
District Court, D. Connecticut. April 3, 1865.

EX PARTE IVES.
[1 Int. Rev. Rec. 145.]

TAXATION—CORPORATIONS—INCOME—UNDIVIDED EARNINGS.

Undivided earnings of incorporated companies held not to be taxable as income in the returns of
stockholders.

In the matter of the application of A. C. Crosby, assessor for the First collection district
of Connecticut, for an attachment against Lawson C. Ives, as for a contempt

SHIPMAN, District Judge. The assessor above named having applied to the under-
signed for an attachment against Lawson C. Ives, on grounds which appear in said appli-
cation, and which will be more particularly referred to in this opinion hereafter, a sum-
mons was issued in conformity to said application, and the said Ives duly appeared before
the undersigned in obedience thereto. In due course, the matters involved in said applica-
tion, and counsel for the United States and said respondent, were heard. The application
to the undersigned to enforce upon the respondent a compliance with the requirements
of the assessor in this case, is founded upon the 14th section of the internal revenue act,
which provides, among other things, that, in case any person who has been summoned
before the assessor to give testimony or answer interrogatories touching his income, shall
neglect or refuse to give testimony or answer interrogatories as required, it shall be law-
ful for the assessor, upon affidavit proving the fact, to apply to the judge of the district
court or a commissioner, authorized to perform the duty of such judge at chambers, for
an attachment against such person as for a contempt. It shall be the duty of such judge
or commissioner to hear such application, and, if satisfactory proof be made, to issue an
attachment directed to some proper officer for the arrest of such person; and upon his
being brought before him, to proceed to a hearing of the case, and upon such hearing the
judge or commissioner shall have power to make such orders as he shall deem necessary
to enforce obedience to the requirements of said summons, and punish such person for
his default or disobedience.

Passing over the very grave question,
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whether congress has the power to confer such an extraordinary authority, not on a court,
but on a single magistrate, a power to punish summarily, and with no limit except his
discretion, any person who may fail to comply with the requirements of another officer, it
is very plain that such a power should not be exercised, except in a case admitting of no
doubt.

The case stated by the assessor is, that the respondent is a stockholder in the Willi-
mantic Linen Company, a corporation located in the First collection district of this state.
That said corporation, in 1863, “earned a large amount of money, which, although not
divided to the stockholders of said company, is in the hands of said company, and no part
thereof was returned by said Ives as a part of his income.” That said Ives, on being sum-
moned before said assessor, “declined and refused to answer the following interrogatories,
to wit—the amount of stock owned by said Ives in said company, the proportion which his
said stock bears to the whole stock of said company, and the amount of earnings of said
company undivided as aforesaid; which interrogatories were propounded for the purpose
and with the intention of adding a like proportion of said earnings to the list of said Ives,
as a part of his taxable income for the year 1863, as required by section 117 of the act of
June 30, 1864 [13 Stat. 227].” The clause of the act relied on by the assessor, in support
of this proceeding, reads as follows: “And the gains and profits of all companies, whether
incorporated or partnership, other than companies specified in this section [117], shall be
included in estimating the annual gains, profits, or income of any person entitled to the
same, whether divided or otherwise.” There is no allegation in the papers upon which
this motion is founded, that the respondent Ives was entitled to any portion of the gains
or profits of the Willimantic Linen Company, but this was doubtless an oversight. He is,
however, alleged to be a stockholder in said company, and, for the purposes of this case, I
will regard that as equivalent to an allegation that he was entitled to share in the profits of
said company. The answer of the respondent admits that said company have earned some
money which has never been divided, but avers that neither he nor any other stockholder
is entitled to draw or make any use whatever of the same. The answer also avers, that
the corporation having the exclusive control of said earnings are using them in enlarging
their works, not for the purpose of defrauding the United States of revenue, but in such
a manner as will increase such revenue hereafter. The answer further alleges that when
such expenditure, now in progress, is completed, a stock dividend is to be declared to the
stockholders.

The material question to be determined is whether, under the circumstances, stock-
holders of the Willimantic Linen Co. are entitled to the undivided earnings referred to,
and therefore bound to return, as a part of their private income lists, sums in proportion
to the shares of stock they may own. The answer to this question must depend upon a
construction of the clause of the act relied on. In fixing this construction, reference must
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be had to the object congress had in view, and to the settled principles of law applicable
to the relations subsisting between corporations and their stockholders. The object of con-
gress, in the 116th to the 123d sections of the act inclusive, was to raise a revenue out of
the gains, or profits, exceeding six hundred dollars, coming into, the hands of individuals,
or to which they might be entitled. Though a portion or all of such profits might be in
debts due to the person assessed, or rights of property, yet his title thereto being com-
plete, subject to his own disposal or control, they would be fairly within the meaning of
the term “income.” The language of the act, although broad, is still generally explicit and
guarded. In the very clause of the 117th section relied on by the assessor in this case, no
gains or profits of corporations are to be assessed against the stockholders, unless they are
entitled to the same. The assessor, however, construes the clause as if it read, that each
stockholder should pay an income tax on the gains of the corporation, of which he should
be a stockholder, in proportion to the amount of stock he might own. If this had been
the intention of congress, nothing would have been more easy and natural than to have
said so in so many words, though in that case compliance with the law would have been
very embarrassing to the taxpayer, for it would often be very difficult for an individual
stockholder to determine what the profits of a corporation for a year just closed had been.
But the framers of the law were careful to extend the obligation of persons to add to their
income list, only to such gains and profits as they might be entitled to. The inquiry arises,
to what gains and profits is an individual stockholder entitled, in any particular year? The
settled rules of law answer this question. He is entitled to his proportion of such part of
the profits as the directors or the trustees deem it wise and prudent to set apart for the
stockholders. The balance, the directors have a right to hold as a part of the corporate
fund. In many instances, they would be bound so to hold it Suppose a person holds stock
in a corporation for a series of years, and during the first half of the time the company
is losing money, and incurring debts, while during the latter part of the time it is making
gains and profits. The obvious duty of the directors is to discharge the debts of the com-
pany, incurred during the first half of the time, by the profits accruing during the latter
half. These profits belong to the corporation, and through it to the creditors. The latter,
and not the stockholders, are “entitled to the
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same,” both in law and equity. Not only has the stockholder no power to enforce a claim
to these profits, but the directors, where the debts exceed the clear value of the corpo-
rate funds, have no right to allow the stockholder a dollar from the profits. The very act
of incorporation of the Willimantic Linen Company provides that the directors shall be
personally liable for the debts of the company, if they declare and pay a dividend under
such circumstances. The application of the act must be uniform, and apply as well to the
stockholders of insolvent as solvent corporations, to those in debt as well as those with
a surplus. It is a perfectly well-known fact in the history of business, that corporations
continue to exist for years while they are in point of fact insolvent, notwithstanding they
may, during some portion of the time, make large profit. This is one of the vicissitudes
of pecuniary transactions. Stockholders may own the stock for a long period of years, and
never receive a dollar of income from it. Is it to be supposed that congress intended to
compel individuals to pay an income tax upon what they not only never receive, but nev-
er can have the power to collect? Surely a man cannot in any legal sense be said to be
“entitled” to that which he neither receives nor has a right to receive. As has already been
said, the object of the clauses of the law laying income tax was to collect of individuals
a portion of their yearly receipts, whether in actual money or debts or rights of property
which may be turned into money. The law guards those of small means, by excepting six
hundred dollars of income from taxation. But if one of such should happen to hold stock
in an embarrassed corporation which was making annual gains and appropriating them to
the payment of its own debts, his condition would be dismal, indeed, if he were to be
taxed on any considerable amount of such income. Nor is it a valid answer to say that
the stock thus held is increasing in value; for, in the first place, the object of congress in
laying the income tax was not to raise revenue, by taxing estates according to their value
but to appropriate a portion of every one's net annual receipts and gains. In the second
place, anyone acquainted with the history of corporations largely indebted is well aware
that the market value of the stock often remains for a long time unaffected by a discharge
of a portion of its obligations.

It may be said that the answer of the respondent in this case impliedly admits that the
earnings of the linen company are surplus earnings over and above all indebtedness. This
suggestion cannot vary the case. As already remarked, the application of the act must be
uniform as to all corporations, whatever their pecuniary condition. The stockholders of a
corporation have no individual control over the surplus corporate funds, beyond the pow-
er to prevent, by the aid of the courts, the appropriation of the funds to objects foreign to
the charter. They are not, as individuals, in any legal or commercial sense entitled to the
surplus funds. No stockholder can, by his individual act, separate his supposed portion of
the surplus from his stock, and transfer the title thereof to another, nor sue and recover it
from the corporation. This surplus, for reasons of the highest commercial policy is left to
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the control of the corporation, as administered by its directors for the time being, acting
within the bounds of a reasonable discretion subject to the charter of the corporation it-
self. This rule is of the highest importance to the community, when such vast interests are
committed to the control of these artificial persons. The appropriation of a portion or all
of the profits of a corporation for a given year to the repair or enlargement of buildings,
or to some other purpose strictly within the corporate powers, may be of vital importance
to all concerned, and therefore the law commits the care of the corporate funds to the
directors or trustees, or to the stockholders exercising their corporate functions, and not
to the stockholders, in their individual capacity. The latter cannot therefore be said to be
entitled to gains and profits, which the corporation itself has not set apart for division, but
has appropriated to other lawful objects. The act of congress in question recognizes the
soundness of this well-known law relating to corporations and stockholders, and requires
the taxpayer to include no gains or profits of a corporation of which he may be a member,
in his income list, unless he is “entitled to the same.” In this view of the case it follows
that the respondent Ives was not in any sense known to the law entitled to any portion
of the undivided earnings of the Willimantic Linen Company, and was not bound to in-
clude it in his income return. For these reasons this motion is dismissed.
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