some paper towel

dispensers ? A. Right.

Q. Do you still own that? A. Yes.

Q. Did you give anyone a right to operate under

that?

A. Yes. The concern that operates under those

patents owns them. The title is really in that com-

pany.

Q. You mean you transferred those patents to

that corporation? What is the name of it?

A. Harcraft Company.

Q. What did you do, transfer the shares of

stock ?

A. I don't know exactly how it was. I don't

remember. I didn't get any money, and I don't re-

member how it was.

Q. Well, in any event, you transferred the pat-

ents to that corporation? A. That is right.

Q. And in all probability, you got a considera-

tion of them, you would not transfer the patents if
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you didn't either get some stock or something for

it? [118]

A. That is right, yes, sir.

Q. Did you ever transfer any other patent?

A. Well, that is pretty hard for me to answer.

You see, it goes back over a long period of time,

and I can't give you a reasonable answer.

Q. Now, you stated that you paid Lawrence

Harvey a sum of money out of each of these $40,-

000.00 payments you received. A. Yes, sir.

Q. How much did you pay him, do you recall!

A. $8,000.00, that was the 20 per cent arrange-

ment, the arrangement was for him to have 20 per

cent of the $40,000.00, whenever I would get it I

would pay him $8,000.00 per year.

Q. Did you pay him any cash pursuant to the

agreement made in April of 1938?

A. I don't remember the date of the agreement.

I don't remember at this time.

Q. That is Mr. Lawrence Harvey, is he your

son? A. Yes, sir.

Q. How old was he in 1938?

A. Let me figure it out. He was about 28, or

something like that.

Q. Was there ever any agreement between you

and him prior to the date of the sale, that he would

have any interest in the patent? [119]

A. Yes, provided he makes the deal, that he

must come out to make the deal with the American

Wire and Steel Company, and the IT. S. Steel Com-
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pany ; if he is to make the deal he will get it, what-

ever I received he will get a percentage from.

Q. Was the agreement in writing?

A. No, nothing reduced to writing, but we just

had—a contract was signed up after that to reduce

it to writing.

Q. Did you have any other attorney working

with you in connection with this deal?

A. Yes, we did. We had the tax attorney work-

ing with the deal.

Q. What was his name?

A. Max Schlesinger.

Q. Max Schlesinger, tax accountant? Do you

know what amount he got?

A. That I don't remember.

Q. Did you also employ an attorney?

A. Some other member by the name of Eubin,

as I recoil e>ct.

Q. Did you employ Walter Sheldon?

A. Yes.

Q. In 1938? A. Yes.

Q. Do you know what his connection was with

the deal, [120] if any?

A. He advised how to handle it.

Q. Do you remember what you paid him?

A. No, I don't remember.

Q. Does the figure of approximately $11,000.00

sound familiar at all?

A. Well, I don't know. I can't answer that.

Q. Do you have your records here so you could
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make reference to them and ascertain what you

paid him? A. No, I have no records.

Q. Mr. Harvey, you also, I believe, stated that it

was your opinion that these round wire patents had

no value, oi* a very small value, what was it you

said?

A. Well, I didn't say no value. I said that they

are no great intrinsic value, because you got to

understand what a patent is, and a patent is not,

so far as is it a patent, or what the patent consists

of, and some patents are only improvements on a

principle which is already in existence. Those

patents are not of much value, because they are not

basic patents.

Q. As I recall, you referred in your cross-exam-

ination to basic patents, and you stated one of the

differences was that if there should be some conflict

between the operation under your flat wire tying

device, and the round wire, did you mean by that?

A. No, sir, there is not. That is an entirely dif-

ferent thing.

Q. Is the flat wire used to hold a box?

A. Really they both work an iron band around

there, and it is a veiy easy matter to make a seal

to hold it—can I change my
Q. Sure. You go right ahead and explain the

difference in the two.

A. The object of this round wire and flat ^^ire is

the same, is to hold the box together, but the most

distinctive feature between the two is to create a

seal to hold it together so it won't come apart. On



106 Leo M. Harvey and Le)ia P. Harvey

(Testimony of Leo M. Harvey.)

the round wire to make a seal is very easy, there

isn't anything to it, it is jnst twisted. That is why
people can all get in the round wire business, but

it is different in the flat band. People v^ho are in

the flat business don't nail off the wire.

Q. You stated, I believe, in your direct examina-

tion that the Gerrard Company took care of certain

patents, the expenses'? A. Yes, sir.

Q. Will you state to the Court what patents they

were related to?

A. They related to the foreign patents. All the

expenses of filing applications for the foreign pat-

ents, they paid them. [122]

The Court: In other words, you obtained the

basic patents, and they obtained the foreign patents,

is that the idea?

The Witness: Yes. I paid all of the money to

create the patents, and they took out the same

patents in foreign countries.

Q. (By Mr. Tonjes) : Were you familiar with

the phraseology in this contract of March 21, 1938?

A. I am.

Q. I ask you to take a look at page 4 of that

contract, where it has a reference to—about the

middle of the second paragraph there, a]>plications

and inventions, do you remember that portion of it ?

A. Yes, I do.

Q. Do you know what prompted the insertion

of that in that?

A. Well, you see, they didn't know, they didn't

want to go to the trouble to examine the records,
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so I volunteered to repay them, under that particu-

lar paragraph.

Q. Can you recollect any expenses under that

particular paragraph which might have been given

back?

A. I don't recall. There is nothing here that I

remember.

Q. I wish you would try to recollect, Mr. Har-

vey, the [123] nature of the services performed for

you by Walter Sheldon, and approximately the fee

paid to him.

A. I can look it up in the records, and I can

bring it in to you. I wouldn't want to hazard a

guess now to make a misstatement of facts.

Q. Did Lawrence Harvey do any work in pro-

moting this sale, for instance, did he act as a sales-

man, or contact man, or something of that soit?

A. Well, I don't know what you would call it.

Q. Just what did he do %

A. Oh, he talked to the people in the different

businesses, he knows his business the same as I do

mine. He had to watch the deal, because we were

doing business with strangers. I don't believe there

was any question but what he tended to his work.

Q. Well, you must have had some general fee

in mind, as to how much he would get paid for it,

isn't that right? A. Yes.

Q. It is usual amongst lawyers to find out, in

any event, and I imagine you gave him some definite

instructions. What did you tell him to dof

A. To make a deal.
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Q. In liis capacity as a lawyer, to draw the con-

tract ?

A. No, in bis capacity as a lawyer to help decide

things. He is supposed to be a graduate in business

administration. [124]

Q. Does he know all about the patent?

A. Yes, he knows about the patent, but I didn't

use him as a patent attorney.

Q. Did he ever represent you in any business

negotiations before that? A. Yes, he did.

Q. Did he represent you when you were selling

patents ?

A. No, I wouldn't say that, because we had Mr.

Sheldon representing us.

Q. What Avas the nature of the service that he

performed for you ?

A. Well, he negotiated with people.

Mr. Tonjes: This is off the record.

The Court: Off the record.

(Discussion off the record.)

The Court: On the record.

Mr. Altman: We will stipulate that Mr. Leo

M. Harvey in 1938 paid to Mr. Walter Sheldon

$22,500.00, that he deducted the said sum on his

income tax return for that year; that it represents

legal fees paid to Walter Sheldon, an attorney in

San Francisco, for his services, including the pro-

tection of a iTianufactuer's license agreement which

had been granted to the Gerrard Company, a cor-

poration, by Mr. Leo M. Harvey, who was the sole

ovrner of said patent. [125]
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Mr. Tonjes: All right.

Mr. Altmaii: The parties stipiiate to that.

Q. (By Mr. Tonjes) : Mr. Harvey, I believe

you stated that during the various years from 1932

until you sold the patents in 1938, you received

minimum royalties of $30,000.00 a year ?

A. Right.

Q. And you reported that on your income tax

returns for those years? A. I believe I did.

Q. Could you tell me where that is reflected in

your return, that is, 3^our return for 1937 ?

A. I am not prepared to answer that, because I

very seldom read those returns, and I don't very

well understand them. I want to answer the truth.

Mr. Tonjes: Yes, we appreciate that, Mr. Har-

vey. If your Honor please, respondent offers in

evidence the return identified by the petitioner as

being his income tax report for the year 1937.

Incidentally, I will say this is not a return for any

of the years before the Tax Court in this proceed-

ing, but respondent offers it for the purpose of

showing that the petitioner reported the $30,000.00

which he received as royalty in the manner set forth

in the return.

The Court: Any objection'?

Mr. Altman: Could the reporter read that back,

please %

(The remark VN^as read.) [126]

Mr. Aitmaii: No objection, your Honor.

The Court: It is admitted. Respondent's Exhibit

A. Do you want to sustitute a photostatic copy'?
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(The document above referred to was re-

ceived in evidence and marked Respondent's

Exhibit A.) [127]

Q. (By Mr. Tonjes) : Mr. Harvey, I believe

you testified that the amounts of royalties received

by you were all accounted for on your books or in

your income tax returns?

A. I l)elieve they were.

Q. AVhen did you first start receiving that

royalty of a $30,000.00 minimum'?

A. Sometime in 1930, if I recollect correctly.

Q. 1930? A. Yes, sir, 1930 or 1931.

Q. And did that income come to you from a con-

tract with the Gerrard Company?

A. That is right.

Q. Did you have a written contract covering the

license agreement? A. Yes, I did. [128]

Q. Do you have a copy of that here?

A. I don't think I have it with me.

Q. Did you have more than one contract cover-

ing those items?

A. Yes, we had two contracts, one convering the

foreign flat band, and one covering what we called

the domestic flat band.

Q. All for the flat band?

A. That is right.

Q. No contract covering the round band?

A. Yes, we had a contract, but it was not any

royalty contract.
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Q. What was the nature of the contract?

A. Which one?

Q. The one related to the round wire.

A. Manufacturing the articles for them.

Q. And that was with the Gerrard Company
too? A. Yes.

Q. Were they entered into at or about the same
time? A. No, before that.

Q. Which one was entered into first?

A. The round wire,

Q. Now, I show you your income tax return for

1931, Mr. Harvey, and ask you if you can state

whether, in your best judgment, the royalty income

is reported on that return? [129]

A. I believe I already told you, when you asked

me about the other one, that I did not make out

those income tax returns, I could not very well

state. In the majority of cases I signed them, and

I am ashamed to admit I didn't even read them.

Q. Yes, but you kept books, I presume, or books

were kept for you? A. Yes, sir.

Q. And those books, to the best of your knowl-

edge, reflect the receipt of all the income you re-

ceived? A. I believe it did.

Q. And in all probability those returns are made

up from the books, is that correct?

A. I believe that was the case.

Q. That would be the normal course of events, I

believe, and I presume that happened in your case.

Would you say that was true ? A. I think so.

Q. I notice on this return, Mr. Harvey, that you
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state that your occupation is proprietor of machine
shop, and inventor. A. Yes, sir.

Q. Could you explain how the designation of

your husiness as an inventor appeared on that re-

tuin ?

A. I don't know. I couldn't answer you, be-

cause, as [130] I told you, I very seldom read the

returns, and I don't know why it is marked inven-

tor, or proprietor of machine shop.

Q. You employed someone to make up your

returns, didn't you? A. I did.

Q. You have no reason to believe that anything

in this return is inaccurate, have you?

A. I have no reason to believe at all. I don't

know.

Mr. Tonjes: The respondent offers the return

as identified in evidence. [131]*******
Mr. Altman: I have no objection to the intro-

duction of those returns.

The Court: Admitted, Respondent's Exhibit B.

(The document above referred to was re-

ceived in evidence and marked Respondent's

Exhibit B.)

Q. (By Mr. Tonjes) : Would you say also, Mr.

Harvey, to the best of your knowledge and belief,

that income from royalties is properly reflected in

your return for 1932? A. 1932?

Q. That h the return I am just presenting to

you.
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A. This one here. This is marked "Machine

Shop," it is not marked inventor here. Has that

anything to do with it?

Q. No, I am just asking you whether or not

A. That is my signature. I signed it.

Q. And you believe that the income that you got

from the royalties is shown in there in some way or

other? A. I believe so, yes.

Mr. Tonjes: Respondent offers the return for

1932 in evidence, your Honor.

The Court: Admitted, Respondent's Exhibit C.

(The document above referred to was re-

ceived in evidence and marked Respondent's

Exhibit C.)

Mr. Tonjes: And would you say the same for

1933?

The Witness: That is my signature. [132]

Q. (By Mr. Tonjes) : Would you say that to

your best knowledge and belief

A. This is my signature. I signed it.

Q. Would you say that to the best of your

knowledge and belief the $30,000.00 is properly

accounted for in this return?

A. Yes, I think so.

Mr. Tonjes: Respondent offers the return for

1933 in evidence.

The Court: Admitted, Respondent's Exhibit D.

(The document above referred to was re-

ceived in evidence and marked Respondent's

Exliibit D.)
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Q. (By Mr. Tonjes) : I now show you a return

for 1934, Mr. Harvey, and ask you, to the best of

your knowledge, whether the $30,000.00 minimum
royalty received from the wire patents is accounted

for in the return?

A. This is my signature, and I signed it. I pre-

sume the same answer would be that I made to the

other.

Mr. Tonjes: Respondent offers the return for

1934 in evidence.

The Court: Admitted, Respondent's Exhibit E.

(The document above referred to was re-

ceived in evidence and marked Respondent's

Exhibit E.) [133]

Q. (By Mr. Tonjes) : Would you say the same

for 1935, Mr. Harvey?

A. That is my signature, and that is the same

answer as I made to the other one.

Q. Your answer would be the same?

A. Yes.

Mr. Tonjes: Respondent offers in evidence the

return for 1935.

The Court: Admitted, Respondent's Exhibit F.

(The document above referred to was re-

ceived in evidence and marked Respondent's

Exhibit F.)

Q. (By Mr. Tonjes) : Will you say the same

for 1936?

A. This is my signature, and the same as for

1936.
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Mr. Tonjes : Respondent offers the return for

1936.

The Court: Admitted, Respondent's Exhibit G.

(The document above referred to was re-

ceived in evidence and marked Respondent's

Exhibit a.)

Mr. Altman: Your Honor, I wonder if the

record may show that by failing to object to the

introduction of these returns, I am not in any way
agreeing to their materiality.

The Court: The record may show that if you

desire it.

Mr. Tonjes: If your Honor please, 1938 is the

year [134] in which the transaction took place

which we have in controversy, and whether or not

the income arising from this sale is reportable on

the installment basis; I think it might be helpful

to the Court to put this return in evidence, in order

to show how the transaction was handled, and then

I expect to offer the returns for 1939, 1940 and 1941,

which are the taxable years in controversy, and in

view of the fact that royalty payments for the years

prior to 1938 are in evidence, it may just complete

the record, although I do not think it is too im-

portant. With that statement I offer the return of

the petitioner for the year 1938.

Mr. Altman: No objection.

The Court: Admitted, as Respondent's Exhibit

H.
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(The document above referred to was re-

ceived in evidence and marked Respondent's

Exhibit H.)

Mr. Tonjes
: I may add that there is an original

and amended return there, your Honor, which I

would like to have as one exhibit.

The Court: One exhibit, all right.

Mr. Tonjes : Now, I will offer the return of Mr.
Leo M. Harvey, the petitioner in this case, for the

year 1939, being one of the years here in contro-

versy.

The Court: Admitted, as Respondent's Exhibit I.

(The document above referred to was re-

ceived in evidence and marked Respondent's

Exhibit I.) [135]

Mr. Tonjes: I make the same offer for the year

1940.

The Court: Admitted, Respondent's Exhibit J.

(The document above referred to was re-

ceived in evidence and marked Respondent's

Exhibit J.)

Mr. Tonjes: And the same offer for the year

1941.

The Court: Admitted, Respondent's Exhibit K.

(The document above referred to was re-

ceived in evidence and marked Respondent's

Exhibit K.)
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Q. (By Mr. Tonjes) : Mr. Harvey, I show you
what purports to be your income tax return for the

year 1938, and ask you if you can identify the signa-

ture appearing thereon as your signature?

A. Yes, I did. That is my signature.

Q. I now show you what purports to be the in-

come tax return of Leo M. Harvey, and ask you if

that is your signature?

The Court: What year is that?

Mr. Tonjes: 1939. [136]

Q. (By Mr. Tonjes): Whether that is your

signature, and that is your tax return?

A. That is my signature.

Q. I now show you what purports to be an indi-

vidual income tax return for the year 1940 of Leo

M. Harvey, and ask you if that is your signature

on that document?

A. Yes, sir, this is my signature.

Q. Now I show you what purports to be the

income tax return of Leo M. Harvey for the year

1941, and ask you if that is your signature appear-

ing thereon? A. That is my signature. [137]
•jfr * * * * * *

Redirect Examination

By Mr. Altman:

Q. Mr. Harvey, you were asked on cross-exam-

ination whether you had transferred patents to the

Harcraft Company, and you answered that you did.

Did you receive any consideration of any kind for

that transfer? A. None.
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Q. How much stock do you own in the Harcraft

Company'? A. About 50 per cent.

The Court: Well, these patents were not paid

for in stock*?

The Witness: No, your Honor.

Q. (By Mr. Altman) : Mr. Harvey, on the di-

rect examination you made some statement in con-

nection with the transaction represented by [138]

Exhibit 1, that is the sale to Gerrard in 1938. Did

you receive some advice in connection with the in-

come tax—what, if any, income tax problem was

that?

A. The income tax problem involved at that

time was whether the money that I would receive

from the Gerrard Company for the sale of those

patents would be ordinary income or a capital gain,

and then in discussing the matter with an attorney

by the name of Bye, for the Steel Company, he

says, "The best thing for you to do is take the

question up in Washington direct with the Treasury

Department, present your case and show them the

contract, and get their final word on it, and I believe

it is positive that it will be construed as capital

gain."

Q. Did this income tax conversation have to

do with your income tax, with your contract with

Lawrence Harvey? I mean the contract under

which you were to pay Lawrence Harvey 20 per

cent.

A. Well, indirectly it did, because it was my

understanding that the money Lawrence wiW re-
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ceive should be ordinary income, while the money
I would get was a capital gain.

Q. Well, did you expect to save any income tax

by paying Lawrence these amounts?

A. No, no, because I figured that he would lose

money by doing it, because his, as a capital gain it

w^ould be in a [139] smaller bracket.

Mr. Altman: If your Honor please, counsel and

I have agreed upon a computation in that respect,

showing exactly what the difference was involved,

and showing that the taxes paid on Lawrence Har-

vey's return were much greater than the reduction

in taxes in Mr. Leo M. Harvey's return, and I

should like to offer that in evidence as Petitioner's

Exhibit 2.

Mr. Tonjes: That is objected to.

The Court: If it is stipulated, why make it an

exhibit ?

Mr. Tonjes: It is not stipulated, your Honor.

We were asked to stipulate, but I did not put the

document in the form of a stipulation because I

want to object to it, on the ground it is wholly im-

material what the tax effect would have been had

Mr. Harvey done this, that or the other thing. As I

see it, il is entirely immaterial. It certainly does

not in any way give Mr. Lawrence Harvey or Mr.

Leo Harvey, or anybody else, any rights in any of

these patents, and what the tax effect would have

been had the transaction, or any part of it, taken a

different form, as I say, is entirely immaterial.

The Court : To what extent is that material 1
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Mr. Altman : It goes, if the Coiu't please, to the

agi'eement between Mr. Leo Harvey and his son,

Lawrence Harvey, [140] with respect to this service.

The Court: You make an objection as to the

materiality. Are you agreeing in any respect what-

ever as to this document he is offering in evidence?

Mr. Tonjes: Yes, I agree, your Honor, that the

figures shown thereon are correct.

The Court: Very well, it may be admitted as

Petitioner's Exhibit No. 2, simply for the purpose

of showing that fact.

(The document above referred to was re-

ceived in evidence and marked Petitioner's

Exhibit No. 2.)

Q. (By Mr. Altman) : Mr. Harvey , in the

course of this examination you made a statement

that your contract with Lawrence Harvey was re-

duced to writing after the transaction with Gerrard.

I show you a copy taken from my own file of what

purports to be your agreement. Will you say

whether this is a true copy of that agreement?

A. I believe it is. This is a true copy of the

agreement that I made with Lawrence on April 2,

1938.

Mr. Altman : I should like to offer that as Peti-

tioner's Exhibit 3.

Mr. Tonjes: No objection.

The Court: Admitted.

(The document above referred to was re-

ceived in evidence and marked Petitioner's

Exhibit No. 3.) [141]
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PETITIONER'S EXHIBIT No. 1

It is understood and agreed that the aforesaid

U. S. patents, U. S. patent applications and inven-

tions in the round wire and flat band strapping

fields only and the aforesaid foreign patents, foreign

patent applications and inventions in the flat band

strapping field only hereinabove referred to as

being owned by first party and limited as aforesaid

include not only patents, patent applications and in-

ventions owned by first party, but also patents,

patent applications and inventions, if any, owned

by Herbert Harvey and in which eitlier or both

first party and said Herbert Harvey have an inter-

est, and first party agrees that with respect to all

said patents, patent applications and inventions,

if any, owned by or in which Herbert Harvey has

an interest, first party will cause said Herbert

Harvey to execute and deliver all instruments and

to do all acts and things which first party has

herein agreed to execute and deliver and do with

respect to patents, patent applications and inven-

tions owned by first party.

« * * * * » *

[Endorsed] : Admitted in evidence Nov. 8, 1946.
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PETITIONER'S EXHIBIT NO. 2

If (1) the payments by petitioner Leo M. Harvey
to Lawrence A. Harvey referred to in paragraph

5-C-l of the petition were eliminated from the gross

income of said Lawrence A. Harvey, and (2) a like

amount was restored to the net income of peti-

tioners Leo M. Harvey and Lena P. Harve}^ and

(3) the gains derived from the sale of patents

referred to in paragraph 5-A-l of the petition were

treated as capital gains, and (4) the said capital

gains were divided between short term and long

term on the basis of the same percentages as those

used by the petitioners on their returns (7.292% to

assets held eighteen months or less and 92.708% to

assets held more than twenty-four months), then

The resulting aggregate additional tax for each

year of Leo M. Harvey and Lena P. Harvey, the

resulting reduction in tax for each year of Lawrence

A. Harvey, and the net resulting reduction in the

aggregate taxes of Leo M. Harvey, Lena P. Harvey

and Lawrence A. Harvey for each year would be

as follows:

Net Reduction in Tax

—

Additional Tax Leo M. Harvey.

LeoM. &LenaP. Reduction in.Tax— Lena P. Harvey and

Year Harvey Lawrence A. Harvey Lawrence A. Harvey

1938 $ 469.42 $1,128.13 $ 658.71

1939 692.60 657.64 (34.96)

1940 1,422.68 2,017.31 594.63

1941 1,492.00 4,340.80 2,848.80

Total $4,076.70 $8,143.88 $4,067.18

[Endorsed] : Filed Nov. 8, 1946. [143]
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PETITIONER'S EXHIBIT NO. 3

Lawrence A. Harvey
Attorney and Counselor at Law '

'

'

6200 Avalon Boulevard

Los Angeles, California

April 2, 1938.

To Leo M. Harvey, dr.

For good and valuable services in aiding and
assisting in the negotiation and the drafting and

prepartion of contracts and notes in connection

with the sale of the Gerrard patents and agreements

on wire tying business to The Gerrard Company,

Inc. and the American Steel & Wire Company, you

are to pay me Twenty (20%) Per Cent of all pro-

ceeds of such sale as received by you.

Your signature wdll constitute your agreement.

/s/ LAWRENCE A. HARVEY.

I hereby agree to the above

/s/ LEO M. HARVEY.

[Pencil Notation]: Patent.

[Endorsed] : Filed Nov. 8, 1946. [144]
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The Tax Court of the United States

Dockets No. 7116 and 7117

LEO M. HARVEY and LENA P. HARVEY,
Petitioners,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DESIONATION OF CONTENTS OF RECORD
ON REVIEW

To the Clerk of the Tax Court of the United States

:

You will please prepare, transmit, and deliver to

the Clerk of the United States Circuit Court of

Appeals for the Ninth Circuit copies (or originals

where indicated) duly certified as correct of the fol-

lowing documents and records in the above-entitled

causes in connection with the petition for review

heretofore filed by the petitioners

:

1. The docket entries of all proceedings before

the Tax Court.

2. Pleadings before the Tax Court, as follows:

(a) Petition (in Docket No. 7116 only).

(b) Answer (in Docket No. 7116 only).

(c) Amendment of petitions embodied in

motion to amend them, filed September

6, 1946, and granted October 9, 1946.

(d) Amendment of petitions embodied in

motion to amend them, filed and granted

November 4, 1946.
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(e) Answer to petition as amended, filed

November 8, 1946.

(f) Answer to amendment to petition, filed

November 8, 1946.

3. Motion for Judgment on the Pleadings, filed

April 2, 1945, and denied May 17, 1945 (in Docket

No. 7116 only). [147]

4. The findings of fact and opinion of the Tax

Court.

5. Motion for rehearing.

6. Order entered April 29, 1947, amending find-

ings of fact and opinion and denying motion for

rehearing.

7. The decisions of the Tax Court.

8. The petition for review.

9. All of the official transcript of oral testimony

of the hearing November 8, 1946.

10. All of the exhibits, including copies of peti-

tioners' exhibits 2 and 3, and the originals of all the

other exhibits.

11. This designation of contents of record on

review.

The pleadings and other papers filed separately

in Docket No. 7117 are omitted for the reason that

they are identical in all material respects,

except as to name of petitioner, with correspond-

ing pleadings and other papers in Docket No. 7116.

Inclusion of the pleadings or other papers in Docket

No. 7117 would in consequence constitute mere du-

plication.

With respect to items 9 and 10 above petitioners
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quote as follows from a letter received from re-

spondent dated October 31, 1947

:

"If you do not wish to go up on the pleadings

and the memorandum findings of fact and opin-

ion and decisions of the Tax Court, it would

seem, in view of the nature of the questions

involved, that a complete record is necessary

and that in your designation of contents of

record on review you should therefore also

call for the transcript of the hearing and the

exhibits."

Dated: November 20, 1947.

/s/ GEORGE T. ALTMAN,
Attorney for Petitioners.

Personal service of a copy of the foregoing des-

ignation is hereby acknowledged as having been

made this 24th day of November, 1947.

/s/ CHARLES OLIPHANT, CAR
Chief Counsel, Bureau of

Internal Revenue.

Filed November 25th, 1947. [149]

[Title of Tax Court and Causes.]

CERTIFICATE

I, Victor S. Mersch, clerk of The Tax Court of

the United States, do hereby certify that the fore-

going pages, 1 to 149, inclusive, contain and are a

true copy of the transcript of record, papers, and
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proceedings on file and of record in my office as

called for by the Praecipe in the appeal (or ap-

peals) as above numbered and entitled.

In testimony whereof, I hereimto set my
hand and affix the seal of The Tax Court of the

United States, at Washington, in the District of Co-

lumbia, this 15th day of December, 1947.

EMJ

[Seal] /s/ VICTOR S. MERSCH,
Clerk, The Tax Court of the

United States.

[Endorsed]: No. 11823. United States Circuit

Court of Appeals for the Ninth Circuit. Leo M.

Harvey and Lena P. Harvey, Petitioners, vs. Com-

missioner of Internal Revenue, Respondent. Tran-

script of the Record. Upon Petition to Review a

Decision of The Tax Couii: of the United States.

Filed January 2, 1948.

/s/ PAUL P. O'BRIEN,
Clerk of the United States Circuit Court of Ap-

peals for the Ninth Circuit.
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In the United States Circuit Court of Appeals

for the Ninth Circuit

11823

T. C. Docket Nos. 7116 and 7117

LEO M. HARVEY and LENA P. HARVEY,
Petitioners on Review,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent on Review.

MOTION FOR ENLARGEMENT OF TIME IN
WHICH TO FILE TRANSCRIPT OP
RECORD

Come Now the petitioners in the above-entitled

proceeding, by their counsel of record, and request

an enlargement of 40 days in which to file the

Transcript of Record. The reason for the enlarge-

ment is that the time otherwise allowable would ex-

pire November 26, 1947, and the time so far elapsed

has been lost in an attempt, which has not proved

successful, to reach an agreed statement under Rule

76 of the Rules of Civil Procedure.

Respondent has stated that he will have no objec-

tion to the granting of this motion.

Wherefore, it is prayed that this motion be

granted.

/s/ CxEORGE T. ALTMAN,
Attorney for Petitioners on

Review.
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State of California,

County of Los Angeles—ss.

George T. Altman, being duly sworn, deposes and

says: that he is attorney for petitioners on review

in the above-entitled matter; and that the facts

stated in the foregoing motion are true and correct.

/s/ GEORGE T. ALTMAN.

Sworn and subscribed to before me this 14th

day of November, 1947.

/s/ BEN H. RUDNICK,
Notary Public in and for Said

County and State.

[Endorsed]: Filed Nov. 18, 1947; re-filed Jan.

2, 1948.

So Ordered:

/s/ FRANCIS A. GARRECHT,
Senior United States Circuit

Judge.
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In the United States Circuit Court of Appeals

for the Ninth Circuit

Docket No. 11823

LEO M. HARVEY and LENA P. HARVEY,
Petitioners on Review,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent on Review.

STATEMENT OF POINTS ON WHICH
PETITIONERS INTEND TO RELY

Come Now the petitioners in the above-entitled

proceeding, by their counsel of record, and, for the

purpose of statement of points on which they intend

to rely, assign as error the following acts or admis-

sions of the Tax Court:

1. Denial of motion for judgment on the plead-

ings.

2. Failure to hold that the amount, or any por-

tion of the amount, received each year on the Ger-

rard notes was an amount received on the sale of

''capital assets" as that term is defined in Section

117(a)(1) of the Internal Revenue Code.

3. Failure to find that the flat band patents sold

to Gerrard were not property used in the trade or

business of a character which is subject to the allow-

ance for depreciation.
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4. Failure to allow either as offsets or deduc-

tions the amounts paid Lawrence A. Harvey and

Herbert Harvey, or any portion thereof.

5. Finding- of deficiencies for the years involved

instead of overpayments as requested.

/s/ GEORGE T. ALTMAN,
Counsel for Petitioners on

Review.

Dated: January 7, 1948.

[Endorsed] : Filed Jan. 8, 1948.
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No. 11823

IN THE

United States Court of Appeals
FOR THE NINTH CIRCUIT

Leo M. Harvey and Lena P. Harvey,

Petitioners,

vs.

Commissioner of Internal Revenue,

Respondent.

OPENING BRIEF FOR PETITIONERS.

JURISDICTION.

The jurisdiction of this Court is invoked under Section

1141(a) of the Internal Revenue Code. Petitioners are

residents of Los Angeles, California.

ISSUES PRESENTED.

The controversy involves a proper determination of the

petitioners' liability for federal income taxes for the cal-

endar years 1939, 1940 and 1941. The issues are:

1. Whether the gain realized by petitioners on ac-

count of the installment sale of certain patents constituted

capital or ordinary gain.

2. Whether certain portions of the sales price paid

by petitioners to others can properly be excluded from or

offset against the sales price received, and whether in that

connection the Tax Court should have granted petitioners'

motion for rehearing.

3. Whether the Tax Court should have granted peti-

tioners' motion for judgment on the pleadings.



»
STATEMENT.

'

The following statement is drawn from the Tax Court's

findings of fact, from the evidence and from other parts

of the record. The evidence is cited, not in derogation of

the findings, except where so expressly stated, but in sup-

plement thereto. Petitioners request remand, if necessary,

for the purpose of obtaining findings covering the evi-

dence so cited.

General Facts.

1. Petitioners are husband and wife residing in Los

Angeles. They filed separate returns for the taxable years

on a community and accrual basis [R. 43]. Unless other-

wise indicated, the term ''petitioner" in the singular will

hereinafter be used to refer to petitioner Leo M. Harvey.

Facts Relative to Issue No. 1.

2. By written agreement dated March 21, 1938, peti-

tioner sold certain patents and applications for patents,

both foreign and domestic, to the Gerrard Company, Inc.,

hereinafter referred to as ''Gerrard." The patents so sold

by petitioner covered inventions in the round wire tying

and the flat band strapping and tying fields. Gerrard paid

petitioner as consideration $25,000 cash upon execution of

the agreement and delivered to petitioner 10 negotiable

promissory notes, each in the amount and each having then

a fair market value of $40,000, all dated April 2, 1938,

numbered 1 to 10, inclusive, and maturing serially com-

mencing April 2, 1939, and thereafter on April 2 of each

succeediiig year through April 2, 1948. These notes were

tendered and accepted as payment. During the taxable

years here involved these notes were paid when due [R.

43].
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3. While the patents sold included patents in the round

wire as well as the flat band field, the entire value repre-

sented by the proceeds of the sale was in the flat band

patents [R. 71-73, 105]. This value resulted from a mini-

mum royalty of $30,000 per year which Gerrard was obli-

gated to pay petitioner under license contracts covering

the said flat band patents [R. 71-73].

4. There were no royalties paid on the flat band patents

other than the minimum royalties above referred to [R.

73]. There was no royalty contract covering the round

wire patents [R. 73, 91-102].

5. Petitioner, since about 1914, had been sole proprie-

tor of a business known as Harvey Machine Company.

This business consisted primarily of making industrial ma-

chinery on special order [R. 45]. Petitioner commenced

developing inventions in the wire-tying field in the middle

1920's, and subsequent thereto and from time to time ob-

tained the patents sold to Gerrard [R. 45]. The expense

of developing these inventions was deducted as business

expense of Harvey Machine Company [R. 45].

6. Some time in 1930 petitioner licensed Gerrard to op-

erate under certain of the flat wire tying patents at a

minimum royalty of $30,000 a year (referred to above

in paragraph 3), which petitioner received from 1931 to

1937, inclusive. In 1938 and by the terms of the sales

contract Gerrard agreed to pay petitioner certain amounts

on account of royalties due up to and including March

31, 1938. The royalty payments received by petitioner

prior to 1938 were reported by petitioner as income from

the business of Harvey Machine Company [R. 45-46, 57].

7. Under the license contracts covering the flat band

patents petitioner made only the first finished models. That



was sometime in 1930 or 1931 fR. 82]. After that his

only work in connection with those patents was to complete

applications and improvements in process [R. 82-83]. None

of such work, however, continued into the last two or two

and one-half years prior to the sale of the patents on

March 21, 1938 [R. 83]. Except for the first finished

models, made by him in 1930 or 1931, petitioner never

made any machine covered by the said patents [R. 83].

8. The said flat band patents were wholly unrelated to

petitioner's business, and were wholly unrelated to the

patents in the round wire field. In that respect petitioner

testified, without controversion, as follows:

A. On direct examination

—

"Q. Were these flat band patents in any way perti-

nent to or necessary to or were they in some way

involved in the business which you were carrying on

in the last two or three years or so prior to that

transaction? A. We never used the patent because

we never made the machines.

0. Referring to the wire machine or wire tying

trade, are round wire and flat wire or slot band wholly

different fields of production? A. Yes, they are"

[R. 83].

"Q. Did the flat band patents have any relation

in any respect to the round wire patents? A. None,

because they are an entirely different art" [R. 69].

B. On cross-examination

—

'The object of this round wire and flat wire is the

same, is to hold the box together, but the most dis-

tinctive feature between the two is to create a seal

to hold it together so it won't come apart. On the

round wire to make a seal is very easy, there isn't

anything to it, it is just twisted. That is why people
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can all get in the round wire business, but it is differ-

ent in the flat band. People who are in the flat busi-

ness don't nail off the wire" [R. 105-106].

9. Petitioner sold his wire-tying patents to Gerrard for

the purpose of raisin^- capital in order to branch out into

larger business [R. 68].

10. Petitioner was not in the business of selling

patents. Other than the patents involved here he never

sold any patents to anyone. He never held any patents

for the purpose of selling them [R. 81]. The sale of the

patents involved here was not to a mere customer but to

a person which already, and since 1930, had the use of

the patents, and under a license obligating it to pay peti-

tioner a minimum royalty of $30,000 per year [R. 45-46].

Facts Relative to Issue No. 2.

11. By written agreement and under circumstances

hereinafter described petitioner paid his son Lawrence 20

per cent of the proceeds of the sale as received by peti-

tioner. Petitioner also paid certain amounts to his brother

Herbert from such proceeds. Herbert was thus paid $2,-

500 in each of the taxable years here involved [R. 43-44].

12. Petitioner's son, Lawrence, was an attorney about

28 years old in 1938. He assisted petitioner in negotiat-

ing the sales contract with Gerrard [R. 44]. Petitioner

engaged Lawrence for this purpose [R. 107], instructing

him to "make a deal" [R. 103-104, 107], and agreeing in

advance to compensate him if he succeeded [R. 103-104].

After a deal was completed, the compensation agreement

was reduced to writing [R. 104, 123]. Under said writ-

ten agreement, dated April 2, 1938 (the very same day

that the sale was completed—see paragraph 2 above), peti-



tioner agreed to compensate Lawrence for his efforts in

connection with the sale of the patents by paying- him 20

per cent of all proceeds of the sale as received by peti-

tioner. Under this agreement petitioner paid Lawrence

$8,000 a year during the taxable years [R. 44-45, 120,

123].

13. Petitioner employed as attorneys in -connecton with

the Gerrard deal, Max Schlesinger, who handled the tax

aspects, one Rubin and a Walter Sheldon* [R. 44-45].

14. Before completing the sale of the patents to Ger-

rard petitioner sought tax advice and was advised that

under the law the gain on the sale was capital gain [R.

118-119]. He believed also that since the payments to

Lawrence would be ordinary income to Lawrence, while

they would only reduce his own capital gain, there would

*The Tax Court states in its findings [R. 45] that petitioner

"also" employed as attorneys the three individuals named. The
apparent implication is that he employed Lawrence as attorney.

The fact that Lawrence was an attorney does not, of course, re-

quire the conclusion that his services in the Gerrard deal were as

attorney, or solely as attorney. On the contrary, the Court itself

in its findings with respect to Lawrence's services says only that

Lawrence assisted petitioner in "negotiating" the sales contract with

Gerrard. [R. 44.] The evidence amply supports this finding and
shows also that Lawrence's principal efl^orts were as negotiator, not

as attorney. [R. 107, 108—cross-examination.] Perhaps the Court
used the worcl "also" inadvertently or did not intend the implica-

tion above mentioned.

With respect to Walter Sheldon the Tax Court in its findings

[R 45] added:

"Walter Sheldon was paid $22,500 in 1938 for his services,

which services among others concluded Sheldon's work in

connection with the Gerrard sale."

There is nothing anywhere in the evidence to support the implica-

tion apparent in the word "concluded" that Sheldon rendered serv-

ices in connection with the sale to Gerrard prior to 1938. The
evidence, in fact, is clear to the contrary. [R. 104.] Nor was the

sale even in petitioner's mind prior to 1938. [R. 68.] Perhaps,
however, the Court meant "included" instead of "concluded."
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be a net tax loss, to himself and Lawrence combined, be-

cause of said payments [R. 119-120]. On the basis of

the returns filed- by them there was, in fact, a net tax loss

of $4,067.18 for 1938 and the taxable years here involved

[R. 120-122].

15. Petitioner's brother, Herbert, had been an em-

ployee of petitioner, in connection with the business known

as Harvey Machine Company, since about 1918 on a sal-

ary ranging- from $500 to $1,500 a month [R. 45].

16. Petitioner developed the wire-tying inventions

with the advice and assistance of Herbert. He paid Her-

bert 10 per cent of the $30,000 annual minimum royalty

received by him from Gerrard [R. 46]. From the very

beginning-, each month that he received a payment from

Gerrard, he paid Herbert his percentage [R. 77, 97]. He
made these payments to Herbert because he considered

Herbert's advice very valuable [R. 97]. In that connec-

tion petitioner testified:

"It is not what you do in the daytime in the busi-

ness, it is what you do in the evening and Sundays

and holidays in discussing these matters and advis-

ing, I -considered was valuable to me" [R. 97].

When the patents were sold petitioner settled with Her-

bert by agreeing to pay him in lieu of the 10 per cent of

royalties, $2,500 out of each payment of $40,000 received

from Gerrard [R. 77-78]. The sales contract with Ger-

rard, in which petitioner is referred to as "first party",

provided inter alia:

"It is understood and agreed that the aforesaid

U. S. patent a])plications and inventions in the round

wire and flat band strapping fields only and the afore-

said foreign patents, foreign patent applications and



inventions in the flat band strapping field only here

inabove referred to as being owned by ffrst party

and limited as aforesaid include not only patents,

patent applications and inventions owned by first

party, but also patents, patent applications and inven-

tions, if any, owned by Herbert Harvey and in which

either or both first party and said Herbert Harvey

have an interest, and first party agrees that with re-

spect to all said patents, patent applications and inven-

tions, if any, owned by or in which Herbert Harvey

has an interest, first party will cause said Herbert

Harvey to execute and deliver all instruments and to

do all acts and things which first party has herein

agreed to execute and deliver and do with respect to

patents, patent applications and inventions owned by

first party" [R. 46, 67-68, 121].

Facts Relative to Issues No. 2 and No. 3.

17. In reporting the proceeds of the sale of these

patents for income tax purposes petitioners excluded or

deducted from the sales price the said amounts payable to

Lawrence and Herbert respectively. The remainder of

the sales price was reported on the installment basis and

treated as capital gain, each petitioner reporting a com-

munity one-half [R. 44].

18. The election to report this sale on the installment

basis was made by petitioners in their returns for the year

1938, under Section 44(b) of the Revenue Act of 1938;

but otherwise their returns for 1938 were on the accrual

basis. (Alleged and admitted in the pleadings. [R. 12,

30.
] ) Petitioner never regularly sold any property on the

installment plan [R. 84].

19. The Commissioner disallowed (a) the treatment of

the gain as capital gain, and (b) the exclusion or deduc-



tion of the amounts paid Lawrence and Herbert. The

only explanation given therefor in his notice of deficiency

to each petitioner is as follows:

''It is determined that the entire $40,000.00 re-

ceived in each year is taxable as ordinary income"

[R. 21].

20. Petitioners petitioned the Tax Court for a redeter-

mination, alleging as error the treatment of the gain as

ordinary income, and the failure to allow the payments to

Lawrence and Herbert, either as offsets against the sell-

ing price, or as deductions under Section 23(a)(2) of

the Internal Revenue Code [R. 11]. Commissioner in his

answer [R. 30-31] denied inter alia certain negative alle-

gations of petitioners, including the following [R. 15] :

''12. None of said patents were stock in trade of

petitioner.

"13. None of said patents were other property of

a kind which would properly be included in the in-

ventory of the petitioner if on hand at the close of

the taxable year.

"14. None of said patents were held by petitioner

primarily for sale to customers in the ordinary course

of his trade or business."

Petitioners made said allegations for the obvious purpose

of taking the patents out of the following portion of the

exception clause in the definition of "capital assets" in

Section 117(a)(1) of the Internal Revenue Code [Ap-

pendix herein, p. 3] :

"but does not include stock in trade of the taxpayer

or other property of a kind which would properly be

included in the inventory of the taxpayer if on hand

at the close of the taxable year, or property held by
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the taxpayer primarily for sale to customers in the

ordinary course of his trade or business. . . ."

21. Petitioners thereupon filed motion for judgment on

the pleadings [R. 39-41], on the ground (a) that the de-

nial by Commissioner of the said negative allegations

of petitioner amounted to an allegation by him that the

patents did fall within said portion of said exception clause,

(b) that a sale of property falling within said portion of

said clause could not be a "casual" sale within the mean-

ing of Section 44(b) of the Revenue Act of 1938 [Ap-

pendix herein, p. 1] and could not therefore be re-

ported on the installment basis, and (c) that the said

denial by Commissioner amounted as a result to an allega-

tion that none of the gain on the sale of the patents was

properly reportable in any of the years here involved, the

said sale having taken place in 1938.

The Tax Court denied said motion for judgment on the

pleadings. Commissioner, however, did not abandon his

denial of said negative allegations of petitioners. On the

contrary, at the trial, in his counsel's opening statement,

he placed his position in that respect in clear, positive form,

as follows:

"Of course, it was an asset held by the Petitioners

primarily for sale in the ordinary course of the trade

or business. . . ." [R. 67.]

22. After decision by the Tax Court for the Commis-

sioner petitioners filed motion for rehearing [R. 50]. The

Court met the first ground of the motion by amending its



—11—

findings of fact [R. 56-57]. With respect to the remain-

ing grounds, however, the Court simply denied the motion

[R. 57]. The said remaining grounds, in brief, were as

follows

:

(a) That the Court in its opinion having considered

the value of Lawrence's services as distinguished

from the bona fides of his compensation, which

alone petitioners had considered in issue, they de-

sired now to call Lawrence as a witness in con-

nection with such value.

(b) That the Court while finding that Lawrence did

render services failed to place any value upon

them.

(c) That the Court's conclusions in respect to Her-

bert were in conflict with the evidence and that

petitioners desired to call Herbert as a witness

for the purpose only of avoiding any implication

that might have resulted from the fact that he

had not been called.

Petitioners attached to the motion affidavits [R. 53-56]

showing in substance what the testimony of said witnesses

would be if they were called. As above stated, the Tax

Court denied the motion. Petitioners then filed their peti-

tion for review by this Court.
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ARGUMENT.

The g-ain realized by petitioners from the installment

sale of patents to Gerrard in 1938 was capital gain. The

statutory provisions in that respect cover all property, sub-

ject to specified exceptions. The provisions upon which

respondent must rely are thus exception clauses and should

be narrowly construed.

The said exceptions are:

1. Stock in trade of the taxpayer,

2. Other property of a kind which would properly

be included in the inventory of the taxpayer if on

hand at the close of the taxable year,

3. Property held by the taxpayer primarily for sale

to customers in the ordinary course of his trade

or business, and

4. Property used by the taxpayer in his trade or

business and subject to the allowance for de-

preciation.

The patents involved here did not fall within any of the

said exceptions. The Tax Court in its opinion stated that

the patents were probably not within any of the first

three exceptions, but did fall within the fourth. Its con-

clusion with respect to the first three exceptions is well

supported by the facts. Petitioner was not in the business

of selling patents. Nor was this sale a sale to a "custo-

mer" in the usual sense of that term. Nor did the sale

take place in the "ordinary course" of his business.

As to the fourth exception the Tax Court was definitely

in error. Under the circumstances of this case, this ex-

ception in the definition of capital assets should be nar-

rowly construed and any doubt in its meaning should be



—13—

resolved in favor of the taxpayer. The reason is that the

appHcation of this exception to these petitioners is prejudi-

cially retroactive, and is not within the intent of Congress.

Nor were the patents in fact used in petitioner's trade

or business. For the purpose of this exception provision,

use in the trade or business means such use at the time of

sale. At the time of sale and for several years prior there-

to, petitioner was a mere passive recipient of minimum

royalties under a license of the said patents granted by

him to Gerrard in 1930. The mere passive receipt of

royalties is not in itself a trade or business. Nor is it

made a trade or business merely because the property from

which the royalties are derived may have originated in the

taxpayer's trade or business. This is emphasized here by

the fact that the patents were sold for the purpose of rais-

ing capital in order to expand the business; and it was to

unfreeze capital for that very purpose that Congress en-

acted the capital gain provisions.

The payments to Lawrence A. Harvey and Herbert Har-

vey out of the proceeds of the sale should be allowed as

an exclusion from or offset against the selling price. For

this purpose it is only necessary to show that the payments

were bona fide and were actually incurred in connection

with the sale of the patents. It is not necessary to show

that they were ordinary and necessary, or reasonable. The

payments to Lawrence were bona fide and actually in-

curred in connection with the sale of the patents. The

payments to Herbert were payments for his interest in the

patents. In any event, the payments to Herbert were cap-

ital expenditures incurred by petitioner in connection with

the patents and therefore deductible as offsets against the

selling price. The Tax Court concluded that the services

of Herbert were invaluable. It certainly therefore should
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have allowed the deduction of a mere $2,500 out of each

$40,000 payment received by petitioner.

In any case, as the Tax Court found, Lawrence and

Herbert did render services. As a result, the Commis-

sioner was in error in making no allowance at all. The

Tax Court therefore could not, as it did, simply sustain

the Commissioner but bore a duty to make a determina-

tion as to the value of those services and to allow at least

such amount as deductions. To that end, if necessary, the

Court should have granted petitioners' motion for rehear-

ing.

Petitioners' motion for judgment on the pleadings should

have been granted. A motion for judgment on the plead-

ings should be granted where a position taken by the op-

posite party on the facts, if it represented the truth, would

require such a judgment and such opposite party fails to

amend. The Commissioner in his answer took such a

position because he took a position, inter alia, that the prop-

erty fell within the first three exceptions to capital asset

classification stated above, and such position is inconsistent

with the inclusion in gross income in the years here in-

volved of any part of the proceeds of the sale. The Com-

missioner, furthermore, after petitioners filed motion for

judgment on the pleadings, pointing out the defect in his

answer, made no attempt to amend. On the contrary, he

reaftirmed the said position at the opening of the hearing,

in express words. The motion for judgment on the plead-

ings should therefore have been granted.
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POINTS OF LAW.

Issue No. 1: Whether the Gain Realized by Petitioners

on Account of the Installment Sale of Certain Patents

Constituted Capital or Ordinary Gain.

I.

The Statutory Provisions Upon Which Respondent
Must Rely Are Excepting Clauses and Should Be
Narrowly Construed.

The respondent's deficiency notice denies to petitioners

the treatment as capital gain of the amounts received un-

der the Gerrard contract on the ground that such amounts

are ''ordinary income." The deficiency notice contains

no other description or explanation. The applicable statu-

tory provision, Section 117 of the Internal Revenue Code,

is, to the extent pertinent, given in the Appendix, p. 3.

The words "ordinary income" appear nowhere in that

provision. Those words have merely come to signify any

income which is not gain on the sale or exchange of "capi-

tal assets."

Coming then to the statutory definition of the term

"capital assets", the Committee on Ways and Means has

stated

:

"It will be noted that the definition inchides all

property, except as specifically excluded." (Report

—

Ways and Means Committee, 73d Cong. 2d Sess.,

House Rept. 704, page 31; 1939-1 C. B. Part 2, p.

577.)

An excepting clause is to be narrowly construed. U. S. v.

Scharton, 285 U. S. 518, 52 S. Ct. 416. The capital gain
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provisions were enacted to make it possible for a tax-

payer to dispose of items of investment property without

being- deterred by the high rates of tax otherwise ap-

pHcable ; for it was found that "an excessive tax on capital

gains freezes transactions and prevents the free flow of

capital into productive investments." (Report—Senate

Finance Committee, 75th Cong., 3d Sess., S. Rept. 1567,

page 6; 1939-1 C. B. Part 2, p. 783.) The capital gain

provisions should be interpreted so as to carry out that

Congressional purpose. The very purpose of those pro-

visions emphasizes the applicability here of the general

rule that an excepting clause is to be narrowly construed.

The Commissioner's notices of deficiency gave the peti-

tioners no notice of the particular exception or exceptions

upon which he relied. In his answer, however, by way of

denial, the Commissioner placed reliance upon all of them.

As the statutory provision shows, there were four such

exceptions

:

1. "Stock in trade of the taxpayer",

2. "Other property of a kind which would properly

be included in the inventory of the taxpayer if on

hand at the close of the taxable year",

3. "Property held by the taxpayer primarily for

sale to customers in the ordinary course of his

trade or business",

4. "Property, used in the trade or business, of a

character which is subject to the allowance for

depreciation provided in Section 23(1)".
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II.

The Patents Involved Were Not "Stock in Trade of

the Taxpayer", Nor "Other Property of a Kind
Which Would Properly Be Included in the In-

ventory of the Taxpayer if on Hand at the Close

of the Taxable Year", Nor "Property Held by the

Taxpayer Primarily for Sale to Customers in the

Ordinary Course of His Trade or Business."

The Tax Court in its opinion stated

:

"While it may be doubtful whether the patents in-

volved constituted petitioner's stock in trade or prop-

erty of a kind which would properly be included in

inventory or property held primarily for sale to cus-

tomers in the ordinary course of business, . .
."

[R. 46.]

The Court thus took the patents out of the first three

statutory exceptions to -capital asset classification.

The facts amply support that result. Petitioner was

not in the business of selling patents. Other than the

patents involved here he never sold any patents to any one.

As to the patents involved here, he never held them for

sale to any one. The actual sale here, furthermore, was

not to a mere "customer." The vendee, the Gerrard Com-

pany, was at that time, and had been since 1930, the ex-

clusive licensee of those patents, and was obligated under

the license to pay petitioner a minimum royalty of $30,000

per year. Nor was the sale in "the ordinary course of

business", since the purpose of the sale was to obtain

capital for expansion purposes.

Plainly then the patents involved here were not "stock

in trade of the taxpayer." It must also follow that they

were not "other property of a kind which would properly

be included in the inventory of the taxpayer if on hand
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at the close of the taxable year." The term inventory

is applical^le only to items "which have been acquired for

sale or which will physically become a part of merchandise

intended for sale." [Reg. Ill, Sec. 29.22(c)-l, Appendix

herein, p. 4.] Definitely these patents were not in that

category. It must follow, too, that these patents were

not "property held primarily for sale to customers in the

ordinary course of the taxpayer's trade or business." In

Samuel E. Diescher v. Com., 36 B. T. A. 732, the Board

stated, at page 743

:

,

•

"He [the Commissioner] argues that the patents

were held by the partnership j^rimarily for sale in

the course of its business. As to this, the record dis-

closes nothing, in our opinion, indicating that the part-

nership has ever been in the business of buying and

selling patents or in developing inventions for patent

and sale. So far as we know, the patents involved

here are the first which the partnership has ever

sold, although it has been in business for many years.

All of the other transactions having to do with the

patents of the partnership have been connected with

the licensing of their use. The basic patent involved

in the exchange between the partnership and the

newly organized corporation, and which represents

the largest individual value among the patents and

inventions exchanged, had been owned for many years

by the partnership. During that time its use by other

companies had been granted under license agreements.

It is evident that the patents and inventions here in

dispute did not constitute stock in trade, held for

sale by the partnership in the course of its business."

The Tax Court reaffirmed that view in Edward C. Myers

V. Commissioner, 6 T. C. 258. To the same effect is

Bessie B. Hopkinson v. Commissioner, 42 B. T. A. 580,

581, affirmed C. C. A. 2, 120 F. 2d 406.
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III.

The Patents Involved Were Not "Property, Used in

the Trade or Business, of a Character Which Is

Subject to the Allowance for Depreciation Pro-

vided in Section 23(1)."

(a) This Exception in the Definition o£ Capital Assets

Should Not Only Be Narrowly Construed ; Any Doubt

in Its Meaning Should Be Resolved in Favor of the

Taxpayer.

(1) The application of this exception in the definition

of capital assets to these petitioners is prejudicially retro-

active.

This exception was added to the statute under the Rev-

enue Act of 1938, enacted May 16, 1938. The sale in-

volved here, however, took place on March 21, 1938. It

is true that retroactive application of income taxes has

been held constitutional. This does not, however, remove

the possibility that in a particular case such application

may be unfair and unjust. Here a taxpayer made a sale

in the well grounded belief that the sale was a sale of

capital assets. He even sought advice in that respect

and received it. His purpose in making the sale, to enable

him to obtain capital for productive investment, was of

the very kind for which the capital gain provisions were

enacted. (Report—Senate Finance Committee, supra.)

The notes which he received were worth face value at

the time received. With such capital he was indeed em-

powered to expand his operations as he desired.

Only after the transaction was complete and irrevoca-

ble was this exception in the definition of capital assets

engrafted upon the law. It has been held that tax laws

are to be "construed and applied with a view to avoiding^
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so far as possible, unjust and oppressive consequences."

1 Mertens 62. More specifically, it has recently been

stated by the Supreme Court: "Retroactivity, even where

permissible, is not favored, except upon the clearest man-

date . . . The letter does not require this. The con-

sequences forbid it." Claridge Apartments Co. v. Com.,

323 U. S. 141, 164, 65 S. Ct. 172. Here the application

soug-ht of a statutory provision is prejudicially retroactive.

Under such circumstances the taxpayer is at least en-

titled to have any doubts resolved in his favor.

(2) The application of this exception in the definition

of capital assets to these petitioners is not within the in-

tent of Congress.

In presenting this provision to the floor of the House,

the Committee on Ways and Means stated

:

"The definition of capital assets is slightly modified

so as to exclude from the definition, property used in

the taxpayer's trade or business, which is subject to

depreciation allowances. This, in the great majority

of cases, should be of benefit to the taxpayer, since

it will allow him to take losses against his ordinary

income from the sale of such property. Under exist-

ing law, if a taxpayer loses on the sale of deprecia-

ble property, he can not charge it off against ordinary

income and can only receive a deduction if he has

capital gains. Moreover, the loss taken into account

is reduced according to the length of time during

w^hich he has held such property. Under the proposed

change, he will be able to charge off the full amount

of the loss against his ordinary income." Report

—

Ways and Means Committee, 75th Cong. 3d Sess.

House Rept. I860, 1939-1 C. B. Part 2, pp. 728,

732.



—21—

The Committee illustrated the operation of the provi-

sion as follows:

''Suppose that X, a manufacturer, purchased in

1932 a large machine, at a cost of $50,000. At the

time of acquisition and installment in his plant, the

machine had an estimated useful life of 10 years. X
was therefore allowed an annual deduction from gross

income for depreciation on the straight-line method

of one-tenth of the cost, or $5,000, with respect to

this machine. Assume that in 1938, when the ma-

chine has been in use for six years, a new and im-

proved type of machine is introduced, the installa-

tion of which would materially reduce X's costs of

production. X has, however, recovered only 60 per

cent of the cost of the old machine through the an-

nual deduction for depreciation. Let it be further

assumed that X could sell the old machine to Y, an-

other manufacturer, for $7,500, which is only 15 per

cent of its cost to X, but is materially in excess of its

junk or salvage value. If such a sale were con-

summated, X would sustain an actual loss of $12,-

500 on this machine. The result of section 117(a) 1

of the present bill is to allow X to deduct this loss

in full from gross income, whereas, but for such

provision, section 117(b) would limit X to a deduc-

tion of 40 per cent of this amount, or $5,000, of

which not more than $2,000 could be applied against

income other than long-term capital gains." (Ibid.,

pp. 752-53.)

The Senate Finance Committee, in presenting this provi-

sion to the floor of the Senate, stated:

"The definition of capital assets has been changed,

so that depreciable assets are no longer included in

the category of capital assets. This change made in

the House bill allows a corporation to receive the
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full benefit of a deduction for losses on the sale of

depreciable assets from its ordinary income." Senate

Report No. 1567, 75th Cong. 3d Sess., 1939-1 C.

B. Part 2, pp. 779, 783.

Clearly then it was the intent of Congress in enacting

this change in the definition of capital assets to liberalize

the definition in favor of the taxpayer because of the

inadequacy in certain cases of the allowance for deprecia-

tion. Certainly that change was never intended to draw

within its scope such property as is here l^efore this Court,

in which there is utterly no relation between cost and

value, and in which depreciation as a result could never

be a significant factor.

(b) The Patents Involved Here Were Not Used in the Tax-

payer's Trade or Business.

(1) The determination whether these patents were

property "used in the trade or business," within the

meaning of the clause in Section 117(a)(1) of the In-

ternal Revenue Code excepting Such property, depends on

whether the patents were so used at the time of sale.

In presenting the exception of property "used in the

trade or business" to the floor of the House the Committee

on Ways and Means stated

:

"It should ht noted, however, that it is limited to

property used by the taxpayer in his trade or busi-

ness at the time of the sale or exchange . .
."

House, etc. 1939-1 C. B. Part 2, pp. 728, 753.

The same point is made in R. W. Albright v. U. S. (D. C.

Minn.), 76 Fed. Supp. 532, Mar. 18, 1948, in which rul-

ings of the Commissioner to that effect were sustained.
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Under those rulings the Commissioner held that property

"used in the trade or business," within the meaning of

Section 117 of the Internal Revenue Code, was limited

to property so used at the time of its sale; and that there-

fore livestock acquired by a taxpayer for use in his trade

or business, and so used, but later separated out for sale

to customers in the ordinary course of his trade or busi-

ness, was not property "used in the trade or business"

for the purpose of Section 117 of the Internal Revenue

Code; and the court in the Albright case approved those

rulings. It is shown also in B. G. Lurie v. Commissioner

(C. C. A. 9), 156 F. 2d 436, that the definitions in Section

117 are referable to the time of the taxable transaction.

(2) It is immaterial whether the round wire patents

were used in petitioners trade or business since the total

proceeds of the sale were attributable to the flat band

patents, and the flat band patents had no relation to the

round wire patents.

The facts show that the entire proceeds of the sale

were attributable to the flat band patents. Furthermore,

the flat band patents had no relation to the round wire

patents. The flat band business was restricted by the

flat band patents, but any one could get into the round

wire business. It is immaterial therefore whether the

round wire patents were used in petitioner's trade or busi-

ness. The question is solely whether the flat band patents

were so used.

C3) In 1938 when petitioner sold his flat band patents

to Gerrard he was with respect to such patents a mere

passive recipient of minimum royalties under the license

granted by him to Gerrard in 1930.
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The basic facts in regard to the Hat band patents are

that: (a) no machines . were manufactured by petitioner

under them, except for models in 1930 or 1931; (b) from

1931 on those patents were under license to Gerrard

at a minimum royalty of $30,000 per year; (c) no royalty

beyond such minimum was ever paid him; (d) his only

work in connection with those patents after 1931 was

completion of applications and improvements in process;

(e) none of even such work continued into the last two

or two and one-half years prior to the sale on March 21,

1938; and (f) when petitioner sold them he did so in order

to obtain capital with which to expand into larger busi-

ness.

The conclusion is clear that with respect to these patents

petitioner at the time of the sale was a mere passive

recipient of minimum royalties under the license granted

by him to Gerrard in 1930.

(4) The mere passive receipt of royalties by petitioner

was not in itself a trade or business.

In order that anything be classified as a trade or busi-

ness there must be at least a regularity and continuity

of time, attention and labor devoted to carrying it on.

Snyder v. Commissioner, 295 U. S. 134; Van Wart v.

Commissioner, 295 U. S. 112; Hicjgins v. Commissioner,

312 U. S. 212. Even the case of John Fackler z'. Com.

(C. C. A. 6), 133 F. 2d 509, u])()n which respondent

will undoubtedly rely, does not deny that. There it was

necessary for the taxpayer to "furnish elevator service,

heat, light and water which required regular and con-

tinuous activity and the employment of labor, the buying

of material and many other things which come within

the definition of business.'' More recently, in Fahs v.
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Crawford (C. C. A. 5), 161 F. 2d 315, 318, the court,

sustaining the taxpayer, pointed out:

"Carrying on a business, however, impHes an oc-

cupational undertaking to which one habitually de-

votes tinie, attention and effort with substantial regu-

larity."

The conclusion must follow^ that petitioner's passive re-

ceipt of minimum royalties did not in itself constitute

a trade or business.

(5) These patents were not used in petitioner's trade or

business merely because they may have originated in his

trade or business.

The Tax Court in its opinion answers point (4) above

as follows:

"Nor do we consider it realistic to look only at the

receipt of royalties divorced from the efforts and ac-

complishments leading up to such receipt and to say

such passive receipt does not constitute a business."

[R. 48.]

Here the Tax Court is confusing the origin of a thing

with its use. The act or process of creating something

or bringing something into being is one thing; the act

or process of using it or carrying it on is something

wholly different. McDonald v. Commissioner^ 323 U. S.

57. In that case the Supreme Court sustained the de-

nial of a deduction for expenses incurred in campaigning

for office, pointing out that such expenses represent the

cost of getting the office, not of carrying it on.

Even if one assumes then that the patents here orig-

inated in petitioner's business—which petitioners do not
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concede—they were not for that reason used in his busi-

ness.

(6) Petitioner's Hat band patents were therefore mere

investments and not property "used in the trade or busi-

ness."

It has been shown that the receipt of the royalties on

the fiat band patents was not in itself a trade or busi-

ness, and that the patents were not property used in a

trade or business merely because they may have originated

in a trade or business. Nor is there any other basis sug-

gested l)y the record upon w4iich a contention of such use

can be predicated. Certainly at the time of their sale in

1938 these patents were mere investments.

The fact that they were sold to obtain capital for ex-

pansion emphasizes this fact. One does not normally sell

an asset ttsed in the business in order to raise capital for

expanding the business. Indeed, the purpose of the sale

is the very purpose for which the capital gain provisions

were enacted. As above observed, those provisions were

enacted because it was found that "an excessive tax on

capital gains freezes transactions and prevents the free

flow of capital into productive investments." Report

—

Senate Finance Committee, 75th Cong. 3d Sess. S. Rept.

1567, page 6; 1939-1 C. B. Part 2, p. 783. Whatever

may have been the origin of the patents here involved,

at the time of the sale they were mere investments and

not property used in a trade or business.

Certainly, considering all of the circumstances here and

the limited construction to be given the statutory provi-

sion, as outlined in point 1 above and part (a) of this

point III, the conclusion is warranted that the flat band

patents were not property used in the trade or business.
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Issue No. 2: Whether Certain Portions of the Sales

Price Paid by Petitioners to Others Can Properly Be

Excluded From or Offset Against the Selling Price,

and Whether in That Connection the Tax Court

Should Have Granted Petitioners' Motion for Re-

hearing.

I.

For This Purpose the Payments Must Be Classified

as Capital Expenditures, So That It Is Unneces-

sary to Show That They Were Ordinary and

Necessary and Reasonable but Only That They

Were Bona Fide and Actually Incurred in Con-

nection With the Transaction.

The application of an expense incurred in connection

with a sale as an exclusion from or offset against the sell-

ing price is not dependent upon its being "ordinary and

necessary," and "reasonable," as required in the case of a

deduction under Section 23(a) of the Internal Revenue

Code for compensation paid for personal services. Such

application of an expense as an exclusion or offset is not

made under Section 23(a), but under Section 22(a) in

arriving at the gross income from the transaction. In

Victoria Paper Mills Co. v. Com., 32 B. T. A. 667, af-

firmed per curiam, C. C. A. 2, 83 F. 2d 1022, the Board

stated

:

"The rule is well settled that commissions and other

similar charges, including attorney fees, incident to

the sale of or other disposition of property ordinarily

are to be treated as capital expenditures and are de-
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ductible from the selling price in determining the

amount of the gain or loss on the transaction." (Italics

supplied.)

The Internal Revenue Code contains no specific require-

ments in regard to capital expenditures. It provides only,

in so far as here pertinent, as follows:

a. In Section 111(a), that the "gain from the sale

or other disposition of property shall be the excess of

the amount realized therefrom over the adjusted basis

provided in Section 113(b) for determining gain,"

and

b. In Section 113(b), that in determining such

adjusted basis proper adjustment in respect of the

property shall "in all cases" be made for "expendi-

tures, receipts, losses, or other items, properly charge-

able to capital account, . . ."

It is fair to conclude that with respect to the payments

to Lawrence and Herbert it is sufficient to show that the

payments are bona fide and that they were actually in-

curred in connection with the sale of the patents.
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II.

The Payments to Lawrence Were Bona Fide and

Actually Incurred in Connection With the Sale

of the Patents, and Should Therefore Be Allowed

as Capital Expenditures.

Petitioner engaged his son, Lawrence, to negotiate a

sale of the patents to Gerrard, agreeing in advance to com-

pensate him if he succeeded. He did succeed. The nec-

essary implication is that he succeeded in making a deal

satisfactory to petitioner. The amount of the sale was

large, $425,000. The notes received as a part of the sales

price were worth face value when received.

Lawrence, indeed, was only 28 years of age at the time.

But that is an extremely weak objection. Many of the

greatest accomplishments in history were those of men

under that age. Alexander the Great died at 32, having

conquered much of Europe and most of Asia. Keats died

when he was 26, having become one of the greatest poets

of all time. Einstein first announced his theory of rela-

tivity in 1905, when he was only 26. Hutchins became

president of the University of Chicago when he was 29.

Any biographical dictionary will reveal hundreds of such

names. Lawrence's youth cannot be used as a point here.

Lawrence's task was certainly not a simple one. His

only instruction was to make a deal. Although he was an

attorney, his task was as negotiator. In other words, it

was his job to negotiate the sale, at a price and on terms

satisfactory to petitioner. When petitioner agreed to pay

him 20 per cent of the proceeds of the sale as his com-

pensation petitioner knew, not only that there would be no

tax saving, but that on the contrary there would be a tax

loss instead. The bona fides of the payments cannot be
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questioned; and clearly they were incurred in connection

with the sale. They should therefore be allowed as capital

expenditures in arriving at the gain on the sale.

III.

The Payments to Herbert Were Payments for His

Interest in the Patents.

Herbert had assisted petitioner in developing the patents,

advising and discussing in reference to them evenings,

Sundays and holidays. Petitioner paid him 10 per cent of

the annual minimum royalty received from Gerrard. When
the patents were sold he settled with Herbert by agreeing

to pay him $2,500 out of each payment of $40,000 re-

ceived from Gerrard. In the contract of sale petitioner

expressly agreed to transfer not only his own interest in

the patents but any interest Herbert might have.

Petitioner and Herbert were brothers. It is not un-

usual for brothers working together as long as these did

to have understandings which are not put into so many

express words but which are nevertheless recognized be-

tween them and carried out in their actual conduct. The

payment to Herbert of 10 per cent of the royalties, each

and every month, from the very inception in 1930 and

right up to the sale in 1938 cannot otherwise reasonably

be regarded. The undertaking in the contract of sale to

transfer Herbert's interest as well as his own but rein-

forces that conclusion. The Tax Court made no finding

of fact that Plerbert had no interest in the patents; but

if it had, such finding would be in clear conflict with the

evidence. The payments to Herbert of $2,500 out of each

$40,000 received on the sale of the patents should be ex-

cluded or deducted therefrom as payment to Herbert for

his interest in the patents.
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IV.

In Any Event, the Payments to Herbert Were Capital

Expenditures Incurred by Petitioner in Connec-

tion With the Patents and Therefore Deductible

as Offsets Against the Selling Price.

Assuming that Herbert had no interest in the patents,

the question remains whether the amounts paid him were

bona fide payments in connection with the patents and

therefore capital expenditures deductible in any event as

offsets against the selling price. The Tax Court concedes

in its opinion that Herbert assisted petitioner in his work

on the inventions and that his advice was "invaluable" to

petitioner. [R. 49.] According to Webster's Unabridged

Dictionary, "invaluable" means "valuable beyond estima-

tion, inestimable, priceless, precious." It must follow that

petitioner's payment to Herbert of only $2,500 out of

each $40,000 received by him on the sale of the patents

was a gross underpayment. It must follow also that the

Tax Court's refusal to exclude that amount in arriving

at the gain to petitioner was arbitrary and a gross mis-

carriage of justice.

Even if the tests of "ordinary and necessary" and

"reasonable" were applied, as they would be if the pay-

ments were for services rendered in the carrying on of a

trade or business, even then the payments would merit al-

lowance. It would be immaterial, of course, that Her-

bert's services were rendered in prior years. (Lucas v.

Ox Fibre Brush Co., 281 U. S. 115.) It would be imma-

terial also whether petitioner was obligated to make the

payments to Herbert. [Ibid.] It would only be necessary

to show that the services were worth the payments made;

and the Tax Court has amply conceded that. A fortiori

here, where the tests of "ordinary and necessary" and
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"reasonable" are not applicable, where the question is

solely one of bona fides, the payments being claimed as

capital cxi)enclitures, their deduction should be allowed.

V.

The Tax Court, Having Found That Services Were
Rendered by Lawrence and Herbert, Was at

Least Under a Duty to Make a Determination

and Finding as to Their Value and to Allow Such

Amount as Deductions; and to That End, If Nec-

essary, the Court Should Have Granted Petition-

ers' Motion for Rehearing.

It is clear since Helvering v. Taylor, 293 U. S. 507, that

the Tax Court bears an administrative burden. The Tax

Court cannot relieve itself of the burden of determining

a value, or a reasonable amount, wherever such factors

are in issue, merely because the taxpayer's evidence was

inadequate. The Taylor case involved a valuation of prop-

erty. In George M. Cohan v. Commissioner (C. C. A. 2),

39 F. 2d 540, the same principle was applied in determin-

ing an amount allowable as "ordinary and necessary" ex-

penses. More recently, in W. D. Haden Co. v. Commis-

sioner (C. C. A. 5), 165 F. 2d 588, the Court stated:

"It is also clear that if the sales contracts drew no

interest they ought to be discounted according to the

prevailing rates of interest to find their then value.

That is a matter of law. But we do not think that

because an appraisement was not made in 1932, or

because neither side asked the witness as to value to

figure out this discount, the court is excused from do-

ing it. Law and justice require either that the Tax
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nounced that this must be done to arrive at a proper

value, should reopen the hearing that the taxpayer

may supply the omission. As to this item we set

aside the disallowance and direct that the hearing be

reopened for further evidence."

Here the Tax Court, in reference to the payments to

Lawrence, found as a fact that he had "assisted petitioner

in negotiating the sales contract with Gerrard." Clearly

then the Commissioner was in error in allowing no deduc-

tion at all in respect of the payments to Lawrence. Yet

the Tax Court, observing that Lawrence did not testify

at the hearing, and that it had "only petitioner's very

vague recitations as to his son's services," simply sustained

the Commissioner's determination. We contend that peti-

tioner's evidence in this respect was not vague but clear

and full. Be that as it may, however, the Tax Court was

under a duty to make a determination of value.

The same is true in regard to the payments to Herbert.

With respect to both Lawrence and Herbert the petitioners

sought a rehearing for the purpose of taking their testi-

mony, and in that connection filed affidavits showing what

such testimony would contain. In the light of the Haden

Co. case, supra, since the Tax Court had failed to make a

determination of value of the services of Lawrence and

Herbert, its failure to grant the rehearing was improper.

h
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Issue No. 3: Whether the Tax Court Should Have

Granted Petitioners' Motion for Judgment on the

Pleadings.

I.

Except for Treatment of the Sale of Patents to Ger-

rard in 1938 as a "Casual" Sale Under Section

44(b) of the Revenue Act of 1938 There Is No
Basis for Including in Petitioners' Gross Income

in Any of the Taxable Years Here Involved Any
Part of the Proceeds of the Said Sale.

The sale of patents took place in 1938. The total con-

sideration was $425,000. Of said total $25,000 was pay-

able and paid upon execution of the sale; and the balance

of $400,000 was payable and paid at the same time by de-

livery to petitioner of 10 negotiable promissory notes in his

favor in the sum of $40,000 each, jointly made by Ger-

rard and its parent company, the American Steel and Wire

Company of New Jersey. In filing their return for 1938

petitioners elected to return the gain on said sale on the

installment basis under Section 44(b) of the Revenue Act

of 1938 [App. p. 1], but otherwise filed their returns

for the year 1938 on the accrual basis. All this was al-

leged by petitioners in their petitions and admitted by the

Commissioner in his answers.

The years involved here do not include 1938, but only

the years 1939, 1940 and 1941. Under the accrual method,

which the petitioners used except for the election made by

them under Section 44(b) of the Revenue Act of 1938

with respect to the sale of patents, the notes were necessar-
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ily includible in. gross income in 1938. {U. S. z'. Ander-

son, 269 U. S. 422; Continental Tie and Lumber Co. v.

U. S., 286 U. S. 290.) This would be true even if the

notes became bad in whole or in part before the year of

sale was over. Relief then could be had only through a

deduction for bad debts. (Spring City Foundry Co. v.

Commissioner, 292 U. S. 184.) Even on a cash basis, ex-

cept for the installment election, those notes were includible

in gross income in 1938. (Wolfson v. Reinecke (C. C.

A. 7), 72 F. 2d 59; Cherokee Motor Coach Co., Inc., v.

Com. (C. C. A. 6), 135 F. 2d 840.)

Section 44(a) of the Revenue Act of 1938, quoted in

the Appendix, page 1, is inapplicable, since by its terms

it applies only to a dealer who regularly sells on the

installment plan, and with respect to the entire installment

business; it cannot apply to a single transaction. (G. C.

M. 1162, VI-1 C. B. 22.) Except for Section 44(b),

which in respect to personal property applies only to a

"casual" sale, there is no basis in the revenue law for in-

cluding in petitioners' gross income in any year after 1938

any portion of the total consideration of $425,000, or any

amounts with respect to the payments received on the notes

of $40,000 each which were part of that consideration.
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The Portion of Section 117(a)(1) of the Internal

Revenue Code Under Which Are Excepted From
Capital Assets Classification,

1. "Stock in Trade of the Taxpayer"

2. "Other Property of a Kind Which Would
Properly Be Included in the Inventory of the

Taxpayer if on Hand at the Close of the Tax-

able Year," and

3. "Property Held by the Taxpayer Primarily for

Sale to Customers in the Ordinary Course of

His Trade or Business,"

Cannot Apply to a Sale Returnable as a "Casual"

Sale Under Section 44(b) of the Revenue Act of

1938.

Section 44(b) of the Revenue Act of 1938 is quoted

in the Appendix, page 1. In 1939 it became, without

change, Section 44(b) of the Internal Revenue Code. Un-

der that subsection a disposition of personal property for

a price exceeding $1,000 is returnable, at the taxpayer's

election, on the installment plan if it is a "casual sale or

other casual disposition of personal property (other than

property of a kind which would properly be included in

the inventory of the taxpayer if on hand at the close of

the taxable year)."

The parenthetical portion of the provision was adopted

in 1928 and was merely declaratory of existing law. The

House and Senate committees reported that insertion in

the law as follows

:

"The committee regards as properly interpretative

of existing law the departmental ruling that the sale

of an item of the taxpayer's inventory should under
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no circumstance be regarded as a casual sale." (1939-1

C. B. Part 2, pp. 394, 425.)

The subject resulted in the following interchange on the

floor of the House:

"Mr. Hastings: Will the gentleman tell me what

is meant by the language 'casual sale or other disposi-

tion of personal property'?

Mr. Green of Iowa: That is a single sale that is

not in the regular business.

Mr. Hastings: Is that in the existing law?

Mr. Green of Iowa: Yes; that is the same as in

the existing law. It has been that way for a long

while and we have never had any trouble with the pro-

vision." (69 Cong. Rec. 513-514.)

It is clear, of course, from the parenthetical portion of

the provision quoted from Section 44(b) that a sale of

property of a kind includible in the taxpayer's inventory

cannot come within that provision. It is clear also that

if petitioner's sale of patents was a sale of "stock in

trade" of his, or of property held by him "primarily for

sale to customers in the ordinary course of his trade or

business" it was not a "casual" sale. (G.C.M. 1162,

VI-1 C. B. 22; 50 East 75th Street Corporation (C. C. A.

2), 78 F. 2d 158; E. M. Funsten v. Commissioner, 44 B.

T.A. 1166.) In the Funsten case, involving a sale of se-

curities, the Board stated, at page 1169:

"In the McCiitcheon case the sale was by a security

company and manifestly occurred in the regular

course of business. It did not fall within subsection

(b) because it was not a casual sale . . ."

It must follow that the portion of Section 117(a)(1) of

the Internal Revenue Code under which are excepted from
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capital asset classification "stock in trade of the taxpayer,"

"other property of a kind which would properly be in-

cluded in the inventory of the taxpayer if on hand at the

close of the taxable year," and "property held primarily

for sale to customers in the ordinary course of his trade

or business," cannot apply to a sale returnable as a "casual"

sale under Section 44(b) of the Revenue Act of 1938.

III.

Since the Commissioner in His Answer Took a Po-

sition Inconsistent With the Treatment of the

Sale of Patents to Gerrard as a "Casual" Sale,

the Petitioners' Motion for Judgment on the

Pleadings Should Have Been Granted.

(a) A motion for judgment on the pleadings should be

granted where the position taken by the opposite party on

the facts, if it represented the truth, would require such a

judgment, and such opposite party fails to amend.

A motion for judgment on the pleadings is in the nature

of a demurrer. It is in substance both a motion and a

demurrer: a demurrer for the reason that it attacks the

sufficiency of the pleadings, and a motion for the reason

that it is an application for an order for judgment. On a

motion for judgment on the pleadings every allegation af-

firmatively set up in the answer must be deemed true, and

every allegation of the party moving which has been con-

troverted must be deemed untrue. (Osborne v. Abels,

30 Cal. App. 2d 729, 730-731, 87 P. 2d 404. To same

eflfect, A^. Y. Life Insurance Co. v. Bidoggia et al. (Dist.

Ct. Idaho), 17 F. 2d 112; Compagnia Italiana Transporto

Olii Minerali v. Sim Oil Co. (Dist. Ct. N. Y.), 29 F. 2d

744; Smith v. Beaiichamp, 71 Cal. App. 2d 250. 256, 162

P. 2d 662.) This point with respect to any allegation ex-



—39—

tends to all fair inferences to be drawn from the allega-

tion. (Frank Gilbert Paper Co. v. Prankard, 204 App.

Div. 83, 198 N. Y. S. 25, afif'd. 195 N. Y. S. 638.) And

where, after motion for judgment on the pleadings has

been made and the defects in opposing party's pleadings

pointed out, he fails to ask leave to amend, it will be as-

sumed that his pleading states the case as favorably to

him as possible. (Gross v. Bank of America, Nat. T. &
S. Assn., 4 Cal. App. 2d 353, 355, 41 P. 2d 178.)

(b) The Commissioner in his answer took a position on

the facts which, assuming it to represent the truth, would

require judgment for petitioners, and the Commissioner

failed to amend.

The Commisioner in his answer denied petitioners' al-

legations that the patents sold were not stock in trade of

petitioner, or other property of a kind which would prop-

erly be included in his inventory if on hand at the close

of the taxable year, or property held by him primarily

for sale to customers in the ordinary course of his trade

or business. The Commissioner thus took the position

that the patents were such property. From the analysis

under points I and II above it follows that in his answer

he took a position inconsistent with treatment of the sale

as a "casual" sale, and therefore inconsistent with the in-

clusion in gross income, for the taxable years here in-

volved, of any part of the proceeds of the sale.

All that petitioners asked for in their petition was ex-

clusion from the proceeds of the said sale of the portion

paid Lawrence and Herbert, and treatment of the balance

as capital gain. At no time have they asked for more.

Therefore, if a position of the Commissioner inconsistent

with inclusion in gross income of any part of the proceeds



of the sale represented the true state of the facts, there

would be nothing left to try, and a judgment for peti-

tioners would be required.

The Comniisioner took such a position in his answer.

After petitioners by motion for judgment on the pleadings

point out the defect, he made no attempt to amend. On the

contrary, at the opening of the hearing he expressly stated

that it would be his contention, inter alia, that the patents

were property held by petitioner "primarily for sale in the

ordinary course of the trade or business." It follows that

the motion for judgment on the pleadings should have

been granted.

Conclusion.

Petitioners submit that the gain resulting from the sale

of the flat band patents to Gerrard in 1938 should be

treated as capital gain; that the amounts paid out of the

proceeds of said sale to Lawrence A. Harvey and Her-

bert Harvey should be allowed as offsets against the sell-

ing price; and that petitioners' motion before the Tax
Court for judgment on the pleadings should have been

granted.

If this Court believes that additional findings of the

Tax Court may be necessary in any respect, petitioners

request that the cause be remanded for that purpose.

Respectfully submitted,

George T. Altman,

Attorney for Petitioners.

October 1, 1948.







APPENDIX.

Statutes.

Revenue Act of 1938:

''Sec. 44. Installment Basis.

"(a) Dealers in Personal Property.—Under regulations

prescribed by the Commissioner with the approval of the

Secretary, a person who regularly sells or otherwise dis-

poses of personal property on the installment plan may

return as income therefrom in any taxable year that pro-

portion of the installment payments actually received in

that year which the gross profit realized or to be realized

when payment is completed, bears to the total contract

price.

"(b) Sales of Realty and Casual Sales of Personality.—
In the case ( 1 ) of a casual sale or other casual disposition

of personal property (other than property of a kind which

would properly be included in the inventory of the tax-

payer if on hand at the close of the taxable year), for a

price exceeding $1,000, or (2) of a sale or other disposi-

tion of real property, if in either case the initial payments

do not exceed 30 per centum of the selling price . . .,

the income may, under regulations prescribed by the Com-

missioner with the approval of the Secretary, be returned

on the basis and in the manner above prescribed in this

section ..."
* H: *

Internal Revenue Code:

"Sec. 22. Gross Income.

"(a) General Definition.—'Gross income' includes gains,

profits, and income derived from salaries, wages, or

compensation for personal service . . ., of whatever
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kind and in whatever form paid, or from professions, vo-

cations, 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 property; . .
."

* * *

"Sec. 23. Deductions From Gross Income.

"In computing net income there shall be allowed as de-

ductions :

"(a) Expenses.—
''(1) Trade or Business Expenses.—
"(A) In General.—All the ordinary and necessary

expenses paid or incurred during the taxable year in|

carrying on any trade or business, including a reason-

i

able allowance for salaries or other compensation for;

personal services actually rendered; ..."
* * *

"(2) Non-Trade or Non-Business Expenses.—In

the case of an individual, all the ordinary and nec-

essary expenses paid or incurred during the taxable

year for the production or collection of income, or

for the management, conservation, or maintenance of

property held for the production of income."

* * *

"Sec. 111. Determination of Amount of, and Rec-

ognition OF, Gain or Loss.

"(a) Computation of Cain or Loss.—The gain from

the sale or other disposition of property shall be the ex-

cess of the amount realized therefrom over the adjusted

basis provided in section 113(b) for determining gain,
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"Sec. 113. Adjusted Basis for Determining Gain or

Loss."

"(b) Adjusted Basis.—The adjusted basis for determin-

ing the gain or loss from the sale or other disposition of

property, whenever acquired, shall be the basis determined

under subsection (a), adjusted as hereinafter provided.

"(1) General Rule.—Proper adjustment in respect

of the property shall in all cases be made

—

"(A) For expenditures, receipts, losses, or

other items, properly chargeable to capital ac-

count, . . ."

"Sec. 117. Capital Gains and Losses.

"(a) Definitions.—As used in this chapter

—

"(1) Capital Assets.—The term 'capital assets'

means property held by the taxpayer (whether or not

connected with his trade or business), but does not

include stock in trade of the taxpayer or other prop-

erty of a kind which would properly be included in

the inventory of the taxpayer if on hand at the close

of the taxable year, or property held by the taxpayer

primarily for sale to customers in the ordinary course

of his trade or business, or property, used in the

trade or business, of a character which is subject to

the allowance for depreciation provided in section

23(1); . . ."

* * 5(!



Regulations.

Regulations 111:

"Sec. 29.22(c)— 1. Need of inventories.—In order to

reflect the net income correctly, inventories at the begin-

ning and end of each taxable year are necessary in every

case in which the production, purchase, or sale of mer-

chandise is an income-producing factor. The inventory

should include all finished or partly finished goods and,

in the case of raw materials and supplies, only those which

have been acquired for sale or which will physically be-

come a part of merchandise intended for sale, . . ."
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OPINION BELOW

The finds of fact and opinion of the Tax Court (R.

42-50) are not officially reported.

JURISDICTION

This petition for review (R. 59-65) involves federal

income taxes for the taxable years 1939, 1940 and 1941.

On November 17, 1944, the Commissioner of Internal

Revenue mailed to each of the taxpayers a notice of

deficiency in the total amount of $15,651.84. (R. 19.)
^

Within ninety days thereafter, and on February 12,

1945, the taxpayers filed the petitions with the Tax]

Court for redetermination of those deficiencies under

^ The pleadings in the Lena P. Harvey case were omitted from the

record. (R. 125.)

(1)



the provisions of Section 272 of the Internal Revenue

Code. (R. 10-29.) The decisions of the Tax Court

sustaining the deficiencies were entered July 17, 1947.

(R. 57-59.) The case was brought to this Court by a

petition for review filed October 17, 1947 (R. 59-65),

pursuant to the provisions of Section 1141 (a) of the

Internal Revenue Code, as amended by Section 36 of

the Act of June 25, 1948.

QUESTIONS PRESENTED

(1) Did the Tax Court err in determining that the

sale of the patents here involved was not a sale of capi-

tal assets under Section 117 (a) (1) of the Internal

Revenue Code and was therefore productive of ordinary

income ?

(2) Did the Tax Court properly determine that tax-

payer had failed to prove that his son had rendered any
valuable services in connection with the sale so as to

justify the exclusion from the sales price of the sum of

$85,000 paid by taxpayer to his son for services allegedly

rendered ?

(3) Did the Tax Court properly determine that there

was no evidence to indicate that taxpayer's brother had
any property interest in the patents ?

(4) Did the Tax Court err in denying taxpayer's

motion for a judgment on the pleadings ?

STATUTE AND REGULATIONS INVOLVED

The statute and Regulations involved may be found
in the Appendix, infra.

STATEMENT

The formal findings of fact of the Tax Court (R.

43-46) are set out as follows:

Taxpayers are husband and wife residing in Los
Angeles. Unless otherwise indicated ''taxpayer" will



hereinafter refer to the husband, Leo M. Harvey. (R.

43.)

By written agreement dated March 21, 1938, tax-

payer sold certain patents and applications for patents,

both foreign and domestic, to the Gerrard Company,
Inc., hereinafter referred to as Gerrard. The patents

so sold by taxpayer covered inventions in the round
wire tying and the flat band strapping and tying

fields. As here material, Gerrard paid as consideration

$25,000 cash upon execution of the agreement and de-

livered to taxpayer ten negotiable promissory notes,

each in the amount and each having then a fair market
value of $40,000, all dated April 2, 1938, numbered one

to ten, inclusive, and maturing serially commencing
April 2, 1939, and thereafter on April 2 of each suc-

ceeding year through April 2, 1948. These notes were
tendered and accepted as payment. During the tax-

able years here involved these notes were paid when
due. (R. 43.)

By written agreement and under circumstances

hereinafter described taxpayer paid his son Lawrence
twenty per cent of the proceeds of the sale as received

by taxpayer. Taxpayer also paid certain amounts to

his brother Herbert from such proceeds. Herbert was
thus paid $2,500 in each of the taxable years here in-

volved. (R. 43-44.)

In reporting the proceeds of the sale for income tax

purposes taxpayers excluded or deducted from the

sales price certain amounts on account of such obliga-

tions or payments to Lawrence and Herbert. The
remainder of the sales price was reported on the in-

stallment basis and treated as capital gain, each tax-

payer reporting a community one-half. Thus, tax-

payers reported as taxable gain to be taken into account

from the sale the amount of $15,828.72 for each of the

taxable years here involved, each taxpayer reporting a



community half thereof, or $7,914.37.' The Commis-

sioner determined that the entire proceeds received

constituted ordinary income to taxpayers and not capi-

tal gain. The Commissioner in this connection stated

(R. 44)

:

It is determined that the entire $40,000.00 re-

ceived in each year is taxable as ordinary income.
Your community share of this income has accord-

ingly been increased in each year by the amount
of $2,085.63 from the $7,914.37 (total reported as

above) to $20,000.00.

Taxpayer's son, Lawrence, was an attorney about

twenty-eight years old in 1938. He assisted taxpayer

in negotiating the sales contract with Gerrard. Tax-

payer agreed in writing dated April 2, 1938, to com-

pensate Lawrence for his efforts in this connection by
paying twenty per cent of all proceeds of the sale as

received by taxpayer. Under this agreement taxpayer

paid Lawrence $8,000 a year during the taxable years.

Taxpayer also employed as attorneys in connection

with the Gerrard deal, Max Schlesinger, who handled

the tax aspects, one Rubin and a Walter Sheldon.

Walter Sheldon was paid $22,500 in 1938 by taxpayer

for his services, which services among others included

Sheldon's work in connection with the Gerrard sale.

(R. 45.)

Taxpayer's brother, Herbert, had been an employee

of taxpayer since about 1918 on a salary ranging from
$500 to $1,500 a month. Taxpayer, since about 1914,

had been sole proprietor of a business known as Har-
vey Machine Company. This business consisted pri-

marily of making industrial machinery on special

order. Herbert was employed in connection with this

business. (R. 45.)

^ The figure of $7,914.37 was the one actually reported rather

than $7,914.36.



Taxpayer with the advice and assistance of Herbert

had commenced developing inventions in the wire

tying field in the middle 1920 's and subsequent thereto

and from time to time obtained the patents sold to

Gerrard. The expenses of developing these inventions

were deducted as business expenses of Harvey Machine
Company. Some time in 1930 taxpayer licensed Ger-

rard to operate under certain of the flat wire tying

patents at a minimum royalty of $30,000 a year, which

taxpayer received from 1931 to 1937, inclusive. In
1938 and by the terms of the sales contract Gerrard

agreed to pay taxpayer certain amounts on account of

royalties due up to and including March 31, 1938. These

royalty payments were reported by taxpayer as income
from the business of Harvey Machine Company. Tax-

payer had paid Herbert ten per cent of the $30,000

annual minimum royalty received by taxpayer from
Gerrard. The sales contract with Gerrard stated that

it was understood between the parties that the patents

involved and referred to as owned by taxpayer included

not only those owned by taxpayer but "also patents,

patent applications and inventions, if any, owned by
Herbert Harvey * * *." (R. 45-46.)

The Tax Court found further in its opinion (R. 46-

50) that the patents were used in taxpayer's business,

as an inventor, and were subject to depreciation; that

taxpayer had failed to sustain the burden of proving

that his son had rendered any valuable services in con-

nection with the sale ; and that taxpayer had failed to

sustain the burden of proving that his brother had any
property interest in the patents, or that payments to

his brother were deductible or excludible from the sale

price.



SUMMARY OF ARGUMENT

The patents sold clearly constituted property used in

the trade or business of a character subject to deprecia-

tion, and as such were excluded from the definition of

"capital assets" under Section 117 (a) (1) of the In-

ternal Revenue Code. The evidence amply supports the

Tax Court's determination that taxpayer was engaged

in the business of developing and patenting inventions.

It is indisputable that the patents were subject to

depreciation. Where in the course of business a tax-

payer devotes property to rental purposes and to the

production of taxable income, the property is used

in the trade or business. Whether or not the patents

were used in the trade or business of taxpayer was a

question of fact, and since the Tax Court's determina-

tion was not clearly erroneous it should be upheld.

From the record it is manifest that the Tax Court cor-

rectly held that taxpayer had failed to sustain his bur-

den of proving that his son had rendered any valuable

services in connection with the sale. This being so, tax-

payer was not entitled to an exclusion from the sale

price for any sum paid his son, far less the sum of

$85,000. There is no evidence in the record to indicate

that taxpayer's brother had any property interest in

the patents or rendered any services in connection with

the sale so as to justify an exclusion in any amount
from the sale price. Taxpayer's brother had been

adequately compensated for all services rendered dur-

ing prior years in the development of the patents, and
these services were rendered by him as an employee.

Taxpayer's contention that judgment on the pleadings

should have been rendered is completely lacking in

merit since the real issues in the case were primarily

disputed issues of fact.



ARGUMENT

The Tax Court properly held that the patents sold were not
capital assets under Section 117 (a) (1) of the Internal
Revenue Code

Section 117 (a) (1), Appendix, infra, excludes from
the term "capital assets" any property which is "held

by the taxpayer primarily for sale to customers in the

ordinary course of his trade or business, or property,

used in the trade or business, of a character which is

subject to the allowance for depreciation provided in

Section 23 (1)." The conclusion seems unavoidable

that the flat band patents sold here were utilized for

the production of income in taxpayer's business, and
were thus not capital assets.

Taxpayer's testimony as to the number of years

involved in the development of the flat band patents was
ambiguous. His testimony indicates that he first gave

thought to the problem of developing a wire tying

device around 1924 or 1925 (R. 86), and that the earliest

patent for a flat band wire tying machine was ob-

tained on July 17, 1928 (R. 101). At the time of the

sale, a large number of flat band patents had been

obtained by taxpayer. (R. 73.) The first rights to

operate under these patents were assigned to the Tying
Machines Company for an undisclosed consideration.

(R. 101.) Subsequently, the Gerrard Company bought

out the Tying Machines Company, and a royalty agree-

ment was consummated whereby the Gerrard Company
paid to the taxpayer a yearly $15,000 royalty on the

foreign flat band patents and a similar royalty on the

domestic flat band patents; and these payments were

continued until the time of the sale. The general

rule has often been reiterated that where the owner of

depreciable property devotes it to rental purposes and
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to the production of taxable income, the property is

used by him in a trade or business. Voshurgh v. Com-

missioner, 23 B. T. A. 780; Kimhell v. Commissioner,

41 B. T. A. 940 ; Fackler v. Commissioner, 45 B. T. A.

708, affirmed, 133 F. 2d 509 (CCA. 6th). As early as

1911, the Supreme Court held that a corporation which

owned and leased taxicabs and collected the rents there-

from was "carrying on or doing business" within the

meaning of the Corporation Excise Tax Act of 1909,

c. 6, 36 Stat. 11, 112, Sec. 38. Flint v. Stone Tracy

Co., 220 U. S. 107.

Taxpayer contends, however, that the mere passive

receipt of rentals cannot be considered as operating

business; and further that the patent activities were

not connected with his business, which was the manu-
facture of machines on special order. Apparently

taxpayer would ignore the years of effort and the

funds consumed in the development of the patents

which ultimately brought a yearly royalty of $30,000,

and a sales price of $425,000. Apart from the time

spent on the development of the original flat band
patents, under the agreement with Gerrard, taxpayer

agreed to complete certain work in connection with

pending applications. (R. 83.) Indeed, the very first

models made under the flat band patents for the Gerrard

Company were made by taxpayer. (R. 82.) Thus, even

if it were true that taxpayer's only business was the

manufacture of machines on special order, it would be

clear that the flat band patents were used in taxpayer's

trade or business.

The record is, however, replete with evidence which

supports the finding of the Tax Court that taxpayer was
engaged not only in the business of manufacturing but

also in the business of developing and patenting inven-

tions for the production of income. In addition to the

flat band patents, taxpayer developed and secured pat-



ents on round wire tying devices, a paper dispenser,

a part of a washing machine, and a device for cutting

oranges. (R. 88, 92, 93.) Taxpayer testified that

"maybe there were more." (R. 93.) Taxpayer ad-

mitted that there were a large number of other devices

to which he devoted some time and which did not result

in the procurement of a patent. (R. 94.) He further

testified that when he began developing these ideas, it

was the practice to construct models and make draw-

ings. (R. 88.) Again, taxpayer's testimony was not

clear as to the period of time devoted to his inventive

activities, but the record as a whole supports the

inference that it was considerable. Taxpayer testified,

for example, that he first began work on round wire

tying devices in 1927 and that he was still working
on them as late as 1935. (R. 99.) At least on one

return, taxpayer stated his occupation to be proprietor

of a machine shop and inventor. (R. 112.) The royalty

income obtained from the patents here involved was in-

cluded in the business income on taxpayer's returns.

(R. 112-115.) The expenses incurred by taxpayer in

connection with his development of the several patents

were deducted as business expenses. (R. 94-95.)

Moreover, the reasons suggested by the taxpayer for

his development of patents indicate that they were

developed for use in taxpayer's business. He testified

that patents were developed so that they would ''help

us in making the article, nobody else will encroach on
* * *." (R. 90.) Taxpayer testified further that in

developing patents he considered the possibility of

obtaining royalties from them. (R. 91.) Whether tax-

payer developed patents so that he might thereby obtain

an exclusive right to manufacture the devices himself,

or whether he developed them for the production of

royalty income, the patents were used for the produc-

tion of income in taxpayer's trade or business. Nor
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were the flat band patents the only patents disposed of

for a consideration. The right to utili/.e taxpayer's

round wire patents had been assigned to the Gerrard

Company for a consideration which taxpayer could not

recall; and all the round wire tying devices were sold

in 1938. (R. 100.) The patents pertaining to washing

machines were also transferred to another corporation

for a consideration which taxpayer could not recall.

(R. 102-103.)

Although it is true that taxpayer testified that he de-

veloped inventions because he enjoyed doing so, it is

manifest that the enjoyment of pleasure or recreation

from an undertaking cannot change its character from

a business to a hobby. Whether taxpayer's inventive

activities were carried on as a business or as a hobby

was a question of fact to be determined by the Tax
Court, as was the question of whether the patents here

involved were utilized in taxpayer's trade or business.

Greeyie v. Commissioner, 141 F. 2d 645 (C. C. A. 5th)

certiorari denied, 323 U. S. 717. Since the scope of re-

view over decisions of the Tax Court is now the same as

that exercised over judgments of the District Courts in

non-jury cases, the findings of the Tax Court may not

be reversed unless clearly erroneous. Section 36, Pub-

lic Law 773, 80th Con., 2d Sess., approved June 25, 1948.

The evidence here amply supports the Tax Court's de-

termination that the patents sold were utilized for the

production of income in taxpayer's trade, as an in-

• ventor. Since it is indisputable that the patents were

subject to depreciation under Section 23 (1) and Treas-

ury Regulations 103, Sec. 19.23(1) -7, Appendix, infra,

the patents were excluded from the term '' capital as-

sets" under Section 117 (a) (1), and the sale of the

patents was productive of ordinary income.

In Fackler v. Commissioner, supra, the Board of Tax
Appeals held that a leasehold was property used in a
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trade or business within the meaning of Section 117 (a)

(1), where taxpayer devoted all his business hours to

his jorofession, as an attorney, and only one or two hours

a month to the leasehold premises. The decision was
upheld by the appellate court, which pointed out that

whether property is used in a trade or business is an
ultimate fact for the trial court, whose finding will be

sustained if supported by the evidence. In the instant

case, there is far more evidence than in the Fackler case

from which the Tax Court could have concluded that

taxpayer's activities in developing and patenting de-

vices for the production of income constituted the carry-

ing on of a business.

The facts in the instant case are strikingly similar to

those in Smytlie v. Commissioner, decided June 25, 1942

(1942 P-H B. T. A. Memorandum Decisions, par.

42,377), in which the Board of Tax Appeals stated:

Assuming this, we think it follows that the sub-
ject matter of the sale both was depreciable prop-
erty used by petitioner in his trade or business, and
that it had been held for sale to customers in the
regular course of that business. For petitioner
gives his occupation as that of an inventor. He de-
ducts and has been allowed, as business expense,
payments made in connection with that occupation.
We cannot say that this is not a ''trade or busi-
ness," nor, if it is, that the fruits of inventive
genius are other than the stock in trade of that busi-
ness. Their conversion into gain or profit meas-
ured in monetary terms would most typically take
the form of a sale or license of the idea resulting
and of the exclusive privilege to the use of that idea
conferred by the protection of the patent law. Here
petitioner resorted to both types of the realization
of gain. He issued a license calling for the pay-
ment to him of a stipulated fee and ultimately made
his invention the subject of a sale. These circum-
stances satisfy us that under the facts as they pres-
ently appear the subject matter of the sale was not
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a capital asset as that term is defined. Jolm D.
Fackler, 45 BTA 708, 714. Of course, the business

in which petitioner was engaged is the very essence

of this reasoning.

Taxpayer's entire argument on this issue is directed

toward an attempt to prove that the flat band patents

were not used in taxpayer's machine business. This

approach indicates a misconception as to the purport

of the Tax Court's decision. The Tax Court held that

taxpayer was engaged also in the business of develop-

ing jDatents, and that these patents were utilized for the

i:)roduction of income in his business as an inventor.

Taxpayer (Br. 22) relies on the case of Albright v.

United States, 76 F. Supp. 532 (Minn.), for the propo-

sition that the phrase "used in the trade or business"

means ''used by the taxpayer in his trade or business at

the time of the sale." Taxpayer's conclusion is that at

least at the time of the sale, the patents were not used

in his trade or business. The Alright case not only

fails to support the taxpayer but demonstrates the

weakness of his position. In the first place, in the

Albright case, there was evidence of an actual physical

conversion at or prior to the time of sale. In the instant

case, the taxpayer held his patents for the production

of royalty income in his business as an inventor up until

the very time of sale. Depreciable business property

retains its character as such even if not in use in the

business at the time of sale unless it has been converted

to another purpose prior thereto. Carter-Colton Cigar

Co. V. Commissioner, 9 T. C. 219 ; Kittredge v. Commis-
sioner, 88 F. 2d 632 (C. C. A. 2d) ; Wright v. Commis-
sioner, 9 T. C. 173; Yellow Cab Co. of Pittsburgh v.

Driscoll, 24 F. Supp. 993 (W. D. Pa.).

Furthermore, even if the doctrine of the Albright

case were here applicable, it would avail the taxpayer

little ; for under the rationale of the Albright case, the
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patents here involved, if not '^property, used in the

trade or business" at the time of the sale, would be con^

sidered as ''property held by the taxpaper primarily for

sale to customers in the ordinary course of his trade or

business", and would for that reason be excluded from
the definition of ''capital assets" under Section 117

(a) (1). The Albright case arose under Section 117 (j)

of the Internal Revenue Code which provided that a tax-

payer might treat the sale of depreciable property used

in the trade or business as the sale of a capital asset.

This section was, of course, not in the revenue law dur-

ing the calendar years here involved. In the Albright

case it was therefore essential to determine whether
certain livestock were "used in the trade or business,"

in which case they could be treated as capital assets, or

whether they were held "primarily for sale to customers

in the ordinary course of his trade or business," in

which case their sale would produce ordinary income.

The Government's position, which was sustained, was
that the breeder of livestock who regularly sells a por-

tion of his herd each year, has a dual motive in raising

each head of livestock, use as a breeder and ultimately

sale ; and that at the time of the sale, the livestock were
held primarily for sale. Applying the Albright doc-

trine here, we find that taxpayer developed patents for

use in his business, but for ultimate disposition by sale

;

and in fact, that three of the five basic patents men-
tioned in the record were ultimately sold. It might
therefore be contended that at the time of the sale, the

patents were "held by the taxpayer primarily for sale

to customers in the ordinary course of his trade or busi-

ness" and excludible from the definition of "capital

assets" for that reason.

Indeed, this alternative contention was made in the

Tax Court. Since there is ample evidence to support

the Tax Court's finding that the patents were used in
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the taxpayer's trade or business, it is not essential that

we determine whether or not the patents fall within

another exclusion. It can, however, be persuasively-

argued, in the alternative, that the patents were held
** primarily for sale to customers in the ordinary course

of his trade or business.
'

' There is little doubt that tax-

payer had in mind the sale of some of these patents if

an attractive proposition were made. Apart from the

sale of the flat band patents, taxpayer did dispose of

the round wire tying patents and the washing machine

l^atents for undisclosed consideration. Undoubtedly

he would have sold the other devices if a suitable oppor-

tunity arose. See Goldsmith v. Commissioner, 143

F. 2d 466 (C. C. A. 2d), certiorari denied, 323 U. S. 774.

The language utilized by the Board of Tax Appeals

in Avery v. Commissioner, 47 B. T. A. 538, is particu-

larly applicable (p. 542)

:

The primary use to petitioner of the appliances
and devices developed by his creative genius and
the patents issued thereon was the gain to be de-

rived from the sale or other disposition of the

patents to persons or corporations to whom they
were of beneficial use. What may have been a
hobby originally became a trade or business when
he held the patents for sale or license to others for
profit. We think it is immaterial that he created
no new devices or received no new patents in the
year he sold the patent to the Marchant Co. Until
disposed of his patents were held primarily for sale

or other disposition to customers and this situation

was not different during the taxable year. He not
only hoped to but did realize gains or profits from
his activity as an inventor and the sale or licensing
of patents on devices invented by him.

There is no merit in taxpayer's contention that the

sale was not in the "ordinary course of his trade or

business" because it was made to obtain greater working
capital. The method of financing made available to
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taxpayer very little in excess of what he had been re-

ceiving as royalties. Nor was the Gerrard Company
any the less a ''customer" because it had been renting

the patents prior to the sale. It is not, however, neces-

sary to pursue this contention further since it is mani-

fest that the evidence supports the Tax Court's deter-

mination that the property was used in taxpayer's trade

or business.

Taxpayer introduces into his argument a novel con-

cept as to the administration and interpretation of the

revenue laws. Taxpayer, although apparently conced-

ing that Section 117 (a) (1) of the Revenue Act of

1938, enacted shortly after the sale here involved, was,

by the terms of the Act, effective January 1, 1938, and
that retroactive application of the income tax laws is

constitutional, nonetheless contends that all doubts as

to the meaning of the law should be resolved in his favor

because of the retroactivity. Taxpayer relies on Clar-

idge Apartments Co. v. Commissioner, 323 U. S. 141,

This case only reiterates the well-established principle

that, where there is some doubt as to the legislative in-

tention that a law be applied retroactively, retroactivity

will not be favored. But here, the statute is made ap-

plicable by its terms to "taxable years beginning after

December 31, 1937" (Revenue Act of 1938, Sec. 1) ; and
Section 117 (a) (1) of the Act in no uncertain terms

excludes from the definition of "capital assets" "prop-

erty, used in the trade or business, of a character which
is subject to the allowance for depreciation provided in

section 23 (1)."

Taxpayer makes reference to the Committee Re-
ports (Br, 20-22), pertaining to that language of Sec-

tion 117 (a) (1) which excludes from the definition of

"capital assets" "property, used in the trade or busi-

ness". It is clear from a cursory reading of the Com-
mittee Reports that the language was intended as a
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relief measure. Congress realized that depreciable

business property was often sold at a loss and that its

exclusion from the definition of capital assets would

permit the taxpayer the benefit of the entire loss. This

however, does not justify taxpayer's conclusion that

sales of depreciable business property which result

in gain were not intended to be covered by the exclusion.

A reading of the Committee Reports, as set out in tax-

payer's brief, clearly indicate that Congress did not

expect the provision to benefit the taxpayer in all cases.

Not until the Revenue Act of 1942 was passed was Sec-

tion 117 (j) enacted whereby taxpayers were given the

option of treating the sale of depreciable business prop-

erty as a capital transaction or not, as they desired. If

taxpayer's contention as to the meaning of Section

117 (a) (1) of the Revenue Act of 1938 were correct, it

would hardly have been necessary for Congress to enact

Section 117 ( j ) some four years later.

The language of Section 117 (a) (1) is unambiguous.

It excludes from the definition of "capital assets" de-

preciable property used in a trade or business. The

Tax Court's finding that the patents here involved were

used in taxpayer's trade or business is amply supported

by the evidence. It is not, and cannot, be questioned

that patents are subject to depreciation. It therefore

follows that the patents were excluded from the term

"capital assets" and their sale was productive of ordi-

nary income.

The fact that taxpayer argues in conclusion that the

patents were held for investment is almost an acknowl-

edgment of the weakness of his case. Taxpayer devoted

years of effort to the development of these and other

patents, secured substantial royalties for their use for

about a decade, reported the income thus obtained as

business income and deducted the expenses attendant

upon their development as business expenses, a fact in
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itself completely inconsistent with the treatment of the

patents as investment assets.

II

The Tax Court properly determined that the taxpayer was not
entitled to deduction or exclusion of the amount paid by tax-

payer to his son for services allegedly rendered

Taxpayer's claim that he was entitled to an exclusion

from the sales price of the patents in the amount of

$85,000 was naturally subject to close scrutiny by the

Commissioner in view of the fact that the payment was
of extraordinary size and was made to taxpayer's son

for services of nebulous character. The Commissioner,

having determined that the services performed by tax-

payer's son, Lawrence Harvey, were of no substantial

value, the burden was, of course, on the taxpayer to

overcome the presumption in favor of the validity of

this determination. The Tax Court found that tax-

payer had failed to sustain the burden, and properly

so, for the evidence offered by taxpayer fell far short of

proving that Lawrence Harvey rendered any services

which would entitle him to share in the proceeds of

the sale.

By written contract dated subsequent to the contract

of sale, taxpayer agreed to pay his son, a twenty-eight

year old attorney, twenty per cent of the proceeds of

the sale, or the sum of $85,000, for services allegedly

rendered in connection with the sale. The services re-

cited in the contract were assistance in the negotiation

and preparation of contracts and notes. (R. 123.)

Taxpayer testified that he had an accountant and two
other attorneys working on the transaction; and that

one of the attorneys, Walter Sheldon, advised as to the

method of handling the transaction. (R. 104.) He
testified that his son was not hired in his capacity as a
lawyer to draw contracts and that he had never repre-
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sented taxpayer in the sale of patents. (R. 108.) At
least one other attorney, Mr. Walter Sheldon, was paid

a substantial attorney's fee in the year 1938. (R. 108.)

In answer to the query as to the exact nature of the

services performed by Lawrence Harvey, taxpayer re-

plied: ''Well, he negotiated with people". (R. 108.)

The unsatisfactory nature of the evidence adduced at

the trial would not support a finding that taxpayer's

son was entitled to any share in the proceeds of the

sale, much less the fabulous sum of $85,000.

Taxpayer contends that since an expense in connec-

tion with a sale is an exclusion rather than a deduction,

the standard for determining the validity of the exclu-

sion is whether it is bona fide, not whether it is ordinary,

necessary and reasonable. It is hardly necessary to

take issue with this proposition. The question of the

reasonableness of the payment of $85,000 to taxpayer's

son and the bona fides of the transaction are not disasso-

ciated. Indeed, the payment of the sum of $85,000 for

the elusive services performed would indicate that the

payment had its basis in the relationship between father

and son, rather than in the performance of services, and

that the exclusion was not bona fide.

Taxpayer argues that although Lawrence Harvey
was only twenty-eight, many of the greatest accomplish-

ments have been made by young men such as Keats,

Einstein and Hutchins. Whether those men ever ob-

tained $85,000 for such intang'ible services as here is

open to question. At any rate, no basis was laid for

the comparison. Lawrence Harvey was available as a

witness, but did not take the stand. The evidence did

not indicate that he had any special qualifications.

Taxpayer's contention that the Tax Court was bound

to make some valuation of the services rendered by

Lawrence is untenable. Cases cited by taxpayer are

inapplicable. In Helvering v. Taylor, 293 U. S. 507,
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515, the Supreme Court held only that, where the tax-

payer's evidence shows the Commissioner's determina-

tion to be ''arbitrary and excessive," the taxpayer is

not bound "to pay a tax that confessedly he does not

owe" because the evidence is not sufficient to establish

the correct amount. In Cohan v. Commissioner, 39

F. 2d 540 (C. C. A. 2d), again it was conceded that tax-

payer was entitled to the deduction involved, and the

Board of Tax Appeals had refused to make an evalua-

tion because it could not determine the exact amount
with certainty. W. D. Haden Co. v. Commissioner, 165

F. 2d 588 (C. C. A. 5th), similarly involved a situation

where, as a matter of law, taxpayer was entitled to a

deduction.

The Commissioner here determined that Lawrence

rendered services of no substantial value. The deter-

mination was reasonable. It is true that the Tax Court

stated in its opinion that Lawrence rendered some as-

sistance to the taxpayer, but the Tax Court did not con-

clude that the assistance was substantial or valuable.

Indeed, the Tax Court described the services as "nebu-

lous." The record supports the conclusion that Law-
rence rendered no services of value. Taxpayer cannot

expect the Tax Court to carry his burden of proof.

This Court in Hughes v. Commissioner, 104 F. 2d 144,

held that where a taxpayer submitted no evidence of

value, the refusal of the Board of Tax Appeals to per-

mit taxpayer to adduce additional evidence was not an

abuse of discretion where the reason may have been

that such evidence was available in ample time to pre-

sent it to the Board before it made and filed its findings

of fact and opinion. There too, taxpayer relied on

Helvering v. Taylor, supra, and this Court said (p.

148) :

That case is not in point here because the tax-

payer had not shown that his interest in the trust
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had a value. * * * In the absence of proof of the

value, the rule in Helvering v. Taylor, 293 U. S. 507,
^ * * is not applicable, because it is not shown
that the Board's decision was wrong.

Ill

The Tax Court properly determined that taxpayer had failed

to prove that his brother had any property interest in the

patents

The only question for the Tax Court in this connection

was whether Herbert Harvey, taxpayer's brother, had

any property interest in the patents sold so as to justify

the exclusion from the sale price of any siun due Her-

bert Harvey. The Commissioner determined that

Herbert Harvey had no such interest. The record is

devoid of any evidence indicating that Herbert Harvey
had any interest in the property or performed any serv-

ices in connection with the sale. Admittedly, Herbert

performed services in the development of the patents,

but during that period he was in the continuous employ

of taxpayer. (R. 97.) Herbert's compensation during

this period varied from $500 to $1,500 a month. (R. 98.)

The fact that he worked on the patents and that part of

his compensation was paid out of the royalties does not

indicate that he had any property interest in them.

Nothing in the record shows that any of the patents were

in Herbert's name. The contract of sale provided that

Herbert Harvey disposed of his interest in the patents,

if any. (R. 121.) There was no evidence to indicate

that there was any oral agreement between taxpayer

and Herbert acknowledging that the latter had any

property interest in the patents. Although taxpayer's

counsel put the question to the taxpayer directly, tax-

payer did not testify that any property interest in the

patents was acknowledged as belonging to his brother.

(R. 80.) The record would indicate that Herbert had

been adequately compensated for any services rendered
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in prior years. The Tax Court properly held that the

Commissioner's determination in this connection must

also be sustained because taxpayer "failed to establish

the pajmients to Herbert as either exclusions or deduc-

tions from the sales price." (R. 49.) Nor was the Tax

Court bound to afford the taxpayer a second opportu-

nity to adduce the evidence necessary to sustain his

burden after its findings and opinion had been filed.

Hughes v. Commissioner, supra,

IV

The Tax Court did not err in denying taxpayer's motion for a

judgment on the pleadings

Taxpayer's contention that judgment on the plead-

ings should have been rendered for him is not only lack-

ing in merit, but would, if sustained, subvert the draw-

ing of pleadings to a game of mental gymnastics be-

tween counsel, having as its objective the entrapment of

opposing counsel.

Stripped of the superfluous, taxpayer's contention

may be restated as follows : Taxpayer, in his petition,

by way of negative allegation, denied that the patents

were "property held by the taxpayer primarily for sale

to customers in the ordinary course of his trade or busi-

ness", similarly denying the applicability of the other

exceptions to the definition of "capital assets." As
should be expected, under the circumstances of the case,

the Commissioner in his answer entered denial to these

negative allegations, in order to put the taxpayer to

proof. Taxpayer contends that the denial of his nega-

tive allegation was the equivalent of an affirmative

allegation by the Commissioner that the property was
"held by the taxpayer primarily for sale to customers

in the ordinary course of his trade or business"; and
that by implication the Commissioner alleged that the

sale was therefore not "casual." Taxpayer concludes
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tliat all of the income would have been taxable in the

year of sale and none of it would be taxable in the years

here involved, except for the fact that the sale being

"casual" under Section 44 (b) (Appendix, infra), the

profits could be treated on the installment basis; and

that therefore the Commissioner's denial amounted to

an admission that no tax was due in the taxable years

here involved.

Taxpayer, in making this contention, misconceives

the basic purpose of pleadings. When the Commis-

sioner denied taxpayer's negative allegation he did so

in order to put the taxpayer to proof. It was not neces-

sarily intended to allege the affirmative ; and it was cer-

tainly never intended to allege impliedly or otherwise

that the sale was or was not "casual" within the mean-

ing of Section 44 (b). The applicability of Section 44

had never been put in issue. Taxpayer's right to re-

turn part of the proceeds of the sale in years subsequent

to the sale was not in issue. Taxpayer, in his own peti-

tion, did not allege that the profits of the sale were only

returnable in the year of sale and yet he requested a

motion for a judgment on the pleadings, based on the

theory that any income returnable was returnable only

in the year of sale.

In order to have rendered judgment on the pleadings,

the Tax Court would have had to determine such mat-

ters as whether the profits from the sale of the patents

were returnable in the years subsequent to the sale

under Section 44 (b) ; whether they were so returnable

under any other section of the revenue laws; if not,

whether the taxpayer having elected to return the

profits in the years subsequent to the sale could have at

the time of the trial alleged that they were only return-

able in the prior year. But these matters were not in

issue between the parties. It is most important to keep

in mind that taxpayer, in his petition for redetermina-
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tion of the deficiency did not claim that the income was

only returnable in the year of sale or conversely that

none was returnable in subsequent years. It is there-

fore obvious that the Commissioner never intended to

admit or deny anything in this respect. It is well settled

that the pleadings filed with the Tax Court define and

limit the issues which will be considered by that court.

Roberts v. Commissioner, 19 B. T. A. 351 ; Dastague v.

Commissioner, 19 B. T. A. 1324 ; Popular Price T. Co.

V. Commissioner, 33 P. 2d 464 (C. C. A. 7th) ; Hanly v.

Commissioner, 67 F. 2d 125 (CCA. 4th).

Taxpayer's contention, in short, was that the Com-
missioner by denying taxpayer's negative allegation

not only admitted the affirmative but admitted by im-

plication another ultimate fact which was not even in

issue in the case.

Even assuming that the approach taken by taxpayer

to reach his conclusion were not defective in its incep-

tion, his conclusion would nonetheless be untenable

since the basic premise is false. Even if the Commis-
sioner's pleadings amounted to an admission that the

sale was not "casual", the income might still be return-

able on an installment basis in the years involved under

Section 44 (a) (Appendix, infra), which allows tax-

payers, who regularly sell personal property on an
installment basis, to report their income accordingly.

As far as the pleadings were concerned, this section

might have been applicable to taxpayer. In this con-

nection it should be noted that taxpayer amended his

pleadings to allege that he was not a dealer who regu-

larly sold personal property on the installment basis,

and this allegation was denied by the Commissioner.

Since, as taxpayer so ardently contends, allegations

which are denied must be deemed false for the purposes
of a motion for judgment on the pleadings, it would fol-

low that taxpayer's allegation that he was not such a
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dealer as is described in Section 44 (a) must be deemed

false and the income could have been returned in the

years subsequent to the sale whether or not it was
''casual". It should be noted in this connection that

the Commissioner never admitted or denied the appli-

cability of subsection (b) of Section 44 but admitted

only that taxpayer elected to report the income under

Section 44 (b).

Taxpayer in his argument has laid emphasis on the

alleged inconsistency in the pleadings of the Commis-

sioner. It is clear that as far as the pleadings went

there was no inconsistency. It is also clear that the

alleged inconsistency was between a matter not even ii

issue in the case and the purported implication of the

Commissioner's denial of the taxpayer's negative alle-

gation. At any rate, where the legal effect of a factual

situation, or the proper interpretation of a statute is

not clear, the Commissioner has no choice but to assert

the liability arising from the several reasonable inter-

pretations even though they be inconsistent. See First

Nat. Bank of Wichita Falls, Trustee v. Commissioner,

3 T. C. 303; Estate of Sanford v. Commissioner, 308

U. S. 39.

The purpose of pleadings is to properly place the real

issues in the case before the court. The pleadings in this

case accomplished that objective and the court properly

determined that since there were contested questions of

fact essential to a determination of the case, a trial was

necessary.

Over a century ago the Supreme Court laid down the

beneficent rule, since adhered to, that courts should

not decide a cause on a slip in pleading or the inadvert-

ence of counsel except where some rule of law, the ob-

servance of which is essential to the administration of

justice, requires it. Sheehij v. Mandeville, 11 Cranch
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207. More recently the same Court stated in Maty v.

GrasselU Co., 303 U. S. 197, 200:

Pleadings are intended to serve as a means of

arriving at fair and just settlements of controver-

sies between litigants. They should not raise bar-

riers which prevent the achievement of that end.

In final analysis, taxpayer 's contention is nothing but a

supertechnical quibble which would have been of ex-

tremely doubtful validity even under the system of rigid

common law pleadings.

1 CONCLUSION

The judgment of the Tax Court should be affirmed.

Respectfully submitted,

TiiERON Lamar Caudle,

Assistant Attorney General.

Ellis N. Slack,

A. P. Prescott,

Sumner M. Redstone,

Special Assistants to the Attorney General.

October, 1948
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APPENDIX

Internal Revenue Code: (as amended by Sec. 121(a),

Revenue Act of 1942, c. 619, 56 Stat. 798)

Sec. 23. Deductions from Gross Income.

In computing net income there shall be allowed

as deductions:

(a) Expenses.—
(1) Trade or Business Expenses.—
(A) In General.—All the ordinary and

necessary expenses paid or incurred during
the taxable year in carrying on any trade or
business, including a reasonable allowance
for salaries or other compensation for per-
sonal services actually rendered ;

* * *

(2) Non-Trade or Non-Business Expenses,
—In the case of an individual, all the ordinary
and necessary expenses paid or incurred dur-
ing the taxable year for the production or col-

lection of income, or for the management,
conservation, or maintenance of property held
for the production of income.

(26 U. S. C. 1946 ed.. Sec. 23.)

Sec. 44. Installment Basis.

(a) Dealers in Personal Property.—Under
regulations prescribed by the Commissioner with
the approval of the Secretary, a person who regu-
larly sells or otherwise disposes of personal prop-
erty on the installment plan may return as
income therefrom in any taxable year that pro-
portion of the installment payments actually

received in that year which the gross profit

realized or to be realized when payment is com-
pleted, bears to the total contract price.
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(b) Sales of Bealty and Casual Sales of Per-
sonalty.—In tlie case (1) of a casual sale or other
casual disposition of personal property (other
than joroperty of a kind which would properly be
included in the inventory of the taxpayer if on
hand at the close of the taxable year), for a price
exceeding $1,000, or (2) of a sale or other disposi-

tion of real projoerty, if in either case the initial

payments do' not exceed 30 per centum of the
selling price * * *, the income may, under regu-
lations prescribed by the Commissioner with the
approval of the Secretary, be returned on the
basis and in the manner above prescribed in this

section * * *.

(26 U. S. C. 1946 ed., Sec. 44.)

Sec. 113. Adjusted Basis for Determining Gain
OR Loss.

(b) Adjusted Basis.—The adjusted basis for
determining the gain or loss from the sale or other
disposition of property, whenever acquired, shall

be the basis determined under subsection (a), ad-
justed as hereinafter provided.

(1) General Ride.—Proper adjustment in re-

spect of the property shall in all cases be made

—

(A) For expenditures, receipts, losses, or
other items, properly chargeable to capital ac-

count, * * *

(26 U. S. C. 1946 ed., Sec. 113.)

Sec. 117. Capital Gains and Losses.

(a) Definitions.—As used in this chapter—
(1) Capital Assets.—The term '* capital as-

sets" means property held by the taxpayer
(whether or not connected with his trade or
business), but does not include stock in trade
of the taxpayer or other property of a kind
which would properly be included in the inven-
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tory of the taxpayer if on hand at the close of

the taxable year, or property held by the tax-

payer primarily for sale to customers in the

ordinary course of his trade or business, or

property, used in the trade or business, of a
character which is subject to the allowance for

depreciation provided in section 23 (1) ;
* * *

(26 U. S. C. 1946 ed.. Sec. 117.)

Treasury Regulations 103, promulgated under the

Internal Revenue Code

:

Sec. 19.23(1) -7. Depreciation of patent or copy-
rigid.—In computing a depreciation allowance in

the case of a patent or copyright, the capital sum
to be replaced is the cost or other basis of the patent

or copyright. The allowance should be computed
by an apportionment of the cost or other basis of

the patent or copyright over the life of the patent or

copyright since its grant, or since its acquisition by
the taxpayer, or in the case of a copyright, since

March 1, 1913, as the case may be. If the patent
or copyright was acquired from the Government,
its cost consists of the various Government fees, cost

of drawings, experimental models, attorneys' fees,

development or experimental expenses, etc., actu-

ally paid. Depreciation of a copyright can be taken
on the basis of the fair market value as of March 1,

1913, only when affirmative and satisfactory evi-

dence of such value is offered. Such evidence
should whenever practicable be submitted with the

return. If the patent becomes obsolete prior to its

expiration, such proportion of the amount on
which its depreciation may be based as the number
of years of its remaining life bears to the whole
number of years intervening between the basic date
and the date when it legally expires may be de-

ducted, if permission so to do is specifically secured
from the Commissioner. Owing to the difficulty of

;

allocating to a particular year the obsolescence of

a patent, such j^ermission will be granted only if
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affirmative and satisfactory evidence that the pat-
ent became obsolete in the year for which the depre-
ciation has not been taken in prior years does not
entitle the taxpayer to deduct in any taxable year
a greater amount for depreciation than would
otherwise be allowable.
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No. 11823

IN THE

United States Court of Appeals
FOR THE NINTH CIRCUIT

Leo M. Harvey and Lena P. Harvey,

Petitioners^

vs.

Commissioner of Internal Revenue,

Respondent.

REPLY BRIEF FOR PETITIONERS.

The argument of the Respondent in his opening brief

presents the following hiatus which he has failed to

explain.

As was set forth in Petitioner's original brief, the sale

to Gerrard occurred on March 21, 1938, at which time

Petitioner received $25,000 in cash and ten negotiable

promissory notes, each in amount and having a fair

market value of $40,000, maturing serially commencing

April 2, 1939, through April 2, 1948. The Petitioners

regularly reported income on the accrual basis and under

proper accounting practice and the provisions of Sections

41 and 42 of the Internal Revenue Code, all of the gain

from the sale accrued in the year of the sale, 1938, unless

the transaction qualified as an installment sale under Sec-

tion 44 of the Internal Revenue Code. From the facts
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in the case, it is clear that the sale did not qualify as an

installment sale under Section 44(a), but in preparing

their returns for 1938 and subsequent years, Petitioner

took the position that the transaction constituted a casual

sale of personal property and could be reported by install-

ments under Section 44(b). If the Court should deter-

mine that the sale of patents to Gerrard was not a casual

sale, all income from the sale would have been realized by

the Petitioner in 1938, and could be taxed only in the

year realized. Burnet v. Sanford & Brooks Co., 282

U. S. 359, 75 L. Ed. 383; Georgia School-Book Deposi-

tory, Inc., 1 T. C. 463; Acme Coal Co. v. United States,

70 Ct. Cls. 696, 44 F. 2d 95.

The Respondent contends, at pages 13 and 14 of his

brief, that the sale of patents to Gerrard was a sale of

property held by Petitioner primarily for sale to customers

in the ordinary course of taxpayer's trade or business.

The Commissioner, in a published ruling, has held that

such a sale is not a casual sale under a section of the

revenue law comparable to 44(b) of the Internal Revenue

Code. G. C. M. 1162 VI-1, C B. 22. Consequently,

if the Commissioner should establish that the sale of

patents was a sale of property held primarily for sale

to customers in the ordinary course of taxpayer's trade

or business, he would at the same time establish that the

sale was not a casual sale for which income may be de-

ferred on the installment basis under Section 44(b). Con-

sequently, all of the income which was realized in 1938

could only be taxable to the Petitioner in the year 1938,

a year not before the Court.

The Motion for Judgment on the pleadings filed in the

Tax Court and the subsequent amendment to the Petition

before the Tax Court advised the Respondent of the above
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hiatus in his position prior to the trial in the Tax Court.

Even assuming, as Respondent suggests, that the hiatus

should not have been resolved on the pleading, neverthe-

less it would appear that this Court must resolve the

hiatus in reaching a decision.

Respondent, in its brief, also takes the position that the

sale of patents by Petitioner was a sale of property used

in Petitioner's trade or business as an inventor. This,

of course, presumes that Petitioner was in the trade or

business of inventing, and that such patents were used in

such trade or business. Both presumptions appear to

be unsupported by the facts. From the Record, it appears

that during the period from 1913 until 1938, Petitioner

patented not more than four or five inventions, and the

ones in question are the only ones he ever sold. It does

not appear that he devoted a great deal of time to such

inventions. If the activity of the Petitioner in making

one sale of an invention during the period of his life, is

a casual sale under Section 44(b), how can the Respond-

ent contend that Petitioner engages in sufficient inventive

activities to be engaged in that trade or business ? Casual

sales are not sufficient to constitute carrying on a trade

or business. Greenwood, 34 B. T. A. 1209; M. E. Trapp

V. United States, (D. Ct. W. D. Okla.) 485 C. C. H. 9371.

Nor is the fact that Petitioner sold a patent created by

his own personal services sufficient to make the sales price

ordinary income rather than capital gain. It is established

that an inventor may realize capital gain from the sale of

his own invention. Carl G. Dreymann, 11 T. C. No. 23,

(August 9, 1948); and see Bureau Acquiescence, 1946

—

1 C. B. 3 in the case of Edward C. Meyers, 6 T. C. 258;

also, as pointed out by the Supreme Court in Eugene

Higgins v. Commissioner^ 312 U. S. 212, 85 L. Ed. 783,



the mere fact that activity is engaged in for a profit does

not mean that such activity constitutes the carrying on

of a trade or business. The possibihty of profit is the

customary motive which prompts people to maintain, con-

serve and sell property.

It would appear that the recent decisions of the Tax

Court in Carl G. Dreymann, 11 T. C. No. 23 (August 9,

1948), is most persuasive in determining the issue herein

presented. In that case, Petitioner was a chemist and

consulting engineer who earned his living by chemical

and engineering research. Mr. Dreymann, while in the

business of manufacturing certain products out of fish

oil, invented a process for substituting fish oil in the

manufacture of steel. This patent, he sold to United States

Steel Corporation. During the period from 1931 to 1942,

apparently Mr. Dreymann devoted almost his entire time

to the development of a process for moisture-proofing

paper and paper board. He obtained certain patents on

such processes. The record in the Dreymann case is re-

plete with evidence of his continuous activity over many

years regarding this invention. The Tax Court found

that in 1935 Petitioner sold this patent after devoting

approximately four years to research and development.

The Tax Court determined that the income received by

Dreymann for the sale of the patents for moisture-proof

paper was capital gain and not ordinary income because

Dreymann was not in the trade or business of being an

inventor. It would appear that the personal service

activities of Mr. Dreymann in creating the patent which
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was sold, were much more extensive than any activities of

this Petitioner.

It is also important to note that in the Dreymann case,

the Court found that his 19-year-old daughter, a high

school graduate, had an undivided one-half equitable in-

terest in the patent because of services which she rendered

in assisting Mr. Dreymann in creating the patent. All

patents were in the name of Dreymann and the daughter

did not have any legal interest in the patents. It would

appear that the Tax Court should have held that Herbert

Harvey had an equitable interest in Petitioner's patents.

The evidence amply supports such a finding.

Respondent has contended that the burden was on Peti-

tioner to establish that the 20% compensation to Law-

rence Harvey for services rendered was reasonable. Such

a position is hardly consistent with the position which

Respondent's attorneys took at the Tax Court hearing

wherein he objected on the ground of immateriality to a

question asked Petitioner relating to the extent and nature

of services rendered by Lawrence [R. 74] :

"We have no question here as to the reasonable-

ness of any compensation paid to Lawrence Harvey."

It is respectfully submitted that Petitioner receive the

relief as prayed for in Petitioner's opening brief.

Respectfully submitted,

Charles H. Carr,

Bryant R. Burton,

Attorneys for Petitioners.
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UNITED STATES OF
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Appellee.

BRIEF FOR APPELLEE

STATEMENT OF CASE

The indictment charged the appellant with trans-

porting and causing to be transported in interstate

commerce, a falsely made, forged and comiterfeited

security, to-wit, a bank check. The facts in the case

are not in dispute. The check was drawn and cashed

in Phoenix, Arizona, on the Walker Bank and Trust
Company, Salt Lake City, Utah. The check, in the

usual course of business, was transported in interstate

commerce from Phoenix to Salt Lake City, Utah. The
appellant had no funds or credit at the Walker Bank



and Trust Company, and payment on the check was
refused. There is also no dispute of the fact that the

check bore the true signature of the appellant.

QUESTIONS PRESENTED

Appellant contends that the check, being drawn in

the true name of the appellant as maker, was neither

falsely made, forged, altered nor counterfeited, and

therefore not within the scope of the statute.

The three assignments of error are all based upon
the contention of the appellant just stated.

ARaUMENT

We submit that in order to sustain the government 's

position ill this case, it is immaterial whether we con-

sider the check in question falsely made or forged.

Therefore, we do not consider it necessary to indulge

in a long technical argument on the legal difference

between a falsely made security and a forged security.

We believe that the security in question was both falsely

made and forged.

Williams v. Territory, 13 Ariz. 27

(108 Pac. 243)

Buckner v. Hudspeth, 105 F. (2d) 393

(10th CCA.)

Hart V. Squier, 159 F. (2d) 639

(9th CCA.)

In the Williams case (supra) the question was
squarely before the Arizona Supreme Court. It was
contended by the appellant in that case that a check

bearing the genuine signature of the maker was a genu-

ine check and was neither false nor bogus. In an opin-



ion in which the authorities on the interpretation of

the words ''false" and ''bogus" were thoroughly ex-

plored, the Arizona Supreme Court held that the check

was both false and bogus. We quote from that opinion

(page 33) :

"It is sufficient for the purpose of this case to

hold that a check is 'false' within the statute when
it is a wilfully untrue written order directing a
bank to pay money on demand."

In the case of Buckner vs. Hudspeth (supra) the

Court, in discussing a check signed with a fictitious

name, said:

"It may be wholly fictitious if the instrument is

made with intent to defraud and shows on its face
that it has sufficient efficacy to enable it to be used
in the injury of another." (Citing Meldrun vs.

U. S., 9th C.C.A., 151 Fed. 177).

In the 9th Circuit case of Hart vs. Squier (supra),

the defendant gave a fictitious name to a physician and
was issued a narcotic prescription. He was charged

with uttering and publishing a false and forged writ-

ing for the purpose of defrauding the government. We
quote the following from the opinion, page 640

:

'

' The narrow inquiry, therefore, is : Is the pre-
scription 'false' or 'forged' within the meaning of
the statute ? To state the question is to answer it,

for under the allegation of the indictment, the name
on the prescription is not appellant's true name,
but is assumed, fictitious—false. We need not de-

cide whether this is forgery or not."

Blackstone defined forgery to be "the fraudulent

making or alteration of a writing to the prejudice of

another's right." State vs. Wheeler, 25 Pac. 394. We
take the following quotation from the opinion of Judge

Bean in the last cited case

:



''The making or alteration of any writing with

a fraudulent intent whereby another may be prej-

udiced, is forgery."

''The question of intent is material in determin-

ing the guilt of the party charged, and the falsity

of the instrument. It is the false making with an
intent to defraud at which our statute is aimed."

"A person may falsely make a note if the note

be true in point of fact."

It was the intention of Congress in passing the law

which appellant is charged with violating, to protect

the general public from being defrauded by the use of

false and fictitious securities. If we keep this pur-

pose in mind, we have no difficulty in arriving at the

conclusion that the activities of appellant were in viola-

tion of that law.

The appellant's argument and the authorities cited

in support thereof, are all answered in the opinion of

the Supreme Court in the case of United States vs.

Staats, 8 Howard 41, cited in appellant's brief at page

6. We take the following quotation from that case:

"A genuine instrument containing a false state-

ment of facts, used in support of a claim, the party

knowing it to be false, and using it with the intent

to defraud, presents a case not distinguishable in

principle, or in turpitude, or in its mischievous ef-

fects, from one in which every part of the instru-

ment is fabricated; and when the one is as fully

within the words of the statute as the other, we may
well suppose that it was intended to embrace it."

In the case of U. S. vs. Sheridan, 329 U. S. 379, the

question in the present case was not before the Supreme

Court. The only issues before the court involved Counts

I and II. These two counts were sufficient to sustain

the conviction and justify the sentence. Therefore, it



was not considered necessary by the government to

urge a consideration of Count III.

CONCLUSION

The check in the present case meets all of the condi-

tions and requirements set out in the authorities here-

inbefore cited.

The check was made by the appellant with the intent

to defraud. It was a false and fictitious check in that

it was drawn on an account and against a credit that

did not exist. There is no difference between drawing
a check on a fictitious account or credit and drawing a

check in a fictitious name or on a bank that does not

exist. One is just as false and fictitious as the other,

the purpose and intent being in each instance to de-

fraud.

We therefore submit that the judgment should be
affirmed.

Respectfully submitted,

FRANK E. FLYNN,
United States Attorney

for the District of Arizona

E. R. THURMAN,
Assistant United States Attorney
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2 Commissioner of Internal Revenue

Docket No. 8795

DANIEL GARTLING,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

Ameaded Caption: Mar. 26, 1947 - Estate of

Daniel Gartling, Deceased, R. N. Weaver,

Executor.

DOCKET ENTRIES
1945

July 23 Petition received and filed. Taxpayer

notified. Fee paid.

July 23 Copy of petition served on General

Counsel.

Aug. 24 Answer filed by General Counsel.

Aug. 24 Request for hearing in Los Angeles, Calif,

filed by General Counsel.

Aug. 27 Notice issued placing proceeding on Los

Angeles, Calif, calendar. Service of an-

swer and request made.

1946

Dec. 6 Healing set February 10, 1947, Los An-

geles, California.

Oct. 15 Motion to substitute name of executor

* for petitioner, filed by taxpayer.



vs. Estate of Daniel Gartling, etc. 3

1947

Feb. 10 Hearing had before Judge Leech on

merits. Stipulation of facts and certi-

fied copies of letters of testamentary filed

at hearing. Petitioner's brief filed Feb.

10, 1947, and copies served on respondent.

Respondent's brief due 3/24/47. Peti-

tioner's reply due 4/10/47.

Mar. 5 Transcript of hearing filed. Los Angeles,

Calif. Feb. 10, 1947.

Mar. 24 Reply brief filed by General Counsel.

Mar. 26 Order that caption of the above proceed-

ing be amended to read, "Estate of Daniel

Gartling, Dec'd,, R. N. Weaver, Execu-

tor," now for then, entered.

Reply brief filed by taxpayer. Copy served.

Memorandum opinion rendered, -Judge

Leech. Decision will be entered under Rule

50. Copy served.

Respondent's computation for entry of

decision filed.

Hearing set September 24, 1947 on settle-

ment.

Consent to settlement filed.

Decision entered. Judge Leech. Div. 6.

Petition for review by U. S. Circuit Coui-t

of Appeals, Ninth Circuit, with assign-

ments of error filed by General Counsel.

Dec. 9 Proof of service of petition for review on

R. N. Weaver, Executor, filed.

Apr. 14

July 28

Aug. 27

Aug. 29

Sept. 4

Sept. 5

Nov. 28



4 Commissioner of Internal Revenue

1947

Dec. 9 Pioof of service of petition for review on

Attorney for taxpayer filed.

Dec. 15 Statement of points filed by General

Counsel with proof of service thereon.

Dec. 15 Agreed designation of portions of the re-

cord to be printed filed.

Dec. 15 Designation of record filed by General

Counsel with service admitted there-

on. [1*]

The Tax Court of the United States

Docket No. 8795

DANIEL GARTLING,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

PETITION
The above-named petitioner hereby appeals from

the determination of the Commissioner of Internal

Revenue, set forth in his deficiency letter, (LA-IT-

90D-PB), dated May 17th, 1945, and as the basis

of his appeal sets forth the following:

L
•That petitioner is a resident of the City of Los

Angeles, County of Los Angeles, State of California.

* Page numbering appearing at foot of page of Reporter's certified

Transcript of Record.



vs. Estate of Daniel Gartling, etc. 5

II.

That the deficiency letter (a copy of which is

attached), was mailed to petitioner on May 17th,

1945, and states a deficiency of $2590.87.

III.

That the taxes in controversy are federal income

tax for the calendar year 1941.

IV.

That the determination of the taxes contained

in said deficiency letter is based upon the following

errors.

(a) The respondent proposes to assess a tax on

a net gain [2] of $13,321.00, resulting from

the sale of one-sixth (1/6), interest of

taxpayer's three-sixth's (3/6's), interest in

and to the property and assets of the Cali-

fornia Well Tool & Machine Works, a part-

nership to each Dorothy J. West and Wm.
M. Craft.

(b) That one-half of net gain, to wit, $6660.50,

only is subject to tax the sale in question

being a long-term capital gain.

V.

The facts upon which petitioner relies as the basis

of his appeal are as follows:

That during the year 1941, taxpayer sold to

Dorothy J. West and Wm. M. Craft, two-sixth's

(2/6's), of his undivided three-sixth's (3/6's),

interest in and to the projjerty and assets of "'he
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California \¥ell Tool & Macliine Works, a partner-

ship, for the sum of $24,000.00, resulting in a net

gain oP the sum of $13,321.00.

Wherefore, petitioner prays that this Court de-

termine that one-half only of the net gain of the

sum of $13,321.00, is subject to tax for the calendar

year 1941.

DANIEL GARTLING,
Petitioner.

D. WEBSTER EGAN,
Attorney for petitioner,

403 West 8th Street,

Los Angeles 14, Calif.

State of California,

County of Los Angeles—ss.

Daniel Gartling, being first duly sworn, on oath,

deposes and says; that he is the petitioner in the

above-entitled appeal ; [3] that he has read the

foregoing petition and knows the contents thereof;

that the same is true of his own knowledge, except

as to the matters which are therein stated on in-

formation and belief and as to those matters that

he believes it to be true.

DANIEL GARTLING,

Sut)sci'ibed and sworn to before me this 12th day

of July, 1945.

FRANK LOBER,
Notary Public in and for the County of Los An-

geles, State of California. [4]
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(Copy)

Treasury Department, Internal Revenue Service,

417 South Hill Street, Los Angeles 13, California.

May 17th, 1945

Office of Internal Revenue Agent in Charge, Los

Angeles Division. LA: IT: 90D-PB.

Mr. Daniel Gartling,

5133 Highland View Avenue,

Los Angeles 14, California.

Dear Mr. Gartling:

You are advised that the determination of your

income tax liability for the taxable year ended

December 31st, 1941, discloses a deficiency of $2,-

590.87, as shown in the statement attached.

In accordance with the provisions of existing

internal revenue laws, notice is hereby given of the

deficiency or deficiencies mentioned.

Within 90 days (not counting Smiday or a legal

holida}^ in the District of Columbia as the 90th

day), from the date of the mailing of this letter,

you may file a petition Avith the Tax Court of the

United States at its principal address, Washington,

D. C, for a redetermination of the deficiency or de-

ficiencies.

Should you not desire to file a petition, you are

requested to execute the enclosed form and forward

it to the Internal Revenue Agent in Charge, Los

Angeles, California, for the attention of LA: Conf.

The signing and filing of this form will expedite

the closing of your return (x), b}" pei'mittinr^ an
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early assessment of the deficiency or deficiencies,

and will prevent the accumulation of interest, since

the interest period terminates 30 days after filing

the form, or on the date assessment is made, which-

ever is earlier.

Very truly yours,

JOSEPH D. NUNAN, Jr.,

Commissioner,

By GEORGE D. MARTIN,
Internal Revenue Agent in

Charge.

Enclosures

Statement

Form of waiver.

Statement

LA : IT :90D-PB Mr. Daniel Gartling,

5133 Highland View Avenue,

Los Angeles 14, California.

Tax Liability for the Taxable Year Ended December 31, 1941.

Liability Assessed Deficiency

Income Tax $4596.60 $2005.73 $2590.87

In making this determination of your income tax

liability careful consideration has been given to tlie

report of examination dated August 28, 1944, to

your protest dated October 25, 1944, and to the

statements made at the conference held.

A copy of this letter and statement has been

mailed to your representative Mr. D. Webstei* Egaii,

403 West 8th Street, Los Angeles 14, California,

in accordance with the authorization contained in

the power of attorney executed by you.
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Adjustment of Net Income

Net income as disclosed by return $ 5,782.82

Additional income: Gain from sale 13,321.00

$19,103.82

Explanation of Adjustment

The gain resulting from the sale one-sixth (1/6)

interest of your three-sixth (3/6), interest in and

to the property and assets of the California Well

Tool & Machine Works, to each Dorothy J. West

and Wm. M. Craft, in the amount of $13,321.00,

has been held to represent ordinary income in-

cludible in taxable income in the full amount. [6]

You did not report this transaction in your

return, but in an amended return filed on July 9th,

1943, you reported a long-term capital gain of

$5,993.83 from this sale.

Computation of Tax

Net Income adjusted $19,103.82

Less : personal exemption 750.00

Balance (surtax net income) $18,353.82

Less: earned income credit 300.00

Net income subject to normal tax $18,053.82

Normal tax at 4% on $18,053.82 $ 722.15

Surtax on $18,353.82 3,874.45

Total income tax $ 4,596.60

Correct income tax liability $ 4,596.60

Income tax assessed

Original, account No. 939694 $ 623.58

Amended, account No. Oct. 900560 1,382.15 2,005.73

Deficiency of income tax $ 2,590.87

Received and filed July 23, 1945,
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[Title of Tax Court and Cause.]

ANSWER
The Cormnissioner of Internal Revenue, by his

attorney, J. P. Wenchel, Chief Counsel, Bureau of

Internal Revenue, for answer to the petition of the

above-named taxpayer, admits and denies as

follows:
I, II, and III.

Admits the allegations contained in paragraphs

I, II, and III of the petition.

IV (a) and (b).

Denies the allegation of error contained in sub-

paragraphs (a) and (b) of paragraph IV of the

petition. ^
Admits the allegations contained in paragraph V

of the petition. ^j

Denies each and every allegation contained in the

petition not hereinbefore specifically admitted or

denied. [8]

Wherefore, it is prayed that the determination

of the Commissioner be approved.

/s/ J. P. WENCHEL, ECC
Chief Coimsel, Bureau of

Internal Revenue.

Of Counsel

:

B. H. NEBLETT,Division Counsel.

E. C. CROUTER,
A. J. HURLEY,

Special Attonaeys.

Bureau of Intei-nal Revenue.

AJHrma 8/17/45

Received and filed Aug. 24, 1945. [9]
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The Tax Court of the United States

Docket No. 8795

ESTATE OF DANIEL GARTLING, Deceased,

R. N. WEAVER, Executor,

Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

Decedent, more than 10 years prior to the taxable

year 1941, acquired a three-sixths interest in a

California partnership. In 1941 he sold an un-

divided two-sixths interest at a net gain of $13,321.

Held, a partner's interest in a partnership is a

capital asset, the sale of which results in a capital

gain or loss, taxable as provided in section 117,

I.R.C.

D. Webster Egan, Esq., for the petitioner.

A. J. Hurley, Esq., for the respondent.

MEMORANDUM OPINION

Leech, Judge: :

This controversy involves a deficiency in income

tax for the year 1941 in the amount of $2,590.87.

The only issue is whether the [10] gain realized by

decedent from the sale of two-sixths of an un-

divided three-sixths interest in a partnership is a

capital gain or an ordinary gain for Federal income

tax purposes. All the facts have been stipulated

and are adopted as our findings of fact. They may
be summarized as follows:
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Petitioner is tlie duly appointed executor of the

estate of Daniel Gartling, deceased. The decedent,

a resident of the City of Los Angeles, filed his

income tax return for the taxable period with the

collector of internal revenue for the sixth district

of California, at Los Angeles, California.

On January 2, 1941, and for many years prior

thereto, the decedent was the owner of an undivided

three-sixths interest in the copartnership of Cali-

fornia Well Tool and Machine Works organized

under the laws of the State of California. On

January 2, 1941, the decedent sold two-thirds of

his three-sixths interest in such partnership for

the sum of $24,000. The decedent's cost basis of the

interest sold was $10,679, resulting in a net profit

of $13,321.

Petitioner contends that the sale of the fractional

part of decedent's partnership interest constituted

the sale of a "capital asset", and since decedent held

the same for more than 10 years, only 50 pev centum

of such gain is to be taken into account under

section 117 of the Internal Revenue Code. The

respondent contends that for Federal income tax

purposes a partnership is not a juristic entity, but

is an association of individuals, each of whom is

vested with an interest in each specific asset of the

partnership. He argues that petitioner has failed

to establish the nature and character of the com-

ponent assets of the partnership. [11]

We think the position taken ])y petitioner is the

correct one. The respondent concedes the law of

California is controlling, and that the Unifoi-m

Partnership Act has been adopted and is in force

in that state.
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In the recent case of George Whitney, 8 T.C.

(May 14, 1947), we passed upon the nature of a

partnership interest. We there held that the part-

nership and not the individual partners owned the

partnership assets. We said:

* * * The interests of the several part-

ners in the partnership were merely the respec-

tive shares of the profits and surplus, less its

obligations. New York Partnership Lav/, sec.

52.1 Cf. Robert E. Ford. 6 T.C. 499 ;4 AUan S.

Lehman, 7 T.C. 1088; Blodgett v. Silberman,

277 U.S. 1; Case v. Beauregard, 99 U.S.

119. * * *

A partnership interest has repeatedly been held

to be a capital asset. Commissioner v. Shapiro, 125

Fed. (2d) 532; Stilgenbaur v. United States, 115

Fed. (2d) 283; Dudley T. Humphrey, 32 B.T.A.

280; Allan S. Lehman, 7 T.C. 1088. The decedent

having sold only an undivided portion of his part-

nership interest, the gain resulting therefrom is a

capital gain. The holding period was in excess of

10 years. Under section 117 of the Code, only 50

I^er centum of such gain is taxable. The stipulated

net gain realized by the decedent, by reason of

respondent's adjustment to decedent's cost basis,

is in excess of that reported on his income tax

return for the taxable year involved; therefore

Decision will be entered under Rule 50.

Entered July 28, 1947. [12]

1 Sec. 26, Uniform Partnership Act, in effect in

California, is the same as Sec. 52, N.Y. Partner-

ship Law.
4 Respondent acquiesces, C.B. 1946-2, p. 2.
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The Tax Court of the United States

Washington

Docket No. 8795

ESTATE OF DANIEL GARTLING, Deceased,

R. N. Weaver, Executor,

Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DECISION

Pursuant to the Memoradum Opinion of the

Court entered in the above-entitled proceeding July

28, 1947, the respondent having filed his computa-

tion herein on August 27, 1947, and the petitioner

having filed his acquiescence therein on September

4, 1947, it is hereby

Ordered and decided: That there is a deficiency

in income tax for the year 1941 of $193.33.

Enter

:

[Seal] /s/ J. RUSSELL LEECH,
Judge.

Entered Sept. 8, 1947. [13]
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In the United States Circuit Court of Appeals

For the Ninth Circuit

Docket No. 8795

COMMISSIONER OF INTERNAL REVENUE,
Petitioner on Review,

vs.

ESTATE OF DANIEL GARTLING, Deceased,

R. N. Weaver, Executor,

Respondent on Review.

PETITION FOR REVIEW
To the Honorable Judges of the United States

Circuit Court of Appeals for the Ninth Circuit.

The Commissioner of Internal Revenue hereby

petitions the United States Circuit Court of Appeals

for the Ninth Circuit to review the decision entered

by the Tax Court of the United States on Septem-

ber 8, 1947, ordering and deciding that there is a

deficiency in income tax of $193.33 for the calendar

year of 1941. This petition for review is filed

pursuant to the provisions of Sections 1141 and

1142 of the Internal Revenue Code.

The decedent, Daniel Gartling, filed his individual

income tax return for the calendar year 1941 with

the Collector of Internal Revenue for the Sixth

District of California, whose office is located at

Los Angeles, California, and within the judicial

circuit of the United States Circuit Court of

Appeals for the Ninth Circuit, where this review

is sought. [14]
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Nature of Controversy

The question involved is whether the gain realized

by decedent from the sale of an undivided two-sixths

interest in and to the property and assets of the

partnership represents capital gain or ordinary

gain for Federal income tax purposes.

On January 2, 1941, and for many years prior

thereto, the decedent was the owner of an undivided

three-sixths interest in the copartnership of Cali-

fornia Well Tool and Machine Works organized

under the laws of the State of California. On
January 2, 1941, the decedent sold two-thirds of

his three-sixths interest in and to the property

and assets of the said partnership for the sum of

$24,000. The decedent's cost basis of the interest

sold was $10,679, resulting in a net profit of $13,321.

In his notice of deficiency the Commissioner held

that the gain from the sale represents ordinary

income includible in taxable income in the full

amount. The Tax Court, however, held that a

partnership interest is a capital asset, and tlie

decedent having sold only an midivided portion of

his partnership interest, the gain resulting there-

from is a capital gain, and, since the holding period

was in excess of ten years, only fifty per centum

of such gain is taxable under Section 117 of the

Internal Revenue Code.

/s/ THERON L. CAUDLE, CAR
Assistant Attorney General.

/s/ CHARLES OLIPHANT, CAR
Chief Counsel,

Bureau of Internal Revenue,

Counsel for Petitioner on Review.

Received and filed TCUS Nov. 28, 1947. [15]
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[Title of Circuit Court of Appeals and Cause.]

NOTICE OF FILING PETITION
FOR REVIEW

To : Mr. R. N. Weaver, Executor, Estate of Daniel

Gartling, Deceased.

You are hereby notified that the Commissioner of

Internal Revenue did, on the 28th day of November,

1947, file with the Clerk of the Tax Court of the

United States, at Washington, D. C, a petition

for review by the United States Circuit Court of

Appeals for the Ninth Circuit of the decision of the

Tax Court heretofore rendered in the above-entitled

cause. A copy of the petition for review as filed is

hereto attached and served upon you.

Dated this 28th day of November, 1947.

/s/ CHARLES OLIPHANT, CAR
Chief Counsel,

Bureau of Internal Revenue,

Counsel for Petitioner on Review.

Personal service of the above and foregoing

notice, together with a copy of the petition for

review, is hereby acknowledged this .... day of De-

cember, 1947.

/s/ R. N. WEAVER,
Executor, Estate of Daniel

Gartling, Deceased,

Respondent on Review.

Received and filed TCUS Dec. 9, 1947.
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[Title of Circuit Court of Appeals and Cause.]

NOTICE OF FILING PETITION
FOR REVIEW

To: D. Webster Egan, Esq., 403 West Eighth Street,

Los Angeles 14, California.

You are hereby notified that the Commissioner of

Internal Revenue did, on the 28th day of November,

1947, file with the Clerk of the Tax Court of the

United States, at Washington, D. C, a petition for

review by the United States Circuit Court of

Appeals for the Ninth Circuit of the decision of

the Tax Court heretofore rendered in the above-

entitled cause. A copy of the petition for review

as filed is hereto attached and served upon you.

Dated this 28th day of November, 1947.

/s/ CHARLES OLIPHANT, CAR
Chief Counsel,

Bureau of Internal Revenue,

Counsel for Petitioner on Review.

Personal service of the above and foregoing-

notice, together with a copy of the petition for

review, is hereby acknowledged this 1st day of

December, 1947.

/s/ D. WEBSTER EGAN,
Counsel for Respondent on

Review.

Received and filed Dec. 9, 1947. [17]
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The Tax Court of the United States

Docket No. 8795

ESTATE OF DANIEL GARTLING, Deceased,

R. N. Weaver, Executor,

Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

STIPULATION OF FACTS
Petitioner and respondent in the above-entitled

proceeding, through their respective counsel of re-

cord, hereby stipulate and agree upon the facts

hereinafter set forth and do hereby submit said

proceeding for decision upon the basis of this

stipulation, without prejudice, however, to the right

of either party to offer other or additional evidence

not inconsistent herewith.

1. The petitioner is the duly appointed executor

of the Estate of Daniel Gartling, Deceased.

2. On January 2, 1941, and for many years prior

thereto the decedent, Daniel Gartling, was the owner

of a one-half interest in a certain partnership

organized under the laws of California and com-

posed of the said Daniel Gartling and his brother,

George Gartling. The partnership was engaged m
the manufacturing of steel forgings and doing busi-

ness under the name of California Well Tool and
Machine Works. The assets of the partnership

consisted chiefly of the plant, machinery, inventorites
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and accounts receivable. There is attached hereto

and made a part hereof as Exhibit 1-A a copy of

the balance sheet of the partnership as of December

31, 1940.

3. On January 2, 1941, the decedent sold two-

thirds of his one-half interest in and to the prop-

erty and assets of the said partnership to Dorothy

J. West and William M. Croft for the sum of $24,-

000.00. The basis to the decedent of the interest

sold was $10,679.00, resulting in a net profit on the

transaction of $13,321.00.

4. Copies of the bills of sale executed by the

decedent and the parties of the second part, rela-

tive to the sale of this portion of the interest of

the decedent in the assets of the partnership to

Dorothy J. West and William M. Croft, are

attached hereto and made a part hereof as Ex-

hibits 2-B and 3-C respectively. There is also

attached hereto and made a part hereof, as Exhibit

4-D, a copy of the new partnership agreement exe-

cuted by Daniel Gartling, George Gartling, William

M. Croft and Dorothy J. West.

5. The decedent in his individual income-tax

return for the calendar year 1941, filed with the

Collector of Internal Revenue for the Sixth Collec-

tion District at Los Angeles, failed to report the

sale of any portion of his partnership interest. On
July 9, 1943, however, the decedent filed with said

Collector an amended retui'n on which he rej)orted

a long-term capital gahi [19] in the amount of $5,-

993.83, resulting from the transaction above des-

cribed.
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6, The respondent in arriving at his determina-

tion reduced the basis of decedent's partnership in-

terest as reported on his amended return by

$1,333.34 and further held that the resulting profit

in the amount of $13,321.00 represented ordinal^

income includible in taxable income in the full

amount. It is conceded by the petitioner that the

basis reported by the decedent in his amended re-

turn was erroneous and the only question remaining

for decision is whether the profit resulting from the

transaction should be taxed as long-term capital gain

or as ordinary income.

/s/ D. WEBSTER EGAN, ;

Counsel for Petitioner.

/s/ J. P. WENCHELL, ECC
Chief Counsel, Bureau of Internal Revenue,

Counsel for Respondent. [20] '

AJH/vp 2/5/47.
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'': EXHIBIT 1-A

CALIFORNIA WELL TOOL AND MACHINE WORKS
• Balance Sheet—December 31, 1940

AJssets—Current

:

• "Cash in Bank—Security $ 6,143.99

'!:: •' Cash in Bank—Citizens 9,968.51

,;; Accounts Jleceivable 26,285.72

Inventory—Merchandise 21,096.27

Advance to Partners, Etc 3,784.20

,;:; .,. .. $67,278.69

Assets—Fixed

:

Machinery and Tools $112,869.35

Machinery and Tools, Additional.. 494.16

Furniture and Fixtures 967.66

Furniture and Fixtures,

Additional 24.00

$114,355.17

Less ;

Reserve for Deprec 'n

—

Mach. & Tools $111,817.93

Reserve for Deprec 'n

—

Furn. & Fixts 757.45 112,575.38 1,779.79

Assets—Miscellaneous

:

Petty Cash Fund $ 75.00

Prepaid Accounts 179.56

Insurance Deposit 341.45 596.01

Total Assets $69,654.49
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Liabilities and Capital :

Accounts Payable $ 3,529.32

Accrued Payroll 326.82

Notes Payable 1,785.35

Notes Payable—I. D. Gartling 24,000.00

State Sales Tax 127.88

State Employment Department.... 308.90

Federal Social Security 168,36

Accrued Federal Unemployment.. 113.53

Accrued Compensation Insurance 101.12

Total Liabilities $30,461:28

Capital—Daniel Gartling, .

Jan. 1, 1940 $ 16,026.95

Capital—Geo. L. Gartling,

Jan. 1, 1940 16,026.95

Total Investment—Jan. 1, 1940.... $ 32,053.00

Less: Cost of Liquidating I. D. Gart-

ling Equity 5,826.93

$ 26,226.97

Plus: Surplus from Life

Ins. Gross Rec'd $ 10,000.00

Less : Payments to Partners 6,000.00 4,000.00

Total $ 30,226.97

Plus: Undivided Surplus,

Jan. 1, 194a-Dee. 31, '40..$ 11,474.64

Less : Dividend Paid

—

I. D. Gartling 2,508.40 8,966.24 39,193.21

Total Liabilities and Capital $69,654.49
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EXHIBIT 2-B

BILL OF SALE
This agreement made and entered into this 2nd

day of January, 1941, by and between Daniel Gart-

ling, party of the first part and Dorothy J. West

party of the second part.

Witnesseth

:

Whereas, Daniel Gartling, is the owner of an un-

jdivided three-sixths (3/6), interest in and to all of

the property and assets of the California Well Tool

&j Machine Works, a partnership, doing business in

the City of Los Angeles, County of Los Angeles,

State of California.

Now, therefore, for and in consideration of the

suni of twelve thousand ($12,000.00), dollars, the

party of the first part, does by these presents grant,

bargain, sell and convey unto the party of the sec-

ond part, his executors, administrators and assigns

an undivided one-sixth (1/6), interest in and to the

property and assets of the California Well Tool &
Machine Works, a partnership, doing business at

Los Angeles, California.

It is understood and agree by the parties hereto

that said indebtedness, shall be evidenced by a prom-

issory note in the principal sum of twelve thousand

($12,000.00) dollars bearing interest at the rate of

five (5%), per cent per annum and payable out of

second party's profits earned from this undivided

interest in and to all of the property and assets of

the California Well Tool & Machine Works, a part-

nership.

DANIEL GARTLING.
DOROTHY J. WEST.
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EXHIBIT 3-C

BILL OF SALE
This agreement made and entered into this 2nd

day of January, 1941, by and between Daniel Gart-

ling, party of the first part and Wm. M. Croft, party

of the second part.

Witnesseth

:

Whereas, Daniel Gartling, is the owner of an un-

divided three-sixths (3/6), interest in and to all of

the property and assets of the California Well Tool

& Machine Works, a partnership, doing business in

the City of Los Angeles, County of Los Angeles,

State of California.

Now, therefore, for and in consideration of the

sum of twelve thousand, ($12,000.00), dollars, the

party of the first part, does by these presents grant,

bargain, sell and convey unto the party of the sec-

ond part, his executors, administrators and assigns

an undivided one-sixth (1/6), interest in and to the

property and assets of the California Well Tool &
Machine Works, a partnership, doing business at

Los Angeles, California.

It is understood and agreed by the parties hereto

that said indebtedness, shall be evidenced by a prom-

issory note in the principal sum of twelve thousand

($12,000.00) dollars bearing interest at the rate of

five (5%), per cent per annum and payable out of

second party's profits earned from this undivided

interest in and to all of the property and assets of

the California Well Tool & Machine Works, a part-

nership.

DANIEL GARTLING.
WM. M. CROFT. [21]
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EXHIBIT 4-D

ARTICLES OF ( 0-PARTNERSIIIP

This agreement made this 2iid da} of January

I94i, by and between Daniel Gartling, George L.

Gartling, William Croft, and Dorothy J. West.

Witnesseth

:

Whereas, Daniel Gartling and George L. Gartling

are the remaining partners of the California Well

Tool & Machine Works, a partnership, by reason

ot the death of Ida D. Gartling, and

Whereas, the said Daniel Gartling and George

L. Gartling, have agreed to admit as incoming part-

ners William Croft and Dorothy J. AVest.

Now, therefore, it is agreed by said parties as

follows

:

That said partnership shall commence on the 2nd

day of January 1941, and continue until the 2nd

day' of January 1946, unless terminated by mutual

consent or by death of any of the i^artners.

That the book value of the capital of said partner-

ship as of January 1st, 1941, is the sum of $36037.01,

of which Daniel Gartling is the owner of $18018.51

and' George L. Gartling is the owner of $18018.50,

the said Daniel Gartling having sold to William

Croft and Dorothy J. West two-sixths' of said men-

tioned undivided interest in and to the property and

assets of said partnership, and by reason thereof

said interests of the respective partners are as fol-

lows to-wit:

George L. Gartling, an undivided three-sixth's;

Daniel Gartling, an undivided one-sixth; William

Croft, an undivided one-sixth and Dorothy J. West,

an undivided one-sixth.
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The said partners, (with the exception of Dorothy

J. West) , at all times during the continuance of the

partnership, shall give their attendance, and to the

utmost of their skill and power exert themselves in

the conduct and management of the firm's business

for the joint interest, profit, benefit and advantage

of all of the parties herein.

That during the continuance of said partnership

all rents and other expenses that may be required

for the support, management and conduct of said

business shall be paid from the gross [24] income

thereof, and in the event that said gross income is

insufficient to pay said expenses, said partners shall

bear, pay and discharge as their interest appear,the.

balance of said expenses remaining unpaid on the

first day of January of each and every year during

the continuance of said partnership.

That there shall be kept at all times regular books

of account of the business of said firm, and each of

the partners shall have, at all times, access to all

such books of accounts and the accounts of said firm,

and on the first day of January, each year, a true

inventory and accomit of all the profits and increase

of the business and all losses sustained during the

preceding year shall be made and submitted to each

of the said partners, and the profits, if any, shall be

divided as follows

:

To George L. Gartling, fifty (50%) per centum

thereof. '

To Daniel Gartling, sixteen and two-thirds,

(16%), per centum thereof:
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To William Croft, sixteen and two-thirds (16%),

per centum thereof

:

' To Dorothy J. West, sixteen and two-thirds

(16%), per centum thereof.

That in the event any of said partners at any time

desire to sell or otherwise dispose of his, or her,

interest in said partnership, he or she shall and

hereby does give the other partners a first option for

the purchase thereof at a price not less than the

book value of said interest as shown by the books

of account of said firm ; said option shall continue in

force and effect for a period of ten (10) days after

notice in writing served on each other partner or

by U. S. Registered Mail addressed to them at their

last known residence address, of said partner's pro-

posed withdrawal from said firm; and in the event

any partner shall dispose of his, or her, interest to

the other partners or any of them, said business

shall be carried on by the remaining partners and

said profits and losses, shall be shared by said

remaining partners, as their interests appear.

Said partnership shall be continued under the fic-

titious firm name of "California Well Tool &

Machine Works."

That in the event of dissolution of said partner-

ship, said partners shall make a true and just ac-

counting of said business and profits, each to the

other, and the same, and all the holdings, property,

fixtures and appurtenances thereof shall be divided

to said partners as follows : [25]
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To George L. Gartling, fifty (50%) per centum

thereof

:

To Daniel Gartling, sixten and two-thirds (16%)

per centum thereof.

To William Croft, sixteen and two-thirds, (16%),

per centum thereof.

To Dorothy J. West, sixteen and two-thirds,

(16%) per centmn thereof.

In witness whereof, the parties hereto have set

their hands, the day and year first above written.

DANIEL GARTLING
GEORGE L. GARTLING
WILLIAM CROFT
DOROTHY J. WEST

Filed Feb. 10, 1947. [26]

In the United States Circuit Court of Appeals

for the Ninth Circuit

Docket No. 8795

COMMISSIONER OF INTERNAL REVENUE,
Petitioner on Review,

vs.

ESTATE OF DANIEL GARTLING, Deceased,

R. N. WEAVER, Executor,

Respondent on Review.

STATEMENT OF POINTS
Comes now the petitioner on review herein, by

his counsel of record, and makes this concise state-
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ment of points on which he intends to rely on the

review herein, to wit:

The Tax Court of the United States erred:

1. In holding that the gain resulting from the sale

by the decedent of two-thirds of his undivided three-

sixths interest in and to the property and assets of

the partnership is a capital gain, and that, since

the holding period was in excess of ten years, only

fifty per centum of such gain is taxable under sec-

tion 117 of the Internal Revenue Code.

2. In failing to uphold the Commissioner's deter-

mination that the gain resulting from the sale by

the decedent of two-thirds of his undivided three-

sixths interest in and to the property and assets of

the partnership represents ordinary income includi-

ble in taxable income in the full amount.

3. In holding that there is a deficiency in income

tax for [27] year 1941 of only $193.33, and in failing

to hold that there is a deficiency of $2,590.87 as

determined by the Commissioner.

4. In holding that a partnership interest is a capi-

tal asset.

5. In failing to hold that a purported sale of a

partnership interest constitutes a sale by an individ-

ual partner of his interest in the assets of the part-

nership, and that the burden falls upon the taxpayer

to establish the nature, character, basis and holding

period of the component assets and that his failure

to do so requires that the Commissioner's determina-

tion be sustained.
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6. In failing to hold in the instant case that the

assets of the partnership are of a character which,

if sold by an individual, would result in ordinary

gain or loss.

7. In that its memorandum opinion and deci-

sion are contrary to law and the Commissioner's

regulations.

/s/ THERON L. CAUDLE, CAR
Assistant Attorney General.

/s/ CHARLES OLIPHANT, CAR
Chief Counsel,

Bureau of Internal Revenue,

Counsel for Petitioner on Review.

Service of a copy of the above statement of points

is hereby acknowledged this 8th day of Dec, 1947.

/s/ D. WEBSTER EGAN,
Counsel for Respondent on Review.

Received and filed TCUS Dec. 15, 1947. [28]

[Title of Circuit Court of Appeals and Cause.]

DESIGNATION OF PORTIONS OF THE
RECORD TO BE PRINTED

Comes now the petitioner on review herein, by

his counsel of record, and complying with the rules

of this Court, pertaining to the designation of the

portions of the record to be printed, states that he

relies upon the entire record certified by the Clerk
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of The Tax Court of the United States, and directs

that said record so certified be printed as the record

on review,

/s/ THERON L. CAUDLE, CAR
Assistant Attorney General.

/s/ CHARLES OLIPHANT, CAR
Chief Counsel,

Bureau of Internal Revenue,

Counsel for Petitioner on Review.

Consented to:

/s/ D. WEBSTER EGAN,
Counsel for Respondent on Review.

Received and filed TCUS Dec. 15, 1947.

[Title of Circuit Court of Appeals and Cause.]

DESIGNATION OF CONTENTS OF RECORD
ON REVIEW

To the Clerk of the Tax Court of the United States

:

You will please prepare, transmit and deliver to

the Clerk of the United States Circuit Court of

Appeals for the Ninth Circuit, copies duly certified

as correct of the following documents and records in

the above-entitled cause, in connection with the j)eti-

tion for review by the said Circuit Court of Appeals

for the Ninth Circuit, heretofore filed by the Com-

missioner of Internal Revenue:

1. Docket entries.

2. Pleadings

:

(a) Petition

(b) Answer
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3. Memorandum opinion and decision of the Tax

Court.

4. Petition for review.

5. Notices of filing petition for review.

6. Stipulation of facts and exhibits attached

thereto.

7. Statement of points.

8. Designation of portions of record to be printed.

9. This designation.

/s/ THERON L. CAUDLE, CAR
Assistant Attorney General.

/s/ CHARLES OLIPHANT, CAR
Chief Coiuisel,

Bureau of Internal Revenue,

Counsel for Petitioner on Review.

Service of a copy of the within designation of con-

tents of record on review is hereby admitted this

8th day of Dec, 1947.

/s/ D. WEBSTER EGAN,
Counsel for Respondent on Review.

Received and filed TCUS Dec. 15, 1947. [31]
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The Tax Court of the United States, Washington

Docket No. 8795

COMMISSIONER OF INTERNAL REVENUE,
Petitioner,

vs.

ESTATE OF DANIEL GARTLING, Deceased,

R. N. Weaver, Executor,

Respondent.

CERTIFICATE
I, Victor S. Mersch, clerk of The Tax Court of

the United States do hereby certify that the fore-

going pages, 1 to 31, inclusive, contain and are a

true copy of the transcript of record, papers, and

proceedings on file and of record in my office as

called for by the Praecipe in the appeal (or appeals)

as above numbered and entitled.

In testimony whereof, I hereunto set my hand

and afi&x the seal of The Tax Court of the United

States, at Washington, in the District of Columbia,

this 29th day of December, 1947.

[Seal] /s/ VICTOR S. MERSCH, EMT
Clerk, the Tax Court of the

United States.
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[Endorsed]: No. 11826. United States Circuit

Court of Appeals for the Ninth Circuit. Commis-

sioner of Internal Revenue, Petitioner, vs. Estate of

Daniel Gartling, Deceased, R. N. Weaver, Executor,

Respondent. Transcript of the Record. Upon Pe-

tition to Review a Decision of The Tax Court of the

United States.

Filed January 3, 1948.

/s/ PAUL P. O'BRIEN,

Clerk of the United States Circuit Court of Appeals

for the Ninth Circuit.
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In the United States Circuit Court of Appeals

for the Ninth Circuit

No. 11826

Commissioner of Internal Revenue, petitioner

V.

Estate of Daniel Gartling, Deceased, R. N. Weaver,
Executor, respondent

ON PETITION FOR REVIEW OF THE DECISION OF THE TAX
COURT OF THE UNITED STATES

BKIEF FOR THE PETITIONER

OPINION BELOW

The memorandum opinion of the Tax Court (R.

11-13) is not reported.

JURISDICTION

This petition for review (R. 15-16) involves an

asserted deficiency of $2,590.87 in individual income

tax for the calendar year 1941. The notice of de-

ficiency (R. 7-9) was mailed to the decedent on May
17, 1945. The decedent filed a petition for review with

the Tax Court of the United States on July 23, 1945

(R. 4-9), under the provisions of Section 272 of the

Internal Revenue Code. Thereafter, the decedent's

executor was substituted as a party. (R. 2-3.) The
decision of the Tax Court to the effect that there was

(1)



a deficiency in income tax for the year 1941 of only

$193.33, and refusing to sustain the Commissioner's

deficiency determination in full, was entered on Sep-

tember 8, 1947. (R. 14.) The case is brought to

this Court by a petition for review filed by the Com-

missioner on November 28, 1947 (R. 15-16), pursuant

to the provisions of Sections 1141-1142 of the Internal

Revenue Code.

QUESTION PRESENTED

The decedent was a member of a partnership, in

which he possessed a one-half interest. He sold a

])ortion of his interest in the partnership assets to

two other persons, whereupon the purchasers were

admitted to membership in a new partnership in

accordance with their interests in the property.

Did the Tax Court err in holding that the decedent

sold an 'interest in a partnership" which, without

regard to the nature of the partnership property,

was a capital asset and gave rise to capital gain?

STATUTE AND REGULATIONS INVOLVED

The applicable provisions of the statute and regu-

lations involved are set forth in the Appendix, infra.

STATEMENT

The facts in this case were stipulated (R. 19-29)

and may be summarized as follows

:

For many years prior to 1941 the decedent was the

owner of a one-half interest in a partnership. The
partnership, which was organized in California, was

engaged in the manufacture of steel forgings. Its

assets consisted chiefly of plant, machinery, inven-

tories, and accounts receivable. (R. 19-20.)



On January 2, 1941, the decedent sold two-thirds

of his one-half interest ''in and to the property and

assets of the said partnership" to Dorothy J. West

and William M. Croft. The decedent's tax basis for

his interest in the assets sold was $10,679. He re-

ceived a total of $24,000 on the sale, with a resulting

net profit of $13,321. (R. 20.)

Concurrrently with the sale the decedent, his

partner, and Dorothy J. West and William M. Croft

executed articles of partnership, the new partnership

to continue under the same firm name as that used

by the preceding firm. (R. 20, 26-29.)

The decedent in his original income tax return for

the calendar year 1941 failed to report the sale of

any portion of his partnership interest. He later

filed an amended return showing a long-term capital

gain in the amount of $5,993.83. (R. 20.) The Com-

missioner, in the deficiency notice, increased the

amount of gain to $13,321, and ruled that the entire

amount represented ordinary income. Before the

Tax Court, the taxpayer conceded that the amount

of gain determined by the Commissioner was correct,

and that the only question was whether it should be

taxed as long-term capital gain or as ordinary in-

come. (R. 21.) The Tax Court ruled that the gain

was taxable as gain from the sale of a capital asset

held for more than 10 years. (R. 11-13.)

STATEMENT OF POINTS TO BE URGED

The points to be urged by the Commissioner (R.

29-31) are, in substance, that the Tax Court erred

in holding that the gain realized by the decedent was



taxable as gain derived from the sale of a capital

asset lield in excess of 10 years, and in failing to

hold that the gain was taxable as ordinary income.

SUMMARY OF ARGUMENT

I

The decedent, who had been a member of a partner-

ship, sold a portion of his interest in the firm's

assets, whereupon the firm was reconstituted with

the purchasers being admitted as additional partners

in accordance with the interest in the property

which they had acquired from the decedent. The Tax

Court held that the decedent sold "an interest in the

partnership" which, without regard to the nature

of the partnership property, was a capital asset,

and that his gain should be taxed as capital gain.

The decision, which is based on the assumption that

the partnership, rather than the partners, owns the

partnership assets, is contrary to the statutory

scheme for taxing partners. Since the i:>artners alone

are taxed on the profits of the business, and since

they are considered as the owners of the assets of

the business, there was nothing which the decedent

could sell except his interest in the specific partner-

ship assets. Contrary to the Tax Court's conclusion,

the decedent's interest in the profits and surplus of

the business, i. e., his interest in the partnership, is

not ''property" w^hich can be a capital asset. It is

either represented by past profits which have been

reinvested in physical assets, or by anticipated profits

which constitute an intangible asset of the firm. No
matter how regarded, the decedent possessed no in-



terest which could be disassociated from the assets

of the firm. The character of the gain which he

realized when he made a sale to the newly admitted

partners can only be determined from the nature of

the assets sold. Since there was no proof in this

case that he sold any capital assets, the Commis-

sioner's determination that his gain was ordinary

income should have been sustained by the Tax Court.

II

The holding of this Court in Stilgenhaur v. United

States, 115 F. 2d 283, is in accord with the Com-

missioner's principal position. However, the Court

there employed some language which would indicate

that a partner could sell either his interest in the

partnership assets, or his interest in the firm. While

we do not believe that this distinction is sound, it

will, if accepted, equally require a reversal in this

case since the undisputed facts here are that the

decedent sold an interest in the partnership assets

and not an interest in the partnership. Since it has

not been established that the gain was derived from

capital assets, the Tax Court was wrong in holding

that the gain is to be taxed as capital gain.

ARGUMENT

I

A partner does not possess an interest in the partnership

which, regardless of the nature of the partnership property,

•is a capital asset whose sale to newly admitted partners

results in capital gain

The decedent for many years was the owner of

a one-half interest in a California partnership. On



January 2, 1941, he sold a one-sixth ''interest in and

to the property and assets" of the partnership to

Dorothy J. West, and a similar interest to William

M. Croft, thus retaining a one-sixth interest in such

assets for himself. (R. 19-20, 24, 25.) Concur-

rently, a new partnership agreement was drawn up

to govern the new partnership, with Dorothy J. West

and William M. Croft admitted as partners, and with

the decedent (having a one-sixth interest) and his

former partner (having a one-half interest) continu-

ing as partners. (R. 26-29.) The decedent received

$12,000 for his interest in the assets conveyed to each

of the new partners, or a total of $24,000. His basis

for his interest in those assets was $10,679, and his

undisputed gain on the sale was $13,321. (R. 20.)

The only issue in the case is whether this gain is

to be taxed as gain on the sale of a capital asset

because, as the Tax Court held, the decedent sold a

''partnership interest," which the Tax Court con-

siders to be a capital asset (R. 11-13), or whether,

as the Commissioner contends, because the decedent

sold a fractional portion of his interest in the partner-

ship assets, the resulting gain is taxable as ordinary

gain except to the extent that the taxpayer is able

to show that the gain is attributable to the sale of

assets which come within the statutory definition of

capital assets.

The decision of the Tax Court to the effect that a

partner possesses an interest in the partnership

which, by itself, and without regard to the nature of

the partnership assets, is a capital asset which can

be sold, and whose sale may give rise to a capital



gain or a capital loss, is contrary to the congressional

scheme for taxing partners and has given rise to a

fundamental misapplication of the statute in this

case.

At the outset, it will be noted that the Tax Court

(R. 12-13) starts with the assumption that local law

respecting partnerships is the ultimate source which

controls the determination of what the decedent sold

to the incoming partners. While, as will be seen, the

Tax Court was altogether mistaken about the Cali-

fornia law of partnerships, it is considered important

to jioint.out that the federal law relating to the tax-

ation of partners is one to be given a uniform, nation-

wide application, and that Congress never intended

that the incidents of such taxation should vary from

state to state, depending upon the peculiarities of

local law. See Burnet v. Harmel, 287 U. S. 103. Cf.

Commissioner v. Tower, 327 U. S. 280, 287-288.

There is nothing in the statutory pattern which would

admit the conclusion that Congress intended that the

varying rules of local law^ respecting partnerships

should be the initial and ultimate reference point

from which the federal taxing problems are to be

orientated.^

^It will be noted that the Tax Court stated (R. 12) that the

Commissioner "concedes the law of California is controlling."

While the Commisssioner's brief below stated that the law of

California governed the present case, it is clear from the brief as a

whole that this only meant that the law of California, where the

Uniform Partnership Act prevails, reflects the same basic theory

which underlies the federal statutory pattern for taxing partners,

namely, that the partners are the owners of the firm assets and

that the firm is not an intervening entity which is the owner of

those assets.

791327—48-



Having started with the erroneous view that local

law is altogether controlling, the Tax Court com-

pounded its error by assuming that in States where

the Uniform Partnership Act has been adopted the

partnership, as an entity, owns the partnership assets,

and that the individual partners do not. From these

invalid premises, the Tax Court arrived at the erro-

neous conclusion that the sale by a partner to incom-

ing partners of a portion of his interest in the firm

assets is not a sale of those assets, but is the sale of

something altogether different. We i^ropose to

demonstrate why these premises and this conclusion

are wrong.

The Uniform Partnership Act may be selected as~a

general guide for the analysis of the nature of a

partner's interest, not because that Act controls the

interpretation to be given to the taxing statute (as

the Tax Court erroneously assumed), but l^ecause it

basically codified the theory which was then dominant

in the jurisprudence of the several States, a theory

which Congress had already adopted in the taxation

of partnership gains to the partners. Contrary to the

Tax Court's views on this, the Uniform Partnership

Act does not express the theory that the partnership

is an entity separate and apart from the jiartners,

and that it is the legal owner of the partnership

assets ; on the contrary, the Uniform Act was drafted

on the so-called ''aggregate" theory, namely, that the

partners, holding by a peculiar type of tenancy de-

scribed in the Act, are the only legal owners of the

partnership property. Indeed, whether the ''entity"

or the "aggregate" theory of partnerships should have



been adopted was one of the focal points of contro-

versy that attended the drafting of the Uniform Act.

At this late date there can be no doubt the the theory

described by the Tax Court was the very one rejected,

after full consideration, by the conference of Com-

missioners on Uniform State Laws. See Lewis, The

Uniform Partnership Act, 24 Yale L. J. 617, 640

(1915), where, after outlining the history of the

drafting of the Uniform Partnership Act, the author,

who was also the final draftsman, states

:

At the conclusion of the discussion, the mem-
bers of the conference all joined in recommend-
ing that the Act be drawn on the common law

or aggregate theory, and that the partners be

treated as owners of partnership property hold-

ing by a special tenancy, which should be called

tenancy in partnership. This recommendation,

as explained, has been carried out.

See further, Lewis, The Uniform Partnership Act,

29 Harv. L. Rev. 158-192, 291-313 (1915-1916), where

it is stated by way of summary (p. 296)

:

* * * the adoption of the Act makes it im-

possible for a court to hold a partnership a

legal person, in view of the definition in Section

6, and the express statement in Section 25, that

the partners, and therefore assuredly not a

fictitious legal person, are co-owners of partner-

ship property holding as tenants in partner-

ship. The theory on which the Act is drawn
may be wrong, but a reading of its provisions

will show that the Commissioners have adhered
to the aggregate theory, dominant in our part-

nership cases, and have not adopted the legal-

person theory.
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Accord: HcJvering'x. Smith, 90 F. 2d 590, 590-591

(C. C. A. 2d). California follows this theory in the

interpretation of the provisions of the Uniform Act

which has been enacted in that State. Reed v. I7i-

dustrial Aec. Comm., 10 Cal. 2d 191; Stihjenhaur v.

United States, 115 F. 2d 283 (C. C. A. 9th) ; Jung

V. Bowles, 152 F. 2d 726 (C. C. A. 9th).

A brief review of the i)rovisions of the Uniform

Act will demonstrate how it carries through this

theory. Section 25 (1) of the Uniform Act (Section

2419 (1), Civil Code of California (Deering, 1937))

states

—

A partner is co-owner with his partners of

specific partnership property holding as a ten-

ant in partnership.

The incidents of this tenancy in partnership are such

that each partner has the right to possess the pro})-

erty for jDartnership purposes, to have no assignment

l)y the other partners except as all assign their rights,

to have the property seized only by j)artnersliip

creditors, and to continue to possess the property

for partnership purj^oses on the death of any other

partner. Section 25 (2) of the Uniform Act (Section

2419 (2), Deering, supra). Each partner has the

power, as an agent of the other partners, to convey

such assets for partnershi]) ])urposes. Section 9 of

the Uniform Act (Section 2403, Deering, supra).

Each partner also has the right, on dissolution, to

have the specific partnershii) proi)erty dedicated to

partnershi}) debts and the surplus a])plied to paying

the amounts owing to the respective partners. Sec-
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tion 38 of the Uniform Act (Section 2432, Deering,

stipra).

While the incidents of this tenancy in partnership

differ from those that attended the more ancient forms

of common ownership developed hy the common law,

it is clear that under the Uniform Act the partners,

and they alone, are the owners of the partnership

property.

The aggregate theory of partnerships which was

dominant in the common law JDefore the drafting of

the Uniform Act, and which was reflected in the

basic provisions of the Uniform Act, expresses the

hypothesis on which Congress has generally acted with

respect to the taxation of the members of a partner-

ship. See Ra])kin and Johnson, The Partnership

mider the Federal Taxing Laws, 55 Harv. L. Rev.

909 (1942).

The starting point for ascertaining the federal tax-

ing pattern is Section 3797 (a) (2) of the Internal

Revenue Code (Appendix, infra) which contains the

following definition :

^

The term ''partnership" includes a syndicate,

group, pool, joint venture, or other miincorpo-

rated organization, through or by means of

which any business, financial operation, or

venture is carried on, and which is not, within

the meaning of this title, a trust or estate or a

corporation; and the term ''partner" includes

a member in such a syndicate, group, pool, joint

venture, or organization.

^ The same definition has existed ever since the adoption of

Section 1111 (a) (3) of the Revenue Act of 1932, c. 209, 47 Stat.

169.
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Thus, it is readily apparent that the taxing statute is

not concerned with anything peculiar to partnerships

under local law, but treat alike other kinds of business

organizations which possess a unifying thread,

namely, common ownership of the business assets

by the persons who comprise the organization. This

theme runs throughout the provision of the Code

relating to the taxation of the partnership gains to

the partners. The partnership, as thus defined, is

not a taxable entity as a corporation is; instead, only

the individual partners are liable to be taxed in their

individual capacities for the partnership earnings.

Section 181 of the Internal Revenue Code (Appendix,

rn/ra).^ The partners, moreover, are taxable on their

distributive shares of the partnership income, regard-

less of whether the profits are actually distributed.

Section 182 of the Internal Revenue Code (Appendix,

infra).^ The taxing statute has thus not only treated

the partners as having realized gain on a disposition

of partnership assets exactly as would be true if they

were the common owners of those assets, but it has

also completely disregraded the fact that under the

partnership agreement, or under local law, the part-

ners might not be able to reap the profits at that time.

Undistributed profits, to the extent reinvested, merely

represent additional property acquired by the part-

^ This has, with one exception, been true ever since Section II D
of the Income Tax Act of 1913, c. 16, 38 Stat. 114, 166. The tax

on excess profits imposed by the Act of March 3, 1917, c. 156, 39

Stat. 1000, was imposed on partnersliips as well as on corporations

by Section 201 of that Act.
* With the exception noted in the preceding footnote, this has

also been true ever since the adoption of the 1913 Act.
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ners and a possible source of future profits. Further,

the character of the partnership income (whether

capital gain or ordinary income) retains its identity

and is taxable to the partners in the same manner

as though they had individually sold assets possessing

a common ownership. Sections 182 and 183 (a) and

(b), Internal Revenue Code (Appendix, infra).

Again, charitable contributions made by the partner-

ship are allowable as deductions to the individual

partners only to the extent that their distributive

shares of the donations would be allowable to them as

individuals. Section 183 (c). Internal Revenue Code

(Appendix, infra). Also, the benefit of a deduction

for the partnership's net operating losses in the form

of a carry-back or carry-over is not allowed to the

partnership, but only to the individual partners.

Section 189, Internal Revenue Code (Appendix,

infra) .

tf^urther evidence that the taxing statute regards

the ownership of partnership assets as being only that

of the partners is to be fomid in the fact that no gain

or loss is realized when appreciated or depreciated

property is contributed in kind by a partner to the

firm, or when such property is distributed in kind by

the firm to the partners. Ever since Article 1570,

Treasury Regulations 45, promulgated under the

Revenue Act of 1918, the Treasury Regulations have

explicitly stated that when the partnership dissolves

and the firm assets are distributed in kind, no gain

or loss is realized by the partners until they dispose

of the assets. See Section 19.113 (a) (13)-1, Treas-

ury Regulations 103 (Appendix, infra). It has also
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been the rule that no gain or loss is realized by a part-

ner when he contributes assets to the partnership

which have ap])reciated or depricated in value in his

hands. See Sol. Op. 42, 3 Cum. Bull. 61 (1920), in-

terpreting the Kevenue Act of 1916; G. C. M. 10092,

XI-1 Cum. Bull. 114 (1932). These views were

specifically enacted in statutoiy form by the adoption

of Section 113 (a) (13) of the Revenue Act of 1934,

c. 277, 48 Stat. 680, which bears the same section

number in the Internal Revenue Code (Api)endix,

infra). It is important to note that, in adopting this

provision of the 1934 Act, Congress merely viewed it

as declaratory of existing law.^

^H. Eep. Xo. 704, 73cl Cong., 2d Sess., P. 18 (19;^>9-1 Cum. Bull.

(Part 2), 554, 567-568). The House Committee on Ways and

Means, with reference to this ])rovision, stated

:

"The committee also proposes two important changes in connec-

tion with the basis provisions, for the purpose of making it entirely

certain that there can be no use of the partnership as a medium of

tax avoidance in cases of sales of property which has appreciated'in

value. The result of the provisions of section 113 (a) 13 is that

if property is purchased by a partnership the basis of such prop-

erty to the partnership shall be its cost ; but if the property is paid

in by a partner then the basis to the partnership shall be the cost

or other basis to the partner. The committee believes that this

provision simply makes specific the correct interpretation of the

general provisions of the present law. Paragraph (13) further

provides that if property is distributed in kind by a partnership to

a partner, the basis to the partner shall be a proper proportionate

part of the cost or other basis to him of his interest in the partner-

ship. An example will make the operation of this proposal clear.

Suppose that a partner. A, paid $10,000 for his interest in a part-

nership. Suppose that the partnership distributes to the partners
property in kind representing one-half of its assets. Irrespective

of the value of this property at the time of its distribution, the

basis to A of the property distributed to liim will be $5,000, and he
will be taxed on any amount for which he thereafter disposes of
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In certain limited respects the statute employs the

partnership as a unity for accounting purposes.

Thus, the partnership, in filing its informational

return under Section 187 of the Internal Revenue

Code (Appendix, infra), may compute the partner-

ship income on a different fiscal basis than that

employed by the individual partners in reporting

their own income. See Section 188 of the Internal

Revenue Code (Appendix, infra). Also, the partner-

ship may compute its income by use of either the

cash or the accrual method of accounting, without

regard to the method of accounting employed by the

individual partners. See Rabkin and Johnson, supra,

p. 912. However, except as Congress has specifically

recognized the business association as a unit, it has

uniformly taxed the partners as being the common

owners of the business assets. See Neuberger v.

Commissioner, 311 IT. S. 83. When Congress has

seen fit to make such a departure, it was recognized

that this was a deviation from the aggregate theory

which has always shaped the basic statutory pattern.

Thus, during the period of 1933 to 1937 Congress

the property in excess of $5,000. The committee believes that this

provision embodies merely the correct interpretation of the present

law but it appears desirable to have an express statement of the

rule in the statute."

See also S. Kep. No. 558, 73d Cong., 2d Sess., pp. 18-19 (1939-1

Cum. Bull. (Part 2) 586, 600-601). To the extent that a contrary

rule was reached for taxable years prior to the adoption of the

amendment, in Helvering v. Archibald^ 70 F. 2d 720 (C. C. A. 2d),

certiorari denied, 293 U. S. 594; Helvering v. Walhrklge, 70 F. 2d
683 (C. C. A. 2d), certiorari denied, 293 U. S. 594; and United
States V. Flannery, 106 F. 2d 315 (C. C. A. 4th), it is clear that

those decisions were contrary to Congress' concept of the statute.

791327—48 4
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prevented tlie partners from deducting against indi-

vidual (•a])ital gains the i^artnership capital losses

wliicli were in excess of partnership capital gains

by more than $2,000. Commissioner v. Lamont, 156 F.

2d 800 (C. C. A. 2d), certiorari denied, 329 U. S.

782, See Neubergcr v. Commissioner, supra, for the

contrary rule which had prevailed before 1933. This

was deemed to be an exception to the general statu-

tory pattern ' for when Congress, in the 1938 Act,

again permitted the partnei's to offset against indi-

vidual capital gains their distributive shares of the

partnership long term capital losses, it was recognized

that the rule during the preceding period had been

a de])arture from the prevailiiig statutory scheme. See

H. Rep. No. 1860, 75th Cong., 3d Sess., pp. 42-43

(1939-1 Cum. Bull. (Part 2) 728, 758-759).

We submit, accordingly, that there is no founda-

tion for the Tax Court's conclusion that Congress

has treated a partnership, like a corporation, as

being the owner of the business assets.'' On the con-

trary, w^e believe it manifest that the taxing statute

generally regards the partners, and they alone, as the

owners of the firm assets, and that the taxation of

**The views of the Tax Court in the present case concerning

the ownership of partnership property may be contrasted with

those set forth in Crawford v. Commissioner, 39 B. T. A. 521,

where, in holding that there is no gain or loss on a proportionate

distribution of partnership assets in kind to the partners, it was
said (p. 524) :

"An ordinaiy i)artnership, such as we have here, has no entity in

the sense that it nuiy own proi)erty separate and apart from the

ownership thereof of its members. The members, at all times,

own the partnership business and the assets employed in it. and
are, therefore, never separated fi'om title thereto."
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gain on the sale of those assets has always been

considered as being the gain, proportionately, of the

partners who own those assets.

When the basic matter of the proper ownership

of partnership assets under the taxing statute has

been correctly settled, the precise issue of this case

is brought into focus more sharply. The question

that must be answered is: Does a partner, in addi-

tion to his ownershi]) rights with respect to the

partnership assets, possess a ''property" right in

relationship to the firm which, by itself, can con-

stitute an incidence of gain or loss and which is the

kind of "property" which Section 117 (a) (1) of

the Internal Revenue Code (Appendix, infra) de-

fines as a "capital asset"? It is the Commissioner's

position that this question must be answered in the

negative.

If a partner does possess something (in addition

to his ownership of partnership property) which the

taxing statute regards as "property" which is capable

of being a capital asset, it becomes pei'tinent to in-

quire what the nature of this may be. We may again

refer to the Uniform Act, not because it controls the

tax question but because it demonstrates the source

of the Tax Court's ultimate error. Section 24 of

the Uniform Act (Section 2418, Deering, supra)

provides

:

The property rights of a partner are (1)
his rights in specific partnership property, (2)
his interest in the partnership, and (3) his

right to participate in the management.



18

Section 26 of the Uniform Act (Section 2420, Deering

supra) furtlier defines the partner's ''interest in the

partnership" as ])eing ''his sliare of the j^rofits and

surplus" and states that this is to be personal prop-

erty. Totally oblivious of the jjartner's rights in

specific partnership property, the Tax Court seizes

on the partner's interest in the "profits and surplus"

of the firm and declares this to be the "property"

which constitutes a capital asset under Section 117

(a) (1) of the Internal Eevenue Code.

In the context of the Uniform Act, a partner's

interest in the partnership (i. e., in the firm's profits

and surplus) performs a very important function for

it permits a i^artner to assign his interest in the firm

without the assent of his partners, thus entitling his

assignee to receive the assignor's share of future

profits; the assignment, however, does not dissolve the

partnership, it does not make the assignee a partner,

and it does not make him a c'o-owner with the other

partners of the specific jjartnership assets. Section

27 of the Uniform Act (Section 2421, Deering, supra).

The purpose of this section was to clarify what had

been a source of great confusion in the state of the

law as it had developed prior to the codification. See

:

Commissioners' Notes to Sections 25 and 26, 7 Uni-

form Laws Amiotated (1922) ; Lewis, supra, 24 Yale

L. J. 617, 626.

Although, as we shall show, a partner's interest in

the firm does not possess an equal significance in the

taxing statute and cannot itself be a source of gain

or loss, we believe it significant that tlie present case

is not at all one of an assignment of a partner's '*in-
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terest iii the partnership" which would merely have

entitled the assignees to receive the assignor's share

of the profits. Here, rather, with the assent of the

decedent's partner, there was a dissolution of the old

partnership and the formation of a new firm with

the decedent's transferees admitted as partners.

Ellmgson v. Walsh, O'Connor dt Barneson, 15 Cal.

2d 673, 676. The incoming partners in this case are

entitled to share in the firm's future profits, not be-

cause the decedent transferred his interest in the firm

without his co-partner's consent, but rather because

he sold his interest in the specific partnership assets,

as he was entitled to do with his partner's assent,

and because his transferees, with the consent of all,

contributed that interest to the formation of the new

firm. They share the new firm's profits because they

are partners, and not as assignees of an interest in

the old firm. Since the only thing that the decedent

could have sold in the context of the present case, as

would be true of any similar situation, w^as his interest

in the specific assets of the firm as they existed at the

time of dissolution, those assets were the only source

of his admitted gain. If local law be emphasized,

those assets are the only factors which can determine

the nature of the gain, namely, whether it be ordinary

gain or capital gain under Section 117 (a) (1) of the

Internal Revenue Code.

Returning to a consideration of the tax statute,

it will be seen why, without regard to the mechanics

of local partnership law, an interest in the firm's

profits and surplus cannot be the source of gain and

cannot be the ''property" referred to in Section 117
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(a) (1). Bearing in mind that a partner, as long as

he remains a partner, is taxed on his annual share

of the partnership profits Avithout regard to whether

those profits are withdrawn from the business, it is

self-evident that a partner's interest in past profits,

as such, cannot be the subject matter on which further

taxable gain or loss can be sustained. That is so

whether the sale be to the remaining partners, to

incoming partners, or to third persons. To the ex-

tent that profits previously earned and taxed have

been withdrawn from the business, there can clearly

])e no further loss or gain on those profits. To the

extent that past profits have been permitted to remain

in the business, they will be represented either by

cash or by other physical assets which have been pur-

chased with those profits. It seems self-evident that

a transfer of past-profits at a taxable gain or loss

would be meaningless—the only thing that could be

sold at a taxable gain or loss would be the property

in which those profits have been invested.

Accordingly, when a partner sells a portion of

his so-called interest in a partnership at a profit,

what is sold must be related to the then existing

partnership property. Where, as here, there is a

taxable gain on the sale, it is ex23licable for one or a

combination of several reasons. (1) Partnership

property niay have appreciated in value after the

time when it was acquired by the firm. Where this

is the case, the incoming partner will normally pay

for his proi)ortionate share of the then existing value

of the firm assets. He will not be concerned with

and his payment will obviously have no relationship
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to the tax basis of the selling partner. In such an

event, the selling partner's disposition of a portion

of his interest in the firm's appreciated assests for

cash should be the occasion for taxing gain since he

has realized some part or all of the appreciation at

that time. (2) There may have been no appreciation

in value while the assets were held by the firm, but

there may have been a prior appreciation in value

in the partner's hands, but which was not realized

earlier because contributed by the partner to the

firm. See Section 113 (a) (13), Internal Revenue

Code. In such a situation, too, the value of the

assets at the time that the incoming partner pur-

chases his interest may be determinative of what is

paid, and it will have no relationship to the selling

partner's tax basis. Again, since the selling partner

has realized the increment in value which was not

previously taxed, the gain becomes taxable at the

time of the sale. (3) The tax basis of the property

may differ from its physical value at the time of the

sale because prior allowable or allowed deductions

for depreciation have been greater than the actual

physical depreciation. In this case, as frequently

occurs with respect to any business i^roperty, the

previous reductions in tax basis afforded because of

the prior deductions for depreciation require that the

gain be taxed when the sale is made. In all these

instances, the character of the gain must relate to

the type of property which has been the source of

the profit. If it was a capital asset, the gain should

be taxed as capital gain; if it was a non-capital asset,

the gain should be taxed as ordinary income.
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The question arises whether a partner may not sell

his interest in the future profit making ability of the

firm, and whether, when an incoming partner is will-

ing to ])ay more than is represented by his propor-

tionate share of the physical assets, there is not a' sale

of an interest in such future profits which, not being

directly associated with the existing physical assets

of the ,firm, can constitute a property right which,

/ itself, "it capable of bemg a capital asset. In a proper

situation where future profit making ability of a busi-

ness enterprise is capable of being evaluated, it would

constitute an intangible asset of the partnership, ex-

pressed in terms of ''good-will." Where the selling

partner disposes of all or a portion of his interest in

the good-will of the firm, this would constitute a

sale of one of the partnership assets just as would be

true of the sale of any of the physical assets. Where

this is the source of gain to the selling partner, it may

constitute the sale of a capital asset and a resulting

capital gain. The total gain derived by the selling

partner, however, may be only partly attributable

to good-will, with the rest derived from the sale of

other partnership assets. It is certainly erroneous, in

any situation, to lump the whole gain together and

classify it as capital gain. The only correct pro-

cedure is to examine the source of the gain and to

determine its nature from the type of asset sold.

It should be emphasizc^l that the jjrescnt case does

not involve the sale of any good-will. None appeared

on the partnership books, and the taxpayer has never

claimed or proved that future profit making ability
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of the partnership accounted for any portion of the

gain which was realized by the decedent.

Because a partner, unlike a stockholder, is treated

by the taxing statute as a co-owner of the business

assets who is taxable on the partnership profits, and

because the partnership, unlike a corporation, is not

a taxable business entity, it must be concluded that

Congress never envisaged a partner as possessing a

right in the business which can be disassociated from

the business assets and which, by itself, can be con-

sidered ''property" that can fulfill the definition of

a capital asset. Instead, a person who is associated

with others in conducting a partnership business

differs from an individual who conducts a business as

a sole proprietorship only in the respect that the

former is a co-owner, holding by a tenancy in part-

nership, of the business assets, while the latter is the

sole owner. Where an individual proprietor sells his

business as a going concern, or an interest in it, each

asset sold must be examined to determine its nature.

Williams v. McGowan, 152 F. 2d 570 (C. C. A. 2d).

Similarly, where a partner sells all or part of his

interest in the firm assets, the character of any gain

can only be ascertained by an examination of the

items of property which have been sold.

Where items of partnership property are sold in

the ordinary course of the partnership business, it is

clear that the partners are to be taxed in accordance

with the nature of the items of property sold. Sec-

tions 182 and 183, Internal Revenue Code (Appendix,

infra). When an interest in those assets is trans-
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ferred to an incoiiiing partner, there is nothing in the

statute to indicate that Congress intended a different

result, or that it ever envisaged that items of property

which would give rise to ordinary income when sold

in the oridinary course of business, become trans-

formed in character upon a sale to an incoming

partner, and that the sale of ordinary assets in those

circumstances should emerge as capital gain. See

Helvering v. Smith, 90 F. 2d 590 (C. C. A. 2d), hold-

ing that a lump sum payment by the continuing

partner to a retiring partner is taxable as ordinary

income to the recipient, there being no capital assets

in the firm which could have been the subject matter

of a sale, and Doyle v. Commissioner, 102 F. 2d 86

(C. C. A. 4th), where it was held that a retiring

partner who received a stipulated amount from his

former partner on account of a disputed legal fee

which had not yet been collected, was taxable as

having received ordinary income.

A further, and conclusive reason which demon-

strates the invalidity of the Tax Court's conclusion

lies in the fact that it creates differences where none

were ever intended by Congress. Considering a

partner's interest in the partnership earnings and

surplus as capable of being sold as a capital asset,

the Tax Court reaches a result which is sui generis

with respect to partnerships. Yet, as we have seen,

Congress, by Section 3797 (a) (2) of the Internal

Revenue Code, has plainly legislated on the sup-

position that all of the business organizations there

defined as partnerships are to be taxed exactly the

same, and that a, business organization which qualifies
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as a partnership under local law is to be considered

no different than the other organizations there de-

fined. In the other types of organizations where the

members are taxed as partners, it would seem un-

deniable that upon the admission of a new member

the selling member would having nothing to sell

except his common interest in the business assets, and

that his interest in the business could not, of itself,

constitute a capital asset. We submit that Congress

did not intend that a member of an organization

which happens to qualify as a partnership under local

law should be given different tax results than those

which would obtain in the case of the members of any

other organization which Congress has also defined

as a partnership.

The decisions on this point are in an unsatisfactory

state. In City Bank Farmers Trust Co. v. United

States, 47 F. Supp. 98, where there was a sale of

a partner's interest and the partnership property

was composed of capital assets, the Court of Claims

held that the holding period for determining the tax-

able amount of capital gain must be related to the

time that each specific partnership asset had been

held. This view is in accord with the basic principles

expressed herein, as are the decisions in Helvering v.

Smith, supra, and Doyle v. Commissioner, supra. It

is opposed, however, by Thornley v. Commissioner,

147 F. 2d 416 (C. C. A. 3d),' and Commissioner v.

Lehman, 165 F. 2d 383 (C. C. A. 2d), certiorari

denied. May 17, 1948, both of which decided that the

^ See also Kessler v. United States, 124 F. 2d 152 (C. C. A. 3d)

.
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holding period relates to the time that the selling

partner was a partner. In Commissiover v. Shapiro,

125 F. 2(1 532 (C. C A. 6th), it was held that gain

realized by a partner on retirement was taxable as

capital gain. It appears from the opinion in that

case that some of the assets owned by the partner-

ship were non-capital in nature, but there is nothing

to indicate whether the gain represented previously

unrealized appreciation of such assets. On the other

hand, the partnership possessed good-will and, i)er-

haps, other intangil)les which w^ould have been cai)i-

tal assets and a possible source of the capital gain.*

Rabkin and Johnson, supra, say of this case (fn. 40,

p. 927) :

The holding niav be reconciled with the other

cases on the hypothesis that "going value" or

"good will" is itself a capital asset.

In McCJeUan v. Commissioner, 117 F. 2d 988 (C. C. A.

2d), affirming 42 B. T. A. 124, and Munson v. Com-

missioner, 100 F. 2d 363 (C. C. A. 2d), the holding

that the retiring partner had sold a capital asset can

be explained on the ground that the pai'tnership as-

sets (stock exchange seats) which occasioned the

loss in the McClellan case and the gain in the Munson

case w^ere, themselves, capital assets. The position of

the Tax Court in this and • similar cases," which is

** The bill of sale in the iShapi/o case, p. 534, included "good-

will, copyrights, formulae, trade name, book accounts, mailing

lists, machinery and equipment."
« Long V. Commissioner decided March 29, 1947 ( 1947 P. H. T. C.

Memorandum Decisions Service, par. 47, 155), pending on cross

petitions for review in the Circuit Court of Appeals for the Fifth

Circuit ; /Smith v. Commissioner^ 10 T. C. No. 49 ; and Ilumphrey w

I
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founded on the notion that the partnership, and not

the partners, owns the firm assets, may be contrasted

with the opposing view w^hich it expressed in Craw-

ford V. Commissioner, supra. This Court's decision in

Stilgenhaur \, United States, supra, which takes an

intermediate position on the matter, will be discussed

under Point II, infra.

II

If relevant, the undisputed facts in this case show that the

decedent sold an interest in specific partnership assets and

did not sell an interest in the partnership

We believe that the analysis under Point I, supra,

is sound and embodies the correct solution to the type

of i)roblem which is raised by this kind of case. Ac-

cordingly, We submit that it was error for the Tax

Court to hold that the decedent had sold a capital

asset. Absent any proof that the gain was attribut-

able to capital assets sold to the incoming partners,

the Tax Court should have sustained the Commis-

sioner's deficiency determination which found that no

capital gain had been realized.

In Stilgenhaur v. United States, supra, this Court

held that the retiring partner there had sold to the

continuing partners his interest in the specific part-

nership property; it was held that the loss was a

capital loss because those assets were capital assets.

The decision in the Stilgenhaur case is fully in accord

with the result which the Commissioner contends

Commissioner, 32 B. T. A. 280 (nonacquiescence XIV-2, Cum. Bull.

34 (1935)). See also Whitney v. Commissioner, 8 T. C. 1019,

pending on cross petitions for review in the Circuit Court of

Appeals for the Second Circuit.
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should apply in this case, namely, that the gain is

taxable as capital gain only to the extent that the

assets sold are capital assets, and that it is ordinaiy

income to the extent that they are noncapital assets.

.There is, however, some dicta in the Stilgenhaur

case which would seem to envisage a partner as selling

his ''partnership interest" where he so intends. That

is, the decision holds that where a selling partner

states that he is selling his interest in the firm's as-

sets, the nature of the gain is controlled hj the nature

of those assets. However, the decision intimates that

if he declares that he is selling his "partnership in-

terest," this might be the sale of a capital asset, al-

though it is not clear whether this was intended to

imply that such a sale would always be that of a

capital asset. If that was the intent of the dicta,

we suljmit, in the light of the analysis under Point I,

supra, that the indicated result would be erroneous.

We firmly believe that the tax consequences ought not

depend upon the words employed; since the effect

of the transfer, whether denominated as a sale of

a partnershii) interest or as a sale of an interest in

partnei'shij) assets, is precisely the same, the applica-

tion of the taxing statute ought to be the same, un-

inflenced by the choice of language in the instrument

of transfer. If the transferor sells an interest in

non-capital assets to the incoming partners, he ought

not to receive the benefit of the tax on capital gains

merely because the bill of sale refers to a " partnership

interest" as having been sold and does not speak in

terms of the interest in the partnership assets which

is actually being conveyed.
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If this Court, however, should decide to adopt the

dicta of the Stilgenhaur case, and should hold that

the issue turns on the nature of the lang-uage em-

ployed, it should be observed the Tax Court's decision

on the facts of this case would be contrary to this

position. The undisputed facts in this case show

that the bills of sale each recited that the dece-

dent had sold (R. 24, 25) "an undivided one-sixth

(%), interest in and to the property and assets"

of the partnership. The new articles of the part-

nership agreement also recited that the decedent

had sold to the incoming partners (R. 26) 'Hwo-

sixths' of said mentioned undivided interest in and to

the property and assets of said partnership." Also,

the stipulation refers only to a sale of a portion of the

decedent's interest (R. 20) "in and to the property

and assets of the said partnership." Nowhere is there

any mention of a sale of a "partnership interest."

Accordingly, if under the Stilgetibaiir case a distinc-

tion is to be drawn between the sale of a partnership

interest and the sale of an interest in partnership

assets, it is clear that the decedent here sold an in-

terest in partnership assets and not in the partner-

ship. The decision of the Tax Court, in holding to the

contrary, is contrary to the evidence.'" Since it was

stipulated (R. 19-20) that the assets of the partner-

^° The Tax Court's decision contravenes the evidence in another

respect.' The stipulation (E. 20) only establishes the decedent's

tax basis for the interest in the partnership assets which he sold.

There is no evidence of his basis for the so-called "'partnership

interest", if any exists and was sold. The Tax Court, unsupported

by any evidence, assumed (R. 12) that the basis for the "partner-

ship interest" was the same as the basis for the partnership assets.



30

ship ''consisted chiefly of the plant, machinery, in-

ventories and accounts receivable", and since these

items would be excluded from the definition of a

capital asset under Section 117 (a) (1), because con-

stituting stock in trade, or property properly included

in inventory, or property subject to depreciation, the

Tax Court was wrong in deciding that the gain was

capital gain. At all events, if the gain was derived

from capital assets, it was for the taxpayer to prove

this. Since no such proof was made, the Commis-

sioner's determination that the gain was ordinary ui-

come should have been sustained by the Tax Court.

CONCLUSION

In view of the foregoing, the decision of the Tax

Court should be reversed.

Respectfully submitted.

Theron Lamar Caudle^

Assistant Attorney General.

Lee a. Jackson,

HiLBERT P. ZaRKY,

Special Assistants to the Attorney General.

June 1948.



APPENDIX

Internal Revenue Code

:

Sec. 113. Adjusted basis for determining
gain or loss.

(a) Basis (unadjusted) of property.—The
basis of property shall be the cost of such prop-
erty; except that

—

*****
(13) Partnerships,—If the property was ac-

quired, after February 28, 1913, by a partner-
ship and the basis is not otherwise determined
under any other paragraph of this subsection,

then the basis shall be the same as it would be
in the hands of the transferor, increased in the
amount of gain or decreased in the amount of
loss recognized to the transferor upon such
transfer under the law applicable to the year
in which the transfer was made. If the prop-
erty was distributed in kind by a partnership to

any partner, the basis of such property in the
hands of the partner shall be such part of the

basis in his hands of his partnership interest

as is properly allocable to such property.*****
(26 U. S. C. 1940 ed.. Sec. 113.)

Sec. 117. Capital gains and losses.

(a) Definitions.—As used in this chapter

—

(1) Capital assets.—The term ''capital as-

sets" means property held by the taxpayer
(whether or not connected with his trade or
business), but does not include stock in trade
of the taxpayer or other property of a kind
which would properly be included in the in-

ventory of the taxpayer if on hand at the close

of the taxable year, or property held by the
taxpayer primarily for sale to customers in the
ordinary course of his trade or business, or

(31)



32

property, used in the trade or business, of a

character which is subject to the allowance for

depreciation provided in section 23 (1)

;

(2) Short-term capital gain.—The term
'^ short-term capital gain" means gain from the

sale or exchange of a capital asset held for not

more than 18 months, if and to the extent such

gain is taken into account in computing net

income

;

*****
(4) Long-term capital gain.—The term

''long-term capital gain" means gain from the

sale or exchange of a capital asset held for more
than 18 months, if and to the extent such gain
is taken into account in computing net income:*****

(b) Precentage taken into account.—In the

case of a taxpayer, other than a corporation,

only the following percentages of the gain or

loss recognized upon the sale or exchange of a
capital asset shall be taken into account in com-
puting net income

:

100 per centum if the capital asset has been
held for not more than 18 months

;

66% per centum if the capital asset has been
held for more than 18 months but not for

more than 24 months;
50 per centum if tlie capital asset has been

held for more than 24 months.*****
(26 U. S. C. 1940 ed., Sec. 117.)

Sec. 181. Partnership not taxable.
Individuals carrying on business in partner-

ship shall be liable for income tax only in

their individual capacity. (26 U. S. C. 1940
ed., Sec. 181.)

Sec. 182. Tax of partners.
In computing the net income of each partner,

he shall include, whether or not distribution

is made to him

—
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(a) As a part of his short-term capital gains
or losses, his distributive share of the net
short-term capital gain or loss of the

partnership.

(h) As a part of his long-term capital gains
or losses, his distributive share of the net
long-term capital gain or loss of the partner-
ship.

(c) His distributive share of the ordinary
net income or the ordinary net loss of the
partnership, computed as provided in section
183 (h). (26 U. S. C. 1940 ed., Sec. 182.)

Sec. 183. Computation of partnership
INCOME.

(a) General rule.—The net income of the
partnership shall be computed in the same
manner and on the same basis as in the case

of an individual, except as provided in sub-
sections (h) and (c).

(h) Segregation of items.—
(1) Capital gains and losses.—There shall be

segregated the short-term capital gains and
losses and the long-term capital gains and
losses, and the net short-term capital gain or
loss and the net long-term capital gain or loss

shall be computed.
(2) Ordinary net income or loss.—After ex-

cluding all items of either short-term or long-
term capital gain or loss, there shall be
computed

—

(A) An ordinary net income which shall

consist of the excess of the gross income
over the deductions ; or

(B) An ordinary net loss which shall consist

of the excess of the deductions over the gross
income.

(c) Charitahle contrihutions.—In computing
the net income of the partnership the so-called

''charitable contribution" deduction allowed by
section 23 (o) shall not be allowed; but each
partner shall be considered as having made
payment, within his taxable year, of his dis-
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tributive portion of any contribution or gift,

payment of which was made by the partnership

within its taxable year, of the character which
would be allowed to the partnership as a deduc-
tion under such section if this subsection had
not been enacted. (26 U. S. C. 1940 ed., Sec.

183.)

Sec. 184. Credits against net income.
The partner shall, for the purpose of the

normal tax, be allowed as a credit against his

net income, in addition to the credits allowed to

him under section 25, his proportionate share
of such amounts (not in excess of the net

income of the partnership) of interest specified

in section 25 (a) as are received by the partner-
ship. (26 IT. S. C. 1940 ed., Sec. "184.)

Sec. 185. Earned income.
In the case of the members of a partnership

the proper part of each share of the net income
which consists of earned income shall be deter-

mined under rules and regulations to be pre-

scribed by the Commissioner with the approval
of the Secretary and shall be separately shown
in the return of the partnership. (26 U. S. C.

1940 ed., Sec. 185.)

Sec. 186. Taxes of foreign countries and
possessions of United States.
The amount of income, war-profits, and ex-

cess-profits taxes imposed by foreign countries

or possessions of the United States shall be
allowed as a credit against the tax of the

member of a partnership to the extent provided
in Section 131. (26 U. S. C. 1940 ed.. Sec.

186.)

Sec. 187. Partnership returns.
Every partnership shall make a return for

each taxable year, stating specifically the items
of its gross income and the deductions allowed
by this chapter and such other information for

the purpose of carrying out the provisions of

this chapter as the Commissioner with the

approval of the Secretary ma}^ by regulations
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prescribe, and shall include in the return the

names and addresses of the individuals who
would be entitled to share in the net income if

distributed and the amount of the distributive

share of each individual. The return shall be

sworn to by any one of the partners. (26

U. S. C. 1940 ed., Sec. 187.)

Sec. 188. Differe^^^t taxable years of part-

ner AND PARTNERSHIP.
If the taxable year of a partner is different

from that of the partnership, the inclusions

with respect to the net income of the partner-

ship, in computing the net income of the j)art-

ner for his taxable year, shall be based upon
the net income of the partnership for any tax-

able year of the partnership (whether begin-

ning on, before, or after January 1, 1939) end-

ing within or with the taxable year of the

partner. (26 U. S. C. 1940 ed.. Sec. 188.)

Sec. 189 (as added by Section 211 (d) of

the Revenue Act of 1939, c. 247, 53 Stat. 862)
Net OPERATING LOSSES.

The benefit of the deduction for net operat-

ing losses allowed by section 23 (s) shall not
be allowed to a partnership but shall be allowed
to the members of the partnership under regu-

lations prescribed by the Commissioner with the

approval of the Secretary. (26 U. S. C. 1940
ed., Sec. 189.)

Sec. 3797. Definitions.
(a) When used in this title, where not other-

wise distinctly expressed or manifestly incom-
patible with the intent thereof

—

* * * * *

(2) Partnership and partner.—The term
*'partnership" includes a syndicate, group, pool,

joint venture, or other unincorporated organi-

zation, through or by means of which any
business, financial operation, or venture is car-

ried on, and which is not, within the meaning
of this title, a trust or estate or a corporation;
and the term '*partner" includes a member in
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siu-li a syndicate, gi'oup, pool, joint venture^

or organization.*****
(26 U. S. C. 1940 eel., Sec. 3797.)

Treasury Regulations 103, promulgated under the

Internal Revenue Code:

Sec. 19.113 (a) (13)-1. Property contributed

in kind by a partner to a partnership.—The
basis of property contributed in kind by a

partner to partnership cai)ital after February
28, 1913, is the cost or other basis thereof to

the contributing partner. Animal allowances
to the ])artnership for depletion and deprecia-

tion are to be computed on such basis. If such
l)asis is greater than the fair market value of

the property at the date of the transfer to the

]3artnership, the annual depletion or deprecia-

tion allowances shall be allocated to and in-

cluded in the determination of the distributive

shares of the partners in accordance with their

agreement in respect of the sharing of gains

or losses affecting partnership capital. If the

b'asis of such contributed property is less than
the fair market value thereof at the date of

transfer to the partnership, the annual allow-

ances for depletion and depreciation are to be
limited to such basis and may be apportioned
among the partners according to their agree-

ment wdtli respect to the sharing of gains or

losses affecting partnership capital. On the

sale or other disposition of such contributed
property by the ]mrtnership the gain or loss,

determined on such transferred basis, adjusted
as required by section 113 (b), shall l)e i^rorated

in determining the distributive shares of the
partners according to their gain or loss ratios

on the disposition of a partnership asset under
the partnershi]) agreement.

Sec. 19.113 (a) (13)-2. Readjustment of
partnership interests.—When a partner retires

from a partnership, or the partnershij) is dis-
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solved, the partner realizes a gain or loss
measured by the difference between the price
received for his interest and the sum of the
adjusted cost or other basis to him of his in-
terest in the partnership plus the amount of
his share in any undistributed partnership net
income earned since he l^ecame a partner on
which the income tax has been paid. However,
if such interest in the partnership was acquired
prior to March 1, 1913, both the cost or other
basis as hereinbefore provided and the value
of such interest as of such date, plus the amount
of his share in any undistributed partnership
net income earned since February 28, 1913, on
which the income tax has been paid, shall be
ascertained, and the gain derived or the loss
sustained shall be computed as provided in
section 19.111-1. See also section 117. If the
partiiership distributes its assets in kind and
not in cash, the partner realizes no gain or loss
until he disposes of the property received in
liquidation. The basis of such property in the
hands of the partner shall be such part of the
basis in his hands of his partnership interest
as is properly allocable to such property.

If a new partner is admitted to the partner-
ship, or an existing partnership is reorganized,
the facts as to such change or reorganization
should be fully set forth in the next return of
income, in order that the Commissioner may
determine whether any gain has been realized
or loss sustained by any partner.

U. S. GOVERNMENT PRINTING OFFICE: I94!>
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COUNTERSTATEMENT OF THE CASE

This matter is before the court on appeal from an

order entered by the Honorable Sam M. Driver, as a

judge of the United States District Court for the Eastern



4

District of Washington, Southern Division, denying ap-

pellant's application to be permitted to file in forma pau-

peris a petition for writ of habeas corpus. The order,

with the formal parts omitted, is as follows (Tr. 15)

:

"This matter is before the Court on motion and
affidavit of the above named petitioner for permis-

sion to file a petition for writ of habeas corpus in

forma pauperis, and upon the reading and considera-

tion of said petition, it appearing to the Court that

the petitioner has not exhausted his legal remedies
in the Courts of the State of Washington, and that

this Court is without jurisdiction to entertain said

petition,

"It Is, Therefore, Ordered and Adjudged that

the application to be permitted to file said petition

for writ of habeas corpus in forma pauperis is here-

by denied.

"Dated this 6th day of November, 1947."

The petition alleges that the judgment and sentence,

pursuant to which the appellant is being detained, is de-

fective in that (1) it is not complete on its face, (2) the

crime of which the petitioner was convicted is not suffi-

ciently described therein, and (3) only a maximum term

is fixed when the statute provides that the penalty for

the crime charged shall be for a term of "not less than one

year nor more than ten years." (Sec. 16, chapter 172,

Laws of 1935; Rem. Rev. Stat. Supp. 2516-16.) (Tr. 4.)

It further recites that a petition for habeas corpus

was filed in the Supreme Court of the State of Washing-

ton, which court issued a show cause order setting the

case for hearing before the Superior Court of Spokane

County, Washington (Tr. 4, 5). As shown in the petition,

the Superior Court of Spokane County denied the appli-
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cation for a writ (Tr. 5) on May 26, 1947 (Tr. 12). The

application to the state court was made prior to the effec-

tive date of Chapter 256, Laws of 1947, which greatly

broaden the scope of habeas corpus in the State of Wash-

ington.

There is no indication in the present petition that the

appellant availed himself of remedies in courts of Wash-

ington in either of the following ways: (1) by perfect-

ing an appeal from the decision of the Spokane County

Superior Court or (2) by applying for habeas corpus

under Chapter 256, Laws of 1947.

The Federal District Court denied the present peti-

tion without a hearing because it indicates on its face

''that the petitioner has not exhausted his legal remedies

in the Courts of the State of Washington."

ARGUMENT

Throughout his argument, the appellant assumes

that he has exhausted his state remedies, failure to show

which was the basis for the order of the District Court.

It is apparent from the petition for a writ of habeas

corpus that no appeal was taken from the order of the

Spokane County Superior Court denying an application

for habeas corpus, nor has any petition for a writ of

habeas corpus been submitted to the state courts since

the effective date of Chapter 256, Laws of 1947 (Washing-

ton) which radically changes the scope of inquiry on ap-

plication for the writ in the state courts. And there is

no showing that he has attempted to present the Federal

b
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question allegedly in his case, to the United States Su-

preme Court on appeal or certiorari from the state court.

It is incumbent upon one serving a sentence imposed

by a state court to exhaust the remedies available to him

under the law of the state before he is entitled to seek a

writ of habeas corpus in the Federal courts. Ex Parte

Hawke, 321 U. S. 114, 116-117, 64 S. Ct. 448, 88 L. Ed. 572;

Barton v. Smith, 9 Cir., 162 F. (2d) 330, 331; United States

V. Ragen, 7 Cir., 153 F. (2d) 600; United States v. House,

9 Cir., 110 F. (2d) 797; Herzog v. Colpoys, 79 U. S. App.

D. C. 81, 143 F. (2d) 137.

In exceptional cases requiring prompt action, a Fed-

eral court may interfere by habeas corpus before reme-

dies available in the state courts have been exhausted.

Urquhart v. Brown, 205 U. S. 179, 182, 27 S. Ct. 459, 51

L. Ed. 760. However, the petition now under considera-

tion is not based upon urgency, and does not qualify as

being an exception to the regular rule.

The law requiring persons serving sentences imposed

by state courts to exhaust legal remedies available in the

courts of the sentencing state before seeking a writ of

habeas corpus in the Federal courts is so well settled that

the present petition could have been summarily denied.

However, the order merely denied leave to file the petition

without payment of fees. Manifestly, the order entered

is correct as the appellant's petition did not make a prima

facie showing of right to relief.

In Johnson v. Hunter, 10 Cir., 144 F. (2d) 565, the

court denied leave to appeal in forma pauperis because



the petition for a writ of habeas corpus failed to disclose

that the petitioner has a meritorious cause. The follow-

ing language from that opinion expresses the view which

is proper in this case:

"The burden is upon the indigent litigant to

allege facts which, if true, entitle him to relief. He
may also be required to make a satisfactory showing
that he can produce competent evidence in support
of the allegations before he is entitled to proceed
without payment of costs and at the expense of the

government. Courts are and should be diligent to

afford to indigent litigants with a meritorious cause
the benefit of the statute. On the other hand, they
are fully justified in being diligent in limiting such
actions to those in which there is a showing of merit.

"It may be that the petitioner, under the true

facts, can file a petition which shows such merit that

the trial court will permit him to proceed in forma
pauperis. We think the trial court was well within
his discretion in denying petitioner the right to pro-

ceed in forma pauperis on the petition which he filed.

The denial of the appeal herein is without prejudice

to the right of petitioner to file another petition."

144 F. (2d) at 567.
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CONCLUSION

Since the District Court did not pass upon the merits,

we do not beheve it necessary to discuss the questions

raised in the petition, although the appellant bases his

appeal upon the matters relied upon as a basis for issu-

ance of the writ rather than the order from which the

appeal is taken.

We submit that the petition fails to demonstrate that

the appellant has exhausted the remedies available to

him in the courts of the State of Washington and conse-

quently the Federal District Court correctly denied leave

to file the petition without payment of fees.

The order of the District Court should be affirmed.

Smith Troy,
Attorney General,

LUCILE LOMEN,
Assistant Attorney General,

Attorneys for Appellee.
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2 Seattle Star, Inc., vs.

United States District Court, Western District of

Washington, Northern Division

No. 1872

JOHN RANDOLPH and PHILIP W. TAYLOR,
Plaintiffs,

vs.

SEATTLE STAR, INC., a Corporation, and E. L.

SKEEL, Liquidating Trustee,

Defendants.

PETITION FOR ENFORCEMENT OF VET-
ERAN'S RIGHTS UNDER ACT OF SEP-
TEMBER 16, 1940, AS AMENDED, PUBLIC
LAW NO. 783, 76th CONGRESS, TITLE 50

U.S.C. (App.) Sec. 308.

The petitions of John Randolx)h and Philip W.
Taylor respectfully allege that

:

1. This is a petition under Section 8(e) of the

Selective Training and Service Act of 1940 (54

Stat. 890, 50 U.S.C. App. Sec. 308(e) as amended,

and the jurisdiction of this Court is based on that

section.

2. Petitioner John Randolph is a resident of

Seattle, Washington, and resides at 5027 12th

Ave. N.E.

3. Respondent, Seattle vStar, Inc., is, and at all

times hereinafter mentioned was, a corpoi-ation,

organized and existing under the laws of the State

of Washington, and at the times hereinafter men-
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tioned did maintain a place of business in Seattle,

Washington, and was the publisher of a daily news-

paper known as "Seattle Star."

That said Seattle Star, Inc., is presently going

through the process of voluntary dissolution, hav-

ing filed with the Secretary of State of the State

of Washington a petition for voluntary dissolution

on the 13th day of August, 1947, and respondent

E. L. Skeel is its Liquidating Trustee.

4. Beginning on or about September 24, 1936,

and until January 9, 1942, petitioner John Ran-

dolph had a position in the employ of respondent

Seattle Star, Inc. Said position was not a temporary

one. The place at which petitioner performed the

duties of said position was [2] Seattle, Wash-

ington.

5. Petitioner John Randolph's position was that

of reporter with respondent corporation from Sep-

tember 24, 1936, to January 9, 1942.

6. Petitioner John Randolph continued to work

for, and to occupy said position in the employ of

Seattle Star, Inc., until the 9th day of January,

1942. : .

7. On or about the 15th day of January,' 1942,

at Tacoma, Washington, petitioner John Randolph

was inducted into the Army of the United States

and thereupon entered into military training and

service of the United States in said forces. .

8. Petitioner John Randolph left his aforesaid

position on the 9th day of January, 1942, for the
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purpose of entering into the military training and

service of the United States, as alleged in para-

graph 7 hereof, and performing his training and

service therein.

9. Petitioner John Randolph satisfactorily com-

pleted his period of training and service in the land

forces of the United States on the 10th day of De-

cember, 1945, and re-entered the employ of respond-

ent, Seattle Star, Inc., on the 14th day of January,

1946, and continued in said employment continu-

ously imtil the discontinuance of publication of said

Seattle Star on the 13th day of August, 1947, when

he was discharged by reason thereof.

10. Petitioner John Randolph is a member in

good standing of Seattle Newspaper Guild, Local

82, a local union chartered by American Newspaper

Guild, a voluntary association.

11. That on the 1st day of January, 1946, a con-

tract in writing was entered into betw^een Seattle

Star, Inc., and Seattle New^spaper Guild, Local 82,

on behalf of the employees in the editorial, adver-

tising, business office and circulation de])artments

of said Seattle Star, Inc., by the terms of which it

was, in Article X thereof agreed as follows, to-wit:

**An employee who is required by the United

States or any subsidiary thereof to enter any

kind of service, military or otherwise, which

takes him out of the employment of the Pub-

lisher, or who, while the United States is at

war, voluntarily enters into any of the mili-
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tary armed services of the United States, or

who is released from his job as a result of any

government order or ruling, shall be deemed

to be an employee on leave of absence, and shall

resume his position or a comparable one within

two (2) weeks from date of his notice of desire

to resume employment, with [3] dismissal pay

rating and other rights under the contract un-

impaired * * *,"

which provision was in effect under a former con-

tract at the time petitioner John Randolph entered

the military service in 1942. A copy of said con-

tract is attached hereto as Exhibit *'A" and made

a part hereof.

12. That by Article VIII of said contract, it is

further provided

:

1. Upon dismissal, an employee shall receive

written notice from the Publisher or his agents

stating the cause for his dismissal if such

written notice is requested by the employee.

2. Upon dismissal, any employee covered by this

contract shall receive a cash severance pay in

accordance with the following schedule: . ;
:

Six months and less than one year 2 Weeks

One year and less than two years 3 ."

Two years and less than two and one-half years 4 "
.

Two and one-half years and less than three

years 5
'*

Three years and less than three and one-half

years 6
''

Three and one-half years and less than four

years ..— 7 • '':
:
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Four years and loss than four and one-half

years 8

Four and one-half years and less than five years 9
'

'

Five years and loss than five and one-half yeare 10
"

Five and one-half years and less than six years 11
"

Six years and less than six and one-half years 12
"

Six and one-half years and less than seven years 13
"

Seven years and less than seven and one-half

years 14 "

Seven and one-half years and less than eight

years 15 "

Eight years and less than eight and one-half

years 16 "

Eight and one-half vcaTs and less than nine

years 17

Nine years and less than nine and one-half

years 18

Nine and one-half years and less than ten years 19
"

Ten years and less than ten and one-half years 20
"

Ten and one-half years and less than eleven

years 21 "

Eleven years and less than eleven and one-half

: ,
years 22

.. . . Eleven and one-half and less than twelve years 24 "

Twelve years and less than twelve and one-half
''

years 26 "

. Twelve and one-half years and over 28 "

13. Petitioner John Randolph satisfactorily

completed his period of training and service in the

land forces of the United States on the 10th day of

December, 1945, and on that date received a certi-

ficate of honorable discharge from the Army of the

United States, evidencing such satisfactory com-

pletion.

14. IMiat petitioner John Randolph was restored

to his former position on January 14, 1946, and by

virtue of his continuous employment covering a
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period of ten years and eleven months (Sept. 24,

1936, to August 13, 1947) became entitled, on Au-

gust 13, 1947, to receive severance pay under the pro-

visions of the contract referred to, on the date of

his dismissal, for the period of 21 weeks, at the rate

of $73.50 per week, or the total sum of One Thou-

sand Five Hundred Forty-three Dollars and Fifty

Cents ($1543.50).

15. Respondents have refused and still refuse

to pay petitioner John Randolph severance pay

covering the period of his military service, but in

lieu thereof have offered respondent severance pay

in the amount of Nine Hundred Fifty-five Dollars

and Fifty Cents ($955.50), which sum respondent

John Randolph has refused to accept.

16. By virtue of the provisions of Section 308 (a)

(B), Title 50 App. IT.S.C, petitioner John Ran-

dolph has not been accorded that protection to which

he is entitled to under subsection (c) of Sec. 308,

Title 50 App. U.S.C.

And for a second cause of action:

1. Petitioner Philip W. Taylor hereby adopts

paragraph 1 of the John Randolph first cause of

action and makes the same a part hereof by refer-

ence and without repetition. [5]

2. Petitioner Philip W. Taylor is a resident of

Seattle, Washington, and resides at Sorrento Hotel.

3. Petitioner Philip W. Taylor hereby adopts

paragraph III of the John Randolph, or first cause

of action, and makes the same a part hereof by

reference and without repetition.
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4. Ijegiiiiiing in the month of February, 1942,

and until August 20, 1942, petitioner Philip W.
Taylor had a position in the employ of respondent,

Seattle Star, Inc. Said position was not a tempo-

rary one. The place at which petitioner performed

the duties of said position was Seattle, Washington.

5. Petitioner Philip W. Taylor's position was

that of re23orter with respondent corporation from

February, 1942, to August 20, 1942.

6. Petitioner Philip W. Ta.ylor continued to

work for and occupy said position in the employ

of Seattle Star, Inc., until August 20, 1942.

7. On or about August 20, 1942, at Tacoma,

Washington, petitioner Philip W. Taylor was in-

ducted into the army of the United States and

thereupon entered the military training and service

of the United States in said forces.

8. Petitioner Philip W. Taylor left his afore-

said position on the 20th day of August, 1942, for

the purpose of entering into the military training

and service of the United States, as alleged in par-

agraph 7 hereof, and performing his training and

service therein.

9. Petitioner Philip W. Taylor satisfactorily

completed his period of training and service in the

land forces of the United States on the 5th day of

February, 1946, and re-entered the employ of re-

spondent Seattle Star, [6] Inc., on the 8th day of

February, 1946, and continued in said employment

continuously until the discontinuance of publication

of said Seattle Star on the 13th of August, 1947,

when he was discharged by reason thereof.
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10. Petitioner Philip W. Taylor is a member in

good standing of Seattle Newspaper Guild, Local

82, a local union chartered by American Newspaper

Guild, a voluntary association.

11. Petitioner Philip W. Taylor hereby adopts

paragraphs 11 and 12 of the John Randolph or first

cause of action herein and makes the same a part

hereof by reference and without repetition.

12. Petitioner Philip W. Taylor satisfactorily

completed his period of training and service in the

land forces of the United States on the 5th day of

February, 1946, and on that date received a cer-

tificate of honorable discharge from the Army of

the United States, evidencing such satisfactory com-

pletion.

13. That petitioner Philip W. Taylor was re-

stored to his former position on February 8, 1946,

and by virtue of his continuous employment cover-

ing a period of five years and six months (February

1942 to August 13, 1947), became entitled, on Au-

gust 13, 1947, to receive severance pay, under the

provisions of the contract referred to on the date

of his dismissal for the period of eleven weeks at

the rate of $64.43 per week, or the total sum of

Seven Hundred and Eight Dollars and Seventy-

three Cents ($708.73).

14. Respondents have refused and still refuse to

pay petitioner Philip W. Taylor severance pay cov-

ering the period of his military service (a period of

three years and six months) but have paid and

petitioner [7] Philip W. Taylor has accepted under
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duress, and not otherwise, the sum of Two Hun-

dred Fifty-Seven Dollars and Seventy-two Cents

($257.72), leaving a balance due and unj^aid from

respondents to petitioner Philip W. Taylor of the

sum of Foui' Hundred Fifty-one Dollars and One

Cent ($451.01).

15. Petitioner Philip W. Taylor hereby adopts

paragraph 16 of the John Randolph or first cause

of action and makes the same a part hereof by ref-

erence and without repetition.

Wherefore, petitioners respectfully pray:

1. That the Court adjudge and decree that peti-

tioners, upon their restoration to their former

jjositions, after service in the armed forces of the

United States, became entitled to all benefits offered

by the emi)loyer pursuant to established rules and

practices relating to employees or furlough or leave

of absence in effect with the respondent Seattle

Star, Inc., at the time of their induction into the

army, as provided in subsection (e) of Sec. 308,

Title 50, App., U.S.C.

2. That petitioner John Randolph have judg-

ment against respondents in the sum of $1543.50.

3. That petitioner Philip W. Taylor have judg-

ment against respondents in the sum of $451.01.

J. CHARLES DENNIS,
United States Attorney,

JOHN E. BELCHER,
Assistant I'^nited States

Attorney. [8]
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United States of America,

State of Washington,

County of King—ss.

John Randolph being first duly sworn, on oath

deposes and says:

That he is one of the petitioners in the above-

entitled cause ; that he has read said petition, knows

the contents thereof, and that the same is true, as

he verily believes.

/s/ JOHN RANDOLPH.
Subscribed and sworn to before me this 4th day

of September, 1947.

[Seal] /s/ JOHN E. BELCHER,
Notary Public for the State of Washington, resid-

ing at Seattle.

[Endorsed]: Filed September 4, 1947. [9]

[Title of District Court and Cause.]

ANSWER TO PETITION FOR ENFORCE-
MENT OF VETERANS' RIGHTS

The defendants, Seattle Star, Inc., a cor^^oration,

and E. L. Skeel, as Liquidating Trustee of said

corporation, in answer to the first cause of action

alleged in plaintiffs' petition for enforcement of

veterans rights under Act of September 16, 1940,

as amended, admit, deny and allege as follows:

I.

Defendants have not sufficient knowledge or in-

formation to enable them to form a belief as to

the truth of the allegations set forth in Paragraphs

1 and 10 of said petition and, therefore, deny the

same and all thereof.
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II.

Defendants admit the allegations in each of the

following numbered Paragraphs of the first cause

of action alleged in said petition, to-wit : Paragraphs

2, 3, 4, 6, 7, 8, 9, 12 and 13.

III.

Answering Paragraph 5 defendants admit that

the petitioner John Randolph was a reporter of the

defendant [10] corporation from 1938 to January

9, 1942, but deny each and every other allegation

in said paragraph contained.

IV.

Defendants admit the allegations of Paragraph

11, except that they den}^ that the provision of said

contract as recited in said Paragraph 11 was in

force when the claimant Randolph entered the mili-

tary service in 1942.

V.

Defendants deny each and every allegation in

Paragraph 14 of said petition, except that they ad-

mit that the petitioner, John Randolph, was re-

stored to employment with the Seattle Star on Jan-

uary 14, 1946, and that he became entitled on

August 13, 1947, to receive severance paj^ under the

pi'ovisions of the contract referred to, on the date

of his dismissal for the period of 14 weeks at the

rate of $73.50 per week, or a total of $1029, and no

more.
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VI.

Defendants deny each and every allegation in

Paragraph 15 of said petition, except that they

admit that they have refused and still refuse to pay

the petitioner, John Randolph, severance pay cov-

ering the period of military service and admit that

they have heretofore offered plaintiff severance pay

in the sum of $1029.00. Defendants allege that they

have offered and stand ready, willing and able to

pay severance pay to said plaintiff, John Randolph,

in the sum of $1029.

VII.

Defendants deny each and every allegation in

Paragraph 16. [11]

For further answer to the second cause of action

alleged in said petition, defendants admit, deny and

allege with respect to the paragraphs set forth

therein as follows:

VIII.

Defendants have not sufficient knowledge or in-

formation to enable them to form a belief as to

the truth of the allegations set forth in Paragraphs

1 and 10 of said second cause of action and, there-

fore, deny the same and all thereof.

IX.

Defendants admit the allegations in Paragraphs

2, 3, 7, 8, 9 and 12 of said second cause of action.
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X.

Defendants deny each and every allegation in

Paragraphs 5 and 6, except that defendants admit

that the petitioner, Taylor, was employed by the

defendant, Seattle Star, from February, 1942, to

August 20, 1942, as a first year office boy.

XI.

Defendants make the same answer to Paragraph

11 of plaintiff's second cause of action as they made

to Paragraphs 11 and 12 of plaintiffs' first cause of

action.

XII.

Defendants deny each and every allegation of

Paragraph 13, except that they admit that the peti-

tioner, Taylor, was restored to employment by the

Seattle Star on February 8, 1946, and that on Au-

gust 13, 1947, he became entitled to receive severance

pay, under the provisions of the contract referred

to, on the date of his dismissal for a period of 4

weeks at the rate of $64.43 per week, and no more.

XIII.

Defendants deny each and every allegation [12]

in Paragraph 14 of said second cause of action,

except that they admit that they have paid the

claimant Taylor severance pay in the sum of $257.72

and that they have refused and still refuse to pay

said claimant severance pay covering his ])eriod of

military service.
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XIV.

Defendants make the same answer to Paragraph

15 of plaintiffs ' second cause of action as they made

to Paragraph 16 of plaintiffs' first cause of action.

Wherefore having fully answered plaintiifs' peti-

tion, defendants pray that the plaintiffs have and

recover nothing herein and that said petition be

dismissed in its entirety with prejudice and that

the defendants have and recover of and from the

plaintiffs their costs and disbursements herein to

be taxed.

SKEEL, McKELVY, HENKE,
EVENSON & UHLMANN,

E. L. SKEEL,

W. PAUL UHLMANN,
Attorneys for Defendants.

Received a true copy this 15th day of September,

1947.

JOHN E. BELCHER,
Assistant U. S. Attorney

for Plaintiffs.

[Endorsed]: Filed September 15, 1947. [13]

[Title of District Court and Cause.]

STIPULATION OF FACTS

It is hereby stipulated by and between the parties

hereto through their respective counsel, as follows:

1. That Seattle Star, Inc., is, and at all of the

times hereinafter mentioned was a corporation or-
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ganized and existing under and by virtue of the

laws of the State of Washington, and at the times

hereinafter mentioned did maintain a place of busi-

ness in Seattle, King County, Washington, and was

the publisher of a daily newspaper known as

''Seattle Star."

That said corporation ceased to carry on its pub-

lishing business on August 13, 1947, and is pres-

ently going through the process of voluntary dis-

solution and respondent, E. L. Skeel, is its duly

qualified and acting Liquidating Trustee.

2. That the plaintiff John Randol])h entered the

employ of said corporation on or about September

24, 1936, and thereafter became a reporter on said

Seattle Star in the year 1938 at a salary of $20 per

week, and that he was continuously so employed

until the month of January, 1942, at which time he

took leave to enter upon service in the United States

Army. That at said time, the said John Randolph

was classified as a second year reporter and i-e-

ceived a salary from the Seattle Star of $35.00 [14]

per week.

3. That said John Randolph was inducted into

the Armed Forces of the United States January 15,

1942, at Ft. Lewis, Washington, and w^as honorably

discharged at Army Air Force Separation Base,

Portland, Oregon, December 10, 1945, and on said

date received from the Army of the United States

a certificate of honest and faithful service to this

country, a photostatic copy of which is attached to

this stipulation as ''Exhibit A."
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4. That during the i)eriod from January, 1942,

to January, 1946, the said John Randolph was in

the Armed Forces of the United States and did no

work and received no pay from the Seattle Star.

That said John Randolph was, on January 14, 1946,

restored to his former position as a reporter by the

Seattle Star. That upon resumption of his duties

on said date, the said John Randolph was classified

as a sixth year reporter and was paid a weekly

salary by the Seattle Star of $65.00, and was there-

after dismissed upon the suspension of publication

of said Seattle Star on August 13, 1947.

5. That the weekly salary of said John Randolph

on said 13th day of August, 1947, and for a period

of six months immediately prior thereto was $73.50.

6. That ''Exhibit B," attached hereto, is a true

and correct copy of a written contract between the

Seattle Star, then operating as Star Publishing

Company, and the Seattle Newspaper Guild, effec-

tive October 5, 1940, and continuing until October,

1942.

7. That there was in full force and effect be-

tween the Seattle Star and the Seattle Newspaper

Guild, from October, 1942, to January 2, 1944, a

written contract which contained provisions for sev-

erance pay to employees, identical with those con-

tained in [15] Article VIII of Exhibit "B", at-

tached hereto, and provisions with respect to mili-

tary service identical with those contained in Article

X of said Exhibit "B."

8. That effective January 1, 1946, the said de-

fendant, Seattle Star, Inc., and Seattle Newspaper
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G-uild, Local 82, entered into a new contract, a true

printed copy of which is attached hereto as Ex-

hibit "C."

9. That Article X of the contracts between the

Seattle Star and the Seattle Newspaper Guild in

force from October 5, 1940, to January 2, 1944, was

identical in form with Article X as it appears in

Exhibit ''B" attached hereto. That the provisions

of said Article X of the contracts in force between

said Seattle Star and the Seattle Newspaper Guild

from January 2, 1944, to the date of discharge of

the claimants, Randolph and Taylor, on August

13, 1947, were identical with Article X in Exhibit

'^C." attached hereto, (being the identical contract

attached to claimants' petition as Exhibit ''A.")

10. That in computing the severance pay of

plaintiff, John Randolph, defendants used a basis

of 14 weeks (equivalent to seven years' service) and

offered to pay the said John Randolph therefor at

the rate of $73.50 per week or a total of $1029.00,

and no more, which said John Randolph refused to

accept.

11. That plaintilf, Philip W. Taylor entered the

employ of defendant, Seattle Star, Inc., on to-wit:

February 2, 1942, as a first year office boy and con-

tinued in such employment in that capacity at a

weekly salary of $17.65 until the month of August,

1942.

12. That Philip W. Taylor was inducted into

the Army [16] of the United States in the mouth

of August, 1942, at Ft. Lewis, Washington, and was
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honorably discharged from said Armed Forces oji

the 5th day of February, 1946, and on said date

received from the Army of the United States a

certificate of honest and faithful service to this

country, a photostatic copy of which is attached to

this stipulation as Exhibit *'D."

13. That during the period from August, 1942,

to February, 1946, the said Philip W. Taylor was

in the Armed Forces of the United States and did

no work and received no pay from the Seattle Star.

That the plaintiff, Philip W. Taylor, was, on Feb-

ruary 8, 1946, restored to employment by the Seattle

Star with the classification of a third year reporter

at a salary of $47.53 per week. That at the time of

his discharge from employment by the Seattle Star,

Inc., on August 13, 1947, the said Philip W. Taylor

was classified as a fourth year reporter and was

paid a weekly salary of |64.43.

14. That in computing the severance pay of

plaintiff, Philip W. Taylor, defendants used as a

basis 4 weeks (equivalent of not to exceed 2% years

of service) and offered to pay and did pay, and

defendant accepted the sum of $257.72, although

the said Philip W. Taylor claims the amount due

him to be for 11 weeks' severance pay (equivalent

of five and one-half and less than six years' service),

or $708.73, leaving a claimed balance of $451.01.

15. That all employees of defendant, Seattle

Star, Inc., non-veterans and members of Seattle

Newspaper Guild occupying similar positions and

who did not serve in the Armed Forces duriuio- ^^e

war, were paid se^Trance pay upon discharge by tln^'
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Seattle Star, Inc., based on the total years of full

time [17] continuous employment with the Seattle

vStar, in accordance with the schedule set out in

Article VIII of Exhibit "C" attached hereto.

Dated at Seattle, Washington, this 15th day of

September, 1947.

J. CHARLES DENNIS,
United States Attorney,

JOHN E. BELCHER,
Assistant LTnited States

Attorney,

: Attorneys for Plaintiffs.

SKEEL, McKELVY, HENKE,
EVENSON & UHLMANN,

/s/ W. PAUL UHLMANN,
Attorneys for Defendants.

[Endorsed] : Filed September 15, 1947. [18]

EXHIBIT "B"

Contract between Seattle Newspaper Guild,

Local 82, of the American Newspaper Guild,

affiliated with Congress of Industrial Organi-

zations and The Seattle Star
* * *

October 5, 1940, to October 4, 1942

Article VIII.—Severance

1. Upon dismissal, an employee shall receive a

written notice from the Publisher or his agents

statinj]^ the cause for his dismissal if such written

notice is requested by the employee.
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2. Upon dismissal, any employee covered by this

contract shall receive a cash severance pay in a

lump sum in accordance with the following schedule

:

Six months and less than one year 2 Weeks

One year and less than two years 3
"

Two years and less than two and one-half years 4 "

Two and one-half years and less than three

years 5
"

Three years and less than three and one-half

years 6
"

Three and one-half years and less than four

years 7
"

Four years and less than four and one-half

years 8
"

Four and one-half years and less than five years 9
'

'

Five years and less than five and one-half years 10 "

Five and one-half years and less than six years 11
"

Six years and less than six and one-half years 12 "

Six and one-half years and less than seven years 13 "

Seven years and less than seven and one-half

years 14 ";

Seven and one-half years and less than eight

years 15 "

Eight years and less than eight and one-half

years 16 "

Eight and one-half years and less than nine

years -. 17
"

Nine j^ears and less than nine and one-half

years 18 "

Nine and one-half years and less than ten years 19
"

Ten years and less than ten and one-half years 20 "

Ten and one-half years and less than eleven

years ..., 21 "

Eleven years and less than eleven and one-half
;

years 22 "

Eleven and one-half and less than twelve years 24 "

Twelve years and less than twelve and one-half

years 26 "

Twelve and one-half years and over 28 "
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"3. Severance pay shall l)e determined on the

basis of the liighest weekly salary received by the

employee during the last six (6) months of service

with the Publisher.

4. In computing severance pay the length of

service of the employee shall be the total years of

full time continuous employment in the Scripps

League.

5. By written agreement with the Publisher,

employees may be granted leaves of absence without

prejudice to continuing service in the determination

of severance pay, but [21] time spent on such leave

shall not count as service time.

6. In the event of charges by the Publisher of

attempted self-provoked discharge or charges of

dishonesty it is mutually agreed that the execution

of the severance provision of this contract shall rest

with the Guild, whose decision shall be binding, and

no (^nployee shall have any right under said pro-

vision that it is not in conformity with the decision

of the Guild.

7. Any employee, after twenty-five (25) years

of service may retire voluntarily, or may be retired

by the Publisher, and in either event receive the

dismissal indemnity as above set forth.

8. From severance pay the Publisher may de-

duct any levy or tax to which the employee is sub-

ject under the State or Federal employment legis-

lation.

9. In the event of the death of an employee while

on the payroll of the Publisher, the Publisher shall
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pay Ms beneficiary or estate, whichever the em-

ployee designates, an amount equal to the amount

of severance pay to which the employee would have

been entitled upon dismissal.

Article X.—Military Service

1. The Publisher agrees that all employees who

leave their jobs to serve in the armed forces of the

United States or their adjuncts shall be granted a

leave of absence. The Publisher further agrees that

such employee, provided he makes application

within sixty (60) days after honorable discharge

from active service or duty, shall then be reinstated

to the same or comparable position with severance

pay rating and other rights under this agreement

unimpaired except that such leave may be deducted

in computing severance [22] pay. In the event that

an employee by reason of disability is unable to

resume employment, the Publisher agrees to pay

such employee the amount of severance to which

he would have been entitled upon dismissal.

2. It is understood between the Guild and the

Publisher that persons employed to replace em-

ployees called to military service need not be re-

tained upon the return of the former employees,

but that such persons shall enjoy the full benefits

of this contract during the period of their employ-

ment. [22-a]
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EXHIBIT "C."

Contract between Seattle Star, Inc., and Seattle

Newspaper Guild.

Effective January 1, 1946

Article VIII.—Severance

1. Upon dismissal, an employee shall receive a

written notice from the Publisher or his agents

stating the cause for his dismissal if such written

notice is requested by the employee.

2. Upon dismissal, any employee covered by this

contract shall receive a cash severance pay in ac-

cordance with the following schedule:

Six months and less than one year 2 AVeeks

One year and less tlian two years 3 "

Two years and less than two and one-half years 4 "

Two and one-half years and less than three

years 5

Three years and less than three and one-half

years 6 "

Three and one-half years and less than four

years 7 "

Four years and less than four and one-half

., years 8 "

Four and one-half years and less than five years 9 '

'

Five years and less than five and one-half years 10 "

Five and one-half years and less than six years 11 "

Six years and less than six and one-half years 12 "

Six and one-half years and less than seven years 13 "

Seven years and less than seven and one-half

years 14 "

Seven and one-half years and less than eight

years 15 "

Eight years and less than eight and one-half

years 16 "
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Eight and one-half years and less than nine

years 17 "

Nine years and less than nine and one-half

years 18 "

Nine and one-half years and less than ten years 19
"

Ten years and less than ten and one-half years 20 '

'

Ten and one-half years and less than eleven

years 21 "

Eleven years and less than eleven and one-half

years 22 "

Eleven and one-half and less than twelve years 24 "

Twelve years and less than twelve and one-half

years 26 "

Twelve and one-half years and over 28 '

'

3. Severance pay shall be determined on the

basis of the highest weekly salary received by the

employee during the last six (6) months of service

with the Publisher.

4. In computing severance pay the length of

service of the employee shall be the total years of

full time continuous employment by the Seattle

Star.

5. In the event of charges by the Publisher of

attempted self-provoked discharge or charges of.

dishonesty, it is mutually agreed that the execution,

of the severance provision of this contract shall rest

with the Guild, whose decision shall be binding,; and

no employee shall have any [25] right under said

provision that is not in conformity with the decision

of the Guild.

6. By written agreement with the Publisher,

employees may be granted leaves of absence without

prejudice to continuing service in the determination
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of severance pay, but time spent on siicli leave shall

not count as service time.

7. Any employee after twenty-five (25) years of

service may retire voluntarily, or may be retired

by the Publisher, and in either event receive the

dismissal indemnity as above set forth.

8. From severance pay the Publisher may de-

duct any levy or tax to which the employee is

subject under the State or Federal employment leg-

islation.

9. In the event of the death of an employee while

on the payroll of the Publisher, the Publisher shall

pay his beneficiary or estate, whichever the employee

designates, an amount equal to the amount of sev-

erance pay to which the employee would have been

entitled upon dismissal.

Article X.—Military Service

An employee who is required by the United States

or any subsidiary thereof to enter any kind of

service, military or otherwise, which takes him out

of the employment of the Publisher, or who, while

the United States is at war, voluntarily enters into

any of the military armed services of the United

States, or who is released from his job as a result

of any government order or ruling, shall be deemed

to be an employee on leave of absence, and shall re-

sujne his position or a comparable one within two

(2) weeks from date of his notice of desire to re-

sume employment, with dismissal pay rating and

other rights under the conti'act unimpaired. [26]
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Application for resumption of employment must

be made within ninety (90) days of termination of

such service, making reasonable allowance for re-

turn to place of employment.

In the event an employee by reason of disability

is unable to resume employment, the Publisher

agrees to pay such emplo^^ee the amount of sever-

ance to which he would have been entitled upon

dismissal. To protect an employee granted military

leave in the event that such employee by reason of

death is unable to resume employment, the Pub-

lisher agrees that from January 2, 1944, the PuIj-

lisher will pay $1.00 per month towards the Gov-

ernment Insurance carried by such employee. This

payment is sufficient to purchase, at current rates,

$1,500.00 Government Life Insurance and the dis-

ability provisions incidental thereto.

An employee promoted or transferred to take tlae

place of one entering service referred to in this

military clause may, upon resumption of employ-

ment by such person, be returned to his former

position and salary, but at not less than the then

current mmimums for that position. Any employee

so promoted or transferred, and while such promo-

tion or transfer is temporary, shall receive credit

for his employment in the experience ratin^^ to

which promoted or transferred, or position froin

which transferred, as may be mutually agreed. '

An employee hired as a replacement for one enter-

ing service referred to above, shall be covered by

all the provisions of this agreement, except by ihe.
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military clause, and except that such employee, on

entering such service shall be construed to be a

dismissed employee and shall be given accumulated

dismissal pay.

An employee hired as a replacement for one enter-

ing such service, competency being equal, shall l)e

given preference [26-a] over any new employee in

filling a vacancy other than the one caused by an

employee entering such service.

An employee hired as a replacement for one enter-

ing such service shall be given written notice to that

effect at the time of such employment or promotion,

copy of which notice is to be sent to the Guild.

['J'itle of District Court and Cause.]

STATEMENT OF FACTS

This action was brought by two employees of the

newspaper "Seattle Star" for recovery of full sev-

erance pay upon their dismissal when that news-

paper suspended publication in August, 1947.

Both plaintiffs served in the armed forces during

World War II and upon returning to their posi-

tions with the "Seattle Star" were accorded full

seniority rights as to wages. When, however, the

J^tar suspended publication, the plaintiffs, pursuant

to the terms of their union contract, were denied
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the benefit of having inchided in the computation

of their severance pay (based upon the number of

years of continuous service in the newspaper's

employ) the time served by them in the armed

forces of the United States, although other em-

ployees of defendant who did not serve in the mili-

tary were given full severance pay.

The Court held that the union contract excluding

from the computation of such severance pay the

time spent in the military service is in conflict with

the Act of Congress which provides that veterans

shall have the other benefits enjoyed by those em-

ployees who were not in the service ; and that plain-

tiffs are entitled to full payment of severance bene-

fits including their years in military service, not-

withstanding the union contract provisions to the

contrary.

[Endorsed]: Filed October 23, 1947. [28]
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In the District Court of the United States for the

Western District of Washington, Northern

Division

No. 1872

JOHN RANDOLPH and PHILIP W. TAYLOR,
Plaintiffs,

vs.

SEAl TLE STAR, INC., et al..

Defendants.

Before: The Honorable John C. Bowen,

District Judge.

Seattle, Washington, September 14, 1947, 2:00 P.M.

COURT'S DECISION

The Court: This statute of Congress, Title 50,

Section 308 Appendix, was a humane measure for

the protection of the soldiers and sailors and others

in the military service in respect to [29] their em-

ployment v^hile they were absent in the military

service. The public policy therein expressed must

of necessity have a liberal construction. If we admit

in this case that there is a conflict between the union

contract of employment relating to all the employees

of the Seattle Star and this statute, it seems to

me that the policy of the statute must be upheld

to the exclusion of the conflicting provisions of the

agreement between the union, allegedly represent-

ing these employees, and the employer, the Seattle

Star.
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The conflict between the statute and the work

contract would be more explicit if, instead of ' * other

benefits," the statute in subsection (c) had said

*' severance pay." But the statutory provision that

''returned soldiers shall be entitled to participate

in insurance or other benefits offered by the em-

ployer" (in effect, to the other employees) certaiidy

includes severance pay. It is all-inclusive. And if

we fail to apply in favor of these veterans the same

statutory treatment as to severance pay which was

accorded the other employees, then these returned

soldiers—veterans of the second world war—are not

participating, as they are entitled to under the

statute, in such other benefits including severance

pay. :,

If it could be said, arguendo, that some doubt is

thrown upon the meaning of the statute as applied

to the kind of benefit here involved—namely, sev-

erance pay benefit—by reason of the fact that that

benefit was not mentioned by the statute expressly

but [30] was expressly mentioned in the work con-

tract wherein such benefit was excluded by para-

graph 5, then such doubt should be by the Court

resolved in favor of the veteran, under the rule

requiring liberal interpretation of a statute for the

relief of veterans.

However, I do not see how it is possible or these

plaintiffs, who are war veterans, to enjoy the other

benefits offered by the employer to other employees

if the plaintiffs are denied this particular benefit

of severance pay secured to them by the statute oi\

a parity with other employees who were continu-
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ously on active duty with the employer during the

period of time that the plaintiffs were in the war

service. It seems clear to the Court that to give

effect to the contract provision that time spent by

plaintiff veterans on military leave should not be

included in the computation of their severance pay

would clearly be in conflict with the Act of Con-

gress v/hich provides that these veterans upon re-

turn from active service with the military forces

shall have the other benefits enjoyed by those em-

ployees who did not go into the service.

For the reasons stated by the Court, the Court

finds, concludes and decides in favor of the plaintiffs

for the amounts respectively alleged in the com-

plaint.

;.. [Endorsed]: Filed September 22, 1947. [31]

[Title of District Court and Cause.]

FINDINGS OF FACT AND
CONCLUSIONS OF LAW

This, matter came on regularly for hearing before

the Court sitting without a jury on the 16th day of

September, 1947, the plaintiffs being represented

by J. Charles Dennis, United States Attorney, and

John E. Belcher, Assistant United States Attorney,

defendant, Seattle Star, Inc., a corporation, and E.

L. Skeel, its Liquidating Trustee, being represented

by their attorneys, Skeel, McKelvy, Henke, Even-

son & Ulilmann, and the parties having stipulated



John Randolph, et al. 33

the facts, the court having considered the respec-

tive briefs filed on behalf of the respective parties,

and having heard oral argument of counsel for all

of the parties, and being fully advised in the prem-

ises, nov5^ makes its

Findings of Fact

I.

That Seattle Star, Inc., is, and at all of the times

hereinafter mentioned was a corporation organized

and existing under and by virtue of the laws of the

State of Washington, and at the times hereinafter

mentioned did maintain a place of business in

Seattle, King County, Washington, and was the

publisher of a daily newspaper known as ''Seattle

Star, '

' which ceased publication on August 13, 1947,

and is now being voluntarily dissolved by E. L.

Skeel, as Liquidating Trustee. [32]

II.

That the plaintiff John Randolph entered the

employ of said corporation on or about September

24, 1936, and thereafter became a reporter on said

Seattle Star in the year 1938 at a salary of $20 per

week, and that he was continuously so employed

until the month of January, 1942, at which time he

took leave to enter upon service in the United States

Army. That at said time, the said John Randolph

was classified as a second year reporter and re-

ceived a salary from the Seattle Star of $35.00 per

week.
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III.

That said John Randolph was inducted into the

Armed Forces of the United States January 15,

194^, at Ft. Lewis, Washinj]^ton, and was honorably

discharged at Army Air Force Separation Base,

Portland, Oregon, December 10, 1945, and on said

date received from the Army of the United States

a certificate of honest and faithful service to this

country.

IV.

That dui'ing the period from January, 1942, to

January, 1946, the said John Randolph was in the

Armed Forces of the United States and did no

work and received no pay from the Seattle Star.

That said John Randolph was, on January 14, 1946,

restored to his former position as a reporter by the

Seattle Star. That upon resumption of his duties

on said date, the said John Randolph was classified

as a sixth year reporter and was paid a weekly

salary by the Seattle Star of $65.00, and was there-

after dismissed upon the suspension of publication

of said Seattle Star on August 13, 1947.

V.

That the weekly salary of said John Randolph

on said 13th day of August, 1947, and for a period

of six months immediately prior thereto was $73.50.

VI.

That at the time of the entry of both plaintiffs

into the armed forces of the United States in 1942,
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the employer, Seattle Star, Inc., had in effect a

schedule providing for the payment to its employees

of severance pay upon dismissal, said schedule pro-

viding for the payment to the employee of a certain

number of weeks' pay, ranging from two weeks' pay

to 28 weeks' pay, dependent upon the number of

years of continuous service of the employee with the

employer.

VII.

That in computing the severance pay of plaintiff,

John Randolph, defendants used a basis of 14 weeks

(equivalent to seven years' service) and offered to

pay the said John Randolph therefor at the rate

of $73.50 per week or a total of $1029.00, and no

more, which said John Randolph refused to accept.

VIII.

That plaintiff, Philip W. Taylor, entered the em-

ploy of defendant, Seattle Star, Inc., on February

2, 1942, as a first-year office boy and continued in

such employment in that capacity at a weekly salary

of $17.65 until the month of August, 1942.

IX.

That Philip W. Taylor was inducted into the

Army of the United States in the month of August,

1942, at Ft. Lewis, Washington, and was honorably

discharged from said Armed Forces on the 5th day

of February, 1946, and on said date received from

the Army of the United States a certificate of honest

and faithful service to this country, a photostatic
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copy of which is attached to the stipulation as

''Exhibit D." [34]

X.

That during the period from August, 1942, to

February, 1946, the said Philip W. Taylor was in

the Armed Forces of the United States and did no

work and received no pay from the Seattle Star.

That the plaintiff, Philip W. Taylor, was, on Feb-

ruary 8, 1946, restored to employment by the Seattle

Star with the classification of a third year reporter

at a salary of $47.53 per week. That at the time of

his discharge from employment by the Seattle Star,

Inc., on August 13, 1947, the said Philip W. Taylor

was classified as a fourth year reporter and was

paid a weekly salary of $64.43.

XL

That in computing the severance pay of plaintiff,

Philip W. Taylor, defendants used as a basis 4

weeks (equivalent of not to exceed 21/2 years of

service) and offered to pay and did pay, and de-

fendant accepted the sum of $257.72, although the

said Philip W. Taylor claims the amount due him

to be for 11 weeks' severance pay (equivalent of five

and one-half and less than six years' service), or

$708.73, leaving a claimed balance of $451.01.

XII.

That all employees of defendant, Seattle Star,

Inc., non-veterans and members of Seattle News-

paper Guild occupying; similar positions and who

did not serve in the Armed Forces during the war.
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were paid severance pay upon discharge by the

Seattle Star, Inc., based on the total years of full-

time continuous employment with the Seattle Star,

in accordance with the schedule set out in Article

VIII of "Exhibit C," attached to the stipulation.

XIII.

That the contracts attached to the stipulation of

facts on file herein and identified as Exhibits "B"
and "C" thereof were in full force and effect during

the times indicated in paragraphs 6, 7, 8 and 9 of

said stipulation of facts.

XIY.

The Court further finds that seniority rights as

to wages were accorded plaintiffs upon their return

to their respective employments with defendant

Seattle Star, Inc., at the time of their re-employ-

ment, but were denied the benefit of having included

in the computation of their severance pay the time

served by them in the Armed Forces of the United

States, while other employees of defendant who did

not so serve but continued to carry on their usual

duties were given full severance pay upon their

dismissal.

From the foregoing Findings of Fact, the Court

concludes, as matter of law

:

I.

That the statute here in question—Subsection (c).

Section 308, Title 50, App., U.S.C.A., is to be lib-

erally construed to effectuate the Congressional in-

tent that plaintiffs and others similarly situated who
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are veterans of World War II are entitled to full

severance pay without deducting from the compu-

tation thereof the time they respectively served in

the armed forces of the United States during World

War II, notwithstanding union contract provisions

to the contrary.

II.

That plaintiff John Randolph is entitled to judg-

ment [36] against defendants in the sum of One

Thousand Five Hundred Forty-three and 50/100

Dollars ($1,543.50).

III.

That plaintiff Philip W. Taylor is entitled to

judgment against defendants in the sum of Four

Hundred Fifty-one and 01/100 Dollars ($451.01),

being the difference between Seven Hundred Eight

and 75/100 Dollars ($708.75) due him for full sev-

erance pay and the sum of Two Hundred Fifty-

seven and 72/100 Dollars ($257.72) heretofore paid

him by defendants.

The defendants have excepted to the foregoing

Conclusions of Law, which exception is allowed.

Done in open court this 19th day of September,

1947.

/s/ JOHN C. BOWEN,
United States District Judge.

Approved as to form:

SKEEL, McKELVY, HENKE,
EVENSON & UHLMANN,

W. PAUL ITHLMANN,
Attorneys for Defendants.

[Endorsed]: Filed September 19, 1947.
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United States District Court, Western District of

Washington, Northern Division

No. 1872

JOHN RANDOLPH and PHILIP W. TAYLOR,
Plaintiffs,

vs.

SEATTLE STAR, INC., a Corporation, and E. L.

SKEEL, Liquidating Trustee,

Defendants.

JUDGMENT

This matter came on regularly for trial before

the court sitting without a jury on the 15th day

of September, 1947, plaintiffs being represented by

J. Charles Dennis, United States Attorney, and

John E. Belcher, Assistant United States Attorney,

defendants being represented by their attorneys,

Skeel, McKelvy, Henke, Evenson & Uhlmann. the

facts being stipulated in writing, and the court

having duly considered the evidence and respective

counsel having filed written briefs and the court

having heard and considered the facts and the law

and being fully advised in the premises, and having

heretofore made and entered its findings of fact

and conclusions of law, now, therefore, it is

Ordered, Adjudged and Decreed that the plaintiff,

John Randolph, have and recover judgment, and

judgment is hereby entered in favor of John Ran-

dolph and against the defendants Seattle Star, Inc.,

a corporation, and E. L. Skeel in his official capacity
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as Liquidating Trustee of said Seattle Star, Inc., a

corporation, only, in the sum of One Thousand

Five Hundred Forty-three and 50/100 Dollars

($1,543.50) ; and it is [38]

Further Ordered, Adjudged and Decreed that the

plaintiff Philip W. Taylor have and recover judg-

ment, and judgment is hereby entered in favor of

Philip W. Taylor and against the defendants

Seattle Star, Inc., a corporation, and E. L. Skeel

in his official capacity as Liquidating Trustee of

said Seattle Star, Inc., a corporation, only, in the

sum of Four Hundred Fifty-one and 01/100 Dol-

lars ($451.01).

To all of which defendants except, and exception

is allowed.

Done in open court this 19th day of September,

1947.

JOHN C. BOWEN,
United States District Judge.

Presented by:

JOHN E. BELCHER,
Assistant United States

Attorney.

Approved as to form:

SKEEL, McKELVY, HENKE,
EVENSON & UHLMANN,

W. PAUL UHLMANN,
Attorneys for Defendants.

[Endorsed]: Filed September 19, 1947. [39]
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[Title of District Court and. Cause.]

NOTICE OF APPEAL

Notice is hereby given that the Seattle Star, Inc.,

a corporation, and E. L. Skeel, Liquidating Trustee

of the said corporation, defendants above named,

hereby appeal to the Circuit Court of Appeals for

the 9th Circuit from the final judgment entered, in

this action on the 19th day of September, 1947.

SKEEL, McKELVY, HENKE,
EVENSON & UHLMANN,

E. L. SKEEL,

W. PAUL UHLMANN,
Attorneys for Defendants.

[Endorsed] : Filed December 16, 1947. [40]
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[Title of District Court and Cause.]

SUPERSEDEAS BOND

Know all men by these presents that we, the

Seattle Star, Inc., a corporation, and E. L. Skeel,

in my official capacity as Liquidating Trustee of the

said Seattle Star, Inc., but not j^ersonally, acknowl-

edge ourselves to be jointly indebted to John Ran-

dolph and Philip W. Taylor, appellees in the above

cause in the sum of Two Thousand Two Hundred

Fifty and No/100 Dollars ($2,250.00) conditioned

that, whereas on the 19th day of September, A. I).

1947, in the District Court of the United States

for the Western District of Washington, Northern

Division, in a suit in that court wherein John Ran-

dolph and Philip W. Taylor were plaintiffs, and

the Seattle Star, Inc., and E. L. Skeel as Liqui-

dating Trustee of the Seattle Star, Inc., were de-

fendants, numbered on the Civil Docket as No.

1872, judgment was rendered against the said de-

fendants and in favor of the said John Randolph

in the sum of $1543.50, and against the said de-

fendants and in favor of the said Philip W. Taylor

in the sum of $451.01, and the said defendants hav-

ing filed in the office of the clerk of the said district

court Notice of Appeal to the United States Circuit

Court of Appeals [41] for the 9th Circuit.

Now the condition of the above obligation is such

that if the said Seattle Star, Inc., and E. L. Skeel

as Liquidating Trustee of the said Seattle Star,

Inc., shall prosecute their a])peal to effect and sat-
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isfy the said judgment in full, together with costs,

interest and damages for delay, if for any reason

the appeal is dismissed, or if the judgment is

affirmed and satisfied in full, such modification of

the judgment and such costs, interest and damages

as the Appellate Court may judge and award, then

the above obligation is void unless it remains in

full force and effect.

SEATTLE STAR, INC.,

By /s/ E. L. SKEEL,
Liquidating Trustee.

/s/ E. L. SKEEL,
As Liquidating Trustee,

Principals.

CONTINENTAL
CASUALTY CO.,

[Seal] By /s/ L. G. CREWE,
Surety.

Approved

:

/s/ LLOYD L. BLACK,
Judge.

/s/ J. CHARLES DENNIS,
U. S. Attorney.

Presented by:

/s/ W. PAUL UHLMANN.

[Endorsed] : Filed December 16, 1947. [42]
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[Title of District Court and Cause.]

APPELLANTS' DESIGNATION OF POINTS
TO BE RELIED UPON ON APPEAL

Come uow the appellants and hereby designate

the following as the points to be relied upon by

them on appeal:

1. Under Title 50, U.S.C.A., Section 308 (the

Selective Training and Service Act of 1940)

the rights of each claimant to employment

benefits were determined by the contract in

effect between the Seattle Star and the Seattle

Newspaper Guild at the time that claimant

was inducted into the Armed Forces.

2. Under the contract in effect between the

Seattle Star and the Seattle Newspaper Guild

at the time of induction of each claimant, the

time spent by any employee of the Seattle

Star in the Armed Forces was not to be

included in the computation of severance pay

for that employee.

Dated at Seattle, Washington, this 19th day of

December, 1947.

SKEEL, McKELYY, HENKE,
EVENSON & UHLMANN,

By E. L. SKEEL,
W. PAITL UHLMANN,

Attorneys for Defendants.

Received a copy of tlie within Appellants' Desig-

nation this 19th day of December, 1947.

J. CHARLES DENNIS,
Attorney for Plaintiffs.

[Endorsed]: Filed December 19. 1947. [43]
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[Title of District Court and Cause.]

APPELLANTS' DESIGNATION OF
CONTENTS OF RECORD ON APPEAL

Come now the appellants and hereby designate

the following portions of the record to be included

in the Record on Appeal:

1. Petition for enforcement of veterans rights.

2. Answer to Petition for enforcement of vet-

erans rights.

3. Stipulation of facts.

4. Only Article VIII and Article X of Exhibit

'^B" of Stipulation of Facts.

5. Only Article VIII and Article X of Exhibit
• "C" of Stipulation of Facts.

6. Findings of Fact and Conclusions of Law.

7. Judgment.

8. Notice of Appeal.

9. Supersedeas Bond.

10. Appellants' designation of contents of record

on appeal.

Dated at Seattle, Washington, this 19th day of

December, 1947.

SKEEL, McKELVY, HENKE,
EVENSON & UHLMANN,

By E. L. SKEEL,
W. PAUL UHLMANN,

Attorneys for Defendants.

Received a copy of the within Appellants' Desig-

nation this 19th day of December, 1947.

J. CHARLES DENNIS,
Attorney for Plaintiffs.

[Endorsed]: Filed December 19, 1947. [44]
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[Title of District Court and Cause.]

CERTIFICATE OF CLERK TO TRANSCRIPT
OF RECORD ON APPEAL

United States of America,

Western District of Washington—ss.

I, Millard P. Thomas, Clerk of the United States

District Court for the Western District of Wash-

ington, do hereby certify that the foregoing type-

written transcript of record, consisting of pages

numbered 1 to 44, inclusive, is a full, true and

complete copy of so much of the record, papers

and other proceedings in the above and foregoing

entitled cause as is required by Designation of

Record filed and shown herein, as the same remain

of record and on file in the office of the Clerk of

said District Court at Seattle and that the same

constitute the record on appeal from the Judg-

ment of said United States District Court for the

Western District of Washington to the United

States Circuit of Appeals for the Ninth Circuit,

dated September 19, 1947.

I further certify that the following is a true

and correct statement of all expenses, costs, fees

and charges incurred in my office for preparing

record on appeal herein, to the ITnited States

Circuit Court of Appeals for the Ninth Circuit,

to-wit

:



John Randolph, et al. 47

Clerk's fees for making record, certificate or

return.

24 pages at 40c $ 9.60

19 pages at 10c 1.90

Appeal fee 5.00

TOTAL $16.50

I further certify that the costs of this record

have been paid by the attorneys for appellant.

In witness whereof I have hereunto set my hand

and affixed the official seal of said District Court

at Seattle, in said District, this 29th day of De-

cember, 1947.

[Seal] MILLARD P. THOMAS,
Clerk,

By /s/ TRUMAN EGGER,
Chief Deputy Clerk.

[Endorsed]: No. 11828. United States Circuit

Court of Appeals for the Ninth Circuit. Seattle

Star, Inc., a Corporation, and E. L. Skeel, Liqui-

dating Trustee, Appellants, vs. John Randolph and

Philip W. Taylor, Appellees. Transcript of Record.

Upon Appeal from the District Court of the United

States for the Western District of Washington,

Northern Division.

Filed January 3, 1948.

/s/ PAUL P. O'BRIEN,
Clerk of the United States Circuit Court of Appeals

for the Ninth Circuit.
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United States Circuit Court of Appeals

for the Ninth Circuit

No. 11828

SEATTLE STAR, Inc., a Corporation, and E. L.

SKEEL, Liquidating Trustee,

Appellants,

vs.

JOHN RANDOLPH and PHILIP W. TAYLOR,
Appellees.

APPELLANTS' DESIGNATION OF POINTS
TO BE RELIED UPON ON APPEAL

Come now the appellants and hereby designate

the following as the points to be relied upon by

them on appeal

:

1. Under Title 50, U.S.C.A., Section 308 (the

Selective Training and Service Act of 1940)

the rights of each claimant to employment

benefits were determined by the contract in

effect between the Seattle Star and the Seattle

Newspaper Guild at the time that claimant

was inducted into the Armed Forces.

2. Under the contract in effect between the

Seattle Star and the Seattle Newspaper Guild

at the time of induction of each claimant, the

time spent by any employee of the Seattle

Star in the Armed Forces was not to be in-

cluded in the computation of severance pay

for that employee.
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3. The rights given to a reemployed veteran by

Title 50, IT.S.C.A., Section 308 (the Selective

Training and Service Act of 1940) are lim-

ited in time, and in the instant case expired

prior to the termination of employment of

the appellees.

Dated at Seattle, Washington, this 9th day of

February, 1948.

SKEEL, McKELVY, HENKE,
EVENSON & UHLMANN,

/s/ E. L. SKEEL,
/s/ W. PAUL UHLMANN,

Attorneys for Appellants.

Received a copy of the within Appellant's Desig-

nation of Points this 9th day of February, 1948.

/s/ J. CHARLES DENNIS,
Attorney for Appellees.

[Endorsed]: Filed February 10, 1948.
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John Randolph and Philip W. Taylor,

Appellees.

Upon Appeal from the United States District

Court for the Western District of Washington,

Northern Division

Honorable John C. Bowen, Jvdge

BRIEF OF APPELLANTS

JURISDICTIONAL STATEMENT

This is an appeal from the final judgment entered

in favor of the appellees in the above entitled case by

the United States District Court for the Western Dis-

trict of Washington, Northern Division. The action

(R. 2) was one brought on behalf of two re-employed

veterans under the provisions of the Selective Train-

ing and Service Act of 1940 (Title 50 U.S.C.A. App.,

Sec. 301, et seq.). Section 8(e) of that Act (Title 50

U.S.C.A. App., Sec. 308(e) provides as follows:

"In case any private employer fails or refuses

to comply with the provisions of subsection (b)



or subsection (c), the District Court of the Unit-

ed States for the district in which such private

employer maintains a place of business shall have

power, upon the filing, of a motion, petition, or

other appropriate pleading by the person entitled

to the benefits of such provisions, to specifically

require such employer to comply with such provi-

sions, and, as an incident thereto, to compensate

such person for any loss of wages or benefits

suffered by reason of such employer's unlawful

action. * * *"

This appeal from that judgment is taken pursuant

to the provisions of 28 U.S.C.A., Sec. 225, which pro-

vides that:

"(a) The circuit courts of appeal shall have

appellate jursidiction to review by appeal or writ

of error, final decisions

—

**First. In the district courts, in all cases save

where a direct review of the decision may be

had in the Supreme Court under Section 345 of

this title."

STATEMENT OF THE CASE

The facts of this case have been stipulated by coun-

sel (R. 15 to 20). The significant facts are as fol-

lows: Appellee John Randolph first entered the em-

ploy of the Seattle Star on or about September 24,

1936, and was thereafter continuously employed by

the Star until January, 1942, when he was inducted

into the United States Army. Upon his honorable dis-

charge from the Army, Randolph was re-employed

by the Star and restored to his former position on

January 14, 1946.



- Appeirefe PhilipW. Taylor first entered the employ

of the Seattle Star on or about February 2, 1942, and

was thereafter continuously employed by the Star un-

til August, 1942, when he was inducted into the

United States Army. Upon his honorable discharge

from the Army, Taylor was re-employed by the Star

and restored to his former position on February 8,

1946.

At the time of the induction into the Armed Forces

of each of the Appellees there was, in effect, between

the Seattle Star and the Seattle Newspaper Guild,

Local 82, of the American Newspaper Guild, a con-

tract which included provisions for severance pay.

This conract (R. 20) called for the payment of sever-

ance pay computed on the basis of the period of full

time continuous employment of the employee with

the Scripps League (Seattle Star) but provided that

time spent on leave of absence should not count as

service time in the computation of that severance pay.

The Star ceased publication on August 13, 1947,

and at that time Randolph and Taylor, along with

a great many other employees, were relieved from

further employment. Each employee was at that time

paid severance pay on the basis of his years of full

time continuous employment with the Seattle Star,

but in the computation of the full time continuous em-

ployment of the Appellees, Randolph and Taylor, the

time which they spent in the Armed Forces was not

included.

Both Appellees claimed that by virtue of the Selec-

tive Training and Service Act of 1940, additional



severance pay was due them fpr the time which they

had spent in the Armed Forces. Upon the rejection

of their claims by Appellants this suit was brought

on behalf of the Appellees by the United States Dis-

trict Attorney. The trial court entered final judg-

ment for Randolph and against the Appellants in the

sum of $1,543.50, and for Taylor and against Appel-

lants in the sum of $451.01, the court holding that

under the Selective Training and Service Act of 1940

the time-in-service of veterans must be included in

the computation of their severance pay.

SPECIFICATIONS OF ERROR

The district court erred in the following respects:

(1) Entering judgment in favor of the Appellees,

Randolph and Taylor for recovery against the de-

fendants
;

(2) Refusing to dismiss the action of the plaintiffs

below (appellees) ; and

(3) Refusing to enter judgment in favor of the de-

fendants below (appellants).

SUMMARY OF ARGUMENT

The Selective Training and Service Act of 1940 pro-

vided that a re-employed veteran is entitled to the

various benefits offered by the employer in accord-

ance with the established practices relating to employ-

ees on leave of absence as of the time of the induction

of the re-employed veteran. The contract between the

Seattle Star and the bargaining agent of its employ-

ees, including the Appellees, provided that time on

leave of absence should not be included in the compu-
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tation of severance pay. We submit, therefore, that

time spent in the Armed Forces should likewise not

be included in the computation of severance pay.

If it be held, however, that a veteran occupies a

preferential position upon his return and that his

time in service must be included in the computation

of severance pay so long as he occupies that position,

we submit that the Appellees lost their preferential

position upon the termination of the first year of their

re-employment and that, as a result, they must be

treated no differently from non-veterans in the compu-

tation of severance pay.

ARGUMENT

I.

Under Title 50 U.S.C.A. App. Sec. 308, the Selective

Training and Service Act of 1940, the Rights of Each

Claimant to Employment Benefits Were Determined

by the Contract in Effect Between the Seattle Star

and the Seattle Newspaper Guild at the time that claim-

ant was inducted into the armed forces.

The relevant portions of the Selective Training and

Service Act of 1940 (Title 50 U.S.C.A. App. Sec. 301

et seq.) are as follows:

"Sec. 308(a) Any person inducted into the

land or naval forces under this Act for train-

ing and service, who, in the judgment of those

in authority over him, satisfactorily completes

his period of training and service * * * shall be

entitled to a certificate to that effect upon the

completion of such period of training and serv-

ice * * *.

(b) In the case of any such person who, in order
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to perform such training and service, has left

or leaves a position, other than a temporary posi-

tion, in the employ of any employer and who

(1) receives such certificate,

(2) is still qualified to perform the duties of

such position, and

(3) makes application for reemployment with-

in forty days after he is relieved from such

training and service

—

(B) if such position was in the employ of

private employer, such employer shall re^

store such person to such position or to a po-

sition of like seniority, status, and pay un-

less the employer's circumstances have so

changed as to make it impossible or unrea-

sonable to do so;

(c) Any person who is restored to a position in

accordance with the provision of paragraph (A)

or (B) of sub-section (b) shall be considered as

having been on furlough or leave of absence dur-

ing his period of training and service in the land

or naval forces, shall be so restored without loss

of seniority, shall be entitled to participate in in-

surance or other benefits offered by the employer

pursuant to established rules and practices relat-

ing to employees on furlough or leave of absence

in effect with the employer at the time such person

was inducted into such forces, and shall not be

discharged from such position without cause with-

in one year after such restoration."

By virtue of the Selective Training and Service

Act a returning veteran is clearly entitled to partici-

pate in benefits offered by his former employer to the

employees of the latter; but—that right is not un-

limited. By the express words of Sec. 308(c) the



returning veteran is entitlied to participate in those

benefits only in pursuance to those "rules and prac-

tices relating to employees on furlough or leave of

absence" which were in effect at the time that the

returning veteran was inducted into the Armed
Forces.

It is manifest therefore that one can determine the

benefits to which a returning veteran is entitled only

by determining the benefits to which he would have

been entitled had he not been inducted into the Armed
Forces but rather had taken a furlough or leave of

absence. If the time spent by him as a civilian em-

ployee on furlough or leave of absence would have

been counted in determining his rights to benefits,

then the time spent by him in the Armed Forces would

likewise be counted in determinng his rights to bene-

fits. If the time spent by him as a civilian on fur-

lough or leave of absence would have been disregard-

ed in determining his rights to benefits, then the

time spent by him in the Armed Forces must likewise

be disregarded.

It is difficult to rephrase Sec. 308(c) so as to clarify

the intent of Congress. The need for clarification, as

a matter of fact, is absent, for in this section there is

not the slighest trace of ambiguity. By its terms the

rights of a returning veteran are declared to be ex-

actly equal, no greater, no less, than the rights of an

employee who has taken a furlough for an equal pe-

riod of time. The statute establishes an equation of

rights and in determining the rights of a returning

veteran the terms of that equation must be strictly
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observed lest the intent of Congress be defeated. In

awarding judgment to the plaintiffs in this action, the

trial court said (R. 31)

:

a* * *
I ^Q j^Q^ ggg j^Q^ j|. ^g possible for these

plaintiffs, who are war veterans, to enjoy the

other benefits offered by the employers to other

employees if the plaintiffs are denied this par-

ticular benefit of severance pay secured to them
by the statute on a parity with other employees

who were continuously on active duty with the

employer during the period of time that the

plaintiff's were in the war service."

We submit, however, that this statement on the part

of the trial court indicates a misapprehension on its

part of the statutory provision made for the returning

veteran. The lower court indicates the statute was de-

signed to create a parity between returning veterans

and the employees '^who were continuously on active

duty with the employer" during the period of military

service of the returning veteran.

Analysis of the statute reveals, however, as we have

shown above, that the statute was designed not to

create a parity between the returning veteran and

employees "who were continuously on active duty with

the employer" but rather to create a parity between

the returning veterans and employees who may have

been on furlough or leave of absence for an equivalent

period of time. The words of the statute permit of no

other interpretation.

Other courts in construing this statute have not

disregarded the words of Sec. 308(c) making the

rights of a returning veteran to various benefits
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equivalent' to the rights of an employee on furlough

or leave of absence. For example, in Lord Manufac-

turing Company v. Nemez (1946) 65 F. Supp. 711,

at page 725 the court said

:

"* * * A person who entered military service

shall be considered as having been on furlough

or leave of absence during his period of active

military service * * *."

In Trailmobile Company v. Whirls (1946) 154 F.

(2d) 866 at page 869 the court stated:
u* * * ^Yie person so restored to such position

shall be considered as having been on furlough

or leave of absence during his period of military

service and shall be so restored without loss of

seniority."

In Fishgold v. Sullivan Drydock and Repair Cor-

poration (1946) 154 F.(2d) 785 at page 792 the dis-

senting opinion of Chase, C.J., stated:
a* * * ^j^g position carries with it the right of

the former employee thus re-employed to be

treated as though he had been 'on furlough or

leave of absence during his period of training

and service in the land or naval forces' * * *."

In Feore v. North Shore Bus Company (1947) 161

F. (2d) 552 at page 554, the court said:

"Sec. 8(c) of the Act requires that the veteran

be considered as on furlough or leave of absence

during his period of training and service."

In Hall V. Union Lights Heat & Power Company

(1944) 53 F. Supp. 817 at page 818 the court said:

"The Act uses the language that they shall be

considered as having been on furlough or leave

of absence during the period of training and serv-

ice."
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And the Supreme Court of the United States in Fish-

gold V. Sullivan Drydock and Repair Corporation

(1946) 328 U.S. 275, 90 L. ed. 1230 at page 1240,

stated

:

"He shall be 'restored without loss of seniority'

and be considered 'as having been on furlough

or leave of absence' during the period of his serv-

ice for his country, with all of the insurance and
other benefits accruing to employees on furlough

or leave of absence."

It is thus to be seen that it has been repeatedly held

that the words ''pursuant to established rules and

practices relating to employees on furlough or leave

of absence" are not without significance in the Act,

yet the holding of the trial court in the case at bar

accords to those words no significance whatsoever.

When the courts were first confronted with the

task of construing the Selective Training and Serv-

ice Act of 1940, there was, it is true, a diversity

among the lower courts as to whether the returning

veteran was to be accorded a "super-seniority," that

is, seniority greater than that of the non-veteran em-

ployees having at the time of the veteran's induction

the same or higher seniority. This problem has twice

been before the United States Supreme Court and in

each case that court held that, though a veteran does

not lose in relative seniority by reason of his absence

in military service, neither does he gain in relative

seniority by reason of that service. The first case was

Fishgold v. Sullivan Drydock and Repair Corporation

(1946) 328 U.S. 275, 90 L. ed. 1230. In that case the

petitioner was a veteran who, upon application, had
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been reinstated in the employ of the company after

his return from service. Because of an insufficiency

of work to be done, petitioner was laid off on nine sep-

arate days, although non-veterans, having a higher

seniority than petitioner, were retained. Petitioner

thereupon sued to obtain compensation for those days

upon which he was not permitted to work. In denying

the petitioner's claim, the court said at 90 L. ed. 1240

:

u* * * -yy^ would distort the language of these

provisions if we read it as granting the veteran

an increase in seniority over what he would have
had if he had never entered the Armed Services
* * * No step-up or gain in priority can be fair-

ly implied. Congress protected the veteran against

loss of ground or demotion on his return. The
provisions for restoration without loss of senior-

ity to his old position or to a position of like

seniority mean no more."

And at 90 L. ed. 1242 the court spoke as follows:

'^Congress recognized in the Act the existence

of seniority systems and seniority rights. It

fought to preserve the veterans' rights under
those systems and to protect him against loss

under them by reason of his absence. There is

indeed no suggestion that Congress sought to

sweep aside the seniority system. What is under-

took to do was to give the veteran protection

within the framework of the seniority system

plus a guarantee against demotion or termina-

tion of the employment relationship without cause

for a year."

The opinion in Fishgold v. Sullivan Drydock mid

Repair Corporation hence clearly repudiates the idea

that the rights of a returning veteran are to be de-
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termined without reference to the seniority system

already existent in the place of his employment.

Rather are his rights established in reference to, and

within the framework of, that seniority system.

The second case before the United States Supreme

Court involving the doctrine of "super-seniority" was

Trailmobile Company v. Whirls (1947) 331 U.S. 40,

91 L. ed. 939. That case began as a suit by an em-

ployee to enjoin a change in the seniority status al-

legedly accorded to him by the Selective Training and

Service Act. It appears that the Trailmobile Company

and the Highland Body Manufacturing Company, a

wholly owned subsidiary of the Trailmobile Company,

consolidated on January 1, 1944, and by agreement

between the certified bargaining agent of the em-

ployees and the Trailmobile Company, as the con-

tinuing employer, the seniority of all the employees

of the Highland employees was to recommence as of

the date of consolidation. Whirls, who returned from

service in May, 1943, claimed, however, that the Se-

lective Training and Service Act barred the company

from changing his relative seniority status, despite

the collective bargaining agreement entered into by

it with the bargaining representative of the employees.

It was his contention that upon re-employment he

was entitled to retain indefinitely his prewar plus

service-accumulated seniority. In again denying to a

veteran a "super-seniority," which he claimed, the

Supreme Court said at 91 L. ed. 949:

u* * * j£ ^j^-g extraordinary statutory security

were to be extended beyond the statutory year,

the restored veteran would acquire not simply
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i
;. equality with non-veteran employees having iden-

tical status as of the time he returned to work.

He would acquire indefinite statutory priority

over non-veteran employees, a preferred status

which we think not only inharmonious with the

basic Fishgold rationalization, but beyond the

protection contemplated by Congress."

At 91 L. ed. 950 the court said:

"Whirls was treated exactly as were other em-
ployees in his group having the same seniority

and status as he had on the date of his re-em-

ployment. There was no discrimination against

him as a veteran or otherwise than as a member
of that group. Both groups, the former Trailmo-

bile employees and the former Highland employer,

who compared his group, contained veterans and
non-veterans in large numbers. Both contained

veterans in active service and re-employed vet-

erans when the collective agreement was made.

Whirls was treated exactly as all other members
of his group, the ex-Highland employees, veterans

and non-veterans alike."

In light of the fact that the Supreme Court has

twice committed itself to the doctrine that the return-

ing veteran has not been accorded "super-seniority"

by Congress, it must be taken, as established, that in

order to comply with the Selective Training and Serv-

ice Act of 1940, an employer must not discriminate

against the returned veterans in his employ; but—^he

is under no obligation to discriminate in favor of those

veterans. The employer's obligation is but an obliga-

tion to accord the identical treatment to veterans as

accorded by him to non-veterans. In the words of the

statute, the returning veteran is "entitled to partici-
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pate in insurance or other benefits offered by the

employer pursuant to established rules and practices

relating to employees on furlough or leave of absence

in effect with the employer at the time such person

was inducted into such forces." The Congress made

the right of the returning veteran dependent upon

his rights as of the time of his induction. To deter-

mine the rights of a veteran upon his return to em-

ployment, one must hence first determine the "estab-

lished rules and practices relating to employees on

furlough or leave of absence" in effect at the time of

his induction.

II.

Under the contract in effect between the Seattle Star and

the Seattle Newspaper Guild at the time of induction of

each claimant, the time spent by any employee of the

Seattle Star in the armed forces was not to be included

in the computation of severance pay for that employee.

The plaintiff John Randolph was inducted into the

Armed Forces of the United States in January, 1942

(R. 16). The plaintiff Philip W. Taylor was inducted

into the Armed Forces of the United States in the

month of August, 1942 (R. 18). From October 5,

1940 to October 4, 1942, there was in effect a contract

between the Seattle Star and the Seattle Newspaper

Guild, Local 82, of the American Newspaper Guild,

affiliated with the Congress of Industrial Organiza-

tions (R. 17).

Sec. 4 and Sec. 5 of Article VIII (R. 22) of that

contract provide as follows:

"4. In computing severance pay the length of
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,:.„ service of the employee shall be the total years

of full time continuous employment in the Scripps

League.

"5. By written agreement with the Publisher,

employees may be granted leaves of absence with-

out prejudice to continuing service in the deter-

mination of severance pay, but time spent on such

leave shall not count as service time."

The quoted sections make clear the fact that severance

pay is dependent upon the total years of full time

continuous employment and — that time spent upon

leave of absence is not to be counted in the computa-

tion of the period of full time continuous employment.

Had a non-veteran employee entered the employ of the

Seattle Star on January 1, 1940, worked continuously

until January 1, 1944, taken a leave of absence until

January 1, 1946, and then resumed full time work

until the time of his severance on August 13, 1947,

it is clear that his two years on leave of absence

would not have been counted in the computation of

his period of employment for severance pay purposes.

The contract between the Guild and the Star can be

read in no other way. There is within it no latent

ambiguity requiring, or permitting, judicial construc-

tion. The contract states:

«* * * Employees may be granted leaves of

absence * * * but time spent on such leave (s)

shall not count as service time.'*

The words are simple; their meaning clear. Because

of them a non-veteran could not possibly claim that

time spent by him on leave of absence should be
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counted in the computation of his full time service

for severance pay.

The parties to the Newspaper Guild - Seattle Star

contract anticipated leaves of absence on the part of

employees, and that contract stipulated the exact ef-

fect that such leaves of absence were to have upon

the computation of severance pay. Certainly the pro-

visions of that contract became the "established rules"

as regards severance pay upon its execution by the

contracting parties.

It follows, we submit, that a returning veteran is

in no more favored position to claim that his "time

in service" should be counted in the computation of

severance pay than is a non-vetern to claim that his

"time on leave of absence" should be so counted. The

contract bars not only the non-veteran ; but, by virtue

of the Selective Training and Service Act, it likewise

bars the veteran. Permitting the veteran to count his

"time in service" towards severance pay but forbid-

ding the non-veteran to count his "time on leave of

absence" would be according to the veteran the very

"super-seniority" which has been twice condemned

by the United States Supreme Court.

The provisions of the Newspaper Guild - Seattle

Star contract do not offend the provisions of Title 50

U.S.C.A. App. Sec. 308(c). On the contrary, they set

out the very "benefits offered by the employer" and

establish the very "rules and practices relating to em-

ployees on furlough or leave of absence" of which the

statute speaks.
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•.'W^ha^?e befen" unable tx) find among the reported

cases any in which the precise point here at issue has

been presented, but a decision which lends strong

support to the appellant in the case at bar was ren-

dered by the United States Circuit Court of Appeals

for the Third Circuit in the case of Gawweiler v.

Elastic Stop Nut Corporation of America (1947) 162

F. (2d) 448. In that case the plaintiff was a returned

veteran. During his absence in the Armed Forces, a

new contract was negotiated by the employer and

the authorized bargaining agent for its employees.

Under the terms of that contract, union officials be-

came entitled to a higher seniority than employees

who were not such officials. After his reemployment,

the veteran was laid off during a period of slack work

but a union official, having less seniority in point of

service with the employer, was retained. To this the

veteran objected and filed an action for loss of wages

and for a declaration of reemployment rights under

the Selective Training and Service Act,

In holding that the employer had not acted in con-

travention of the Selective Training and Service Act,

the court said at 162 F.(2d) 451:

''All this (the statements of the Supreme Court

in the Fishgold and Trailmobile cases) mean,

we think, that what the Act gives to the veteran

is the right not to lose his position or seniority

by virtue of his absence in military or naval serv-

ice. He is protected while away to the same ex-

tent as if he had been either continuously on the

job in the plant or away on furlough or leave of

absence for some personal reason.

"Let us consider briefly what our employee's
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seniority rights would have been, had he re-

mained continuously employed in the plant, with-

out having been called away to war service. He
would, of course, have had his rights fixed as to

seniority, working conditions, pay, and the rest,

by terms of the contract entered into between

the recognized bargaining agent and the em-
ployer * * *.

"It is to be emphasized that in our case there

is no suggestion of discrimination against vet-

eran employees. The significance of that point

was mentioned by the Supreme Court in the

Trailmobile case, 67 S. Ct. 982 at page 991. Dis-

crimination would obviously change the whole

picture. If during the absence of some of the

employees at war, those remaining got together

and created union offices for themselves so that

everyone had an office, and then proceeded to

provide top seniority for union offices, a court

would have no trouble in seeing that this device

was simply an effort to discriminate against ab-

sentee fighting men. No such point is involved

in the problem before us * * *.

"The considerations above stated bring us to

the conclusion that the employee absent in war
service is bound by the non-discriminatory ar-

rangement made between the bargaining unit

and the employer during his absence. This fits

precisely with the concept of rights under the

statute enunciated by the Supreme Court in Fish-

gold and reiterated in Trailmobile. The veteran

does not lose by his absence. He simply remains

as if he were on the job and subject to the well

established and accepted routine of collective

bargaining, so far as this particular right of

seniority is concerned."
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Certainly if a veteran is bound hy non-discriminatory

contractual provisions entered into by his bargaining

representative and his employer during his absence in

the armed service, he is a fortiori bound by such

non-discriminatory provisions already in effect, as in

the case at bar, prior to his induction. The ''leave of

absence" provision in Article VIII of the Newspaper

Guild-Seattle Star contract was manifestly non-dis-

criminatory and, being so, it must be deemed to be

controlling in this controversy.

We submit that not only by the plain words of Con-

gress but by the authority of the decided cases, the

appellees are barred from counting their ''time in serv-

ice" in the computation of severance pay.

III.

The rights given to a reemployed veteran by Title 50
U.S.C.A. App. Sec. 308 (Selective Training and Ser-

ice Act of 1940) are limited in time, and in the instant

case expired prior to the termination of employment
of the appellees.

From the foregoing it is clear that if the returning

veteran has been given rights equal to, but no greater

than, the rights of a non-veteran of like seniority,

the present claimants cannot count their "time in

service" in the computation of severance pay. If

it be held by this court, however, that a returning

veteran has the right not only to equal, but to greater,

privileges than a non-veteran of like seniority, then

we submit that such "super-seniority" terminates at

the expiration of one year after his return. Such was

the holding of the Supreme Court in TrailTnobile Com-
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pany v. Whirls, supra. In that case the piaintiff; a

veteran, returned from service in May, 1943. There-

after, as had already been set forth in this brief, his

former employer, the Highland Body Manufacturing

Company, was consolidated with the Trailmobile Com-

pany. An agreement was then entered into by the

Trailmobile Company and the authorized bargaining

representative of the employees, and this agreement

provided that the seniority of all former Highland

employees should commence as of January 1, 1944, the

date of consolidation, regardless of the dates of their

original employment by Highland. On or about Sep-

tember 3, 1945, Whirls was transferred from the

painting to the stock department and the company

threatened to reduce his pay from $1.05 to 83c per

hour. Whirls then brought a suit to enjoin that

threatened decrease in pay and change in seniority

status. The United States Supreme Court specifically

confined its attention to the consideration of but one

question, that question being framed by the court at

91 L.ed. 945 as follows:

"We turn therefore to consideration of the sole

question presented on the merits, namely whether

under Sec. 8 the veteran's right to statutory

seniority extends indefinitely beyond the expira-

tion of the first year of his reemployment, being

unaffected by that event as long as the employ-

ment itself continues."

The Government on behalf of the plaintiff Whirls,

contended that, whereas the statutory security against

discharge terminated at the end of one year, the

statutory protection of the ''other rights" of a veteran
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conliinued for the life of the job itself. The court how-

ever held against this contention of the Government

and said at 91 L.ed. 948:

**It is therefore clear that Congress did not

confer the rights given as incidents of the re-

storation simply to leave the employer free to

nullify them at will, once he had made it. Equally

clearly Congress did not create them to be oper-

ative for the vaguely indefinite and variously

applicable period of a reasonable time. But we
cannot agree that they were given to last as long

as the employment continues, unaffected by the

expiration of the one year period."

At 91 L.ed. 949 the court went on to state:

'Tor the statutory year indeed this meant that

the restored rights could not be altered adversely

by the usual processes of collective bargaining

or of the employer's administration of general

business policy. But if this extraordinary statu-

tory security were to be extended beyond the

statutory year, the restored veteran would ac-

quire not simply equality with non-veteran em-

ployees having identical status as of the time

he returned to work. He would acquire indefinite

statutory priority over non-veteran employees,

a preferred status which we think not only in-

harmonious with the basic Fishgold rationaliza-

tion but beyond the protection contemplated by
Congress."

And finally at 91 L.ed. 950 the court said:

"The only question here and the only one we
decide is that Sec. 8(c) although giving the re-

employed veteran a special statutory standing

in relation to 'other rights,' as defined in the



22

Fishgold case, during the statutory year, and
creating to that extent a preference for him
over non-veterans, did not extend that preference

for a longer time * .

"We find it unnecessary therefore to pass upon
petitioner's position in this case, namely, that all

protection afforded by virtue of Sec. 8(c) ter-

minates with the ending of the specified year.

We hold only that so much of it ends then as

would give the reemployed veteran a preferred

standing over employees not veterans having

identical seniority rights as of the time of his

restoration. We expressly reserve the decision

upon whether the statutory security extends

beyond the one year period to secure the reem-

ployed veteran against impairment in any respect

of equality with such a fellow worker."

The court thus makes it clear beyond argument that

the expiration of one year after reemployment termi-

nates any preferred standing which a returning vet-

eran may have over a non-veteran of identical senior-

ity. After that time, they resume a position of abso-

lute equality.

In the case at bar, it has been shown that a non-

veteran employee of the Seattle Star could not count

time on leave in the computation of his severance pay.

If the claimants then are permitted to count their

''time in service" in the computation of severance

pay, that privilege would have to be based upon a

preferential standing accorded to them by the Se-

lective Training and Service Act of 1940. Though

we deny that claimants ever had such a preferential
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position a« regards severance pay, we submit that

their preferential position, if any ever existed, did

not extend beyond the expiration of one year after

reemployment.

Claimant Randolph reentered the employment of

the Seattle Star on January 14, 1946 (R. 4); on

August 13, 1947, his employment was terminated.

Claimant Taylor reentered the employment of the

Seattle Star on February 8, 1946 (R. 8) ; on August

13, 1947, his employment was terminated. At their

time of severance from employment with the Seattle

Star, neither of the claimants was hence within the

first year of his reemployment. We submit therefore

that even if the Selective Training and Service Act

of 1940 accorded to claimants a preferential standing

over non-veterans, that preferential standing had

terminated long before their final severance of em-

ployment and that in computing the severance pay of

the claimants, no distinction should, nor legally can,

be made between them and non-veterans.

CONCLUSION

We respectfully submit that the trial court was in

error in its application of the law to the facts, as

stipulated, and that in consequence the judgment of

the trial court should be reversed.

Respectfully submitted,

Skeel, McKelvy, Henke,

EVENSON & UHLMANN,
E. L. Skeel,

W. Paul Uhlmann,
Attorneys for Appellants.
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STATEMENT
The petition in this case, in two separate causes

of action (R 2-10) was filed by appellees in the Dis-

trict Court September 4, 1947 (R 11) — not for the

purpose of securing their old jobs back, because these,

with proper seniority rights had already been re-



stored, but wholly and solely for the purpose of en-

forcing other rights vouchsafed to them by the provi-

sions of the Selective Training and Service Act (Sec.

308 T. 50 App. U.S.C.) ^'to specifically require such

employer to comply with such provisions."

The statute, Sec. 308 (c) Title 50 App. U.S.C.A.

provides

:

"Any person who is restored to a position in

accordance with the provisions of paragraph
(* * * (B)) of subdivision (b) shall be considered
as having been on furlough or leave of absence
during his period of active military service, shall

be so restored without loss of seniority, shall be en-

titled to participate in insurance or other bene-

fits offered by the employer pursuant to estab-

lished rules and practices relating to employees
on furlough or leave of absence in effect with the

employer at the time such person was inducted
into such service, and shall not be discharged
from such position without cause within one year
after such restoration." (Italics ours.)

Section 308(e) reads:

"In case any private employer fails or refuses

to comply with the provisions of subdivision (b)

or sub-section (c) , the District Court of the Unit-
ed States for the district in which such private
employer maintains a place of business shall have
power, upon the filing of a motion, petition or
other appropriate pleading by the person entitled

to the benefits of such provisions, to specifically

require such employer to comply with such pro-

visions, and, as an incident thereto, to compen-
sate such person for any loss of wages or bene-



fits, suffered by reason of such employer's unlaw-

ful action * * *." (Italics ours.)

Thus, the veteran was not only assured of his old

job back without loss of seniority, but likewise the

Congress assured him that he would "6e entitled to

participate in insurance or other benefits offered by

the employer/' one of which was, of course, severance

pay based upon his length of service in accordance

with the provisions of the severance pay schedule set

out at p. 9 hereof. And, because of his military serv-

ice, insofar as his job was concerned, he was to be

considered "on furlough" during his military service,

which has been construed by the courts to mean "in

the service of his employer at the plant."

The essential facts were stipulated (R 15) and

after full argument the trial court made the following

oral decision (R 30-32)

:

"THE COURT: This statute of Congress,
Title 50, Section 308 Appendix, was a humane
measure for the protection of the soldiers and
sailors and others in the military service in re-

spect to their employment while they were absent
in the military service. The public policy there-

in expressed must of necessity have a liberal con-

struction. If we admit in this case that there is

a conflict between the union contract of em-
ployment relating to all employees of the Seattle

Star and this statute, it seems to me that the pol-

icy of the statute must be upheld to the exclusion

of the conflicting provisions of the agreement be-



tween the union, allegedly representing these em-
ployees, and the employer, the Seattle Star.

"The conflict between the statute and the work
contract would be more explicit if, instead of

'other benefits', the statute in subsection (c) had
said 'severance pay'. But the statutory provision

that 'returned soldiers shall be entitled to par-
ticipate in insurance or other benefits offered by
the employer' (in effect to the other employees)
certainly includes severance pay. It is all-inclu-

sive. And if we fail to apply in favor of these
veterans the same statutory treatment as to sev-

erance pay which was accorded the other em-
ployees, then these returned soldiers — veterans
of the second world war — are not participating,

as they are entitled to under the statute, in such
other benefits including severance pay.

"If it could be said, arguendo, that some doubt
is thrown upon the meaning of the statute as ap-
plied to the kind of benefit here involved—namely,
severance pay benefit— by reason of the fact that
that benefit was not mentioned by the statute ex-

pressly but was expressly mentioned in the work
contract wherein such benefit was excluded by
paragraph 5, then such doubt should be by the
Court resolved in favor of the veteran, under
the rule requiring liberal interpretation of a stat-

ute for the relief of veterans.

"However, I do not see how it is possible for
these plaintiffs, who are war veterans, to enjoy
the other benefits offered by the employer to

other employees if the plaintiffs are denied this

particular benefit of severance pay secured to

them by the statute on a parity with other em-
ployees who were continuously on active duty
with the employer during the period of time that
the plaintiffs were in the war service. It seems
clear to the Court that to give effect to the con-



tract provision that time spent by plaintiff vet-

erans on military leave should not be included in

the computation of their severance pay would
clearly be in conflict with the Act of Congress

which provides that these veterans upon return

from active service with the military forces shall

have the other benefits enjoyed by these em-
ployees who did not go into the service.

"For the reasons stated by the Court, the Court
finds, concludes and decides in favor of the plain-

tiffs for the amounts respectively alleged in the
complaint."

Based upon this oral decision, findings of fact,

conclusions of law and judgment were duly entered

on September 19, 1947 (R 32-40) from which this

appeal is prosecuted.

In the Court's oral decision, reference, it will be

noted, is made to paragraph 5. That paragraph re-

fers to Article VIII of the Union contract in effect

October 5, 1940, to October 4, 1942, which is Ex. B.

(R. 20-22). Paragraph 5 reads:

"5. By written agreement with the Publisher,

employees may be granted leaves of absence with-
out prejudice to continuing service in the deter-

mination of severance pay, hut time spent on such
leave shall not count as service time" (R. 22)
(Italics ours.)

Of course, there is no contention here by appel-

lants, as we understand it, that there was any written

agreement between the Star and these veterans with



respect to the military leave of appellees, and even had

there been and it embodied the provisions of this para-

graph 5 it would be clearly against public policy in the

circumstances, because Congress had already declared

the public policy, in the enactment of the Selective

Training and Service Act.

Clearly paragraph 1 of Article X — Military

Service, Ex. B. (R. 23) insofar as it provides that

''such leave may be deducted in computing severance

pay" (in effect October 5, 1940 to October 4, 1942)

is in direct conflict with the amended Act of Septem-

ber 16, 1940, c. 720, Sec. 8, 54 Stat. 890 (Sec. 308c,

Title 50 App. U.S.C.) and apparently was so recog-

nized by the Union and the appellant Seattle Star, be-

cause we find in the new contract, Ex. C. (R. 24-28),

this provision completely eliminated, and Article X.

— Military Service, in effect on and after January 1,

1946, brought into conformity with the provisions of

the Selective Training and Service Act.

This change was made, by mutual agreement

while appellees were in military service.

ARGUMENT
At the outset we call attention to the two docu-

ments in the record labeled ''Appellants' Designation



of Points To Be Relied Upon On Appeal" (R. 44 and

R. 48).

That set out at R. 44 contains but two points

and was timely filed under the rule (Rule 75d) but

that set out at R. 48 contains a third point which was

never presented to nor considered by the trial court,

was never filed with the Clerk of the District Court

within the time limited by the Rule or at all, but was

filed with the Clerk of this Court long after the time

had expired for the filing of the record in this court,

and therefore cannot now be considered because of

its being first raised on appeal.

Jones V. United States, 179 F. 584.

The statute under which this proceeding was

initiated is the veteran's re-employment provisions of

the Selective Training and Service Act of 1940 as

amended (Title 50 U.S.C.A. App. Sec. 301, et seq.)

which, by Section 308(b), provides:

"In the case of any such person who, in order

to perform such training and service, has left or

leaves a position, other than a temporary posi-

tion, in the employ of any employer and who
(1) receives such certificate, (2) is still qualified

to perform the duties of such position, and (3)

makes application for re-employment within nine-

ty days after he is relieved from such training

and service or from hospitalization continuing

after discharge for a period of not more than one

year—
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"(B) if such position was in the employ of a
private employer, such employer shall restore

such person to such position or to a position of

like seniority, status, and pay unless the employ-
er's circumstances have so changed as to make it

impossible or unreasonable to do so; * * *"

With this provision of the law appellant Seattle

Star fully complied. In restoring appellees to their

former positions it gave appellees the benefit of the

Union contract graduated wage increase based entire-

ly upon "years of service" including therein, in its

calculation, the time appellees were in actual military

service (and not working at the plant). In the case

of appellee Randolph it was slightly over four years

(January 9, 1942 - January 14, 1946), (R. 16-17),

and in the case of appellee Taylor, it was approximate-

ly 31/2 years (August 20, 1942 - February 5, 1946)

(R. 18-19), but appellants refused to recognize this

same principle with respect to severance pay when, on

August 13, 1947, the Seattle Star sold out, discharged

all of its employees, and commenced voluntary liqui-»

dation proceedings (R. 16).

After commencing liquidation proceedings where-

in appellant Skeel was named the Liquidating Trus-

tee, and in paying off the discharged employees of the

Star insofar as veterans were concerned, appellants

refused to include the time these veterans served in

the military service in computing severance pay, but
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did pay non-veterans severance pay (R. 19) in ac-

cordance with the severance pay schedule, which fol-

lows (R-24):

ARTICLE VIII SEVERANCE
* * *

2. Upon dismissal, any employee covered by
this contract shall receive a cash severance pay
in a lump sum in accordance with the following

schedule

:

Six months and less than one year 2 weeks

One year and less than two years 3 weeks

Two years and less than two and one-

half years 4 weeks

Two and one-half years and less than
three years 5 weeks

Three years and less than three and one-

half years 6 weeks

Three and one-half and less than four

years 7 weeks
Four years and less than four and one-

half years 8 weeks
Four and one-half and less than five

years 9 weeks
Five years and less than five and one-

half years 10 weeks
Five and one-half and less than six

years 11 weeks
Six years and less than six and one-half

years 12 weeks
Six and one-half years and less than sev-

en years 13 weeks
Seven years and less than seven and one-

half years 14 weeks

Seven and one-half years and less than

eight years 15 weeks
Eight years and less than eight and one-
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half years 16 weeks
Eight and one-half years and less than

nine years 17 weeks
Nine years and less than nine and one-

half years 18 weeks
Nine and one-half years and less than

ten years 19 weeks
Ten years and less than ten and one-half

years 20 weeks
Ten and one-half years and less than

eleven years 21 weeks
Eleven years and less than eleven and

one-half years 22 weeks
Eleven and one-half years and less than

twelve years 24 weeks
Twelve years and less than twelve and

one-half years 26 weeks
Twelve and one-half years and over. . . .28 weeks

The rule is well settled that "collective bargain-

ing agreements" which come into conflict with the

provisions of the Selective Training and Service Act

(subsection c. Sec. 308, Title 50 App. U.S.C.) must

yield thereto.

Lord Mfg. Co. v. Nemenz (D.C. Pa. 1946), 65 F.

Supp. 711;

Trailmobile Co. v. Whirls (CCA. Ohio 1946),
154 F. (2d) 866 (reversed on other grounds,
331 U.S. 40, 91 L.Ed. 939).

The trial court was right in awarding judgment

in favor of appellees and it is respectfully submitted

that the judgment should be affirmed.
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ARGUMENT
IN ANSWER TO APPELLANTS
SUMMARY OF ARGUMENT

The gist of appellants' contention is that because

Union contract between appellant Seattle Star and

the bargaining agents of its employees (The Seattle

Newspaper Guild) provided that (1) time on leave

of absence should not be included in computing sev-

erance pay, (2) that time spent in the Arnfied Forces

should likewise not be included in the computation of

severance pay, and (3) that appellees lost their prefer-

ential position upon the termination of the first year

of their re-employment, and that as a result, they

must be treated no differently from the non-veterans

in the computation of severance pay. This third point

was not raised below and comes too late.

In its last analysis, the contention plainly is that

appellees merely ^*took a vacation." They did no such

thing.

The service they so patriotically performed for

their country was anything but a vacation!

Nor can it be successfully argued that they or

either of them were given a "preferential position"

upon their return. The fact is that the "stay-at-

homes" are the ones who were given a preference, and
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the veteran by reason of this preference to the "stay-

at-home" was grossly discriminated against, contrary

to law.

We will deal with appellants' argument in the

order presented in the brief.

First, it is argued that under Title 50 App, U.

S. C. Sec. 308, the rights of each claimant to employ-

ment benefits were determined by the contract in

effect between the Seattle Star and the Seattle News-

paper Guild at the time that appellees were inducted

into the armed forces.

Of course this is not wholly true, because the

statute is not predicated upon, nor did the Congress

intend that a Union contract should fix the rights of

persons called into the military service in time of war

under the Selective Training and Service Act (T. 50

App. U.S.C. Sec. 301 et seq.) any more than the Gov-

ernment would have been required to secure the per-

mission of the Union before Congress could make a

declaration of war.

The premise is true only in the sense that it was

by virtue of the Union contract that the employer

adopted the severance-pay schedule, which was "m

effect with the employer at the time'^ these appellees

"were inducted into such forces'^ (Sec. 308c).
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The statute says the veteran ^^shall be entitled to

participate in insurance or other benefits offered by

the employer pursuant to established rules and prac-

tices relating to employees on furlough or leave of ab-

sence * * *." Insofar as the contract undertook to

modify the plain provisions of the statute, it is clear-

ly against public policy, and, therefore, void.

The Union contract, in paragraph 5 of Article

VIII (R. 22), provides that ^'time spent on such leave

shall not count as service time,*' but an examination of

the paragraph should convince anyone that the leave

referred to therein is leave voluntarily granted by the

employer which must be **by written agreement" as

distinguished from involuntary leave of the employee

by virtue of being drafted into the Armed Forces of

the United States, in accordance with the statute. To

argue that permission of the employer to his employee

for leave to enter the military service in the defense

of his country must be had under any circumstances

is too absurd to merit serious attention.

In apparent realization of the attitude of some

employers on this score, the Congress, cognizant of

conditions extant after World War I and the plight

in which the veterans of that war found themselves

after being mustered out, enacted this humane legis-

lation to prevent a recurrence of the shameful spec-
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tacle of men who had so valiantly fought for their

country, after being mustered out, being required to

stand on street corners selling pencils and apples in

order to eke out an existence, to assure those enter-

ing military service in the Second World War that

they would be protected in this regard by their Gov-

ernment.

It is true that in the Union contract in effect

prior to the time these appellees left their respective

positions with the Star to enter the military service

was the unconscionable provision which penalized such

employees for entering military service by the tenth

Article thereof (R. 23) which authorized a leave of

absence "to serve in the Armed Forces of the United

States * * * with severance-pay rating and other

rights unimpaired except that such leave may be de-

ducted in computing severance pay."

However, before appellees commenced their serv-

ice in the Army, and in January, 1941, this italicized

provision was deleted and the new Article X was sub-

stituted and appears in the printed contract bearing

date of January 1, 1946 (R. 26.7). For convenience

we are setting it out herein. It reads:

''An employee who is required by the United
States or any subsidiary thereof to enter any
kind of service, military or otherwise, which takes
him out of the employment of the Publisher, or
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who, while the United States is at war, volun-
tarily enters into any of the military armed serv-

ices of the United States, or who is released from
his job as a result of any government order or
ruling, shall be deemed an employee on leave of

absence, and shall resume his position or a comp-
arable one within two (2) weeks from date of his

notice of desire to resume employment, with dis-

missal pay rating and other rights unimpaired.
* * * >>

So that, before the appellees left their employ

with the Star and before they returned from their

military service there was no provision in the Union

contract providing that military leave should be de-

ducted in computing severance pay.

The leave of absence provision is paragraph 6 of

Article VIII (R. 25).

The language of the statute (Sec. 308c) is:

"Any person who is restored to a position in

accordance with the provisions of * * * (B) of

subsection (b) shall he considered as having been
on furlough or leave of absence during his period

of military service.'^ (Italics ours.)

This is a declaration by the Congress that time

spent in the armed forces shall be considered as time

in service of the employer, but without pay from the

former employer during such time, while paragraph

6 of Art. VIII of the Contract can only have reference

to the kind of leave covered by "written agreement

with the Publisher."
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• Appellee Randolph first entered appellant Seattle

Star's employ in 1936. He became a reporter two

years later. He left that employment in 1942 and

served in the Army until 1946. He had worked for

the Star nearly six years before answering the call

of his country, four years of that as a reporter. When

he was re-employed by the Star in 1946 he was classi-

fied as a sixth year reporter and was paid a salary of

$65 per week (R. 17).

When he was discharged from his employment

in August, 1947, he was receiving a weekly salary of

$73.50.

In other words, appellants recognized for the pur-

post of seniority and wages, a full-time continuous

service, but nevertheless refused to recognize appel-

lees four years' military service as full-time continu-

ous service in computing severance pay.

The same is true as to appellee Taylor.

This same section of the statute provides that the

veteran shall be so restored 'Vithout loss of seniority,

shall he entitled to participate in insurance on other

benefits offered by the employers * * *."

Counsel at p. 7 of their brief say:

"It is manifest therefore that one can deter-

mine the benefits to which a returning veteran
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is entitled only by determining the benefits to

which he would have been entitled had he not

been inducted into the Armed Forces but rather

had taken a furlough or leave of absence.*'

This is the crux of the case as made by appel-

lants, and had Congress and the Courts not spoken

on the subject there might be some room for argu-

ment in the position they take. But the Congress

has spoken and the courts — many of them — have

construed this statute.

For instance, in the Fishgold case (328 U.S.

275), Mr. Justice Douglas said:

"This legislation is to be literally construed
for the benefit of those who left private life to

serve their country in its hour of greatest need.

See Boone v. Lightner, 319 U.S. 561, 575, 63 S.

Ct, 1223, 1231, 87 L.Ed. 1587. And no practice

of employer or agreements between employers
and Unions can cut down the service adjustment
benefits which Congress has secured to the vet-

eran under the Act." (Italics ours.)

In that same case, the Court further said:

"As we have said, these provisions guarantee
the veteran against loss of position or loss of

seniority by reason of his absence. He acquires

not only the same seniority he had ; his service in

the armed services is counted as service in the

plant so that he does not lose ground by reason

of his absence." (Italics ours.)

Fishgold v. Sullivan Drydock & Rep. Corp.,

328 U.S. 275.
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Counsel for appellants, commencing at page 9,

cite, and quote from, Circuit Court cases as well as

the Fishgold case, supra, on the question of "furlough

and leave of absence" with all of which we agree, but

the argument ignores the fact that at the time these

appellees entered the military service that the fea-

ture of the Military Service provision of the Union

contract contained in Article X (R. 23), which pro-

vided that military 'Heave may be deducted in com-

puting severance pay^' was eliminated therefrom as

more fully appears by an examination of the new

Article X appearing in the record at pp. 26 and 27.

The new Article X (p. 27) even further provides:

*'To protect an employee granted military leave

in the event that such employee by reason of

death is unable to resume employment, the Pub-
lisher agrees that from January 2, 1944, the Pub-
lisher will pay $1.00 per month towards the Gov-
ernment Insurance carried by such employee.

"This payment is sufficient to purchase, at cur-

rent rates, $1,500.00 Government Life Insurance
and the disability provisions incidental thereto."

(Ex. C).

There is involved in this case no question of so-

called super-seniority, nor is there anything in the

Supreme Court's opinion in the case of Trailmobile

Company v. Whirls, 331 U.S. 40, 91, L.Ed. 939, that

militates against the contentions here made.
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In a case decided by the Circuit Court of Appeals

for the Third Circuit and filed March 16, 1948 —
Joseph A. Mentzel v. Elizabeth Iron Works Company

(not yet in the Advance Sheets) — No. 9537, involv-

ing a very similar matter (vacation pay), the Court,

speaking through Circuit Judge Gooderich, said:

"While the veteran was in the Army an asso-

ciation, of which the employer is a member, en-

tered into a contract with the Union which was
evidently the bargaining agent for the employee.

This contract, of course, binds the employer and
there is no suggestion that it does not. The point

on which this case turns has to do with the lan-

guage of Section 4(a) of that contract. It pro-

vides: "Employees shall receive vacations of one

week with pay after one year's service : vacations

of two weeks with pay after five years of serv-

ice. * * *''

"If Mentzel is entitled to count the period from
the beginning of his employment with the Com-
pany, including the time he spent in the Army,
as "service" he was entitled to two weeks vaca-

tion with pay in 1946. If he is not entitled to

count the time spent in the Army as "service"

with the employer under the terms of this con-

tract, he has received, in his one week's vacation

with pay, all that he is entitled to. The latter

is the position taken by the learned District Court

and upon that basis he gave judgment for the

defendant.

"The precise point seems to be new in this Cir-

cuit and elsewhere. But we think that the prin-

ciple on which our own previously decided cases

has been rested is sufficient to show what we
think should be the answer here. In Gauweiler
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V. Elastic Stop Nut Corporation, 16 2 F. (2d) 448
(CCA. 3, 1947), we examined the decisions of

the Supreme Court in Fishgold v. Sullivan Dry-
dock & Repair Corp., 328 U.S. 275 (1946), and
Trailmobile Co. v. Whirls, 331 U. S. 40 (1947).
We concluded that the analysis of the Supreme
Court meant "that what the Act gives to the vet-

eran is the right not to lose his position or senior-

ity by virtue of his absence in military or naval
service. He is protected, while away, to the same
extent as if he had been either continuously on
the job in the plant or away on furlough or leave
of absence for some personal reason." (p. 451).
We held in that case that the veteran took sub-
ject to the contract made by the bargaining Union
and the Company in his absence which had to do
with seniority for Union officials. By the same
token, quite clearly, the veteran is entitled to

benefits accruing in his absence.

"Again, in McLaughlin v. Union Switch and
Signal Company, F. (2d) (CCA. 3,

February 9, 1948) we said: '* * * we can see no
reason why the protection of the Selective Train-
ing and Service Act of 1940 in appropriate cases

should not embrace vacation rights which the em-
ployee has earned and would have received as a
matter of course but for his induction. * * * the

statute was intended to place veterans on the

precise point of the vacation escalator which they
would have occupied had they kept their positions

continuously during the war * * *.'

"The statements quoted are not dicta, but
enunciate the principle back of our decisions in

the two cases cited. We thought then, and we
think now, that the enunciation of the principle

is in accordance with that given by the Supreme
Court in the Fishgold and Trailmobile cases.

"The application here is simple. The veteran
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is to be treated, so far as benefits under the Act

are concerned, as though he had worked every

day at the plant. He steps back on the escalator,

when discharged from service, at the point where

he would have been had he never donned the uni-

form. That being so, he is entitled to whatever

vacation rights would have accrued to him had

he not shouldered a gun and gone off to war.

In this case, under the contract, it would have

been two weeks for 1946. He was paid for one,

he is entitled to be paid for the other.

"The judgment of the District Court will be
reversed and the case remanded with directions

to enter judgment for the plaintiff for the

amount sued upon and costs."

On the second point argued by appellants, com-

mencing at page 14 of the brief, stress is laid upon

Sections 4 and 5 of Article VHI (R. 22) of the Union

contract, saying:

"The quoted sections make clear the fact that

severance pay is dependent upon the total years

of full-time continuous employment and — that

time spent on leave of absence is not to be count-

ed in the computation of the period of full-time

continuous employment."

We can only reiterate what we have already con-

ceived to be the holding of the Supreme Court of the

United States in the Fishgold case, supra, wherein

the Court said

:

"* * * his service in the armed services is count-

ed as service in the plant so that he does tiot

lose ground by reason of his absence."
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In any event, the rule is well settled that a Union

contract cannot be used to "destroy and whittle down

statutory right of returning Servicemen." Trailmo-

bile Co. et al v. Whirls, 154 F. (2d) 866.

And a change in a Union contract during period

of service of employee in armed service redounds to

the benefit of the veteran. Armstrong v. Tennessee

Coal I. & R. Co., 73 F. Supp. 329.

It is stated by appellants (Br. p. 16) that the

parties to the Newspaper Guild - Seattle Star contract

anticipated leaves of absence on the part of employees

and that the contract stipulated the exact effect such

leaves would have, but the difficulty with the conclu-

sion counsel draw from this fact is that the leaves of

absence contemplated thereby are not the leaves of

absence or "furlough" contemplated and provided for

in the Selective Training and Service Act. The leave

of absence provided for in the contract is the kind

that is to be arranged by "written agreement" be-

tween the employer and employee as distinguished

from the "furlough" Congress said the employer must

grant to its employees called to the colors.

How counsel for appellants find any comfort in

the third Circuit case of Ganweiler v. Elastic Stop

Nut Corporation of America (1947), 162 F. (2d) 448,
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is beyond one's comprehension, first, because it in-

volves only a question of seniority rights with which

we are not here concerned and, secondly, because that

court, in its opinion, said, concerning the point on

which we most strongly rely:

"It is to be emphasized that in our case there

is no suggestion of discrimination against veteran
employees. The significance of that point was
mentioned by the Supreme Court in the Trailmo-
bile case, 67 S.Ct. 982 at page 991. Discrimina-
tion would obviously change the whole pictured*

And that is precisely the point here. In the in-

stant case appellants were guilty of ^'discrimination

against the veteran employees in the matter of sever-

ance pay, in that they refused to accord them full sev-

erance pay while non-veterans were paid in accordance

with the scale in effect at the time of discharge in Au-

gust, 1947.

Therefore, the trial court was right on this point

and its judgment should be affirmed.

On the third point raised in the brief, and which

we have heretofore pointed out, was neither raised by

the pleadings, called to the attention of the trial court

nor argued below, is raised for the first time on this

appeal and comes too late.

Jones V. United States (9 Cir.) 179 F. 504;

Marco v. United States (9 Cir.) 26 F. (2d) 315;
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United States v. Domres, 142 F. (2d) 477.

Counsel for appellants on this point have built

up a straw man on the theory of "super-seniority" and

then proceed to knock him down on the one-year

theory, based upon the decision of the United States

Supreme Court in the Trailmobile case, which has not

the slightest applicability here.

In the case at bar there is no question what-

ever of "super-seniority" but the simple matter of

"benefits".

To argue that the veteran restored to his former

position upon his discharge from the Army must be

''discharged" within one year from the date of his

re-employment in order to secure the full benefit of

severance pay is, to say the least, a most unusual

contention and one which borders on the ridiculous.

Severance pay is calculated wholly and solely upon

length of service ranging from six months to twelve

years (R. 24-25) and, as we have already seen, mili-

tary service under the Selective Training and Serv-

ice Act, the United States Supreme Court has held,

*'is counted as service in the plant so that he (the vet-

eran) does not lose ground by reason of his absence.**

(328 U.S. 275).
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So that, even if the question were properly raised,

there is no merit in the contention.

The Act of Congress under which this proceed-

ing was instituted in the District Court contemplates

a speedy hearing and its advancement on the calen-

dar. No specific provision is made in the Act for a

review of the decision of the District Court.

A speedy hearing was had in the District Court.

It has taken just seven months since the entry of the

judgment below to get this case here for review. The

judgment was entered in September, 1947, which leads

us to believe that Congress did not intend to provide

for appeals from judgments of this sort except per-

haps on constitutional grounds.

So far as here pertinent, the statute (Sec. 308a)

reads

:

"* * * The court shall order a speedy hearing
in any such case and shall advance it on the
calendar."

The petition was filed September 4, 1947 (R. 2).

The answer, September 15, 1947 (R. 11). The hear-

ing had the same day and findings of fact, conclu-

sions of law and judgment entered September 19, 1947

(R. 32-38). The notice of appeal was filed December

16, 1947 (R. 41) and the specification filed the same

day.
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This, we submit, is not the speedy hearing con-

templated by Congress and no constitutional question

being raised on this appeal it is questionable if there

is a right of appeal. We respectfully ask that this

court assign this case for early hearing.

CONCLUSION

From the foregoing, the Court must conclude that

there is no merit whatever in this appeal and the judg-

ment of the District Court should be affirmed.

Respectfully submitted

J. CHARLES DENNIS
United States Attorney

JOHN E. BELCHER
VAUGHN E. EVANS

Assistant United States Attorneys
Attorneys for Appellees

Office and Post Office Address:
1020 United States Courthouse
Seattle, Washington
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I.

THE FINAL JUDGMENT OF THE DISTRICT COURT
IS REVIEWABLE IN THIS COURT

In their answering brief (B 25-26) appellees have

argued that the judgment of the trial court is not

appealable and hence is not properly reviewable by

this court. The Selective Training and Service Act

of 1940 requires that a speedy hearing be given to

cases arising under its provisions. That requirement

of speed does not thereby make the judgment upon

that hearing a non-appealable order. Such a conten-

tion is indeed novel in light of the many decisions



under the Selective Training and Service Act of 1940,

which have not only gone to the Circuit Courts of

Appeal for review:

Feore v. North Shore Bus Company (1947)
161 F.(2d) 552;

Fishgold v. Sullivan Drydock and Repair
Corporation (1946) 154 F.(2d) 785;

Gauweiler v. Elastic Stop Nut Corporation

of America (1947) 162 F.(2d) 448;

Trailmobile Company v. Whirls (1946) 154

F.(2d) 866.

but to the United States Supreme Court as well:

Fishgold v. Sullivan Drydock and Repair
Corporation (1946) 328 U.S. 275, 90 L.

ed. 1230;

Trailmobile Company v. Whirls (1947) 331

U.S. 40, 91 L. ed. 939.

As stated in our opening brief (B. 2) appellant's

reply upon specific statutory authority for this ap-

peal. The judgment in the trial court was beyond

doubt a "final decision" of a District Court, and by

28 U.S.C.A., Sec. 225, the Circuit Courts of Appeal

have express jurisdiction to review such decisions.



II.

THE CONTRACT BETWEEN THE SEATTLE STAR AND
THE NEWSPAPER GUILD DEFINES THE "ES-
TABLISHED RULES AND PRACTICES" CONTEM-
PLATED BY THE SELECTIVE TRAINING AND
SERVICE ACT AND MUST NECESSARILY BE RE-
FERRED TO IN DETERMINING THE RIGHTS
ACCORDED A RETURNING VETERAN BY THE ACT
It is evident from statements made in their brief

that appellees have misapprehended the basis of ap-

pellants' appeal.

In the first place, appellants do not rely upon the

provisions of Article X of the contract between The

Star and the Guild (R. 23) in force at the time ap-

pellees were inducted. Article X of the contract at the

time appellees were inducted specifically provided that

time spent on leave of absence was not to be counted

in the computation of severance pay of veterans.

Twice in their answering brief (B. 14 and 18) ap-

pellees indicate it is their belief that appellants place

strong reliance upon Article X. An examination of

appellants' opening brief will reveal that Article X
was not only not relied upon, it was not so much as

mentioned.

Attention is invited to incorrect statements of fact

concerning Article X made by appellees. Twice in

their brief (B. 14 and 18) appellees state that prior

to the induction of appellees, Article X had been modi-

fied to eliminate the provision that time on leave of

absence should not be counted in computing severance

pay. That is incorrect. The stipulated facts were ex-

actly the reverse (R. 18) they recite:



"No. 9. That Article X of the contracts be-

tween the Seattle Star and the Seattle News-
paper Guild in force from October 5, 1940 to

January 2, 1944, was identical in form with Ar-

ticle X as it appears in Exhibit 'B' attached

hereto. * * *"

Appellants do not rely upon Article X of the con-

tract. Appellants rely on the provisions of Article

VIII of the contract.

Appellees contend in their answering brief (B. 13)

that Article VIII '^undertook to modify the plain pro-

visions of the statute" and that Article VIII is there-

fore void. This position, we submit, is demonstrably

untenable.

The Selective Training and Service Act (Title 50,

U.S.C.A., App., Sec. 308) assures the re-employed

veteran of four specific things which we illustrate by

subdividing the section as follows:

"(c) Any person who is restored to a position

* * *, (1) shall be considered as having been on

furlough or leave of absence during his period

of training and service in the land or naval

forces, (2) shall be so restored without loss of

seniority, (3) shall be entitled to participate in

insurance or other benefits offered by the em-
ployer pursuant to established rules and prac-

tices relating to employees on furlough or leave

of absence in effect with the employer at the

time such person was inducted into such forces,

and (4) shall not be discharged from such posi-

tion without cause within one year after such

restoration."



These words which we have designated as subdivi-

sion 3 of Section 308(c) above make it clear that

Congress intended that returning veterans should get

only those "other benefits" which non-veterans on

leave of absence from the same employer would get.

Congress established no absolute rights to "benefits."

Whatever "benefits" veterans should get were all re-

lative — relative to the "benefits" which non-veterans

on leave of absence were entitled to receive. There-

fore, in order to determine what "benefits" returning

veterans were entitled to receive, we must first de-

termine what "benefits" a non-veteran returning from

leave of absence was entitled to receive. The plain

words of the statute, as quoted above, certainly per-

mit of only one mode of determining such rights or

benefits, namely, the rules and practices relating to

employees on furlough or leave of absence in effect

with the employer at the time such person was in-

dwcted.

The provisions of Article VIII which established

the "rules and practices relating to employees on fur-

lough or leave of absence," were precisely the type of

contractual provisions contemplated by Congress. The

contract established the very "rule * * * relating to

employees on furlough or leave of absence" contem-

plated as a prerequisite to the application of the Act.

We submit that Article VIII did not, as claimed by

appellees, "modify the plain provisions of the stat-

ute." It provided the required element, that is the

"established rule" or "practice" necessary for the

proper application of the Act.
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Appellees argue in their answering brief (B. 13, 15,

22) that the provisions of Article VIII relating to

leaves of absence can have no application to the claims

of appellees because their leaves of absence resulted

from involuntary absence due to being inducted into

the Armed Service. It is contended that the provisions

of Article VIII in this respect apply only in cases

where a leave of absence is voluntary and the subject

of a written agreement between the employer and the

employee. We submit that subdivision 5 of Article

VIII applies to all persons on leave of absence. By the

terms of subsection 5, as it is written, an employer

could refuse to agree in writing that an employee

would be granted leave of absence without prejudice

to continuing service in the determination of sever-

ance pay. With respect to a man inducted into the

Armed Services, and even one who volunteered his

services. Congress specifically directed that when that

person was restored to a position in accordance with

the provisions of the Selective Training and Service

Act, he "shall be considered as having been on fur-

lough or leave of absence during his period of active

military service * * *." Congress saw fit to protect

the veteran against the possibility of an employer

being able to discriminate against him by refusing

to give him a "written agreement" as contemplated

by the contract. Congress, by the Act, actually ex-

tended the application of the paragraph in the con-

tract to include involuntary leaves of absence result-

ing from induction into the Armed Services. It said

in effect: any absence from employment for the pur-



pose of military service, whether voluntary or in-

voluntary, establishes the status of leave of absence,

written agreement or no written agreement.

The statute establishes the standard for determin-

ing what time counts in computing severance pay.

It says that the right to the benefit of severance pay

shall be in accordance with established rules and

practices relating to employees on furlough or leave

of absence in effect with the employer at such time

as such person was inducted into such service.

As regards insurance and "other benefits," Con-

gress provided that a returning veteran was to be

treated in precisely the same manner as a non-veteran

returning from a voluntary leave of absence. In com-

pliance with that Congressional mandate the Seattle

Star treated appellees as regards severance pay ex-

actly as directed. We submit that the trial court was

therefore in error in holding that the appellees should

have received the same severance pay which they

would have received had they been continuously in

the employ of the Seattle Star.

Appellees place great reliance upon Fishgold v.

Sullivan Drydock & Repair Corporation (1946) 328

U.S. 275, 90 L. ed. 1230, and quote the following

language from the opinion in that case (B. 17, 21,

and 24)

:

"He acquires not only the same seniority he

had; his service in the armed services is counted

as service in the plant so that he does not lose

ground by reason of his absence."

The Supreme Court had before it in the Fishgold
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case the question of seniority not benefits (Title 50

U.S.C.A. App. 308), provides:

''(c) Any person who is restored to a position

* * * shall be restored without loss of seniority
4c :(( H( "

The case at bar, involves the rights of returning

veterans to benefit, other than seniority, and must be

decided, not under the provisions relating to senior-

ity, but under the provisions relating to ''other bene-

fits,'' as follows (Title 50 U.S.C.A., App. 308)

:

"(c) Any person who is restored to a position

* * * shall be entitled to participate in insurance

or other benefits offered by the employer pursuant

to established rules and practices relating to

employees on furlough or leave oi absence in

effect with the employer at the time such person

was inducted into such forces * * *."

It is to be noted that as regards seniority Congress

made no reference whatsoever to the "established rules

and practices relating to employees on furlough or

leave of absence" whereas the very heart of the provi-

sion relating to insurance and other benefits is that

they are to be determined pursuant to those estab-

lished rules and practices, in effect at the time of

induction.

When, therefore, the Supreme Court spoke in the

Fishgold case as follows (90 L. ed. 1240)

:

^'He acquires not only the same seniority he

had; his service in the armed services is counted

as service in the plant so that he does not lose

ground by reason of his absence."

it was speaking solely in reference to seniority, and
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that language cannot now be taken from its context

and construed to mean that for oil purposes service

in the armed forces is counted as service in the plant.

In the same vein appellees state (B. 16)

:

"In other words, appellants recognize for the

purpose of seniority and wages, a full time con-

tinuous service, but nevertheless refuse to recog-

nize appellees four years' military service as

full time continuous service in computing sever-

ance pay."

The implication is that, by counting service time in

computing seniority, appellants are estopped to deny

that service time should be counted in the computa-

tion of severance pay. The practice adopted by ap-

pellants, however, was in recognition of the obvious

distinction between the effect of service time as re-

gards seniority and its effect as regards "other bene-

fits."

Appellees challenge (B. 23) the relevance of Gau-

weiler v. Elastic Stop Nut Corporation of America

(1947) 162 F. (2d) 448, which was cited in our open-

ing brief (B. 17). That challenge rests upon the as-

sumption that Article VIII of the Star-Guild con-

tract, was a provision discriminatory against vet-

erans. As we have said, if that particular provision by

its own terms applied only to employees of the Star

who were not called into the services, it became ap-

plicable to the veteran employees also by virtue of

the Selective Training and Service Act. Certainly

under such circumstances it must be recognized that

that clause was non-discriminatory, and, as such, was

valid under the Gauweiler decision.
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Appellees rely upon the case of Mentzel v. Diamond

d/h/a Elizabeth Iron Works Company (C.C.A.-3,

1948)_F.(2d)— , 14 Labor Cases, Paragraph 64395.

It was held in that case that the claimant was entitled

to include his military service time as service with

the employer in computing the vacation to which he

was entitled. In that case, however, as expressly

stated in the Findings of Fact of the lower court

(—F. Supp.—, 13 Labor Cases Paragraph 63962)

:

"i. No evidence was presented of any rules or

practices by the respondent governing the com-

putation of the period of 'service' of employees."

There was no clearly "established rule or practice"

in the Mentzel case as regards inclusion or exclusion

of time on leave of absence in the computation of

vacation time. The union contract in that case pro-

vided:

"Employees shall receive vacations of one week
with pay after one year's service; vacations of

two weeks with pay after five years of service."

The Circuit Court in the Mentzel case decided

merely that in the absence of an established rule or

practice relating to employees on leave of absence,

service time may be included in the computation of

vacation time. The issue presented in the case at bar

is the converse of the Mentzel issue. To sustain the

decision of the trial court here, this court must decide

that a veteran may include service time in the compu-

tation of severance pay despite a clearly established

rule and practice that an employee on leave of ab-

sence could not so count such time in the computation

of his severance pay.
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We submit that the judgment in favor of the plain-

tiffs below was in direct conflict with the will of

Congress as expressed in the Selective Training and

Service Act of 1940.

III.

THE TfflRD POINT IN APPELLANTS' OPENING
BRIEF IS PROPERLY BEFORE THIS COURT DE-
SPITE THE FACT THAT THAT PARTICULAR
POINT WAS NOT INCLUDED IN THE APPELLANTS'
ORIGINAL STATEMENT OF POINTS TO BE RELIED
UPON ON APPEAL FILED IN THE DISTRICT
COURT

The Federal Rules of Civil Procedure (Rule 75

(a) ) require that the appellant serve upon the ap-

pellee and file with the District Court a designation

of the portions of the record to be contained in the

record on appeal.

Those rules further provide (Rule 75(d)) that if

the complete record is not designated for inclusion

in the record on appeal, the appellant must serve

with his designation a concise statement of the

points upon which he intends to rely on appeal. Ap-

pellants complied with those provisions.

Those provisions are, of course, to enable the ap-

pellee to designate those additional portions of the

record which he feels would be necessary to him in

meeting the points upon which the appellant has indi-

cated his intention to rely. It would be obviously un-

fair to permit appellant to change the points upon

which he intends to rely if the appellee in reliance

on the statement of points furnished was thereby de-
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prived of the opportunity to designate additional

portions of the record material on appeal, but that

is not the case here.

The rules of the United States Circuit Court of

Appeals for the Ninth Circuit expressly provide,

as follows:

"19. Printing Record. 6. The appellant shall,

upon the filing of the record in this court, in all

cases, including those on petition to review, to

enforce or to set aside an order of a United

States Board or Commission, file with the clerk

a concise statement of the points on which he

intends to rely on the appeal^ and designate the

part of the record which he thinks necessary for

the consideration thereof, and forthwith serve on

the adverse party a copy of such statement and

designation. The adverse party, within ten days

thereafter, may designate in writing, file with

the clerk, additional parts of the record which

he thinks material; and if he shall not do so, he

shall be held to have consented to a hearing on

the part designated." (Italics ours)

In complying with this requirement of this court,

appellants adopted the same designated portions of

the record deemed necesary by them in their designa-

tions filed with the District Court but added one addi-

tional point to be relied upon on appeal to those speci-

fied in the District Court. Thereafter, appellees had

ten days within which to designate additional por-

tions of the record for consideration by this court,

but they filed no further designation. As a matter

of fact, it is clear that everything necessary for a

complete and full determination of the third point



18

in appellants' brief is in the record on this appeal.

That point involves the sole issue of the time of ex-

piration of a returning veteran's right to benefits.

The record reveals that both appellees had been re-

employed for more than one year after their separa-

tion from the armed services. That fact is in and of

itself sufficient to enable this court to consider ap-

pellants' additional point on appeal.

If appellees could show this court any prejudice to

them because of the designation by appellants of this

additional point—other than the intrinsic merit of

the point itself—we should be happy to consent to its

withdrawal from consideration. We submit that no

such prejudice can be shown because (1) appellees

were afforded an opportunity to designate additional

portions of the record after appellants designated

their additional point to be relied upon on appeal,

and (2) the record before this court contains every-

thing required for the full consideration of the point

in question.

CONCLUSION

We respectfully submit that the trial court was in

error in its application of the law to the facts, as

stipulated, and that in consequence the judgment of

the trial court should be reversed.

Respectfully submitted.

Skeel, McKelvy, Henke,
EVENSON & UHLMANN,

E. L. Skeel,

W. Paul Uhlmann,
Attorneys for Appellants,
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No. 11828

IN THE

^nitetr States;

Circuit Court at appeals;
FOR THE NINTH CIRCUIT

SEATTLE STAR, INC., a corporation, and
E. L. SKEEL, Liquidating Trustee,

Appellants,

V.

JOHN RANDOLPH and PHILIP W. TAYLOR,
Appellees.

UPON APPEAL FROM THE DISTRICT COURT OF THE UNITED
STATES FOR THE WESTERN DISTRICT OF WASHINGTON,

NORTHERN DIVISION.

HONORABLE JOHN C. BOWEN, Judge

PETITION FOR REHEARING

Under authority of Rule 25, Rules of the United

States Circuit Court of Appeals for the Ninth Circuit,

Appellees, by and through J. Charles Dennis, United

States Attorney for the Western District of Wash-

ington, hereby respectfully petitions this Honorable

Court for a rehearing in the above-entitled cause, the



judgment of reversal in which was filed in this court

May 26, 1948.

The petition is filed for the following reasons,

and upon the following grounds:

I.

On page 2 of the opinion it is said:

"Sec. 308(c) does not require that employers

afford to returning veterans, as distinguished

from non-veterans, any specific benefits in the

nature of insurance or severance pay. It pro-

vides only for the participation by re-employed

veterans in those insurance and other benefits

'offered by the employer pursuant to established

rules and practices relating to employees on fur-

lough or leave of absence in effect with the em-
ployer at the time such person was inducted into

such forces'." (Italics ours.)

It was not intended to apply to anybody but

veterans

!

The Court then sets out Clauses 4 and 6 of Article

VIII of the contract.

Clause 4 reads:

"In computing severance pay the length of

service of the employee shall be the total years of

full-time continuous employment by the Seattle

Star."

The Court neither gives effect to nor even men-

tions the first two lines and a half of Clause 6 from

which it quotes. That clause (section) reads:



'^By written agreement with the publisher, em-
ployees may be granted leaves of absence without
prejudice to continuing service in the determina-
tion of severance pay, but time spent on such
leave shall not count as service time."

It is a strained construction to hold that the

words "time spent on such leave (leave of absence)

shall not count as service time" has anything what-

ever to do with any kind of a leave of absence save

and except that accomplished by ^^written agreement"

with the publisher, as so plainly set forth in the un-

ambiguous language used.

Article X of the contract clearly supports this

contention because it deals only with military service

*Vhich takes him out of the employment of the pub-

lisher."

That article deals exclusively with the subject

matter of this litigation and the language used by the

contracting parties is that such employee "shall be

granted a leave of absence * * * (Ex. B) with dis-

missal-pay rating and other rights under the contract

unimpaired." (Ex. C)

This case deals with nothing but dismissal-pay

rating, which the contract says in unmistakable lan-

guage shall be "unimpaired" by reason of the em-

ployee being required under the law to give up his

job and shoulder a gun in the defense of his country.



In the case of Fishgold v. Sullivan Drydock &

Rep, Corp., 328 U.S. 275, the Supreme Court of the

United States, speaking through Mr. Justice Douglas

said:

''This legislation is to be liberally construed

for the benefit of those who left private life to

serve their country in its hour of greatest need.

See Boone v. Lightner, 319 U.S. 561, 575, 63 S.

Ct. 1223, 1231, 87 L.Ed. 1587. And no practice

of employer or agreements between employers
and unions can cut down the service adjustment
benefits which Congress has secured to the vet-

eran under the Act."

and further

'*As we have said, these provisions guarantee
the veteran against loss of position or loss of

seniority by reason of his absence. He acquires

not only the seniority he had; his service in the

armed services is counted as service in the plant

so that he does not lose ground by reason of his

absence. ^^ (Italics ours)

Had it been the intention of the parties to the

union contract that clauses 4 and 6 of Article VIII

were to control the provisions of Article X, we would

expect to at least find some such indication therein.

But there is no such indication to be gathered from

any of the words used. On the contrary, a very clear

indication is to be gathered from an examination of

the original Article X contained in the contract in

effect from October 5, 1940 to October 4, 1942 (Ex.



B), and the new Article X in the subsequent contract.

It was first therein provided

:

"The publisher agrees that all employees who
leave their jobs to serve in the armed forces * * *

shall be granted a leave of absence * * * that

such employee (who leaves his job to serve in

the armed forces) shall then (after his discharge
from military service) be reinstated to the same
or comparable position with severance-pay rating

and other rights under this agreement unim-
paired except that such leave may be deducted in

computing severance payJ'

In the subsequent contract (Ex. C) the italicized

words of the above-quoted Article X were completely

eliminated, which is a clear indication of an intent on

the part of the contracting parties to protect these vet-

erans against loss of severance pay by reason of their

enforced absence in the military service.

And this was done to bring the provisions of the

contract into conformity with the Selective Training

and Service Act.

The type of leave of absence provided for in

Article VIII, paragraph 6, and in Article X of this

union contract differ materially.

The leave of absence provided for in paragraph

6 of Article VIII (Exhibit C) referred to by the Court

(which is paragraph 5 in Article VIII of the contract

in effect October 1940 to October 1942, being Ex. B)



is a voluntary leave — by written agreement between

the publisher and the employee — strictly for the con-

venience and pleasure of the employee and, quite prop-

erly, time spent on such leave should not be included

in computing severance pay. It applies only to the

non-veteran.

The leave of absence provided for in Article X
of the union contract is not a voluntary leave — but

an involuntary one. The article says in no uncer-

tain terms that an employee who leaves his job ''to

serve in the Armed Forces of the United States * * *

shall be granted a leave of absence,^' and further pro-

vides that such leave shall be with severance pay rat-

ing unimpaired.'^ And it applies only to the veteran.

At page 3 of the opinion of this court it is said,

after stating appellee's contentions,

"However, an adjustment of appellee's rights

in accordance with the mandate of the law and
the provisions of Article X of the contract which
require time spent in the armed services to be

considered furlough time, does not impair their

severance-pay rights."

The opinion (p. 3) goes on to state:

**It is argued that unless the contract be so

interpreted as to permit appellees' time in the

Armed Services to be considered as full-time em-
ployment, said contract conflicts with Sec. 8(a)
of the Selective Service and Training Act and is

against public policy. Such a contention is dia-



metrically opposed to the plain reading of Sec.

8(c) and gives no effect to the requirement that

the determination shall be made on the basis of

the rules applicable at the time of induction to

those on furlough or leave of absence."

The Court, by this language, has misconceived

our position in this respect, because it ignores the fact

that the rule as to leave of absence for military serv-

ice was in effect at the time of induction of appellees.

Our contention is that had the phrase *

'except that

such leave may be deducted in computing severance

pay" not been eliminated from the new Article X,

it would conflict with the law and be against public

policy.

This Court's construction of the law is hardly in

accord with the view of the United States Supreme

Court, for, at p. 287 in the Fishgold case, supra, the

Court there said

:

^'Section 8(c) of the Act recognizes that in-

surance and other benefits may continue to accrue
to an employee on furlough or on leave of absence.

An employee on furlough or on leave of absence
has a continuing relationship with the employer;
he retains a right to be restored to work under
specified conditions."

And at p. 289:

"Our construction of the Act finds support in

the legislative history. Representative May had
charge of the bill on the floor of the House. He
explained an amendment to Sec. 8(c) which add-
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ed the words 'shall be considered during the pe-

riod of service in such forces as on furlough or

leave of absence' and also elaborated the clause

dealing with 'insurance and other benefits.' He
said:

" *I may say that the chief purpose of the

amendment is to preserve the seniority rights

of the thousands and hundreds of thousands of

railroad employees and other employees of that

character who have certain seniority privileges

on the railroads. In other words, we put them
on furlough during the time they are in the

service and they will even he permitted to count
this time on the question of their retirement.

86 Cong. Rec. 11702'."

"And before that amendment the Committee Report of

the Senate stated

:

" 'The Congress, in this bill, has declared as

its purpose and intent that every man who
leaves his job to participate in this training
and service should be re-employed without loss

of seniority, or other benefits, upon his return
to civil life. S.Rep. No. 2002, 76th Cong. 3rd
Sess. p. 8'."

Having seen that Articles VIH and X of the union

contract cover entirely different kinds of leave and

that Article X specifically provides that the employees

who ''leave their jobs to serve in the armed forces of

the United States * * * shall be granted a leave of

absence'' and upon their honorable discharge from

active service or duty "shall then be reinstated to the

same or comparable position with severance-pay rat-

ing and other rights unimpaired," it is inconceivable



that the parties to the contract had in mind the pe-

nalizing of the veteran by not permitting him to count

the years he shouldered a gun in the defense of his

country under the provisions of an entirely different

type of leave provided for in paragraph 6 of Article

VIII.

Is no siginficance whatever to be attached to the

deliberate elimination from Article X contained in

the 1940-1942 contract of the words ^^except that such

leave (military) may be deducted in computing sev-

erance pay^' in the new Article X (Ex. C)?

It would seem clear that the elimination of these

words in the subsequent contract containing the new

Article X was a forthright promise to these employees

that time spent by them in the armed services would

be considered as "full-time continuous employment

by the Seattle Star'* as provided in paragraph 4 of

Article VIII in computing severance pay. What pos-

sible purpose could be served by the elimination of

these clear, distinct and understandable words, than

the one suggested. It is tantamount to saying, as the

Supreme Court of the United States so clearly said

with respect to Section 8(c) of the law, in the Fish-

gold case:

u* * *
/j,is service in the armed services is

counted as service in the plant so that he does
not lose ground by reason of his absence.'^
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A somewhat similar question, involving vacation

pay was considered by the Circuit Court of Appeals

for the Third Circuit in the case of Mentzel v. Dia-

mond et al, 167 F. (2d) 299.

That case had to do with the question of whether

in considering vacation pay the time spent by the vet-

eran in the army should be included in computing

the years of service with the employer in determining

the number of weeks' vacation the veteran would be

entitled to under Sec. 4(a) of the union contract with

the employer.

Sec. 4(a) of the contract there involved read:

"Employees shall receive vacation of one week
with pay after one year's service; vacations of

two weeks with pay after five years of service

* * * >>

In reversing the District Court, which refused

to count the veteran's army service as being within

the phrase "after five years' service * * *" (it ap-

pearing from the footnote that the veteran was first

employed either in September, 1940, or January,

1941) and it further appearing from the opinion itself

that the veteran was inducted into the United States

Army on February 17, 1943, and after his honorable

discharge was reinstated in his employment on Octo-

ber 22, 1945, and allowed but one week's vacation

pay, the Circuit Court of Appeals said (p. 300)

:
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"If Mentzel is entitled to count the period from
the beginning of his employment with the com-
pany, including the time he spent in the Army,
as 'service' he was entitled to two weeks' vaca-
tion with pay in 1946.

"If he is not entitled to count the time spent
in the army as 'service' with the employer under
the terms of this contract, he has received, in his

one week's vacation with pay, all that he is entitled

to. The latter is the position taken by the learned
District Court and upon that basis he gave judg-
ment for the defendant.

"The precise point seems to be new in this Cir-

cuit and elsewhere. But we think that the prin-

ciple on which our own previously decided cases

has been rested is sufficient to show what we
think should be the answer here. In Gauweiler v.

Elastic Stop Nut Corporation, 3 Cir., 1947, 162
F. (2d) 448, we examined the decisions of the

Supreme Court in Fishgold v. Sullivan Drydock
& Repair Corp., 1946, 328 U.S. 275, 66 S.Ct.

1105, 90 L.Ed. 1230, 167 ALR 110, and Trail-

mobile Co. V. Whirls, 1947, 331 U.S. 40, 67 S.Ct.

982.

"We concluded that the analysis of the Su-
preme Court meant 'that what the Act gives to

the veteran is the right not to lose his position

or seniority by virtue of his absence in Military

or Naval Service.' He is protected, while away,
to the same extent as if he had been either con-

tinuously on the job in the plant or away on fur-

lough or leave of absence for some personal rea-

son."

Continuing, on p. 301, the Court said:

"Again, in MacLaughlin v. Union Switch and
Signal Company, 3 Cir. 1948, 166 F. (2d) 46,

48, we read :
* * * 'We can see no reason why the
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protection of the Selective Training and Service

Act of 1940 in appropriate cases should not em-
brace vacation rights which the employee has
earned and would have received as a matter of

course but for his induction, * * * the statute

was intended to place veterans on the precise

point of the vacation escalator which they would
have occupied had they kept their positions con-

tinuously during the war * * *'."

This same principle applies with equal force to

severance pay under the contracts in the instant case.

For the foregoing reasons and upon the authori-

ties cited we respectfully pray that the decision ren-

dered in this case be reconsidered or that a rehearing

be granted to the end that this Court may give to the

statute in this case the liberal construction which the

Supreme Court and the Third Circuit have said should

be applied in such situations.

Respectfully submitted,

J. CHARLES DENNIS
United States Attorney

JOHN E. BELCHER
Assistant United States Attorney
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2 Mitchell Camera Corporation vs.

The Tax Court of the United States

Docket No. 8058

MITCHELL CAMERA CORPORATION,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DOCKET ENTRIES
1945

May 15—Petition received and liled. Taxpayer

notified. Fee paid.

May 15—Copy of petition served on General Coun-

sel.

May 17—Request for (Urcuit hearing in Washing-

ton, D. C, filed by tax])ayer. 5/18/45

granted.

June 20—Answer filed by General ( ounsel.

June 23—Copy of answer served on taxpayer

—

Washington, D. C.

Oct. 25—Hearing set 12/10/45.

Nov. 19—Motion for continuance to a future Wash-

ington calendar filed by taxpayer. 11/19/45

granted to next Washington calendar.

1946

Apr. 29—Hearing set 6/4/46 at Washington, D. C.

May 31—Motion for a continuance to the next

Washington, D. C, calendar filed by tax-

payer. 5/31/46 granted.



Commissioner of Internal Revenue 3

1946

Aug. 19—Hearing set Oct. 21, 1946, at Washington,

D. C.

Oct. 22—Hearing had before Judge Leech on

23 merits. Petitioner granted leave to file

amended petition to conform to the proof.

Returned subpoena. Stipulation of facts

filed at hearing. Petitioner's brief due

12/9/46, respondent's 1/8/47, petitioner's

reply 1/23/47.

Oct. 29—Transcript of hearing of 10/22/46 filed.

Oct. 29—Transcript of hearing of 10/23/46 filed.

Nov. 4—Amended petition filed by taxpayer.

11/5/46 copy served.

Nov. 18—Answer to amended petition filed by Gen^

eral Counsel.

Dec. 9—Brief filed by taxpayer. 12/10/46 copy

served.

1947

Jan. 8—Motion for extension to Feb. 7, 1947, to

file brief filed by General Counsel. 1/9/47

granted and petitioner to 2/24/47.

Feb. 7—Brief filed by General Counsel.

Feb. 24—Reply brief filed by taxpayer. 2/25/47

copy served.

Jime 24—Memorandum findings of fact and opin-

ion rendered, Leech, J. Decision will be

entered under Rule 50. 6/25/47 copy

served.



4 Mitchell Camera Corporation vs.

1947

July 24—Motion to vacate arid set aside the memo-

randum findings of fact and opinion filed

by taxpayer. 7/25/47 denied.

Aug. 26—Computation for entry of decision filed by

General Counsel.

Sept. 4—Consent to Computation filed by tax-

payer. [1*]

Sept. 9—Decision entered, Leech, J., Div. 6.

Noy-. 3—Petition for review by U. S. Circuit Court

of Appeals, 9th Circuit, with assignments
• of error filed by taxpayer.

N'ov. 3—Proof of service filed.

Dec. 12—Certified copy of an order from the 9th

Circuit extending the time to January 20,

1948, to prepare and transmit record

V :
: filed.

Dec. 29—Certified copy of an order from the 9th

Circuit directing the Clerk of the Tax

.; v: Court to transmit all of the original ex-

]"' • hibits ten days before this cause is set for

argument to the Clerk of 9th Circuit filed.

1948

Jan. 2—Agreed statement of evidence filed.

Jan. 2—Statement of points filed by taxpayer with

proof of service thereon.

Jan. 2—Designation of record filed hy taxpayer

with proof of sei*vice thereon. [2]

* Page numbering appearing at top of page of original certified

Transcript of Recorc
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[Title of Tax Court and Cause.]

AMENDED PETITION

The above-named petitioner hereby petitions for

a redetermination of the deficiency set forth by the

Commissioner of Internal Revenue in his notice of

deficiency (Symbols LA:IT:90D:PB, dated Feb-

ruary 27, 1945) and as a basis of its proceeding

alleges as follows:

1. The petitioner is a corporation with principal

office at 665 North Robertson Boulevard, Los An-

geles, California. The return for the period here

involved was filed with the Collector for the Sixth

District of California.

2. The notice of deficiency (a copy of which is

attached and marked Exhibit A) was mailed to the

petitioner on February 27, 1945.

3. The taxes in controversy are income and de-

clared value excess profits taxes for the calendar

year 1941 in the sums of $71,301.66 and $2,177.28,

respectively, a total of $73,478.94, all of which is

in dispute.

4. The determination of tax set forth in said

notice of deficiency is based upon the following

errors:

(1) Determination of the basis of patents and

applications for patents and inventions (herein-

after referred to as patents) acquired on July 25,

1929, as $1,180,157.59 instead of $2,860,178.95, the

cost to petitioner. [3]
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(2) Computation of patent depreciation on basis

of average life of i^atents, instead of on the basis

of life of patents exhausted within the years in-

volved.

(3) Failure to allow patent depreciation in the

sum of $133,578.91, $128,538.19 and $128,528.19 in

the years 1939, 1940 and 1941, respectively.

(4) Disallowance of ordinary and necessary ex-

penses designated "special expenses" in the sums

of $1,637.50, $1,583.71 and $3,836.60 in the years

1939, 1940 and 1941, respectively.

(5) Disallowance of ordinary and necessary ex-

penses designated as "New York office expenses"

in the amount of $11,161.88 and $1,574.17 in com-

jjuting the net operating loss for 1939 and 1940, re-

spectively.

(6') Failure to allow the net operating loss carry-

over in the amount of $124,168.42, from 1939 to

1940.

(7) Failure to allow the net operating loss carry-

over in the amount of $226,817.69 from 1939 and

1940 to the taxable year.

5. The facts upon which the petitioner relies as

a basis of this jiroceeding are as i'ollows:

(l)(a) On July 29, 1929, the petitioner acquired

from li. L. Clarke the assets, real property, equip-

ment and patents of the Mitchell Camera Corpora-

tion of Calii'orriia for the sum of $3,100,000.00 in

cash. Included in the property so purchased were
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tangible assets having a fair market value of $239,-

821.05. The principal assets of the said Mitchell

Camera Corporation of California were a group of

"patents having on date of acquisition expiration

dates extending beyond the taxable year. The cost

of the said patents to the petitioner was $2,860,-

178.95.

(1) (b) The respondent in computing the defi-

ciency erroneously considered as the cost of said

patents the sum of $1,180,157.59, determining said

amoimt by deducting from the price of $1,475,-

000.00 previously paid by [4] Harley L. Clarke to

the stockholders of Mitchell Camera Company of

California under a contract dated June 6, 1929, the

sum of $294,841.41, the purported net value of the

tangible assets acquired from H. L. Clarke.

(1) (c) The cost of said property to H. L. Clarke

was $1,825,000.00 or more, the difference being the

sum of $350,000.00 to $400,000.00 paid by H. L.

Clarke as commissions to complete his purchase.

(2) (a) The life of the patents acquired was 4452

months. During the years 1939, 1940 and 1941 the

life of patents exhausted was 212, 204 and 204

months, respectively.

(2) (b) The respondent in determining the defi-

ciency computed patent depreciation on the basis of

the average life of the patents exhausting the said

patents prior to the expiration of their life, al-

though the life of the patents had not expired.
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(3) (a) The respondent in computing the defi-

ciency allowed patent depreciation on patents ac-

quired in 1929 in the amounts of $95,430.50 for the

year 1939, $49,187.34 for the year 1940 and none for'

the year 1941.

(3) (b) The patent depreciation sustained by the

petitioner in the years 1939, 1940 and 1941 com-

puted on the basis of the proportion of the ex-

hausted life within the respective years to the total

life of the patents, was $133,578.91, $128,538.19 and

$128,538.19, respectively.

(4) (a) The petitioner incurred and paid ordi-

nary and necessary expenses in coimection with its

business designated as "special expenses" in the

sums of $1,637.50, $1,583.71 and $3,836.60 in the

years 1939, 1940 and 1941, respectively.

(4)(b) The respondent disallowed said "special

expenses" in comi:)uting the deficiency.

(5) (a) In the taxable yeai^ 1939 and 1940 the

petitioner incurred and paid ordinary and necessary

expenses in connection with its business designated

as "New York office expenses" in the amounts of

$11,161.88 and [5] $1,574.17.

(5) (b) The said sums were expended for rent of

space in New York and salaries of employees, and

other incidental expenses.

(5) (c) The respondent allowed no portion of said

sums in computing the net operating loss for the

years 1939 and 1940.
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(6) The net operating loss carry-over from 1939

to 1940 was $124,168.42. The respondent allowed

$56,927.79.

(7) The net operating loss carry-over from 1939

and 1940 to 1941 was $226,817.69. The respondent

allowed $39,100.79.

Wherefore, the petitioner prays that this Court

may hear the proceeding, disallow the deficiency

and grant such further and other relief as the

nature of the case may warrant.

/s/ HAREY FRIEDMAN,
540 Munsey Building,

"Washington, D. C,

Counsel for Petitioner.

State of New York,

County of New York—ss.

Eva Fox, bemg duly sworn, says that she is presi-

dent of the petitioner above-named, that she has

read the foregoing petition, and is familiar with the

statements contained therein and that the state-

ments contained therein are true.

. /s/ EVA FOX.

Subscribed and sworn to before me this 1st day

of November, 1946.

/s/ WILLIAM S. ALTMAN,
Notaiy Public. [6]
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EXHIBIT A

[Letterhead Treasury Department]

February 27, 1945

Office of Internal Revenue Agent in Charge, Los

Angeles Division. LA:IT:90D:PB

Mitchell Camera Corporation

665 North Robertson Boulevard

Los Angeles 46, California.

Gentlemen

:

You are advised that the determination of your

income tax liability for the taxable year ended De-

cember 31, 1941, discloses a deficiency of $71,301.66,

and that the determination of your declared value

excess-profits tax liability for the year mentioned

discloses a deficiency of $2,177.28, as shown in the

statement attached.

In accordance with the provisions of existing in-

ternal revenue laws, notice is hereby given of the

deficiency or deficiencies mentioned.

Within 90 days (not counting Simday or a legal

holiday in the District of Colmnbia as the 90th day)

from the date of the mailing of this letter, you may
file a petition with The Tax Court of the United

States, at its principal address, Washington, D. C,

for a redetermination of the deficiency or defi-

ciencies.

Should you not desire to file a petition, you are

requested to execute the enclosed form and forward

it to the Internal Revenue Agent in Charge, Los
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Angeles, California, for the attention of LA:Conf.

The signing and filing of this form will expedite the

closing of your return by permitting an early assess-

ment of the deficiency or deficiencies and will pre-

vent the accumulation of interest, since the interest

period terminates 30 days after filing the form, or

on the date assessment is made, whichever is earlier.

Very truly yours,

JOSEPH D. NUNAN, JR.,

Commissioner.

By GEORGE D. MARTIN,
Internal Revenue Agent

in Charge.

Enclosures

:

Statement

Form of Waiver [7]

Statement

Mitchell Camera Corporation

665 North Robertson Boulevard

Los Angeles 46, ( alifornia

Tax Liability for the Taxable Year

Ended December 31, 1941

LiabiHty Assessed Deficiency

Income tax $71,301.66 None $71,301.66

Declared value excess

profits tax 2,177.28 None 2,177.28

Total $73,478.94 None $73,478.94
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In making this determination of your tax liability

careful consideration has been given to the report

of examination dated October 14, 1943, to your pro-

test dated February 10, 1944, and to the statements

made at the conference held.

A copy of this letter and statement has been

mailed to your representative, Mr. Sidney R. Reed,

608 South Hill Street, Los Angeles 14, California,

in accordance with the authority contained in the

power of attorney executed by you.

Adjustments to Net Income

Net income (loss) as disclosed by return ($7,121.24)

Unallowable deductions and addi-

tional income:

(a) Depreciation disallowed.... $ 93,578.16

(b) Special expense disallowed 3,836.60

(c) Bad debt disallowed 4,676.78

(d) Interest income under-

stated 15,479.56

(e) Net operating less deduc-

tion disallowed 124,101.71 241,672.81

Total 234,551.57

Additional deduction:

(f) Capital stock tax 1,562.50

Net income adjusted $232,989.07
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Explanation of Adjustments

(a) After consideration of the facts with regard

to your corporate organization in 1929 and in view

of the contract of June 6, 1929, between Harley L.

Clarke and H. F. Boeger, acting for himself and

George A. Mitchell and others, it is determined that

the basis for computation of allowable [8] deprecia-

tion on a group of patents and patent applications

acquired by you on July 27, 1929, is $1,180,157.59;

further that, inasmuch as no allocation of that basis

to each separate patent or application has been es-

tablished, the above amount is recoverable through

depreciation allowances over the average life of the

entire group of patents, i.e., over a period of 12.3666

years from July 27, 1929 ; and it is held that for the

calendar year 1941 you are entitled to a deduction

of $1,027.76 as allowable depreciation or amortiza-

tion of patents and excessive depreciation deducted,

amounting to $93,578.16 is disallowed in accordance

with the following computation:
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(b) On your return for the year 1941 you de-

ducted the amount of $3,836.60 under special ex-

penses. It is held that the above amount does not

constitute an allowable deduction under any section

of the Internal Revenue Code.

(c) It is held that the amount of $4,676.78 de-

ducted by you in the year 1941 as a bad debt of

Grossman and Joseph is not an allowable deduction

for the reason that it has not been established that

a bona fide debt existed or that such alleged debt

became worthless in 1941 within the meaning of

section 23 (k) of the Internal Revenue Code as

amended.

(d) It is held that the following amounts of in-

terest receivable on notes and accounts, which were

accrued on your books in 1941, constitute taxable

income within the meaning of section 22 of the In-

ternal Revenue Code.

Belle Fox 680.00

Fox Chicago Realty Corporation 14,349.56

Kammerman and Witkin 450.00

(e) It is determined that the net operating loss

deduction claimed by you as a deduction on your

return for the year 1941 in the amount of $163,-

202.50, is allowable to the extent of $39,100.79, and

the excess amount of $124,101.71 is accordingly dis-

allowed.

The allowable amoiuit of $39,100.79 represents the

amount of the net operating loss carry-over deter-
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mined for the year 1939 reduced by the net income

determined for the year 1940, as follows: [9]

Year 1939

Net. loss as reported in your return $87,952.67

Unallowable deductions and additional

income

:

(A) Depreciation disallowed $ 5,808.26

(B) New York office expense disal-

lowed 11,161.88

(C) Special expense disallowed 1,637.50

(D) Interest income understated.. 12,417.24 31,024.88

Net loss adjusted $56,927.79

Net loss carry-over determined $56,927.79

Explanation of Adjustments

(A) See adjustment (a) above for explanation of

this adjustment.

(B) On your return for the year 1939 you de-

ducted the amount of $11,161.88 under New York

office expenses. It is held that this deduction is not

allowable under any section of the Internal Revenue

Code.

(C) On your return for the year 1939 you de-

ducted $1,637.50 under special expenses. It is held

that the above amount does not constitute an allow-

able deduction under any section of the Internal

Revenue Code.

(D) It is held that the foUowing amounts of in-

terest receivable on notes and accounts, accrued on

your books in 1939, constitute taxable income within

the meaning of section 22 of the Int-ernal Revenue

Code:

Belle Fox 680.00

Fox Chicago Realty Corporation 10,513.24

Kammerman and Witkin 450.00

It is held also that the amount of $774.00 received
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from John F. Hiiber on his note dated September 1,

1939, which amomit you credited to Eva Fox, con-

stitutes your income.

Year 1940

Net loss as disclosed by return $163,282.50

Unallowable deductions and additional

income

:

(AA) Depreciation disallowed $52,066.41

(BB) New York office expense dis-

allowed 1,574.17

(CC) Special expense disallowed.. 1,583.71

(DD) Interest income understated 12,355.54

(EE) Bad debt disallowed 27,800.00

(FF) Net operating loss deduction

disallowed 87,952.67 183,332.50

Total $20,050.00

Additional deduction:

(GG) Capital stock tax 2,223.00

Net income adjusted (before deduction

of net loss carry-over from 1939) $17,827.00

Explanation of Adjustments

(AA) See adjustment (a) above for explanation

of this adjustment.

(BB) On your return for the year 1940 you de-

ducted the amount of $1,574.17 under New York
office expenses. It is held that this deduction is not

allowable under any section of the Internal Revenue

Code.

(CC) On your return for the year 1940 you de-

duction $1,583.71 under special expenses. It is held

that the above amount does not constitute an allow-

able deduction under any section of the Internal

Revenue Code.

(DD) It is held that the following amounts of



18 Mitchell Camera Corporation vs.

interest receivable on notes and accounts, accrued

on your books in 1940, constitute taxable income

within the meaning of section 22 of the Internal

Revenue Code:

Belle Fox 680.00

Fox Chicago Realty Corporation 10,595.54

Kammerman & Witkin 450.00

It is held also that the amoimt of $630.00 received

from John F. Huber on his note dated September 1,

1938, which amount you credited to Eva Fox con-

stitutes your income.

(EE) It is held that the amount of $27,800.00

deducted by you in the year 1940 as a bad debt of

Mrs. Eva Fox and/or the W. F. Transportation

Company is not an allowable deduction for the

reason that it has not been established that a bona

fide debt existed or that such alleged debt became

worthless in 1940 within the meaning of section

23 (k) of the Internal Revenue Code.

(FF) The 1939 loss carry-over is eliminated for

the purpose of determining 1940 income or loss.

(GG) The deduction allowable for capital stock

tax accrued in 1940 is $2,500.00 in lieu of $277.00

claimed in your return for that year.

Summary

1939 net loss carry-over $56,927.79

1940 net income 17,827.00

Net operating loss deduction determined $39,100.79

(f) The deduction allowable for capital stock tax

accrued in 1941 is $4,062.50, in lieu of $2,500.00

claimed in your return for that year. [11]
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Computation of Declared Value Excess Profits Tax

Net income $232,989.07

Less : 10% of $2,000,000.00, value of

capital stock as declared in

your capital stock tax return

for the year ended June 30,

1941 200,000.00

Net income subject to declared value

excess profits tax 32,989.07

Declared value excess profits tax:

6.6% of $32,989.07 $ 2,177.28

Correct declared value excess profits

tax liability 2,177.28

Declared value excess profits tax as-

sessed :

Original, account No. NC854087,. None

Deficiency of declared value excess

profits tax $ 2,177.28

Computation of Income Tax

Net income $232,989.07

Less: Declared value excess profits

tax 2,177.28

Normal tax net income $230,811.79

Surtax net income 230,811.79

Income tax:

Normal tax:

24% of $230,811.79 55,394.83

Surtax

:

6% of $25,000.00 1,500.00

7% of $205,811.79 14,406.83 15,906.83

Correct income tax liability $ 71,301.66

Income tax assessed:

Original, account No. NC854087 None

Deficiency of income tax $ 71,301.66

Filed Nov. 4, 1946. [12]
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[Title of Tax Court and Cause.]

ANSWER TO AMENDED PETITION

Comes now the Commissioner of Internal Rev-

enue by his Attorney, J. P. Wenchel, Chief Counsel,

Bureau of Internal Revenue, and for answer to the

amended petition filed liereui admits and denies as

follows

:

1. Admits the allegations contained in para-

graph 1 of the amended petition.

2. Admits the allegations contained in para-

graph 2 of the amended petition.

3. Admits that the taxes in controversy are in-

come and declared-value excess-profits taxes for the

year 1941, but denies the remainder of paragraph 3

of the amended petition.

4(1) to (7), mclusive. Denies that the ( ommis-

sioner erred as alleged in subparagraphs (1) to (7),

inclusive, of paragraph 4 of the amended petition.

5(1) (a); (l)(b); (l)(c); (2) (a) ; and (2)(b).

Denies all of the allegations contained in subpara-

graphs (l)(a), (l)(b), (l)(c), (2) (a), and (2)(b)

of paragraph 5 of the amended petition.

5(3) (a). Admits the allegations contained in

subparagraph (3) (a) of paragraph 5 of the

amended petition. [13]

5(3) (b) and (4) (a). Denies all of the allega-

tions contained in subparagraphs (3) (b) and

(4) (a) of paragraph 5 of the amended petition.
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5(4) (b). Admits the allegations contained in

subparagraph (4) (b) of paragraph 5 of the

amended petition.

5(5) (a) and (5)(b). Denies all of the allega-

tions contained in subparagraphs (5) (a) and

(5) (b) of paragraph 5 of the amended petition.

5(5) (c). Admits the allegations contained in

subparagraph (5) (c) of paragraph 5 of the

amended petition.

5(6) and (7). Admits that the respondent al-

lowed a net operating loss deduction for the year

1941 in the amount of $39,100.79. Denies all other

allegations contained in subparagraphs (6) and (7)

of paragraph 5 of the amended petition.

Denies generally and specifically each and every

allegation contained in the amended petition not

hereinbefore expressly admitted, qualified, or

denied.

Wherefore, it is prayed that the petitioner's ap-

peal be denied.

/s/ J. P. WENCHEL, PAB
Chief Counsel, Bureau of

Internal Revenue.

Of Counsel:

PHILIP A. BAYER,
Division Counsel,

E. M. WOOLF,
Special Attorney,

Bureau of Internal Revenue.

Received and filed Nov. 18, 1946. [14]
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[Title of Tax Court and Cause.]

STIPULATION

It is hereby stipulated and agreed by and between

the parties hereto through their respective attor-

neys, that for the purpose of trial and decision, the

following statements are true, without prejudice to

the right of either party to object to the materiality

or relevance of any stipulated facts or to introduce

other and further evidence not inconsistent there-

with.

1. The petitioner is a Deleware corporation with

j)rincipal office at 665 North Robertson Boulevard,

Los Angeles, California.

2. The notice of deficiency attached to the peti-

tion was mailed to petitioner on February 27, 1945.

3. On July 12, 1929, a proposal signed by H. L.

Clarke was made to the petitioner, a copy of which

is attached and made a part hereof, marked Ex-

hibit 1.

4. Said proposal was accepted by petitioner by

resolution adopted by the Board of Directors at a

meeting held on July 16, 1929, a copy of the minutes

of such meeting is attached hereto and marked

Exhibit 2.

5. H. L. Clarke caused to be delivered to peti-

tioner all the properties, business and assets of the

Mitchell Camera Company, a California corpora-

tion, referred to in the proposal dated July 12, 1929.
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6. Copies of certain instruments of transfer

attached and made a part hereof, marked respec-

tively :

Exhibit 3. Deed to Lot 7, Tract 5274;

Exhibit 4. Deed to Lots 36 and 38 of Win-

netka Tract and Lots 7 and 8 of Tract 3585;

Exhibit 5. Assignment of Entire Interest in

Letters Patent;

Exhibit 6. Assignment of an Undivided

Two-Thirds Interest in Invention and Patent

Application Therefor;

Exhibit 7. Assignment of Eintire Interest in

Inventions before the Issuance of Letters

Patent.

7. The fair market value of the net tangible

property so acquired by the petitioner from or

through H. L. Clarke was $239,821.05.

8. The respondent in computing the deficiency

determined the basis of patents, applications for

patents and inventions acquired by petitioner as

aforesaid to be $1,180,157.59. The respondent

allowed depreciation on said patents in the sums of

$95,430.50 for the year 1939, $49,187.34 for the year

1940 and none for the year 1941, arriving at the said

allowance for the year 1939 by spreading the basis

over the average life of the patents, namely 12.3666

years.
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9. A list of the patents, together with dates of

issuance and expiration dates is attached and

marked Exhibit 8.

10. The certificate of incorporation of the peti-

tioner was filed on July 12, 1929, in the State of

Delaware. Paragraph Tenth and subparagraph (7)

thereto read as shown in Exhibit 9, attached.

11. Respondent's allocation of basis of patents

was based on the price of $1,475,000.00 paid by H. L.

Clarke to the stockholders of the Mitchell Camera

Company, a California corporation, for all the prop-

erties, business and assets of the Mitchell Camera

Company of California, under a contract dated

June 6, 1929, a copy of which is attached, marked

Exhibit 10.

12. For the years 1939, 1940 and 1941 the peti-

tioner deducted on its returns as ordinary and

necessary expenses the following amounts desig-

nated as ** special expenses. yy

1939 $1,637.49

1940 1,583.71

1941 3,836.61

The respondent in computing the deficiency dis-

allowed the said deductions.

13. For the years 1939 and 1940 the petitioner

deducted on its returns as ordinary and necessary

I
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expenses the following amounts designated as "New
York office expenses" in the following amounts:

1939 $11,161.88

1940 1,574.17

The respondent in computing the deficiency dis-

allowed the said deductions.

14. It is further stipulated and agreed that the

amount of the net operating loss carry-over from

1939 and 1940 to the taxable year 1941 may be left

for settlement under rule 50 of the Rules of Prac-

tice after the decision of the court on the other

issues.

/s/ HARRY FRIEDMAN,
Attorney for Petitioner.

/s/ J. P. WENCHEL, PAB
Chief Counsel, Bureau of

Internal Revenue.

Piled Oct. 22, 1946. [17]
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The Tax Court of the United States

Docket No. 8058

MITCHELL CAMERA CORPORATION,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

On the record held

:

1.. Petitioner has failed to establish error in the

basis used by respondent in determining de-

preciation on its patents.

2. The amounts deductible as ordinary and neces-

sary business expenses determined.

Harry Friedman, Esq., for the petitioner.

E. M. Woolf, Esq., for the respondent. [18]

MEMORANDUM FINDINGS OF FACT
AND OPINION

Leech, Judge:

Respondent determined deficiencies in income and

declared value excess-profits taxes of petitioner for

the year 1941 in the amounts of $71,301.66 and

$2,177.28, respectively. The determination of the

correct net taxable income of petitioner for this

year requires the ascertainment of the correct net

income of petitioner for the calendar years 1939 and

1940 because of carry-over net losses claimed by it
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for those years. The parties agree that upon the

determination of that income for 1939 and 1940 the

amounts of the carry-over from each year will be

determined under Rule 50.

The issues are whether respondent erred (a) in

fixing the basis of patents acquired at date of or-

ganization of petitioner as $1,180,157.59 for pui^-

poses of computing depreciation, (b) m determin-

ing the accumulated reserve for depreciation on

such patents to be $1,035,539.75 as of December 31,

1938, (c) in computing depreciation on such patents

during the taxable years 1939, 1940, and 1941, based

on a composite average life of 12.3666 years from

July 27, 1929, date of acquisition by petitioner,

(d) in disallowing New York office expenses in the

amounts of $11,161.88 and $1,574.17 for the years

1939 and 1940, respectively, and (e) in disallowing

*' Special Expenses'' in the amounts of $1,637.49,

$1,583.71, and $3,836.61 for the taxable years 1939,

1940, and 1941, respectively.

Two issues, (1) the disallowance by respondent

of alleged worthless debts of $27,800 and $4,676.78

in the years 1940 and 1941, respectively, and (2) the

inclusion in income for the years 1939, 1940, and

1941 of interest in the respective amounts of $12,-

417.24, $12,355.54, and $15,479.56, were conceded by

petitioner at the hearing. These adjustments will

be reflected in the recomputation under Rule 50.

Certain of the pertinent facts were stipulated by

the parties and are so found. Such facts in our

findings of fact as are not included among those

stipulated we find upon the testimony and exhibits.
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Findings of Fact

The petitioner is a Delaware corporation organ-

ized on July 12, 1929, witli principal office at Los

Angeles, California. The return for the year here

involved was filed with the collector for the sixth

district of California.

Mitchell Camera Company of California (herein-

after referred to as "Mitchell of California") for

a, number of years prior to 1929 was engaged in the

lousiness of manufacturing professional motion-

picture cameras and accessories for the large

motion-picture studios in California. All of its

business was in patented i^roducts manufactured

under patents owned by it. In 1927 the introduction

of "sound" motion pictures revolutionized the

motion-picture industry and Mitchell of California

- became the sole su]:>plier of cameras for the major

motion-picture studios. This was due to the fact

.that under its patents were produced cameras rela-

tively noiseless in comparison with those of its com-

;petitors. Because of the i.iatc-nted features of the

Mitchell camera, it was practically impossible to use

any other camera in the production of "sound"

motion pictures, and the demand for Mitchell cam-

eras increased greatly, resulting in a large backlog

of incompleted orders in 1929. In that year the

stock of Mitchell of California was owned two-

thirds by Heniy F. Boeger, who was its president,

and one-third by George A. Mitchell, who was its

secretary. [20]

Prior to May 1929, Harley L. Clarke, not then

financially interested in Mitchell of California, be-
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came interested in acquiring its business and assets.

In 1929 William Fox was president of the Fox

Film Corporation and of Fox Theatres Corporation,

and was othei*wise generally engaged in the motion

picture business'. Fox had been president of both

corporations since their organization, the film cor-

poration having been organized in 1915 and the

theatres corporation in 1925. William Fox is now

general manager of petitioner. His family now con-

trols the stock of petitioner through ownership of

stock in All Continent Corporation, a holding

company.

The petitioner's capital upon organization con-

sisted of 30,000 shares of common stock, no-par

value. Grandeur, Incorporated (hereinafter referred

to as "Grandeur"), purchased the entire capital

stock of petitioner "as of July 1, 1929" for the

stated sum of $3,100,000, under circumstances here-

inafter described.

The salient facts leading to the organization of

the petitioner and its acquisition of the patents

involved are set out chronologically as follows:

On May 24, 1929, Harley L. Clarke addressed a

letter to William Fox, which letter is signed "Ac-

cepted, William Fox." This letter confirms an

agreement between Clarke and Fox. Clarke agrees

to cause to be organized a corporation to be known

as Grandeur, Incorporated, the chief object of which

shall be the purchase, sale, lease, and/or license

of motion-picture projectors, cameras, and/or

equipment or devices to be used in connection with

motion-picture projectors. Clarke agreed "to cause
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a subscription to be made for one-half of such

capital stock" and Fox agreed to subscribe for the

other one-half at a cost to each of $250,000 in cash.

On this same [21] day, a second letter was addressed

to William Fox by H. L. Clarke, and was signed

by Fox as a})proving and acknowledging his under-

standing. It reads as follows:

With reference to agreement entered into

between us, today, concerning the wide film

situation, this will confirm our understanding

that after Grandeur, Inc., has been duly organ-

ized and its business affairs in operation, out

of the first profits earned and before any divi-

dends shall have been paid, you shall be reim-

burse in the sum of One Million ($1,000,000)

Dollars, and I shall be reimbursed in the sum
of Five Hundred Thousand ($500,000) Dollars

for expenditures, labor, overhead, and services

for research work in the development of the

wide film art.

Grandeur, Inc., shall cause to be created and

delivered to each of us a note or other form

of acknowledgment or indebtedness suitable to

our respective counsel, evidencing the foregoing

arrangements.

On the next day. May 25, 1929, H. L. Clarke

addressed a letter to William Fox, which is signed

by Fox '^Approved and agreed as to our under-

standing." This letter reads in ])art:

I am now negotiating for the purchase of

the Mitchell Camera Co. This purchase shall
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be for the benefit of a corporation to be organ-

ized by us, one half of the stock of which is

to be owned by each of us. This corporation

shall be either independently operated by us

or shall be a wholly owned subsidiary of

Grandeur, Inc., as shall be mutually agreed

upon between our respective counsel.

On June 6, 1929, a contract was executed by and

between H. F. Boeger and George A. Mitchell,

called the "sellers," and H. L. Clarke, called the

"buyer." The terms of this agreement provide in

part as follows

:

1. The sellers agreed to sell or caused to be sold

and the buyer agrees to purchase or cause to be

purchased, as hereinafter provided, all of the prop-

erty, business and assets of every kind and nature

of the Mitchell Camera ( o., a California corpora-

tion, hereinafter sometimes referred to as the cor-

poration, including in such property, business and

assets, furniture, fixtures, jigs, dies, tools, patterns,

machinery, merchandise on hand, claims, msurance,

securities, choses in action, [22] contracts agree-

ments, leases, leasehold interests, licenses, trade

marks, trade names, trade rights, brands, patents,

application for patents, patent rights, also all cash

and accounts receivable received by or becoming

due to the corporation after June 30, 1929, and the

good will of the business of the corporation or a

similar name by or in connection with a corporation

to be organized by the buyer to carry on a business
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similar to that carried on by the corporation. The

sellers also agree to cause to be conveyed to the

buyer free and clear of all liens, claims and encum-

brances the real estate and improvements being

constructed thereon, situated in West Hollywood,

county of Los Angeles, State of California, more

particularly hereinafter described, being the pro-

posed new manufacturing plant, of&ces and admin-

istration building of the corporation, said improve-

ments to be fully completed in accordance with the

existing plans and specifications relating thereto,

with equipment and machinery to be installed

therein.*******
2. The sellers hereby represent and warrant that

the corporation now owns or will acquire all letters

patent under which it manufactures its products,

said patents to be included in the assets to be sold

to the buyer.

3. The purchase price of said property, business,

and assets shall be the sum of $1,475,000, payable

as herein provided.

4. The buyer shall forthwith deposit with Conti-

nental Illinois Bank & Trust Co., Chicago, 111., the

sum of $100,000, which said sum shall be held in

escrow by said bank and applied on the purchase

price as herein provided.

(a) The buyer shall forthwith proceed to

cause to be organized a corporation to acquire

the assets, business, and property of the cor-

poration (hereinabove described) for conven-
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ience hereinafter called the "New Corporation."

The details of the organization of the corpora-

tion and the charter provisions shall be subject

to the approval of counsel of the sellers and

the buyer, said organization to be completed

on or before July 1, 1929. The corporation shall

have an authorized issue of preferred [23] stock

in the amount of $1,000,000, consisting of 10,000

shares of the par value of $100 per share, said

preferred stock to be cumulative as to dividends

in the amount of 7 per cent per annum. Said

preferred stock shall be fully paid and non-

assessable. The charter of the new corporation

shall contain certain restrictions on corporate

action as set forth in Schedule A, annexed

hereto and made a part hereof.

(b) On or before September 1, 1929, the

buyer shall cause to be deposited with said

Continental Illinois Bank & Trust Co. an addi-

tional sum of $375,000, and 10,000 shares of the

preferred stock of the new corporation, together

with an agreement by the new corporation and

H. L. Clarke jointly and severally to purchase

from the seller said 10,000 shares of preferred

stock of said new corporation at the par value

thereof, $100 per share, plus accrued dividends

thereon at the rate of 7 per cent per annum,

to be taken up and paid for as follows:

6. It is further agreed that the sellers sball, con-

temporaneously wij;h the consummation of the pur-
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chase hereunder, cause to be executed a contract

or contracts with the new corporation by which the

sellers shall obligate themselves for a period of

5 years after the consummation of such purchase

not to engage or to become interested, directly or

indirectly, as an individual, partner, or stockholder,

director or officer or employee in or to any motion-

picture camera business, other than with the buyer

or the new corporation.

7. The sellers and each of them further agree

that at the request of the buyer they shall become

employed by the new corporation in the same capaci-

ties as they now serve with the corporation for a

period of at least 1 year and at a salary for each

of them of $25,000 per annum, 23ayable monthly,

beginning July 1, 1929.

On June 13, 1929, Grandeur was incorporated

under the laws of New York State. Capital was

represented by 100,000 shares common stock, no-par

value. One-half of its stock was acquired by Wil-

liam Fox and one-half by H. L. Clarke interests,

for a stated consideration of $4,000,000, under cir-

cumstances hereinafter described. [24]

On June 24, 1929, a contract was executed between

Grandeur, as licensor (referred to therein as Grand-

eur), and Fox Theatres Corporation, as licensee

(referred to therein as Fox). The relevant terms

are as follows:

1. (a) Grandeur hereby grants to Fox a non-

exclusive, non-assignable license to use in the
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theatres owned, controlled and/or operated by Fox,

Fox Films Corporation and their respective sub-

sidiary and/or affiliated companies (subject to all

the terms, conditions, limitations and agreements

herein contained) special motion picture projectors,

without lamp or lamphouse, adapted for use in con-

nection with so-called "Grandeur" films (films wider

than the regular 35 M.M.) in the quantities and at

the times hereafter in this agreement provided and

to employ and make use of (to the extent neces-

sarily involved in such use of said projectors) any

and all United States patents and applications for

United States patents, relating to said projectors

or to such use thereof, which are now owned or

controlled, or which may during the term of this

agreement be owned or controlled by International

Projector Corporation, or in respect of which Inter-

national Projector Corporation has or may here-

after during the temi of this agreement have the

right to grant such licenses. Grandeur being the

licensee of International Projector Corporation,

with the right to assign such use of such patents.

(b) Grandeur agrees to install in such

theatres of Fox Film Corporation and/or their

subsidiary or affiliated Companies that Fox may
from time to time designate, twelve (12) such

special motion picture projectors, for which

Fox shall pay Grandeur on installation thereof

the sum of Six Thousand Dollars ($6,000).

Grandeur agrees to supply to Fox, and Fox agrees

to accept or cause to be accepted from Grandeur
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under the terms provided in this Agreement, during

the period commencing approximately February 1,

1930, but in any event as soon as ]3rojectors shall

be ready for delivery, and ending ten (10) years

thereafter, all motion picture projectors using films

wider than the regular 35 M.M. that may be re-

quired or desired by Fox, Fox Films Corporation

and/or their subsidiary or affiliated Companies dur-

ing such period, it being the agreement of the

parties hereto that Fox shall, during such period,

use exclusively such projectors as are manufactured

by International Projector Corporation. Where

hereinafter referred to. Fox shall include not only

Fox Theatres but also Fox Film Coiporation and/or

their subsidiary or affiliated Companies. [25]

4. For each such projector in excess of the twelve

(12) projectors mentioned in Paragraph 1 (b)

hereof, Fox agrees to pay to Grandeur in New York

Exchange an installation charge of Four Thousand

Dollars ($4,000) for each such projector, j^ayable

upon the shipment of each such projector and the

further payments hereinafter provided. In the

event that the established installation charge made

by Grandeur for such projectors is less than Four

Thousand Dollars ($4,000) at any time during the

life of this contract. Fox shall be given the benefit

of any such decreased charge from the effective

date thereof.

5. In addition to any other payments required

to be made by Fox hereunder, Fox agrees to pay
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to Grandeur throughout the term of the license

hereby granted, a monthly payment of $175.00/100

in advance. Such payments shall continue for one

hundred and twenty (120) months for each pro-

jector. Such monthly payment to be made by Fox

to Grandeur, however, shall never be in excess of

the amount in effect as the established monthly pay-

ment at the time when such m.onthly paym.ent is

due. The first six machines furnished, however,

shall be free from such monthly payment.

8. Title to and ownership of any and all pro-

jectors at any time furnished hereunder shall re-

main vested in Grandeur.

11. * * * In the event of a default in any of the

provisions of this agreement at any time during

the first two (2) years of the terms of this license,

the entire balance of monthly payments for the first

five (5) years shall be due and payable foi-thwith

at the option of Grandeur * * *.

16. These licenses to be granted hereunder in

respect to each projector shall be for a term of ten

(10) years from the day upon which the mstallation

of each respective projector shall have been com-

pleted and the projector made available to Fox for

use, the last term to expire five (5) years from the

date of installation in 1939 of the last projector

provided for in Paragraph 1 of this agreement.
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On July 11, 1929, General Theatres Equipment,

Inc. (hereinafter referred to as "G.T.E."), was

organized for the purpose of taking over the prop-

erties of the International Projector Corporation

and other properties [26] intended to be acquired.

In 1929 Clarke owned "just over control" stock of

G.T.E., and was an officer and controlling stock-

holder of International Projector Corporation that

was taken over by G.T.E.

On July 12, 1929, petitioner was incorporated in

the State of Delaware. Its charter contains, inter

alia, the following provisions:

Tenth. The following provisions are inserted for

the regulation of the business and for the conduct

of the affairs of this Corporation, and in further

definition, limitation and regulation of the powers

of this Corporation and of its directors and stock-

holds: * * *

(7) A director of this Corporation shall not

in the absence of fraud be disqualified by his

office from dealing or contracting with this

Corporation either as a vendor, purchaser or

otherwise, nor in the absence of fraud shall

any transaction or contract of this Corporation

be void or voidable or affected by reason of the

fact that any director, or any firm of which

any director is a member, or any corporation

of which any director is an officer, directoi',

or stockholder, is in any way interested in such

transaction or contract, i^rovided that at the

meeting of the Board of Directors or of a
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committee thereof having authority in the

premises, authorizing or confirming said con-

tract or transaction, the interest of such

director, firm or corporation is disclosed or

made known and there shall be present quorum

of the Board of Directors or of the directors

constituting such committee, and such contract

or transaction shall be approved by a majority

of such quorum, which majority shall consist

of directors not so interested or comiected. Nor

shall any director be liable to account to this

Corporation for any profit realized by him from

or through any such transaction or contract of

this Corporation ratified or approved as afore-

said, by reason of the fact that he or any firm

of which he is a member, or any corporation

of which he is a stockholder, director or officer

was interested in such tiansaction or contract.

Directors so interested may be counted when

present at meetings of the Board of Directors

or of such committee for the purpose of deter-

mining the existence of a quorum. Any con-

tract, transaction or act of this Corporation

or of the Board of Directors or of any com-

mittee thereof which shall be ratified by a

majority in interest of a quorum of the stock-

holders having voting power at any annual

meeting or any special meeting called for such

purpose, shall be as valid and as binding as

though ratified by every stockholder of this

Corporation. * * * [27]
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On the same date, a proposal signed by H. L.

Clarke was made to petitioner to transfer to it all

the properties, business, and assets of Mitchell of

California for a stated consideration of $3,100,000

in cash. This proposal refers to a balance sheet

annexed thereto, marked Exhibit "A" and made a

part thereof. This balance sheet shows a net worth

(capital stock and surplus) of $330,480.50 for

Mitchell of California, as of December 31, 1928.

Clarke's proposal contains a sentence reading:

* * * The undersigned represents to you

that at the date of the acquisition by you of

said properties, business and assets of said

Mitchell Camera Company your financial con-

dition will be at least as good as is reflected

on the pro forma balance sheet annexed hereto,

marked Exhibit "A," and made a part hereof.

At a special meeting of the board of directors of

petitioner held July 16, 1929, the pi-esident (H. L.

Clarke) occupied the chair. Heniy F. Boeger, one

of the sellers of Mitchell of California, was elected

a vice-president. The chairman (H. L. Clarke)

stated it was advisable to open a l)ank account in

the Chase National Bank of the City of New York.

Thereupon, a resolution was adopted, authorizing

its officers and agents to deposit fimds of petitioner

in Chase National Bank of the City of New York,

and to withdraw the same upon checks or instru-

ments, drawn against the account "and made or

signed by H. L. Clarke, President, or signed by

S. R. Burns, Vice President, and countersigned by
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W. C. Michel, Treasurer." The directors further

resolved that Chase National Bank be authorized

to accept, honor, cash, and pay without limit as to

amount, and until written notice of revocation of

the authorit}^ is actually received by said bank, all

checks and other instruments for the payment of

money, including all such instruments [28] ''pay-

able or endorsed to the personal order of the officer

or officers or agent or agents signing on l^ehalf of

this Corporation." At this same meeting, a reso-

lution was adopted accepting Clarke's July 12, 1929

proposal to sell the assets of Mitchell of ( alifornia

to petitioner for $3,100,000 and authorizing its

proper officers to execute all necessary documents

to carry this resolution into effect.

Clarke presented to this meeting a proposal by

Grandeur (of which Clarke was president) to

acquire all of the capital stock of petitioner. This

proposal is in the following form

:

The undersigned hereby offers to purchase

Thirty Thousand (30,000) shares of your capi-

tal stock without par value, being all of your

authorized capital stock, for the sum of Three

Million One Hundred Thousand ($3,100,000)

Dollars in cash, subject to and upon condition

that your Corporation acquires all of the assets

of Mitchell Camera Company, a California

corporation, so that as a result of such acquisi-

tion by your Corporation and the receipt by

your Corporation of such $3,100,000 in cash
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the financial condition of your Corporation

will be at least as good as the financial condi-

tion of Mitchell Camera Company as shown by

the latter Company's balance sheet dated De-

cember 31, 1928, a copy of which is attached

hereto, marked Exhibit "A."

The Exhibit "A" balance sheet referred to is

identical with the balance sheet hereinabove re-

ferred to, and shows net worth of $330,480.50.

By appropriate resolution, the foregoing proposal

of Grandeur was dul}^ accepted by petitioner's board

of directors.

The signature of H. L. Clarke is appended at the

close of these minutes.

On July 27, 1929, a deed was signed by Mitchell

of California, by H. F. Boeger, president, and

George A. Mitchell, secretary, transferring real

property in Los Angeles County, Lot 7 of Tract

5274, from that corporation direct to petitioner.

Also on July 27, 1929, a deed was signed by Heniy

F. Boeger, [29] George A. Mitchell, and their re-

spective wives, transferring real property in Los

Angeles County, Lots 36 and 38 of the Winnetka

Tract, and Lots 7 and 8 of Tract No. 3585, from

those individuals direct to petitioner. Both these

deeds were recorded September 3, 1929. All of this

real estate constituted part of the property included

in the contract of June 6, 1929, to be sold to H. L.

Clarke by Boeger and Mitchell for the consideration

of $1,475,000.
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On July 27, 1929, assignments of patents and

applications for patents were made to petitioner as

follows

:

(a) Mitchell of California, as sole owner,

assigned and transferred its whole right, title

and interest in and to 25 patents.

(b) H. F. Boeger and George A. Mitchell

transferred their two-thirds interest in an ap-

plication for patent for an improvement in

making composite pictures, applied for Janu-

ary 17, 1927, Serial No. 161,639.

(c) George A. Mitchell sold, assigned and

transferred all his right, title and interest in

applications for six patents enumerated therein.

In all, 30 patents and patent rights on which

patents were ultimately obtained, being all the pat-

ents and patent rights belonging to Mitchell of

California, were transferred to petitioner.

Under date of July 29, 1929, a letter was addressed

to Continental Illinois Bank and Trust Co., Chicago,

Illinois, signed by H. F. Boeger, [30] and by H. F.

Boeger, as attorney in fact for George A. Mitchell.

According to its terms, H. L. Clarke has thereto-

fore deposited with the bank the contract dated

June 6, 1929, under which Boeger and Mitchell were

conveying to Clarke or his nominee the real prop-

erty described in the contract, together with all

the assets of Mitchell of California. This letter'

transmitted the deeds to the real property and the

assignments of patents and patent applications
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above referred to, togethei with a bill of sale cover-

ing the personal property described in the contract

of June G, 1929. The letter, in part, states:

The buyer, H. L. Clarke, has heretofore de-

posited with you for the undersigned the sum

of $100,000.00 and will on or about August 7,

1929, or before, dex^osit an additional $1,375,-

000.00 for the undersigned. The above men-

tioned agreement, dated June 6, 1929, provides

for a repurchase agreement to ])e executed by

the buyer for the repurchase of the preferred

stock therein mentioned. Since the transaction

does not involve any stock this provision for

the repurchase agreement will not concern you.

You are hereby instructed to collect for the

undersigned from the buyer i]iterest on the

above-mentioned sum of money, to-wit: $1,475,-

000.00 at the rate of seven per cent, per annum,

from July 1, 1929, until paid and to hold all

of said moneys until further instructions. * " *

Undei* the terms of the June 6, 1929 contract,

the purchasing group was to pay $475,000 in cash

and $1,000,000 in preferred stock of a new corpora-

tion. Clarke notified Boeger and Mitcliell he had

decided to pay all cash. The agreement was con-

summated in cash. The $1,475,000 was not paid

to Boeger and Mitchell until the Fall of 1929.

On August 1 and 2, 1929, a series of concurrent

financial transactions occurred in effectuating the

acquisition by Grandeur of all the capital stock in

petitioner and in consummating the acquisition by
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petitioner through Clarke of all the business and

assets of Mitchell of California. These transac-

tions [31] are summarized, chronologically set

forth, and separately numbered

:

1. On August 1, 1929, G.T.E. received $11,400,000

from the sale of its securities. Of this fund, $2,000,-

000 was used to acquire 50,000 shares, or 50 per

cent of capital stock of Grandeur, and $3,000,000

was used to acquire J. E. McCauley Manufacturing

Company, Strong Electric Company, Ashcraft Au-

tomatic Arc Company and Hall and Connolly, Inc.

(hereinafter referred to as ''the four lamp com-

panies.") Clarke handled these transactions and

had general direction of acquiring this one-half

stock interest in Grandeur, and also of acquiring

the four lamp companies on behalf of G.T.E.

2. On August 1, 1929, Clarke deposited $5,000,000

to his credit at Chase National Bank, New York,

New York, resulting in a balance in his account on

that date of $5,025,024.29.

3. On August 1, 1929, H. L. Clarke issued two

checks payable to William Fox for the acquisition

by Fox of the other one-half interest in Grandeur.

These checks drawn on Chase National Bank, signed

by H. L. Clarke, are in the respective amounts of

$1,625,000 and $375,000, aggregating $2,000,000,

and are endorsed by Fox "For Deposit." Clarke's

account at Chase National Bank discloses a with-

drawal of $2,000,000 on August 2, 1929, bearing a

notation "cc" (certified check).

4. William Fox acknowledged receiving the two

checks aggregating $2,000,000 from Clarke, but Fox
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testified that he gave the "Harle}^ Clarke interests"

$2,000,000 of checks in exchange. For the two

checks from Clarke, Fox by check dated August 1,

1929, paid into Grandeur $1,950,000 toward his one-

half interest in its capital stock. Prior to that

date he had put up or given Clarke $50,000 as a

down payment to apply on the [32] jjurchase of

the assets of Mitchell of California. Fox's check

for $1,950,000 is dated August 1, 1929, payable to

the order of Grandeur, drawn on National City

Bank of New York, and signed for William Fox

by his duly authorized agents. The check certified

August 2, 1929, by the National City Bank, is

endorsed "For Deposit and Credit to Account of

Grandeur, Inc." On the same day the Chase

National Baiil^ received payment for the account

of Grandeur.

5. Clarke's account at Chase National Bank simi-

larly discloses a withdrawal of $1,950,000 on August

2, 1929, in addition to the withdrawal of $2,000,000

on the same date for the checks to Fox referred to

in step 3 above.

6. Under date of August 1, 1929, Grandeur issued

its check, drawn on Chase National Bank,

in the amount of $3,000,000, payable to the

order of "Mitchell Camera Corporation," and

signed "Grandeur, Inc., by H. L. Clarke, Presi-

dent." This check is endorsed "For Deposit &
credit to Account of Mitchell Camera Corporation,"

and was honored by the Chase National Bank

August 2, 1929.

7. The bank account of petitioner at Chase
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National Bank shows a deposit of Grandeur's check

in the amoimt of $3,000,000 on August 2, 1929. On
the same date it shows a withdrawal of $3,000,000,

representing a check issued to Clarke, leaving no

balance.

8. On August 2, 1929, H. L. Clarke's account at

Chase National Bank shows a deposit of petitioner's

check for $3,000,000. This deposit is credited on

the bank statement immediately prior to Clarke's

withdrawals on the same date of $2,000,000 and

$1,950,000, referred to in steps 3 and 5 above. [33]

After the consummation of these check transac-

tions on August 1 and 2, 1929, G.T.E. owned one-

half of the capital stock of Grandeur, at a cost of

$2,000,000, and William Fox owned the other half

at no cost to him. Grandeur, in turn, owned and

continued to own all the capital stock of petitioner

through the taxable year 1941.

The consolidated statements of assets and liabili-

ties as at July 1, 1929, and December 31, 1929, at-

tached to the 1929 consolidated income tax return

filed by Grandeur and petitioner, disclose that

Grandeur had $4,000,000 capital stock outstanding,

represented by 100,000 shares common stock—no-

par value, and that Grandeur owned the entire

capital stock of petitioner, carried at a book value

of $3,100,000. The July 1, 1929 statement of assets

and liabilities discloses that Grandeur retained

$900,000 undisbursed cash to be used as working

capital.

The amomit of $1,475,000 paid to acquire the

business and assets of Mitchell of California was
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obtained by Clarke from G.T.E. out of its $11,400,-

000 fund. Clarke had deposited $100,000 on or

before July 1, 1929, under the agreement of June 6,

1929, of which Fox had advanced $50,000. Fox

was later reimbursed for his $50,000 advance by

the check for $2,000,000 dated August 1, 1929, re-

ceived in exchange for his $1,950,000 check. Clarke

paid the balance due under the June 6, 1929 con-

tract, $1,375,000 plus interest, $14,627.58, total

$1,389,627.58, on August 24, 1929.

Out of G.T.E. 's $11,400,000 fund, $3,000,000 was

paid to Clarke to acquire the four lamp companies.

To acquire these companies, Clarke paid an aggre-

gate of $1,757,422.93, the individual amounts paid

being as foUow^s : [34]

J. E. McCauley Manufacturing Co $1,131,422.93

Strong Electric Company 316,000.00

Ashcraft Automatic Are. Co 150,000.00

Hall and Connolly, Inc 160,000.00

Total $1,757,422.93

In addition to the two checks aggregating $2,000,-

000 which (larke gave Fox, Clarke also gave Fox

25,000 shares of G.T.E. stock, at $30 per share, with

a repurchase agreement, valued at $750,000. G.T.E.

had approximately 2,000,000 shares of stock out-

st-andmg.

Grandeur and petitioner filed a consolidated in-

come tax return foi* the period July 1 to December

31, 1929, reporting a consolidated net income of

$233,796.07 and a tax liability of $25,717.57. This

return is sworn to by H. L. Clarke, president. A
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notation attached thereto reads: ''Grandeur, Inc.,

purchased the entire capital stock of Mitchell Cam-

era Corporation as of July 1, 1929. '

' The statement

of assets and liabilities for petitioner ''as of July

1, 1929," includes net tangible assets $239,821.05,

good will $2,805,157.59, patents $55,021.36, and capi-

tal stock outstanding $3,100,000, and is as follows:

Assets Liabilities

Land ..$ 35,535.40 Capital stock
Buildings 73,938.48 represented by

Machinery and 30,000 shares

Equipment .. 91,008.70 common — no

Land held for par value $3,100,000.00

sale 2,050.32 Reserve for de-

Patents .. 55,021.36 preciation 12,760.82

Good Will .. 2,805,157.59 Accounts pay-

Accounts able 2,815.00

receivable .— 2,815.00 Accrued payroll.. 847.80

Inventory 50,896.77

Totals ..$3,116,423.62 $3,116,423.62

The December 31, 1929 statement of assets and

liabilities of petitioner attached to the 1929 return

discloses the values of good will and patents re-

ported at $2,805,157.59 and $52,961.28, respectively.

A deduction for depreciation on all assets of $7,-

765.94 was claimed by petitioner in the return for

the period July 1 to December 31, 1929. No adjust-

ment of the depreciation claimed in the return was

made by the respondent.

The 1930 consolidated income tax return of

Grandeur and petitioner reported a net income of

$84,213.47. Patents were reported at a net value
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of $52,961.28 at the begimiing of the year; and at

a value of $92,768.11 less a reserve for depreciation

of $42,028.91, or a net value of $50,739.20 at the

end of the year. A value of $2,805,157.59 was re-

ported for "Good Will, Franchise Rights, and

Going- Concern Value" at both the beginning and

end of the year. The deduction for depreciation of

patents claimed on the return was $5,347.98 (ap-

proximately l/17th of average basis of $92,518.61).

The 1931 consolidated income tax return of

Grandeur and petitioner reported patents at a value

of $92,768.11 less a reserve for accumulated de-

preciation of $42,028.91, or a net value of $50,-

739.20 at the beginning of the year, and at a value

of $94,833.11 less a reserve for depreciation of

$47,514.16, or a net value of $47,318.95 at the end

of the year. A value of $2,805,157.59 was reported

for "Good Will, Franchise Rights, and Going Con-

cern Value" at both the beginning and end of the

taxable year. The deduction for depreciation of

patents claimed on the return was $5,485.25 (ap-

proximately l/17th of $94,833.11).

The Revenue Agent in reports dated March 3,

1932, and April 10, 1933, proposed deficiencies based

on revisions of consolidated net incomes reported

for [37] 1930 and 1931, respectively, on issues other

than depreciation of patents. These deficiencies and

net incomes were subsequently redetermined by al-

lowances to petitioner of additional depreciation of

$90,082.52 for 1930, and $89,945.25 for 1931, on the

])atents acquired at organization, the revised basis,

life, amortization allowable, and additional patent
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depreciation allowances being computed in Rev-

enue Agent's letter to Grandeur, dated January 5,

1934, as follows:

Total paid into Grandeur, Inc., by

Harley Clark and William Fox.. $ 4,000,000.00

Paid by Grandeur for net assets of

Mitchell Camera Co. of Califor-

nia 3,100,000.00

Balance— Cash remaining in

Grandeur $ 900,000.00

Cost of assets—Mitchell Camera

Co. of California as above $ 3,100,000.00

Net assets claimed other than good

will 294,842.41

Good will and intangibles $ 2,805,157.59

Actual value paid by Harley Clark

[sic] for total assets per letter to

"Continental Illinois Bank and

Trust Co," Chicago, 111. Photo-

static copy with 1930 revised

schedules $ 1,475,000.00

Less Net assets other than good

will 294,842.41

Considered as value of patents $ 1,180,157.59

Life 12.36666 years—amortization

allowable $ 95,430.50

Year 1930 Year 1931

Amortization allowable (above) $ 95,430.50 $ 95,430.50

Amortization allowable per return 5,347.98 5,485.25

Additional $ 90,082.52 $ 89,945.25

Grandeur and petitioner agreed to revised de-

ficiencies computed on the basis of the foregoing

additional depreciation of patent allowances, evi-

denced by the tiling of a waiver of restrictions on
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assessiiient and collection of deficiencies in taxes

amounting to $4,075.84 for 1930, and $471.17 for

1931. This agreement, executed on Treasury De-

partment Form 870, dated December 22, 1933, is

signed for Grandeur and Affiliated Companies by

"William Fox, Pres." and was accepted by Bureau

letter dated April 19, 1934.

Prior to the closing of the returns for the tax-

able years 1930 and 1931, Grandeur and petitioner

had filed a consolidated return for 1932 reporting

a net loss of $102,819.84. In statements of assets

and liabilities attached to this return, the value of

good will of petitioner was reported at $1,555,157.59

as at the beginning and end oc the year, and the

value of patents was reported at $1,344,833.11 as

the beginning, and at $1,345,909.91 as at the end

of the year. These figures reflected a write-down

of $1,250,000 in the good will account and an identi-

cal write-up of that amount in the patent account,

compared with 1931 closing balances as follows

:

Good Will Patents

Opening 1932 balances $1,555,157.59 $1,344,833.11

Closing 1931 balances 2,805,157.59 94,833.11

(Decrease) or increase ($1,250,000.00) $1,250,000.00

Petitioner reported details for patents in the

depreciation schedule on its 1932 return as follows:

Depreciable patent value $1,345,909.91

Dei)reciation on patents allowed (or al-

lowable) in previous years $ 291,787.71

Depreciation deducted taxable years $ 106,676.73

The depreciation deducted by the petitioner on

its 1932 return was not changed by the respondent.
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In statements of assets and liabilities attached to

its 1933, 1934, 1935, 1936, 1937, and 1938 income tax

returns, petitioner reported the following values of

good will and patents as at the beginning and end

of each taxable year:

Goodwill Patents

January 1, 1933 $1,555,157.59 $1,345,909.91

December 31, 1933 1,555,157.59 1,350,363.26

December 31, 1934 1,555,157.59 1,353,084.58

December 31, 1935 1,555,157.59 1,353,816.58

December 31, 1936 1,555,157.59 1,354,146.58

December 31, 1937 1,555,157.59 1,354,636.94

December 31, 1938 1,555,157.59 1,354,710.04

For the taxable years 1933 through 1938, inclu-

sive, the following depreciable patent values, de-

preciation on patents allowed (or allowable) in

previous years, deductions for depreciation of pat-

ents, and net losses were reported on income tiix

returns filed by petitioner:

Depreciation

allowed (or Depreciation Net
Depreciable allowable) Taxable Losses
Patent Values Previous Years Tear Reported

1933 $1,350,363.26 $398,463.44 $106,885.24 ($93,726.56)

1934 1,350,363.26 505,348.68 107,068.24 ( 78,281.83)

1935 1,350,363.26 612,416.92 107,139.43 ( 65,964.83)

1936. 1,354,146.58 719,556.35 107,175.31 ( 3,619.65)

1937 1,354,636.94 826,731.66 107,203.46 ( 32,630,05)

1938 1,354,710.04

Total

933,935.12 107,223.12 ( 17,495.03)

..$642,694.80

The depreciation deductions claimed by the peti-

tioner for 1933 to 1938, inclusive, were not changed

by the respondent.

In statements of assets and liabilities attached to

its 1939, 1940 and 1941 income tax returns petitioner
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repoited the following values of good will and pat-

ents at the beginning and end of each taxable year:

Goodwill Patents

January 1, 1939 $1,555,157.59 $1,354,710.04

December 31, 1939 1,555,157.59 1,355,160.04

January 1, 1940 $1,555,157.59 $1,355,160.04

December 31, 1940 1,555,157.59 1,356,145.04

January 1, 1941 None $ 105,895.54

December 31, 1941 $1,680,021.36 1,198,892.12

For the taxable years 1939, 1940, and 1941, the

following depreciable patent values, depreciation on

patents allowed (or allowable) in previous years,

deductions for depreciation of patents, and net

losses were reported in returns filed by petitioner:

Depreciation
allowed (or Depreciation Net

Depreciable allowable) Taxable Losses
Patent Values Previous Years Year Reported

1939 ....$1,355,160.04 $1,041,158.24 $102,171.42 ($87,952.61)

1940 .... 1,355,160.04 1,143,329.66 102,228.75 (163,282.50)

1941 .... 1,198,892.12 1,097,000.46 94,605.94 ( 7,121.24)

In the notice of deficiency the respondent deter-

mined that the basis for computation of allowable

depreciation of the group of j^atents and patent

applications acquired on July 27, 1929, was $1,180,-

157.59; that the said amount is recoverable through

depreciation allowances over the average life of

the entire grouy^ of patents, namely 12.3666 yeais

from July 27, 1929, and that for the taxable years

1939, 194^, and 1941 petitioner is entitled to deduc-

tions of [40] $96,363.16, $50,162.34, and $1,027.78,

resj>ectively, as allowable depreciation of patents,

computed as follows:
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H. F. Boeger was elected vice-president of peti-

tioner at a meeting of the board of directors held

August 2, 1929. For the year 1930 Boeger received

a salary from petitioner of $25,000. H. F. Boeger,

George A. Mitchell, and William Fox were elected to

the board of directors of petitioner at such meeting.

These same individuals continued to serve as direc-

tors at the March 16, 1932 meeting. George A.

Mitchell has continued to be employed by petitioner

as engineer in charge of production and develop-

ment. He was emj^loyed for a period of approxi-

mately five years from the date of incorporation at

a salary of $25,000 a year.

Messrs. Boeger and Mitchell entered into an

agreement not to engage in or become interested

directly or indirectly as individuals, partners, di-

rectors, officers, or employers, in any motion-picture

camera business other that with the buyer, or with

petitioner, for a period of five years from the date

of the Jime 6, 1929 agreement.

During 1929 H. L. Clarke was the controlling

stockholder of G.T.E.; was president of G.T.E., of

Grandeur, and of petitioner.

For the taxable years 1939 and 1940, petitioner

deducted on its returns as ordinary and necessary

business expenses the respective amounts of $11,-

161.88 and $1,574.17 designated "New York Office

Expenses," which the respondent disallowed. These

expenditures constitute ordinary and necessarj^

business expenses to the extent of $10,255.11 for

1939 and $1,050.65 for 1940.
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Certain other expenditures made and entered on

its books in 1939, 1940, and 1941, in the respective

sums of $1,637.49, $1,583.71, and $3,836.61, were or-

dinary and necessary expenses of the business.

OPINION

The principal issue is the basis for depreciation

of certain patents acquired by petitioner in 1929

upon its organization and included in the aggregate

of assets, tangible and intangible, consistituting all

the property and going business of Mitchell of

California. Respondent asserts that basis to be

$1,180,157.59, while petitioner contends for a basis

of $2,860,178.95.

We have set out in our findings the facts in con-

nection with the sale by Mitchell of California of

all of its business and its acquisition by petitioner.

Briefly stated, these facts are : Clarke and Fox had

been associated in some work in developing a wide

film camera know as "Grandeur." On May 24, 1929

they agreed in writing that a corporation would

organized under the name of Grandeur, to engage in

the business of "purchase, sale, lease and/or license

of motion picture propectors, cameras and/or equip-

ment or devices to be used in connection with mo-

tion picture projectors." This company was to pay

out of its first earnings $1,000,000 to Fox and $500,-

000 to Clarke as reimbursement for their "expendi-

tures, labor, overhead, and services for research

work in the development of the wide film art.
'

'

On the next day a second agreement was executed

by the parties, evidencing the fact that Clarke was
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negotiating for the purchase of the business of

Mitchell of California, In this instrument it was

agreed that the purchase, if effected by him, was

to be "for the benefit of a corporation to be organ-

ized by us—either independently operated by us or

shall be wholly owned subsidiary of Grandeur, Inc.
'

'

Following this, Clarke negotiated the purchase

of all the assets and business of Mitchell of Cali-

fornia for an agreed consideration of $1,475,000.

The instrument effecting the conveyances were

drawn to petitioner herein, and placed in escrow.

Clarke deposited $100,000 with the escrow agent

and the balance of the purchase price was to be

paid upon the delivery of the deeds and assign-

ments. The deposit was furnished equally by Fox

and Clarke. It constituted, so far as this record

reveals, the only personal funds of these individuals

used in the course of the series of involved trans-

actions which followed.

Clarke and Fox caused three corporations to be

organized, General Theaters Equipment, otherwise

here referred to as G.T.E., Grandeur, and peti-

tioner, Mitchell Camera Corporation. Clarke was

president of all three corporations with authority

to act for them and disburse their funds. [43]

On July 12, 1929, the day of the incorporation

of petitioner, Clarke, as an individual, made an

offer to petitioner to sell it the assets and business

of Mitchell of California for $3,100,000, which offer

was accepted. Nothing was done toward closing the

transaction with Mitchell of California until August

1, 1929. On that date G.T.E. came into possession
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of $11,400,000 ill cash, from the sale of its securities.

Arrangement had been made for its acquisition of

several "lamp companies," not here involved.

Clarke conducted the arrangement for these acquisi-

tions. The sum of $2,000,000 was paid by G.T.E.

into Grandeur, for one-half of the latter 's capital

stock. Clarke had $5,000,000 of G.T.E. funds paid

into his personal bank account, which prior thereto

had a balance slighty in excess of $25,000. There-

upon Clarke ''gave" Fox a check for $2,000,000 of

these G.T.E. funds, and Fox paid this amount into

Grandeur, for the remaining one-half of its capital

stock. Clarke then had Grandeur give petitioner its

check for $3,100,000 of the total of $4,000,000 stand-

ing to its credit. For this Grandeur received in

return all of the capital stock of petitioner. There-

upon Clarke had petitioner give its check for $3,100,-

000 to him personally which he used to reimburse

himself and Fox for their $100,000 deposit and to

pay the balance of $1,375,000 due Mitchell of Cali-

fornia for its assets and business.

Included in the assets acquired from Mitchell of

California were some 30 patents and patent appli-

cations upon which patents were later issued. There

is no evidence that in the negotiations or at any

time in connection with the transactions effecting

this purchase was any amoimt of the total purchase

price allocated as paid for these patents. Petitioner

now contends that outside of certain tangible assets

of Mitchell of California, having an agreeed value

of $239,821.05, there was nothing of value except

the patents conveyed. It insists that Mitchell of
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California had no good will or other intangible asset

of any value and the only thing desired or consid-

ered as having value were the patents in question.

It argues that the total consideration paid by peti-

tioner, $3,100,000, must be accepted as paid for

all of the assets acquired, and to the patents there

be allocated a cost of this amount less the agreed

value of other tangible assets in the sum of $239,-

821.05.

The record shows this is not the first occasion an

investigation has been made to determine the actual

basis to petitioner for depreciation purposes of the

patents acquired in this transaction.

Petitioner in its statement of assets and liabilities

attached to its first return filed for the period July 1

to December 31, 1929, reported patents as having a

cost basis as of December 31, 1929 of $52,961.28, and

good will as having a cost basis of $2,805,157.59. In

that return it deducted depreciation on all depre-

ciable assets in the sum of $7,765.94. In the return

for 1930, patents were reported as having the same

basis, $52,961.28, at the beginning of the year, and

$92,768.11 less a reserve for depreciation of $42,-

028.91, or a net value of $50,739.20 as of the close

of the year. A value of $2,805,157.59 was reported

for "Goodwill, Franchise rights and Going Con-

cern value" at both the beginning and end of the

year. The return for 1931 rej^oi-ted the same value

as from the first of $2,805,157.59 for good will,

franchise rights and going concern value and the

patents at a basis of $92,768.11 less a reserve for ac-

cumulated depreciation of $42,028.91 or a net value
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of $50,739.20. These are the respective costs for

good will and patents entered on petitioner's rec-

ords upon their acquisition. Thus, the assumption is

not unreasonable that these values reflected its then

opinion of the relative value between patents and

good will to be used as the basis of allocation to

each of the total amount paid for the aggregate.

In 1932, upon audit of petitioner's returns for

1930 and 1931, deficiencies were proposed for those

years. A controversy arose as to the correct portion

of the total contract price allocable to the patents

acquired. It is significant also that this controversy

took place at a ]:»eriod when the transactions in-

volving the acquisition of these assets and all of the

details in connection therewith were fresh in the

minds of the parties. All the records made avail-

able in the present T)roceeding were undoubtedly

available to the officers and agents of petitioner and

the respondent in that investigation. Conditions

making for accurate determination existed then

rather than now after the lapse of years.

As a result of this investigation and the confer-

ences between the representatives of respondent and

petitioner, the amount of the total cost to be ascribed

to the patents in question was fixed as the amount

at which Mitchell of California sold all of its prop-

erties, namely: $1,475,000, less $294,842.41, which

was fixed as the value of the assets other than good

will and patents. The resulting figure, $1,180,157.59,

was accepted by petitioner as the basis for com-

puting depreciation upon its patents which, it was

further agreed, should be depreciated upon the
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average life method and upon a life of 12.3666

years. Upon this agreed basis, the depreciation

deductible by petitioner was recomputed, resulting

in a depreciation allowance of $95,430.50 for each

of those years as against the deductions of slightly

over $5,000 taken on its returns by petitioner in

each of the years. [46]

Following this controversy, petitioner in each

of the ensuing years used the same basis for de-

preciation of the patents and took the benefit of

the deductions computed thereon. No question was

raised as to the correctness of this basis until the

taxable year before us. That correctness is now

attacked because of the fact that respondent in de-

termining the deficiency for the taxable year 1941

has computed the total depreciation '^allowed or

allowable" in prior years on the agreed basis of

$1,185,157.59 on an average life of 12.3666 years

from July 27, 1929, the date of acquisition of the

patents. This computation resulted in deductions

for 1939, 1940, and 1941 of $96,363.16, $50,162.34,

and $1,027.78 as against the deductions taken on

the returns of petitioner for those years of $102,-

171.42, $102,228.75 and $94,605.94, respectively. The

basis formerly agreed upon and used during the

years having been exhausted, petitioner now seeks

a larger basis and a different formula.

The burden, of course, is upon petitioner to show

error in the basis for depreciation used by respond-

ent in determining the deficiency. It would require

very convincing proof here that the basis reached

by the parties upon their investigation of the facts
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at a time when all the circumstances were fresh

in their memories and thereafter used for more

than 10 years was incorrect. The evidence does

not convince us that such basis was not a proper

one. We do not agree that the assets and business

of Mitchell of California had value represented only

by its patents and certain other tangible property.

Rather the evidence indicates to us that there was

very substantial vahie in the good will and going

business value of that concern. We cannot rec-

oncile the statement that at the time the assets of

Mitchell of California were acquired it was realized

that such company had no good will or going busi-

ness value with the fact that petitioner entered on

its books a total amount of $2,805,157.59 as repre-

senting what it had paid for these intangibles.

Mitchell of California was a successful corporation

operating a very prosperous business. The trade

recognized that this company produced the best

motion-picture cameras available. At the time of ac-

quisition it had on hand a large backlog of un-

tilled orders. That its name was recognized in and

as having value in the trade is shown, w^e think,

by the fact that it was taken and used by petitioner.

Clarke purchased all the business and assets of

Mitchell of Calfornia for the account of petitioner

for an agreed consideration of $1,475,000. That was

the amount the seller received. This was an arm's

length transaction and the only one, we think, which

can be so characterized. The other transactions car-

ried out by Clarke and Fox, through the three

corporations they organized, were ones in which
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the individual as such dealt with himself as presi-

dent of a corporation. Thus it is evident to us

that the price stated in the contract of purchase

by petitioner might bear little, if any, relation to

what actually was paid for the assets acquired, even

though the full amount was paid from the treasury

of the acquiring corporation. The manner in which

the transaction was consummated does not establish

the fact that petitioner actually paid $3,100,000 for

the assets it acquired. This record does not con-

vince us that the indirect method used for carrying

out the transaction was not merely a means of chan-

neling certain proceeds from the sale of securities

by G.T.E. to Clarke and Fox through their control

of the corporations they organized. Certainly it is

not established that the difference between the pur-

chase price paid Mitchell of California and the

$3,100,000 actually paid by Clarke to himself from

the funds of petitioner was paid as consideration

for the assets. We hold that petitioner has not

proved that its actual cost of the assets and business

of Mitchell of California was in excess of $1,475,000.

In this connection it is noted the contention is

made that in addition to this amount large sums

were paid as "commissions" in connection with the

deals, and that these must necessarily be considered

as additional cost. To whom they were paid or for

what service rendered, we are not advised. These

commissions are vaguely described as aggregating

in amount somewhere between three hundred fifty

and four hundred thousand. At a hearing before

the Senate Committee on Banking and Currency,
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the evidence was that $100,000 was paid as com-

inissioRs for the acquisition of not only the assets of

Mitchell of California but of other corporations ac-

quired b}^ G.T.E. There was no showing that any

part of this $100,000 was paid in connection with

the transaction here in question. We think more

evidence than this is required upon which to base

a finding of additional cost by reason of commissions

paid. [49]

Petitioner contends that even if we find the actual

cost to petitioner of the assets and business of

Mitchell of California was only $1,475,000, the com-

putation under which the allocation of cost was

originally made in the investigation in 1932 is

subject to correction in one respect. It is pointed

out that the amount of $1,180,157.59 fixed by res-

pondent as the cost of the patents was arrived at

as the difference between $1,475,000 and a value

of $294,842,41 assigned to net assets other than

good will. Petitioner says it is here stipulated that

the value of net tangible assets received from Mitch-

ell of California was only $239,281.05, and conse-

quently a correct computation upon the basis used

by the parties at that time would increase by $55,-

021.36 the base then used for depreciation. This

contention can not be sustained. That amount, $294,-

842.41, was computed as the cost of net assets other

than good will, whereas the value of $239,821.05

which petitioner asks be substituted is the stipulated

value of net tangible assets. We think the record

amply demonstrates that intangible assets of sub-

stantial value exclusive of good will were received
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among the assets acquired from Mitchell of Califor-

nia. One of these intangible assets was the agree-

ments of the two organizers and operators of

Mitchell of California not to engage in its line of

business for a period of years. Another such asset

was its large backlog of contracts. These might well

have been worth the difference in the above two

figures.

Petitioner further contends the formula used by

it and by the respondent over all the years in

computing allowable depreciation is incorrect. The

patents in question, approximately 30 in number,

had varying lives. Having been acquired as a whole,

no basis existed for the allocation of an individual

cost to each. Hence, the formula based on the

average remaining life of the patents computed at

12.3666 years was used. It was [50] then apparent

such formula would exhaust the depreciation basis

of the aggregate of patents prior to the expiration

of the longest-lived patent. Such formula has been

consistently applied. Petitioner has taken deprecia-

tion each year upon such basis, thereby exhausting

the entire basis prior to the taxable year. It now

requests use of a formula approved in Simmons Co.,

8 B.T.A. 631. Petitioner argues that the only correct

method of computing depreciation exhausts the basis

ratably over the entire life of the asset and that

this result is accomplished only by use of the

formula approved in that case. In that case, the

taxpayer had purchased 113 ])atents in one group.

We there approved a deduction for depreciation for

each year of that ])ortion of the total cost which

bore the same relation to such total cost as the life
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of the patents which expired in each year bore to

the total unexpired life of the group on the date

of acquisition. It is urged our decision there must

be construed as a disapproval of the average life

formula here used. However, in the Simmons case,

no dispute existed between the parties as to the for-

mula used. We merely held that the agreed formula

there used would be accepted since it appeared to

result in that which the statute directed, namely:

** reasonable allowance for depreciation."

The statute does not provide a formula. It

appears to us that the use of the average life

formula in the instant case results in a reasonable

allowance. That was the view of the parties in

adopting and using it consistently over the years.

Petitioner in each such year has been allowed the

deduction for depreciation thus computed. We have

recognized [51] such formula as proper in other

cases. Union Metals Mfg. Co., 4 B.T.A. 287; Pro-

phylactic Brush Co., 25 B.T.A. 676; Syracuse Pood

Products Corp., 21 B.T.A. 865. Having taken this

depreciation, petitioner cannot now, after the

exhaustion of its basis, recompute its allowances

according to another formula. Virginian Hotel

Corp. V. Helvering, 319 U. S. 523.

In determining the deficiencies respondent disal-

lowed certain deductions denoted **New York Office

Expenses" for 1939 and 1940 and ''Special

Expenses" for 1939, 1940, and 1941. We have found

the correct amounts of these items for each year

and that they were ordinary and necessary business

expenses. It follows that such amounts are deduc-



68 Mitchell Camera Corporation vs.

tible. Section 23, I.R.C. The total of these expense

deductions claimed for 1939 has been reduced by

$100 as constituting not an expense but a donation to

the Hebrew Aid Society and no deduction for such

contribution is permissible since petitioner had no

net income in 1939. Section 23, I.R.C.

Decision will be entered under Rule 50.

Entered June 24, 1947.

[Seal]

The Tax Court of the United States

Docket No. 8058

MITCHELL CAMERA CORPORATION,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DECISION

Pursuant to the Memorandum Findings of Fact

and Opinion of the Court entered in the above-

entitled proceeding June 24, 1947, the respondent

having filed his computation on August 26, 1947,

and the petitioner having filed its acquiescence

therein on Septembei- 4, 1947, it is

Ordered and Decided that for the year 1941 there

is a deficiency in income tax of $47,720.78, and no

deficiency in declared value excess-profits tax.

Entered Sept. 9, 1947.

[Seal] /s/ J. RUSSELL LEECH,
''• Judge.
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[Title of Tax Court and Cause.]

MOTION TO VACATE AND SET ASIDE THE
MEMORANDUM FINDINGS OF FACT
AND OPINION

Comes now the petitioner, Mitchell Camera Cor-

poration, by Harry Friedman, its counsel, and

moves the Tax Coui't of the United States to vacate

and set aside its memorandum findings of fact and

opinion entered June 24, 1947, and in support of

said motion states as follows:

1. That the Tax Court of the United States is

an agency of the Grovernment of the United States

within the meaning of Section 2 of the Administra-

tive Procedure Act (Chapter 324—Public Law 404)

and James Russell Leech, Judge of the Tax Court

of the United States, is the presiding officer of that

agency within the meaning of Sections 7 and 8 of

the Administrative Procedure Act. See The Lincoln

Electric Co. vs. Commissioner, Sixth Circuit Court

of Appeals—decided June 5, 1947. (1947 CCH
Tax Reporter, Paragraph 9282.)

2. That on October 22nd and 23rd, 1946, a hear-

ing was held in Docket No. 8058 at Washington,

D. C, which hearing was presided over by said

James Russell Leech, Judge of the Tax Court of

the United States. [54]

3. That on June 25, 1947, petitioner, through

its counsel, received a copy of the memorandum
findings of fact and opinion in Docket No. 8058
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dated Jiine 24, 1947, by United States mail from

the said Court.

4. That said memorandum fhidings of fact and

opinion dated June 24, 1947, was an initial decision

of the said Court within the meaning of Section

8 (a) of the Adminstrative Procedure Act, but was

served on petitioner without notice and without

giving petitioner a reasonable time to submit its

objections and exceptions to said initial decision

together with its reasons in support of said objec-

tions and exceptions, pursuant to Section 8 (b) of

the Administrative Procedure Act.

Wlierefore petitioner ])rays:

(1) Tliat the memorandum lindings of fact,

heretofore entered herein dated Jmie 24, 1947, be

withdrawn.

(2) That petitioner be granted a reasonable time

to file its objections and exceptions to the proposed

findings of fact and opinion, jjursuant to the Ad-

ministrative Procedure Act.

Dated: July 23, 1947.

/s/ HARRY FRIEDMAN,
Counsel for Petitioner.

Filed July 24, 1947.

[Endorsed] : Denied July 25, 1947.

/s/ J. RUSSELL LEECH,
Judge.
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In the United States Circuit Court of Appeals

for the Ninth Circuit

T. C. Docket No. 8058

MITCHELL CAMERA CORPORATION,
Petitioner on Review,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent on Review.

PETITION FOR REVIEW AND ASSIGN-
MENTS OF ERROR

To the Honorable Judges of the United States

Circuit Court of Appeals for the Ninth Circuit

:

Now comes the Mitchell Camera Corporation by

its attorneys, Harry Friedman and Birger Tinglof

and respectfully shows

:

I.

Jurisdiction

That the petitioner on review is a Delaware corpo-

ration organized on July 12, 1929, with principal

office at 665 North Robertson Boulevard, Los

Angeles, California, that it filed its federal tax

returns for the year 1941 with the Collector of

Internal Revenue for the Sixth District of Cali-

fornia, Los Angeles, California; whose office is

within the jurisdiction of this Honorable Court;

that the respondent on review is the duly appointed,

qualified, [56] and acting Commissioner of Internal

Revenue, hereinafter referred to as the Cpmmis-
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sioner, appointed and holding his office by authority

of the laws of the United States; that the Court

in which the review of this cause is sought is the

United States Circuit Court of Appeals for the

Ninth Circuit.

Petitioner files this petition for review pursuant

to the provisions of Sections 1141 and 1142 of the

Internal Revenue Code.

II.

Nature of Controversy

On February 27, 1945, the Commissioner of

Internal Revenue mailed to the petitioner a notice

of deficiency in income and declared value excess

profits taxes for the year 1941 in the amounts of

$71,301.66 and $2,177.28, respectively. The determi-

nation of the correct net taxable income of petitioner

for the year 1941 requires the ascertainment of its

correct net taxable income for the calendar years

1939 and 1940 because of the carrj^-over net losses

applicable to those years. The deficiencies asserted

were based on partial disallowance of the deprecia-

tion claimed on patents, and disallowance of certain

"special expenses" and New York office expenses

for the years involved.

1^he Mitchell Camera Company of California

(hereinafter referred to as Mitchell of California)

for a number of years prior to 1929 was engaged

in the business of manufacturing professional

motion picture cameras and accessories for the

large motion picture studios in California. All of
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its business was in patented products manufactured

under patents which it owned. In 1929 the intro-

duction of "sound" motion pictures revolutionized

the motion picture industry and Mitchell of Cali-

fornia became the sole supplier of cameras for the:

major motion picture studios. This was due to the

fact that under its patents it produced a relatively

noiseless camera in comparison with that of its

competitors. Because of the patented features of

the Mitchell camera it was [57] practically impos-

sible to use any other camera in the production of

*' sound" motion pictures.

On June 6, 1929, Harley L. Clarke, entered into a

contract to purchase the assets of Mitchell of Cali-

fornia for $1,475,000.00, part of which was to be

paid in cash and the balance in stock. The terms

of this contract were changed, and Clarke instead

paid to the stockholders of Mitchell of California,

the sum of $1,475,000.00 in cash. Clarke testified

in the Tax Court, as a witness for the Commissioner,

that he paid an additional sum of $350,000.00 to

$400,000.00 in commissions on this purchase, making

the total cost of the property to him at least

$1,825,000.00.

On July 16, 1929, petitioner's Board of Directoi^s

accepted a proposal submitted by Clarke to sell to

petitioner, for $3,100,000.00 in cash, all of the

property which he had acquired from Mitchell of

California. Thereafter, Clarke caused said property

to be delivered to petitioner, and petitioner paid to

Clarke, in consideration therefor, the sum of

$3,100,000.00.
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On May 15, 1945, petitioner filed a petition with

the Tax Court of the United States appealing from

the deficiency asserted by the Commissioner. The

Commissioner filed his answer on June 20, 1945,

and the case, came on for hearing before Judge

Leecli in Washington, D. C, on October 22nd and

23rd, 1946. Petitioner filed an amended petition on

November 4, 1946, to which the Commissioner filed

his answer on November 18, 1946.

On June 24, 1947, the Tax Court entered its

opinion, in which it generally sustained the peti-

tioner's contentions with respect to the special

expense and New Yorlc office expense items, but

ruled for the Conmiissioner on the depreciation

issues. On July 24, 1947, the petitioner by motion

requested the Tax Court to vacate and set aside

it^ findings of fact and opinion on the ground that

the Tax Court is an agency of the United States

withiii the meaning of [58] Administrative Proce-

dure Act (Chapter 324, 60 Stat. 237, Title 5, Ch.

19 USCA), and that petitioner was given no oppor-

tunity as required by that Act to submit objections

or file exceptions to the said o])inion, or "initial

decision," prior to its issuance. The motion was

denied on July 25, 1947.

On Aiigust 26, 1947, the Commissioner filed a

computation in compliance with the opinion of the

Tax Court, in wbich he reduced the asserted income

tax deficienc}^ of petitioner for the year 1941 to

$47,720.78, and eliminated the deficiency in declared

value excess profits tax. Petitioner acquiesced in

this computation, subject to right of appeal. The



Commissioner of Internal Revenue 75

Tax Court entered its final decision in the case on

September 9, 1947, wherein it ordered and decided

that there is a deficiency in income tax of $47,720.78,

and no deficiency in declared value excess profits

tax.

The principal issue in this case concerns the

basis for depreciation of the patents which peti-

tioner purchased from Harley L. Clarke, and which

he in turn had purchased from Mitchell of Cali-

fornia. It is petitioner's position that the proper

basis for depreciation of these patents is $2,860,-

178.95, representing the $3,100,000.00 which it paid

Clarke for the assets formerly owned by Mitchell

of California, less $239,821.05 which is the agreed

value of the tangible assets. The Commissioner

contends that the basis of the patents to petitioner

is $1,180,157.59, representing the $1,475,000.00 which

Clarke paid to Mitchell of California for its assets,

less $294,842.41 which is claimed to be the cost of

the assets other than goodwill.

Other issues concern whether depreciation should

not be spread over the entire statutory life of the

patents, rather than computed on an average life

basis as was done by the Commissioner; whether,

if cost to Clarke is to be considered the basis to

petitioner, there should not be added to such basis

the commissions which Clarke paid in order to

acquire the assets from Mitchell of [59] California;

whether the basis of the patents should not be

adjusted to reflect the amount of annual deprecia-

tion which, on Commissioner's theory would be

correct, where petitioner because of mathematical



76 Mitchell Camera Corporation vs.

error took depreciation in excess of that amount

for the years 1932-1938, but this resulted in its

receiving no tax benefit except for the year 1936;

whether the stipulated value of the net tangible

assets is not the correct figure which should be de-

ducted from the total cost of the assets in arriving

at the cost basis of the patents.

III.

Assignments of Error

The petitioner, being aggrieved by the findings

of fact and conclusions of law contained in the deci-

sion of the Tax Court of the United States and by

its final order determining a deficiency in income tax

of $47,720.78 for the year 1941 desires to obtain a

review by the United States Circuit Court of

Appeals for tlie Ninth Circuit.

The petitioner's assignments of error are as

follows:

1. The Tax Court erred in not holding and

deciding that the cost to ])etitioner of the assets

and
,
business of Mitchell of California was

$3100,000.00.

2. The Tax Court erred in not holding and

deciding tJiat the correct basis for depreciation of

the patents which petitioner acquired when it pur-

chased the assets and business of Mitchell of

California was $3,100,000.00 less the agreed value

of the tangible assets.

3. The Tax Court erred in holding and deciding

that petitioner did not prove that its actual cost of

the assets and business of Mitchell of California was

in excess of $1,475,000.00.
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4. The Tax Court erred in holding and deciding

that the basis for depreciation of patents which

petitioner purchased from Harley L. Clarke is to

be determined by reference to the price which

Clarke paid to Mitchell of California for its busi-

ness and assets. [60]

5. The Tax Court erred in holding and deciding

that the assets of Mitchell of California acquired

by petitioner included substantial value in goodwill

and intangibles other than patents.

6. The Tax Court erred in holding and deciding

that the Commissioner might properly compute

depreciation on the group of patents acquired by

petitioner on the basis of the average life of the

patents, rather than by spreading depreciation over

the entire life of all the patents.

7. The Tax Court erred in not holding and

deciding that depreciation on a group of patents

with varying lives should be computed by allowing

in each year as depreciation that portion of the total

cost of the group of patents which bears the same

relation to the total cost as the life of the patents

expiring in each year bears to the total unexpired

life of the group on the date of acquisition.

8. The Tax Court erred in not holding and

deciding that the $350,000 to $400,000 which the

Government witness, Harley L. Clarke, testified

without contradiction that he paid as commissions

to acquire the assets of Mitchell of California must

be added to Clarke's cost of the assets if such cost

is to be treated as the cost of the assets to

petitioner.
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9. The Tax Court erred in not holding and

deciding that, where petitioner through error took

depreciation for the years 1932 through 1938 in

excess of the amount which on Commissioner's

theory would be correct, but except for the year

1936 received no tax benefit as a result, the basis

for computing depreciation for the years in con-

troversy should be adjusted to reflect the correct

amount of depreciation for earlier years.

10. The Tax Court erred in holding and deciding

that a figure other than the stipulated value of the

net tangible assets might be deducted from the total

cost of the assets formerly o\\Tied by Mitchell of

California in arriving at the cost basis to petitioner

of the patents included in such assets. [61]

11. The Tax Court erred in entering its final

order and decision that there is a deficiency in

petitioner's income tax for the year 1941 of

$47,720.78.

12. The Tax Court erred in that its decision is

not supported by the evidence.

13. The Tax Court erred in that its decision is

conti'ary to the law and regulations.

14. The Tax Court erred in denying petitioner's

motion to set aside its memorandum findings of fact

and opinion for the reason that the Tax Court is an

agency of the United States within the meaning of

the Administrative Procedure Act (Chapter 324,

60 Stat. 237, Title 5, Ch. 19 USCA), and petitioner

was given no opjjortunity as required by that Act

to submit objections or to file exceptions to said

opinion or "initial decision" prior to its issuance.
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Wherefore petitioner prays that the decision of

the Tax Court of the United States be reviewed by

the United States Circuit Court of Appeals for the

Ninth Circuit, that a transcript of record be pre-

pared in accordance with the rules of said Court and

transmitted to the Clerk of said Court for filing, and

that proper action be taken to the end that the

errors complained of may be reviewed by said

Court.

/s/ HARRY FRIEDMAN,
/s/ BIRGER TINGLOF,

Attorneys for Petitioner.

District of Columbia—ss.

Harry Friedman, being duly sworn, deposes and

says

:

I am one of the attorneys for the petitioner in

this proceeding; I have read the foregoing petition

and am familiar with the contents thereof. The

statements contained therein are true to the best of

my knowledge, information and belief. This petition

is not filed for the purpose of delay and I believe

the petitioner is justly entitled to the relief sought.

/s/ HARRY FRIEDMAN.

Subscribed and sworn to before me this 29th day

of October, 1947.

[Seal] /s/ FRANK E. ELDER,
Notary Public.

Filed T.C.U.S. Nov. 3, 1947. [63]
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[Title of Circuit Court of Appeals and Cause.]

NOTICE OF FILING PETITION
FOR REVIEW

To : Commissioner of Internal Revenue, Internal

Revenue Building, Washington, D. C.

Charles Oliphant, Esq., Chief Counsel, Bureau of

Internal Revenue, Washington, D. C.

You are hereby notified that the Mitchell Cam-

era Corporation did on the 3rd day of November,

1947, file with the Clerk of the Tax Court of the

United States, at Washington, D. C, a Petition for

Review by the United States Circuit Court of

Appeals for the Ninth Circuit, of the decision of the

Tax Court heretofore rendered in the above-entitled

cause. A copy of the Petition for Review and the

Assignments of Error as filed is hereto attached

and served upon you.

Dated: November 3, 1947.

/s/ HARRY FRIEDMAN,
Attorney for the Petitioner.

Personal service of the above and foregoing

notice, together with a copy of the Petition for

Review and assignments of error mentioned therein,

is hereby acknowledged this 3rd day of November,

1947.

/s/ CHARLES OLIPHANT, OWS
Chief Counsel, Bureau of

Internal Revenue.

Filed T.C.U.S. Nov. 3, 1947. [64]
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[Title of Circuit Court of Appeals and Cause.]

STATEMENT OF POINTS
Now comes the Mitchell Camera Corporation, the

Petitioner on Review herein, by its attorneys, Harry

Friedman and Birger Tinglof, and hereby asserts

the following errors on which it intends to rely in

this review:

1. The Tax Court erred in not holding and

deciding that the cost to petitioner of the assets

and business of Mitchell of California was

$3,100,000.00.

2. The Tax Court erred in not holding and

deciding that the correct basis for depreciation of

the patents which petitioner acquired when it pur-

chased the assets and business of Mitchell of

California was $3,100,000.00 less the agreed value

of the tangible assets.

3. The Tax Court erred in holding and deciding

that petitioner did not prove that its actual cost

of the assets and business of Mitchell of California

was in excess of $1,475,000.00.

4. The Tax Court erred in holding and deciding

that the basis for depreciation of patents which

petitioner purchased from Harley L. Clarke is to

be determined by reference to the price which

Clarke paid to Mitchell of California for its

business and assets.

5. The Tax Court erred in holding and deciding

that the assets of Mitchell of Cali fornia acquired by

by petitioner included substantial value in [65]

goodwill and intangibles other than patents.

6. The Tax Court erred in holding and deciding
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that the Commissioner might properly compute

depreciation on the group of patents acquired by

petitioner on the basis of the average life of the

patents, rather than by spreading depreciation over

the entire life of all the patents.

7. The Tax Court erred in not holding and

deciding that depreciation on a group of patents

with varying lives should be computed by allowing

in each year as depreciation that portion of the

total cost of the group of patents which bears the

same relation to the total cost as the life of the

patents expiring in each year bears to the total

unexpired life of the group on the date of

acquisition.

8. The Tax Court erred in not holding and

deciding that the $350,000 to $400,000 which the

Government witness, Harley L. Clarke, testified

without contradiction that he paid as commissions

to acquire the assets of Mitchell of California must

be added to Clarke 's cost of the assets if such cost is

to be treated as the cost of the assets to petitioner.

9. The Tax Court erred in not holding and

deciding that, where petitioner through error took

depreciation for the years 1932 through 1938 in

excess of the amount which on Commissioner's

theory would be correct, but except for the year

1936 received no tax benefit as a result, the basis

for computing depreciation for the years in con-

troversy should be adjusted to reflect the correct

amount of depreciation for earlier years.

10. The Tax Court erred in holding and deciding

that a figure other than the stipulated A^alue of the
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net tangible assets might be deducted from the total

cost of the assets formerly owned by Mitchell of

California in arriving at the cost basis to petitioner

of the patents included in such assets.

11. The Tax Court erred in entering its final

order and decision that there is a deficiency in peti-

tioner's income tax for the year 1941 of $47,720.78.

12. The Tax Court erred in that its decision is

not supported by the evidence.

13. The Tax Court erred in that its decision is

contrary to the law and i*egulations.

14. The Tax Court erred in denying petitioner's

motion to set aside its memorandum findings of fact

and opinion for the reason that the Tax Court is an

agency of the United States within the meaning of

the Administrative Procedure Act (Chapter 324, 60

Stat. 237, Title 5, Ch. 19 ITSCA), and petitioner was

given no opportunity as required by that Act to

submit objections or to file exceptions to said

opinion or "initial decision" prior to its issuance,

or to obtain review by the Tax Court of the report

of the Judge who heard the case.

/s/ HARRY FRIEDMAN,
/s/ BIRGER TINGLOF,

Attorneys for Petitioner.

Service of a copy of the within statement of

points is hereb}'' admitted this 2nd day of January,

194...

/s/ CHARLES OLIPHANT, CAR
Chief Comisel, Bureau of

Internal Revenue.

Filed T.C.U.S., Jan. 2, 1948. [67]
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[Title of Circuit Court of Appeals and Cause.]

STATEMENT OF EVIDENCE

The above-entitled proceedings came on for hear-

ing on October 22nd and 23rd, 1946, before the

Honorable J. Russell Leech, Judge of The Tax

Court of the United States. The Petitioner

appeared by its attorney, Harry Friedman, Esquire,

and the Respondent appeared by his attorney, E. M.

Woolf, Esquire.

The proceedings were heard on a stipulation of

facts, oral testimony and documentary evidence.

All of the oral testimony introduced which is mate-

rial and necessary for the determination of the

assignments of error set out by the Petitioner on

Review in his petition for review by this Court of

the decision of the Tax Court, is set out herein in

narrative form.

Statement of Case on Behalf of Petitioner

By Mr. Friedman:

If your Honor please, this is the petition of the

Mitchell Camera Corporation, a Delaware corpo-

ration, organized in July, 1929. The taxable year

involved is the year 1941, but issues are raised as

to the years 1939 and 1940, [68] as well as 1941,

because of the net oj)erating loss carried over for

those two years, which affects the tax year 1941.

The deficiency involved is $71,301.66 in income

taxes and $2,177.28 in declared value excess profit

taxes for the year 1941.

The case involves two sets of issues, the first one

being what we might call the patent issue. The
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controversy with respect to the patents arises out

of the purchase by Mr. H. L. Clarke under an

agreement of July 6, 1929, of all the property of a

California corporation of the same name, Mitchell

Camera Corporation. And I think it might be

better for the sake of clarity to refer to that as the

California corporation, and the Petitioner as the

Delaware corporation.

The evidence will show that Mr. Clarke pur-

chased the property of the California corporation

for $1,475,000.00 in cash, and that he sold that

property to the Petitioner shortly thereafter for

$3,100,000.00 in cash. There is no controversy over

those facts at that point.

The California corporation for a number of years

prior to 1929 was engaged in the business of manu-

facturing motion picture cameras for the large

motion picture producers in southern California.

Its product was protected by a number of patents,

about thirty patents, which we have here. The

superiority of the Mitchell camera depended

entirely upon these patented features.

The evidence will show that without these patents

there would have been no Mitchell camera, nqr a

Mitchell Camera Corporation, because anyone

owning the patents would control the business of

making the Mitchell camera.

The property purchased by Clarke and later

resold to the Petitioner was offered to the Petitioner

in a proposal which provided that he would sell to

the Petitioner all of the business, property and

assets of the California corporation. [69]



86 Mitchell Camera Corporation vs.

The tangible assets consisted of inventories, a

small accounts receivable, land and building and a

small piece of other land, which we are in agreement

on had a fair market value at that time of $239,-

821.05. There is no controversy over the value of the

tangible assets. There is a little difference. In the

deficiency letter the Commissioner used as the value

of the tangible assets a figure of $294,841.41, instead

of the figure we have now stipulated, $239,821.05.

The issue with respect to the patents arises out

of the balance of the purchase price, the difference

between the $3,100,000.00 and the $239,000. The

question there is whether that difference is to be

allocated to patents, the backbone of the California

corporation and the only other asset the California

corporation had, or to something else, good will or

other intangibles, whatever the Commissioner might

claim.

The Commissioner in this case has done this : He
has based our patent cost on the cost paid by Mr.

Clarke to the owners of the California corporation,

rather than the cost which we paid to Mr. Clarke.

He has taken the $1,475,000 which Mr. Clarke paid,

applied against that the value of the tangible assets,

and attributed the balance to i)atents. We say in

that he has erred, that our cost was the $3,100,000.00,

irrespective of what Mr. Clarke may have paid for

the property prior to the time he sold it to the

Petitioner.

The transaction was one transaction in a series

of transactions involving the formation of the Gen-

eral Theatres Equipment Company, and I think the
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Government will attempt to bring that transaction

into the case. We will attempt to show that that

has nothing to do with our particular problem.

We have stipulated that after your decision on

those issues, the question of the amount of net

carry-over from 1939 and 1940 to 1941 may be

settled under Rule 50 of this Court. [70]

Statement of Case on Behalf of Respondent

By Mr. Woolf:

May it please your Honor, the principal issue

involved here, the cost or basis of the patents

acquired by the Petitioner corporation, is not as

simple as counsel for the Petitioner seems to think,

insofar as the Respondent has developed the facts.

I would like to make a short statement of the facts

that the Respondent will admit and I feel which we

will present at the hearing.

In the early part of 1929, Mr. Clarke was

engaged, among other things, in the theatre supply

business. He ow^ned or controlled the International

Projector Corporation, and I think at that time

there was contemplated organizing a corporation,

which was later organized, and which was known as

General Theatres Equipment, Incorporated. Mr.

Clarke, on behalf of himself or on behalf of this

new corporation, was anxious to acquire four so-

called lamp companies. They will be brought out,

—

the names of them will be brought out in the testi-

mony. He was also anxious to acquire, for himself

or on behalf of G.T.E., the Mitchell Camera Corpo-
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ration of California, which owned the patents, or

the stockholders owned the patents or patent rights

at that time.

Mr. Clarke, I believe, had several conversations

with Mr. William Fox, who at that time either

owned or controlled Fox Film Corporation and Fox

Theatre Corporation among other corporations that

were owned or controlled by Fox or the Fox family.

There was some discussion as to whether they

would acquire these corporations or companies

jointly, and whether both parties would have an

interest therein, or just how the transaction should

be handled.

There were several letters exchanged about May
24, 1929,—May 25, 1929, and I believe Mr. Fox

about that time put up $50,000.00. The Mitchell

Camera Corporation of Delaware was to be organ-

ized,—the Petitioner here,—and that corporation

was to hold the patents and all of the properties

of the [71] old Mitchell Camera Company of

California.

A corporation by the name of Grandeur, Incor-

porated, was to be organized. Grandeur, Incorpo-

rated, was to own all of the stock of the Petitioner.

General Theatres Equipment was to own one-half

of the stock of Grandeur, and it later developed

that Mr. William Fox owned the other half of

Grandeur.

There is some question just how the transaction

was handled, as the checks for acquiring the prop-

erties all went the same day, August 1st or 2nd,

1929. In the meantime, Mr. Clarke acquired the
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four lamp companies, and also acquired the prop-

erties, assets, patents and patent applications of

the Mitchell Camera Company of California.

The General Theatres Equipment on August 1,

1929, sold stock and bonds, or securities, for which

it received $11,400,000.00. Of that fund, our infor-

mation discloses that five million dollars was allo-

cated for Mr. Clarke to acquire the four lamp

companies and one-half of the Grandeur stock.

There was some agreement between Mr. Clarke

and Mr. Fox whereby he was to receive this one-

half interest in Grandeur, Incorporated. So Mr.

Clarke acquired Mitchell Camera Company's assets,

patents and patent applications for $1,475,000.00.

I do not believe he ever acquired possession of the

assets, but the assets were transferred to the

Mitchell Camera Corporation of Delaw^are, the Peti-

tioner contends for $3,100,000.00. That transaction

took place within six weeks or so at the time that

Mr. Clarke acquired those assets.

On August 1, 1929, Mr. Clarke gave Mr. Fox a

check—two checks—one for $1,625,000.00 and one

for $375,000.00, making a total of $2,000,000.00. Mr.

Fox gave a check to Grandeur, Incorporated, for

$1,950,000.00, and I believe the difference there was

the credit of $50,000 which he had already put up

with Mr. Clarke, for which he was to receive one-

half of the outstanding stock of the Grandeur

corporation. [72]

Now Mr. Clarke, on behalf of General Theatres

Equipment, which corporation was to acquire the

other half or Grandeur, Incorporated, paid into
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Grandeur, or gave credit to Grandeur, of $2,000,-

000.00. So Grandeur had four million dollars Au-

gust 1st or August 2nd, 1929.

I am not quite sure whether the $3,100,000.00 was

paid by Grandeur directly back to Mr. Clarke, or

whether it went into the Mitchell Camera Corpora-

tion of Delaware, the Petitioner here, and then on

the same day to Mr. Clarke, but the way it ended,

Grandeur had a working capital, had cash, which

we will show by the balance sheet attached to the

return, of $900,000.00. Grandeur in addition owned

all the capital stock of the Mitchell Camera Corpo-

ration, the Petitioner.

Mitchell Camera Corporation didn't keep any of

the three million, one hundred thousand. If they

received it, they received it with the agreement

that they would immediately transfer it over to Mr.

Clarke. So the Respondent's position as to the cost

basis is simply this:
,

The assets and the properties, the patents and

the patent applications, were acquired by Mr.

Clarke, as shown in the Deficiency Letter for

$1,475,000.00. Then a short period before he ever

took possession of those properties they were trans-

ferred to the new corporation at a stepped-up basis

of $3,100,000.00.

General Theatres Equipment only had $5,000,-

000.00 to acquire the four lamp companies and

Grandeur. The money, that part of the five million

dollars which was allotted to acquire Mitchell, went

around in a circle and came back to Clai'ko, who

was a^'ting on behalf, I think, of G.T.E. Mr. Fox
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was given a one-half interest in the Grandeur cor-

poration—what the consideration was will be de-

veloped at the hearing—and the cost of the patents

to Petitioner was the difference between the $1,475,-

000.00 and the tangible assets, or as [73] shown in

the Deficiency Letter, $1,180,157.59.

Grandeur, Inc., filed consolidated returns with

Mitchell Camera Corporation for a few years. In

1934 the question arose as to the years of 1930 and

1931 as to the basis of the patents. Now, confer-

ences were held, protests were filed. The Petitioner

submitted their facts. At that time it was agreed

that the cost basis of the patents was $1,180,157.59.

The Court: Cost basis to whom?
Mr. Woolf : To the Petitioner.

The Court: Who made the agreement?

Mr. Woolf: The Petitioner and the Bureau of

Internal Revenue. In settling the deficiency for the

years 1930 and 1931, they accepted that basis and it

went on to the year 1941. The first time the question

came up was in 1941, as to the new basis now
claimed by the Petitioner.

The Respondent respectfully submits that the

facts clearly show what the cost basis to the Peti-

tioner was. At the time the case for 1930 and 1931

was settled, there was also a question as to the rate

that the patents were to be depreciated or amor-

tized. The petitioner contended that it was 12.366

years. In the petition, there is an allegation that

the Commissioner erred in that allocation. I do not

believe Mr. Friedman mentioned that this morning.

Mr. Friedman: I just overlooked it.
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Mr. Woolf : In the event there is an attempt to

change the method of allocation, which now he

wants to put on a so-called monthly basis, that there

were so many patents in existence during the tax-

able year, and so many months, Respondent takes

the position that it will be necessary for him to

allocate the cost basis that he claims for all of the

patents against each patent, in order that we may

determine the proper depreciation for the years

1939, 1940 and 1941. The only year involved is 1941,

but there are carry-overs from the other two years.

The Court: Just a minute. What rate did Re-

spondent apply in determining depreciation?

Mr. Woolf: The respondent accepted the Peti-

tioner's contention that the cost of the patents was

$1,180,000 plus, and that they should be depreciated

over 12.366 years.

The Court: As an aggregate?

Mr. Woolf: As an aggregate.

The Court: Now, as we understand, on this de-

preciation issue the Petitioner contends that its

basis for the purpose of computing depreciation is

the cost of these patents to the Petitioner, which

they say is three million and odd dollars. As we

understand, that figure is conceded by the Respond-

ent, is that so, that the Petitioner actually paid

Mr. Woolf: No, your Honor.

The Court: The statement was made, as we re-

call it, in the opening statement by counsel for the

Petitioner, that that was conceded. You see, what

we want to get at here, is the basis for depreciation,

except for certain exceptions. Is that so?
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Mr. Woolf : Cost of jDatents.

The Court : That is right.

Mr. Woolf: That is right.

The Court: Now, cost would be the basis here,

unless one of the exceptions should apply, and I

am trying to determine here as to which one or

more of those exceptions the Respondent says these

facts put the Petitioner in. Do you follow my
question?

Mr. Woolf: Yes, your Honor. It is the position

of the Respondent, first, that the petitioner did not

pay three million, one hundred thousand dollars for

the patents. It didn't have three million, one hun-

dred thousand dollars to pay for all of the assets,

including the tangible assets, and, which has not

been mentioned here, good will, patents and tangible

assets. [75]

It is the Respondent's position it is merely a

stepped-up basis from one million four hmidred and

seventy-five thousand to three million, one hundred

thousand; that the difference merely went back to

Mr. Clarke, who really originally acquired the prop-

erties, and the Petitioner corporation never had

that amoimt to acquire the patents.

The Petitioner set the properties up on its books

and attributed $2,805,000.00 to good will on the

books. So the Respondent takes the position, first,

that it didn't have three million one hundred thou-

sand to pay for patents; that Mr. Clarke on behalf

of Gr.T.E. received back the three million one hun-

dred thousand, of which two million had just passed

through Mr. Fox for the purpose of giving him a
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half interest in the Grandeur corporation.

The Court: Well, then, it is your position that

as a lYiatter of fact the Petitioner did not pay this

three million odd dollars for the patents; secondly,

if it did pay it, that part of it was properly allo-

cable to something other than patents?

Mr. Woolf : Good will, or something else—what

Mr. Fox acquired.

The Court: Have I stated that rightly?

Mr. Woolf: That is correct.

Supplemental Statement on Behalf

of Petitioner

Mr. Friedman: I should like to supplement the

opening statement on this question of the basis of

apportioning depreciation. The Commissioner has

used the average life method, 12.366 years. Our

position is that that exhausts the patent base or

cost, whatever it might be, iniov to the expiration

of the life of the patents, and therefore is not a

proper basis; that the correct basis of allocation is

that set by this Court in the Simmons case, 8 B.T.A.

621, where the patents were depreciated over their

full life. You took the total number of months of

the life of* the patents and made a fraction. On top

you used the number oF months wliich expired

within the taxable year. Here the total life of the

patents is 4452 months. 212 months expire within

one taxable year, so [76] the proper depreciation

for that year would ])e 212 over 4452.

Now on the question of this prior agreement,

which your Himor has just heard, it is not the tax-
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payer who is really repudiating that agreement, if

there was such an agreement, because in this case

under the 1934 settlement the life of the patents

would expire some time in the year 1941, and we

would be entitled to depreciation on those patents

on whatever basis we had through the year 1941.

Now in the Deficiency Letter, as your Honor will

notice, we are allowed the depreciation for 1939, we'

are allowed approximately half of it for 1940, and

we are allowed none of it for 1941.

The Commissioner reaches that result by taking

as the depreciation allowed for prior years the

amounts we erroneously took on some of our returns

in those years, but we have not gotten credit for

tax purposes for our real base even on the Com-

missioner's idea.

Further with respect to the settlement, it was not

a closing settlement of any kind. Of course, if it

is wrong it can be corrected by either the Respond-

ent or the Petitioner. It is not res adjudicata in

this case.

The Court: Well, we do not understand it is

being contended it is res adjudicata. Is that your

contention ?

Mr. Woolf: No, your Honor, we have not

pleaded res adjudicata.

The Court : We notice no plea of res adjudicata,

and obviously there was no basis for such a plea.

You have a stipulation.

(Thereupon the Court received and filed the

stipulation of the parties, with Petitioner's Ex-

hibits 1-10, mclusive, attached.)
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Mr. Friedman: If your Honor please, as yon

will see from the stipulation, Mr. Clarke made an

offer to the Mitchell Camera of Delaware on July

12, [77] 1929

The Court: Where are you readmg from?

Mr. Friedman: Exhibit 1, your Honor. Made

an offer to the Mitchell Camera Corporation of

Delaware on July 12, 1931

The Court: 1929.

Mr. Friedman : 1929, offering to sell to that cor-

poration all of the properties, business and assets

of the Mitchell Camera Comi)any, the Califoniia

corporation. And your Honor will see in the next

to the last paragraj^h that: "In consideration of the

foregoing you shall pay to or upon the order of the

imdersigned the sum of $3,100,000 in cash."

That offer was presented to the Board of Direc-

tors. You will see that on Exliibit No. 2. That offer

was presented to the Board of Directors of the

Mitchell Camera Corporation of Delaware at a

meeting held on July 16, 1929. That is beginning

the last paragraph on the second page of Exhibit 2.

"The Chairman then stated that there had been re-

ceived the following proposal from Mr. H. L.

Clarke," and the proposal of July 12th follows.

Then at the top of the next page, that proposal

was accepted by resolution, which reads: "Resolved

that the foregoing proposal be, and the same is,

hereby accepted, and the proper officers of this Cor-

poration be and they are hereby authorized and

directed to execute any and all checks, documents

or papers necessary or proper to carry this resolu-

tion mto effect."
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Then there follows a resolution under which the

Grandeur Company purchased the stock of the

Mitchell Camera Company for $3,100,000 in cash.

I believe the Government has the check which was

paid for that stock. There is no question about the

$3,100,000 having been paid in to the Mitchell Cam-

era Corporation and having been paid out of th^

Mitchell Camera Corporation—no question. [78]
'

Mr. Woolf : On the part of the petitioner, your

Honor.

Mr. Friedman : Well, the proof shows it. Then

the stipulation shows the documents under which

the property was transferred to Mitchell Camera

Corporation, the assignments of patents. Then we

have stipulated a list of patents, together with the

expiration dates, and the total number of unexpired

months of life. That is Exhibit 8, your Honor.

Those are the assignments you have there, 5, 6, 7

and 8. Exhibit 8 is a list of patents with the patent

numbers, the dates of expiration, the term in years,

the number of months which expired prior to De-

cember 31, 1938, and the number of months which

expired in each one of the taxable years, 1939, 1940

and 1941. You will see that some of those patents

do not expire until 1948, 1949, 1943, 1950 and so

on, beyond the year 1941.

And then we also have stipulated here the copy

of agreement under which Mr. Clarke purchased

the property from Mr. George A. Mitchell and Mr.

H. F. Boeger, the o\^Tiers of the California cor-

poration.

If your Honor please, I should like to offer in
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evidence the Patent Certificates referred to in the

stipulation.

The Court: Is there objection?

Mr. Woolf : May I see them? (Same were shown

to counsel.) No objection, your Honor.

The Court: As we notice from the stipulation,

the last identified exhibit attached to the stipulation

is Exhibit 10. Is that right?

Mr. Friedman: Yes, your Honor, No. 10.

The Court: This exhibit will be identified as

Petitioner's Exhibit No. 11, and received as such.

(The documents above referred to were re-

ceived in evidence and marked Petitioner's Ex-

hibit No. 11.) [79]

Mr. Friedman : I should like to call Mr. George

A. Mitchell.

GEORGE A. MITCHELL

called as a witness for and on behalf of the Peti-

tioner, having been first duly sworn, was examined

and testified as follows:

Direct Examination

By Mr. Friedman:

I reside in Pasadena, California. I have been

connected with the motion pictui'e camera business

since 1912. I am employed by the Petitioner as

Engineer in Charge of Production and Develop-

ment. In 1929 and prior thereto I was a stockholder

and officer of the Mitchell Camera Corporation of

California. In June 1929 I owned a % interest in
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(Testimony of George A. Mitchell.)

the Mitchell Camera Corporation of California and

Henry F. Boeger owned the other %rds. I was

engineer in charge of production and development

of the California corporation. I am the inventor

named in the various patents shown in Petitioner's

Exhibit No. 11. In 1929, Mr. Boeger and I sold our

interest in the Mitchell Camera Corporation to

H. L. Clarke. We both continued with the new com-

pany after we sold out. I was engaged as engineer

in charge of production and development, the same

position I had before. In 1929 the Mitchell Camera

Corporation of California manufactured profes-

sional motion picture cameras used by studios. The

new company continued in the same business. Its

products were protected by patents on inventions

owned by me or the corporation. All of the com-

pany's business was in patented products. In 1929

the company's principal customers were the major

studios producing pictures. The studios started to

become important customers of Mitchell Camera

Corporation about the year 1927 when soimd came

into the picture business. We were fortunate enough

to have a camera that was very quiet, compared to

others. So far as I know the studios in 1929 did

not purchase any cameras other than ours. We had

the only camera which could be [80] used with

sound so we became flooded with orders. In 1929

we were far behind in meeting our orders.

We attribute the position of the Mitchell Camera

Corporation in 1929 to patents. We had patent pro-

tection on our products. The business of Mitchell
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(Testimony of George A. Mitchell.)

Camera Corporation was ])ased upon its patents.

Grood will was not a factor in the business in 1929.

Mr. Clarke did not have any interest in the

Mitchell Camera Corporation of California prior to

the time he entered into the contract to buy it. Mr.

William Fox did not o^vn any stock in the Mitchell

Camera Corporation of California.

Cross-Examination

By Mr. Woolf:

Q. Mr. Mitchell, when were you first approached

in regard to the sale of Mitchell Camera of

California ?

A. Well, sir, I don't think I can answer that

question. I was in an engineering capacity, and my
partner, Mr. Boeger, was the business man, and he

handled all of that.

We discussed what we were going to do, and I

knew some of his plans. It was probably in the fall

or winter of 1928-1929, some time in there. My
partner, H. F. Boeger, wanted to get out of busi-

ness. He thought we could sell to DuPont. At that

time I told him that the people who might be in-

terested in buying the business was the Grandeur

Corporation, a company that we had been doing

business with. A man by the name of E. I. Sponable

had been the man that we liad had contact with

regarding the Grandeur Camera, and I told my
partner he might see Sponable who might be in-

terested in the corporation.

My partner went to New York and contacted Mi*.
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(Testmioiiy of George A. Mitchell.)

Sponable, and through rumors we got back in

various ways we heard that he had been introduced

to a man by the name of Harley Clarke. I first

learned early in 1929 or late in 1928 that Mr. Har-

ley Clarke was interested in acquiring the corpora-

tion. The Grandeur [81] Corporation that I

mentioned is the same Grandeur Corporation that'

acquired the stock of the Mitchell Camera Corpora-

tion of Delaware. I didn 't know whether Mr. Clarke

was acquiring the Mitchell Camera Corporation for'

himself, or as agent for somebody else. I haven't

any idea how much was paid for the assets. I know

how much we received, which was $1,475,000.00.

Q. And that was under the contract which we
have stipulated here, June 6, 1929, I believe ?

A. I presume so.

Q. I show you what purports to be a contract of

June 6, 1929, and ask you if that is the contract f

under which Mr. Clarke acquired the assets of the

Mitchell Camera Corporation of California ?

A. Well, as far as I know, yes.

(Thereupon there was offered and received

in evidence as Respondent's Exhibit A a photo-

static copy of document which the witness iden-'

tified as agreement placing in escrow the assets

of the Mitchell Camera Corporation of Cali-.

fornia which the witness and his partner, H. F.

Boeger, agreed to sell to Harley L, Clarke.)

I testified that the properties and assets of the

Mitchell Camera Corporation were sold for $1,475,-

000.00. I had nothing to do with arriving at that
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(Testimony of George A. Mitchell.)

figure. I gave Mr. Boeger power of attorney, and

I didn't instruct him in any way. I was agreeable

to anything Mr. Boeger did. I knew he would look

after my interest. I owned a one-third interest in

the corporation and I accepted that figure.

In connection with the sale of the assets of

Mitchell Camera Corporation of California, Mr.

Boeger and I agreed that we would not engage in

or become interested in any motion 23icture camera

business other than with the buyer or with the

Mitchell Camera Corporation of Delaware for a

period of five years. That was a customary agree-

ment. In 1929 I became an employee of the Mitchell

Camera Corporation of Delaware. I was not an

officer in that corporation, nor so far as I know, a

director. I don't Iviiow who the officers, directors

or stockholders were. Mr. Boeger was the business

manager.

Q. You do know Mr. Clarke paid $1,475,000.00

for all of the assets of the Mitchell Camera?

A. I know we received that amount of money.

Q. Answer this yes or no: Do you know as a

fact what Mitchell Camera Coi'poration of Dela-

ware paid to Mr. Clarke? A. No, sir.

Redirect Examination

By Mr. Friedman:

I was employed by the new corporation for a

period of al)out five years at $25,000 a year. On,

I think, the 28th of June, 1929, Mr. Clarke called

and said that they had decided to pay all cash for
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the assets of Mitchell of California, so that the

agreement was consmnmated in cash rather than

in stock. We got the money in the Fall of 1929;

I think it was about September.

(Witness excused.)

(Thereupon there was offered and received

in evidence as Respondent's Exhibit B the min-

utes of March 16, 1932, Special Meeting of

Board of Directors of Mitchell Camera Corpo-

ration and the minutes of a Special Meeting of

Board of Directors held in New York on

August 2, 1929. There was also offered and

received in evidence, as Petitioner's Exhibit

No. 12, the charter of Mitchell Camera Corpo-

ration of Delaware.)

SIDNEY R. REED

called as witness for and on behaK of Petitioner,

having been first duly sworn, was examined and

testified as follows:

Direct Examination

By Mr. Friedman:

(Thereupon there was offered and received

in evidence as Petitioner's Exhibit 13 the in-

come tax return for the year 1931 filed by

Grandeur, Inc., which was a consolidated re-

turn of Grandeur, Inc., and Petitioner.
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(Testimony of Sidney R. Reed.)

(There was also offered and received in evi-

dence [83] as Petitioner's Exhibit 14 a letter

dated January 5, 1934, from the Internal Rev-

enue Agent in Charge in New York in refer-

ence to his examination of Petitioner's return

for the year 1931.)

My home is in Burbank, California. I am auditor,

accountant and tax consultant and a member of the

accounting firm of Sidney R. Reed & Co. I have

been an accountant for the Petitioner since 1941,

and first prepared its tax return for that year. In

connection with the preparation of that return I

examined into the history of the company from its

inception. I examined the tax returns for prior

years and the Revenue Agent's reports relating

thereto. I have seen the minutes of the Special

Meeting of the Board of Directors held on July 16,

1929, which Minutes are attached to the stipulation

and marked Exhibit 2. I audited the transaction re-

ferred to in those minutes because the Examining

Agent in reviewing the 1941 i-etuni questioned the

amortization which the company claimed. In ex-

amining into the validity of this proposed assess-

ment, I went back to the inceptioii of the company

to establish the proper basis for amortization of

patents. I found that the transactions referred to

in the minutes were consummated.

(Witness temporarily excused.)
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HARLEY L. CLARKE

called as a witness for and on behalf of the Peti-

tioner, having been first duly sworn, was examined

and testified as follows:

Direct Examination

By Mr. Friedman:

I reside at 2603 Sheridan Road, Evanston, Illi-

nois. I was subpoened here as witness for the gov-

ernment in this proceeding. My signature appears

on the proposal which is Petitioner's Exhibit 1,

attached to the stipulation. The next to the last

paragraph of this proposal signed by me and dated

July 12, 1929, says "In consideration of the fore-

going you shall pay to or upon the order of the

undersigned the sum of $3,100,000.00 in cash." That

proposal was accepted by the Petitioner, the

Mitchell Camera Corporation of Delaware. A pro-

posal on the [84] part of Grandeur, Inc., to pur-

chase 30,000 shares of Petitioner, Mitchell Camera

Corporation of Delaware, for the sum of $3,100,000

was also accepted and that transaction was carried

out.

(Thereupon the witness identified his signa-

ture on a photostatic copy of check payable to

the Mitchell Camera Corporation under date of

August 1, 1929, in the sum of $3,000,000.00,

signed by Grandeur, Inc., Harley L. (larke.

President, and endorsed "for deposit and credit

to the account of Mitchell Camera Corporation
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(Testimony of Harley L. Clarke.)

in the C.N.B." This document was offered and

received in evidence as Petitioner's Exhibit 15.)

I received the consideration of $3,100,000.00 re-

ferred to in this proposal.

Mr. Friedman: That is all.

Cr ss-Examination

By Mr. Woolf:

Q. Mr. Clarke, you said you received $3,100,-

000.00. Now let us think back to this transaction.

Did you receive this $3,100,000.00, from Grandeur,

Incorporated, or did you receive this $3,100,000.00

from Mitchell Camera Corporation of Delaware?

—

the Petitioner here?

A. The $3,100,000.00 was received by one of the

companies. I think if you have the other record,

it will show you were it went.

Q. I merely ask you if you remember.

A. No, I do not.

Q. You don't remember whether you received

it from Grandeur? A. No.

Q. Or whether you received it from the Peti-

tioner? A. I do not.

Mr. Woolf: That is all, your Honor.

The Court: You are excused.

(Witness excused.)

The Court: The witness who left the stand tem-

porarily a few minutes ago, will resume the stand.
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SIDNEY R. REED
called as witness for and on belialf of petitioner,

having been previously duly sworn, resumed the

stand and was examined and testified further as

follows

:

Direct Examination

(Continued)

By Mr. Friedman:

After the agent examined the 1941 return I

directed that enti'ies be made on the books of the

Petitioner corporation to adjust the patent account,

the good will account, and the reserve for amor-

tization.

Q. What entries were made by you, Mr. Reed?

A. The patent account was charged with $1,625,-

000.00; the good will, franchise rights and going

concern were credited with $1,625,000.00. The ex-

planation is: "To increase patents cost to actual

amount paid for same at inception of company.

This amount was erroneously charged to good will,

franchise rights and going concern. See Revenue

Agent's report dated January 5, 1934, and protest

on brief filed with Internal Revenue Bureau dated

February 10, 1944." I found that it was necessary

to make these entries because, upon investigation to

determine whether the agent was right, I deter-

mined that the company had acquired no good will

at its inception and that the accountants at that

time should have charged the patent account for

their value, which was the difference between the

value of tangible assets and the consideration paid

for the entire assets. When I made those entries I
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considered the net tangible assets at a figure of

$294,842.41. Now that it has been stipulated that

the net tangible assets were in fact $239,821.05, this

change in the figure would make a difference in the

entries which I made. It would fuither increase

the patent value by a difference of $55,021.36. I

have prepared a computation showing the deprecia-

tion to which the Petitioner should be entitled in

the years 1939, 1940, 1941 on the Commissioner's

figure of $1,180,000.00 (odd) and also on the Peti-

tioner's figure of $2,185,179.59.

Mr. Woolf : I object, your Honor. This merely

is the witness' opinion of what should be the value.

That is the question we are presenting to the Court.

That is for the Court to determine and decide. I

object on that ground, your Honor.

The Court: We overrule the objection, note an

exception to the Respondent, and receive the ex-

hibit, as merely being an expression of opinion of

this witness and which opinion is based upon facts,

evidence of which is already in this record. The

objection is overruled and exception noted for the

Respondent.

(Thereupon the document above referred to

was offered and received in evidence and

marked Petitioner's Exhibit 16.)

Cross-Examination

By Mr. Woolf:

The method which I used in prepaiing Exhibit 16

does not reflect the depreciation j^reviously claimed

on the returns filed by the Petitioner and allowed

by the Commissioner.
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Redirect Examination

By Mr. Friedman:

Q. Mr. Reed, will you please explain your last

answer ?

A. Yes. The books of the company, under the

direction of Haskins and Sells, who audited the

books, were adjusted to conform to the Commis-

sioner's agreement in 1934 in conjunction with the

audit of the 1931 return.

In preparing the return, I claimed amortization

in accordance with that theory. The Examining

Agent disregarded that theory theretofore followed

by the Commissioner.

Q. In what respect?

A. In the respect of the unused amortization,

the Commissioner [87] accumulates a greater re-

serve than should be taken under the theory fol-

lowed by the Commissioner in 1934.

Q. So that by accumulating more than would be

allowable under the 1934 adjustment

A. Yes.

Q. the Commissioner denies depreciation

which was actually sustained in 1939, 1940 and 1941,

is that correct? A. Yes.

Mr. Woolf : In your opinion is that correct.

The Court: Just a minute. You will have an

opportunity to cross-examine.

Q. (B}^ Mr. Friedman) : And getting back to

the question we had before, if the 1934 settlement

had been lived up to by the Commissioner and the
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taxpayer, the Petitioner, there would be an allow-

ance for depreciation on patents in the year 1940

in excess of that which has been allowed, and also

a further allowance of some $95,000.00 in the year

1941; is that correct? A. Yes, sir.

Recross-Examination

By Mr. Woolf

:

Q. These last questions that Mr, Friedman has

just asked you, and your answers, that is based on

your opinion as to the computations'?

A. As to the computations, yes, but the question

of the proper amount of amortization in this matter

was opened up by the Commissioner. It is the Com-

missioner who set aside the tlieory that he formerly

established, back in 1934, and it was not the Peti-

tioner that initiated the investigation of this amor-

tization account.

Q. That is your opinion.

A. That is the fact. You see, I filed a return in

accordance with [88] the books. It was the Exam-

ining Agent who contended the amortization claimed

was too great. And the books reflected the settle-

ment entered into in 1934 between the Petitioner

and the Bureau.

Mr. Woolf: That is all, your Honor.

(Witness excused.)

The Court: We will recess until two o'clock.

(Thereupon, at 12:25 p.m., a recess was taken

imtil 2:00 o'clock p.m. of the same day.)
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Afternoon Session

The hearing was resumed, pursuant to recess, at

2:00 p.m.

SIDNEY R. REED
recalled as witness for and on behalf of the Peti-

tioner, having previously been duly sworn, was ex-

amined and testified as follows:

Direct Examination

By Mr. Friedman:

During the recess I have computed the amount of

depreciation allocable to the years 1939, 1940 and

1941 on the average life method, assmning the

Commissioner's cost of $1,180,157.59. Without the

$55,021,36 adjustment, the depreciation would be

$95,430.50 for 1939, $95,430.50 for 1940, and $90,-

659.28 for 1941. With the $55,021.36 adjustment, the

depreciation would be $99,880.23 for 1939, $99,880.23

for 1940, and $94,880.07 for 1941. 1 am familiar with

the method of depreciation applied by this Court

in the Simmons case. That method was to deter-

mine the number of unexpired months of all pat-

ents and to consider as amortization expense in a

taxable year the proportion of the basis, in accord-

ance with the number of months expiring in that

year, to the total number of months. Applying that

method to the figure $1,235,178.95, which would be

the basis used by the Commissioner plus the $55,-

000.00 item, the amount of depreciation for 1939

would be $58,817.28, for 1940, $56,597.76, and for

1941, $56,597.76. [89]

(Witness excused.)

Mr. Friedman: That is the Petitioner's case.
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HARLEY L. CLAEKE
called as a witness for and on behalf of the respond-

ent, having been previously duly sworn, was exam-

ined and testified as follows:

Direct Examination

By Mr. Woolf:

My business address is 30 North LaSalle Street,

Chicago, Illinois. I am an industrial engineer. In

1929 I was engaged in the utilities business and also

owned the controlling interest in several companies

such as the International Projector Corporation,

Theatre Equipment Company. In 1929, I knew of

a corporation known as General Theatres Equip-

ment, Incorporated.

Q. In 1929, did you know of a corporation by

the name of International Projector Corporation?

A. Yes.

Q. Did you own any stock in that corporation?

Mr. Friedman: If your Honor please, I object,

on the ground that it is immaterial as having no

bearing on this problem.

The Court: What is the materiality?

Mr. Woolf: Well, if your Honor please, I am
leading up to show that Genera] Theatres Equip-

ment acquired certain corporations, owned and con-

trolled certain corporations. The witness here is

president of General Theatres, and he was acting

on behalf of General Theatres in acquiring the four

lamp companies and the stock of the Mitchell Cam-

era Company. It is all j^art of one transaction.
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The Court: Overrule the objection. Exception

noted for the Petitioner. Proceed. [90]

Q. (By Mr. Woolf ) : In 1929, Mr. Clarke, did

you know of a corporation known as General

Theatres Equipment, Incorporated?

A. Yes.

Q. When was that corporation organized"?

Mr. Friedman: If your Honor please, may my
same objections go to these other questions, without

repeating them each time?

The Court: Well, in order to do that, it is sug-

gested that the Respondent make an offer as to

what he proposes to show by this witness. Then

you can make your objection, we will rule on it, and

dispose of it once for all.

Mr. Woolf: I propose to show by this witness,

if your Honor please, that General Theatres Equip-

ment had $11,400,000 allocated to Mr. Clarke to

acquire certain companies, one of which was the

Mitchell Camera Company of California.

I propose to show that General Theatres Equip-

ment, Incorporated, acquired one-half of the stock

of the Grandeur Corporation, which owned the

stock of the Mitchell Camera Corporation of Dela-

ware, the Petitioner here.

I also intend to show the transactions between

Mr. Clarke and Mr. Fox, to show how the five mil-

lion dollars was expended by Mr. Clarke in acquir-

ing the corporations.

I also intend to show the consideration, how it

passed from one corporation to another, and to
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prove that the cost of all the properties, assets,

patents and patent rights to the Petitioner here was

not $3,100,000.00.

The Witness : I remember appearing before the

Committee on Banking and Currency, before the

United States Senate, commonly called the Pecora

Investigating Committee, on November 14 and No-

vember 22, 1933. The testimony I gave at that [91]

hearing was under oath. Since that investigation

I have not examined the record of the hearing. It

was recorded. After reading the official copy of the

hearing before the Committee on Banking and Cur-

rency, my memory is refreshed, and the answer

recorded that the General Theatres Equipment

Corporation was organized on July 11, 1929, is cor-

rect. The General Theatres Equipment Corporation

was organized for the purpose of taking over the

properties of the International Projector and other

properties that were to be acquired. I owned suf-

ficient stock in the General Theatres Equipment

Corporation to give me control of the company.

In 1929, I w^as an officer and controlling stockholder

of the International Projector Corporation that was

taken over by the General Theatres Equipment Cor-

poration. In the early part of 1929, or the latter

part of 1928, I desired to acquire certain companies

engaged in manufacturing lamps and equipment for

theatres. These were the J. E. McCauley Manufac-

turing Company, the Strong Electric Company,

Aslicraft Automatic Arc Company, and Hall &

Comielly, Incorporated. I do not think I had any
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conversations with Mr. William Fox in regard to

acquiring these four so-called lamp companies, and

don't recall that I ever had any correspondence with

Mr. Pox in regard to acquiring the Mitchell Camera

Company of California.

I rememher that letter which you show me, dated

May 24, 1929, and reproduced at page 3719 of the

reported hearings of the Committee on Banking and

Currency. The letter was offered in evidence before

that investigation.

(The document above referred to was re-

ceived in evidence and marked Respondent's

Exhibit C.)

The Court : That is a letter from whom to

whom? ''"

Mr. Woolf : I offer in evidence a letter addressed

to Mr. William Fox, Fox Film Corporation, New
York City, signed by Mr. H. L. Clarke.

The Court: That is the witness on the stand?

Mr. Woolf: That is the witness on the sta^nd,

Q. (By Mr. Woolf) : Is not that correct, Mr.

Clarke? A. Yes.

Mr. Friedman: That letter is not offered, as

proof of the transactions mentioned in it?

Mr. Woolf: No.

The Witness: I remember on the same day ad-

dressing another letter to Mr. William Fox which

was offered and received as an exhibit at the Pecora

Investigation. I identify the copy which you show

me from that record.
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(The document above referred to was re-

ceived in evidence and marked Respondent's

Exhibit D.)

When I acquired the Mitchell Camera Company

of California, I intended to put it into another

company that would own it and some others. We
had several names of companies we were organizing.

It turned out to be General Theatres.

The Court: May I ask this question at this

point: When you bought it, was there any control,

oral or written, under which you were obligated, or

any obligation was created, compelling you or obli-

gating you to do anything with that"?

, The Witness: Only, your Honor, what is in

writing here.

, The Court: And is that in evidence here"?

The Witness : This letter is in evidence.

The Court: Very well.

Q. (By Mr. Woolf ) : I show you on page 3440

of the reported document of hearings, Exhibit 135,

which you introduced at the hearing, and I ask you

to turn to page 3440 and examine it.

A. (Witness reads.) [93]

The Witness : The total amount received by Gen-

eral Theatres Equipment from certain securities

sold on August 1, 1929, to Chase Securities,

Pynchon, West, Hammonds, and Halsey and Stew-

art was $11,400,000.00. Refreshing my recollection

by examining this exhibit, those proceeds were used

as follows:
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International Projector Corporation, 25000 shares

of preferred at 115 $ 2,875,000.00

National Theatres Supply Company, 20000 shares

of preferred at IO71/2 2,150,000.00

235,800 Five Year 61/2% Sinking Fund Gold

Notes at 105 247,590.00

Theatre Equipment Acceptance Corporation, 3000

shares $6.00 dividend preferred stock at 110 330,000.00

2,000 shares, $7.00 Dividend Preferred stock at

195 210,000.00

Grandeur, Incorporated, 50000 shares 50% capi-

tal stock 2,000,000.00

J. McCauley Manufacturing Company—four com-
. •

, ;

panics in brackets—J. McCauley Manufactur-

ing Company, Strong Electric Company, a cor-

poration, Ashcraft Automatic Arc Company,

Hall and Connelly, Inc 3,000,000.00

Cash for working capital „ 587,410.00

A total of :. $11,400,000.00

Q. Does not that mean that G.T.E. acq(Uire(i

those assets and that was the amount that they

paid for them? A. Yes. . i
: i-

I had general direction of handling those. .traji,s-

actions on behalf of G.T.E. :, ,.,,.,

Again examining the exhibit, and refreshing, my
recollection, we paid $1,131,422.93 for the..J,.;E.

McCauley Manufacturing Company, $316,000.Q0. for

the Strong Electric Company, $160,000.00 .fqr .the

Ashcraft Automatic Arc Company, and $1,475,000.00

for Mitchell Camera. Now I think in fairness, if

I may add something I would like to do it—on this

Mitchell Camera Comjiany and the J. E. [94] Mc-

Cauley Company, very good sized commissions were

paid on both of these deals. Some commissions were
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paid outside of what appears on the exhibit. I

would say on Mitchell Camera, perhaps three hun-

dred and fifty, four hundred thousand dollars; I

would say on the J. E. McCauley Manufacturing

Company perhaps a couple of hundred thousand.

The General Theatres Equipment, Incorporated,

acquired the four lamp companies and the interest

in Grandeur for five million three hundred and

twenty-two thousand odd dollars.

In 1929, I was President of General Theatres

Equipment, Incorporated and of Grandeur, Incor-

porated. I don't remember whether in 1929 I was

President of the Petitioner, or whether it was Mr.

Green or Mr. Michael.

I obtained the $1,475,000.00 which I paid for the

assets and properties of the Mitchell Camera Com-

pany of California from financing. I can't ear mark

the dollars.

In 1929 General Theatres Equipment, Inc., ac-

quired one-half the stock of Grandeur, Inc. at a

cost of two million dollars, I believe. I made a pay-

ment to Mr. William Fox of two million dollars in

connection with Grandeur, Inc. in 1929 I think.

Mr. Friedman: I have no objection to your read-

ing the dates and amounts of the checks.

Mr. Woolf : All right. Check, New York, August

1, 1929: "Pay to the Order of William Fox,

$1,625,000.00," signed "H. L. Clarke." '* Chase Na-

tioiial Bank, New York," Endorsed "For Deposit,"
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and check dated New York, August 1, 1929, ''Pay

to the order of William Fox, $375,000.00, Chase

National Bank, City of New York," signed " H. L.

Clarke." [95]

The Witness: There was a written agreement

between Mr. Fox and me as to what was to be done

with that two million dollars. I don't know what

Mr. Fox did with the two million dollars. Either

Mr. Fox or somebody else acquired the other 50%
of Grandeur, Incorporated. I don't know if he

turned it over to anybody else or not.

I remember a contract entered into between

Grandeur, Incorporated, and Fox Theatres Cor-

poration in June, 1929. I identify the photostatic

copy of the contract which you show me.

(The document above referred to was re-

ceived in evidence and marked Respondent's

Exhibit E.)
.

'

Refreshing my recollection from the minute book

of the Mitchell Camera Corporation of Delaware.

which you show me, I was President in 1929. ;.

The two million dollars which I paid to Mr.

William Fox in 1929 was my own personal money.,

I couldn't ear mark the dollars.

I identify a copy of a letter dated May 25, 19291,

addressed to Mr. William Fox, and signed by H. L.

Clarke, which you show me.

(The document above referred to Was re-

ceived in evidence and marked Respondent '«

Exhibit F.)
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During the period that I owned the Mitchell

Camera Comi^any of California and before the

time that it was actually turned over to the Peti-

tioner, I would say that the intent was that I

owned the Mitchell Camera Company as agent or

intermediary for General Theatres Equipment, In-

corporated.

The financing by which I acquired Mitchell

Camera Company of California was out of the

financing of General Theatres Equipment, Inc.

Q. Mr. Clarke, actually, of the four million dol-

lars that was paid into Grandeur, Inc., $3,100,000.00

came back to you, is that correct '?

A. Came back to me?

Q. Yes. A. Personally, you mean?

Q. To you personally. [96]

A. Came back to me probably in the form of

stock. I can't answer your question any better than

that.

Q. Four million dollars, I believe the record

shows, was paid into Grandeur, Inc., for all of its

capital stock. Is that correct?

A. I think that is correct. I say I think be-

cause I

Q. Now, for your interest and your ownership

of the Mitchell Camera Company of California, you

received back $3,100,000 of that $4,000,000; is that

correct ?

A. Well, when you say received back, are you

saying that Grandeur paid three million one him-

dred thousand for Mitchell?
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Q. I am saying that you, either personally or

on behalf of General Theatres Equipment, Inc., re-

ceived $3,100,000 in return for which the Petitioner

here received the assets and properties, patents,

patent applications—all of the property of the

Mitchell Camera Company of California.

A. I think that is correct, but I am not too

definite about it.

Q. Well, there is no question about your receiv-

ing $3,100,000', is there?

A. When you say "you," you mean General

Theatres, or H. L. Clarke?

Q. That is what I am trying to bring out.

A. I want to answer your question directly.

The Court : Well, do you mean whether or not

the witness did?

Q. (By Mr. Woolf ) : Did you, acting for your-

self or on behalf of General Theatres Equipment,

Inc., receive back $3,100,000 of the $4,000,000 that

was paid into Grandeur for its stock?

A. I think that is correct. I would like to add

to it, though, that it would be possible for me to

find that out and let you know. I will make the

answer that way, with the understanding that if

I want to change it, I can. [97]

It is correct that General Theatres Equipment,

Inc. acquired one-half of the stock of Grandeur for

two million dollars, and that I gave two checks total-

ling two million dollars to Mr. William Fox. I think

it is correct that Mr. Fox paid in two million dollars

for a half interest in Grandeur, but I have nothing
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in front of me or in my memory to say yes. The

$3,100,000 that I received for the transfer of the

assets of tlie Mitchell Camera Company of Cali-

fornia to the Mitchell Camera Corporation of Dela-

ware came out of the financing of General

Theatres.

Mr. Fox was given stock of General Theatres

Equipment, but whether it was at the time he was

given the two checks for two million dollars, I don't

know.

(Thereupon there was offered and received in

evidence, as Respondent's Exhibit G a copy of

Senate Committee Exhibit No. 135, containing

figures as to which the witness had previously

testified.)

Cross-Examination

By Mr. Friedman:

I acquired certain companies—McCauley Manu-

facturing, Strong Electric, Ashcraft Automatic Arc,

and Hall and Connelly. I think they were acquired

in my name. I paid a total of $1,699,422.93 for these

properties, and sold them to someone—General

Theatres or someone—for three million dollars. I

purchased the assets of the Mitchell Camera Com-

pany of California for $1,475,000.00. In addition to

the $1,475,000, I paid commissions on the Mitchell

Camera Corporation acquisition of between $350,000

and $400,000. The purpose of acquiring the Mitchell

Camera Company of California was particularly to

manufacture a larger camera which would use the

70 millimeter instead of the 35 millimeter film. The
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Mitchell Camera Company of California had a

number of patents which we acquired when we

bought the business. The business of the Mitchell

Camera Company was the manufacture, under pat-

ents, of motion picture cameras. In order to get

the [98] right to manufacture the motion picture

cameras, I had to have the patents of the corpora-

tion. I was particularly seeking, in acquiring the

Mitchell Camera Corporation of California, the

right to build these 70 millimeter cameras.

I believe it is correct that four million dollars

was paid into Grandeur for its stock, two million

of which was paid in by General Theatres. Of that

four million dollars. Grandeur used $3,100,000 to

acquire the stock of the Mitchell Camera Corpora-

tion of Delaware, leaving a balance of $900,000 in

the treasury of Grandeur. The Mitchell Camera

Corporation of Delaware then paid $3,100,000 out

of its funds to acquire the assets from, me under

my offer of July 12, 1929. I do not recall whether

or not the payment to me went into my personal

bank account.

The monies which I paid to Mr. Fox came out

of my personal funds. I had sufficient funds to

cover this $2,000,000 payment without the $3,100,000

which I received from the Mitchell Camera Cor-

poration.

I do not know whether the deposit of $3,000,000

on August 2, 1929, which you show me from a tran-

script of my account in the Chase National Bank
came from the Petitioner. I don't know where it
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came from. I do not know to whom the payment of

$3,000,000 shown in the account of the Mitchell

Camera Corporation of Delaware was paid. I do

know that under the agreement of July 12, 1929,

I was to receive $3,100,000 from Mitchell Camera

Corporation of Delaware.

Q. Did you sell Grandeur the stock, or did you

sell it the assets of the Mitchell Camera Corporation

for the $3,100,000 you got from Mitchell Camera?

A. Yes.

Q. And you got the consideration named there,

did you 1 A. Yes.

Q. Now, you sold the assets not to Grandeur, but

to Mitchell Camera of Delaware, is that correct?

; A. That is my recollection, yes. [99]

: Q.: Will you refresh your recollection from those

minutes and answer the question yes or no?

A. Yes.

I assume I had a written agreement with General

Theatres Equipment relative to these transactions.

I do not have it with me. I remember Murrey W.
Dodge of the Chase Bank. I do not recall that he

testified before the Senate Committee that I was

acquiring these properties on my own behalf.

. Q, I ask you whether you turned over the profit

which you made in these transactions to the General

Theatres Equipment, Incorporated?

A. Yes, I made no profit out of any transaction

of the General Theatres Company.

, Q.. Let us canvass that a minute.

;: A- O.K. I would like to have you. Internal Reve-

nue has done a good job of it.
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The Witness: I received, in these two transac-

tions, $6,100,000.00. Of that money, I paid ont

$1,699,000 for the lamp companies. I paid out

$1,475,000 plus $350,000 or $400,000 for Mitchell.

If your arithmetic is correct, that would be a total

of $3,565,000. And for those assets I received

$6,100,000. I do not have any check with me showing

the payment of the balance of that money to General

Theatres Equipment, nor do I recollect how the

transactions were handled. If you are interested, it

wiU be possible to find out. I think that the differ-

ence between the $3,000,000 I got for the sale of the

lamp companies and the $1,699,000 I paid for the

lamp companies all checked out; I have no record

of giving an accounting to the General Theatres

Equipment Company for this difference. When 1

first started to purchase this property. General

Theatres Equipment Company was not even or-

ganized. After I contracted to purchase these prop-

erties, I think I could have transferred them t^ any

place I wanted to. So I could not have been/acting

specifically as agent for General [100] Theatres

Equipment Company at that time. ;
,,

.

i

The money which was used in this financing :was

public money from stock sold to the public—

v

$11,400,000. I bought some of the stock myself.

Again reading Respondent's Exhibit C, I don't re-

call w^hether another contract superseded this,'.and

some other deal made. I don't recall whether I paid

the $250,000 referred to in the third paragraph ; of
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that letter. This letter says I agreed to do it, so

I assume I did it. If any changes were made, I don 't

recall them.

(Witness excused.)

(Thereupon, at 4:30 o'clock p.m. an adjourn-

ment was taken until the following day,

Wednesday, October 23, 1946, at 9:30 o'clock

a.m.)

(The Court met pursuant to adjournment.)

WILLIAM FOX

called as a witness for and on behalf of the Respond-

ent, having been first duly sworn, was examined and

testified as follows:

Direct Examination

By Mr. Woolf

:

My address is 272 Park Avenue, New York City.

I am the General Manager of the Mitchell Camera

Corporation. In 1929 I was engaged in the motion

picture business. I was also president of the Fox

Film Corporation and the Fox Theatres Corpora-

tion from the time of their inception in 1915 and

1925, respectively. I recall the organization of

Grandeur, Incorporated, which I believe is still in

existence. At the present time the stock of that

corporation is owned by the All Continent Corpora-

tion, a holding corporation. The stock of the All

Continent Corporation is owned by Mrs. Eva Fox,
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my wife. Belle Fox and Mona Fox are my daugh-

ters. Grandeur, Inc. was organized during the year

1929. [101] Upon organization of Grandeur, Incor-

porated, I acquired one-half of the stock and the

Harley L. Clarke interests acquired the other half.

I was confined to the hospital at the time when Mr.

Clarke testified he gave me two checks in the total

amount of two million dollars. I later learned that

he had given us two checks, and that we had given

the Harley Clarke interests some checks in return.

I caused to be paid into Grandeur, Incorporated a

check for $1,950,000.00 for my one-half interest in

Grandeur stock. It was in exchange for the cheeks

that Clarke gave me.

Mr. Friedman: I concede that a check was

issued by Mr. Fox and signed by someone authorized

payable to Grandeur, Incorporated for $1,950,000

on August 1, or thereabouts, for stock in Grandeur,

Incorporated. Here it is.

(The document above referred to, having

been first identified by the witness, was offered

and received in evidence and marked Respond-

ent's Exhibit H.)

The Witness: I paid nothing for the stock of

Grandeur Incorporated. I got that as part of a

transaction between Harley Clarke and myself. It

seems that I had gotten two million dollars of

checks, and gave Grandeur Incorporated two million,

dollars of checks. I think some time in the month

of May, Mr. Clarke asked me for a check of
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$50,000. But all those transactions that Clarke had

had, and various letters he had written me during

the month of May and the early part of June, all

of them were dissolved, and none of them carried

out, and a new transaction was entered into the

latter part of June or early part of July 1929. In

accordance with my understanding with Mr. Clarke,

I was not to pay any money for my half interest

in Grandeur, Incorporated. I was to give him some-

thing else in return for it. In 1929 I also received

from Mr. Clarke 25,000 shares of stock of General

Theatres Equipment.

Q. (By Mr. Woolf ) : Mr. Fox, I hand you a

document, and ask you if that is your signature?

-A. Yes, sir.

.Mr. Woolf: Your Honor, I offer in evidence the

Closing Agreement for the years 1930 and 1931,

which was signed by Mr. Fox, the witness on the

stand, for the purpose of showing the basis that was

arrived at for depreciation in regard to those two

years, and which was followed by the Bureau and

the taxpayer from then on.

Mr. Friedman: If your Honor please, I have

no objection to it, except that it is not a Closing

Agreement. It is what is known as '^'Waiver of

Restrictions on Assessment and Collection of De-

ficiency in Tax," Form 870. With that correction,

I have no objection to the offer, to show the prior

history of the case.

The Court : Do you accept the correction ?
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Mr. Woolf : I accept the correction, your Honor.

It speaks for itself.

The Court: Received.

(The document above referred to was re-

ceived in evidence and marked Respondent's'

Exhibit I.)

Mr. Woolf : I offer in evidence copy of the Com-

missioner 's acceptance of the Waiver, which was

mailed to Grandeur, Incorporated.

Mr. Friedman: No objection.

The Court: Received.

(The document above referred to was re-

ceived in evidence and marked Respondent's

Exhibit J.)

Mr. Woolf: That is all from this witness, your

Honor.

Cross-Examination

By Mr. Friedman

:

Q. Mr. Fox, will you please state what the

transaction was that you finally carried out be-

tween you and Mr. Clarke relating to the matter

we are now discussing—Mitchell Camera Corpora^

tion of Delaware? [103]

Mr. Woolf: Is that proper cross-examination,

or are you making him your witness?

Mr. Friedman : I am examining him on the

questions you asked relating to his transactions

with Mr. Clarke. You asked him some questions

relating to that. He said the agreements were not
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carried out, and I am cross-examining him on that.

The Court: May we ask you a question'? What

is your interest in the Petitioner company?

The Witness: Well, my family owns the Peti-

tioner company.

The Court : Is this witness 's testimony inconsist-

ent with that of the witness Clarke?

Mr. Friedman: Yes, your Honor, to this extent;

in his exi:)lanation he stated that the agreements

that have been introduced, agreements in writing,

were not carried out.

(At this point in the testimony the Court

granted an earlier motion made by Respondent

that the witness be treated as an adverse wit-

ness to Respondent.)

The Witness: I had over a long period of time

developed a new camera called the Grandeur camera

and I presume that I had expended three or four

hundred thousand dollars on it and it was probably

the most revolutionary thing in the business with

the exception of sound-on-film. Grandeur was the

name we gave to the camera on account of its width.

It was a 70 millimeter camera, twice the width of

the i)resent film now being used. Mr. Clarke had

communicated with me about this development and

we entered into negotiations. The result of the

negotiations had with Mr. Clarke were as follows:

He was to create a company called Grandeur, In-

corporated. I was to receive one-half of the stock.

When the transaction was completed, Grandeur, In-
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corporated was to have as its assets the Mitchell

Camera Company of Delaware, and all of the ex-

perimental work that I had [104] done on Gran-

deur, and in addition to the half interest that I was

to have in Grandeur, Inc., he was to give me 25,000

shares of General Equipment stock.

The Court: Is that General Theatres'?

The Witness: General Theatres Equipment

stock. That was how the transaction was concluded

between Mr. Clarke and myself. Now the inner

workings of the deal he worked out, and how he

did it, I don't know a thing about that. It was

concluded by Clarke at the time that the Mitchell

Camera Corporation and the Grandeur Company

would form a most wonderful combine, and the

patents of the Mitchell Camera Corporation with

the patents of Grandeur were required to complete

the transaction and control the wide film situation.

At that time the Mitchell Camera Company of

California had built a Grandeur camera for us,

partly under their patents and partly under ours.

The purjDose of Mr. Clarke and myself in acquiring

Mitchell of California was to secure its jDatents.

That is to say its machinery and its building meant

nothing to us. It controlled the patents of the 35

Millimeter film. The value of Mitchell had to

Grandeur, was the value of its patents. My interest

in Mitchell was based entirely upon the patents

which it owned, not upon its good will, or its ma-

chinery or buildings.
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Cross-Examination

(See ruling)

By Mr. Woolf:

The patents of the Grandeur camera were as-

signed to me by the inventor, I think some time

in 1927 or 1928. Whatever I had in connection

with Grandeur was transferred to Grendeur, In-

corporated. I presume I transferred patents to

Grandeur, Incorporated. They were either patents

or patents pending or inventions. Whatever we

had that caused us to spend between four and five

hundred thousand dollars developing the wide

camera, v/as transferred to Grandeur, Inc. I don't

know whether those patents were on the balance

sheet of Grandeur, Inc. [105]

Q. Were any of those patents of Grandeur

transferred to the Mitchell Camera Corporation, the

Petitioner here? A. I don't know, sir.

Q. Were any of them in this list?

The Court: The witness is now being shown

what ?

Mr. Woolf: He is being shown Petitioner's Ex-

hibit 8 attached to the stipulation of facts.

The Witness : My understanding is that this list

contains patents created by the Mitchell Camera

Corporation itself.

Q. (By Mr. Woolf) : And no Grandeur patents

there, is that your answer?

A. Well, this is a list of the Mitchell Camera
Corporation patents.

Mr. Woolf: That is all, if your Honor please.

(Witness excused.)
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(Thereupon there were offered and received

in evidence the tax returns filed by Grandeur,

Inc., for the years 1929, 1930, 1932 and 1933,

together with the respective audit reports and

marked Respondent's Exhibits K, L, M, and N,

respectively. There were also offered and re-

ceived in evidence the tax returns filed by the

Mitchell Camera Corporation for the years

1934, 1935, 1936, 1937, 1938, 1939, 1940, and

1941, and marked Respondent's Exhibits O, P,

Q, R, S, T, U, and V respectively.)

The Court: Have you a question, Mr. Woolf?

Mr. Woolf: If your Honor please, yesterday

there was a witness from the Chase National Bank

of New York, who had the transcript of the ac-

counts of Mr. Clarke and Mitchell Camera. Mr.

Friedman asked me if I had any objection to his

being excused, that he had left photostatic copies

of the accounts with him, and I could examine the

originals. I stated that there was no objection. I

now ask that those be produced in order that they

may be offered in evidence.

Mr. Friedman : Well, I have the photostats, but

what is the purpose of the offer? That does not

make them admissible. [106]

Mr. Woolf: I offer them for the purpose of

showing the $3,000,000 check on August 2, 1929 of

the Mitchell Camera Corporation, for the pur-

pose

Mr. Friedman: Of showing that they received

it and paid it, or what?
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Mr. Woolf: For the purpose of showing the

check dated August 2, 1929 for $3,000,000, of the

Mitchell Camera Corporation.

Mr. Friedman: Well, that check was the check

of Grandeur. Do you want to introduce it to show

that the Grandeur check was deposited in the ac-

count of the Mitchell Camera Corporation, and that

Mitchell Camera disbursed $3,000,000, which ap-

pears in the account of Harley L. Clarke on the

same date?

Mr. Woolf: Yes.

Mr. Friedman: No objection, for that purpose.

The Court: Received.

(The document above referred to was re-

ceived in evidence and marked Respondent's

Exhibit W.)

The Court: Is there anything further for the

Respondent ?

Mr. Woolf: No, your Honor.

Mr. Friedman: If your Honor please, may I

make one motion? I should like to move to conform

the record to the proof with respect to the item of

$55,000 we have referred to in the testimony, and

also with respect to the additional cost paid by

H. L. Clarke of $350,000 in connection with the

acquisition of Mitchell Camera Corporation of Cali-

fornia.

Mr. Woolf: I object, your Honor, as not timely

made. He does not have it in writing ready to sub-

mit this morning.

The Court: Is that all?

Mr. Woolf: That is all.
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The Court: Motion granted. We would like for

you to put it in writing as of now, and file the

amendment to conform the pleadings to the proof.

We think the Petitioner has the right to amend its

pleadings in the [107] way it indicates.

Mr. Woolf : The respondent will have the right

to file an answer?

The Court : We understand, of course, that you

will file a general denial. Is that so ?

Mr. Woolf: That is correct.

The Court: That will also be put in writing, as

of today.

(Whereupon, at 10:30 o'clock a.m., the hear-

ing in the above-entitled matter was concluded.)

The foregoing is the substance of all the material

evidence adduced at the hearing in this cause, and

the Petitioner tenders and presents the foregoing as

a statement of the evidence in the cause and prays

that the same be approved by the Tax Court of the

United States and made a part of the record in

this cause.

/s/ HARRY FRIEDMAN,
Attorney for the Petitioner,

The above and foregoing statement of evidence

contains the substance of all the evidence material

for a review of the rulings and decisions assigned

as error herein and the same be approved by the

Tax Court without notice.

/s/ CHARLES OLIPHANT, CAR
Chief Counsel, Bureau of

Internal Revenue.

Filed T.C.U.S. Jan. 2, 1948. [108]
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MOTION

Whereas the Petitioner above-named has hereto-

fore filed a Petition for Review by the United

States Circuit Court of Appeals for the Ninth Cir-

cuit of the decision entered herein by the Tax Court

of the United States, and

Whereas the Petitioner intends to include as part

of the record on review of this case:

1. The stipulation of facts filed on October 22,

1946, with Petitioner's Exhibits 1 to 10, inclusive,

attached thereto,

2. Petitioner's Exhibits 11 to 18, inclusive, filed

at the hearing, and

3. Respondent's Exhibits A to W, inclusive, filed

at the hearing.

Now, Therefore comes the Petitioner, by its at-

torneys, and moves that the Court enter an order

providing that the above-described exhibits be

omitted from the printed record on review, and in

lieu thereof the Clerk of the Tax Court be directed

to transmit to this Court the said exhibits in orig-

inal form, [109] for the reason that there are many
Exhibits, some of which are already in printed

form, and the other Exhibits are voluminous and

the cost of printing them would be excessive; pro-

vided however, that the above described Exhibits

remain in the custody of the Clerk of the Tax Court

of the United States until ten davs before this cause
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on review is set for argument in this Court, and

then, upon direction of counsel for Petitioner on

Review, be transmitted to the Clerk of the United

States Circuit Court of Appeals for the Ninth Cir-

cuit; and, that the Clerk of this Court transmit to

the Clerk of the Tax Court of the United States a

certified copy of the order entered herein.

Dated: December 17th, 1947.

/s/ HARRY FRIEDMAN,

/s/ BIRGER TINGLOFF,
Attorneys for Petitioner

on Review.

No Objection:

/s/ CHARLES OLIPHANT,
Chief Counsel, Bureau of Internal Revenue, Coun-

sel for Respondent on Review.

So Ordered:

FRANCIS A. GARRECHT,
Senior United States

Circuit Judge.

A True Copy.

[Endorsed] : Filed Dec. 23, 1947,

PAUL P. O'BRIEN,
Clerk.

Filed T.C.U.S. Dec. 29, 1947.

Received Jan. 6, 1948. [110]
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DESIGNATION OF PORTIONS OF RECORD,
PROCEEDINGS AND EVIDENCE TO BE
TRANSMITTED TO THE CIRCUIT COURT
OF APPEALS

To the Clerk of the Tax Court of the United States

:

You will please prepare, transmit and deliver to

the Clerk of the United States Circuit Court of Ap-

peals for the Ninth Circuit, copies duly certified as

correct of the following documents and records in

the above-entitled proceeding in connection with the

Petition for Review by the Circuit Court of Ap-

peals for the Ninth Circuit, heretofore filed by the

Mitchell Camera Corporation:

1. Docket entries of all proceedings before the

Tax Court.

2. Pleadings before the Tax Court:

(a) Amended Petition filed November 4,

1946, including annexed copy of deficiency

letter.

(b) Answer to amended Petition.

3. Stipulation of Facts.

3a. Exhibits in original form pursuant to Court

Order of December 23, 1947.

4. Findings of Fact, Opinion and Decision.

5. Motion to vacate and set aside the Memor-

andum Findings of Fact and Opinion, filed July 24,

1947, and notation of denial of motion on July 25,

1947.
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6. Petition for Eeview, together with proof of

service of notice of filing, and of service of a copy,

of Petition for Review.

7. Statement of Points to be relied upon by the

Petitioner.

8. Statement of Evidence as settled and allowed.

9. Court order extending time for the prepara-

tion, transmission and delivery of the typewritten

transcript of the record on review.

10. Court order for the transmission of exhibits

in original form and omission of exhibits from

printed record on review.

11. This designation of portions of the record,

proceedings and evidence to be contained in the

printed record on review\

Said transcript to be prepared, certified and

transmitted, as required by law and the rules of the

United States Circuit Court of Appeals for the

Ninth Circuit.

/s/ HARRY FRIEDMAN,
Attorney for Petitioner

on Review.

Service of a copy of the within designation is

hereby admitted this 2nd day of Jan., 1948.

/s/ CHARLES OLIPHANT, CAR
Chief Counsel, Bureau of Internal Revenue, Coun-

sel for Respondent on Review.

Filed T.C.U.S. Jan. 2, 1948. [112]
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The Tax Court of the United States

Washington

Docket No. 8058

MITCHELL CAMERA CORPORATION,
Petitioner,

s.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

CERTIFICATE

I, Victor S. Mersch, clerk of the Tax Court of the

United States do hereby certify that the foregoing

pages, 1 to 112, inclusive, contain and are a true

copy of the transcript of record, papers, and pro-

ceedings on file and of record in my office as called

for by the Praecipe in the appeal (or appeals) as

above numbered and entitled.

In testimony whereof, I hereunto set my hand

and affix the seal of the Tax Court of the United

States, at Washington, in the District of Columbia,

this 7th day of January, 1948.

[Seal] /s/ VICTOR S. MERSCH, EMT
Clerk, The Tax Court of

the United States.
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[Endorsed]: No. 11829. United States Circuit

Court of Appeals for the Ninth Circuit. Mitchell

Camera Corporation, Petitioner, vs. Commissioner

of Internal Revenue, Respondent. Transcript of

the Record Upon Petition to Review a Decision of

the Tax Court of the United States.

Filed January 12, 1948.

/s/ PAUL P. O'BRIEN,
Clerk of the United States Circuit Court of Appeals

for the Ninth Circuit.

United States Circuit Court of Appeals

for the Ninth Circuit

T. C. Docket No. 8058

MITCHELL CAMERA CORPORATION,
Petitioner on Review.

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent on Review.

MOTION FOR EXTENSION OF TIME FOR
TRANSMITTING RECORD ON REVIEW
Whereas, the petitioner on review on November

3, 1947, filed its petition for review from a decision

of The Tax Court of the United States and notice

thereof and the time for transmitting the record

on review will expire, under Rule 30, on December

13, 1947, and

Whereas, counsel for petitioner have submitted

a narrative statement of evidence to counsel for
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respondent and said statement lias not been settled,

and therefore the record on review cannot be com-

pleted and transmitted to this Honorable Court

within the time allowed because of conditions be-

yond the control of counsel, and additional time is

reqviired to complete file and transmit the record

to this Honorable Court.

Now, Therefore, the petitioner for review by its

counsel, Harry Friedman and Birger Tinglof, re-

spectfully moves that the time within which to

complete and transmit the record on review in this

proceeding be extended to and including January

20, 1948.

/s/ HARRY FRIEDMAN,
/s/ BIRGER TINGLOF,

Counsel for Petitioner

on Review.

No Objection:

/s/ CHARLES OLIPHANT,
Counsel for Respondent

on Review.

So Ordered

:

FRANCIS A. GARRECHT,
Senior United States

Circuit Judge.

A True Copy: Attest: /s/ Paul P. O'Brien,

Clerk.

[Endorsed]: Filed December 8, 1947. Paul P.

O'Brien, Clerk.

Filed T.C.U.S. December 12, 1947.



Commissioner of Internal Revenue 143

[Title of Circuit Court of Appeals and Cause.]

PETITIONER'S DESIGNATION OF THE
PAETS OF THE EECORD TO BE PRINTED

To the Clerk of the United States Circuit Court of

Appeals for the Ninth Circuit:

The Mitchell Camera Corporation, the Petitioner

on Review herein, by its attorney, Harry Friedman,

pursuant to its Petition for Review of the decision

of the Tax Court of the United States entered Sep-

tember 9, 1947, designates the parts of the record

considered material to the questions on review to

be included in the printed transcript of the record,

as follows:

1. Docket entries of all proceedings before the

Tax Court.

2. Pleadings before the Tax Court:

(a) Amended Petition filed November 4,

1946, including annexed copy of deficiency

letter.

(b) Answer to amended Petition.

3. Stipulation of Facts.

4. Findings of Fact, Opinion and Decision.

5. Motion to vacate and set aside the Memor-

andum Findings of Fact and Opinion, filed July 24,

1947, and notation of denial of motion on July 25,

1947.
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6. Petition for Review, together with proof of

service of notice of filing, and of service of a copy

of Petition for Review.

7. Statement of Points to be relied upon by the

Petitioner.

8. Statement of Evidence as settled and allowed.

9. Court order extending time for the prepara-

tion, transmission and delivery of the typewritten

transcript of the record on review.

10. Court order for the transmission of exhibits

in original form and omission of exhibits from

printed record on review.

11. Designation of portions of record, proceed-

ings and evidence to be transmitted to the Circuit

Court of Appeals.

12. This designation of the parts of the record to

be printed.

/s/ HARRY FRIEDMAN
/s/ BERGER TINGLOF

Attorneys for Petitioner on

Review.

Service of a copy of the designation of the parts

of the record to be printed is hereby admitted this

15th day of January, 1948. Agreed to:

/s/ THERON LAMAR CAUDLE,
Assistant Attorney General.

[Endorsed]: Filed Jan. 20, 1948.
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Winittti Matti Circuit Court of ^ptsAi

For the Ninth Circuit

No. 11829

Mitchell Camera Corporation,

Petitioner

Commissioner of Internal Revenue,

Respondent

PETITIONER'S OPENING BRIEF

JURISDICTIONAL STATEMENT

Mitchell Camera Corporation, petitioner, seeks the re-

determination of a deficiency in federal income taxes de-

termined by respondent to be payable for the taxable

year ended December 31, 1941. It filed its returns for

the years involved with the Collector for the Sixth District

of California. Jurisdiction of the proceedings was con-

ferred upon the Tax Court of the United States by section

1100 et seq. of the Internal Revenue Code (26 U. S. C. A.



section 110, et seq.)- The provisions of section 1141 of

the Internal Revenue Code (26 U. S. C. A. section 1141)

give jurisdiction to this Court. The pleadings necessary

to show the existence of jurisdiction are the Amended
Petition for redetermination of deficiency (R. 5) and the

answer thereto (R. 20). From the decision of the Tax
Court (R. 68) determining a deficiency in income tax of

$47,720.78 for the year 1941, petitioner has filed its Peti-

tion for Review by this Court (R. 71).

STATEMENT OF THE CASE AND QUESTIONS
INVOLVED

The principal issues in this case concern the basis to

petitioner of a group of patents which it purchased in

1929 and the correct formula for depreciating such basis

over the life of the patents. The facts are set out in

detail in the opinion of the Tax Court (R. 26) but may
be summarized as follows:

The Mitchell Camera Company of California (herein-

after referred to as Mitchell of California) (not the peti-

tioner) for a number of years prior to 1929 was engaged

in the business of manufacturing professional motion pic-

ture cameras and accessories for the large motion picture

studios in California. All of its business was in patented

products manufactured under patents which it owned. In

1929 the introduction of "sound" motion picture revolu-

tionized the motion picture industry and Mitchell of Cali-

fornia became the sole supplier of cameras for the major

motion picture studios. This was because it produced a

relatively noiseless camera as compared with that of

competitors. Because of the patented features of the

Mitchell camera it was yjractically impossible to use any

other camera in the production of "sound" motion pic-

tures (R. 28).



In the early part of 1929, Harley L. Clarke became

interested in acquiring the business and assets of Mitchell

of California (R. 28, 29). He communicated with William

Fox, who also agreed to take an interest in this acquisi-

tion (R. 30, 31). On June 6, 1929, Clarke contracted to

purchase all the assets of Mitchell of California for

$1,475,000.00.

In 1929, Clarke owned ''just over control" in General

Theatres Equipment, Inc. It received $11,400,000 from the

sale of its securities (R. 45). Of this fund $2,000,00 was

used to acquire half of the capital stock of Grandeur,

Inc. (R. 45, 34). (An additional $3,000,000 was paid to

Clarke to acquire four lamp companies in a transaction

not directly here involved) (R. 48). William Fox acquired

the other half of Grandeur's stock for $2,000,000 (R. 34,

45). Clarke was president of Grandeur and of General

Theatres Equipment Inc. (R. 56).

Petitioner was incorporated in the State of Delaware

on July 12, 1929 (R. 38). Clarke became its president

(R. 56). Its charter provided that a director's transac-

tions with the corporation should not be voidable in the

absence of fraud or non-disclosure, and that he need

not account for tlie profit on any such transaction (R. 38,

39).

On July 12, 1929, Clarke proposed to sell to petitioner

for $3,100,000.00 in cash all of the assets of Mitchell of

California (R. 40; Ex. 1). Petitioner accepted this offer

at a meeting of its board of directors on July 16, 1929

(R. 41; Ex. 2). At the same meeting, Clarke presented

to petitioner a proposal by Grandeur, Inc., to purchase all

of petitioner's capital stock for $3,100,000 (R. 41), and
petitioner accepted this proposal (R. 42).

The above agreements were duly carried out. Clarke

caused Mitchell of California and its stockholders to trans-

fer to petitioner, or to an escrow agent, the assets which



Clarke had previously contracted to purchase (R. 22, 42,

44). Clarke paid Mitchell of California's stockholders

$1,475,000 for the assets in accordance with his agree-

ment (R. 44). He testified that he also paid between

$350,000 and $400,000 in commissions on the purchase

(R. 117, 118, 122). Grandeur deposited to petitioner's

account its check in payment for petitioner's stock (R. 46).

Petitioner issued its check to Clarke for $3,000,000 ($100,-

000 having been previously paid) for the Mitchell of

California assets in accordance with its agreement (R. 47).

In settlement of an income tax controversy for the

years 1930 and 1931 respondent, in a computation dated

January 5, 1934, fixed, as petitioner's basis for the Mitchell

of California assets, the price which Clarke had paid for

those assets, and computed depreciation accordingly (R. 50,

51). Petitioner executed a waiver. Treasury Form 870,

agreeing to revised deficiencies on this basis for those years

(R. 51, 52).

For the taxable years 1939, 1940 and 1941, respondent

proposed to revise the patent depreciation which petitiour;

had reported on its returns (R. 54). His theory, as in

his 1934 computation, was to fix petitioner's cost of the

patents at what he determined to be Clarke's cost, and

to depreciate or spread this cost over the average life

(12.3666 years) of the group of patents from the date

of their acquisition (R. 23, 24, 54, 55). The petitioner

seeks to have the cost spread over the full life of the

patents. This, together with minor issues not involved in

this appeal, resulted in a notice of deficiency in income

nnd declared value excess profits taxes for 1941 in the

amounts of $71,301.66 and $2,177.28 respectively (R. 26).

The years 1939 and 1940 are also involved because of

carry over net losses for those years (R. 26).

Petitioner duly filed its petition with the Tax Court of

the United States, and, after hearing, the Tax Court



entered its findings of fact and opinion sustaining the

respondent on the depreciation issues (R. 26, 57). Peti-

tioner then filed, but the Tax Court denied, a motion re-

questing the Tax Court to vacate its findings of fact

and opinion on the ground that it had failed to observe

the procedures prescribed by the Administrative Pro-

cedure Act (60 Stat. 237, 5 U. S. C. §1001) (R. 69).

Following the entry of the above opinion, respondent

filed a computation^ in which petitioner acquiesced subject

to right of appeal, reducing the asserted income tax de-

ficiency of petitioner for the year 1941 to $47,720.78 and

eliminating the deficiency in declared value excess profits

tax. The Tax Court on September 9, 1947, entered its

final decision determining a deficiency in accordance with

this computation (R. 68). From this decision, petitioner

filed its petition for review by this Court (R. 71).

The questions involved on this review are: (1) Method

for determining the basis for depreciation of patents which

petitioner acquired when it purchased from Harley L.

Clarke all the assets of Mitchell of California; (2) whether

the Tax Court could properly exclude from Clarke's cost

of the assets commissions which he testified he paid to

acquire them; (3) wiiether the depreciation on a group

of patents having varying lives should be spread over the

average life, or over the full life of all the patents under

a proper formula
; (4) whether the basis of patents for

the years involved may be adjusted to reflect the correct

cumulative depreciation for prior years to the extent that

excessi^'e depreciation charges erroneously taken did not

result in tax benefit; (5) whether the Tax Court is an

agency subject to the Administrative Procedure Act, and

if so, what effect this has on its procedures and the scope

of review of its decisions.



SPECIFICATION OF ERRORS RELIED ON

1. The Tax Court erred in not holding and deciding

that the correct basis for depreciation of the patents

which petitioner acquired when it purchased the assets

of Mitchell of California was $3,100,000.00, less the agreed

value of the tangible assets.

2. The Tax Court erred in holding and deciding that

the basis for depreciation of patents which petitioner pur-

chased from Harley L. Clarke is to be determined by

reference to the price which Clarke paid to Mitchell of

California for its assets.

3. The Tax Court erred in holding and deciding that

the assets of Mitchell of California acquired by petitioner

included substantial value in goodwill and intangibles

other than patents, and that any part of the purchase

price was paid for such goodwill and intangibles.

4. The Tax Court erred in holding and deciding that

a figure other than the stipulated value of the net tangible

assets might be deducted from the total cost of the

assets formerly owned by Mitchell of California in arriv-

ing at the cost basis to petitioner of the patents included

in such assets.

5. The Tax Court erred in not holding and deciding

that the $350,000.00 to $400,000.00 which the Government
witness, Harley L. Clarke, testified without contradiction

that he paid as commissions to acquire the assets of

Mitchell of California must be added to Clarke's cost of

the assets if such cost is to be treated as the cost of

assets to petitioner.

6. The Tax Court erred in holding and deciding that

the Commissioner might properly compute depreciation

on the group of patents acquired by petitioner on the

basis of the average life of the patents, rather than by



spreading depreciation over the entire life of all the

patents.

7. The Tax Court erred in not holding and deciding

that, where petitioner through error took depreciation for

the years 1932 through 1938 in excess of the correct

amount, but except for the year 1936 received no tax

benefit as a result, the basis for computing depreciation

for the years in controversy should be adjusted to reflect

the correct amount of depreciation for earlier years.

8. The Tax Court erred in entering its tinal order and

decision that there is a deficiency in petitioner's income

tax for the year 1941 of $47,720.78.

9. The Tax Court erred in denying petitioner's motion

to set aside its memorandum findings of fact and opinion

for the reason that the Tax Court is an agency of the

United States within the meaning of the Administrative

Procedure Act (Chapter 324, 60 Stat. 237, 5 U. S. C. ^001),
and petitioner was given no opportunity as required by

that Act to submit objections or to file exceptions to

said opinion or ''initial decision" prior to its issuance,

or to obtain review by the Tax Court of the report of

the Judge who heard the case.

STATUTES AND REGULATIONS INVOLVED

internal Revenue Code (1939).

'
' Sec. 23. Deductions from Gross Income.

"In computing net income there shall be allowed as

deductions

:

<<* * * *

"(1) Depreciation.—A reasonable allowance for

the exhaustion, wear and tear of property used in the

trade or business, including a reasonable allowance
for obsolescence. * * *"
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**(n) Basis for Depreciation and Depletion.—The
basis upon which depletion, exhaustion, wear and
tear, and obsolescence are to be allowed in respect of

any property shall be as provided in section 114."

**Sec. 114. Basis for DEPRECiATioisr and Depletion.

''(a) Basis for Depreciation.—The basis upon
which exhaustion, wear and tear, and obsolescence are
to be allowed in respect of any property shall be the
adjusted basis provided in section 113 (b) for the
purpose of determining the gain upon the sale or other
disposition of such property."

''Sec. 113. Adjusted Basis for Determining Gain or
Loss.

''(a) Basis (unadjusted) of property.—The basis

of propertv shall be the cost of such property ; except
that—* *

*

''(b) Adjusted Basis.—The adjusted basis for de-

termining the gain or loss from the sale or other dis-

position of property, whenever acquired, shall be the

basis determined under subsection (a), adjusted as

hereinafter provided. '

'

" (1) General Rule.—Proper adjustment in respect

of the property shall in all cases be made—* * *

"(B) in respect of any period since February 28,

1913, for exhaustion, wear and tear, obsolescence,

amortization, and depletion, to the extent allowed (but

not less than the amount allowable) under this chapter

or prior income tax laws. * * *."

"Sec. 1100. Status.

"The Board of Tax Appeals (hereinafter referred

to as the 'Board') shall be continued as an independ-

ent agency in the Executive Branch of the Govern-
ment. The Board shall be known as the Tax Court
of the United States and the members thereof shall

be known as the presiding judge and the judges of

The Tax Court of the United States."
"Sec. 1116. Hearings.

"Notice and opportunity to be heard upon any
proceeding instituted before the Board shall be given
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to the taxpayer and the Commissioner. * * * Hear-
ings before the Board and its divisions shall be open
to the public, and the testimony, and, if the Board
so requires, the argument shall be stenographically
reported. * * *"

Administrative Procedure Act, 60 Stat. 237, 5 U. S. C.

§1001).

'

' Sec. 2. As used in this Act

—

*'(a) Agency.—Agency means each authority
(whether or not within or subject to review by another
agency) of the Government of the United States
other than Congress, the courts^, or the governments
of the possessions, Territories, or the District of
Columbia. * * *"

''Sec. 5. In every case of adjudication required by
statute to be determined on the record after oppor-
tunity for agency hearing * * *

''(b) Procedure.—The agency shall afford all in-

terested parties opportunity for * * * hearing, and
decision upon notice and in conformity with sections

7 and 8."

"Sec 7. In hearings which section * * * 5 requires

to be conducted pursuant to this section—

"(a) Presiding Officers.—There shall preside nt

the taking of evidence (1) the agency, (2) one or more
members of the body which comprises the agency, or

(3) one or more examiners appointed as provided in

this Act; * * *."

"Sec 8. In cases in which a hearing is required to

be conducted in conformity with section 7

—

"(a) Action by Subordinates.—In cases in which
the agency has not presided at the reception of the evi-

dence, the officer who presided * * * shall initially

decide the case or the agency shall require * * * the

entire record to be certified to it for initial decision.

Whenever such officers make the initial decision and
in the absence of either an appeal to the agency or

review upon motion of the agency within time pro-

vided by rule, such decision shall without further
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proceedings then become the decision of the agency.
* * * Whenever the agency makes the initial decision
without having presided at the reception of the evi-

dence, such officers shall first recommend a decis-

ion * * *."

"(b) Submittals and Decisions.—Prior to each
recommended, initial, or tentative decision, or decision

upon agency review of the decision of subordinate
officers the yjarties shall be afforded a reasonable
opportunity to submit for the consideration of the

officers participating in such decisions (1) proposed
findings and conclusions, or (2) exceptions to the

decisions or recommended decisions of subordinate of-

ficers or to tentative agency decisions, and (3) sup-

porting reasons for such exceptions or proposed find-

ings or conclusions. The record shall show the ruling

upon each such finding, conclusion, or exception pre-

sented. All decisions (including initial, recommended,
or tentative decisions) shall become a part of the

record and include a statement of (1) findings and
conclusions, as well as the reasons or basis therefor,

upon all the material issues of fact, law, or discretion

presented on the record; and (2) the appropriate

rule, order, sanction, relief, or denial thereof."

"Sec. 10. Except so far as (1) statutes preclude ju-

dicial review or (2) agency action is by law com-
mitted to agency discretion

—

(e) ScorE OF Review.—So far as necessary to

decision and where presented the reviewing court shall

decide all relevant questions of law, interpret consti-

tutional and statutory provisions, and determine the

meaning or applicability of the terms of any agency
action. It shall * * * (B) hold unlawful and set aside

agency action, findings, and conclusions found to be

(1) arbitrary, capricious, an abuse of discretion, or

otherwise not in accordance with law; * * * (4) with-

out observance of procedure required by law; (5) un-

supported by substantial evidence in any case subject

to the requirements of sections 7 and 8 or otherwise
reviewed on the record of an agency hearing provided
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by statute; * * * In making the foregoing determina-
tions the court shall review the whole record or such
portions thereof as may be cited by any party * * *."

Commissioner's Regulations 103.

''Sec. 19.23 (1)-1. Depreciation. * * *

''The proper allowance for such depreciation of any
property used in the trade or business is that amount
which should be set aside for the taxable year in
accordance with a reasonably consistent plan (not
necessarily at a uniform rate), whereby the aggre-
gate of the amounts so set aside, plus the salvage
value, will at the end of the useful life of the prop-
erty in the business, equal the cost or other basis of
the property determined in accordance with section
-| -| q * * * >>

"Sec. 19.23 (l)-7. Depreciation of patent or copy-
right.—"* * * The allowance should be computed by
an apportionment of the cost or other basis of the
patent or copyright over the life of the patent or

copyright since its grant, or since its acquisition by
the taxpayer, or in the case of a copyright, since

March 1, 1913, as the case may be. * * *."

SUMMARY OF ARGUMENT

1. The petitioner's basis for its patents acquired in

1929 is its cost. All of the evidence shows that petitioner's

cost of the assets of Mitchell of California was $3,100,000,

the price which it paid Harley L. Clarke for those assets.

It is irrelevant to a determination of petitioner's cost,

and therefore basis, that Clarke paid a lesser sum for the

assets in a prior transaction; nor may Clarke's profit

be excluded in determining petitioner's cost simply because

Clarke was an officer of, and had an interest in^ petitioner.

2. Petitioner's cost or basis for the patents was $2,860,-

178.95, the difference between its cost of all the assets

and the stipulated value of the tangible assets. No part

of the price which petitioner paid to Clarke for the assets

is attributable to good will because all of Mitchell of Call-
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fornia's value, apart from tangibles, was in patents. As
the Tax Court found, Mitchell's monopoly position in the

camera industry and its large backlog of orders in 1929

were due to the patented features of the IMitchell camera
(R. 28). Moreover, the parties testified without contra-

diction that the entire consideration for the assets, above

the cost of the tangibles, was paid for patents—not for

good will or anything else.

3. The Tax Court erred in sustaining a deduction of

$294,842.41 from total cost in arriving at the cost of the

patents, when a value of .$239,821.05 for the tangible

assets was stipulated. The difference of $55,021.36 is not,

as the Tax Court says, attributable to intangibles other

than good will for no such intangibles existed. Instead

this difference has its origin in an error which respond-

ent's agent made in a 1934 computation (R. 51) in the

exact amount of $55,021,36,

4. If petitioner's basis is to be measured by Clarke's

cost, $350,000 which Clarke paid in commissions to acquire

the Mitchell assets must be included as part of his cost

of those assets. The evidence that Clarke paid these com-

missions to secure the Mitchell assets was clear, uncon-

troverted, and came from respondent's own witness. The
Tax Court erred in holding that more evidence was re-

quired to sustain the commission payment, but even if

this were true it should have afforded the XJarties an

opportunity to adduce such evidence.

5. Patents must be depreciated over their full life.

The respondent's regulations, implementing the statute, so

provide. Where a group of patents are acquired, having

varying lives, this requirement is met by applying the

formula used in Sunmons Company v. Commissioner,

8 BTA 631, 644, aff'd 33 F. 2d 75. Under this formula the

allowable depreciation in each year is an amount which

beai-s the same ratio to the total value of all the patents

as the patent life expiring in that year bears to the total
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unexpired life on the acquisition date. This is the only

formula which spreads depreciation over the full life of

all the patents and thus conforms to the respondent's regu-

lations. Respondent's insistence that patent deprecia-

tion he taken instead on an '^ average life" basis would

result in exhaustion of the basis for depreciation while

seventeen of the thirty patents were still alive; the aver-

age life formula, as applied to these patents, is there-

fore contrary to respondent's own regulations. Since the

formula which petitioner desires to use is admittedly

proper, it should not be required to use some other

formula which the respondent proposes.

6. The amount of depreciation by which patent basis

was reduced to December 31, 1938 should be adjusted

to reflect the correct cost basis and the correct method
of spreading depreciation. This will not result in unde-

served advantage to petitioner since it secured no tax

benefit from the excessive depreciation charges. Virginian

Hotel Corporation v. Helvering, 319 U. S. 523, does not

preclude adjustment of depreciation on intangibles. Fur-

thermore the present case involves merely correction of

mathematical errors, where no tax benefit resulted there-

from.

7. The Tax Court is subject to the Administrative

Procedure Act. It is not a court but is by law ''an inde-

pendent agency in the executive branch of the Govern-

ment." The legislative history of the Act shows that

Congress intended it to apply to all agencies, including

the Tax Court. The Tax Court's procedures and judicial

review of its decisions are therefore governed by that

Act. Although the doctrine of Dohson v. Commissioner,

320 U. S. 489, does not in any event preclude full revieAV

of the issues in this case, the judicial review provisions

of the Administrative Procedure Act provide additional

independent grounds for such review here. Lincoln Elec-

tric Co. V. Commissioner, 162 F. 2d 379 (CCA 6th). The
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Tax Court's failure to observe the procedural require-

ments of the Act is a further reason for reversal.

ARGUMENT

The Correct Basis for Depreciation of the Patents Which
Petitioner Acquired When it Purchased the Assets of

Mitchell of California Was the Difference Between

What it Paid for All the Assets and the Agreed

Value of the Tangible Assets.

The basis for depreciation of the patents which peti-

tioner acquired when it purchased the assets of Mitchell

of California is its cost of those patents. Sections 114 (a),

113 (b), 113 (a), Internal Revenue Code. This much is

undisputed. Determination of petitioner's cost of the

patents requires, first, a determination of petitioner's

cost of all the assets, and then an allocation of the

proper portion of this cost to patents.

Petitioner's cost of all the assets was $3,100,000 because

that is what it paid for them.

Harley L. Clarke bought the assets fi-om Mitchell of

California at one price and sold them to petitioner at

another. The question in this case is petitioner's basis

for those assets—not Harley L. Clarke's. Accordingly,

petitioner's basis is to be determined by the price which

petitioner paid—not by the price which Clarke paid in a

prior transaction. Cost means ''cost to the taxpayer."

''A property may have a cost history quite different

from its cost to the taxpayer." Detroit Edison Co. v.

Commissioner of Internal Revenue, 319 IT, S. 98, 102.
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All of the evidence shows that petitioner's cost—the

price which it paid for the assets, was $3,100,000; there

is no evidence whatever to the contrary. The Tax Court's

finding's of fact recite: (1) that on July 12, 1929, "a pro-

posal signed by H. L. Clarke was made to petitioner to

transfer to it all the properties, business, and assets of

Mitchell of California for a stated consideration of

$3,100,000 in cash" (R. 40) (see also Stip. P, R. 22);

that on July 16, 1929, at a meeting of petitioner's board

of directors, "a resolution was adopted accepting Clarke's

July 12, 1929 proposal to sell the assets of Mitchell of

California to petitioner for $3,100,000 and authorizing its

proper officers to execute all necessary documents to carry

this resolution into effect" (R. 41) (see also Stip. ^4,

R. 22) ; (3) that on July 27 and 29, 1929, all of the assets

of Mitchell of California were transferred to petitioner

(R. 42, 44) (see also Stip. 115, R. 22); (4) that on August

2, 1929, petitioner's account at the Chase National Bank
*' shows a withdrawal of $3,000,000, representing a check

issued to Clarke," and that, on the same date, "H. L,

Clarke's Account at Chase National Bank shows a deposit

of petitioner's check for $3,000,000" (R. 47). The reve-

nue agent's computation, reproduced in the Tax Court's

opinion (R. 51), shows "cost of assets—Mitchell Cam-
era Co. of California * * *" at $3,100,000.00. Counsel

for respondent in his opening statement in the Tax Court,

stated that the assets "were acquired by Mr. Clarke
* * * for $1,475,000" and later "transferred to the new^

corporation [petitioner] at a stepped-up basis of $3,100,-

000.00" (R. 90). Mr. Clarke, whom the Government sub-

poenaed as a witness, testified that petitioner "paid $3,100,-

000 out of its funds to acquire the assets from me under

my offer of July 12, 1929" (R. 123), and that he received

that consideration (R. 106, 124).

While apparently recognizing all this, the Tax Court

held that petitioner's basis must nevertheless be deter-
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mined by reference to the price which Clarke paid rather

than the price which petitioner paid. The Tax Court's

position seems to be that, because Clarke was an officer

of petitioner, had helped to organize it, and, with Fox,

owned other interests which controlled petitioner, any
profit which Clarke made on a deal with petitioner must
be excluded in determining petitioner's cost (R. 63, 64).

Of course Clarke made a large profit on this deal.

These transactions took place in the year 1929 at the

height of the speculative "boom" period. Clarke was a

promoter, and large promotional profits in deals of this

kind were commonplace. Petitioner's charter specifically

provided that a director of the corporation should not

be disqualified from dealing with the corporation "as a

vendor, purchaser or otherwise," that such transactions

should not be void or voidable in the absence of fraud,

and that no director should "be liable to account to this

Corporation for any profit realized by him from or through

any such transaction" when ratified by the other directors

(R. 38, 39). Clarke made a profit out of the transaction

such as the charter contemplated, and was taxable on it.

He made similar profits on his purchase and sale of the

four lamp companies (R. 122, 125). These facts serve

to strengthen, rather than to weaken, petitioner's con-

tention that it actually paid $3,100,000 for the assets—that

is, Clarke's cost plus Clarke's profit. Clarke testified

on cross-examination that after he contracted to buy these

properties he could have transferred them to anyone
(R. 125). Had he sold them to a company in which he

had no interest, that purchaser's cost would of course

have included Clarke's cost plus Clarke's profit. There

is no more justification for excluding Clarke's profit from
petitioner's cost, as respondent seeks to do, simply be-

cause Clarke's promotional activities may have put him
in a better position to make this sale and realize this

profit.
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Clarke's transactions with, and interests in, other cor-

porations are not relevant to, and do not alter the fact

that he sold the assets in question to petitioner for

$3,100,000 and that petitioner paid him that price for the

assets. Petitioner submits that this fact, which cannot be

disputed on the evidence, conclusively determines petition-

er's cost, and therefore basis.

In Commissioner of Internal Revenue v. Matheson, 82 F.

2d 380 (CCA 5), the taxpayer, who was co-executor and

one of the legatees of his father's estate, agreed to accept

certain stock of the estate at a price of $130,700 as a

credit against his legacy. On the date of the agreement,

the market value of the stock was only $111,200. Later,

when taxpayer sold the stock, he claimed that his cost

basis for measuring loss was $130,700. The Commissioner

argued that taxpayer would not have bought the stock

at a price well above market value from any one else,

that there must have been some personal motive or other

consideration in his paying the difference, and that the

correct basis was $111,200. The Court, however, sus-

tained the taxpayer, and held that the Board was not at

liberty, without evidence, to suppose a different con-

sideration for the stock from that which taxpayer paid.

The present case is much stronger from petitioner's

point of view. Unlike the taxpayer in the Matheson case,

appellant could not have gone into the market and pur-

chased the assets for a lesser sum. In these circum-

stances, the Tax Court could not properly determine

that petitioner's cost was something different from the

price it concededly paid.

Nothing in Dobson v. Commissioner, 320 U. S. 489,

precludes a full review of this question by this Court.

The Supreme Court in the Dobson case left unchanged the

principle that the Tax Court is still subject to review

and reversal on questions of law, or on conclusions which
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lack substantial support in the evidence. Whether peti-

tioner's basis for assets which it purchased should be

measured by the price which it paid, or the price which

Clarke paid, is a clear cut question of law, for it involves

a determination of what the statute means when it fixes

''cost" as the basis for depreciation. Moreover, in this

case, the evidence is clear and uncontroverted that peti-

tioner paid $3,100,000 for the assets. The Tax Court's

contrary conclusion has no support whatever in the rec-

ord, and is inconsistent with its own findings of fact

{supra, p. 15). Cf. Lawton v. Commissioner, decided

November 24, 1947 (CCA 6th).

B

Petitioner's cost of the patents was $2,860,178.95—the dif-

ference between its cost of all the assets and the

agreed value of the tangibles.

We have shown that petitioner's cost for all the Mitchell

of California assets was $3,100,000. The stipulated value

of the tangible assets acquired in that transaction is

$239,821.05 (Stip 117, R. 23). The difference, or $2,860,-

178.95, is what petitioner paid for the patents, and there-

fore the basis on which patent depreciation should be com-
puted.

The respondent contends, however, and the Tax Court
held, that the assets included very substantial good wall

value, to which a large part of petitioner's purchase
price must be attributed (R. 94, 63).

This argument is apparently presented as an alter-

native to the argument that petitioner's cost of the assets

was not $3,100,000. In other words, respondent would
apparently disallow, as part of petitioner's cost of the

assets, the portion thereof representing Clarke's profit;

or, if that cannot be done would allocate that portion

of the cost to "good will" (R. 94). In reality, these

arguments are not alternatives, but are different ways

\
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of saying the same thing—that is, that the price which

Clarke paid for the assets, rather than the price which

petitioner paid, controls. For if, as seems clear from

the respondent's own computation (R. 51), the assets

did not include good will values in the hands of Clarke

after he purchased them from Mitchell of California,

they did not suddenly take on such values in the six

weeks before he sold them to petitioner. The difference

in the two prices was attributable not to good will, but

to Clarke's profit. And, as we have shown under sub-

head '^A," there is no basis for excluding this profit

from petitioner's cost. The question of such exclusion

being one of law in determining what constitutes ''cost"

under the statute, the Dohson rule, as we have pointed

out above (p. 18), is inapplicable here.

In any event, there was no evidence from which the Tax
Court could find that any part of the price which peti-

tioner paid for the Mitchell of California assets was for

good will. All the evidence is to the contrary. George

A. Mitchell, who had been the engineer in charge of

production and development of Mitchell of California,

testified that the business of that corporation in 1929

was based upon its patents ; that it was the only company
having a quiet camera which could be used with sound

pictures, so that it had a monopoly on cameras for use

with sound; that the company's position in 1929 was due
to its patents, and that good will was not a factor in the

business in 1929 (R. 99, 100). Mr. Clarke, testifying

as a government witness, stated that the business of

Mitchell Camera of California was the manufacture of

motion picture cameras under patents; that his purpose
in purchasing Mitchell of California was to obtain that

corporation's patents and the right to build 70 millimeter

cameras (R. 123). Mr. Fox testified that Mitchell Camera
of California had previously built a wide film camera for

him partly under its patents, and that the purpose of
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buying the company was to obtain these patents; that

Mitchell of California's value to Grandeur was the value

of its patents ; that his interest in the company was based

entirely upon the patents which it owned—not upon its

good will, machinery, or buildings (R, 131). The record

shows that none of this testimony was disputed or con-

tradicted in the slightest degree. The Tax Court's find-

ings of fact are in accord with it, for it found that ''all

of [Mitchell of California's] business was in patented

products manufactured under patents owned by it," and
"because of the patented features of the Mitchell camera,

it was practically impossible to use any other camera in

the production of 'sound motion pictures' * * *." (R. 28).

In these circumstances, the Tax Court was not at liberty

to disregard the testimony of these witnesses. Belridge

Oil Co. V. Commissioner, 85 Fed. 2d 762 (CCA 9) ; C. H.
Mead Oil Co. v. Commissioner, 72 F. 2d 22, 25 (CCA 4th)

;

Lawton v. Commissioner, CCA 6th, decided November 24,

1947; Foran v. Commissioner, CCA 5th, decided Januarv
20, 1948.

The monopoly in the sound fihn field which Mitchell

of California enjoyed solely because of its patents amply
substantiates the testimony of the witnesses that the value

of the company was in those patents—not in good ^vi\\,

or something else. In Council Tool Co. v. Commissioner,

8 B, T. A. 1046, it was held that where petitioner had
eliminated competition by purcliase of competitors assets,

its success thereafter was attributable, not to good will

of the former competitor, but to absence of competition.

This result was reached although the resolution author-

izing the purchase recited good will along with other

assets, and although the purchasing corporation carried

good will on its books for a number of years after the

purchase.

The Tax Court's finding that there was substantial

value in good will in the face of this strong, uncontro-
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verted evidence is based upon book entries, and the fact

that Mitchell of California was a successful corporation,

recognized as producing ''the best motion picture cameras

available" and had back orders (R. 63). But errors of

fact cannot be perpetuated because they are a part of an

adjustment of tax liability for a prior year, or because

they result from erroneous book entries. Boyle v. Mitchell

Bros., 247 U. S. 179, 187, Ishell Porter Co. v. Commission-

ers, 40 F. 2d 432 (CCA 2d). This Court has pointed

out that:

"As is well known, book values assigned to cor-

porate assets are often arbitrary, and their general
unreliability is everywhere recognized." Spreckds-
Rosehrans Investment Co. v. Lewis, 146 F. 2d 982
(CCA 9).

Mitchell of California's success and recognition in the

motion picture camera field, to which the Tax Court

refers, instead of showing that the company had or sold

good will as a separate asset, emphasizes the value of

the company's camera patents. The Tax Court expressly

found that the company's monopoly position and back

orders came about "because of the patented features of

the Mitchell camera" (R. 28). Any other monopoly
owner of these patents would have had similar success,

recognition, and orders. Without these patents, Mitchell

of California would have had none of these things, nor

could it have obtained or filled its orders. In this situa-

tion, good will could have no separate existence, for

such value as the business had lay in the value of the

patents.

Moreover, the evidence is undisputed that Clarke and
Fox gave no thought to good will in making this purchase.

They were interested only in patents, and it was for

patents alone that the consideration was paid (R. 123,

131).
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Tlie authorities are agreed that where a mixed a^-gre-

gate of tangible and intangible assets are acquired for

one consideration, and the business is one dependent for

earnings upon ]:)atents, the cost to the purchaser of the

patents is the price paid over and above the tangibles.

In liepuhlic Steel Corp. v. U. S., 40 F. Supp. 1017

(Court of Claims), plaintiff's subsidiary had purchased

all of the property and assets of a company called Steel

& Tubes No. 1 at a price of $19,556,992.43. It was undis-

puted that the tangible assets were worth $7,094,332.04.

The question concerned the cost, as basis for deprecia-

tion, of the patents included in the assets. The plain-

tiff claimed that the balance of the purchase price above

the tangibles was paid for the patents, while the defendant

claimed that part of this price was for good ^vill. The

Court of Claims sustained the plaintiff's position. In this

connection, the Court said: (40 F. Supp. at 1023)

:

a* * * Apparently Steel and Tubes No. 1 did

not consider that it had any good will separate and
apart from its patents; in other words, if it dis-

posed of its patents, it would not have any good
will. Its president so testified, and it gave no value

to it on its books. The plaintiff says it placed no

value on it in determining whether or not to pay
the price demanded.

''But the defendant says the parties overvalued

the patents, that they were not worth the sum at

which the parties valued them, and it argues at

length in support of this proposition. This may or

may not be true; they may not have been worth

what the parties thought they were. But the fact

remains that they were purchased on the parties'

valuation of them, and not on their actual value.

The amount of $19,556,992.43 was paid for all the

assets, the tangible assets were worth $7,091,332.04,

leaving $12,462,660.39 as the price paid for the in-

tangible assets. The only intangible assets regarded

bv the parties as of any value were the patents, so

it must follow that this sum was paid for the pat-
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ents. It may be that the seller's good will really

did have a value, but if the parties did not think so

and, in computing the price to be paid, gave it no
value, it must be eliminated from consideration in

computing the amount paid for the other assets."

Petitioner's case is on all fours with the Republic Steel

case. As in that case, the parties here did not consider

that Mitchell of California "had any good will separate

and apart from its patents" and gave no consideration

to good will in making the purchase (R. 123, 131). The
crux of that case, equally applicable to this one, is em-

bodied in the Court's statement that

—

''The only intangible assets regarded by the parties

as of any value were the patents, so, it must follow

that this sum [balance over tangibles] was paid for

the patents."

In Illinois Pipe Line Company v. Commissioner, 37 BTA
1070, 1079, taxpayer purchased assets of the Ohio Oil Co.

consisting of pipe line properties for $20,000,000 worth

of stock. Taxpayer claimed that the cost of the de-

preciable assets was $18,799,415, while the Commissioner

claimed that their cost was only $10,191,412.14, attribut-

ing the difference to ''going concern" value. The Board

sustained the taxpayer. It held that the parties never

intended to purchase intangibles; that

—

"The evidence * * * shows that no part of the

purchase price was paid for intangibles and, further,

that any 'going concern value' attached to the line

exhausted with the line itself."

The evidence in the present case, with respect to the

patents, is the same: the parties did not intend to buy
good will; anything resembling good will was not a sepa-

rate asset but inhered in the patents, and became ex-

hausted along with the patents.

In two later cases, the Tax Court followed the Republic

Steel case, supra, holding that the total price which the

taxpayer had paid for an aggregate of assets was attrib-
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utable to patents or other depreeiables, and that no part

thei-eof was attributal)le to good will, where witnesses had
testified that good will was not considered a separate

asset, that all the value was thought to bo attributable

to the other assets and that there was no intention to

buy or sell good will as such.

American Fork S Hoe Co. v. Commissioner, T. C.

Memo Op., Sept. 22, 1943, Docket Nos. 108334, 108503,
2 TCM 842, 846, 847

;

Addressograph-MuUigraph Corp. et al. v. Commis-
sioner, T. C. Memo Op., Feb. 5, 1945, Docket Nos.
109181-108187, 111395, 4 TCM 147, 155.

On the evidence, a similar conclusion is required in the

present case.

The Tax Court erred in sustaining a deduction of $294,-

842.41 from total cost in arriving at the cost of patents,

when a value of $239,821.05 was stipulated.

The respondent deducted, in arriving at petitioner's

cost of the patents, $294,842.41 iOv "net assets other than

good will" (R. 51, 65), whereas a value of $239,821.05 for

the tangible assets was stipulated (Stip #7, E. 23). The
dit¥erenee is $55,021.36, and, as the facts show, resulted

from a mathematical error—not from a deliberate alloca-

tion of values.

Tho Tax Court sustained respondent's action on the

ground that the agreement of the formei* owners of the

business not to compete, and the "large backlog of con-

tracts," might be worth this difference (R. &(S).

This falls on analysis. Mr. Mitchell testified that the

"agreement not to compete" was merely a routine "cus-

tomary agreement" (R. 102). It was particularly un-

im])ortant in this case since both of the former owners.
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Boeger and Mitchell, agreed to and did continue with the

new company after they sold out (R. 34, 99) and Mitchell

testified that he was employed by the new company for

five years—the full length of the agreement not to com-

I)ete (R. 56, 102). There was no testimony by the respond-

ent that such agreement had a value. Similarly, the Tax
Court relied in part on the "large backlog of unfilled

orders" to justify its sustaining the good will item (R.

63) ;
yet, it relied on this same item (this time called

''large backlog of contracts") to justify the figure placed

on ''net assets other than good will" (R. 66). This is

sheer duplication; it is a case of blowing hot and cold at

the same time.

The plain fact is that there were no such "assets other

than good will." The origin of this $55;,021.36 item is

clearly traceable to an error in the revenue agent's 1934

computation (R. 51).

The net tangible assets reflected on petitioner's 1929

balance sheet (R. 49) add up to $239,821.05.

Land $35,535.40
Buildings 73,938.48

Machinery & Equipment $91,009.70

Less : Depreciation Reserve 12,760.82 78,247.88

Land held for sale 2,050.32

Accounts Receivable 2,815.00

Inventory 50,896.77

Total $243,483.85
Less:
Accounts Payable 2,815.00

Accrued payroll 847.80

3,662.80

Net tangible assets $239,821.05

Patents were carried on this balance sheet at $55,021.36

(R. 49). Li the 1934 computation, the agent valued pat-

ents as follows (R. 51) :
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Actual value paid bv Harlev Clarke for
total assets

*. *.

$1,475,000.00
Less : Net assets other than good will 294,842.41

Considered as value of patents $1,180,157.59

Breaking down the $294,842.41 item to show its compo-

nents, the computation becomes

:

Actual value x^aid by Harley Clarke for

total assets $1,475,000.00

Less net assets other than good
will

Tangibles $239,821.05

Book value of patents 55,021.36

294,842.41

Considered as value of patents $1,180,157.59

The agent in his 1934 computation simply erroneously

added the book value of the patents to the tangibles in

arriving at what he considered the actual value of the

patents. Since his purpose was to compute the actual

value of the patents, he should, of course, have eliminated

their book value as follows:

Actual value paid bv H. L. Clarke for

total assets " $1,475,000.00
Less net value of tangible assets 239,821.05

Considered as value of patents $1,235,178.95

Clearly, therefore, the $55,021.36 item, which the Tax Court

says may have been due to the agreement not to compete

and to the backlog of orders, is in fact simply the value at

which patents w^ere originally carried on the books, which

erroneously found its way into the agent's computation.

It is taxing coincidence beyond the bounds of credibility

to suggest that the identical tigure, to the penny, is both

the 1929 book value of the patents and the value of the

intangibles on which the Tax Court relies. Therefore,
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whether petitioner's basis is to be measured by the price

which it paid for the patents, or, as respondent contends,

by the price which Clarke paid, it is clear that, at the

very least, the basis must be adjusted to include this

$55,021.36 item.

The Dohson rule of course has no application to the Tax
Court's conclusion on this point, both because the evidence

does not support such a conclusion and because, as we
have shown, it has its origin in pure mathematical error.

II

If Petitioner's Basis Is to Be Measured by Clarke's Cost

Respondent's Computation Must Be Adjusted

to Show Clarke's True Cost.

The theory of the respondent, and of the Tax Court,

was that petitioner's basis must be measured by the price

which Clarke, rather than petitioner, paid for the assets.

Petitioner, in the first section of this brief, has shown why
it believes this position to be untenable. However, if, con-

trary to petitioner's contention, this Court should accept

respondent's theory on this branch of the case, then, at

the very least, Clarke's cost, as computed by respondent,

must be corrected in two respects: (1) to eliminate the

mathematical error of $55,021.36 which the agent made
in computing the 'Walue of patents"; and (2) to reflect

the commissions which Clarke paid in order to acquire

the assets.

The first adjustment, the $55,021.36 item, has been dis-

cussed at length immediately hereinbefore, in section I-C.

The commissions item will accordingly be discussed here.

Harley L. Clarke testified, as a government witness,

that he paid some ''very good sized commissions" to

acquire the assets of Mitchell of California. He placed

these commissions at between $350,000 and $400,000 (R. 117,
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118, 122). This, of course, was in addition to the $1,475,000

which he paid to the owners of Mitchell of California

for the assets themselves (R, 122). His testimom^ on

this point was not questioned or disputed in any way.

The Tax Court, however, has used as Clarke's cost of

the assets only the $1,475,000 figure and has failed to

take into account this large commission item (R. 64, 65).

Commissions paid in acquiring property must of course

be added to the price paid in determining the cost basis.

Helvering v. Wimnill, 305 U. S. 79, Tonningsen v. Com-
missioner of Internal Revenue, 61 F. 2d 199 (CCA 9Lh)

;

Young v. Commissioner of Internal Revenue, 59 F. 2d 691

(CCA 9th).

Tlie Tax Court has sought to justify the omission of

the commissions from Clarke's cost on the ground that

''to whom they were paid or for what service rendered,

we are not advised" (R. 64), and has apparently con-

fused these commissions with a different commission item

of $100,000 appearing in a Senate Committee exhibit

(Ex. G), (R. 65). But Clarke, as a government witness,

testified that the $350,000 to $400,000 commissions were

''outside of what appears on the exhibit" (R. 118). And
he stated specifically that he paid these commissions "on
the Mitchell Camera Corporation acquisition" (R. 122,

117, 118). It makes no difference, for present purposes,

to whom the commissions were paid ; the Important fact

is that they were paid for acquiring Mitchell assets. But
if elaboration were desired, the respondent, whose wit-

ness Clarke was, should have questioned him further, for

this was testimony affecting respondent's defense of his

prior action. The burden shifted to him to overcome

the testimony of his own witness if he could. The Tax
Court does not intimate that it discredits Clarke's testi-

mony that he paid these commissions, even if it were at

liberty to do so. It makes no finding either way. It

says, mei-ely, that "more evidence than this is required
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upon which to base a finding of additional cost by reason

of commissions paid." (R. 65). But the evidence is clear,

unequivocal, and undisputed that Clarke paid $350,000

to $400,000 in commissions in order to acquire the Mitchell

of California assets. No more than this is either neces-

sary or relevant to support petitioner's position. The

commissions must therefore be included in computing

Clarke's cost of the assets, and it was clear error to

exclude them. Cf. Cohan v. Commissioner, 39 F. 2d 540

(CCA 2d); Isbell Porter Co. v. Commissioner, 40 F. 2d

432 (CCA 2d).

The Dobson rule does not preclude reversal where the

Tax Court has simply disregarded, though it has not dis-

credited, unequivocal and unrefuted testimony adverse to

the party who called the witness. Moreover, the Tax
Court did not find that the claimed commissions were not

paid. It based its decision on what it regarded as in-

sufficient evidence (R. 65). Whether the evidence was
sufficient to justify a finding that the commissions were

paid is of course a question of law which this Court
may review.

In any event, if the Tax Court deemed more evidence

on this issue essential to a decision it should have

afforded the parties an opportunity to supply it, or have

made a fair approximation under the Cohan rule. There-

fore if this Court, contrary to our contentions, likewise

deems additional evidence important to a decision, the

case should be remanded either for an allowance of an
approximation or for a re-hearing to supply the data

in order that justice may be done. Doernhecher Mfg. Co.

V. Commissioner, 80 F 2d 573, 574 (CCA 9th) ; Lewis et al.

Trustees v. Commissioner, 160 F 2d 839 (CCA 1st).
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III

The Depreciation of the Patents Should Be Computed by

Reference to the Full Life of All the Patents Rather

than on a Composite Average Life Basis.

Section 23 of the Internal Revenue Code (1939) x^ro-

vides that

—

"In computing net income there shall be allowed
as deductions:

"(1) Depreciation.—A reasonable allowance for

the exhaustion, wear and tear of property used in

the trade or business, including a reasonable allow-

ance for obsolescence. * * *"

The respondent's regulations lay down the proper rules

for computing depreciation under this provision of the

law. Reg. 103, Sec. 19.23 (1)-1 states that:

a* * * rjij-^g proper allowance for such depreciation

is that amount which should be set aside for the

taxable year in accordance with a reasonably con-

sistent plan (not necessarily at a uniform rate),

whereby the aggregate of the amounts so set aside,

plus the salvage value, will at the end of the useful

life of the depreciable property, equal the cost or

other basis of the property * * *." (Emphasis
added.)

The provisions of respondent's "Bulletin F" (272) (re-

vised January 1942) are substantially the same. Simi-

larly, Reg. 103, Sec. 19.23 (l)-7, dealing specifically with

patents or copyrights, says

:

"* * * The allowance sliould be computed by the

apportionment or other basis of the patent or copy-
right over the life of the patent or copyright since its

grant, or since its acquisition by the taxpayer, or in

the case of a copyright, since March 1, 1913, as the

case may be." (Emphasis added.)

These regulations recognize, and indeed require, deprecia-

tion of patents over their entire life, which is of course tlie
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17 year statutory life. And, as this Court said in Douglas

County Light S Water Co. v. Commissioner, 43 F. 2d 904,

905 (CCA 9th)

:

''A Treasury regulation has the force and effect

of law unless it is in conflict with an express statu-

tory provision. '

'

The regulations undoubtedly reflect Congress' intent, in

providing for a depreciation allowance, that depreciation

be spread over the entire life of the assets. The Supreme
Court has pointed out that

:

** Congress has provided for deductions of annual
amounts of depreciation which, along witji salvage
value, will replace the original investment of the

property at the time of its retirement/' (Emphasis
added). Virginian Hotel Corp. v. Helvering, 319 U. S.

523, 528.

This is the only sound and reasonable basis for taking de-

preciation, both from an accounting and economic point

of view. Detroit Edison Co. v. Commissioner of Infernal

Revenue, 319 U. S. 98, 101.

Where a group of patents are acquired, having varying

lives, the requirement that depreciation be spread over

their full lives is met by following the formula whicli the

Board of Tax Appeals adopted in Simmons Company v.

Commissioner, 8 BTA 631, 644 (aff 'd 33 F. 2d 75, cert. den.

280 U. S. 588). Under that formula, the allowable de-

preciation deduction in each year would be an amount
bearing the same ratio to the total value of all the

patents as the patent life expiring in that year bears to

the total unexpired life on the date of acquisition. De-

preciation is thus spread over the entire life of all the

patents. This is the only formula which will satisfy the

quoted regulations and is the one which appellant wishes

to use in this case. The respondent, on the other hand,

would require that petitioner's depreciation be taken over

a period of the average lives of the patents from the date

of acquisition—12.3666 years.



32

The thirty patents acquired by petitioner had life ex-

piration dates extending- from 1936 to 1950; seventeen of

these patents will expire after the last year in ivhich

respondent has allotved depreciation (Ex. 16). Clearly,

respondent's insistence tliat the patents be depreciated on

an average life basis cannot be squared with his regula-

tions, requiring depreciation to be spread over the entire

"life of the patent."

The eases upon which the Tax Court relies to sustain

the average life formula (R. 67) all involved entirely dif-

ferent issues from that in this case. In Union Metals

Mfg. Co., 4 BTA 287, and Syracuse Food Products Corp.,

21 BTA 865, the Board merely held that a group of

patents need not be valued and depreciated individually,

but might be depreciated as a group over tlieir average

lives. In Prophijlactic Brush Co., 25 BTA 676, the Board

held that, M^here an original invention was patented in

1909, and improvements in 1915^ depreciation would be

over the average life of both, rather than over the life of

the last x^atent as contended for by the Government. In

these cases, the parties were agreed that if the patents

were to be considered as an aggregate, depreciation would

be on the average life basis. Wliile the Board in these

cases does tolerate or "recognize" the average life formula,

as the Tax Court says (K 67), it did not have before it,

and did not decide, the issue now presented; namely,

whether a taxpayer who wishes to depreciate patents over

their entire useful life as the regulations require may
instead be compelled to use an average life formula which

exhausts his basis long before the end of the life of the

patents.

This Court had an analogous situation presented in

Wells Farf/o Bank (& Union Trust Co. v. Commissioner,

No. 11502, decided August 27, 1947. The question there

was whether the cost of cancellation of a lease for the

purpose of obtaining a new lease should be amortized over



33

the term of the new lease, or the unexpired term of the

old lease. The Tax Court, relying on earlier Board cases,

has held that the cost must be amortized over the un-

expired term of the old lease. This Court reversed, liold-

ing that the cost of cancellation was amortizable over

the term of the new lease. With reference to the Board
cases on which the Tax Court had relied in reaching a

contrary conclusion, this Court said:

"While it may be admitted that the Tax Court has
gradually evolved such a rule [amortization over un-
expired term of old lease], yet * * * the question of how
the cost of cancellation was to be amortized was never
presented. In all the cases cited in the Tax Court opin-

ion, the taxpayer argued that the cost of cancellation

should be deductible as an ordinary expense of doing-

business while the Commissioner claimed that the

amount was amortizable. Neither side ever raised the

issue of the period of amortization. * * *." (Emphasis
added)

Similarly, in the present case, the issue now presented,

as to the period of depreciation, was never raised or de-

cided in the Board cases upon which the Tax Cowt relies.

Those cases are therefore not persuasive here. Moreover,

so far as appears, the question has never been raised in

or decided by an appellate court. Petitioner submits that

for reasons heretofore stated it should now be decided in

accordance with its position.

The Wells Fargo case, supra is important here in an-

other respect. There, as here, the taxpayer contended that

amortization should be spread over one period while the

Commissioner contended for another. Plausible argument

could be, and was, advanced in support of both positions.

Yet this Court held that the "decision of the Tax Court

in this matter denying to petitioner the right to amortize

the cost of cancelling the old lease over the terms of the

new lease, should be and hereby is reversed." Similarly,

in the present case, even if the average life formula is one
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possible method of depreciating patents, yet it is unques-

tioned that the "full life" formula set forth in the Simmons

case is also a proper and reasonable method, and the only-

method which spreads the basis over the full life of the

patents. The taxpayer in this case, therefore, like the tax-

payer in the Wells Fargo case, should not be denied the

right to use an admittedly proper method of depreciation

simply l)ecause the respondent desires it to use some other

method.

But the Tax Court seems to imply that petitioner is

estopped to depreciate on a full life basis now because for

some years it used the average life formula fixed in the

revenue agent's 1934 computation. It erroneously relies

on Virginia Hotel Corporation v. Helvering, 319 U. S. 523

for this proposition (R (57). The Suprenae Court held in

that case that where the Commissioner had determined

the useful life of equipment to be greater than petitioner

had claimed, resulting in a lower annual rate of deprecia-

tion, the petitioner might not apply this lower rate to

the prior years 1931-1936 (years not in controversy) so

as to create a higher remaining basis for depreciation in

the taxable year (1938). This was because depreciation

at the old rate for prior years had been "allowed" under

sec. 113 (b)(1)(B) of the Internal Revenue Code, by ac-

ceptance of the former returns without challenge, 319 U. S.

at 527. The issue there related to cumulative depreciation

rather than to current depreciation.

Whether the Virginian Hotel doctrine should bar peti-

tioner from revising its basis for the prior years 1932

through 1938 to reflect the depreciation properly allowable

is a question which is discussed in a subsequent section of

this brief (infra p. 36). Whatever the answer to that ques-

tion may be, it is certainly clear that the Virginian Hotel

case has no application to the years 1939 through 1941

since these are the years as to which petitioner's tax lia-

bility is here in issue. These years are before the Court in
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this proceeding and are still open to depreciation adjust-

ments of any kind, for as to them no depreciation has been

finally '^ allowed." There can therefore be no question of

''estoppel," or otherwise, as to petitioner's right to take

depreciation on a full life basis under the Simmons formula

for the years 1939 through 1941.

The total life of the patents acquired by petitioner was

4452 months, with 212, 204, and 204 months being exhausted

in the years 1939, 1940 and 1941, respectively (Ex. 16).

Applying the Simmons rule to $2,860,178.95, petitioner's

cost of the patents, the allowable depreciation for these

years would be

:

1939 $136,199.40

1940 131,059.80

1941 131,059.80

In contrast with the above, respondent has allowed depre-

ciation as follows

:

1939 $ 95,430.50

1940 95,430.50

1941 13,637.89

(These figures differ from those shown in respondent's

notice of deficiency and the Tax Court's opinion (R 55)

because in the Rule 50 computation the respondent acknowl-

edged that depreciation allowed to December 31, 1938, on

the original patents should be $975,658.70 instead of $1,-

035,539.75 as shown in the notice of deficiency (R 14) and

the Tax Court's opinion (R 55). This accounts for most of

the difference between the deficiency originally proposed

($73,478.94) (R 26) and the amount fixed in the Tax Court's

decision ($47,720.78) (R 68).

The petitioner submits that, whatever its basis be for

the patents, it is entitled to use the Simmons, or full life,

method of depreciation.
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IV

The Cumulative Depreciation on Patents to December 31,

1938, Should Be Adjusted to Reflect the Correct

Amount of Depreciation for Prior Years.

In his 1934 computation, respondent determined that an

annual patent depreciation of $95,430.50 was allowable

on an average life formula of 12.666 years (R. 51). Peti-

tioner has shown in prior sections of this brief that the

respondent erred both in the cost basis which he fixed for

the patents, and in requiring depreciation on an average

life, rather than full life, formula. Therefore, the amount

of depreciation by which the basis was reduced as of De-

cember 31, 1938, should now be adjusted to reflect the cor-

rect cumulative depreciation on the correct basis of the

patents, whether computed by the full life or average life

formula.

Such correction will not result in a windfall or unde-

served advantage to petitioner, since it sustained substan-

tial losses during the years 1932 through 1938 and there-

fore secured no tax benefit from the excessive deprecia-

tion charges (R 52, 53). (There might be a small tax

benefit for the single year 1936, but petitioner does not

contend for correction to the extent that this would result

in tax benefit having been realized.) The government will

not therefore be prejudiced in any way if the basis is now
made to reflect the amount of depreciation properly allow-

able in prior years.

Nor is Virginian Hotel Corporation v. Helvering, 319 U.

S. 523, a bar to correction of these past errors. The Supreme
Court held in that case that a taxpayer who in prior years

had taken depreciation on the basis of a short life estimate

could not, upon determination of a longer life estimate,

go back and revise his basis to reflect the new estimate.

There is no question in the present case of revising the

estimated life of assets, since patents have a fixed statu-
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tory life of seventeen years. Obviously, in the present

case, the petitioner's taking depreciation at an average of

$107,000 (R. 52, 53) when the respondent in 1934 had fixed

a rate of $95,430.50 (R. 51), with no resulting tax benefit,

was due to pure error. Likewise, if, as petitioner believes,

the Simmons formula, rather than the average life formula,

should have been used, the resulting rate of depreciation

is based on mathematical error. Nothing in the Virginian

Hotel case holds or implies that errors of this sort, which

resulted in no tax benefit, are beyond correction. The situa-

tion here is no different tax-wise from that where an erron-

eous figure is listed for depreciation through typographical

error. It cannot be said that depreciation is "allowed"

within the meaning of the statute (§ 118 (b) (1) (B) IRC),

merely by acceptance of the return, where the figure listed

for depreciation is based upon pure mistake and the cor-

rection of the figures would have made no difference in

the tax.

Moreover, the case of Rainier Brewing Company v. Com-
missioner, 7 T. C. 162 (affirmed by this Court January 9,

1948), indicates that the Virginian Hotel case does not re-

quire that unallowable depreciation be deducted where
intangibles are involved. In the Rainier case, the taxpay-

er's predecessor was allowed in prior years unallowable

obsolesence on a trade name. The Commissioner contended

that since he had allowed the obsolesence in the audit of

the returns, the taxpayer could not restore the unallowable

obsolesence to the basis for the property. The Tax Court
disagreed, however, holding that the Virginian Hotel case

M^as "not controlling" and "is distinguishable on its facts

and the rationale of that decision is not applicable here."

7 T. C. at 178. The Court accordingly limited the amount
by which prior obsolesence reduced the basis to the actual

tax benefit resulting from the erroneous deduction.

Petitioner submits that here, as in the Rainier case, the

patent basis may and should be corrected to reflect onlv
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the depreciation properly allowable, except to the extent

that excessive depreciation actually resulted in tax benefit.

The Dobson rule is clearly inapplicable to this issue,

since the question here is one of pure statutory construc-

tion. As in the Virginian Hotel case, supra, that question

is, of course, open to appellate review.

The Tax Court Is an Agency Within the Meaning of the

Administrative Procedure Act, and Its Procedures and

the Reviewability of Its Decisions Are Governed by that

Act.

The Administrative Procedure Act (60 Stat. 237, 5 U. S.

C. § 1001) prescribes procedures which agencies of the

United States must follow in formulating decisions, and

also sets forth the scope and standard of judicial review

of such decisions. Both of these features of the Act are

important in this case if the Tax Court is an agency subject

to the Act. Petitioner earnestly submits that it is such an

agency, and that both its procedures and the reviewability

of its decision are therefore governed by the provisions of

that Act.

The Tax Court is an agency within the Administrative

Procedure Act.

The Administrative Procedure Act applies to all agencies

of the United States. Section 2 (a) of that Act defines

''agency" to mean:

"each authority (whether or not within or subject to

i-eview by another agency) of the Government of the

United States other than Congress, the courts, or

the governments of the possessions, Territories, or

the District of Columbia."
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The Tax Court is clearly not a court in an}^ accurate

sense. The Tax Court's predecessor, the Board of Tax
Appeals, was created by the Revenue Act of 1924 (43 Stat.

253, 338) as "an independent agency in the executive

branch of the Government." The Internal Revenue Code

(§ 1100) when enacted, described the Board in the same
way.

The Supreme Court, in Old Colony Trust Co. v. Commis-
sioner, 279 U. S. 716, 725 said:

' * The Board of Tax Appeals is not a court. It is an
executive or administrative board, upon the decision
of which the parties are given an opportunity to base
a petition for review to the courts after the adminis-
trative inquiry of the board has been had and decided."

The change of the Board's name to "Tax Court," and

the designation of its members as "judges," in no way
affected the status of the tribunal as an independent agency

in the executive branch. The Committee Report (H. R.

Rept. No. 2333, 77th Cong. 2d sess. pp. 172, 173) explain-

ing <^ 504 of the Revenue Act of 1942 (56 Stat. 957) which

effected the changes says

:

"This section merely changes the names by which
the Board of Tax Appeals, its chairman and its mem-
bers are known. No change is made in its status. The
Board, which will hereafter be known as the United
States Tax Court, is continued as an independent
agency in the executive branch of the Government.
Thus its status as an executive or administrative board
is unchanged. Old Colony Trust Co. v. Commissioner,
279 U. S. 716, 725 (1929). * * * The Board and its

divisions will continue to have the same jurisdiction,

powers and duties as provided by existing law." (Em-
phasis added)

Both the Supreme Court and Circuit Courts of Appeal

have recognized, since tlie Board's change of name to Tax
Court, that the tribunal is still "an independent agency

in the executive branch of the Government." Commissioner
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V. Gooch, 320 U. 8. 418, 420; Dohson v. Commissioner, 320

U. S. 489; Hiifchinr/s-Sealy National Bank v. Commissioner,

141 F 2d 422 (CCA 5th).

"

Tlio Tax Court, like otlier agencies, is therefore clearly

subject to the Administrative Procedure Act unless Con-

gross intended to exempt from the Act not only tribunals

Avhich are courts in fact but also an administrative agency

which is called a court. But neither the Act itself nor its

legislative history evinces any such intent. On the con-

trary, they indicate that Congress intended the Act to

apply to the Tax Court as fully as to other agencies of the

government.

Tlic committee reports make clear that the definition of

"agency" in the Act excludes only "legislative, judicial,

and territorial authorities" and includes "any other 'au-

thority' ". Legislative History, Administrative Procedure

Act, Senate Document No. 248, 79th Cong. 2d sess., pp. 196,

252 (hereinafter cited Legis. Hist.). Congress' intention to

exclude "judicial authorities" from the operation of the

Act does not justify exempting a body which it had prev-

iously set up as "an independent agency in the executive

branch of the Government." Agencies in the executive

branch are precisely what the definition is designed to in-

clude. It cannot be assumed that Congress, when it en-

acted the Administrative Procedure Act and made it apply

to all agencies, was ignorant of its own law of a few years

before setting up the Tax Court as an independent agency

in the executive branch.

A Senate Judiciary Committee Print, (Legis. Hist. p. 12),

explaining the derivation and meaning of the various pro-

visions of the Administrative Procedure Act, says that the

definition of "agency" in that Act is substantially the same
as in the Federal Register Act. This is reasonable, since

agencies must utilize the Federal Register in complying

with several of the provisions of the Administrative Pro-

cedure Act. The Federal Register Act, like the Adminis-
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trative Procedure Act, defines ''agency" broadly to in-

clude all authority in the executive branch but to exclude

specifically the legislative and judicial branches (Sec. 4,

49 Stat. 500, 44 U. S. C. 304). The Tax Court, both before

and after its change in name, has regarded itself as an

"agency" rather than a "court" within the Federal Regis-

ter Act, for it has consistently published its rules as "agen-

cies" under that Act are required to do. (See Title 26,

Chapter III of Code of Federal Regulations, and annual

supplements; also 1 CFR <§> 2.2(d)). Yet, in view of the in-

ter-relation of the two Acts, and particularly of their re-

spective definitions of "agency" it seems clear that if the

Tax Court is an agency for purposes of the Federal Regis-

ter Act, it is equally an agency for purposes of the Adminis-

trative Procedure Act.

Further examination into the history of the Administra-

tive Procedure Act bears out petitioner's position that the

Tax Court is an agency subject to the Act.

The Attorney General's Committee on Administrative

Procedure, appointed in 1939 at the request of the Presi-

dent to investigate the "need for procedural reform in the

field of administrative law," made exhaustive studies cov-

ering most of the agencies in the executive branch. The
results of its studies were published in a " Final Report of

the Attorney General's Committee on Administrative Pro-

cedure," (Sen. Doc. No. 8, 77th Cong. 1st sess. (hereinafter

cited "Final Report")), and twenty-seven monographs
which it prepared on individual agencies. The Board of

Tax Appeals was one of the agencies which the Committee

studied, and one of its monographs discusses the Board.
Sen. Doc. No. 10, part 9, 77th Cong. 1st sess. pp. 69, 83.

Nothing in the Final Report or the monograph indicates

that the Committee regarded the Board as unique or out-

side its principal recommendations. The contrary would

seem to be clearly true (see Final Report, p. 167).
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In a ** Manual" which the Department of Justice has

prepared on the Administrative Procedure Act, the pres-

ent Attorney General points out (p. 5) that

''The main origins of the present Administrative
Procedure Act may be found in that [Final] Report,
and in the so-called majority and minority recom-
mendations submitted by the Committee."

And again, on page 8 of the '
' Manual, " it is stated that

''The legislative history of the Administrative Pro-
cedure Act really begins with the Final Report of the

Attorney General's Committee on Administrative Pro-
cedure. '

'

The Congressional Committee Reports also point out

that, in preparing the bill which became the Administrative

Procedure Act, careful attention was paid to the earlier

work of the Attorney General's Committee. (Committee

Reports, Legis. Hist. pp. 190, 246.). A Senate Judiciary

Committee "print" was issued showing the parallel be-

tween each provision of the new proposed law and the

recommendations of the Attorney General's Committee

(Legis. Hist. p. 11 et seq.).

In the absence of any clear indication to the contrary

it is reasonable to assume that the coverage of agencies

by the Administrative Procedure Act is at least as broad

as that envisaged by the studies and recommendations of

the Attorney General's Committee.

Had the name of the Board of Tax Appeals remained

unchanged it would seem to be beyond serious dispute that

the Administrative Procedure Act applied to it. But evei-y

reason for applying the Act to the tribunal w^ere it still

called a Board is equally present now that it is called a

Tax Court, since the change in name did not make the

tribunal any the less an agency or otherwise affect its

functions (see supra p. 39). Congress' purpose, in en-

acting a uniform code of procedure and standard of judi-

cial review for all agencies of the government, is as equally
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applicable to the Tax Court as to other agencies. Had Con-

gress intended to exempt the Tax Court, it would have been

easy enough to say so specifically.

As against all this, the argument that the Tax Court is

not subject to the Act is based upon a ''dictum" of the

Attorney General in a letter to Senator McCarran while the

bill was pending. Commenting on the exemption of courts

in "^2 of the Act, the Attorney General said

—

" 'Court' includes the Tax Court, Court of Cus-
toms and Patent Appeals, the Court of Claims and
similar courts. This act does not apply to their pro-

cedure nor affect the requirement of resort thereto."
Legis. Hist. p. 224.

The Attorney General does not indicate how he arrives

at this conclusion with respect to the Tax Court. The Court

of Customs and Patent Appeals and the Court of Claims

are quite different; they are legislative courts of record

provided for in the Judicial Code (28 U. S. C. 301, 241),

and have been so recognized by the Supreme Court. Ex
Parte Bakelite Corp., 279 U. S. 438; Williams v. United

States, 289 U. S. 553. It appears that the Attorney General

was misled by the word "court." In any case, it is clear

that he had not carefully considered the problem, and his

"dictum" is entitled to no weight in construing the legis-

lative intention in view of the strong evidence to the con-

trary.

The Sixth Circuit Court of Appeals in Lincoln Electric

Co. Y. Commissioner, 162 F 2d 379, held, in line with peti-

tioner's contentions here, that the Tax Court is an agency

subject to the Administrative Procedure Act, and that

judicial review of the Tax Court's decisions would be gov-

erned by that Act rather than by the Dobson rule. It re-

iterated this view in Dawson v. Commissioner, decided

September 22, 1947. Petitioner respectfully submits that

this Court should take the same view.
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B

The Judicial Review Provisions of the Administrative

Procedure Act have broadened this Court's power to

review Tax Court decisions.

Section 10 (e) of the Adminstrative Procedure Act pro-

vides that the reviewing court shall set aside agency action,

findings, and conclusions "unsupported by substantial evi-

dence," and that

—

"In making the foregoing determinations the court
shall review the whole record or such portions thereof
as may be cited by any party * * *."

The House Committee report (Legis. Hist. p. 279) explains

these provisions as follows

:

" 'Substantial evidence' means evidence which on
the whole record is clearly substantial, plainly sufficient

to support a finding or conclusion * * * and material
to the issues. * * * Although the agency must do so in

the first instance, under this bill it will he the duty of
the courts to determine in the final analysis and in the

exercise of their independent judgment whether on the

whole of the proofs brought to their attention the evi-

dence in a given instance is sufficiently substantial to

support a finding, conclusion or other agency action or

inaction/' (Emphasis supplied).

As the Sixth Circuit Court of Appeals pointed out in the

Lincoln Electric case, supra, appellate power of review

"doubtless has been broadened" by these provisions. Al-

though we have shown in previous sections of this brief

that the Dohson rule does not preclude full review of the

issues in this case in any event, the Administrative Pro-

cedui-e Act is thus an additional and independent reason

why petitioner is entitled to such review. For the Act has

clearly restored to appellate courts the powers of review

which they exercised before the limitations of the Dobson
rule were imposed. Lincoln Electric Co. v. Commissioner,

supra.
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The Tax Court failed to observe the procedure provisions

of the Administrative Procedure Act.

Petitioner on July 24, 1947, filed a motion to vacate and

set aside the findings and opinion of the Tax Court on the

ground that the Tax Court is an ''agency" governed by the

Administrative Procedure Act, and petitioner had no op-

portunity, as required by that Act, to submit its objections

and exceptions to the Tax Court's "initial" decision before

it became final (R 70). The Tax Court denied this motion.

Section 7 (a) of the Act provides that cases may be heard

by: " (1) the agency, (2) one or more members of the body

which comprises the agency, or (3) one or more examiners

appointed as provided in this Act." Section 8 (a) provides

that in cases where the agency itself has not presided at

the reception of the evidence the officer who presided shall

make an initial or recommended decision, from which there

shall be an opportunity for appeal to, or review by, the

agency. Section 8 (b) provides that a party shall have an

opportunity to submit exceptions to the decision or recom-

mended decision of the hearing officer prior to agency re-

view. On this phase of the Act the Attorney General's

interpretation seems correct; he explains this provision as

follows (Legis. Hist. p. 229)

:

''Section 8(b) Prior to each recommended, initial,

or tentative decision parties shall have a timely op-

portunity to submit proposed findings and conclusions,

and prior to each decision upon agency review of either

the decision of subordinate officers or of the agency's
tentative decision, to submit exceptions to the initial,

recommended, or tentative decision, as the case may
be. * * * "

Since the Tax Court judge who heard this case is a

member "of the body which comprises the agency," rather

than the agency itself, petitioner was entitled, under the

above provisions of the Act, to file exceptions to his report,
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and to opportunity for review by, or on behalf of, the Tax
Court itself. Because the Tax Court takes the position,

erroneously petitioner submits, that it is a court rather

than an ag'ency, petitioner was accorded neither of these

rights. This denial is clearly reversible error under section

10 (e) (B) of the Act which directs reviewing courts to

''hold unlawful and set aside agency action, findings,

and conclusions found to be * * * (4) without observ-

ance of procedure required by law * * * ,"

If it is thought that for some reason the Tax Court should

be exempted from the requirements of the Administrative

Procedure Act, this of course is a job for Congress rather

than the courts. A bill which would accomplish this result

by making the Tax Court a court in fact as well as in name
is now pending before the Congress. H. R. 3214, 80th Cong.

1st sess. The fact that the legislators regard such a bill as

necessary to remove the Tax Court from the operation of

the Administrative Procedure Act (See Cong. Rec. July 7,

1947, pp. 8850 et seq) strengthens petitioner's contention

that the Tax Court is presently subject to that Act, and

that its failure to follow the Act's provisions requires re-

versal by this Court.

CONCLUSION

Wherefore it is submitted that the decision of the Tax

Court should be reversed.

Respectfully submitted,

Harry Friedman,

Of Counsel: 540 Munsey Building,

Sydnf.y R, Rubin, Washington, D. C.

Washington, D. C. Birger Tinglof,

608 South Hill Street

Date : Marcli 5, 1 94R Los Angeles 14, California

Attorneys for Petitioner.
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OPINIOlSr BELOW

The only previous opinion is the memorandum find-

ings and opinion by the Tax Court entered June 24,

1947 (R. 26-68), which is not reported.

JURISDICTION

The petition for review (R. 71-83) involves federal

income taxes for the taxable year 1941. On February

27, 1945, the Commissioner of Internal Revenue mailed

to the taxpayer notice of a deficiency in income tax in

the amount of $71,301.66. (R. 10-19.) Within ninety

days thereafter, and on May 15, 1945, the taxpayer

filed a petition with the Tax Court of the United

States for redetermination of such deficiency under

the provisions of Section 272 of the Internal Revenue

(1)



Code (R. 2), and thereafter, on November 4, 1946, it

filed an amended petition (R. 3, 5-9). The decision

of the Tax Court, redetermining the deficiency in the

amount of $47,720.78, was entered September 9, 1947.

(R. 68.) The proceeding is brought to this Court by

the petition for review aforesaid, which was filed No-

vember 3, 1947 (R. 4, 71-80), under the provisions of

Sections 1141 and 1142 of the Internal Revenue Code.

QUESTIONS PREoENTED

1. Whether there is warrant in the record for the

Tax Court's finding and holding that the taxpayer

was not entitled to a deduction under Section 23 (1)

of the InteiTial Revenue Code in the taxable year 1941

on account of depreciation of certain patents acquired

by it in 1929.

2. Whether the Administrative Procedure Act has

application here.

STATUTES AND REGULATIONS INVOLVED

Internal Revenue Code:

Sec. 23. Deductions from gross income.

In computing net income there shall be al-

lowed as deductions:*****
(1) Depreciation.—A reasonable allowance

for the exhaustion, wear and tear (including a

reasonable allowance for obsolescence)

—

(1) of property used in the trade or business,

or * * *.

(n) Basis for Depreciation and Depletion.—
The basis upon which depletion, exhaustion,

wear and tear, and obsolescence are to be al-



lowed in respect of any property shall be as pro-

vided in section 114.

(26 U. S. C. 1940 ed., Sec. 23.)

Sec. 113. Adjusted basis for determining

gain or loss.

(a) Basis (Unadjusted) of Property.—The
basis of property shall be the cost of such prop-

erty; except that

—

*****
(b) Adjusted Basis.—The adjusted basis for

determining the gain or loss from the sale or

other disposition of property, whenever ac-

quired, shall be the basis determmed under sub-

section (a), adjusted as hereinafter provided.

(1) General rule.—Proper adjustment in re-

spect of the property shall in all cases be

made

—

*****
(B) in respect of any period since February

28, 1913, for exhaustion, wear and tear, obsoles-

cence, amortization, and depletion, to the extent

allowed (but not less than the amount allow-

able) under this chapter or prior income tax

laws. * * *

(26 U. S. C. 1940 ed.. Sec. 113.)

Sec. 114. Basis for depreciation and deple-

tion.

(a) Basis for Depreciation.—The basis upon
which exhaustion, wear and tear, and obsoles-

cence are to be allowed in respect of any prop-

erty shall be the adjusted basis provided in sec-

tion 113 (b) for the purpose of determining the

gain upon the sale or other disposition of such

property.

(26 U. S. C. 1940 ed., Sec. 114.)



Treasury Regulations 103, promulgated under the

Internal Revenue Code:

Sec. 19.23 (l)-7. Depreciation of patent or

copyright.—In computing a depreciation allow-

ance in the case of a patent or copyright, the

capital sum to be replaced is the cost or other

basis of the patent or copyright. The allow-

ance should be computed by an apportionment

of the cost or other basis of the patent or copy-

right over the life of the patent or copyright

since its grant, or since its acquisition by the

taxpayer, or in the case of a copyright, since

, March 1, 1913, as the case may be. * * *

The fact that depreciation has not been taken in

prior years does not entitle the taxpayer

to deduct in any taxable year a greater

amount for depreciation than would otherwise

be allowable.

STATEMENT

The facts as found by the Tax Court (R. 28-57),

including those stipulated (R. 22-25), may be sum-

marized as follows:

While this proceeding involves only a deficiency in

the taxpayer's income taxes for the taxable year 1941,

the determination of that amount requires the ascer-

tainment of its correct net income for the taxable

years 1939 and 1940, because of the cany-over net

losses claimed by it for those years. (R. 26-27.)

Prior to May, 1929, one Harley L. Clarke was in-

terested in acquiring the business and assets of the

Mitchell Camera Corporation, a California corpora-

tion (hereinafter called "Mitchell of California").

Two-thirds of the stock of this corporation was owned



by one Henry F. Boeger and one-third by one George

A. Mitchell. The corporation was in the business of

manufacturing professional motion picture cameras

and accessories for the large motion picture studios

in California, all of its products being manufactured

under patents which it owned. (R. 28-29.)

In 1929 one William Pox was generally engaged in

the motion picture business and was the general man-

ager of the taxpayer at the time of the hearing of

this case, his family controlling its stock. (R. 29.)

In May, 1929, Clarke and Fox entered into an

agreement or understanding for the formation of a

corporation to be known as Grandeur, Incorporated

(hereinafter called ''Grandeur"), one-half of whose

stock was to be subscribed for by each. It was also

understood and agreed that another corporation was

to be formed to take over the assets of Mitchell Camera

of California which should either be independently

operated by them or should be a wholly owned sub-

sidiary of Grandeur, as should thereafter be mutually

agreed upon between them or between their respective

counsel. (R. 29-31.)

Thereafter, on June 6, 1929, Clarke entered into a

contract with Boeger and Mitchell for the sale to him

of all the assets of Mitchell of California for $1,475,-

000, $100,000 of which was forthwith to be deposited

in escrow in a Chicago bank. (R. 31-32.) Boeger

and Mitchell obligated themselves for a period of five

years after the consummation of the purchase not to

engage in the motion picture camera business other

than with Clarke or a new corporation to be formed

by him. They also agreed to enter the employ of the



new corporation in the same capacities as they had

served Mitchell of California, at a stated salary of

$25,000 each per year beginning July 1, 1929. (R.

33-34.)

On June 13, 1929, Grandeur was incorporated mider

the laws of New York, one-half of its stock being ac-

quired by Fox and one-half by Clarke for a stated

consideration of $4,000,000, rnider circumstances here-

inafter described. (R. 34.)

On July 11, 1929, General Theatres Equipment, Inc.

(hereinafter called '^G. T. E."), was organized for the

purpose of taking over certain properties owned by

Clarke, who owned "just over control" of its stock.

(R. 38.)

On July 12, 1929, the taxpayer was organized and,

on the same day, Clarke made a proposal to the tax-

payer to transfer to it all the properties, business and

assets of Mitchell of California for a stated consider-

ation of $3,100,000 in cash. The proposal referred to

a balance sheet, annexed thereto, which showed a net

worth (capital stock and surplus) of $330,480.50 for

Mitchell of California as of December 31, 1928; and,

in the proposal, Clarke represented to the taxpayer

that, at the date of its acquisition of the assets of

Mitchell of California, the taxpayer's financial con-

dition would be at least as good as was reflected on

the balance sheet annexed to the proposal. (R. 40.)

On July 16, 1939, Clarke, Boeger and Mitchell, act-

ing as directors of the taximyer, accepted Clarke's

proposal, as well as a proposal of Grandeur (of which

Clarke was the president), to acquire all of the tax-

payer's capital stock for $3,100,000. (R. 40-42.) And



Grandeur purchased the taxpayer's stock, but **as of

July 1, 1929," for the stated sum of $3,100,000.

(R. 29.)

On July 27, 1929, Mitchell of California transferred

its assets, other than patents, direct to the taxpayer,

all constituting a party of the property included in

the contract of June 6, 1929, above referred to, to be

sold to Clarke by Boeger and Mitchell for a considera-

tion of $1,475,000; also on the same day there was

transferred to the taxpayer by Mitchell of California

and Boeger and Mitchell some thirty patents and

patent rights on which patents were ultimately ob-

tained. (R. 42-43.)

The final consideration of $1,475,000 under the terms

of the June 6, 1929, contract between Clarke and

Boeger and Mitchell, was not paid to Boeger and

Mitchell until the fall of 1929 (R. 44)—actually on

August 24, 1929 (R. 48).

On August 1 and 2, 1929, a series of concurrent

financial transactions occurred in effectuating the ac-

quisition by Grandeur of the capital stock of the tax-

payer and consummating the acquisition by the tax-

payer, through Clarke, of the business and assets of

Mitchell of California. (R. 44.) These may be sum-

marized chronologically as follows:

On August 1, 1929, G. T. E. received $11,400,000

from the sale of its securities. Of this $2,000,000 was

used to acquire fifty percent of the capital stock of

Grandeur and $3,000,000 to acquire four corporations,

J. E. McCauley Manufacturing Company, Strong

Electric Company, Ashcraft Automatic Arc Company
785894—48 2



and Hall & Connolly, Inc. (hereinafter refeiTed to as

"the four lamp companies").^ And, on the same

date, Clarke deposited $5,000,000 to his credit in the

Chase National Bank of New York resulting in a

balance in his account on that date of $5,025,024.29.

(R. 45.)

Also on the same day, Clarke issued two checks to

Fox aggregating $2,000,000 against this account. For

the two checks received from Clarke, Fox by check

paid into Grandeur on the same date $1,950,000 to-

wards one-half of its capital stock, having put up with

Clarke prior thereto $50,000 as down payment to

apply to the purchase of the assets of Mitchell of

California. In this connection, Fox testified that he

had given the "Harley Clarke Interests" $2,000,000

in checks in exchange for the $2,000,000 in checks

which he had received from Clarke. (R. 45-46.)

Clarke's bank account referred to showed a similar

withdrawal of $1,950,000 on August 2, 1929, in addi-

tion to the withdrawal of $2,000,000 on the same date

by way of the two checks to Fox. (R. 46.)

On August 1, 1929, Grandeur issued a check for

$3,000,000 payable to Mitchell Camera Corporation

(the taxpayer), signed "Grandeur, Inc., by H. L.

Clarke, President," which was honored by the bank

on August 2, 1929, and shown by it as withdrawn from

Clarke's account on that date and deposited on the

same date to the account of Grandeur. (R. 46-47.)

^ As regards the purchase of these four companies, the Tax
Court found that out of G. T. E.'s $11,400,000 fund $3,000,000

was paid to Clarke to acquire the four lamp companies; but, to

acquire these, Clarke paid only $1,757,422.93. (K. 48.)
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Also on August 2, 1929, Clarke's account showed a

deposit of the taxpayer's check of $3,000,000. This

was shown as credited on the bank's statement imme-

diately prior to Clarke's withdrawal of the $2,000,000

and $1,950,000 referred to. (E. 47.)

After the consummation of these check transactions

on August 1 and 2, G. T. E. owned one-half of the

stock of Grandeur at a cost of $2,000,000," and Fox

owned the other half at no cost to him.^ Grandeur,

in turn, owned and continued to own through the tax-

able year 1941 all the capital stock of the taxpayer,

which it carried on its books at a value of $3,100,000.

The July 1, 1929, statement of assets and liabilities

disclosed that of the total of $3,900,000 represented by

the two checks for $1,950,000 each which Fox and

Clarke had given it, Grandeur retained $900,000 undis-

bursed cash, to be used as working capital. (R. 47.)

The amount of $1,475,000 paid by Clarke to acquire

the business and assets of Mitchell of California was

obtained by him from G. T. E. out of its $11,400,000

^ This sum apparently represented the $1,950,000 check which

Clarke drew in the order of Grandeur, plus the $50,000 which

Clarke had deposited in escrow pursuant to his agreement with

Boeger and Mitchell, of date June 6, 1929, for which he appears

to have reimbursed himself out of the $5,000,000 he had received

from G. T. E.
^ While, of course. Fox got his half interest without cost to him-

self, it was paid for as will hereafter appear from the findings, by

G. T, E. ; for, as above stated, Clarke gave Fox two checks aggre-

gating $2,000,000 out of the $5,000,000 he had received from
G. T. E., for which Fox gave Grandeur his check for $1,950,000,

keeping the balance of $50,000 to reimburse himself for the $50,000

he had contributed to the escrow deposit under the agreement of

June 6, 1929, between Clarke and Boeger and Mitchell. The Tax
Coprt so found, as hereafter stated.
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fund. Clarke had deposited $100,000 on or before

July 1, 1929, under the June 6, 1929, agreement of

which Fox had advanced $50,000. Fox was, however,

later reimbursed for this $50,000 advance by the check

for $2,000,000 dated August 1, 1929, received from

Clarke, in exchange for liis $1,950,000 cheek to

Grandeur. (R. 47-48.)

Clarke paid the balance due under the June 6, 1929,

contract with Boeger and Mitchell of $1,375,000, plus

interest of $14,627.58, or a total of $1,389,627.58, on

August 24, 1929. (R. 48.)

In addition to the two checks aggregating $2,000,-

000, Clarke gave Fox 25,000 shares of G. T. E. stock at

$30 per share with a repurchase agreement valued at

$750,000. G. T. E. had approximately 2,000,000 shares

outstanding. (R. 48.)

Grandeur and the taxpayer filed consolidated returns

for the period July 1, to December 31, 1929. The

statement of assets and liabilities of the taxpayer in-

cluded net tangible assets valued at $239,821.25, good

will at $2,805,157.59, patents at $55,021.36, and capital

stock outstanding of $3,100,000. A deduction for de-

preciation on all assets of $7,765.94 was claimed by

the taxpayer in the return, and no adjustment of

depreciation claimed was made by the Commissioner.

(R. 49.)

The 1930 consolidated income tax return of Gran-

deur and the taxpayer reported net income of $84,-

213.47. Patents were reported at a net value of $52,-

961.28 at the beginning of the year, and at a value of

$92,768.11 less a reserve for depreciation of $42,028.91,

or a net value of $50,739.20, at the end of the year,
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and a value of $2,805,157.59 was reported for good

will, franchise rights and going concern value, both

at the beginning and end of the year. The deduction

for depreciation of patents claimed on the return was

$5,347.98, or approximately one-seventeenth of average

basis of $92,518.61. (R. 49-50.)

In 1931, the consolidated income tax return of Gran-

deur and taxpayer reported patents at a value of

$92,768.11 less a reserve for accumulated deprecia-

tion of $42,028.91, or a net value of $50,739.20 at the

beginning of the year, and at a value of $94,833.11

less a reserve for depreciation of $47,514.16, or a net

value of $47,318.95 at the end of the year, and a value

of $2,805,157.59 was reported for good will, franchise

rights, and going concern value at both the beginning

and end of the year. The deduction for depreciation

of patents claimed on the return was $5,485.25, or

approximately one-seventeenth of $94,833.11. (R. 50.)

Prior to the closing of the returns for the taxable

years 1930 and 1931, Grandeur and the taxpayer filed

consolidated returns for 1932 reporting a net loss of

$102,819.84. In its statements of assets and liabilities

attached to the return, the value of the taxpayer's

good will was reported at $1,555,157.59 as at the begin-

ning and end of the year, and the value of its patents

at $1,344,833.11 as at the beginning and at $1,345,-

909.91 as at the end of the year. These figures re-

flected a write-down of $1,250,000 in the good will

account and an identical write-up of that amount in

the patent account, compared with 1931 closing bal-

ances. Accordingly, the opening 1932 balances showed

good will at $1,555,157.59 and patents at $1,344,833.11

;
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the amount deducted for depreciation for that year

being $106,676.73, which was not changed by the

Commissioner. (R. 52.)

However, in 1934, additional depreciation was al-

lowed on account of the patents upon a revised basis.

The patents were valued as of the date of the acquisi-

tion by the taxpayer in 1929 at $1,180,157.59, being the

difference between the cost price of the assets it pur-

chased from Mitchell of California at that time of

$1,475,000 less the value of the net assets other than

good will or $294,842.41. Considering the life of the

patents to be 12.3666 years, $95,430.50 was allowed on

account of patent amortization, resulting in an addi-

tional allowance on that date of $90,082.52 for 1930

and $89,945.25 for 1931. (R. 50-51.)

The taxpayer accepted these adjustments by a

waiver agreement, which the Bureau in turn accepted

by letter dated April 19, 1934. (R. 51-52.) There-

after, in the taxable years 1933 to 1940, inclusive,

patent depreciation was claimed by the taxpayer and

allowed by the Commissioner on that basis. (R. 53-

54.) Accordingly, there was allowed in 1940 $49,-

187.34 on account of the remaining unexliausted

portion of the cost value of the patents of $1,180,-

157.59, as agreed to in 1934, with the result that no

amount was allowed for such depreciation in 1941.

(R. 55.) During these years—that is from 1933 to

1940, inclusive—good will was reported at $1,555,-

157.59 (that being the amount at which it had been

reported in 1932). (R. 53-54.)

In the year 1941, however, the taxpayer reported as

at January, 1941, good will at nothing and patents at



$105,895.54, but as at December 31, 1941, good will at

$1,680,021.36 and patents at $1,198,892.12. (R. 54.)*

For the years 1939, 1940, and 1941, the taxpayer

reported net losses in the following amounts, respec-

tively, $87,952.61, $163,282.50 and $7,121.24. (R. 54.)

Both Boeger and Mitchell were employed by the

taxpayer for a period of years after 1929. Clarke

was the controlling stockholder of G. T. E. and its

president, as also the president of Grandeur. (R. 56.)

It was stipulated that the fair market value of the

tangible property acquired by the taxpayer through

Clarke from Mitchell of California was $239,821.05;

also that, in computing the deficiency the Commis-

sioner determined the basis of the taxpayer's patents,

applications for patent, and inventions, acquired by

the taxpayer, as aforesaid, to be $1,180,157.59. Ac-

cordingly he allowed depreciation of $95,430.50 for the

year 1939, $49,187.34 for 1940 and nothing for 1941,

arriving at the allowance for 1939 by spreading the

basis over the average life of the patents, namely

12.3666 years (R. 23) ; it being further stipulated that

the Commissioner's allocation of basis of patents was

based on the price of $1,475,000 paid by Clarke to the

* It is to be noted that the figure of $1,198,892.12 returned as the

cost of patents as of December 31, 1941, represents the July 25,

1929, cost figure agreed to in 1934 of $1,180,157.59, plus additions.

(R. 14, 55.) Accordingly, the $1,680,021.36 returned as the value

of good will as of December 31, 1941, is arrived at by subtracting

the $1,180,157.59 figure from the cost of the patents, now claimed

by the taxpayer (see its amended petition (R. 5) ) of $2,860,178.95.

That figure, in turn, is arrived at by subtracting the stipulated

value of the net taxable property of $239,821.05 (R. 23) from the

$3,100,000 figure which the taxpayer claims to have paid Clarke
for the assets of Mitchell of California.
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stockholders of Mitchell of California for all of its

properties, business and assets under the contract

dated June 6, 1929 (R. 24).

In the taxable year 1941, the taxpayer claimed a

deduction on account of patent depreciation of $94,-

605.94 (R. 54), which the Commissioner reduced by

$93,578.16 (R. 13), the difference of $1,027.78 repre-

senting allowances for depreciation on account of

additions made in 1939, 1940 and 1941 (R. 55). The

taxpayer's claim for a deduction to the extent of

$93,578,16 is based on its claim that the cost of the

patents to it was $2,860,178.95, representing the

amount it claimed to have paid therefor in 1929 of

$3,100,000 less $239,821.05, the fair value of the tan-

gible assets then acquired by it. (R. 6-7, 57.)

The Tax Court sustained the Commissioner's deter-

mination insofar as it was based upon a disallowance

of $93,578.16, the amount of patent depreciation

claimed by the taxpayer (R. 57-67), on the ground

that the taxpayer had not proved that the actual cost

of the assets and business of Mitchell of California

was in excess of $1,475,000. (R. 64.) The Tax Court

further sustained the Commissioner's determination

that the value of the net assets other than good will

was $294,842.41 and not $239,821.05 which the tax-

payer had asked to be substituted as the stipulated

value of tangible assets. The reason given by the Tax

Court is that the record amply demonstrated that in-

tangible assets of substantial value exclusive of good

will were received among the assets acquired from

Mitchell of California, such, for example, as the agree-

ments of the two organizers and operators of Mitchell



15

of California not to engage in this line of business for

a period of years, as also a large backlog of contracts,

which alone might have been worth the difference in

the two figures. (R. 65-66.)

And, finally, the Tax Court concluded that, since

the taxpayer acquired all of the patents of Mitchell

of California, approximately thirty in number, no basis

for allocation of the individual cost of each existed;

hence, that the formula based on the average remain-

ing life of the patents computed at 12.3666 j^ears was

properly used, and further that such fonnula had con-

sistently been applied, the taxpayer having taken de-

preciation each year upon such basis, thereby exhaust-

ing the entire basis prior to the taxable year, so that

it could not, after the exhaustion of its basis, recom-

pute its allowances according to another formula.

(R. 66-67.)

SUMMARY OF ARGUMENT

The problem here presented is one of accounting.

Review of the Tax Court's decision is, therefore, gov-

erned by the principles of the Dohson case. A sepa-

rate consideration of the component elements of the

problem makes this clear. These are (1) the question

as to what the taxpayer's patent cost was, such cost

being its depreciation base; and (2) the question as

to what formula should have been used in spreading

the depreciation allowances over the lives of the thirty

patents it had purchased. These questions are an-

swered in their inverse order.

785894—48 3



16

A. The formula used by the taxpayer in all of the

taxable years from 1930 to 1940, inclusive, was the

so-called "average life" formula, which spread the de-

ductions over a period of 12.3666 years from the date

the taxpayer purchased the patents in 1929. This

period expired in 1941, the taxable year here in ques-

tion ; but, due to larger allowances for prior years than

allowable under the formula, the taxpayer's patent

cost had been entirely amortized by a final allowance

made in 1940. The Tax Court has approved the use

of this formula in this case. The formula has often

been used by taxpayers with the approval of the Board

of Tax Appeals and Tax Court, where the March 1,

1913 value of a group of patents was involved, or

where, as here, a number of patents were purchased

by the taxpayer and it was impossible to allocate a

portion of the cost to the various patents in the group.

It has, moreover, also been approved by several fed-

eral courts.

The taxpayer now claims for the first time that the

"Simmons" formula is the only proper one to be used

because of alleged conformity with the Regulations

and should, therefore, have been used. The Simmons
formula is so called because the Board of Tax Appeals

approved its use in the case of Simmons Co. v. Commis-

sioner, 8 B. T. A. 631. The Simmons formula does

not, however, conform strictly to the provisions of the

Regulations dealing specifically with the depreciation

of patents, any more than does the average life for-

mula. The reason is that the Regulations do not

purport to deal with the amortization of a group of

patents, but only of a single patent, in which case
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the rule is that its March 1, 1913, value or cost, as the

case may be, must be amortized over the life of the

patent, or its remaining life, unless obsolescence is a

factor. In the Simmons case, moreover, the Commis-

sioner and the taxpayer had stipulated that reasonable

depreciation allowances would result by its use there,

and the Board of Tax Appeals had merely said that

it saw no reason why it would not. By the use of

this formula, the allowances were spread over the com-

bined lives of the 131 patents involved in that case.

The facts which satisfied the use of this formula there

were, however, different from those here presented,

and there is no reason to use it here. Furthermore,

so far as we are aware, the Simmons formula has not

been used since in any case which has reached either

the Board of Tax Appeals, the Tax Court, or the

federal courts.

B. As early as 1934, the Commissioner and the tax-

payer had agreed that the taxpayer's patent cost was

$1,180,157.59, and that figure was used by the taxpayer

as its patent depreciation base for the years 1930 to

1940, inclusive. This base was exhausted, however, as

stated, in 1940. The evidence otherwise fully supports

the Tax Court's finding that this amount (with an
addition claimed by the taxpayer of $55,021.36 which

is now conceded) represents the taxpayer's patent

cost. The taxpayer is not entitled to a further addi-

tion thereto of $350,000 or $400,000, which it claims

was expended from its account by way of commissions

in the acquisition of the patents. The Tax Court

apparently discredited the testimony of the witness

Clarke, who testified with regard to such alleged
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expenditures, and for that reason refused to allow an

increase in the taxpayer's patent cost on account

thereof. The Tax Court committed no error in this

respect.

II

The procedural j^rovisions of the Administrative

Procedure Act have no application to the Tax Court,

or to the appellate court's review of its decisions. The

dictmn of the Sixth Circuit in its decision in the

Lincoln Electric Co. case is erroneous. It has not

been followed by that Court or by any other Circuit

Court of Appeals and has specifically been disap-

proved by the Seventh Circuit in the Anderson case.

AKGUMENT

There is warrant in the record for the Tax Court's finding and
holding that the taxpayer was not entitled to a deduction

under Section 23 (1) of the Internal Revenue Code in the

taxable year 1941 on account of depreciation of certain

patents.

The problem presented

The problem here presented is one of accounting.

Contrary to the taxpayer's various contentions, there

are no questions of law, and certainly none of general

importance, involved. There are, therefore, no eiTors

in the Tax Court's decision which this Court could be

called upon to correct, unless it be a mathematical er-

ror made by the Commissioner, and perpetuated by

the Tax Court, in the computation of the taxpayer's

patent cost, hereinafter referred to. The fact of the

matter is that is would be difficult, indeed, to find a
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case more clearly governed by the principles of Bdhson

V. Commissioner, 320 U. S. 489. A separate consider-

ation of the various elements of the problem will

clearly establish this.

Thus, in the first place, the question whether the

taxpayer was entitled to a deduction in 1941 on account

of patent depreciation depends primarily upon

whether the cost of the thirty patents it had acquired

from or through Harley L. Clarke in 1929 was $2,860,-

178.95, as it contends (Br. 24-27), or $1,180,157.59,

as the Commissioner determined (R. 13-14, 54-55), and

as the Tax Court found (R. 61-62, 64). The taxpayer's

figure of $2,860,178.95 represents the difference be-

tween $3,100,000 which it claims to have paid for the

assets of Mitchell of California, less $239,821.05, the

stipulated value of the ''net tangible property" ac-

quired by it. (R. 23.) On the other hand, the figure

used by the Commissioner and approved by the Tax

Court of $1,180,157.59 represents the amount of $1,-

475,000 which was actually paid by Clarke—and, as

the Commissioner determined and the Tax Court

found, by the taxpayer—to Mitchell of California for

its assets, less the amount of $294,842.41, which the

Commissioner determined to be that portion of such

amount representing the cost of the ''net assets other

than good wiU." (R. 51, 61.)

The Tax Court regarded the question whether the

taxpayer's cost of the patent was $2,860,178.95 or $1,-

180,157.59 as being one of fact. We think that the

Tax Court's appraisal of the nature of this issue is the

correct one.
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There are two other matters in connection with the

cost figures which require explanation.

The first involves the Commissioner's error in the

computation of the taxpayer's patent cost, already re-

ferred to. The error lies in the treatment given by

the Commissioner to an item of $55,021.36, which the

taxpayer had initially set up on its books as the cost

of the patents. (R. 48-49.) It will be noted that,

in arriving at the $2,860,178.95 patent cost figure, the

taxpayer added the $55,021.36 figure to the figure

$2,805,157.59, then set up on its books as representing

the cost value of good will. (R. 51-52.) But, for

the purpose of its return for 1941, the taxpayer trans-

ferred this amount to its patent account. Hence the

$2,805,157.59 figure is also the amount which taxpayer

claimed as being the cost of the patents in its original

petition,^ and it is the patent cost figure disclosed on

the taxpayer's Exhibit 16, which was prepared by the

taxpayer's accountant, Sydney R. Reed, and used by

him in illustrating his testimony.*' (R. 108.) Of
course, if the $55,021.36 figure should be added to the

$2,805,157.59 figure in determining the taxpayer's

cost of the patents at $2,860,178.95, it should obviously

^ Wliile the original petition is not included in the printed rec-

ord, the taxpayer will not dispute this fact. In any event, the

statement here made of a fact de hors the record is made only for

the purpose of clarifying the issue, and not for the purpose of

obtaining any argumentative advantage.
^ At this point is should be observed that the figure $2,185,179.59,

which the record shows as the one given by Reed (R. 108), is a

typographical error. There is no such figure. Obviously it

should be the figure $2,805,157.59 given, as stated, on the taxpayer's

Exhibit 16.
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likewise be added to the $1,180,157.59 figure, which the

Commissioner and the Tax Court determined as the

taxpayer's cost of the patents, thus increasing it to

$1,235,178.95. We think the taxpayer's contention as

regards the true character of the $55,021.36 figure is

correct and should have been accepted by the Tax

Court. It follows that the Tax Court erred in sustain-

ing the Commissioner's contention that this figure

represented good will, or rather that the taxpayer had

not established otherwise. (R. 63.) Briefly, the situ-

ation with regard thereto appears to be as follows:

In determining Mitchell of California's tangible

assets at $294,842.41, the Commissioner accepted the

Revenue Agent's report dated January 5, 1934. (R.

51.) But this report actually included the amount of

$55,021.36, at which the taxpayer, as stated, was then

carrying the cost of its patents as of July 1, 1929 ; and,

as appears from a statement of assets as of that date

which is attached to its 1929 return (R. 49), the $55,-

021.36 figure is the difference between the amount of

$294,842.41 and the amount of $239,821.05, which is

the stipulated value of the ''net tangible property"

acquired by the taxpayer ''from or through H. L.

Clarke" (R. 23).

The second matter bearing upon the cost of the

patents is the taxpayer's contention (Br. 27-29) that

Clarke paid between $350,000 and $400,000 as com-

missions in acquiring the assets of Mitchell of Cali-

fornia. But the payment of commissions^ if any, is

relevant only if the patent cost as determined by the

Commissioner, of $1,180,157.59, is accepted ; for in no
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event could the $2,860,178.95 cost figure, contended for

by the taxpayer, be increased, for that is based ui^on

the assumption that $3,100,000 was paid by the tax-

payer to Clarke—not 'by Clarke for the taxpayer

—

for the assets of Mitchell of California.

But whether Clarke actually paid such commissions,

or any commissions, in connection with the acquisition

by him of the assets of Mitchell of California was

also regarded by the Tax Court as presenting a fact

question, and we think its appraisal of the character

of that question is likewise correct.

This leaves for consideration the taxpayer's con-

tention that the Tax Court erred in using the so-called

^'average life" formula for determining the annual

depreciation allowances, it being the taxpayer's claim

that the
'

' Simmons '

' formula, so called because its use

was approved by the Board of Tax Appeals in the case

of Simmons Co. v. Commissioner, 8 B. T. A. 631,

affirmed on another point, 33 F. 2d 75 (C. C. A. 1st),

certiorari denied, 280 U. S. 588, should have been used.

The average life formula is a method of computing the

amount of annual patent depreciation allowances over

the composite average life of a group of patents. The

average life is determined by dividing the aggregate

of the unexpired life of the patents in the group by

the number of patents therein. In order, then, to

obtain the amount of the annual allowances, the value

or cost of the group is divided by the average life.

The aggregate unexpired life of the patents in this

case, as stipulated in the taxpayer's Exhibit 8, was

361 years, 120 months; and this was diAdded by 30,

the number of patents in the group, to arrive at the
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average life figure of 12.3666 years, and it was this

figure which was used by the taxpayer in computing

its annual depreciation allowance for the years 1930 to

1940, inclusive. By the use of the "average life"

formula, the taxpayer's cost, as determined by the

Commissioner and approved by the Tax Court, was

fully exhausted by allowances made in years prior to

the taxable year 1941. On the other hand, the Sim-

mons formula is based upon the total number of patent

life months, in this case 4,452. Under it, the depreci-

ation allowance in any given year during the 4,452

patent life months period is represented by a fraction

of the cost of which the number of patent life months

expiring in a given year is the numerator and the total

number on the date of the acquisition of the unexpired

j^atent life months in the period is the denominator.

Thus, for example, since in the taxable year there ex-

pired 204 patent life months, the fraction for that

year would be 204/4452, which the taxpayer contends

should be applied to whatever the patent cost is de-

termined to be, that is, to either the cost claimed by

the taxpayer to be $2,860,178.95, or to the cost claimed

by the Commissioner and found by the Tax Court to

be $1,180,157.59, as corrected.'

We believe that it will serve the purpose of clarity

best if we discuss the matter of the formula first, and

'' But, for reasons hereafter pointed out, under the principles of

Virginian Hotel Co. v. Commissioner^ 319 U. S. 523, the Simmons
formula can, in any event, be applied only to the unallowed balance

of the taxpayer's cost as of December 31, 1938, if the cost figure as

determined by the Commissioner and approved by the Tax Court,

namely $1,180,157.59, is used.

785894—48 4
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then the matter of the cost of the patents. Thus, we

shall take up the two points involved in the issue in

the case in the inverse order to that in which the tax-

payer has discussed them, and shall finally briefly con-

sider, under a separate heading (Point II), whether

the Administrative Procedure Act has any applica-

tion here.

A. The Tax Court committed no error in approving the amortization of the

taxpayer's patent cost over the average life of the patents of 12M66 years

In the case of a single patent, the rule is that deduc-

tions for depreciation are allowed over its life, i. e.,

seventeen years, unless obsolescence becomes a factor

prior to the end of that period. Hazeltine Corp. v.

Commissioner, 32 B. T. A. 4, 19. See to similar effect

Section 19.23 (l)-7 of Treasury Regulations 103, pro-

mulgated under the Code and applicable to the tax-

able year 1941, here in question.

But the Board of Tax Appeals early recognized

that a literal adherence to this rule would deprive the

taxpayers of all patent depreciation deductions where

the March 1, 1913, value of a group of patents expir-

ing at different dates was involved, or where such

group was purchased by the taxpayer. For, in such

a case, each patent could not be separately valued, and

this difficulty would render valuation generally im-

possible. Accordingly, in the first case which came

before it for the allowance of depreciation deductions

of a group of patents based upon their March 1, 1913,

value, the Board of Tax Appeals denied the Commis-

sioner's contention that no depreciation deductions

should be allowed because of the impossibility of evalu-

ating each patent, and held that deductions were
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permissible under the statute over the average life of

the patents. This rule has been called the average life

formula, and has been continuously applied ever since.

From a perusal of the cases in which the rule has

been invoked, it appears that the interdependence of

the patents is a primary consideration and that in the

hands of separate owners they would have little value

;

also that, in the case of group patents, some of the

patents often represent improvements on others and

the value of the group consists largely in the combina-

tion of the various patents therein. Union Metal

Manufacturing Co. v. Commissioner, 4 B. T. A. 287,

290, being the case in which the principle was first

definitely stated, cf., however, Unio7i Metal Manufac-

turing Co. V. Commissioner, 1 B. T. A. 395, 400;

Deltox Grass Rug Co. v. Commissioner, 7 B. T. A. 811,

815-816; R. Hoe & Co. v. Commissioner, 7 B. T. A.

1277, 1289; Weser Bros., Inc. v. Commissioner, 12

B. T. A. 1394, 1399; Western Wheeled Scraper Co. v.

Commissioner, 14 B. T. A. 496, 502; National Water

Main Cleaning Co. v. Commissioner, 16 B. T. A. 223,

241 ; Syracuse Food Products Co. v. Commissioner, 21

B. T. A. 865, 890; Standard Conveyor Co. v. Commis-

sioner, 25 B. T. A. 281, 283; Prophylactic Brush Co.

V. Commissioner, 25 B. T. A. 676, 686 ; Hazeltine Corp.

V. Commissioner, supra (32 B. T. A. p. 19). So far

as we know, the Tax Court's application of this for-

mula has never before been questioned in an appellate

court.

A second rule has been developed, no doubt as an

outgrowth of the average life formula, in cases where
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there was a principal patent or patents to which all

others were referable. In such cases, the allowances

have been si)read over the life of the principal patent

or patents rather than over the average life of all of

them. Individual Towel & Cabinet Service Co. v.

Commissioner, 5 B. T. A. 158, 162-163; Hartford-

Fairmont Co. V. Commissioner, 12 B. T. A. 98, 103;

Hyatt Roller Bearing Co. v. United States, 43 F. 2d

1008, 1019 (C. Cls.) ; Haseltine Corp. v. Commissioner,

32 B. T. A. 110, 120-121, affimied on this point 89 F.

2d 513, 521 (C. C. A. 3d) ; Heherlein Patent Corp.

V. United States (S. D. N. Y.), decided March 9, 1938

(23 A. F. T. R. 1132, 1137), affirmed on another point,

105 F. 2d 965 (C. C. A. 2d); Addressograph-Multi-

graph Corp. v. Commissioner, decided February 5,

1945 (1945 P-H T. C. Memorandum Decisions, par.

45,058).

On the other hand, the Simmons formula for which

taxpayer contends, permits the spreading of the de-

preciation deductions over a period represented by

the combined lives of all of the patents, allocating to

each year in such period a fraction of the cost of the

group, as already explained. While referring (p.

642) to the Union Metal Manufacturing Co. case,

supra (4 B. T. A. 305), on the question of group

valuation, the Board of Tax Appeals said in the

Simmons case {]). 644) that it saw no reason why the

method agreed upon by the parties as the proper

method of calculating the deduction should not be

used in that case, the only contested issue being as to

patent value.
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However, in establishing the value of the group of

the 131 patents in question in the Simmons case, the

evidence was exhaustive as to the relative value of

various groups of patents within the group. Thus

the evidence disclosed that the useful life of certain

of the patents continued after their expiration be-

cause of later improvement, and, furthermore, that

the last patent issued was the most important of all,

since it revivified, so to speak, the entire patent struc-

ture/ Thus what appears to have been a singular

situation was presented in the Simmoyis case, a sit-

uation which not only was without precedent, but is

without parallel since. Accordingly, it has never, so

far as we are aware, been applied in any other case;

and, certainly, the facts in the case at bar do not

present the slightest resemblance to those in that case.

The taxpayer's Exhibit 8 is a list of the thirty pat-

ents owned by Mitchell of California which the tax-

payer purchased on September 27, 1929. The exhibit

shows that three of these expired as early as 1936 and

the others in subsequent years, the last expiring in

1950. Thus the three first had only seven years to run,

the last six the full seventeen years, and the rest from

eight to sixteen years. The combined lives of the

patents in the taxpayer's hands was twenty-one years.

The taxpayer does not claim that the statute, Sec-

^ On the other hand, where the last patent was the principal one,

and all prior patents and patent applications became merged
therein, the amortization period of the group was held to have

been the life of the last one. Individual Towel S Cabinet Service

Co. V. Commissioner, supra (5 B. T. A., p. 162-163) ; Prophylactic

Brush Co. V. Commissioner, supra (25 B. T. A., p. 686).
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tion 23 (1) of the Internal Revenue Code, supra,

specifically requires that the allowance be spread over

the combined lives of all of the patents. Indeed, as

the Tax Court pointed out in its opinion, the statute

provides no formula by which to compute amortiza-

tion of patent cost, particularly where, as here, a group

of patents was purchased. (R. 67.) The taxpayer's

sole claim (Br. 30-35) is that the applicable Regula-

tions, already referred to, so require. But, as stated,

these Regulations purport to deal only with a case in-

volving depreciation allowances in respect of a single

patent and have uniformly been held inapplicable

where, as here, a number of patents expiring at dif-

ferent dates, and having different lengths of life in

the taxpayer's hands, are purchased in a group.

However, the taxpayer contends (Br. 31) that, be-

cause under the Simmons formula allowances are made

in each year in which one or more of the patents is

alive, it is the only formula which satisfies the require-

ments of the Regulations that allowance be made over

the life of each patent. Such contention is, we submit,

without merit. For the Simmons formula allocates

over the combined patent life period of the group a

portion of the value of each patent and thus allocates

a portion of the value of each over that portion of the

amortization period remaining after its expiration.

Indeed, it may also serve to allocate a portion of later

patents over a period prior to their issue. In this

respect, this formula works on principle no differently

from the average life formula. The difference is that

the Simmons formula serves to lengthen the amortiz-

able life of the patents, whereas the average life for-
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mula serves to shorten it. Thus the question as to

whether one or the other should be used, resolves itself

into a question of the exercise of judgment on the part

of the Tax Court in the light of the facts of the par-

ticular case. We, therefore, turn to an examination of

the facts in this case in order to demonstrate that the

Tax Court committed no error in approving the use

of the average life formula here.

The following table based on the taxpayer's Exhibit

8 shows the number of patent applications acquired

by the taxpayer on July 27, 1929, as well as patents

issued in each year from 1919 to 1933, inclusive, when

the last one was issued, and the year in which each

expired; also the approximate number of years each

was owned by the taxpayer before its expiration and

the number which expired in each year.

Number of patents and year of issue
Year of ex-

piration

Approximate
number of

years each
patent was
owned by
taxpayer
before its

expiration

Number of expired
patents at end of
each year

3 issued in 1919 1936

1937

1938

1939

1940

1941

1942

1943

1944

1945

1946

1947

1948

1949

1950

7

8

9

10

3 at end of 1936.

4 issued in 1920 -- 7 at end of 1937.

4 issued in 1921 .. . 11 at end of 1938.

2 issued in 1922 13 at end of 1939.

issued in 1923 13 at end of 1940.

issued in 1924 13 at end of 1941.

1 issued in 1925 13

14

15

16

16

14 at end of 1942.

5 issued in 1926 19 at end of 1943.

2 issued in 1927 -_ .- 21 at end of 1944.

2 issued in 1928 23 at end of 1945.

2 issued in 1929 - - - 25 at end of 1946.

issued in 1930 25 at end of 1947.

3 issued in 1931 . 17

17

17

28 at end of 1948.

1 issued in 1932 29 at end of 1949.

1 issued in 1933 30 at end of 1950.

30

It will thus be seen that at the end of 1939 the lives

of thirteen patents had expired and there remained
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only seventeen. The situation was the same at the

end of both 1940 and 1941, for no patents had been

issued which expired in those years.

No evidence was adduced as to the relative impor-

tance of the patents, or as to the extent of the depend-

ence of any one of them upon the other. Nor was any

attempt made to allocate the cost among the patents,

or to divide them into smaller groups for the purpose

of valuing them, and there was no evidence that one

or more of the earlier patents were not the basic or

principal ones; or, contrarywise, that one or more of

the later ones were the basic or principal patents, or

that, whichever were the basic or principal ones, the

improvements made by the others thereon served effec-

tively to continue their monopolistic value during the

entire period.

The very determination of the Commissioner as

early as 1934 that the average life formula was the

proper one to be used here, to say nothing of the tax-

payer's acceptance of such determination and its use

of the formula during such period, leads fairly to an

inference, in the al^sence of any evidence whatever to

the contrary, that one or more of the earlier patents

were the basic patent or patents and that the others

merely constituted improvements or additions thereto,

which to a large extent depended for their value upon

the continued existence of the earlier patent or

patents.'*

® The average Hfe of the patents was 12.3666 years, as stated,

and the cost as determined by the Commissioner $1,180,157.59.

The yearly allowance was therefore $95,4;30.50, which was arrived

at by dividing the cost by 12.3666. Of course, the period began
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Indeed, it was only after the cost of the patents as

determined by the Commissioner and accepted by the

taxpayer had been completely amortized that the tax-

payer for the first time asserted that another formula

(the Simmons formula) should have been used extend-

ing the amortization period to and including the year

the last patent will expire, namely, 1950, as stated.

The reason, of course, is that by recomputing the

yearly depreciation allowances in accordance with

the Simmons formula for the taxable years 1939,

1940 and 1941 (the years here open to possible re-

computation), the taxpayer will gain a tax advantage

not only in the taxable year 1941, but in subsequent

taxable years, as well. However, by the application

of the Simmons formula to the $1,180,157.59 cost

figure approved by the Tax Court in its opinion (or

even to the corrected figure of $1,235,178.95), the tax-

payer would lose the tax advantages it now has in

1939 and 1940, and gain little in 1941. This is so be-

cause it received larger allowances in 1939 and 1940

by using the average life formula than it w^ould receive

in those years by the use of the Simmons formula,

with the result that the depreciation allowance in

1941 under the Simmons formula would be more than

on July 27, 1929, the date the patents were purchased by the tax-

payer, and it ended in the latter part of 1941. Hence an allowance

of $95,430.50 would normally have been made in 1940, and one of a

slightly smaller amount in 1941. However, due to allowance in

excess of $95,430.50 in prior years, the entire cost had been amor-
tized prior to 1941, and all of it except $49,187.34 prior to 1940.

Hence, the allowance for 1940 made by the Commissioner in his

deficiency determination was in that amount, none being allowed

in 1941. (E. 14, 55.)
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offset by the resultant reduction of the amount of the

net loss carry-over from 1939 and 1940 to 1941. It

is to be noted that such net loss carry-over resulted

only from the fact that the allowance on account of

patent depreciation in 1939 was $95,430.50, and in

1940 $49,187.34. But, as indicated, the allowances for

1939 and 1940 will be materially reduced if the Sim-

mons formula is used. For the case of Virginian

Hotel Co. V. Helvering, 319 U. S. 523, prevents the ap-

plication of the Simmons formula, or any other

formula than that used, to any year prior to 1939,

since, as stated, no years prior thereto are open for

consideration here, or otherwise. Therefore, if the

Simmons formula is now used, the aggregate amount

of the deductions allowed prior to 1939 cannot be

disturbed although these are in excess of the aggregate

amoimt allowable, and although the taxpayer may not

have derived any tax advantage therefrom.

Thus, at the end of 1938, there remained only $144,-

617.84 undepreciated cost, being the difference be-

tween $1,180,157.59 cost figure approved by the Tax

Court and the $1,035,539.75 which,' allowed to De-

cember 31, 1938 (R. 14, 55), $95,430.50 in 1939, and

$49,187.34 in 1940. It would, therefore, at best, be

only this difference (adjusted by the addition of $55,-

021.36) which could be amortized subsequent to 1938

by the application of the Simmons formula. And, to

amortize that amount over the years 1939 to 1950,

would reduce annual allowances in those years to about

$12,000 (or to about $16,000 if the adjusted figure is

used), wiping out the net losses for 1939 and 1940 and

hence the net loss carry-over from those years to 1941.
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It follows that the taxpayer would gain a tax advan-

tage in 1941 only to the extent of a deduction of

$12,000 ($16,000) on account of patent depreciation.

It would, therefore, be necessary, in order for the tax-

payer to obtain any great advantage from the use of

the Simmons formula, that its patent cost be increased,

as it contends it should be, from the $1,180,157.59

figure to the $2,860,178,95 figure, which it now claims.

In the event the latter figure is used, the adoption

of the Simmons foraiula may require a recomputation

of the annual allowances over all of the years from

1929 to 1950, inclusive. For the Virginian Hotel Co.

case may not serve to prevent it, since the allow^able

deductions would then be greater in each year than

those which were actually allowed, the reverse of the

situation in Virginian Hotel Co. case.

Of course, all this is academic if, as we believe we

have shown, there is no evidence whatever which

would justify the use of the Simmons formula, to say

nothing of the fact that, even if there were some evi-

dence to justify its use, whether it should nevertheless

have been used would still have been a matter rest-

ing solely within the judgment of the Tax Court. Cf.

Commissioner v. Rainier Bretving Co., 165 F. 2d 217

(C. C. A. 9th), rehearing denied February 18, 1948

(1948 C. C. H., par. 9184) and the companion case of

Seattle Brewing c& Malting Co. v. Commissioner^ 165

F. 2d 216 (C. C. A. 9th) rehearing denied February 18,

1948 (1948 C. C. H., par. 9188). Moreover, since the

Tax Court here (similarly as in the Simmons Co. case)

merely approved the formula used by the Commis-

sioner and the taxpayer in computing annual patent
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depreciation allowances (R. 66-67), it is obvious that

its decision can have little value as a precedent (see

Commissioner v. Scottish American Co., 323 U. S.

119), for it lays down no rule of general applicability

which is reviewable (see Trust of Bingham v. Commis-

sioner, '^^^ U. S. 365).

We, therefore, submit that, however the matter may
be approached, the Tax Court's approval of the use by

the Commissioner and the taxpayer of the average life

formula in computing the taxpayer's patent cost de-

preciation allowances presents nothing for review.

B. Except for conceded adjustment, the evidence sustains the Tax Courts
finding that the taxpayer's patent cost was $1,180,157.59

The taxpayer's contention is (Br. 14-18) that it

paid $3,100,000 for all of the assets of Mitchell of Cali-

fornia, and that the contrary conclusion of the Tax

Court has no support whatever in the record. Accord-

ingly, it further contends (Br. 18-24) that it paid

$2,860,178.95 for the patents, being the difference be-

tween the $3,100,000 paid by it for all of the assets of

Mitchell of California and the stipulated value of its

tangible assets of $239,821.05. We think the record

lends no support to this conclusion ; but, if it does, then

that there is ample evidence from which the Tax Court

could have reached a conclusion that the taxpayer's

cost of all the assets of Mitchell of California was

$1,475,000, of which the cost of the patents was $1,180,-

157.95, subject to the adjustment which we have con-

ceded. However, for the sake of simplicity, we use

the uncorrected figure here, since that was used

throughout the trial of the case, as well as in the Tax
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Court's findings and opinion and in the taxpayer's

brief. The facts supporting the Tax Court's finding

that the taxpayer's patent cost was $1,180,157.59 are

as follows:

Originally, as stated, the taxpayer set up on its

books a patent cost figure of $55,021.36 and good will

at $2,805,157.59, making a total of the $2,860,178.95,

the patent cost figure now claimed by the taxpayer.

Accordingly, in its income tax returns for the taxable

years 1929, 1930 and 1931, the taxpayer stated the

cost of its patents in amounts based on the $55,021.59

figure and made claims for patent depreciation allow-

ances on that basis. (R. 49-50.) In 1932, however,

it reported the net value of its patents to be $1,344,-

833.11 at the beginning of the year and $1,345,909.91

at the end. These figures reflected a write down of

good will of $1,250,000 and a corresponding write-up

of patent values. (R. 52.)

Thereafter, in 1934, the Commissioner adjusted the

patent value, or cost, figure to $1,180,157.59, repre-

senting the amount of $1,475,000, which Clarke had

paid—as the Commissioner contends for the tax-

payer—to Mitchell of California for all of its assets,

less $294,842.41, which he then determined as repre-

senting the value (purchase price) of its tangible

assets. (R. 51.) We have already conceded that this

should have been the stipulated figure of $239,821.05

(R. 23), the difference being the $55,021.36 figure

above referred to. However, the $1,180,157.59 figure

determined by the Commissioner as the taxpayer's

patent cost was accepted by it (R. 51-52), and it was
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upon the basis of that figure that its 1930 and 1931

allowances for patent depreciation were recomputed,

no change being made by the Commissioner, however,

in the allowance the taxpayer had claimed for 1932.

Accordingly, in its returns for 1933 to 1940, inclusive,

the taxpayer claimed and was allowed depreciation

upon an original patent cost of $1,180,157.59, plus

whatever additions had been made thereto during

these years. (R. 14, 55.)
^

Here then we have a continuous formma declaration

on the part of the taxpayer covering a period of eleven

years from 1930 to 1940, inclusive, specifically reiter-

ated in its returns for 1933 to 1940, inclusive, that its

cost of the Mitchell of California assets was $1,475,000^

and its cost of the latter 's patents $1,180,157.59.

The reason for now asserting that these figures do

not after all correctly represent the cost of such assets

and of the patents should also be taken into consider-

ation. It is, as stated, that an acceptance of the larger

patent cost figure will give the taxpayer important tax

advantages not only in 1941, but in subsequent years

to and including 1950, as well, which it would not

otherwise be able to obtain. What then is the basis

of the taxpayer's assertion that the heretofore agreed

to and used patent cost figure is not the correct one,

but that the one it now contends for is ?

Clarke was apparently the brains behind the organ-

ization of a corporation known as the General Theatres

Equipment, Inc. (G. T. E.), organized to finance the

purchase not only of the assets of Mitchell of Cali-

fornia but of those of a number of other concerns

manufacturing equipment used by the moving picture
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industry in the production of moving pictures. In

this venture, he interested William Fox, but appar-

ently only on condition that the latter would receive

a substantial interest therein without actually costing

him anything.

Pursuant to an agreement reached between Clarke

and Fox, in furtherance of the scheme, for the ac-

quisition of the assets of Mitchell of California, each

deposited $50,000 in escrow to be paid to the owners of

that company, Boeger and Mitchell. G. T. E. was then

organized by Clarke who received "just over control"

of its stock (R. 38), and some $11,000,000 of its

securities were sold to the public, of which $5,000,000

was placed at Clarke's disposition, $2,000,000 of which

was earmarked for the purchase (directly or indi-

rectly, as the case might be) of the assets of Mitchell

of California and $3,000,000 for the purchase of the

assets of four lamp companies. Clarke also organized

a corporation called Grandeur, one-half of whose stock

was to be acquired by himself, for himself and Fox,

and the other half by G. T. E. And, finally, Clarke

organized the taxpayer all of whose stock was to be

owned by Grandeur.

Out of the $5,000,000 Clark made the following dis-

bursements. He first gave a check to Fox for $2,000,-

000. Out of this Fox reimbursed himself for the

$50,000 original payment made by him in escrow for

the benefit of the owners of Mitchell of California.

The balance of $1,950,000 Fox paid to Grandeur.

Clarke then matched this payment by also giving a

check for $1,950,000 to Grandeur. Thus Grandeur

received altogether $3,900,000, all paid out of the
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$5,000,000 fund which Clarke had received from

G. T. E. But, of the $3,900,000 received by Grandeur,

it pernumently retained only $900,000. The balance

of $3,000,000 was paid by it to the taxpayer for the

latter 's stock, and the taxpayer immediately returned

this amount to Clarke in ostensible payment for the

assets of Mitchell of California which Clarke, how-

ever, did not i)urchase until later for $1,475,000, also

paid out of the $5,000,000. Of the $1,475,000, $1,375,-

000 was represented by a check given by Clarke to

Boeger and Mitchell directly, to which should be

added the $50,000 paid by Clarke to Fox for the

purpose of reimbursing him for the latter 's original

payment in escrow for the benefit of Boeger and

Mitchell, as well as the $50,000 paid by Clarke to

Boeger and Mitchell for which he was also reim-

bursed. (R. 59.)^°

It is thus apparent that $3,000,000 of the amount

paid by Clarke either directly or to or through Fox

was immediately returned to him after passing

through Grandeur and the taxpayer. Obviously, the

sole purpose of passing this amount through Grandeur

"' In tlie Tax Coui-fs opinion, the check drawn by the taxpayer

to Chirke for the assets of Mitcliell of California is stated to have

been $3,100,000 (R. 59) which is also the amount given in Clarke's

offer to sell these assets to the taxpayer, which the latter ac-

cepted. But no such amount appears in Clai'ke's bank account.

(Commissioner's Exhibit W; R. 133-134.) There the figure is

$3,000,000. ( R. 46-47. ) See also the taxpayer's Exhibit 15, which

is (irandeur's check to the taxpayer for $3,000,000. (R. 105.)

It is nowhere explained how the taxpayer got the other $100,000.

The taxpayer's bank account shows the deposit of Grandeur's check

for $3,000,000 and on the same day a withdrawal of that amount
represented by a chock to Chirke, leaving no balance. (R. 46-47.)
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and the taxpayer was to permit the making of book-

keeping entries showing payments of that amount to

both Grandeur and the taxpayer and thus pro forma

to justify, on the one hand, the purchase by Grandeur

from the taxpayer of $3,000,000 par value of the lat-

ter 's stock for $3,000,000, and, on the other hand, the

purchase by the taxpayer from Clarke of the assets

of Mitchell of California for that amount.

Actually, of course, no more than $1,450,000 was

paid by anyone for the assets of Mitchell of Cali-

fornia, for at no time was $3,000,000 in actual cash

available for that purpose; and, in final analysis, the

$1,475,000 was paid by Clarke for the taxpayer.

As regards Clarke's fimctions in this matter, the

taxpayer argues (Br. 16) that Clarke personally made
a profit out of this transaction and that there is no

justification for excluding such profit from the tax-

payer's cost merely because his promotional activities

may have put him in better position to make the sale,

and therefore to realize the profit for himself than

anyone else. Accordingly, the taxpayer asserts (Br.

17) that Clarke's transactions with, and interest in,

other corporations are not relevant to and do not alter

the fact that he sold the assets in question—that is,

for his own account—to the taxpayer for $3,100,000

(sic). It concludes (Br. 17) that the fact that he

personally sold the property to the taxpayer, i. e., for

that amount conclusively determines the taxpayer's

cost and, therefore, its basis for patent amortization.

But what the taxpayer has overlooked is that Clarke

testified he made no profit out of any of the transac-
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tions of G. T. E., and by this statement he unques-

tionably meant to include his purchase from Boeger

and Mitchell of the assets of Mitchell of California, as

well as their sale to the taxpayer. (R. 124.) For he

had already testified that the intention was that dur-

ing the period he owned the Mitchell Camera Company

of California (meaning its assets), and before it was

turned over to the taxpayer, he owned it as agent

for O. T. E. (R. 120.) We turn then to the question

whether $3,000,000, or more than $1,475,000, was ever

actually available for the purchase of the assets of

Mitchell of California.

As we have said, all payments for the acquisition

not only of the assets of Mitchell of California, but

for the purchase of the four lamp companies, as well,

were made out of the $5,000,000 fund which G. T. E.

had placed at Clarke's disposal for that purpose.

Indeed, Clarke himself so testified (R. 125), although

he had theretofore stated that the payment he had

made to Eox of $2,000,000 came out of his personal

funds (R. 123). But this was obviously not true, if

thereby he meant to say that he did not pay the

amount out of the $5,000,000 he had received from

G. T. E. In any case, the Tax Court on a review of

all of the evidence specifically found that the payment

made by Clarke to Fox of $2,000,000 came out of that

fund (R. 45-46), and there can be no question, we

submit, that this finding is in strict accordance with

the facts.

Of course, Clarke also testified that the payment of

$1,475,000 paid to Boeger and Mitchell for the assets
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of Mitchell of California and the payment for the four

lamp companies, stated by him to have been $1,699,-

000 (cf. R. 122, where he said that the exact amount

was $1,699,422.93), were made out of the fund, except

that he stated the amount of the fund to have been

$6,100,000 instead of $5,000,000. (R. 125.) There

can, of course, be no question that the fund was

$5,000,000 (R. 117), and so the Tax Court found (R.

45), although here again Clarke confused this fact by

his statement, on the one hand, to the effect that he

had paid from $350,000 to $400,000 as commissions in

the acquisition of the assets of Mitchell of California

and, on the other, that he had also paid ''perhaps a

couple of hundred thousand" in commissions in the

acquisition of the four lamp companies, and by further

immediately thereafter stating that G. T. E. had ac-

quired the four lamp companies and its interest in

Grandeur for around $5,322,000 (R. 118). But the

fact of the matter is that Clarke paid exactly $1,757,-

422.93 for the four lamp companies, and so the Tax

Court found. Indeed, the Tax Court was able from

the evidence to and did break down this figure into

the payments made to each of the four comj^anies.

(R. 48.)

The following table, set up in three columns, shows

how both the purchase of the assets of Mitchell of

California and that of the four lamp companies was

financed, and how $3,000,000 of the total payment of

$3,900,000 made out of the fund to Grandeur by Clarke

directly and through Fox, and by Grandeur to the tax-

payer, was washed out by the taxpayer's return of it
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to Clarke and the latter 's redeposit of the amount in

his personal bank account in which the $5,000,000

fund had been deposited. The first column in the

table shows the manner in which Clarke used the

$5,000,000 fund to finance the purchase by Fox of a

one-half interest in Grandeur and by G. T. E. of the

other half, as well as Grandeur's acquisition of all of

the stock of the taxpayer, and the latter 's acquisition

through Clarke of the assets of Mitchell of California,

as also the acquisition by G. T. E. of the four lamp

companies. The second column shows the actual per-

manent distribution of moneys out of the fund, aggre-

gating $4,132,422.93, and the last column the actual

unexpended balance of $867,577.07. The last column^

shows the $5,000,000 received by Clarke from G. T. E.,

as well as the return to Clarke of $3,000,000 thereof

through the taxpayer. The washing out of this

amount is shown in stricken-through type in both the

first and last columns.
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The financing of Grandeur; the acquisition of half of its stock
for Fox and the balance for O. T. E.; the acquisition of the
assets of Mitchell of Cal. for the taxpayer, and of the four
lamp companies for Q. T. E.

Actual outlays
made by Clarke

Deposits in and
total actual with-
drawals from
Clarke's bank

accoimt

August 1

Received by Clarke from G. T.

E. for acquisition of assets of

Mitchell of Cal . _ _ $2, 000, 000

And of the 4 lamp companies -. 3, 000, 000

Clarke gave Fox $2,000,000 out

of which Fox reimbursed him-

self for payment made to

Boeger and Mitchell 6/6/29. 50, 000

Balance of $2,000,000 received

by Fox from Clarke paid to

Grandeur for one-half of its

stock 1, 950, 000

Clarke also paid to Grandeur
on behalf of G. T. E. for re-

maining half of its stock 1, 950, 000

Total paid Grandeur. _ _ 3, 900, 000

Of which Grandeur retained . 900, 000

Balance paid by Grandeur to

the taxpayer for all of its

stock and by the latter to

Clarke, who redeposited it

on Aug. 2 gg , 000, 000

Clarke also received back the

$50,000 initial payment he

had made to Boeger and
Mitchell

August 21).

Bal. paid by Clarke to Boeger
and Mitchell for assets of

Mitchell of Cal

Date not given

50, 000

1, 375, 000

Paid by Clarke to acquire 4

lamp companies for G. T. E_ 1, 757, 422. 93

Total actual outlays made by Clarke...

Unexpended balance

$5, 000, 000

$50, 000

900, 000

50, 000

1, 375, 000

1, 757, 422. 93

4, 132, 422. 93

3, 000, 000

4, 132, 422. 93

867, 577. 07
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It is thus apparent that the passage from Clarke

to Grandeur (one-half through Fox) ; from Grandeur

to the taxpayer, and from the latter back to Clarke,

was a device to accomplish three things: (1) the re-

payment to Fox of the $50,000 he had paid to Boeger

and Mitchell; (2) the giving to Fox of a one-half

interest in Grandeur, free of cost to him, and (3) the

payment to Grandeur of $900,000 for its treasury;

the remaining half interest in Grandeur being taken

by Clarke for G. T. E., of which Clarke owned one-

half, as stated.

Actually, therefore, the only consideration the tax-

payer paid for the assets of Mitchell of California was

its capital stock, which the taxpayer issued to Gran-

deur in pursuance of the agreement made between

Clarke and Fox on May 24-25, 1929, that such assets

should be purchased by Clarke pursuant to negotia-

tions he was then conducting with Boeger and Mitch-

ell. (R. 29-31.) And such negotiations culminated,

as stated, in Clarke's j^urchase of these assets for

$1,475,000, pursuant to his June 6, 1929, agreement

with Boeger and Mitchell. (R. 31-34.) Moreover,

for what it is here worth, these assets were trans-

ferred by Mitchell of California directly to the tax-

payer, and on July 27, 1929, that is, six days prior to

the financial transactions between Clarke, Fox, Gran-

deur and the taxpayer, and nearly a month before

Clarke made the final payment on August 24, 1929, to

Boeger and Mitchell of the $1,375,000 with interest.

(R. 43.) If more than this were needed to show the

unreality of the purported $3,000,000 payment by the

taxpayer to Clarke for these assets, it may further be
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pointed out that such payment appears to have been

made before Clarke had even given his $2,000,000

check to Fox, and before he and Fox had each given

his check for $1,950,000 to Grandeur. For an exami-

nation of Clarke's bank account disclosed that the

$3,000,000 check he had received from the taxpayer

was deposited by him before he withdrew the $2,000,-

000 he paid to Fox and the $1,950,000 he paid to

Grandeur. Without doubt, therefore, the Tax Court

correctly evaluated the situation when it said in its

opinion that the only arm's-length transaction in this

shuffle of checks was that between Clarke and Boeger

and Mitchell. (R. 63.) Thus, if in this case the tax-

payer's claim that the amount of $3,000,000 must be

accepted as representing the cost of Mitchell of Cali-

fornia's assets, then any other amount which Clarke

and Fox might have decided upon would have had to

be accepted, provided onl}^ that its payment had taken

the ring-around-the-rosy course which the $3,000,000

payment here in question did.

The case of Commissioner v. Matheson, 82 F. 2d

380 (C. C. A. 5th), which the taxpayer cites (Br. 17)

and apparently relies on heavily to support its conten-

tion that the $3,000,000 payment by the taxpayer to

Clarke must be accepted as representing its cost of

the Mitchell of California assets, is obviously not in

point. For taxpayer in that case actually relin-

quished a legacy of a value of $130,700 for certain

stock even though the stock did not have a market

value of that amount. As we have shown, the tax-

payer here never actually had $3,000,000 and besides
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the assets of Mitchell of California were bought by

Clarke for taxpayer, not for himself, for $1,475,000.

This leaves for consideration on this phase of the

case the question whether the taxpayer's cost of the

assets of Mitchell of California should also be in-

creased by $350,000 or $400,000, which Clarke said he

had paid as commissions in acquiring them. The tax-

payer argues (Br. 27-29) that the evidence conclu-

sively establishes that Clarke paid out either the one

or the other amount in commissions, and that at least

the smaller amount, or perhaps some other still

smaller amount should have been added to its cost,

citing Cohan v. Commissioner, 39 F. 2d 540 (C. C. A.

2d), and Ishell Porter Co. v. Commissioner, 40 P. 2d

432 (C. C. A. 2d).

However, the fact that Clarke paid out any amount

in commissions in connection with the acquisition of

these assets is not conceded; nor is the fact that

some amount was actually given established, as it was

in the cited cases. The Tax Court disposed of the

taxpayer's contention that Clarke did make such pay-

ments by reviewing Clarke's testimony on this point

in its opinion, and by its comment thereon that it

thought more evidence than that was required upon

which to base a finding of additional cost by reason

of commissions paid. In reviewing the evidence on

this point, the Tax Court pointed out that there was

no evidence to show to whom the commissions had

been paid ; that they were vaguely described as aggre-

gating between $350,000 and $400,000, and that, at the

hearing before a Senate Committee, the evidence was
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that, in all, $100,000 had been paid in connection not

only with the acquisition of the assets of Mitchell of

California, but of other corporations by G. T. E., but

that there was no showing that even any part of that

amount had been paid in connection with the trans-

actions here in question. (R. 64-65.)

The taxpayer asserts (Br. 28) that the Tax Court

did not intimate that it discredited Clarke's testimony,

even if it had been at liberty to do so. But we submit

that it not only did discredit such testimony but that

it was at liberty to do so. There is, moreover, no

merit to the taxpayer's contention that the burden of

proof was upon the Commissioner to elaborate

Clarke's testimony, since it was given while he was

testifying as a Government witness. But this was

an issue posed by the taxpayer in its amended peti-

tion. (R. 7.) Furthermore, Clarke was actually the

taxpayer's principal witness, and was called by the

Government only to develop certain facts, which had

not been developed by the taxpayer. He volunteered

the information that he had paid these commissions

while testifying as the Commissioner's witness, and

the matter was not pursued by the taxpayer. In any

event, his testimony on this point cannot be reconciled

with his other testimony. For he also testified that

he paid $200,000 in commissions for the acquisition of

the four lamp companies. If so, he paid altogether

between $550,000 and $600,000 in commissions. As

we have already shown, Clarke actually paid out

$4,132,422.93 in the acquisition of the assets of Mitchell

of California and the four lamp companies. If the
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$550,000 or $600,000 is added to that, the total amount

paid would be either $4,682,422.93 or $4,732,422.93,

depending on which figure is added. But Clarke tes-

tified immediately after having testified as to the

payment of these commissions that G. T. E. had ac-

quired the four lamp companies and the interest in

Grandeur for ''five million three hundred and twenty-

two thousand odd dollars." (R. 18.) Not only that,

but thereafter he testified, as we have already said,

that he had paid $1,699,000 for the lamp companies,

$1,475,000 plus $350,000 or $400,000 for Mitchell, mak-

ing a total of $3,524,000 or $3,574,000 as the case may
be. (R. 125.) If we add the $200,000 he said he paid

as commissions in connection with the purchase of

the four lamp companies, we now have a total of

$3,724,000 or $3,774,000, as the case may be, which

obviously bears no relation whatever to the $5,322,000

figure he had first given. (R. 118.)

Is it possible that, in these circumstances, the Tax

Court was compelled to believe this witness when he

said that he had paid between $350,000 and $400,000

as commissions in connection with the acquisition of

the assets of Mitchell of California? Would a jury

have been required to find that he had paid either

sum, or any sum? The obvious answer is in the nega-

tive. It is well settled that the Tax Court need not

accept as absolutely true the self-serving statements

of interested witnesses, even though they are not im-

peached by direct contrary evidence. Indirect evi-

dence may in itself be, and in this case certainly is,

sufficiently contradictory thereof to warrant the Tax
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Court in rejecting it. See Quock-Ting v. United

States, 140 U. S. 417, 420 ; Eelvering v. Nat, Grocery

Co., 304 U. S. 282, 285 ; Eelvering v. Stock Yards Co.,

318 U. S. 693, 701; Cohen v. Commissioner, 148 F. 2d

336 (C. C. A. 2d) ; Andrew Jefgens Co. v. Conner, 125

F. 2d 686, 689 (C. C. A. 6th) ; Birnhaum v. Commis-

sioner, 117 F. 2d 395 (C. C. A. 7th) ; Rand v. Eelvering,

11 F. 2d 450 (C. C. A. 8th) ; United States v. Washington

Dehydrated Food Co., 89 F. 2d 606 (C. C. A. 8th).

The only remaining question is whether, when the

Tax Court said that it thought more evidence than

that which Clarke had given on the subject was re-

quired upon which to base a finding of additional cost

by reason of comanissions paid, it was not in effect

saying that it did not believe Clarke's testimony in

this respect. This is a wholly fallacious assumption,

for as the Supreme Court in Stone v. United States,

164 U. S. 380, 382, pointed out, to say, as the Tax

Court did in effect, that the evidence of Clarke did

not satisfactorily explain the transaction is more polite

and less offensive than to say that it did not believe

the witness, and at the same time equally suffices.

We, therefore, submit that there is ample evidence

to sustain the Tax Court's finding that the taxpayer's

patent cost w^as the amount $1,180,157.59, plus, of

course, the amount of $55,021.36, as we have conceded.

II

The Administrative Procedure Act has no application here

The taxpayer contends that both the Tax Court's

procedure and the review of its decisions by this Court



50

are governed by the so-called Administrative Proce-

dure Act, c. 23^4, 60 Stat. 237. Its primary reliance

in support of such contention is the Sixth Circuit's

moribund dictum in Lincohi Electric Co. v. Commis-

sioner, 162 F. 2d 379.

A short answer, however, so far at least as this case

is concerned, is that, in virtue of Section 12, the Act

has no application to any proceeding instituted prior

to its effective date, as is the case here. For, so far

as concerns us here. Section 12 provides that the Act

shall take effect three months after its approval. The

Act was approved June 11, 1946. Accordingly, its

effective date is September 11, 1946, and this proceed-

ing was initiated by the taxpayer in the Tax Court on

May 15, 1945.

Even so, the Sixth Circuit's dictum is erroneous and

has not been followed either in that Circuit or in any

other. Indeed, the Seventh Circuit has expressly re-

jected it as unsound in Anderson v. Commissioner,

164 F. 2d 870. The court there pointed out that such

dictum had obviously not even been accepted b}^ all of

the judges of the Sixth Circuit.

Moreover, in MacBonald v. Commissiofier, 165 F. 2d

213, the Sixth Circuit has itself implicitly rejected a

contention that the procedural provisions of Section 8

of the Act are applicable to the Tax Court. For in

that case it affirmed the Tax Court by a per curiam

decision rendered within two days after the argument,

although similarly as here, the Tax Court had rejected

the taxpayer's contention that it must comply there-
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with and the Sixth Circuit was appealed to to reverse

the Tax Court's decision on that point.

However, a letter written by the Attorney General

to the Chairman of both the House and Senate Ju-

diciary Committees states the Government's position in

this matter. It is that the procedural provisions of

the Administrative Procedure Act do not apply to the

Tax Court nor affect the requirement of resort thereto.

See S. Doc. 248, 79th Cong., 2d Sess., entitled Admin-

istrative Procedure Act, Legislative History, pp. 224,

408. This is so, although the Tax Court is not tech-

nically a court, but an independent administrative tri-

bunal exercising quasi-judicial functions in reviewing

deficiency determinations of certain taxes made by the

Commissioner of Internal Revenue. See Commis-

sioner V. Gooch Co., 320 U. S. 418, and authorities

there cited. The legislative history of the Act amply

bears out the Attorney General's view of the matter.

(S. Doc. 248, pp. 202, 214, 260, 279, 332, 334, 359, and

370.)

In any event. Congress did not intend in anywise to

modify existing statutory methods of review (S. Doc.

248, p. 15), and the so-called "substantial evidence"

rule was in nowise intended to be changed thereby (S.

Doc. 248, pp. 30, 39, 208, 230, 270, 279, 349, 370, 410

and 415).
CONCLUSION

For the reasons stated, the case should be remanded

to the Tax Court but only to recompute the taxpayer's

patent depreciation allowance, if any, for the year
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1941, upon the basis of a patent cost computed by-

adding $55,021.36 to the cost determined by the Tax

Court in the sum of $1,180,157.59. In all other

respects, however, the Tax Court's decision should be

affirmed.

Respectfully submitted.

Theron Lamar Caudle,

Assistant Attorney General.

SewALL Key,

Lee a. Jackson,

Carlton Fox,

Special Assistants to the Attorney General.
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No. 11,829

mnitth Matt^ Circuit Court of lllppeaisi

For The Ninth Circuit

Mitchell Camera Corporation,

Petitioner

V.

Commissioner of Internal Revenue
Respondent,

PETITION FOR REHEARING

The petitioner, Mitchell Camera Corporation, respect-

fully petitions the Court for a rehearing.

GROUNDS FOR THIS PETITION

The grounds of this petition are

:

I. The decision is based upon the principles of Dobson

V. Commissioner, which were repudiated by Congress.

II. The decision does not decide the issue of the appli-

cability of the Administrative Procedure Act to this case.

ARGUMENT

The decision is based upon the principles of Dobson v.

Commissioner, 320 U. S. 489 which were repudiated by Con-

gress by Public Law No. 773, enacted on June 16, 1948 and

approved by the President on June 25, 1948. It is true that



tliis ainendment to tlie Judicial Code did not become effec-

tive until September 1, 1948, but its enactment was a recog-

nition by Congress that the principles of the Dohson case

were contrary to the original Congressional intent as to

reviews by the Circuit Courts of Appeal of the decisions of

the Tax Court of the United States.

It seem unfair and unjust that the petitioner should be

prejudiced by a decision made after Congress had repudi-

ated the i^rinciples upon which the Court based its decision

and only eight days remained before the legal demise of

the already repudiated principles. Such unfairness to this

petitioner should have been avoided by a slight delay in

the decision of the Court, or by a refusal to defeat justice

by the application of principles of law already rejected by

Congress.

Moreover, Public Law No. 773, repudiating the Dohson
principle, has become effective prior to this Court's issu-

ance of its mandate or remand of the case to the Tax
Court. This court therefore retains "exclusive jurisdic-

tion to review the [decision] of the Tax Court * * *

in the same manner and to the same extent as decisions of

the District Court in civil actions tried without a jury" as

provided for in that statute, and has a duty to do so. Ac-

cordingly, no mandate based on the Dobson principle

should now be issued, but instead a rehearing should be

granted and the decision of the Tax Court reviewed in ac-

cordance with Public Law No. 773.

The arguments that the procedure in the Tax Court and
the review of the case by this Court are governed by the

Administrative Procedure Act are not referred to in the

Court's opinion. As these questions are pending before

the Court in the Kennedy Name Plate Co. v. Commissioner

of Internal Revenue, decision should have been deferred in

this case pending the decision of the Court in the Kennedy
Name Plate case, or the issue should have been decided in



this case. It is clear that the Administrative Procedure

Act is applicable to the Tax Court for the reasons stated in

petitioner's brief pj). 38 to 46, and the Circuit Court of

Appeals for the Sixth Circuit so held in Lincoln Electric

Co. V. Commissioner, 162 F (2d) 379 and Dawson v. Com-
missioner, 163 F (2d) 664.

A rehearing is respectfully requested.

Respectfully submitted.

Haery Friedman

540 Munsey Building,

Washington, D. C.

BiRGER TiNGLOF,

608 South Hill Street,

Los Angeles, California.

Attorneys for Petitioner.

Of Counsel:

Sydney R. Rubin,

Washington, D. C.












