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My dear Mr. President:

The investigation of the income tax returns for each successive
year reveals the increasingly stubborn fight of wealthy individuals and
corporations against the payment of their fair share of the expenses of
their Gove:nment. Al thoush Mr.»Justice Holmes said: "Taxes are what
we pay for civilized society," too many citizens want the civilization
at a discount. We are eliminating, one by one, devices for tax avoid-
ance and evasion and loopholes in the lew, but each one eliminated seems
to cause an increased use of the renaining schemes. Sales between hus-
bands and wives are no longer popﬁla?, since the Mitchell case; legis-
lation following the Pecora investigation largely stopped tax evasion
through security partnerships; and educational trusts of the pictures
kept in one's house had too much publicity in the Mellon case to con-
mend them to further use. But we still have too many cases of what I
may call moral fraud -- that is; the defeat of taxes through doubtful
legzal devices which have no reél Tusiness purpose nor utility, and to
which o downright honest man would nof fesort to reduce his taxes.

Your Aéministration has been notsble for demanding a higher stand-
ard of morality in commercial dealings. Ve need a higher standard of

morality in the dealings of the citizen with his Government.
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To give point to my statements, I want to list below some of the
devices which heve caused our 1937 revenues to be lzss than they should
have been, end the names of the taxpayers employing them. Our eudit of
the 5,500,000 resturns for 1936 is only beginning, but our initisl check
has revealed these facts, which I believe you ousght to kmow at once.

1. The creation of rmltinle trusts for relatives znd dependents.

Splitting income two ways, between husband and wife, reduces income taxes,
and leaves the family income intact. Splitting the femily income by means
of many trusts may effect a greater saving, while lesving the money ac-
tually in the same hands. Thus, ¥r. Louis Blaustein of Baltimore has
establiched 6l different trusts in favor of his wife and three children.
The beneficiaries thefeby claimed 2 tax saving in one year of $1485,257.
¥r. Charles E. Yerrill and M¥r. Edwin C. Lynch of Herrill, Lynch & Company,
40 ¥all Street, New York, have LO trust funds, as well as 23 personal
holding corporations. They operaﬁe a great many numbered brokerage ac-
counts and only at the end of the year jdentify for whose tenefit the ac-
count has been operated. In this way innumerable trensactions afe car-
ried on between the different corporations and trusts which have no effect
upon the beneficial jnterest of Merrill and Lynch, but vhich are designed
to reduce their tax lisbility very greatly. Grenville Clark of Root,
Clerk, Buckmer & Ballentine, end his wife, have 16 trusts. There are
undoubtedly a great many more jnstances of the same sort which will be
dlsclosed in our audit of the 1936 returns.

2. TForeign personal holding corvorations organized in the Behsmas,

Panzmua, and Newfoundland, where tares zre low and corporation lews lax.
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miericans have formed 64 such companies in the Bahanas elone in
the last two years end 22 more wers organized by Americans in the Bahsmas
during the pest six weeks. Panama end Newfoundland sesa to te even more
fertile territory since their corroration laws make it more difficult
to ascertain who the actual stcckholders are. lloreover, the stockholders
have resorted to 21l manner of devices to prevent the acquisition of in-
formztion fegarding their companies. Thus, lrs. Dorothy Vhitney Elmhirst
originally orzenized her versonal holding company in the Island of Guernsey
eand then moved it to Panama; and the corporate books are kent in Newfound-

land. George Vestinghouse, Jr. has = $3 million Bahznas corporation and
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in an attegpt to prevent the Bureau of Internal Revenue fron catching up
with him, moves his home address from one small hanlet to another each year.
He reported from Saanichton, Vancouver Island, British Colunbia one years _
the year before he reported from Sesbold, Vashington. The Bureau having
secured access to the records of the International Corporation Compeny of
New Yorik, which is active in foraing Bzhames and Panana corporations, it
now organizes such corporstions through its Paris subsidiary, Iniernziional
Corporation Company S. A., free from the possibility of our investigations.
¥Vallace Groves of the General Investment Corvoration has two Bahzmas
corporations with a nominal capitalization. Eis General Investment Cor-
poration, which is reported to have cost the public a loss of %67 millions
betwesn 1322 and 1936 out of total assets of $§77 millions, is under in-

vestigation by the SZC, and iir. Groves seens to have left the country.

One of the transactions disclosed by the investigation was the sale of



the Buenos Aires subway, on which one Philip De Ronde was paid a conm-
mission of $250,000. De Ronde ceused the commission to be paid to his
Bahamas Company end is defying us to collect the tax upon it. By way
of insult he has offered to compromise his admitted tax liability of
$33,000 for past years by a payment of $1,700. '

Another indication of the magnitude which this avenue of tax
avoidance may assume is afforded by the case of Jules S. Bache of
New York. Mr. Bache's personal return showed no taxable income for 1936.
Ve have discovered, however, that lir. Bache, his two daughters, and trusts

in favor of the daughters owvn the Yenongh Development Company, Ltd. of

Cansda, which had income from Americen dividends in the amount of $1,606,00(.

No return has yet been filed for this corporation. It is interesting to
note further that Mr. Bache deducted $89,400 on his personal return as
interest on a2 loan made to him by his personsl holding company.

The most flegrant case of this character is perhzps that of Jacob
Schick, formerly a Lieutenant Colonel in the United States Army. Schick
was the owner of 21l the stock of the Schick Dry Shaver Company of
Connecticut. On December 18, 1935, he became a British subject through
naturalization in Canada. EHe had been drawing a pension from the United
States Army and he inguired from the Secretary of VWar if he could contirue
to draw his pension. The Secretary advised him on February 5, 1936 that
he was no longer entitled to a vension znd he was directed to return the
retirement pay checks he had received after December 13th. On December o,
19%5, six deys efter his naturalization, Schick formed Schick Industries,

Ltd. in the Bahamas and transferred to it his stock in the Connecticut
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company. He thereby evaded the provision of our laws imposing a 25
percent tax on transfers of securities to foreizn corporestions. Ee

owns the stock of three other Bahamas corporations, the purpose of which
is not yet clear. The Intelligence Unit is now investigating Colonel
Schick's case with a view to fraud charges.

3. Bahamas insurance commanies

A New York insurance agent caused the organization of two insurance
cormanies in the Bzhames with a view to enabling taxpayers to secure fake
deductions for interest through an ingenious scheme for the issuance of
larze life insurance policies. Americans who weﬁt into the scheme pur-

-ported to pay a large single premium for their policies, but immediztely
borrowed back practically the entire sum. Under the plan, the so-called
"policy-holder" sought to obtain e large deduction for interest on this
loan, although the fact weas that no interest was really paid. 3By this
means six Americans, Hr. Richard E. Dwight, Henry W. Lowe, Mr. Jacob
Schwab, ¥r. Lawrence llarx, Mr. George Thoms, end Dr. Vinfield Ayres sought
to evade nearly $550,000 in'income taxes in the years 15932 fo 1936. The
fraud was discovered by the Specizl Intelligence Unit and all of the
taxpayers have now submitted offers to pay the full amount of taxes
evaded, plus interest. Mr. Dwight is a senior partner in the lavw firm

of Fughes, Schurman & Dwight, 100 Broadway, New Yorl.

4. Domestic personzl holding cormanies

The rates of tax aoplicable to personal holding companies were re-
duced in 1935 and are not now sufficiently high to discourage the use of

such commenies as a valuable means of avoiding the surtaxes. The personal

~

AYHEN IBEAIS00Y T HID:NIHY JHL I¥ SDHANIOH NMOWd 0300003



Foliie

holding compenies that we have examined would hove vaid 8l.7 vercent

more in taxes on their 1535 returns if the applicabie tex rotes had

not previously been reduced. Thus, the versonal holding company owned

by the late Mr. Chorles Hayden distributed none of its income in 19363
and lr. Hayden thereby saved $322,958 in texes. Lr. and lirs. Alfred P.
Sloan had tkeir personsl holding companies distribute a portion of the
corporate earnings; but the use of the compenies szved the Sloans
$791,054 in 1636. Kr. end lrs. Roy W. EHoward have employed a personal
holding company to great advantage in the purchase of additionzl news-
Taper proPeriies. In 1936, their personal holding company reported over
$500,000 of net ircome but the total tzxes paid by the two Howards were
less than $60,000. If tte personal holding company were not in existenqp,
they would have had to pay over éZO0,000 in additional tzxes. The

- Schaefer Brewing Company of Brooklyn, an operating ccmpany ovmed by two
brothers and their wives, shkowed an ircrease of net ircome from $1,050,204
in 1935 to $1,&25,460 in 1936; but distributed only $300,000 in dividends
in 1936 as against $500,000 in 1935. If the dividends had kept pace with
the increased esrnings, the Tressury would have collected $246,073 addi-
tional in taxes. .

Another favorite device is to orzanize a considerable nunber of
personal holdiag companies for the sake of reducing the tax and of in-
creasing the Treasury's difficulties in auditing transactions between
companies. I have already referred to the 23 personal holding comvaniss

of lir. Charles E. llerrill end Yr. Edwin C. Lynch. According to our last
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report (for 1933), Mr. William Randolph Hearst was interested in some
96 companies scattered all over the United States and England. Ve have
not yet been able to discover how many companies he now utilizes, for
their returns are filed 21l over the country, and the job of auditing
their tangled trensections is tremendous. |

5« Incorporated yachts and country places

Hr. Alfred P. Sloan's yYacht is owned by Eene Corporation, one of
his personal holding coﬁpanies, elong with $3 million in securities. He
rents the yacht from his company and fhe company uses its income from se-
curities to pay depreciation on the yacht, the wages of the captain and
crew, and the expenses of operating the yacht; Fone of these items would

be deductible if Mr. Sloan owned the yacht versonally. A great nany

wealthy taxpayers are utilizing a sinmilar arrangement for the opsration of.

their country places. Othker weslthy taxpayers using this method, the value

of their country places and the tax savings they are effecting, are:

Value of ‘Pax

country vplace savings
Alfred I. Du Pont (now deceased) $1,039,521 $59,000
¥r. & ¥rs. ¥yron C. Taylor 1,000,000 15,000
fime H. Crocker & family . 750,000 40,000
Wilhelmina Du Pont Ross ; 121,000 30,000
Harvey D. Gibson 978,000 20,000
Jacob Aron 1,166,457 20,000
¥r. & Mrs. Henry Ittelson 565,000 30,000

lrs. Ross has improved on the general plan by causing her personal hold-
ing company which owns her country place to pay her husband a salery fqr
nenaging ite. She thereby supplies him with pocket money, and in effect
secures a deduction for the expense of meintaining him.

6. Deductions for non-business interests, losses, etc.
b

Taxpayers are still taking large deductions for interest on loans
to them by their own personal holding cormanies or on loans to then by

their family trusts. I have already nentioned the deduction of 839,400
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which lr. Jules S. Bache took on the lozn to ﬁim by hie Cansdisn cor-
poration. Ifrs. Nathan L. Liller, wife of former Governor Xiller, took
a deduction of $35,639 in her 1936-return for a loan to her by her hus-
bandvas trustee for their éeven daughters.

7. Percentzege depletion

This is perhaps the best exarple of legalized theft from the United
States Treasury which the revenue laws still perzite Since 1923, the
lerge o0il and rining corporations have been entitled to deduct from

5 to 27% percent of their gross income as an allowance for the depletion

of their mines or wells, and the deduction nay be taken even though the

cqst of the property has been corpletely recovered. Thus, in 1936, the
Pomestake Mining Company deducted $2,922,722 under this orovision, al-
though it had 2lready completely recovered the cost of its property.
Thé anount of the deduction was a sheer gift from the United Stetes to
this texpayer, and the reverue that we.lost thereby was $818,517. The
similar loss of revenue in the casé of the Gulf Production Company

of Pittsburgh wes $564,955 (1935); Texes Gulf Sulphur Company, $413,009
(1935), $557,487 (1936); Shell 0il Company, 3512,152 (1935): Sun 0il
Company, $272,041 (193%), $267,091 (1935); Stenolind Gil & Gas Company,
$202,24lt (1834); Amersde Petroleun Corporation, $152,025 (1835). I
recon:end;é in 193h that this provision be eliminated but nothing was
done, presumably beczuse of the heavy pressure fron the large oil and
mirirg compenies which are profiting inmensely at the expense of other

taxpayers.

AYHRM TEAZFSO0Y T HIDNYUL THL I¥ SDHANIOH NOud 032000dJL



G

8. Division of income between husband and wife, particularly in
the 8 community vroverty states

This is another legalized fraud on the revenues at the expense of
taxpayers in the 40 states which do not have commuﬁity rroperty laws.
A Wew York resident with a salary of $100,000 pays zbout $32,525 Federal
income tax; a Californizn with the seme salary mey cause one half to be
reported bf his wife, and the Federal income taxes payable by the two
will be only $18,626. The loss of revenue due to the refusal of members
of Congréss from the community property states to permit the texation of
their citizens on the same basis as citizens from the other L9 states
runs into the millions. |

The éxistence of this legalized discriminafion has stimulated the
formation of fake partnerships betweeg husbands énd wives and their
children in other states. Thus, at the end of 1935, Granberry & Company, a
New York brokerage firm, took into vartnership the four minor children
(two Doys and two girls) of C. K. Reynolds, one of the partners. The tax
saving to ¥r. Reynolds in 1936 amounted to $55,000.

9. Incressing purchases of tex-sxempt bonds by wealthy citizené

The last statistics which we have show enormous holdings of tax-
exempt state and municipal bonds by our wealthiest citizens. Our records
are very incomplete since these individuals do not renort fully what
their actual holdings are, but our last cormpilation shows that John D.
Rockefeller, Jr. owned over $32 millions of state =nd municipal bonds;
Frederick W. Vanderbilt, $23,700,000; E. Sylvis Vilks, $31,895,000;

Yary G. Thompson, $17,772,000: the late E. H. R. Green, $14,254,000. Such
returns as we have been eble to check for 1935 indicate a gradual increzse

in these holdings.
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One of the most disheartening feacts disclosed by our investigetion
js that lawyers of high standing at the ber are zdvising their clients
to utilize devious tax avoidance devices, and they are actively using
them themselves. Mr. Dwight and Mr. Clerk, prominent New York lawyers,
are mentioned above. Among tke New Yérk law firms vhich have formed
Pznzma, Bahanas, or Newfoundland corporations for their clients, are:
Sulliven & Cromwell; Palmer & Sesrles; Vhite, Sims & Houston; end Davis,
Polk, Wardwell, Gardiner and Reed.

A recent case decided by the Sixth Circuit, Vorsman v. Commissioner,

illustrates the same péinf, and also the long struggle which the Treasury
confronts in ferreting out tax evaders and in collecting fron them. One
Forsmen, desired to sell two lots of stock in 1929 at a large profit.
Mdvised by his lawyer brother, he transfefred the stock to himself as
trustee to accurmlate tre income for his own benefit for five years, and
thereafter to distribute it to himself. He wes, trerefore, not only
settlor and trustee, but sole beneficisrye Eaving sold the stock during
the nezt week as "trustee" et a profit, he contended that the trust, not
ke, was taxable thereon. The court has just now, eight years later, de-
cided in favor of the Treasury, and we can now collect the tax and

jnterest. Even so, one dissenting circuit judge could not see Yorsman,

the individuzl, bekind the legal mask of Morsmsn, the trustee, for Horsman

the sole beneficiary.
In conclusion, I have two observations to make from the evidence
before me. In the first place, the instances I have given gbove were

jeclosed by & quick check of comparatively few returns. Yost of the

~
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large corporestion returns have not vet been filed. The generzl audit

of 1636 returns is just beginning. I regret to say thet I an afraid tt
cases I have digested above are symptomatic of a large numﬁer of others
which will be disclosed by a coreful audite In tke second place, the
ordinary selaried men and thke small merchaht does not resort to thkese o
similar devices. The great bulk of our 5,500,000 returns are hohestly
made. Legalized avoidance or evasion by the so-called leazders of the
business-conrmunity is not only demoralizing to the reverues; it is de-
moralizing to those who prectice it as well. It throws an additional
turden of texation upon the other‘members of the community who are less
sble to vear it, ard who are already cheerfully bearing their fair share.
The success of our revenue system depends equally upon fzir adninistraf
tion by the Treasury, and upon completely honest returns oy the taxpayesrs.
Wé have 2 right to expect higher standards of morality in high places

then the 1936 returns disclose.

Ve s A (S B P X Z _

The Pres?@ent,

The Vhite Fouse.
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