
NOTES
SELF-PROTECTION OF DESIGN CREATION IN

THE MILLINERY INDUSTRY*

THE difficulty of adapting a loosely worded "rule of reason" derived from
trade association activities of other industries to the specialized women's
apparel business is illustrated by the recent struggle of the judiciary and
the Federal Trade Commission with the caprices of ladies' hats.1 The tribu-
nals' difficulty stemmed primarily from the knotty problem of analysis raised
by the tripartite market in the ladies' retail hat industry. Components of this
industry2 are the small original hat market,3 characterized by its patrons'
zeal for exclusiveness and utter disregard of price; the somewhat larger,
intermediate, high-grade copy market 4 where price continually interplays
with the desire for exclusiveness so that a sufficient price differential between
an original and a well-fabricated copy will lead to the purchase of the copy;
and the low-price copy market5 where 80% of the hats are sold, and where
consumer emphasis is focused upon price and a desire to participate in, rather

*Millinery Creators' Guild, Inc. v. Federal Trade Comm., 109 F. (2d) 175 (C. C. A.
2d, 1940).

1. Millinery Creators' Guild, Inc. v. Federal Trade Comm., 109 F. (2d) 175

(C. C. A. 2d, 1940).
2. The total net wholesale sales of ladies' hats in 1938 were divided as follows:

18.0% were sold at $7.50 per dozen and below; 37.0% were sold at from $7.50 to $13.50
per dozen; 20.3% were sold at from $13.50 to $24.00 per dozen; 15.9% were sold at
from $24.00 to $48.00 per dozen; 8.8% were sold at above $48.00 per dozen. See NIEN-
BURG, CONDITIONS IN THE MILLINERY INDUSTRY IN THE UNITED STATES (U. S. Dep't
Labor 1939) 21. These figures do not include millinery production for self-use and
the important custom millinery trade.

3. The exclusive hat market ranges from $48.00 per dozen up. However, since
the Guild members' hats sold at not less than $8.00 per hat wholesale, the 8.8% figure
for exclusive hats appears high. The hats in this group retail at $12.50 per hat and
above, and it has been estimated that such sales constitute but 4% of the industry's
total. $2o0,0oo,ooo Worth of Hats, FORTUNE (Jan. 1935) 50, 53. The list of Guild
members includes the names of virtually all the country's haute coutures, whose total
trade has been estimated at but 1% of the industry's total. FORTUNE, supra at 54.
However, this figure is too small for all sales directed at the exclusive hat market. On
the other hand, Nienburg's 8.8% figure, supra note 2, probably includes some hats which
fall into the high-grade copy field. A liberal estimate of the exclusive hat market's stake
in the total retail market would be 6%.

4. The high-grade copy field, represented in note 2 supra, as 15.9%, appears slightly
excessive. The lower price division of this group competes with the volume hat market
and not with the exclusive, while some 3% of the hats listed as exclusives would fall
into the high-grade copy group. Probably not more than 12% of the total hats sold
are high-grade copies.

5. The 80% figure is a conservative estimate. The upper price limits of this
volume market reach into the better department stores selling $4.95 and $5.95 hats.
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than pace, a style trend.6 Sharp inter-market competition exists between
producers of low price copies and high grade copies, between producers of
high-grade copies and exclusive originals, but not between producers of
exclusive originals and low-price copies.7

A significant factor in this competitive pattern is the costly ritual of style
creation: the designer's expensive voyage of inspiration to Paris,8 culminating
in the origination and manufacture of a series of designs,0 few of which ever
catch the popular fancy. Astute manufacturers, perceiving the substantial
saving to be realized by copying designs instead of originating them, early
seized upon style piracy to achieve a competitive advantage. This style piracy,
it has been claimed, is socially desirable; it feeds the latest fashions to style-
hungry mass consumers.' 0 But the claimed social benefits do not extend to
the high-grade copy field,' 1 where the function of plagiarism is not so much
to make style available to the masses as it is to secure the competitive ad-
vantage.

12

6. The qualitative distinctions between the various markets seems to be the con-
sensus opinions of manufacturers interviewed by the author and of commentators. See
JOHNSON AND FITCH, Dzsirx PnAcY (Nat'l Recov. Admin. 1936) 197; Focrunm, suptra
note 3, passim.

7. An exclusive hat, made to sell for not less than $12.50 retail, scarcely competes
with hats selling around $1.95.

8. See NysTROm, ECoNOMcS OF FAsHIoN (1928) 167-176.
9. "A style is a characteristic or distinctive, artistic expression or presentatiun.
. A fashion, on the other hand, is a style accepted and used by people.. . . A dcsign

is a particular or individual interpretation of a style. . . ." NYsmon, FAsnru-i M=_-
CHANDISING (1932) 33. The purposes of this Note do not require that these verbal
distinctions be strictly heeded. However, it should be noted that the Guild members were
attempting to protect their "designs" and not their "styles." To illustrate this dis-
tinction: ". . . to speak as a layman, if the bow is on the right side, if the designer
revamps it and puts it underneath the hat, then it is an entirely different hat, and that
is an original design." Millinery Creators' Guild v. Federal Trade Comm., 109 F. (2d)
175 (C. C. A. 2d, 1940), Record, f. 681.

10. The most cogent argument for the protection of style stems from the industrial
demoralization and economic losses caused by style piracy. Copying sharply reduces
the "style life" of an article, thereby resulting in rapid obsolescence of merchandise. By
compelling retailers to make small initial purchases, this obsolescence renders production
inefficient. Seasonal peaks, present in any ladies' apparel industry, are thus aggravated.
The shock of rapid obsolescence is felt not only by the retailer but by the consumer
who must necessarily pay for the wvaste inherent in such a competitive system. \Mcay',
THE 6ILLINERY INDUSTRY (Nat'l Recov. Admin. 1936) 35.

11. Since the only positive factor favoring style piracy, apart from the self-interest
of the copyists, is the availability of latest style to the lowest purchasing classes, cunsumcr
interest vanishes when we deal with the luxury products: the high-grade copy and ex-
clusive hats.

12. Although competition theoretically weeds out the inefficient producer and results
ultimately in better and more reasonably priced products, the millinery industry is an
exception. The millinery manufacturer is sandwiched between a handful of well-estab-
lished, soundly financed material supply houses and large, powerful retail syndicates.
The manufacturer, falling between a seller's market for supply goods and a buyer's
market for his finished product (Ni.ENBuRG, op. cit. supra note 2, at 5), finds the cost
of his product constant and the price for the finished article driven down. The result
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In the absence of legislation, the courts have permitted appropriation of
another's design' 8 so long as the copyist could not be accused of such unfair
competition 14 as fraud or deceitful "palming off" of goods as those of a
competitor.'6 Nor have the legislative monopolies of patent, design patent
and copyright protected the style creator. Not only do most original styles
fail to meet the patent law requisites of "invention"' 0 and "novelty," 17 but
the expense of patenting all designs, successful or otherwise, and the delay
involved in making the necessary search, would render nugatory any such
protection.' 8 Copyright, although not subject to the delay of search, has been

has been an annual industrial mortality rate estimated in excess of 20%0. WORTHY,
supra note 11, at 15. But the elimination of the inefficient producers has not led to
efficiency since the gaps left by those who have failed have been rapidly filled by new
firms, induced by the little capital and even less business acumen required for entry into
hat manufacturing. WORTHY, supra note 11, at 12.

13. Cheney Bros. v. Doris Silk Corp., 35 F. (2d) 279 (C. C. A. 2d, 1929); (1930)
30 COL. L. REv. 135; (1929) 43 HARv. L. REv. 330. The common law has never recog-
nized the existence of any property right in ideas as such. See Kalem Co. v. Harper
Bros., 222 U. S. 55 (1911). But cf. Board of Trade v. Christie Grain & Stock Co.,
198 U. S. 236 (1905) ; Hunt v. New York Cotton Exch., 205 U. S. 322 (1907) ; Inter-
national News Serv. v. Associated Press, 248 U. S. 215 (1918).

14. To procure a judgment against copying in a suit for unfair competition, the
injured party must prove that the appearance of his goods has becbme associated with
its source in the minds of the purchasers ("secondary meaning") and that there has
been a consequent "palming-off" of the defendant's goods as the plaintiff's because of
customer confusion as to source. Upjohn Co. v. Merrell Chemical Co., 269 Fed. 209
(C. C. A. 6th, 1920), cert. denied, 257 U. S. 638 (1921); Enterprise Mfg. Co. v. Landers,
Frary & Clark, 131 Fed. 240 (C. C. A. 2d, 1904); RESTATEMENT, TORTS (1938) § 741.
Since manufacturers rarely insert trade names in their hats, there is scant chance for
their product to become known in the public mind and, therefore, no basis for a claim
of "palming-off." It is difficult to imagine protection for the style creator from the
law of unfair competition.

15. Klivitzky, Protection of Unpatentable Ideas (1935) 17 J. PAT. OFF. Soc. 854.
But cf. Fonotipia, Ltd. v. Bradley, 171 Fed. 951 (C. C. E. D. N. Y. 1909). See also
Meyer v. Hurwitz, 5 F. (2d) 370 (E. D. Pa. 1925); Dutton & Co. v. Cupples, 117 App.
Div. 172, 102 N. Y. Supp. 309 (1st Dep't 1907); Crane, J. dissenting in Gotham Music
Service, Inc. v. Denton & Haskins Music Publishing Co., Inc., 259 N. Y. 86, 90, 181
N. E. 57, 58 (1932).

16. Strause Gas Iron Co. v. Win. Crane Co., 235 Fed. 126 (C. C. A. 2d, 1916); see
A. C. Gilbert Co. v. Shemitz, 45 F. (2d) 98 (C. C. A. 2d, 1930) (lack of "inventive
genius" held gufficient reason to invalidate a patent regardless of novelty) ; Plaisted,
What is Invention? (1932) 14 J. PAT. OFF. Soc. 328.

17. To be novel a design must possess an appearance which impresses the ordinary
observer differently from any preceding published or patented design. Goudy v. Hansen,
247 Fed. 782 (C. C. A. 1st, 1917), cert. denied, 246 U. S. 667 (1918). The amount of
novelty has been said to be immaterial. Redway v. Ohio Stove Co., 38 Fed. 582 (C. C.
S. D. Ohio 1889). However, originality and novelty without invention are insufficient.
Frankart, Inc. v. Apt Novelty Co., Inc., 57 F. (2d) 757 (S. D. N. Y. 1931); SHOEMAKER,
PATENTS FOR DESIGNS (1929) 76.

18. The grant of legal protection to design is beset with practical difficulties. Not
only are the most likely copyists hard to locate for purposes of suit, but more often
than not, they are judgment proof. Even successful legal action is ineffectual, since the
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held inapplicable to designs used in commercial and industrial production.10

This lack of adequate legal protection for the designer is not apt to be temedied
by legislature 20 or judiciary. Courts are presently wedded to a policy of
cutting down exclusive rights,2 while remedial legislation would doubtless
meet sharp opposition from powerful industrial and consumer groups and
from a Congress already under pressure to relax the existing patent and
copyright monopolies.

To cope with the competitive advantage of the copyists, ostensibly sanc-
tioned by this failure of adequate legislative and judicial protection of style
creation, a substantial majority23 of manufacturers of expensive and orig-
inally-styled ladies' hats-who constitute but a small percentage of the total
industry -combined to form the Millinery Creators' Guild.24 In short order
the Guild established a registration bureau; once a model was accepted by
the bureau it was regarded as the original design of the registrant and any
copy or imitation was to be treated as piratical. Registration, however, was
not conclusive; originality was finally determined by a committee of one or
more members, officers or employees of the Guild. Apparently, however, the
concept of originality was narrow; a minor change could create an original
design.25 The members agreed that they would neither copy the others'
styles nor sell to any retailer who had not pledged support to the Guild by
signing a declaration of cooperation- a promise by the retailer to coun-
tenance no style piracy and "to recognize the Guild members' property rights
in original designs." To effectuate this program, cooperating retailers agreed
to insist that manufacturers warrant that their products were not copies of
styles originated by Guild members, and that breach of warranty would

remedies of damages and injunction are small solace to an industry dependent upon
ephemeral styles.

19. RuLEs AND REGULATIONS FOR THE REGISTRATION' OF CLAuIs TO CorvmrHT, 17
U. S. C. A. § 53 (1939); see Cheney Bros. v. Doris Silk Corp., 35 F. (2,) 279, 231
(C. C. A. 2d, 1929); WL, AmxEcAN COPYRIGHT L.Lw (1917) M.-223.

20. Since 1914 some twenty-one bills on design protection have been introduced into
Congress. Although some have had success in one branch of Congress, none has yet baen
enacted. See Comment (1931) 31 COL. L. Ray. 477 (discussing extensively the Vestal
Design Copyright Bill). Most foreign countries have afforded legislative protection to
commercial designs. LADAS, INTERNATIONAL PnrTEcTiO OF LIT.A"Y A:;D AnirSTic
PRoPERTY (1938) 879-1119; JoHNsoN & FrrcH, op. cit. supra note 6, at 122-129.

21. Cf. Lewis v. Vendome Bags, Inc., 108 F. (2d) 16 (C. C. A. 2d, 1939); Sinl:o v.
Snow-Craggs Corp., 105 F. (2d) 450, 452 (C. C. A. 7th, 1939); Krem-Ko Co. v. R. G.
Miller & Sons, Inc., 68 F. (2d) 872 (C. C. A. 2d, 1934).

22. In the hearings on the Vestal Design Copyright Bill before the Senate Committee
on Patents a number of manufacturers strongly disapproved of the Bill, arguing that
design copyright registration was unnecessary and fraught w.,ith dangers. Hearings Before
Senate Committee on Patents on H. R. 1fS52, 71st Cong., 3d Sess., (1931) 117.

23. Of the 33 manufacturers catering to the eclusive hat market (NXmmuf, op.
cit. supra note 2 at 38), 26 are Guild members.

24. At the time of the Federal Trade Commission proceedings the Guild v.as entitled
"Millinery Quality Guild."

25. For a test of what constitutes originality, see e.cerpt from the Record, cited
supra note 9.
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justify a return of merchandise .2  Almost all the high-grade department and
specialty stores in the country subscribed.2 7

Upon 'investigation, the Federal Trade Commission found2 8 that the Guild's
practices, "by limiting manufacturers of stylish hats for women as to the
outlets of their products . . . by limiting retailers as to their source of supply,
. . . and by depriving the public of the benefits of normal price competi-
tion . . ."29 constituted unfair competition under Section 5 of the Federal
Trade Commission Act.30 Thereupon the Commission issued a sweeping cease
and desist order which prohibited both the actual operation of the plan and
any other similar combination or method of cooperation by Guild members
to eliminate style piracy. In affirming the Commission's order, the Second
Circuit Court said that the Guild's purpose was to establish a property right
in their designs and thereby to protect their markets and price levels.81

The court held that it would not sanction the establishment of a monopoly
in an unpatentable idea when the effect of such approval would be to eradi-
cate style piracy, a socially desirable form of competition.

To be contrasted with the conclusion in the principal case is the contrary
decision of the First Circuit Court in Filene v. Fashion Originators' Guild
of Anerica,3 2 the only other case deciding the same issues.83 There it was
held, upon almost identical facts, that the restraint imposed by the Dress
Guild (after which the Hat Guild was modeled) was reasonable. In the
Filene case, as in the principal case, the Guild members comprised a very
small minority of the members of the industry, and accounted for but a small
fraction (6%) of the industry's total production;31 nevertheless, they dom-
inated the high-price dress market.35 The opinions in these two cases, defy-

26. Apparently the only hats boycotted were copies; a retailer could purchase any
originals that a copyist might furnish.

27. Some 1600 retailers, comprising almost all the country's high grade stores, sub-
scribed. Millinery Creators' Guild, Inc. v. Federal Trade Comm., 109 F. (2d) 175 (C. C.
A. 2d, 1940) Record, pp. 296-344.

28. In Matter of Millinery Quality Guild, Inc., 24 F.T.C. 1136 (1937). The facts ad-
duced at the hearing before the Commissioner's examiner were largely stipulated.

29. In Matter of Millinery Quality Guild, Inc., 24 F.T.C. 1136, 1150 (1937).
30. 38 STAT. 719 (1914), 15 U. S. C. § 45 (1935).
31. Millinery Creators' Guild, Inc. v. Federal Trade Comm., 109 F. (2d) 175, 177

(C. C. A. 2d, 1940).
32. 90 F. (2d) 556 (C. C. A. 1st, 1937), aff'g 14 F. Supp. 353 (D. Mass. 1936).
33. A third case asserted to uphold the Guild's legality is Wolfenstein v. Fashion

Originators' Guild of America, Inc., 244 App. Div. 656, 280 N. Y. Supp. 361 (1st Dep't
1935), (1936) 36 Cog. L. REv. 484. However, it should be noted that the New York
courts have been exceedingly liberal in respect to validating group boycotts [Arnold v.
Burgess, 241 App. Div. 364, 272 N. Y. Supp. 534 (1st Dep't 1934) ; Lepler v. Palmer,
150 Misc. 546, 270 N. Y. Supp. 440 (Sup. Ct. 1934)], and that the plaintiff in the
Wolfenstein case, by selling dresses in her own home, was violating a residential zoning
ordinance which the court felt constrained to enforce.

34. Filene v. Fashion Originators' Guild of America, Inc., 90 F. (2d) 556, 559
(C. C. A. 1st, 1937).

35. See Special Master's Report, p. 15, where it is stated that the Dress Guild mem-
bers manufactured 53% of dresses sold for $16.75 and up.
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ing reconciliation,36 evidence conflict between the two circuits both upon the
social desirability of style piracy and upon the approach to a determination
of the illegality of Guild restraints. The First Circuit Court regarded the
style pirate as a pariah and turned the case on the extent of the restraint
imposed by the Dress Guild upon the entire industry, concluding that a
restraint imposed by a maximum of 6% of the industry's total production
could not be unlawful.37 By contrast, the opinion of the Second Circuit
Court emphasized the social desirability of style piracy,38 and for that reason
struck down the Hat Guild as an attempt to restrict the distribution of style.

The conflict of opinion between the First and Second Circuit Courts con-
cerning the social desirability of style piracy has but remote relevance to
the problems involved in the Millinery Guild case. There is no indication
that the attempt to eliminate style piracy made by the Guild members-
producers only of expensive, original hats - was directed at producers and
retailers of cheap hats. Certainly the members were not competitors of low-
price producers. Nor is it probable that the high-grade retailers who signed
the declaration of cooperation dealt extensively in the inexpensive product.30
Moreover, it is at least arguable that Guild members were benefited by the
rapid turnover in style caused by intensive, large-scale copying. If, then,
the activities of the low-price copyists -vendors to at least 80% of the
market- were comparatively unaffected by the Guild's activities, there ap-
pears to be scant basis for the contention that the Guild's attempt to combat
style piracy would deprive the mass consumer of cheap stylish hats.

On the other hand, the reasonableness of the Guild's restraint cannot be
resolved by the simple "percentage of the total market" formula adopted by
the First Circuit Court. It should rather be gauged by measuring the effect of
the restraint upon each of the three markets in the millinery industry. Such
an analysis indicates not only that the bulk low-price market is unaffected,
but also that the Guild members, oligopolists by virtue of the elite's recurrent
demand for exclusive hats, are scarcely concerned with restraints within their
own domain. None of the members is a pirate, or threatened with loss of
trade from his ultra-fashionable clientele. True, customer dissatisfaction,

36. A few days before the Filcne case was decided, the F. T. C. promulgated the
cease and desist order which gave rise to the principal case. As a result, the First Circuit
Court felt compelled to mention the order, but distinguished the Millh:cry case on the
grounds that the facts there found by the Commission differed from those found by the
master in the Filene case. Filene v. Fashion Originators' Guild of America, Inc., 90 F.
(2d) 556, 562 (C. C. A. 1st, 1937). In coming to a decision contrary to that in the
Filene case, the Second Circuit Court noted the fact that in the Filene case the Dress
Guild had "no controlling position in the industry for it contains only a limited number
of manufacturers, producing less than 6% of the yearly output of ready-to-wear dresses,"
but did not feel it necessary expressly to distinguish it. Millinery Creators' Guild, Inc. v.
Federal Trade Comm., 109 F. (2d) 175, 178 (CC. A. 2d, 1940).

37. Filene v. Fashion Originators' Guild of America, Inc., 90 F. (2d) 556, 561
(C. C. A. 1st, 1937).

38. Millinery Creators' Guild, Inc. v. Federal Trade Comm., 109 F. (2d) 175, 177
(C. C. A. 2d, 1940).

39. The argument of this Note may be weakened to the e.xtent that cooperating
retailers may carry low-priced copies; admittedly there is no available statistical evidence

19401 NOTES 1295



THE YALE LAW JOURNAL

resulting in loss of trade, may be registered when a hat sold as exclusive
soon appears in a cheap copy. But because the haute coiuture's customer is
interested in originality and not in price, dissatisfied trade will be channeled
to another unit in the exclusive hat field and will not be shifted to a com-
petitive market. To search for an unlawful restraint in the exclusive hat
field, then, seems futile;40 indeed, it might be maintained that restraints in
this field should be considered beneficial to consumer, retailer and manu-
facturer, alike, all of whom would favor any means to enhance exclusiveness.

With the Guild members' exclusive market assured to them and the low-
price copy market of no competitive concern, any possible restraint of the
Guild must have been focused upon the small segment of the market remain-
ing- the intermediate, high-grade copy field. It is probable that the Guild,
by its plan, sought to neutralize the high-grade copyists' competitive advan-
tage and thereby to extend the market for exclusive hats to those purchasers
of high-grade copies who wavered between exclusiveness and price. The
natural vehicle for this attempt was the high-grade retailer, who, compelled
to carry exclusive hats, usually had to deal with a Guild member. The
Guild's threat to refuse to sell to those retailers if they persisted in selling
copies had real force. By conditioning continued dealing in the monopolistic
product (exclusive hats) upon the discontinuance of the non-monopolistic
product (the high-grade copy), the plan resembled various types of "tying
leases" 41 and exclusive sale contracts 42 which are illegal.43 Since the force
of the Guild's refusal to deal was derived not from an individual's monopoly,44

but from that of a combination, the generally illicit group boycott cases 45
also strike at the legality of the plan.

affirming or negating the contention that these retailers did not deal extensively in the
cheap product. The Guild could meet this objection, however, by revamping the declara-
tion of cooperation to prohibit retail purchases of copies selling in the high-grade copy
price range but allow purchases of cheaper copies. Thus the "boycott" would be directed
at the product, not the manufacturer, and a manufacturer might sell cheap copies, but
not high-grade copies to a cooperating retailer. If the cleavage were made at a high
enough price level, there could be no justifiable contention that the Guild's plan deprived
the mass consumer of stylish hats.

40. It should be noted that not only were the Guild's membership and registration
privileges open to all, but no attempt was made by the Guild either to control prices or
to lessen competition between members.

41. United Shoe Machinery Corp. v. United States, 258 U. S. 451 (1922), rehearing
denied, 259 U. S. 575 (1922); Radio Corporation of America v. Lord, 28 F. (2d) 257
(C. C. A. 3d, 1928), cert. denied, 278 U. S. 648 (1928). See also Brandeis, J. dissenting
in Federal Trade Comm. v. Gratz, 253 U. S. 421, 441 (1920).

42. Standard Fashion Co. v. Magrane-Houston Co., 258 U. S. 346 (1922).
43. Section 3 of the Clayton Act. 38 STAT. 731 (1914), 15 U. S. C. § 14 (1935).
44. Individual refusals to sell have been upheld. United States v. Colgate & Co.,

250 U. S. 300 (1919); Great A. & P. Tea Co. v. Cream of Wheat Co., 227 Fed. 46
(C. C. A. 2d, 1915). But cf. Federal Trade Comm. v. Beech-Nut Packing Co., 257 U. S.
441 (1921).

45. Although the Supreme Court has consistently invalidated the few group boycott
cases that have come before it [Eastern States Retail Lumber Dealers' Ass'n V. United
States, 234 U. S. 600 (1914); Paramount Famous Lasky Corp. v. United States, 282
U. S. 30 (1930) ; United States v. First Nat'l Pictures, Inc., 282 U. S. 44 (1930)], it does
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Yet, although these analogous restraints have generally been stricken down,
unique factors warn against hasty condemnation of the Guild's restraint.
The women's apparel industries are distinctive for the irrational buying habits
of their consumers. In the more prosaic pursuits, the consumer interest in
lower costs and mass output may justify a tolerant judicial and legislative
attitude towards unhampered copying of unpatentable ideas. That tolerance
may likewise extend to producers for the mass consumer in the women's
apparel market. The role of copying in the luxury brackets of the women's
apparel industries, however, is circumscribed by an offsetting consumer
interest in exclusiveness. The effects of the Hat Guild's plan must be analyzed
with this anomaly in mind. It may be conceded that the plan acted as a sub-
stantial restraint upon the activities of the high-grade copyist.4 G But it must
be remembered that formulation of the plan was occasioned by the conduct
of the high grade copyist whose buccaneering placed the originator at a
direct competitive disadvantage and undermined his goodyill. The advan-
tage secured by the copyist enabled him to lure consumers who otherwise
might be disposed to purchase the exclusive product. The Guild's restraint
may therefore be regarded as an attempt by the caterers to exclusiveness
to recapture a strayed clientele. Policy considerations governing a decision
as to the reasonableness of such a restraint are entirely different from those
with which the Second Circuit Court felt itself confronted. Absent is the
broad consideration of the social desirability of furnishing style to the masses.
In its place is substituted the possibility that it might be desirable to accord
limited protection 47 to the exclusive design creator at the expense of a
copyist whose objectives serve no broad social function but only his own
pecuniary ends.

RECAPITALIZATION UNDER SECTION 11(ce) OF THE
PUBLIC UTILITY HOLDING COMPANY ACT*

UNDER the rule of Keller v. Wilson,' corporations in many states find it
difficult to amend their charters to provide for the elimination of accrued and
unpaid dividends on cumulative preferred stock, even when such action is

not follow that the Sherman Act bans all such boycotts. See United States v. American
Livestock Commission Co., 279 U. S. 435, 438 (1929).

46. Consider, however, that much leeway remains to the high-grade copyist. There
is no restriction upon sales of originals to cooperating retailers even though the manu-
facturer is a copyist. And the creation of originals is facilitated by the narrow definition
of a new design. See note 9 supra.

47. The court might have discerned more readily the limited protection sought had
the declaration of cooperation been framed to boycott only copied bats above a price
high enough to exclude low-price copies. See note 39 supra.

*Community Power and Light Co., Holding Company Act Release Nos. 1803, 1804,

Nov. 27, 1939.
1. 190 At. 115 (Del. Sup. Ct. 1936).
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appropriate or necessary for the financial rehabilitation of the corporation.2

A recent decision of the Securities and Exchange Commission, approving
a plan of recapitalization without reference to state court decisions, offers
a possible release from the rigid requirements generally imposed on such
plans by state courts.3 Whether the SEC was justified in its action requires
a determination of its statutory and constitutional power under Section 11(e)
of the Public Utility Holding Company Act of 1935. 4

Possibly to escape the apparent restrictions of the Keller case upon cor-
porate amendments in Delaware, Community Power and Light Company
sought to effect a recapitalization under Section 11(e). This section allows
a registered holding company to submit a plan to the Commission for the
purpose of enabling it to comply with the provisions of 11(b) before the
Commission itself takes action under that subsection. By the terms of the

2. The opinion of the court in the Keller case proceeded on the theory that the
preferred stockholders' claim for dividend arrearages was a "vested right," having the
"nature and quality of a debt." The court concluded that a statute was unconsti-
tutional if it allowed the destruction of this "vested" right upon the vote of specified
majorities of the stockholders against the protest of even a single dissenter. Although
the decision is not clear as to whether the court would countenance the cancellation of
accrued dividends if such action were necessary to meet corporate exigencies and if
corresponding sacrifices were made by the holders of common stock, many corporations
felt compelled to abandon plans of recapitalization after the Keller decision was announced.
SEC REPORT, Pt. VII (1938) 188, n. 138. Although usually stated as the prevailing
view, the constitutional doctrine of the Keller case has been severely criticized. See Notes
(1937) 31 ILL. L. REv. 661, (1937) 35 MicH. L. REv. 620, (1935) 10 TEMPLE L. Q. 86,
(1937) 4 U. OF Ci. L. REP. 645. Attempts have been made to circumvent the Keller
decision by the issuance of prior preferred stock, or by the device of merger or sale
of assets. See Yoakam v. Providence Biltmore Hotel Co., 34 F. (2d) 533 (D. R. I.
1929); Johnson v. Lamprecht, 133 Ohio St. 567, 15 N. E. (2d) 127 (1938); Federal
United Corp. v. Havender, 11 A. (2d) 331 (Del. Sup. Ct. 1940); Comment (1937)
46 YALE L. J. 985, 988; SEC REPORT, Pt. VII (1938) 112, n. 10, 122, 133, 496. On the
general power of corporations to change the rights of preferred stock by corporate
amendment, see SEC REPoRT, Pt. VII (1938) 464-525; Dodd, Dissenting Shareholders
and Amendments of Corporate Charters, (1928) 75 U. OF PA. L. REV. 585.

3. Community Power and Light Co., Holding Company Act Release Nos. 1803,
1804, Nov. 27, 1939.

4. ". . . Any registered holding company . . . may . . . submit a plan to the
Commission for the divestment of control, securities, or other assets, or for other action
by such company .. . for the purpose of enabling such company . . .to comply with
the provisions of subsection (b). If, after notice and opportunity for hearing, the
Commission shall find such plan . . . necessary to effectuate the provisions of sub-
section (b) and fair and equitable to the persons affected by such plan, the Commission
shall make an order approving such plan; and the Commission, at the request of the
company, may apply to a court . . . to enforce and carry out the terms and provisions
of such plan. If, upon any such application, the court, after notice and opportunity for
hearing, shall approve such plan as fair and equitable and as appropriate to effectuate
the provisions of section 11, the court as a court of equity may, to such extent as it deems
necessary for the purpose of carrying out the . .. plan, take exclusive jurisdiction and
possession of the company or companies and the assets thereof, wherever located ..
49 STAT. 822 (1935), 15 U. S. C. § 79k(e) (Supp. 1938).
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statute, a plan to be approved under 11(e) must be "necessary to effectuate
the provisions of subsection (b)." , Whether or not the Commission has
power to approve of a plan of recapitalization providing for the elimination
of accrued dividends on preferred stock will depend, therefore, on the steps
which the Commission must take under Section 11(b) (2) in the absence of
voluntary action by the corporation under 11(e). Section 11(b)(2) makes
it the Commission's duty:

"To require by order, after notice and opportunity for hearing,
that each registered holding company, and each subsidiary company
thereof, shall take such steps as the Commission shall find necessary
to ensure that the corporate structure or continued existence of any
company in the holding-company system does not unduly or unneces-
sarily complicate the structure, or unfairly or inequitably distribute
voting power among security holders, of such holding-company
system. . . "6

It is evident that a hopeless financial burden upon a holding company's
structure, which is the direct cause of a bad financial condition of the system,
"unduly complicates the structure" of its entire system. The Commission
was apparently correct, then, in making the finding mandatory for its approval
under 11 (e) that the plan in the Cnnnimty case was "necessary to effectuate
the provisions of subsection (b)." If Community had not anticipated its
action, the Commission would have been obligated under 11(b) to come
forward with a plan for the elimination of the accrued preferred dividends.
If a holding company's credit is bad and it cannot secure refinancing because
of large arrearages, its capital structure "unduly complicates" the structure
of its entire system, contrary to the standards of Section 11(b).i The Com-
mission's power to reorganize holding companies in the same difficulty as
Community may also be predicated on the theory that their recapitalization
is necessary to lay the groundwork for carrying forward the task of economic
and geographical integration of holding company systems, as required by the
"death sentence" provisions of Section 11.8

5. Paragraph (1) of subsection (b) is the "death sentence" provision, maldng it
the Commission's duty to confine the operations of holding companies to "integrated
public-utility systems." Paragraph (2) requires the simplification of the corporate struc-
ture of registered holding companies and the equitable distribution of voting power
among security holders.

6. 49 STAT. 821 (1935), 15 U. S. C. § 79k(b)(2) (Supp. 1938).
7. The SEC has declared that one of the major financial problems confronting a

large part of the utility industry arises from arrearages on outstanding issues of preferred
stock. "There are at least 20 holding companies with consolidated assets aggregating
about $6,500,000,000 which must be recapitalized." Holding Company Act Release No.
1798, Nov. 21, 1939, p. 1. If the SEC is able to effectuate recapitalizations eliminating
these arrearages under the Public Utility Holding Company Act, many corporations
will be in a better position to refinance and thus to avoid actual or threatened insolvency.

8. The SEC has frequently pointed out that compliance with the ultimate objectives

of the Act may frequently be best accomplished by a series of steps rather than by one
direct and final step. North American Co., Holding Company Act Release No. 1427,
Jan. 30, 1939, p. 22.
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According to the requirement of Section 11 (e), the Commission may give
its approval only if it finds the submitted plan "fair and equitable to the
persons affected by such plan." 9 The vagueness of this provision may give
rise to many questions of statutory and constitutional construction for court
determination. The heart of the controversy is whether the Commission is
bound to respect the letter of "vested" preferential rights, or whether it may
find a plan to be "fair and equitable" which, although not in strict compliance
with the preferred contract, seems to distribute the brunt of the loss fairly
among the security holders.

In the instant case, the Commission indicated its answer by approving a
plan that provided for conversion of the preferred stock into new common
stock, cancellation of accrued dividends and distribution, in return for
these concessions, of 95% of the new common stock (and consequently
the voting control of the reorganized company) to the present holders of
preferred as a class.' 0 In discussing the fairness of the plan as between the
holders of preferred and the holders of the present common stock, the Com-
mission admitted that there was no book value attributable to the common
stock, since the company's net worth, after certain proposed revaluations,
was less than the stated value of the preferred stock even without the accrued
and unpaid dividends." The Commission, however, did not deem book values
to be conclusive of the right of the common stock to participation in the
reorganized company. It appeared at the time of the plan that the cor-
poration's earnings exceeded the dividend requirements of the preferred stock,
and the forecasts of future earnings pointed to a still further improvement.12

Although the common stock could not hope, in view of the crippling effect
of the present capital structure, to receive dividends for many years, the
Commission felt that there was "an eventual prospect which must be regarded
as having a present value. ' ' 3

9. Since the SEC, at the request of Community, has filed an application in the
United States District Court for the Southern District of New York, requesting the
Court to enforce and carry out the Company's plan of corporate simplification, the Court
must also find the plan to be "fair and equitable." See note 4 supra. The application to
the Court, in behalf of Community, was the first application of its kind, under § 11(e).
See Holding Company Act Release No. 1982, March 18, 1940.

10. By its terms, if the plan is approved by the Federal Court, it is to be consum-
mated either (a) by amending the charter of the existing corporation, or (b) by organ-
ization of a new corporation which will take over all of the assets and assume the liabilities
and obligations of the existing corporation. Holding Company Act Release No. 1803,
Nov. 27, 1939, p. 3.

11. Holding Company Act Release No. 1803, Nov. 27, 1939, p.6. Allowing for
the proposed adjustments, the book equity available for the stockholders was $6,712,774,
or $3,355,678 less than prior claims of the preferred stockholders.
. 12. Community's annual preferred dividend requirement is $413,772. In the years
ending December, 1937, December, 1938, and June, 1939, the company's earnings, exclud-
ing one of its subsidiaries, exceeded this amount, thus leaving a balance available for
common, of $207,523, $135,286, and $159,553. Holding Company Act Release No. 1803,
Nov. 27, 1939, p. 7.

13. Holding Company Act Release No. 1803, Nov. 27, 1939, p. 10. The decision is
especially important in that the same issue is likely to come before it for determination
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The proposed allocation of securities in the principal case seems eminently
reasonable and consistent with the preferred stockholders' equity in the
company.' 4 It is to be regretted, however, that the Commission made no
attempt in its decision to define carefully the requirement that every plan
it approves be "fair and equitable" to those affected. In determining what
standards to apply to Section 11(e), two possible analogies are the criterion
of a "fair and equitable" plan of reorganization under the Bankruptcy Act15

and the standards of a court of equity in passing upon the fairness of a charter
amendment under state corporation laws.10

In the Los Angeles Lumber17 case, the Supreme Court rejected the "com-
position theory" of reorganization proceedings and extended the "strict
priority" rule of the Boyd' 8 case to plans formulated under Section 77B of
the Bankruptcy Act, and inferentially to Chapter X. The court decided
that a dissenting creditor was not bound by a plan which allowed stockholder
participation when creditors had not received priority to the exctent of their

several times in the near future. Since the plans to be submitted to the Commission
under § 11(e) will be formulated by management groups, which usually represent the
interests of the common stockholders, it is unlikely that any plan presented vill not
include some participation for the common stock. However, the Commission can be
expected to show proper solicitude for the rights of holders of cumulative preferred
stock. See Comment (1939) 52 HARv. L. REv. 1331.

14. Under the present corporate set-up, there was small possibility of eliminating
the dividend arrears within ten years, and a thoroughgoing recapitalization was necessary
to re-establish the corporation's credit. The preferred stockholders of Community will
now have the voting control of the reorganized company and will be able to require the
payment of dividends as the financial condition of the company permits. The common
stockholders are benefited, in turn, by the early prospect of dividend payments. Any
plan calling for a greater sacrifice on the part of the common stockholders would be
unfair, in view of the fact that annual earnings have been exceeding the dividend require-
ments of the preferred stock. See note 12 supra.

Under the Delaware Corporation Law, there is no right of appraisal to holders of
securities affected by charter amendment, but it is at least doubtful that the present
plan could not be enjoined by the holders of preferred stock. See note 2 supra. Without
reference to state law, however, the plan approved by the Commission cannot be called
unfair simply because no provision is made for dissenters. The company's cash position
and lack of credit would obviously have made a cash payment impracticable. In the
company's present financial situation, the only possible alternative to the proposed plan
of reorganization would be the creation of a new preferred stock, but such a proposal
would not in this case have been financially sound. The existence of new preferred stoc:
might well lead to further dividend arrears with a consequent necessity for subsequent
recapitalization. See note 23 infra.

15. For a discussion of the test of a "fair and equitable!' plan of reorganization
under the Bankruptcy Act, see citations in note 17 infra.

16. See note 2 .spra.
17. Case v. Los Angeles Lumber Prod. Co., Ltd., 60 Sup. Ct. 1 (U. S. 1939), (1940)

49 YALE L. J. 1099, 53 H. v. L. REv. 485, 34 IrL L. REV. 5S9.
1M. For a discussion of the "composition theory" and the rule of "strict priority,'

see Bonbright and Bergerman, Two Rival Theories of Priority Rights of Security Holders
in a Corporate Reorganization (1928) 28 Coi. L. R v. 127, and authorities collected in
(1940) 49 YALE L. J. 1099, n. 1.
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debts, even though a great majority of each class of security holders had voted
in its favor. It is not improbable that the court will decide in the future that
preferred stockholders who have fixed rights on liquidation and claims for
arrearages of dividends are entitled to the same precedence over common
stockholders as creditors. 19 Insistence, however, on an automatic application
of the "strict priority" rule of the Los Angeles case to corporations availing
themselves of the machinery of Section 11(e) must be unsatisfactory, since
such corporations are usually not insolvent either in the equity or in the
bankruptcy sense. The strategic position of the common stockholders of a
solvent company cannot be ignored. The court in the Los Angeles case refused
to recognize the "nuisance" value of the common stock as a basis for par-
ticipation, although the company might have been able to defer foreclosure
proceedings on its bonded indebtedness until several years after its petition
under 77B. The court pointed out that the company could not withdraw from
the jurisdiction of the court after submitting to it, and therefore had volun-
tarily surrendered its strategic position.20 The same is not true, however,
of a proceeding under Section 11(e). The corporation cannot be forced to
declare dividends, and an impasse might easily result to the detriment of
both classes of securities if a recapitalization were not effected.

Even in reorganization proceedings under Chapter X, moreover, the plan
must make some provision for the common stockholders if it appears that
future earnings will be sufficient to permit their participation.2 1 It has fre-
quently been recognized that, for reorganization purposes, capitalized earning
power rather than book value of assets is the best test of value.22 The
Community case is in accord with these decisions in taking into account the
excess of earnings over current preferred dividend requirements which even-
tually would become available for the common stock. Nor can it be said that
the Commission failed to meet the tests applied in Chapter X reorganizations
by approving the distribution of one class of security in the reorganized
company to both common and preferred stockholders, thus placing both classes
on a parity for the future. The interest of the present common stockholders
in the new securities is too small to merit the serious contention that the
preferred stockholders should have received securities senior in rank to those
issued to the holders of common stock. 23 On no account, therefore, can the

19. Comment (1940) 34 I1. L. REv. 589, 590.
20. Case v. Los Angeles Lumber Products Co., Ltd., 60 Sup. Ct. 1, 11, 12 (U. S.

1939).
21. White v. Pinelas Mining Co., 105 F. (2d) 726 (C. C. A. 9th, 1939). See

Comment (1940) 34 111- L. REv. 589, 593.
22. The SEC itself has always been of this opinion. Genesee Valley Gas Co.,

3 S.E.C. 104 (1938); United Telephone & Electric Co., Holding Company Act Release
No. 1187, Aug. 5, 1938; see discussion in Comment (1940) 34 ILL L. Ray. 589, 592, 593;
Note 49 YaLE L. J. 1099, 1104, 1105.

23. See Kansas City Term. Ry. v. Central Union Trust Co., 271 U. S. 445 (1936).
For a discussion of both the courts' and the SEC's views on this point, see Note (1940)
49 YaLE L. J. 1099, 1103; Comment 34 1. L. Ray. 589, 595. It may often be detri-
mental to the new corporation to set up a complex capital structure in order to preserve
creditor priority by "graded" securities. Moreover, under § 7(c) of the Public Utility
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instant decision be condemned by reference to the standards of a "fair and
equitable" plan under Section X of the Bankruptcy Act, although those
standards are not necessarily determinative of the meaning of Section 11(e).

It is possible, however, that a state court would, at the instance of dissenters,
enjoin a plan such as that proposed in the principal case. The rule generally
stated is that all corporate amendments are subject to the equitable power
of the court and may be enjoined if they appear unfair and unduly oppressive
to a minority, or if they have not been adopted in good faith to meet the
exigencies of the corporate enterprise.24 The plan proposed in the Community
case seems to meet this test, as it distributes equitably the sacrifices required
in the interest of the corporation. Despite the severe criticism levied at the
Keller case, however, the decisions have made it clear that most state courts,
even apart from constitutional considerations, would condemn an amendment
to a certificate of incorporation which interfered with the "vested right" to
accrued and unpaid dividends.25

It may be argued, of course, that Section 11(e) cannot be construed to
allow the Commission to approve a rearrangement of stockholders' rights that
conflicts with the law of the state of incorporation. The Public Utility Hold-
ing Company Act, however, makes no reference to the standards set by state
courts in requiring the simplification of corporate structures and allowing
the Commission to approve plans for such simplification.2  A court would,
of course, avoid interpreting the Act to mean that the Commission can
approve as "fair and equitable" a plan which impairs what the state courts
consider "vested rights," if it felt that such an interpretation would neces-
sarily render the Act unconstitutional. But such a decision would only delay
the determination of the constitutionality of the Act until a case arose in
which the Commission itself had taken steps under Section 11(b)(2) to
order the simplification of corporate structures.2 Just as serious a consti-
tutional question would then be raised if the courts insisted that preferential
rights could not be destroyed and thereby forced the Commission to achieve
simplification by depriving the holders of common stock of their equity in
a going concern. The courts have not yet passed upon the important question
of the constitutionality of the Public Utility Holding Company Act as a
whole,28 but if the other provisions of the Act are upheld, there is no reason

Holding Company Act, there is a "heavy presumption" against the issuance of preferred
stock. See Note (1939) 87 U. OF PA. L. RE%. 744, n. 1.

24. BTm .ND MEANs, THE MODEmN CoRroRA~ioz AwD PnvA'- Przooar (1932)
267.

25. See note 2 supra.
26. In situations where compliance with state law is deemed essential, the Act

contains specific directions to that effect. For example, see § 7(g).
27. After a long delay, the SEC began to institute proceedings under this section

on February 28, 1940. Holding Company Act Release No. 1943.
28. In Electric Bond & Share Co. v. SEC, 303 U. S. 419 (1938) the Supreme Court

decided that § 5 of the Act requiring registration of public utility holding companies,
as defined, was a valid, severable provision, but did not go into the question of the
constitutionality of the Act as a whole. Congressional authority for setting up the drastic
system of controls provided by the Act, must, of course, be postulated on the basis of
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to decide that Section 11(e) is constitutional only if interpreted to mean
that the Commission is bound to respect what the state courts consider "vested
rights." If Congress may, in the exercise of its interstate commerce power,
impair the contract rights of stockholders, the "supremacy clause" of the
Constitution 29 makes it unnecessary to consider the protection which would
have been given to these rights under state law.30

Every procedural safeguard was provided by the Commission in its approval
of the plan.3 ' It would be to the disadvantage of all concerned if the courts
required that, as a matter of statutory construction, a plan engineered under
Section 11(e) must meet the requirements of state decisions as to "vested
rights." The Commission should not be restricted by the decisions of either
the bankruptcy or state courts in determining what is fair and equitable.
The SEC is competent to insist that the exchanges proposed by plans of
recapitalization under 11(e) represent in a real sense the financial values
of each class of security. The preferred and the common stockholders are
aided equally by a plan such as that in the principal case.3 2 If a plan may
be upset by a lone dissenter, as a charter amendment of this character might
be in a state court, the financial rehabilitation of holding-company systems
may be seriously impeded . 3

its power over the mails and over interstate commerce. For a discussion of the consti-
tutionality of the act, see ROHLFING, CARTER, WEST AND HERVEY, BUSINESS AND GOVERN-

MENT (1938) 272 et seq.; Comments (1936) 45 YALE L. J. 468, 485 c seq.; (1938)
36 MICH. L. REV. 1325; (1937) 23 VA. L. REv. 678. See Comment (1937) 50 HARv. L.
REV. 655 for a discussion of the procedural aspects of the litigation under the Public
Utility Holding Company Act.

29. U. S. CONsT. Art. VI.
30. In some cases, however, the Supreme Court has tended to regard the "reserved

powers" of the states under the tenth amendment as constituting an independent limitation
on Congressional power. See CORWIN, TE COMMERCE POWER VERSUS STATES RIGHTS
(1936) c. V; Comment, "The Tenth Amendment as a Limitation on the Powers of
Congress" (1939) 52 HARv. L. REV. 1342.

31. By its terms the plan was not to become effective until it was ratified by holders
of at least two-thirds in amount of the outstanding preferred stock, and a majority in
amount of the outstanding common stock. Moreover, the plan is not to become operative
until a court approves of it as "fair and equitable."

32. Even the holders of preferred stock, whom the Keller case is designed to protect,
will suffer less by yielding certain preferential rights than they will by an inevitable
decline in the value of their holdings, if the corporation gets into financial difficulties
through its inability to secure needed financing because of a complex capital structure.
See note 14 supra.

33. See note 7 supra.
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IRREVOCABLE TRUSTS AND THE FEDERAL INCOME TAX*

IN their efforts to reduce income surtaxes, taxpayers have made effective
use of the separate taxable entity of a short term trust.' By expressly limiting
the duration of the trust, the grantor not only secured the return of the
property to himself, but also avoided tax liability 2 because a reversion to the
settlor was not within the legislative classification of a power to revest. 3

Furthermore, a temporary reallocation of income by a transfer in trust was
not analogized to an assignment of future income (which is taxable to the
assignor) because of the theory that title to the corpus from which the income
was derived had passed to the trustee.4 But the price of utilizing the trust
device for tax avoidance has been some loss of control over the corpus and
its proceeds. If the taxpayer, unwilling to pay this price, retained substantial
ownership of the trust, the income was taxable to him as grantor0 A finding
that no true trust existed was not necessary to establish the requirement of
substantial ownership in these circumstances.0 If the substance of the trans-
action dictated that technical refinements of trust doctrine be disregarded for
purposes of tax allocation, the requirement was satisfied.

This trend toward disregarding the formalities of trust theory for taxation
purposes 7 forecast the recent decision of Hclering v. Clifford,8 in which
the Supreme Court sanctioned taxation to the grantor of the income of a
five year trust. The taxpayer, in declaring himself trustee of securities, had

* Helvering v. Clifford, 60 Sup. Ct. 554 (U. S. 1940).
1. See Warren, The Reduction of Income Taxes Through the Use of Trusts (1936)

34 Micia. L. REv. 809; Paul, The Background of the Revenue Act of '937 (1937) 5 U.
oF Cm. L. REv. 41; Sutter and Owen, Federal Taxation of ScItlors of Trusts (1935) 33
MiCH. L. REv. 1169; Tyler and OhW, The Reenuc Act of j934 (1935) 83 U. or P,. L
Rnv. 607, 635.

2. Helvering v. Wood, 60 Sup. Ct. 551 (U. S. 1940); United States v. First Nat.
Bank of Birmingham, 74 F. (2d) 360 (C. C. A. 5th, 1934); Frederick K. Barbour, 39
B. T. A. 910 (1939); Herbert G. Goulder, 39 B. T. A. 670 (1939); Jay C. Hormel, 39
B. T. A. 244 (1939). The Treasury Department unsuccessfully recommended that short
term trusts be taxed by specific statutory amendment. Hearings before Commiltee on
Ways and Means of; H. R. 7835, 73d Cong., 3d Sess. (1934) 151. The Department,
however, promulgated regulations to cover short term trusts. U. S. Treas. Reg. 103,
§ 19.166-1(c). This regulation is impliedly inalidated by the Wood decision, insofar
as it pertains to § 166 of the IxT. REv. CODE (1939).

3. INr. REv. CoDE § 166 (1939).
4. Shanley v. Bowers, 81 F. (2d) 13 (C. C. A. 2d, 1936); Commissioner v. Field,

42 F. (2d) 820 (C. C. A. 2d, 1930); see MAAGmL, T.A.XDLE INCO!sE (1936) 266; cf.
Horst v. Comm'r, 107 F. (2d) 906 (C. C. A. 2d, 1939).

5. City Nat. Bank & Trust Co. v. Bulkeley, 109 F. (2d) 191 (C. C. A. 7th, 1940);
A. C. O'Laughlin, 38 B. T. A. 1120 (1938), aff'd sub nom. First Nat. Bank of Chicago
v. Comm'r, 4 Prentice-Hall 1940 Fed. Tax. Serv. 62,505 (C. C. A. 7th, 1940) (alterna-
tive holding); Benjamin F. Wollman, 31 B. T. A. 37 (1934). But see Coming v.
Comn'r, 104 F. (2d) 329 (C. C. A. 6th, 1939).

6. See Ethel K. Childers, 39 B. T. A. 904 (1939).
7. See notes 5 and 6 supra. A similar tendency appears in corporate tax decisions.

See Higgins v. Smith, 308 U. S. 473 (1940) ; Griffiths v. Comm'r, 303 U. S. 355 (1939).
8. 60 Sup. Ct. 554 (U. S. 1940).
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in no way restricted himself with respect to the sale, exchange, mortgage,
pledge or loan of the trust corpus. He could exercise or appoint proxies
to exercise all voting powers of the trust in the trust estate. As trustee,
he retained broad powers to pay his wife only such part of the income as he
in his absolute discretion might determine, with the sole restriction that on
termination of the trust all accrued or undistributed income was to be treated
as property of the wife. Neither the principal nor income was chargeable
for the wife's debts, nor did she have power to sell, transfer, encumber or
in any manner anticipate or dispose of any income from the trust property
prior to its actual payment and delivery to her. The ruling of the Board
of Tax Appeals that the grantor was taxable was reversed by the Eighth
Circuit Court of AppealsY Certiorari was granted "because of the importance
to the revenue of the use of such short term trusts in the reduction of sur-
taxes." In reversing the circuit court, the Court held that the income of
the trust was properly chargeable to the taxpayer under Section 22(a) of
the Revenue Act of 1934,10 which defines gross income. Emphasis was placed
upon three factors: the short duration of the trust; the control reserved by
the grantor which little altered his dominion over the property; and, through
the intimate familial relationship, the substantial enjoyment of the property
flowing indirectly to the grantor.

The decision made it clear that all short term trusts will not be taxable to the
grantor if the elements of control and indirect benefits are lacking. But the
Court left an opening for taxing the settlor under Section 22(a) when control
and benefits are retained, even though there is no short term trust."1 The
short term provision of the trust agreement was perhaps the most significant
right reserved by the grantor in this case. But because the determination
of whether the trust agreement comes within the broad definition of gross
income in Section 22 (a) is now left to the triers of the facts, it is impossible
to ascertain what the duration of the trust must be in order to fall within
the classification of a short term trust taxable to the grantor.12 Whether or

9. Clifford v. Helvering, 105 F. (2d) 586 (C. C. A. 8th, 1939), rev'g George B.
Clifford, Jr., 38 B. T. A. 1532 (1938).

10. "'Gross income' includes gains, profits, and income derived from salaries, wages,
or compensation for personal service, . . . of whatever kind and in whatever form paid,
or from professions, vocations, trades, businesses, commerce, or sales, or dealings in
property, whether real or personal, growing out of the ownership or use of or interest
in such property; also from interest, rent, dividends, securities, or the transaction of any
business carried on for gain or profit, or gains or profits and income derived from any
source whatever. . . ." INT. REV. CODE § 22(a) (1939).

11. If the trust term were extremely short, as for a year and a day, it is possible
that this factor alone would be sufficient grounds for taxing the grantor. Although
§ 22(a) had been advanced previously by the Commissioner of Internal Revenue as
ground for taxing the settlor who, through his control, retains the substantial ownership
of an irrevocable trust [see, e.g., Ellsworth B. Buck, 41 B. T.A. No. 15 (Jan. 18, 1940)J,
the Clifford case is the first squarely to confirm the applicability of this section. Such
confirmation, however, was forecast by Douglas v. Willcuts, 296 U. S. 1, 9, 10 (1935).

12. See Graham Sumner, 40 B. T. A. No. 121 (Oct. 24, 1939); Christopher L.
Ward, 40 B. T. A. No. 41 (July 12, 1939) ; Joseph P. Chamberlain, 1 Prentice-Hall 1940
Fed. Tax Serv. ff 15,227 (B. T. A. 1939) ; United States v. First Nat. Bank of Birming-
ham, 74 F. (2d) 360 (C. C. A. 5th, 1934). The Treasury Regulations provide for any
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not the trust was created for purposes other than tax avoidance2 will probably
be a relevant consideration. When the reversion to the grantor is not limited
to a definite period but is conditional upon the happening of uncertain events,
the approach of Helvering v. Clifford indicates that the controlling factor will
be the likelihood that the stated contingency may occur.14 If the probable
duration of the contingency is equivalent to the period for a short term trust,
the transaction is apparently within the scope of the opinion. In view of
Helvering v. Hallock,'5 which has eliminated technical differences between
vested and contingent remainders in fee for purposes of estate taxation, no
distinction between vested and contingent reversions is likely to be made.

The multiple varieties of control adopted to satisfy demands of particular
situations likewise preclude prediction of the degree of control remaining
in the grantor which will be fatal to the separate entity of a trust. It appears
from the Clifford case, however, that if the grantor may direct the disposition
of the trust proceeds in a manner that "will not effect any substantial change
in his economic position,"' 6 the trust income will be taxable to the grantor.
The broad language of the opinion seems to overcome technical obstacles to
holding that a trust of which the settlor remains the substantial owner is,
in effect, an assignment of future income.' 7 Inasmuch as the control retained
is the basis for taxability in both situations,' 8 this seems a desirable result.

trust of a "specified term." T. D. 4629 (1936). The Clifford decision relied solely on
§22(a) without aid of the Regulations. Helvering v. Clifford, 60 Sup. Ct. 554, 556,
n. 1 (U. S. 1940).

13. See Gregory v. Helvering, 293 U. S. 465, 46S-470 (1935).
14. A similar problem arises under §§ 166 and 167(a)(1) providing that trust in-

come is taxable to the grantor when he has power to revest the corpus or when the trust
income is or may be held or accumulated for future distribution to the grantor. When
the trust provides for a "mere possibility of reverter" to the grantor, however, it is not
within these provisions of the statute. William E. Boeing, 37 B. T. A. 178 (1938), rezod
on other grounds, 106 F. (2d) 305 (C. C. A. 9th, 1939), cert. denied, 303 U. S. 619
(1939); Genevieve F. Moore, 39 B. T. A. 803 (1939); Paul NV. Litchfield, 39 B. T. A.
1017 (1939). Reliance was placed on decisions in the estate tax field. Helvering v. St.
Louis Union Trust Co., 296 U. S. 39 (1935); Becker v. St. Louis Union Trust Co.,
296 U. S. 43 (1935). These decisions have been overruled by Helvering v. Hallock,
60 Sup. Ct. 444 (U. S. 1940) and the latter case has been applied to the situation of a
"possibility of reverter" in the income tax field. First Nat. Bank of Chicago v. Comm'r,
4 Prentice-Hall 1940 Fed. Tax Serv. 62,505 (C. C. H. 7th, 1940) (alternative holding).

15. 60 Sup. Ct. 444 (1940), 49 YALE- L. J. 1118; see note 14 .stpra.
16. Helvering v. Clifford, 60 Sup. Ct. 554, 557 (U. S. 1940).
17. In argument before the Supreme Court, the Commissioner of Internal Revenue

stressed the similarity between the transaction in the Clifford case and an assignment
of future income. Brief for Petitioners, pp. 17-20. Once the assignment label is attached,
the consequences attributable thereto can be carried over to the tax-ation of trusts.
The Supreme Court has never squarely held that an assignment of income from
property by means of the trust was ineffective to relieve the assignor of the tax burden.
But the Court has held that an assignment of stock to a controlled corporation did not
relieve the assignor from the capital gains tax. Griffiths v. Comm'r, 303 U. S. 355 (1939).
See Note (1935) 35 CoL. L. Rnv. 461.

18. As to the assignment of future income, see Lucas v. Earl, 281 U. S. 111 (1930);
Burnet v. Leininger, 285 U. S. 136 (1932).
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Whenever trust income was held taxable to the grantor prior to Helvcring v.
Clifford (except decisions under the specific sections providing therefor),
the powers reserved by the grantor so strongly invaded the duties of the
trustee that the relationship between grantor and trustee was practically that
of principal and agent.19 But since these decisions were rendered without
the aid of the broad provisions in Section 22(a), a showing of considerably
less control in the grantor will probably satisfy the requirements set by the
Clifford case.

Closely allied to the settlor's control over corpus and income are the benefits
derived from its exercise. The Supreme Court's recognition of the family
unit as a basis by which benefits to the grantor are measured foreshadows
a broad extension of the present concept of taxable income. It is well-
established that the settlor is taxable upon trust income that satisfies his
legal obligations.2 0 The Supreme Court, in Burnet v. Wells,2 1 upheld the
constitutionality of a tax on the grantor of an irrevocable trust, the income
of which was to be used for payment of his insurance premiums, on the ground
that such expenditures were considered by normal men a "pressing social
duty." Decision was expressly reserved in the Wells opinion on the ques-
tion of whether Congress could likewise tax the grantor for income which
"may be expended by the beneficiaries without restraint." At present, even
if the income from a trust is used for the education and support of the grantor's
minor children, he is not taxed so long as the terms of the trust do not
require the income to be so expended.2 2 Likewise, if the settlor provides
that the trust proceeds shall be used for the "welfare" 2 3 or "use and bene-
fit" 24 of his dependents, he has successfully divided his income, for these
terms are considered not to be confined to the discharge of legal duties. And
when premiums for insurance on the life of the grantor are paid with the
trust income by one who is a beneficiary of both trust and policy, such sums
may not be included in the grantor's income if the terms of the trust do not
require any part of the income to be applied to policies owned by the bene-
ficiary on the life of the settlor. 25 The reasoning upon which these holdings
are based is that since the income is the property of the beneficiary, voluntary
expenditures are not within the statute.

Yet to require that, before the settlor is taxable, the terms of the trust state
that income of the trust must be applied to strictly legal obligations of the
settlor or to payment of premiums on insurance policies owned by the grantor

19. See notes 5 and 6 supra; City Nat. Bank & Trust Co. v. Bulkeley, 109 F. (2d)
191 (C. C. A. 7th, 1940).

20. Old Colony Trust Co. v. Comm'r, 279 U. S. 716 (1929); Douglas v. Willcuts,
296 U. S. 1 (1935) ; Helvering v. Schweitzer, 296 U. S. 551 (1935), rehearing denied,
296 U. S. 665 (1936) ; Helvering v. Stokes, 296 U. S. 551 (1935), rehearing dcnied, 296
U. S. 665 (1936). See in general PAUL AND MERTENS, LAW OF FEDERAL INcomE TAXA-
TION (Mertens' Supp. 1939) §§ 34.168, 34.168A.

21. 289 U. S. 670 (1933) ; see 4 PAUL AND MERTENS, op. cit. supra note 20, § 34.164.
22. Henry A. B. Dunning, 36 B. T. A. 1222 (1937), dism'd, 97 F. (2d) 999 (C. C.

A. 4th, 1938); Ralph L. Gray, 38 B. T. A. 584 (1938).
23. Herbert G. Goulder, 39 B. T. A. 670 (1939).
24. Jay C. Hormel, 39 B. T. A. 244 (1939).
25. Frederick K. Barbour, 39 B. T. A. 910 (1939).
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is to ignore the probability of tax avoidance through "bed-chamber" agree-
ments. 26 The grantor in these cases receives identic benefits from the income
used to discharge his obligations whether or not such application was required
in the trust agreement ;27 in the ordinary course of social conduct, such
unrestricted expenditures by immediate members of a taxpayer's family pro-
vide him with no less a "flow of satisfaction" than that derived from dis-
bursements which are legally or morally required. Nonetheless, these prior
decisions appear to be accurate interpretations of the present Revenue Act.
Consequently, notwithstanding the absence of restrictions - except for the
immaterial spendthrift provisions -upon use of the trust income by the
wife-beneficiary in Helvering v. Clifford, these cases may not be within the
immediate holding of the Clifford decision. The broad language used in
the opinion, however, may be a bid to Congress for direct legislative action. -

An additional loophole in the Revenue Act which may be closed by the
repercussions of Helvering v. Clifford is avoidance by the grantor of an
irrevocable trust with power reserved to change beneficiaries of both income
and gift taxes on distributions of income. In Rasqidn v. Humphreys;P the
Supreme Court held that so long as this power was retained the gift of the
corpus was incomplete; but it expressly reserved decision on whether the
income from the trust was taxable to the grantor. By a strict interpretation
of the statute, however, lower courts and the Board of Tax Appeals have
held that such income was not taxable to the grantor because, by providing
that he could not alter distribution of the income in favor of himself, he re-
tained no power to revest the corpus.30 Yet a settlor who may change bene-
ficiaries has an essential attribute of ownership: power to direct distribution
of income to whomsoever he may select.3 ' Although the settlor may provide

26. See Helvering v. Fuller, 8 U. S. L. WEEr 673, 674 (U. S. 1940); 5 PAUL AlD
MfERTENS, op. cit. supra note 20, § 853.36.

27. For an opposing view see Altman, New Trends in Taxing Trust Bernefits (1935)
14 TAx MAG. 199.

28. Serious constitutional questions are involved, of course, if the duty test is aban-
doned. These questions merge into the broader issue of whether the Supreme Court will
now permit compulsory joint returns for husband and wife under a federal statute similar
to the Wisconsin statute held unconstitutional in Hoeper v. Tax Comm., 284 U. S. 205
(1931). Helvering v. Clifford points to a new view upon these questions. The Supreme
Court has recently stated, citing the Clifford case, that although the settlor of an alimony
trust may have no further legal obligation to support his divorced wife, the income from
the trust may be taxable to the grantor if he retains substantial ownership thereof. See
Helvering v. Fuller, 8 U. S. L. NVrK 673, 674 (U. S. 1940). For a discussion of these
issues see Comment (1940) 49 YAXE L. J. 1279.

29. 308 U. S. 54 (1939) ; cf. Estate of Sanford v. Comm'r, 308 U. S. 39 (1939).
30. Knapp v. Hoey, 104 F. (2d) 99 (C. C. A. 2d, 1939) ; Ellsworth B. Buck, 41 B.

T. A. No. 15 (Jan. 18, 1940) ; Ralph L. Gray, 3S B. T. A. 534 (1938).
31. Helvering v. Clifford, 60 Sup. Ct. 554, 557 (U. S. 1940). This power leaves the

discretion of the grantor uncontrolled because beneficiaries who are subject to ouster at
the caprice of the grantor will not resort to equity for protection against mismanagement.
Rollins v. Helvering, 92 F. (2d) 390 (C. C. A. 8th, 1937), cert. denicd, 302 U. S. 763
(1938). Grantors frequently remove equity's "jurisdiction" through exculpatory clauses in
the terms of the trust. See, e.g., Commissioner v. Grosvenor, 85 F. (2d) 2 (C. C. A.
2d, 1936).
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that the trust shall not be amended in a manner directly beneficial to himself,
Helvering v. Clifford indicates that this consideration is not determinative,
because power to allocate income within a family unit is considered a ground
for taxing the grantor. If income from trusts of this character were held
taxable to the grantor, the income would appear to be a gift to the bene-
ficiaries.3 2 The income should be a taxable gift, however, even if it is not
taxable income to the grantor. The beneficiaries have no greater right to
receive the trust income than they have to retain the trust corpus. 88 Since
gift of the corpus is incomplete when power to amend still remains in the
grantor, it would appear that the same principle should apply to income
which is actually appropriated by the beneficiaries and thus placed beyond
the amendatory powers of the grantor.

The application of Section 22(a) in Helvering v. Clifford indicates that
the Supreme Court may require a complete factual analysis of the circum-
stances surrounding the creation of a trust which the grantor, in conjunction
with an immediate member of his family, has power to revoke.84 At present,
if the latter's interest in the proceeds of the trust is substantial, it is sufficiently
adverse to prevent taxing the grantor on the income of the trust.80 Retention
of the principle that members of a family unit have adverse interests appears
inconsonant with language in the Clifford opinion, which emphasized the
familial relationship in permitting taxation to the husband of the distributed
income of the trust technically the property of the wife-beneficiary.80 A
similar situation exists when members of a family create reciprocal trusts
and make each trust revocable with the consent of the beneficiary.8 7 But since
the Revenue Act specifically states that the grantor is not taxable on trust
income when his powers can be exercised only in conjunction with substantial
adverse interests, 88 and since a substantial pecuniary interest in trust proceeds

establishes technical adversity among relatives,80 it would be difficult to bring

32. In the only decision holding that the income is not a gift to the beneficiaries, it
was stressed that ownership of the income was in the beneficiaries and not the grantor.
Estate of Giles W. Mead, 41 B. T. A. No. 63 (Feb. 20, 1940).

33. See MAGmL, TAXABLE INCOME (1936) 266.
34. But see MONTGOMERY, FEDERAL TAXES ON ESTATES AND TRUSTS (1938-39) 100.
35. The relationship between husband and wife was not considered, however, when

the settlor had power to revoke with a spouse beneficiary. The test for adversity seems
one solely of pecuniary interests. Margaret A. Holmes, 27 B. T. A. 660 (1933) ; accord,
Savage v. Comm'r, 82 F. (2d) 92 (C. C. A. 3d, 1936); Paul W. Litchfield, 39 B. T. A.
1017 (1939); Jane B. Shiverick, 37 B. T. A. 454 (1938); W. L. Honnold, 30 B. T. A.
774 (1934), aff'd per curiam, 77 F. (2d) 995 (C. C. A. 2d, 1935); cf. Reinecke v. North-
ern Trust Co., 278 U. S. 339 (1929).

36. See MAGILL, TAXABLE INCOME (1936) 266.
37. Margaret A. Holmes, 27 B. T. A. 660 (1933) ; see Paul, The Background o/ the

Revenue Act of 1937 (1937) 5 U. OF CHI. L. Rzv. 41, 72.
38. INT. REv. CODE §§ 166, 167 (1939). When § 166 of the Revenue Act of 1932 sub-

stituted any person with a "substantial adverse interest" in place of the term "beneficiary"
present in the Revenue Act of 1928, § 166, the purpose was to prevent reservation of a
power to revest with a beneficiary who had a minor interest. The risk of family amena-
bility was not considered. SEN. REP. No. 665, 72d Cong., 1st Sess. (1931) 34.

39. See note 35 supra.
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this problem within the scope of Section 22(a). The more practical solution
would be elimination from the statute of the substantial adverse interest con-
cept and adoption of the estate tax provision that powers to be exercised in
conjunction with any person constitute a trust taxable to the grantorA0° The
need for this amendment is sharpened by the fact that taxpayers may attempt
to escape the holding of the Clifford opinion-and still retain control over
the trust-by substituting for the short term trust provision a power to
revoke with the consent of an amenable beneficiary. 1

Helvering v. Clifford fails to answer the question of whether a grantor who
retains substantial ownerslip of the trust is to be treated as a beneficiary of
the trust, or whether the gross income of the trust shall be amalgamated into
the income of the grantor -an issue important in finding taxable income in
connection with such problems as the proper taxation of capital gains and
losses and allowances for depreciation and depletion. 42 Although the Supreme
Court did not deny the existence of a true trust, the Clifford decision may
indicate that the trust entity will not be recognized at all for income tax
purposes. This is the position of the Treasury Department 43 and the holding
of the majority of opinions upon this question4 4 Consistency with the decision
of Helvering v. Clifford requires that the taxpayer should not be permitted
to minimize his burden by regarding the trust as a separate entity in any
respect for tax purposes.4 5

The Clifford opinion has doubtless introduced much uncertainty into an
already amorphous portion of taxation law.40 No definite standards are avail-
able to the taxpayer seeking to pursue his legitimate privilege of paying no
more taxes than necessary.47 The decision is thus likely to cause an increase
in litigation 4s during the period in which the triers of the facts are learning
to draw fine distinctions between trusts coming within Section 22(a) and

40. INT. REV. CODE §811(d) (1939).
41. It seems clear that there would be no constitutional objections to such an amend-

ment. See Helvering v. City Bank Farmers Trust Co., 296 U. S. 85 (1935), relearing
denied, 296 U. S. 664 (1935).

42. A further problem arises if trust property is sold to a member of the settlor's
family who is not a beneficiary of the trust and sustains a loss. In this situation would
this loss be non-deductible on the ground that the transaction was actually between the
settlor and his kin? See I=w. RE,. CoDE § 24(b) (1) (1939).

43. Reg. 103, Sec. 19.166-1 (c) ; I. T. 2172, TV-1 Cum. BULL. 44 (1925) ; I. T. 2204,
IV-2 Cum. BuL. 65 (1925).

44. Silverthau v. United States, 26 F. Supp. 242 (D. Conn. 1938) (capital losses
deductible by settlor) ; Central Nat. Bank of Cleveland, Ex'r, 2 Prentice-Hall 1939 red.
Tax Serv. 115,220 (B. T. A. 1939) (interest paid by revocable trust deductible by
grantor); Frederic Schaefer, 2 Prentice-Hall 1940 Fed. Tax Serv. 115,220 (B. T. A.
1936) ; cf. Ardenghi v. Helvering, 100 F. (2d) 406 (C. C. A. 2d, 1938).

45. This conclusion, however, requires relinquishment of settled principles concern-
ing the taxation of income from trusts. See PAUL AND MERTENS, op. cit. msipra note 20,
at § 34.168, p. 1721.

46. See 4 PAUL AND 'MERTENS, Op. cit. supra note 20, § 34.16S.
47. PAUL, STUDIES I, FEDERAL TAxATIoN (1937) 104 ci seq.
48. See Traynor, Administrative and Judicial Procedure for Federal Income, Estate,

and Gift Taxes-A Criticism and a Proposal (193S) 38 COL. L. REV. 1393, 1394.
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those remaining a taxable entity. One possible solution is the enactment of
specific provisions to cover the Clifford situation. But an attempt to provide
by specific statutory language for the taxation of "short term" trusts in which
the settlor retains "substantial control" and keeps the "benefits in the family"
would probably engender as much, if not more, controversy. 4 By creating
fixed lines for taxability of trusts, the legislature would invite numerous
attempts to avoid the strict letter of the lawY0 It seems desirable, therefore,
to leave the problem in the hands of a judiciary well equipped to handle
such variable concepts as "ownership" and "property" in a manner that will
assure the government of the revenue to which it is entitled under the statute.

APPLICATION OF THE ANTI-TRUST LAWS TO EXTRA-
TERRITORIAL CONSPIRACIES*

THE ever-increasing cartelization of European business enterprise, with its
concomitant elimination of competition, division of world markets and limita-
tions upon total productive output, has an important effect on American
industry.' Competition tends to vanish when an American producer who
dominates the' domestic market openly adopts or covertly abides by the
market controls utilized by cartel members. In such a case, reduction of
tariff barriers is of little value in restoring competition because world selling
prices are predetermined irrespective of import duties or quotas. The anti-
trust laws, however, may offer a weapon by which to attack price uniformity
secured by international combination. A recent ruling in United States v.
Aluminum Co. of America,2 now being tried, illustrates this possibility of
application of the Sherman Act3 to a world cartel entered into outside the
United States.

49. The statement in the text has, of course, no application to the desirability of
amending §§ 166 and 167 to eliminate the substantial adverse interest concept. See
pp. 1310, 1311 supra.

50. "One can read in the revisions of the Revenue Acts the record of the govern-
ment's endeavor to keep pace with the fertility of invention whereby taxpayers had con-
trived to keel) the larger benefits of ownership and be relieved of the attetndant burdens."
Mr. Justice Cardozo in Burnet v. Wells, 289 U. S. 670, 675 (1933).

*United States v. Aluminum Co. of America, Equity No. 85-73 (S. D. N. Y. 1939).
1. See DOMERATZKY, THE INTERNATIONAL CARTEL MOVEMENT (U. S. Dep't Comm.

1928) ; LIEFMANN, CARTELS, CONCERNS AND TRUSTS (1932) ; PLUMMER, INTERNATIONAL
COMBINES IN MODERN INDUSTRY (1938) ; KIRSH AND SHAPIRO, TRADE ASSOCIATIONS IN
LAW AND BUsINESS (1938) 321-374; Wolf, Business Monopolies: Three European
Systems in their Bearing on Anerican Law (1935) 9 TULANE L. REV. 325.

2. United States v. Aluminum Co. of America, Equity No. 85-73 (S. D. N. Y. 1937).
The petition of the United States, answers of the defendants, briefs and trial record will
be cited throughout this Note by title, without further identification.

3. 26 STAT. 209 (1890), 15 U. S. C. § I et seq. (1934).
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In 1937 the Department of Justice, induced by a constant stream of com-
plaints from small domestic rivals against the industrial practices of the
Aluminum Co. of America (generally referred to as Alcoa),4 brought the
present anti-trust suit in equity for the dissolution of Alcoa. This draconian
measure was deemed necessary to introduce competition into an important
field of industrial activity in which one domestic company has maintained a
complete monopoly of the production of the virgin metal. The Government
contends that this monopoly has been protected in part through almost con-
tinuous cartel agreements with foreign competitors.0

The most ambitious of these agreements was formulated in 1931 when all
the leading world producers of aluminum, with the apparent exception of
Alcoa, met in Paris to establish an international price, production and dis-
tribution cartel. Impelled by rising inventories and a demand shrunken by
the world depression, the members of the cartel, who controlled over 89%
of annual non-domestic production, set up Alliance Aluminium Compagnie0

with power to stabilize the market through the purchase of all available metal
at a fixed price.7 To reduce over-production, quotas were assigned to each
member' with power reserved to the cartel to confiscate all metal refined in
excess of the agreed amounts.0 In 1936, a second agreement provided for
the levying of a royalty on all extra-quota metal in place of the confiscation
requirement.

The Government, seeking to show a conspiracy to restrain trade, maintains
that Alcoa was in reality a party, to the cartel through the instrumentality
of one of the other defendants in the suit, Aluminium Co., Ltd. of Canada,
created in 1928 by Alcoa to take over all of the former's foreign holdings.10

Aluminium, the Government charges, was formed largely to free Alcoa from
the operation of our anti-trust laws in so far as agreements with foreign
cartels are concerned. Color is lent to this claim by the refusal of Aluminium
to sell in the United States, the largest and most profitable market in the

4. Alcoa's rivals have not always contented themselves with mere complaints.
Private anti-trust suits have been numerous. See, for example, Haskell v. Perkins, 31
F. (2d) 53 (C. C. A. 3d, 1929), ccrt. denicd, 279 U. S. 872 (1929) ; Baush Mach. Tool Co.
v. Aluminum Co. of America, 60 F. (2d) 586 (D. C. Conn. 1932), aff'd, 63 F. (2d) 773
(C. C. A. 2d,- 1933), cert. denied sub nom. Aluminum Co. of America v. Baush Mach.
Tool Co., 289 U. S. 739 (1933); SEN. Doc. No. 67, 69th Cong., 1st Sess. (1926).

5. See petition of the United States and answer of the principal defendant, Aluminum
Co. of America; , VA.Acu, MAKur CONTROL IN THE Ax. utunI INDusrR (1937)
118-128, 157-169; Reuschlein, Ahnninum and Monopoly: .4 Phase of an Unsolved Prob-
lem (1939) 87 U. o" PA. L. REv. 509.

6. The foundation agreement setting up Alliance appears in the Trial Record as
Exhibit 744, together with a contemporary explanatory memorandum, Exhibit 7M4.

7. Effectiveness of the power to stabilize the market is perhaps demonstrated by
the fact that within one year of operation the price rose from approximately 12.1 cents
per pound to approximately 15.4 cents.

8. The largest production quota, 28.53% of the total controlled by the cartel, was
alloted to Aluminium. Trial Record pp. 15,310-6, 15,328-9.

9. Trial Record pp. 15,303-4, 15,704; Exhibit 744.
10. Brief for the United States in Support of a Preliminary Finding of Conspiracy

pp. 2, 10-12 (June 1, 1939).
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world." Aluminium has also supplied Alcoa with its most secret business
data, access to which, of course, has been denied to competitors.12 Further-
more, although Aluminium is not a corporate subsidiary of Alcoa, the latter
has made very favorable loans to the Canadian company. 18 In addition, the
stock control of both companies has always been vested in less than a dozen
persons, 14 with the management of both closely interlocked.18

Aluminium, a leading member of the cartel,'0 included the American
market within the agreement of 1931 and strongly urged the European pro-
ducers to do likewise. The European members, however, refused to follow
Aluminium's lead and continued, over the Canadian company's protests, to
ship metal to the United States in excess of quota allotments.1 But from
1936, when the second agreement was entered into, until the final abandon-
ment of the cartel in 1938, the American market was covered by means of
the royalty levied on all extra-quota metal produced for shipment to any
part of the world including the United States.18 Aluminium, however, con-
tends that the American market was included within the scope of the cartel's
operations only because non-quota shipments of aluminum to the United
States had been re-exported to compete with Alliance controlled metal.10

The district court has not finally passed upon the exact legal relations
existing among Alcoa, Aluminium and the cartel. At the close of the Govern-
ment's case, however, the court ruled as a matter of law that, standing
unrebutted, the evidence adduced would justify an ultimate finding that a
conspiracy existed between any two or more of the four foreign producers
and the two principal defendants, Alcoa and Aluminium.20 Solely through
the utilization of this procedural device of a preliminary finding of conspiracy,
some 170 exhibits, otherwise inadmissible, were introduced into evidence by
the Government.

Inasmuch as the preliminary finding does not consider the question of
the court's jurisdiction over the extraterritorial conspiracy, the precise legal
effect of an ultimate finding of conspiracy remains as yet undetermined.

11. This view of the United States market is that of Aluminium's president, E. .
Davis. Trial Record p. 14,410. Since 1928, Aluminium has made but three sales in the
United States to customers other than Alcoa. Trial Record pp. 13,994, 14,437.

12. Trial Record pp. 13,909-13, 13,916-7.
13. Exhibit 775, Aluminium interrogatory No. 210; Trial Record pp. 14,545, 14,547.
14. Trial Record pp. 13,781-5; Exhibits 402, 421, 774.
15. The directing heads of the two companies are brothers; and the personnel of

Aluminium has always been largely drawn from Alcoa. Both defendant companies have
also utilized the same banking facilities, employed the same accountants and retained the
same legal counsel.

16. The foundation agreement was drafted in part at least by Aluminium's attorneys,
and former employees of the Canadian company were given key posts in Alliance. Trial
Record pp. 13,782, 13,860, 14,655, 14,676-9, 15,032.

17. Trial Record pp. 15,334-7, 16,210-11, 16,506-08.
18. Trial Record pp. 15,701, 15,747, 15,756, 16,345-7.
19. Brief of Alcoa in Reply to the Brief of the United States Concerning a Pre-

liminary Finding of Conspiracy pp. 20-21; testimony of E. K, Davis, president of
Aluminium, Trial Record p. 15,303.

20. United States v. Aluminum Co. of America, (S. D. N. Y. 1939).
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In any conspiracy to violate a federal law, three elements are necessary to
ground jurisdiction :21 (1) a common plan or understanding between two
or more persons; (2) an overt act;2 and (3) personal jurisdiction over
the parties charged.2 3 The most important element in the determination of
whether an extraterritorial conspiracy comes within the Sherman Act is
the nature of the overt act necessary for jurisdiction. So far as domestic
violations are concerned, an overt act can best be expressed as any effect on
interstate or foreign commerce. But, for extraterritorial conspiracies, the
debatable issue has been whether effect on American commerce is sufficient
to bring them within the scope of the Anti-Trust Law.

The first Supreme Court anti-trust case involving an extraterritorial con-
spiracy, American Banana Co. v. Unitcd Fruit Co.,2 appeared to require
more than an effect on our commerce. Although the Court recognized the
power of Congress to make acts committed abroad or on the high seas action-
able in the United States, no intent on the part of Congress so to apply the
Sherman Act extraterritorially could be found.2 It was held, therefore, that
the Sherman Act had no application if the acts in furtherance of a conspiracy
to restrain our foreign trade were done in a country in which they were
lawful, whether the common plan was entered into abroad or in the United
States. 26

21. Under the modern federal doctrine of conspiracy, venue may be laid in any
judicial district in which the common understanding was formed or an overt act com-
mitted. Hyde v. United States, 225 U. S. 347 (1912); Brown v. Elliott, 225 U. S. 392
(1912).

22. This is particularly true of civil suits charging conspiracy such as the principal
case because: 'Whatever may be the rule in criminal conspiracies, it is well settled that
the civil liability does not depend upon the confederation . . . but upon the acts com-
mitted in realization of the common purpose." Lewis Invisible Stitch Macl. Co. v.
Columbia Blindstitch Mach. Mffg. Co., 80 F. (2d) S62, 864 (C. C. A. 2d, 1936); Nalle
v. Oyster, 230 U. S. 165, 182-3 (1913); Northern Ky. Tel. Co. v. Southern Bell T. & T.
Co., 1 F. Supp. 576 (E. D. Ky. 1932).

23. When foreign corporations are involved, the element of personal jurisdiction may
prove especially troublesome. See United States v. Aluminum Co. of America, 20 F.
Supp. 13 (S. D. N. Y. 1937). This problem is currently presented in the efforts of the
Government to obtain jurisdiction over certain Canadian newsprint manufacturers who
exercise an important effect on the west coast market. See Brief of the United States
in Answer to Motion to Quash Citation on Indictment, filed February, 1940, esp. pp.
45-51, United States v. Crown Zellerbach Corp., No. 26,6S0 S. (N. D. Cal. 1940).

24. 213 U. S. 347 (1909).
25. This somewhat misleading generality has served only to add to the confusion

through frequent reaffirmance in cases which uniformly distinguish the Banana case.
See United States v. Nord Deutscher Lloyd, 223 U. S. 512, 518 (1912); United States
v. Pacific & A. Ry. & Nay. Co., 228 U. S. 87, 106 (1913); United States v. Bowman,
260 U. S. 94, 98 (1922) ; United States v. Sisal Sales Corp., 274 U. S. 265, 276 (1927).

26. The complaint in the Banana case clearly charged an effect upon the American
market but these allegations were completely ignored in the Supreme Court. See the
enlightening criticisms in Hunting, Extra-Territorial Effect of the Sherman Act (1911)
6 I.. L. REv. 34. For the main allegations in the complaint see American Banana Co.
v. United Fruit Co., 160 Fed. 184, 185-6 (C. C. S. D. N. Y. 1903), 166 Fed. 261 (C. C.A.
2d. 1908).
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Soon after the Banana case, however, the Supreme Court began to direct
its attention to the factor of effect on American commerce. It was first held
that a conspiracy was unlawful under the Sherman Act if it affected the
foreign commerce of this country even though the conspiracy was entered
into abroad.27  Shortly afterwards, the Court further held that the lawful
character of the acts committed in the foreign country was immaterial if the
conspiracy was "entered into by parties within the United States and made
effective by acts done therein."' 28 These modifications of the Banana case
were reflected in subsequent consent decrees entered into by foreign producers
holding monopoly positions in quinine, potash and Norwegian sardines, who
agreed to forego the employment of exclusive agencies and other devices aimed
at price maintenance in this country. 29 The parties, however, apparently felt
that the Banana case limited federal power to the territorial limits of the
United States because the decrees all contained provisions that no act by,
or agreement among, these foreign monopolists was to be forbidden which
was "entirely completed outside the United States and [did] not require
any act or thing to be done within" 30 this country. The advisability of ex-
cepting activity not related to American commerce was borne out recently
by a circuit court of appeals decision holding that no remedy exists under
the Sherman Act for acts done in this country in furtherance of a conspiracy
entered into outside the United States, when those acts relate only to restraints
on the commerce of other countries. 31

As a result of these decisions clarifying the broad statements of the Banana
case,32 the law of extraterritorial conspiracies is fairly settled. As with domestic
conspiracies, the essential element necessary to turn a common plan or under-
standing into a conspiracy subject to the Sherman Act is activity which

27. Thomsen v. Cayser, 243 U. S. 66 (1917).
28. United States v. Sisal Sales Corp., 274 U. S. 268, 276 (1927). See also 31 Ors.

Ar'y GEN. (1910) 545, 553.
29. United States v. Amsterdamsche Chininefabriek, 4 Fed. Trade Reg. Serv. %,1186

(S. D. N.Y. 1928); United States v. Deutsches Kalisyndikat Gesellschaft, 4 Fed. Trade
Reg. Serv. 114188 (S. D. N. Y. 1929); United States v. A. B. C. Canning Co., 4 Fed.
Trade Reg. Serv. 114213 (S. D. N.Y. 1931).

30. United States v. Amsterdamsche Chininefabriek, 4 Fed. Trade Reg, Serv. 19 116
(S. D. N.Y. 1928). For a fuller discussion of these cases see Donovan and McAllister,
Consent Decrees in the Enforcement of Federal Anti-Trust Laws (1933) 46 HAIRv. L,
REV. 885.

31. This is the only rational meaning that can be ascribed to the majority's refusal
to apply the Sherman Act to "whatever has been shown to have been done in this
country in aid of any combination abroad." Eastern States Petroleum Co. v. Asiatic
Petroleum Corp., 103 F. (2d) 315, 319 (C. C.A. 2d, 1939). As in the Banana case,
the vital question of whether those acts committed here or abroad actually affect our
commerce is not discussed. Yet until the possibility of such effect has been canvassed,
it is literally impossible to determine whether the acts were "done wholly abroad." The
intra-territorial operation of those foreign acts is the vital question. See note 35 inl ra.

32. Commentators looking only to general propositions have on occasion mistaken
the Banana case for an accurate exposition of present day law. See, for example,
THORNTON, A TREATISE ON COMBINATIONS IN RESTRAINT OF TRADE (2d ed. 1928) § 447.
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has an effect on American commerce, foreign or interstate.P If such effect
is present, it is immaterial whether the common understanding was entered
into in the United States34 or abroad.35 In the absence of an effect on our
commerce, the Sherman Act does not apply to acts committed here3 0 or
abroad37 in furtherance of a common understanding entered into at home or
in foreign countries. But once jurisdiction has attached, all activities, foreign13

as well as domestic, are covered by the anti-trust laws.30
.In any case involving an extraterritorial conspiracy, the nature of the effect

on American commerce will depend on the factual situation involved. Some
insight into what constitutes such an effect on our trade can be gained from

33. The cases holding that a court has jurisdiction over all conspiracies entered into
within the judicial district, despite the fact that the overt act was committed outside that
district or in no specified place, involved fact situations where the conspiracy actually
was of operative effect in the United States. Therefore they are not in conflict with
the elements essential to a conspiracy under the Sherman Act. Hyde v. Shine, 199 U. S.
62 (1905) (land fraud in California) ;. Hyde v. United States, 225 U. S. 347 (1912)
(same); Brown v. Elliott, 225 U. S. 392 (1912) (use of the mails to defraud in Nebrasika
and California). The same is true of Ford v. United States, 10 F. (2d) 339 (C. C. A.
9th, 1926), aff'd, 273 U. S. 593 (1927) ; Baker v. United States, 21 F. (2d) 903 (C. C. A.
4th, 1927).

34. United States v. Sisal Sales Corp., 274 U. S. 263, 276 (1927).
35. "That the combination was formed in a foreign country is likewise immaterial.

It affected the foreign commerce of this country, and was put into operation here."
Thomsen v. Union Castle Mail S. S. Co., 166 Fed. 251, 253 (C. C. A. 2d, 1903) rc",g
149 Fed. 933 (C. C. S. D. N. Y. 1907) ; accord, Thomsen v. Cayser, 243 U. S. 6, S3
(1917); United States v. Hamburg-Amerikanische Packet-Fahrtactien-Geellscliaft, 200
Fed. 806, 807 (C. C. S. D. N. Y. 1911), complaint dism'd as moot, 239 U. S. 466 (1916);
cf. United States v. Prince Line Ltd., 220 Fed. 230 (S. D. N. Y. 1915) rcv'd and com-
plaint dism'd as mwot sub norw. United States v. American-Asiatic S. S. Co., 242 U. S.
537 (1917). See also Compagnie Gintrale Transatlantique v. American Tobacco Co.,
31 F. (2d) 663 (C. C. A. 2d, 1929), cert. denicd, 2830 U. S. 555 (1929); United States
Nay. Co. v. Cunard S. S. Co., Ltd., 39 F. (2d) 204 (S. D. N. Y. 1929), aff'd, 50 F.
(2d) 83 (C.C.A. 2d, 1931), aff'd, 284 U. S. 474, 480 (1932).

36. Eastern States Petroleum Co. v. Asiatic Petroleum Corp., 103 F. (2d) 315, 319
(C. C.A. 2d, 1939).

37. American Banana Co. v. United Fruit Co., 213 U. S. 347 (1909).
38. Sight should not be lost of the fact that our anti-trust laws apply to the activities

in this country of corporations wholly or partially owned by foreign governments as
well as to those privately owned. United States v. Deutsches Kalisyndikat Gesellschaft,
31 F. (2d) 199 (S. D. N. Y. 1929). Although prices may have been fixed, markets
allocated and production quotas set in accordance with foreign laws especially enacted
for the purpose, or joint sales agencies selected in this country to handle the output of
government mines, such acts, even if sanctioned by foreign statute or carried out by
governmental agencies, do not exempt their activities from the Sherman Act. 31 Ois.
Ayr'y GEN. (1910) 545. The only case where the employment of an exclusive sales
agent in this country has been sanctioned was where the article sold was patented.
Becton, Dickinson & Co. v. Eisele & Co., 86 F. (2d) 267 (C.C. A. 6th, 1936), cert.
denied, 300 U. S. 667 (1937).

39. United States v. American Tobacco Co., 221 U. S. 106, 184 (1911); United
States v. United States Steel Co., 251 U. S. 417, 453, 457 (1920); United States v.
Standard Oil Co. of N. J., 47 F. (2d) 283, 301 (E. D. Mo. 1931).
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a consideration of the facts of the principal case. Testimony of the defendants
shows that, from the very beginning of the cartel's operations, Aluminium
based price quotations in its sales to Alcoa on the buying price of the cartel.
In all price quotations to other American purchasers, Aluminium used the
cartel buying price plus a differential favoring Alcoa.40 Thus, the price
of aluminum in the United States was directly affected by the buying policy
of the cartel. 41 After 1936, when the method of operation of the cartel changed,
the effect was even more clearly shown by the fact that any aluminum sold
in the United States was subject to the royalty payments exacted by Alliance.4"2

The result was not only a direct effect on the price, but a probable restriction
on the available supply from abroad as well.43

In view of the preceding facts showing an effect on American commerce,
it seems unquestioned that if Alcoa should ultimately be found to have been
a member of Alliance by and through the instrumentality of Aluminium, the
Sherman Act would apply from 1936 to 1938 - the period that the American
market was embraced within the terms of the agreement. During this period,
the elements essential to a violation of the anti-trust laws - a common plan
followed by an effect upon the American market - were present. Whether
participation by Alcoa in the agreement before 1936 would subject its activities
to the Sherman Act depends on whether Alcoa intended the foundation agree-
ment to apply to our domestic market. If it was the purpose of Alcoa that
the cartel should apply, then a conspiracy with Aluminium (which also wanted
to affect the American market) existed, and the anti-trust laws would be
applicable to both. If, however, Alcoa did not intend the agreement to apply
to this country, then it would seem that, prior to 1936, membership of Alcoa
in Alliance would not be actionable because there was no common plan to
affect the American market.44 Since there is no direct evidence revealing
intent, a conspiracy between Alcoa and Aluminium can be found only if a
consideration of all the facts shows constructive intent.

On the other hand, if only Aluminium'is held on the conspiracy charge,
its activities together with those of the other foreign producers scarcely con-
stituted a violation of our anti-trust laws for the years 1931-1936. During
this period American commerce was affected, but no common plan existed
among the members of Alliance to include the United States within the
terms of the agreement. Aluminium considered the cartel arrangement opera-
tive in this country, but inasmuch as a conspiracy cannot be entered into with

40. Trial Record pp. 15,442-4, 16,350-3.
41. In addition to the effect on price, Aluminium always included shipments to the

United States within the production quotas allotted to it under the cartel agreement.
Trial Record pp. 15,334-5.

42. Trial Record pp. 15,701-5, 16,345-7.
43. Aluminium paid royalties to Alliance on extra-quota production "quite irrespective

of what became of the production or even whether or not it was sold." Trial Record
p. 15,747.

44. Alcoa's membership in a cartel which specifically excluded the American market
from the scope of its operations was considered unobjectionable by the Department of
Justice in 1912. Exhibits 141-144; Trial Record pp. 4,283-5.
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oneself,45 no violation of the Sherman Act by means of conspiracy follows.
After 1936, however, all members of Alliance agreed on including the Ameri-
can market, and the Sherman Act became applicable because the effect on
the American market, which continued under the new arrangement, was the
direct and proximate result of the common understanding. 0

Although the ultimate disposition of the Alhuwinum case is not dependent
solely upon the illegality of the world cartel, effective efforts to insure a
competitive market in virgin aluminum and its derivative products will depend
on inclusion of the cartel's activity in consideration of the problem. Careful
collation of the decisions limiting the Banana case dearly establishes a legal
basis for including the cartel. Inasmuch as the uncontroverted facts established
in the trial to date warrant such inclusion, a splendid opportunity exists for
a forthright statement of the economic interrelationship between cartels and
American commerce, and of the necessity for preventing the use of cartels
in aid of local restraints.

ROBERT T. MOLLO),t

REVALUATION OF ASSETS UNDER QUASI-REORGANIZATIONS*

IN recent months the Securities and Exchange Commission' has focused
attention upon a corporate procedure, labeled a "quasi-reorganization," 2

whereby a company may eliminate deficits from its balance sheet and embark
upon the accumulation of earned surplus "on substantially the same basis
as a new enterprise." 3 This metamorphosis is accomplished by absorbing
the deficit into an existing capital surplus, or into one created at the time of

45. "Proof of overt acts alone would not warrant a conviction for conspiracy."
Bell v. United States, 2 F. (2d) 543, 544 (C. C. A. 8th, 1924) ; Hyde v. United States,
225 U. S. 347, 375 (1912).

46. Thomsen v. Cayser, 243 U. S. 66 (1917) ; United States v. Deutsches Kalisyndilat
Gesellschaft, 31 F. (2d) 199 (S. D. N. Y. 1929); 31 Ors. At'ey Gax. (1910) 545;
United States v. Aluminum Co. of America, (1938) THE Fm.A A¢rt-Tnusr LAws 130,
(IV. D. Pa. 1912) (consent decree).

" Second Year Class, Yale Law School.

* Associated Gas & Elec. Corp., Holding Company Act Release No. 1873, Jan. 10,
1940.

1. Hereinafter referred to as "Commission" or "SEC."
2. The process has been called a "quasi-reorganization" by the SEC's chief ac-

countant. Werntz, Some Current Problems in Accounting (1939) 14 AccoUNTr,: REV.
117; SEC Accounting Release No. 15, Mar. 16, 1940, 135 C. C. H. Stock Ewh. Reg.
Senr. U 8625. The Commission has referred to it as a "proposal . . . in the nature of a
reorganization," [Columbia Gas & Elec. Corp., Holding Company Act Release No. 1417,
Jan. 25, 1939, p. 9], and as an "accounting reorganization." [Associated Gas & Elee.
Corp., Holding Company Act Release No. 1873, Jan. 10, 1940, p. 13].

3. The expeditious accomplishment of what otherwise might require a legal reor-
ganization is a primary feature of quasi-reorganizations. Associated Gas. & Elec. Corp.,
Holding Company Act Release No. 1873, Jan. 10, 1940, p. 14.
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the quasi-reorganization by reducing the stated value of capital stock,4 The
ease with which such capital surplus may be created under lax state laws by
an original segregation or later reduction of a portion of the capital contri-
bution of stockholders furnishes a ready means to this end.5

Corporations are motivated to effect quasi-reorganizations by a desire to pre-
sent to prospective and existing investors a balance-sheet picture of prosperity.
Such a portrayal may laudably seek to facilitate financing or, in those states
where distributions out of other than earned surplus are restricted, the declara-
tion of dividends. In other instances, the objective of the deficit elimination
may be nothing more than an attempt to maintain management prestige.0

Such deficits sometimes arise from write-offs of inflated asset valuations-
inflations revealed by segregations of original cost required by various regula-
tory agencies.7 Whatever the objective, unwitting investors are apt to be
misled by surface appearances. Discrimination between earned surplus and
capital surplus is necessary to enable investors to distinguish between con-
tributed capital and the undistributed balance of earnings, and to permit them
to estimate accurately the earnings history of an enterprise.

It was therefore only natural that Congress, seeking investor protection
by the disclosure principle in the Securities Act of 1933 and the Securities
Exchange Act of 1934, should require that earned surplus be distinguished
from capital surplus, and that the historical content of the asset and surplus

4. A few fundamental definitions of terminology are necessary for the discussion
to follow. The term "capital" will be used to describe the entire amount of the stock-
holder contribution. This sum may appear on the balance sheet either in one account,
"Capital Stock," or divided into two accounts, "Capital Stock" and "Capital Surplus." A
third account, "Earned Surplus," reflects the fortunes of the business; it may, at any given
time, show either a surplus or a deficit as the result of past operations. This note empha-
sizes the distinction between "capital" ("Capital Stock" plus "Capital Surplus") and
"Earned Surplus," rather than the traditional state law distinction between "Capital
Stock" and "surplus" ("Capital Surplus" plus "Earned Surplus"). For the importance of
these distinctions" see Sanders, Accounting Aspects of the Securities Act (1937) 4 LAW
& CONTEMP. PRoB. 191; Comment (1940) 49 YALE L. J. 492, 494-504.

5. For a discussion of state regulation of the creation of capital surplus, see Com-
ment (1940) 49 YALE L. J. 492, 497.

6. Sometimes the management may employ the subtler device of reporting more
favorable operating results by using the capital surplus account to relieve the earned
surplus account of normal expenses or losses. Thus downward revaluations of assets,
necessitated by past insufficient depreciation or obsolescence allowances, may be sub-
tracted from capital surplus, to that extent overstating the earned surplus account. The
chief accountant of the SEC has specifically condemned this practice. SEC Accounting
Release No. 1, Apr. 1, 1937, 135 C. C. H. Stock Exch. Reg. Serv. 8545. Another
objectionable device is the excessive write-down of asset values to minimize future depre-
ciation charges, thus increasing reported net earnings.

7. 18 CoDE FED. REG. 101.02-29, 101.100:2 (1939) (Federal Power Comm. rules
requiring segregation of valuations above "original cost") ; Reg. S-X, Rule 12.06, Note I,
C. C. H. Secur. Act Serv. 16212.06 (SEC segregation of intra-system profits booked
within two years after original acquisition). See also Columbia Gas & Elec. Corp.,
Holding Company Act Release No. 1417, Jan. 25, 1939; Morehouse, Innovations in Public
Utility Accounting Regulation (1937) 46 YALE L. J. 955, 959.
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accounts be unfolded.8 The necessity to disclose, however, served merely to
heighten the incentive to consummate quasi-reorganizations, and thus to wipe
the slate clean of embarrassing deficit accounts. How to afford adequate dis-
closure to investors in these cases became a serious problem for the Securities
and Exchange Commission.

A start towards a solution has been worked out for the Commission in
two recent, alternative opinions of its chief accountant. 9 One opinion1 o applies
to those cases in which the corporation seeks stockholder approval of a deficit
elimination. Where such approval is sought, proxy regulations require that
the stockholder must be informed of the reasons for the restatement of the
capital accounts, and of the extent to which the "creation of additional surplus
or elimination of charges against income" will make available for distribution
to stockholders funds which could not othervise be used for such purpise."
In addition, the chief accountant's opinion indicates that full disclosure of
the procedure should be made in the financial statements for the year involved,
that all subsequent surplus statements should designate "the point of time
from which the new earned surplus dates," and that for at least three years,
the company should indicate "the total amount of the deficit and any charges
that were made to capital surplus in the course of the quasi-reorganization
which would otherwise have been made against income or earned surplus."

Although the chief accountant declared that sound accounting practice
would ordinarily require formal stockholder consent to quasi-reorganizations,
it is unlikely, in view of the expense entailed, that corporations will seek
approval in the absence of charter or statutory requirements. Since statutory
mandate for stockholder approval is generally to be found where the corpora-
tion seeks to create capital surplus by a reduction of the capital stock account,
and not where the restatement is restricted to absorption of a deficit into
capital surplus, corporations will forego the stockholder vote unless the elim-
ination of the deficit is accompanied by a reduction of capital stock. 12

8. Schedule A, Subsections (25) and (26), of information required in registration
statements under the Securities Act of 1933, 48 ST,%T. 88 (1933), 15 U. S. C. §77aa
(1935). The Commission has enforced this segregation only where practicable.

9. The SEC has periodically released opinions of its chief accountant dealing wvith
various accounting principles. The opinions generally refer to the problems of a particu-
lar company, but are published by the Commission because of the widespread applica-
tion of the principle in question. They do not have the status of Commission ruks or
orders, but are indicative of Commission requirements.

10. SEC Accounting Release No. 15, Mar. 16, 1940, 135 C. C. H. Steck Exeb. Reg.
Serv. § 8625.

11. These requirements are contained in Item 13, recently added to Schedule 14A
of Regulation X-14. SEC Securities Exchange Act Release No. 2376, Jan. 12, 140, p.
15, 135 C. C. H. Stock Exch. Reg. Serv. 52.80-13.

12. Under the wider powers conferred by the Public Utility Holding Company Act
of 1935, 49 STAT. 838 (1935), 15 U. S. C. § 79 (Supp. 1939), the Commission requires
companies subject to that Act to obtain the consent of stockholders to a quasi-reorgani-
zation. See Columbia Gas & Elec. Corp., Holding Company Act Release No. 1417, Jan.
25, 1939, p. 9; Philadelphia Co., Holding Company Act Release No. 1905, Jan. 30, 1940,
p. 17.
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A second opinion' 3 of the chief accountant, however, embraces quasi-reor-
ganizations accomplished by director authorization without stockholder rati-
fication. In those instances, the corporation must make "a complete disclosure
of all the attendant facts and circumstances and their effect on the company's
financial position in each balance sheet and surplus statement filed with the
Commission thereafter." In addition, the accountant required that "in the
registration statement or other filing containing financial statements first re-
flecting such action by the directors there be included an explanation of the
action taken and an indication of its possible effect on the character of future
dividends." ' 4

Either set of requirements, obviously, will warn alert investors of significant
corporate history worth investigation. To such disclosure, however, the Com-
mission is apparently adding a substantive requirement that the quasi-reor-
ganization must be "sufficiently thoroughgoing." The Commission has, in
effect, taken the position that to consummate a quasi-reorganization, a cor-
poration must restate its accounts in terms of present conditions, just as if it
were a new corporate entity emerging from a bankruptcy reorganization.Y
As a consequence, deficits' and such intangible asset accounts as "Organ-
ization Expense,"' 17 "Capital Stock Discount and Expense""3 and perhaps
"Unamortized Debt Discount and Expense' 10 have no place in the new
balance sheet. Even more important is the requirement that assets be revalued
upon a more current and realistic basis.20 Thus current assets must be
restated to reflect reduced realization value ;21 fixed property accounts must
be altered to recognize "relatively permanent reductions in asset values, as

13. SEC Accounting Release No. 16, Mar. 16, 1940, 135 C. C. H. Stock Exch. Reg.
Serv. 118626.

14. Id. at 2.
15. Associated Gas & Elec. Corp., Holding Company Act Release No. 1873, Jan. 10,

1940, p. 13. A quasi-reorganization "can be justified only if it accomplishes with respect
to the accounts substantially what might be accomplished in a reorganization by legal
proceedings-namely, the restatement of assets in terms of present conditions, correspond-
ing modification of capital and capital surplus, and commencement of a new earned surplus
account as of the date of the reorganization." But cf. New York & Richmond Gas Co.,
Holding Company Act Release No. 1442, Feb. 16, 1939.

16. Werntz, supra note 2, at 122.
17. Columbia Gas & Elec. Corp., Holding Company Act Release No. 1417, Jan. 25,

1939 (write-off of "organization expense" approved).
18. Philadelphia Co., Holding Company Act Release No. 1905, Jan. 30, 1940, p. 17

(elimination of "capital stock discount and expense" required by Commission as a con-
dition to its approval of the quasi-reorganization).

19. See Community Power & Light Co., Holding Company Act Release No. 1803,
Nov. 18, 1939, where the SEC approved the write-off of "unamortized debt discount and
expenses" in a simplification proceeding under Section 11(e) of the Act. But cf. Kaplan
and Reaugh, Accounting, Reports to Stockholders, and the SEC, 48 YALE L. J. 935,
963 (1939).

20. The asset need not be written down at the time of the quasi-reorganization, if an
adequate reserve is established at that time for its eventual write-down. Associated Gas
& Elec. Corp., Holding Company Act Release No. 1873, Jan. 10, 1940, p. 16.

21. Werntz, supra note 2, at 119.
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for example complete or partial obsolescence, over-capacity, lessened utility
value, [and] undue costliness in operation,"22 and to wipe out original over-
statements due to intercompany profits.P Valuation of holding company
investments in stock of subsidiaries, it follows, should be based upon the
assumption that the subsidiaries have revamped their balance sheets as though
they, too, had emerged from reorganization. -4 And lastly, these downward
revaluations are first to be applied to exhaust any existent earned surplus.ea

Thus far, thoroughness has been required by the Commission only in its
jurisdiction over holding company dividend policies under Section 12(c) of
the Public Utility Holding Company Act of 1935.20 The distinction between
capital and unearned surplus gains added significance under that section for
it provides, inter alia, that payment of dividends out of unearned or capital
surplus in contravention of Commission rules or orders is illegal. The most
striking application of the "sufficiently thoroughgoing" standard was made
in the Associated Gas case,2 7 where the company sought permission to pay
a dividend on its common stock28 or, in the alternative, to pay interest on
certain notes outstanding,29 contending that earned surplus was available for

22. Ibid. See also Associated Gas & Elec. Corp., Holding Company Act Release
No. 1873, Jan. 10, 1940, pp. 9, 16.

23. The Commission's attitude is indicated by its approval of the write-off of sums
representing inter-company profit in the balance sheet valuation of investments in sub-
sidiaries. Columbia Gas & Elec. Corp., Holding Company Act Release No. 1417, Jan.
25, 1939; New Mexico Gas Co., Holding Company Act Release No. 183, Jan. 3, 1940.

24. Wvrerntz, supra note 2, at 122. In Philadelphia Co., Holding Company Act Re-
lease No. 1905, Jan. 30, 1940, the registrant had two investments in subsidiaries, one
carried at a book value of $29,000,000, the other at $60,000,000. The former investment
wv-as probably worthless but the latter was admittedly worth about $109,000,000. Sound
accounting, although insisting upon recognition of the loss, denies recognition of the gain
until the profit is realized by sale. SEC Accounting Release No. 8, May 20, 1933, 135
C. C. H. Stock Exch. Reg. Serv. 98581. The Commission, nevertheless, allowed the
offset, specifying that both losses on the former investment and profits from sale of the
latter should be cleared through the capital surplus account when realized. Commis-
sioner Mathews, concurring, would have allowed any excess of estimated profit over
maximum loss to be added to the earned surplus account, making it available for divi-
dends when realized.

25. Werntz, supra note 2, at 120.
26. 49 STAT. 823 (1935), 15 U.S. C. § 791(c) (Supp. 1939).
27. Associated Gas & Elec. Corp., Holding Company Act Release No. 1873, Jan. 10,

1940.
28. Such an application would ordinarily be made under Rule U-12C-2, 17 Com-

FED. Rao. 250.12c-2 (1939) which provides that:
"Except upon application to, and approval by order of, the Commission,

no registered holding company nor subsidiary company thereof shall declare

or pay any dividend on any security of such company out of capital or
unearned surplus . . ."

29. Subsequent to the passage of the Act, but prior to its effective date, Associated
paid a dividend to its parent out of capital surplus in the form of two notes, a long-term

5% cumulative income note of $80,000,000 and the other, a non-interest bearing note of

$10,000,000. Thereafter, Associated was able to transfer its earnings to the parent hold-

ing company by interest payments without running afoul of Rule U-12C-2, stpra note 2.
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either payment. To support this contention the corporation claimed that, prior
to its registration under the Act, a quasi-reorganization had eliminated any
impairment of capital and that subsequent earnings were sufficient to cover
the proposed payment. The Commission, however, attributed no such efficacy
to the adjustment of accounts because the company had failed to make the
proper disclosure and the indicated revaluations.

Simultaneously, the Commission indicated that even a thoroughgoing quasi-
reorganization has its limitations as a means to facilitate dividend declarations
under Section 12(c) of the Public Utility Holding Company Act. One such
limitation stems from the additional statutory standards of "financial integrity"
and adequate working capital to which the applicant must conform. Inter-
preting these standards, the Commission said in the Associated Gas case that
"if protection of . . . financial integrity . . . necessitated prevention of
the proposed dividend, we would be under a statutory duty to enter an
order preventing the . . . payment . . . without regard to the source
(capital or earned surplus) . . "30 On the other hand, the Commission
has permitted dividends out of capital or unearned surplus where financial
structures were adequate to protect security holders and creditors and where
sufficiency of working capital would not be threatened.3 1

The usefulness of a quasi-reorganization to free dividend payments under
Section 12(c) apparently may also be circumscribed by equitable considera-
tions. In the Associated Gas case, security holders of the applicant's parent
had exercised an option to convert to securities of the applicant in the belief
they might secure claims closer to the underlying assets of the holding com-
pany system.3 2 This reliance, the Commission felt, warranted disapproval
of an accounting reorganization which might enable diversion of underlying
assets to the parent.

The limitations upon quasi-reorganizations blocked out in the Associated
Gas case protect investors in companies within the jurisdiction of the Holding
Company Act against use of the device to facilitate injudicious or inequitable
dividend distributions. To investors in companies registered tinder the Securi-

Associated's application to pay note interest was occasioned by the enactment of Rule
U-12C-3 which requires approval of the payment of principal or interest on any form
of indebtedness which has arisen from a dividend out of capital or unearned surplus, no
matter when declared. Holding Company Act Release No. 1781, Nov. 8, 1939, C. C. H.
Secur. Act Serv. ff 8400B.

30. Associated Gas & Elec. Corp., Holding Company Act Release No. 1873, Jan.
10, 1940, p. 18.

31. Columbia Gas & Elec. Corp., Holding Company Act Release No. 1152, July 2,
1938; Securities Corporation General, Holding Company Act Release No. 1923, Jan. 30,
1940. The Commission has indicated, however, that it would not allow dividends to be
paid indefinitely without a quasi-reorganization. Columbia Gas & Elec. Corp., supra at 3.
Cf. International Utilities Corp., Holding Company Act Release No. 1753, Oct. 13, 1939,
at 5. For a discussion of the circumstances under which the Commission will permit
dividends out of unearned or capital surplus see Comment (1940) 49 YALE L. J. 492,
513. On the Commission's administration of § 12(c) see id. at 504 et seq.

32. For details of the conversion plan available to the parent's bondholders at the
time of the quasi-reorganization, see Associated Gas & Elec. Corp., Holding Company
Act Release No. 1873, Jan. 10, 1940, p. 5 et seq.
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ties Act of 1933 or the Securities and Exchange Act of 1934, however, major
interest in the Associated Gas case must lie in the possibility that the revalua-
tion requirement there stressed might be carried over to implement the rudi-
mentary disclosures now required. Revaluation of assets to more current
values would offer important information to investors ordinarily dependent
upon financial statements based on the accountant's unrealistic historical ac-
counting costs.33 It is not clear whether the revaluation procedure required
under the Holding Company Act embraces a careful reappraisal0 ' of all the
assets or whether the Commission's requirements would be satisfied by bona
fide revisions of obvious overvaluations. Naturally, the worth to investors of
the revaluation -if transplanted to the 1933 and 1934 Acts - depends upon
its extent. Whatever may be the scope of the revaluation, however, the
Commission probably has power to require companies seeking a quasi-reor-
ganization to disclose, without actual revaluation,m the effect upon surplus
accounts of a more realistic restatement of assets.,0

PARTIAL ASSIGNMENTS FOR THE BENEFIT OF CREDITORS*

GENERAL assignments for the benefit of creditors are frequently used, es-
pecially by credit bureaus and other commercial agencies, as a method of
liquidating the affairs of insolvent individuals and relatively small business
units.' On the other hand, the less common partial assignment - insofar as
it is permissible at all -is not a liquidation device but a mode of making
payment in the course of a continuing business.2 Thus, debtors may make
partial assignments of frozen assets or unliquidated accounts to reduce the

33. Sanders, Hatfield and Moore, A Statemcnt of :cconting Principls (19331 59-
60; cf. Comment (1940) 49 YALE L. J. 492, 501; Sanders, supra note 4, at 195.

34. An exact engineer's appraisal is probably unnecessary. The Commission's atti-
tude is reflected in Genessee Vallvy Gas Co., Inc., I S. E. C. 104 (1938), %,here a capital-
ized-earnings valuation was sufficiently accurate for the more exacting bankruptcy re-
organization purposes.

35. A forced write-off of intercompany profits is probably unconstitutional. Ne,
York Edison Co. v. Maltbie, 244 App. Div. 685, 281 N. Y. Supp. -3 (3d Dep't 1935).
aff'd, 271 N. Y. 103, 2 N. E. (2d) 277 (1936). But a forced segregation has been upheld.
American Tel. & Tel. Co. v. United States, 299 U. S. 232, 241-246 (1936). See Colum-
bia Gas & Elec. Corp., Holding Company Act Release No. 1417, Jan. 26, 1939, p. 7.

36. See Securities Act of 1933, § 7, 48 STAT. 78 (1933), 15 U. S. C. § 77g (1935);
and Schedule A, 48 STAT. 88 (1933), 15 U. S. C. §77aa (1935).

* Friedmeyer v. Lynch, 284 N. WV. 160 (Ioma, 1939); Gelfman v. Hamershlag &
Potash, 11 N. Y. S. (2d) 739 (Sup. Ct. 1939).

1. Comment (1938) 47 YALE L. J. 944.
2. The general assignment is defined as the transfer by a debtor of all or substan-

tially all of his property, in trust, to be used in paying his creditors. The partial assign-
ment is a similar transfer by a debtor of a portion of his property. Missouri-American
Elect Co. v. Hamilton-Brown Shoe Co., 165 Fed. 283 (C. C. A. 8th, 1908); Btrmnn,
VOLUhrTARY ASSIGNMENTS (6th ed. 1894) § 119.
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pressure of creditors.3 Similarly, debtors pursuing a policy of retrenchment
may find the partial assignment a convenient way to get rid of assets no longer
used in business and to settle with creditors in one operation. 4 Although the
different functions of partial and general assignments have given rise to vary-
ing patterns of legislation and opinions, many decisions have considered them
in terms of the same doctrines. A large number of these cases have confused
partial with general assignments, greatly diminishing the utility of the
former. Two recent cases demonstrating such confusion point anew the need
for clarifying the position of the partial assignment.5 Analysis of the doc-
trinal development of assignments for benefit of creditors will explain the
present anomalous position of the partial assignment and suggest working
rules within which it can safely be given its proper role in commercial affairs.

Early judges received the general assignment favorably, their sympathy
won by the wholesome motives attributed to debtors who assigned all of
their property to payment of their debts." At common law the assignor had
to hurdle the Statute of 13 Elizabeth, which regulated fraudulent convey-
ances.7 The seemingly gratuitous conveyance of property to a third party in a
general assignment was allowed because the courts apparently found con-
sideration for the debtor's voluntary transfer in the subsequent proportion-
ate reduction of his obligations." Once the validity of the general assignment
was established, partial assignments were also usually upheld, without regard
to their function, against charges based on the Statute of Elizabeth and its
successors. 9 The argument that the debtor retained a portion of his property

3. The cases suggest a variety of situations in which the partial assignment might
be so used. Chicago Title & Trust Co. v. Smith, 158 III. 417, 41 N. E. 1076 (1895) (as-
signment of accounts receivable) ; Gelfman v. Hamershlag & Potash, 11 N. Y. S. (2d)
739 (Sup. Ct. 1939) (right of action on fire insurance policy under which loss has oc-
curred) ; see Comment (1939) 48 YALE L. J. 1222.

4. Thus, in Hahn v. Kroll, 176 Wash. 302, 29 P. (2d) 392 (1934), a debtor desiring
to liquidate one of his enterprises made an assignment of a lumber business for the bene-
fit of the creditors of that business.

5. Friedmeyer v. Lynch, 284 N. W. 160 (Iowa, 1939); Gelfman v. Hamershlag &
Potash, 11 N. Y. S. (2d) 739 (Sup. Ct. 1939). Conveyances by insolvent debtors were
attacked as general assignments, invalid because of fraud or preferences, without regard
to the proportion of the debtor's property which they affected.

6. See Malcolm v. Hall, 9 Gill 177, 180 (Md. 1850); GLENN, LigUIDATION (1935)
§ 106. One judge thought a general assignment "the most honest act the party could
do." Pickstock v. Lyster, 3 M. & S. 371, 376, 105 Eng. Rep. 650, 652 (K. B. 1815).

7. 13 ELIZ. c. 5 (1571), made perpetual by 29 ELIz. c. 5 (1587). See Cadogan v.
Kennet, Cowp. 434, 98 Eng. Rep. 1171 (K. B. 1776). For the background of this statute,
see Bump, FRAUDULENT CONVEYANCES (3d ed. 1882) c. 1.

The common law status of the partial assignment has not been changed by the Uniform
Fraudulent Conveyance Act, which has replaced the American prototypes of 13 Elizabeth
in seventeen states. The scope of the Act's definition of fraudulent conveyances is not
broader with respect to assignments than the standard set up in the old English statute.

8. GLENN, FRAUDULENT CONVEYANCES (1931) §280. See Seymour v. Wilson, 19
N. Y. 417, 421 (1859).

9. McMullin v. Keogh-Doyle Meat Co., 96 Colo. 298, 42 P. (2d) 463 (1935);
Meeker v. Sanders, 6 Iowa 61 (1858) ; Estwick v. Caillaud, 5 T. R. 420 (K. B. 1793),
101 Eng. Rep. 236.
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in the partial assignment (usually fatal to a general assignment)' was stum-
marily dismissed with the observation that creditors were not prejudiced so
long as the debtor's unassigned property was still available for their
claims.'- But when the property assigned was greater in value than the
amount reasonably necessary to satisfy the debts provided for, the assignment
was held fraudulent on the ground that the consideration for the property
assigned was inadequate.' 2 Since the partial assignment seems to be a method
of payment in the course of a continuing business, the assigned property
should not be greater in value than the debts to be satisfied. To secure the spe-
cial protection accorded to general assignments, chowever, the debtor must
assign all of his property, except that exempt from creditor process under
state statutes.' 3

A second limitation imposed upon assignments by the courts stems from the
doctrine that the debtor may not condition a creditor's participation in as-
signed property upon a full release of the debtor, when the creditor's claims
have not been fully paid.14 General and partial assignments have been treated
differently with respect to this doctrine, and implicit in such dissimilar treat-
ment is a recognition of the distinct function of each. Although many courts
have held that general assignments exacting releases fall within the prohibi-
tion of the statute against fraudulent conveyances, 1 others have allowed such
transfers, declaring that debtors who devote all of their property to the satis-
faction of creditors should be free of their claims in the future.' Some states

10. Spencer v. Jackson, 2 R. I. 35 (18,1); Long v. Meriden Brit. Co., 94 Va. 594
(1897).

11. See Canal Bank v. Cox, 6 Me. 395, 400 (1830); Henry v. Root, 3S Mich. 371,
372 (1878).

12. See Beck v. Burdett, 1 Paige Ch. 305, 309 (N. Y. 1829); Minshall v. Sanders,
175 Okla. 1, 3, 51 P. (2d) 940, 942 (1936). Although the surplus is returned to the
debtor upon payment of the designated creditors, nevertheless the effect of the convey-
ance is to tie up the debtor's property in the hands of the trustee and temporarily place
it beyond the reach of his creditors. Knapp v. McGowan, 96 N. Y. 75 (184).

13. Baldwin v. Peet, 22 Tex. 708 (1859) ; GLENN, Li2QuiDAToN (1935) § 122. Simi-
larly, § 6 of the Bankruptcy Act allows bankrupts the exemptions prescribed by the laws
of the United States and the states.

14. The stipulation for a release is introduced in some cases as a condition of re-
ceiving any benefit under the assignment; in others, as a condition of preference over
other creditors. For general discussion of this limitation, see Btup, FmAUDULE:xT Coz.-
VEYANCES (3d ed. 1882) c. 15; Bu.Rmi, NOLUNT,%nY ASSIGNxUENi-S (6th ed. 1894) §, 143-
166; Comment (1932) 41 YALE L. J. 603.

15. Nelson v. Harper, 122 Ark. 39, 182 S. W. 519 (1916); IfacLaren v. Kramar,
26 N. D. 244, 144 N. IV. 85 (1913), 50 L. R. A. (N.s.) 714 (1914).

The courts are more inclined to uphold the stipulation for release where it is a condi-
tion of preference over other creditors than in the case where non-releasing creditors are
completely barred from participating in the assigned property and the residue, if any,
reserved for the assignor. Compare West, Oliver & Co. v.,Snodgrass, 17 Ala. 549 (1850)
with Ashurst v. Martin, 9 Port. 566 (Ala. 1840). See King v. Hargadine-feKittric
Dry Goods Co., 60 Ark. 1, 28, S. W. 514 (1894) ; Note (1914) 14 CoL. L. RLv. 523.

16. Brashear v. West, 7 Pet. 608 (U. S. 1833) ; Fugate v. Allen, 153 Va. 143, 149
S. E. 501 (1929); Skipworth v. Cunningham, 8 Leigh 271 (Va. 1837).
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have even provided for such releases by legislation. 17 Partial assignments,
however, have uniformly been held bad when participation was conditioned
upon the creditor's execution of a full release ;18 such assignments were brand-
ed oppressive, fraudulent and without color of justice.19 Although there are
some equitable considerations justifying the exaction of releases by debtors
who devote all of their property to creditors, 20 such coercion with respect to
partial assignments is incompatible with the function of the partial assign-
ment as a mode of payment in the course of a continuing business.

Aside from the obstacles presented by fraudulent conveyance statutes and
the judicial limitation of releases, assignments were practically unrestricted
at common law. A debtor was allowed to prefer one creditor to the exclusion
of another without regard to his own insolvency, 21 and there was practically
no control of the trust estates generally created by assignments for the benefit
of creditors. The exercise of this unfettered assignment privilege resulted in
various abuses.22 Debtors often chose sympathetic assignees willing to sub-
ordinate the interests of creditors to those of the debtor in the administration
of the assigned property.23 Frequently no efforts were made by the debtor to
inform creditors of the amount of property assigned, with the costly result
that some creditors failed to press their claims.24 Furthermore, the freely
exercised privilege of preferring one creditor to the exclusion of another did
not in practice support the theoretical justification of the general assign-
ment :25 payment to the most deserving creditors.2 6

17. COLO. STAT. ANN. (Michie, 1935) c. 12, § 44; TEx. REV. CiV. STAT. (1925) art.
263 (making an exception if a creditor received less than one-third of the amount due
him).

18. Maughlin v. Tyler, 47 Md. 545 (1877) ; Thomas v. Jenks, 5 Rawle 221 (Pa.
1835) ; Hurst & Co. v. Leckie, 97 Va. 550 (1899) ; McCord-Brady Co. v. Mills, 8 Wyo.
258, 56 Pac. 1003 (1899). But cf. Halsey v. Fairbanks, 11 Fed. Cas. No. 5,964 (C. C.
Mass. 1826) ; Canal Bank v. Cox, 6 Me. 395 (1830). See BURRILL, VOLUNTARY AssIGN-
MtENTS (6th ed. 1894) § 120.

19. Seaving v. Brinkerhoff, 5 Johns Ch. 329 (N. Y. 1821) ; In re Wilson, 4 Pa. 430
(1846); Skipworth v. Cunningham, 8 Leigh 271 (Va. 1837).

20. "Humanity and policy, however, both plead so strongly in favour of leaving tile
product of his future labour to the debtor, who has surrendered all his property, that, in
every commercial country known to us, except our own, the principle is established by
law." Marshall, C. J., in Brashear v. West, 7 Pet. 608, 614 (U. S. 1833).

21. Reed v. McIntyre, 98 U. S. 507 (1878) ; Campbell v. Colo. Coal & Iron Co., 9
Colo. 60, 10 Pac. 248 (1886); Gover v. Wakeman, 11 Wend. 187 (N. Y. 1833); Smith
v. Allen, 144 Ore. 261, 24 P. (2d) 1043 (1933).

22. In Boardman v. Halliday, 10 Paige 223, 229 (N. Y. 1843), the assignment privi-
lege is referred to as "that most iniquitous principle of the common law." See Passumpsic
Bank v. Strong, 42 Vt. 295, 298 (1869).

23. See Passumpsic Bank v. Strong, 42 Vt. 295, 298 (1869) ("The assignee was
but the assignor in masque").

24. See Wilt v. Franklin, 1 Binn. 502, 516 (Pa. 1809).
25. See Shapleigh v. Baird, 26 Mo. 322, 326 (1858) ; Riggs v. Murray, 2 Johns Ch.

565, 577 (N. Y. 1817).
26. See Grover v. Wakeman, 11 Wend. 187, 218 (N. Y. 1833).
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To eliminate these evils, a number of statutes were enacted in the pre-Ciil
War era, many of which remain substantially unchanged today.27 The earliest
state legislation was limited largely to the regulation of the general assign-
ment, the partial assignment escaping control as a relatively rare phenomne-
non.28 Legislators probably found fewer precedents and less necessity for
the regulation of conveyances made by a debtor in the normal course of htsi-
ness. N1,here federal statutes have referred to assignments fur benefit of cred-
itors, the courts have decided that such statutes include only general assign-
ments, even though they are not specifically so limited. As a result, partial
assignments - in contrast with general assignments - are not acts of bank-
ruptcy,2 9 nor do they invoke the operation of the federal act giving the United
States a prior claim against its debtors.30

But with respect to the preference provisions in the state general assign-
ment statutes3 ' the partial assignment has not fared so well: confu, ed and l
uncertain judicial interpretation has destroyed its usefulness. These preference
provisions, adopted as a result of opposition to unequal distribution of an in-
solvent debtor's estate,32 were apparently included in the general assignmLnt
statutes because the general assignment was the usual method used by debtfors
for voluntary liquidation, and consequently the usual method for effecting
preferences on liquidation. When debtors, disregarding the spirit of the acts,
tried to evade their provisions by using seriatim partial assignments, mort-
gages,3 - deeds of trust6 or other types of conveyance, " 6 the courts were astute
in disregarding such variations in form and labelling all these devices general
assignments. Thus, in order to effectuate the legislative policy against liquida-
tion preferences, unfortunately expressed in terms of a particular liquidation
device rather than in functional concepts, the courts expanded the scoipe of

27. For a recent comparative study of the various state statutes, see Legis. (1933)
- 20 VA. L. R. 222.

28. These regulations are principally concerned with the execution of the assignment,
notice to creditors of the provisions of the assignment, the conduct of the assignee, a11l
his management of the trust. See BrRRILL, VoLt.%TR" Ass5GNM.ENTS (6th ed. I994

§ 14, app. 1.
29. In re McCrum, 214 Fed. 207 (C. C. A. 2d, 1914); Missouri-American Elec. C,.

v. Hamilton-Brown Shoe Co., 165 Fed. 283 (C. C. A. 8th, 1903) ; 1 CoLmr 1 o&BA;n-
RupTcY (14th ed. 1940) T 3.403.

30. REv. STAT. § 3466 (1875), 31 U. S. C. § 191 (1934); United States v. Hoe, 3
Cranch 73 (U. S. 1805); Manhattan Rubber Mfg. Co. v. Lucey Mfg. Corp., 26; F. (24)
839 (S. D. N. Y. 1928).

31. "All states, save one, in attempting to regulate assignments, forbid preferences.'
Legis. (1933) 20 VA . L. REv. 222, 228.

32. See note 25 supra. See also Hakrader v. Leiby, 4 Ohio St. 602, 610 (1855).
33. See Inman, Smith & Co. v. Schloss, 122 Ala. 461, 467, 25 So. 739, 741 (189).
34. Dadeville Oil Afill v. Hicks, 184 Ala. 367, 63 So. 970 (1913); First Carolina

Jt. Stock Land Bank of Columbia v. Knotts, I S. E. (2d) 797 (S. C. 1939).
35. Hopfan v. Knauth, 156 Misc. 545, 282 N. Y. S. 219 (Munic. Ct. 1935); see Pol-

lock v. Sykes, 74 Miss. 700, 710, 21 So. 780 (1897).
36. Britton v. Lorenz, 45 N. Y. 51 (1871) (sale); Putney v. Friesleben, 32 S. C.

492 (1889) (confession of judgment).
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the designated form- the general assignment 37 - so that other types of con-
veyance could be fitted into it at will. Only the unusual court made it clear
that it was the existence of a preference at dissolution, and not the type of con-
veyance used, which brought an attempted transfer within the purview of the
statute.3 8 Although such judicial distortion of partial assignments and other
forms of conveyance may have been justified when used to suppress preferen-
ces, it blurred the distinctions between them and rendered uncertain their appli-
cation to other situations. The partial assignment, similar in form to the gen-
eral assignment, was peculiarly susceptible to this confusion, and fell into dis-
use as a result.

Hence the future utility of the partial assignment depends on definition of
the circumstances in which it will not be held invalid. Insofar as any general
proposition can be drawn from a great variety of statutes, it seems clear that
all preferential conveyances either are void39 or inure to the benefit of all
creditors40 when made in general assignments or in contemplation of general
assignments or in insolvency. 41 Although the existence of a preference de-
pends on the vague standard of whether the debtor intended a preference, 42

analysis of decisions on a variety of forms of conveyance suggests certain
practical guide-posts for such intent. Thus money payment of maturing debts
is regarded with but little distrust, 43 whereas payment by conveyance of mer-
chandise is more questionable. 44 Mortgages, unless made to secure a current
loan,45 are examined closely to determine whether they effect absolute con-

37. See, for example, the cases cited in note 5 supra. A number of statutes prohibit
preferences in contemplation of insolvency as well as preferences in general assignments
or in contemplation of general assignments. These statutes would seem to avoid the diffi-
culties of evasion present in the case where the preference prohibition is phrased only in
terms of the general assignment. But the fact that such provisions are frequently in-
cluded in "general assignment" statutes has, of itself, confused matters, for the courts
have continued to speak in terms of preferential assignments and not preferences in con-
templation of insolvency.

38. See Straw v. Jenks, 6 Dak. 414, 421, 43 N. W. 941, 943 (1889); Hakrader v.
Leiby, 4 Ohio St. 602, 613 (1855).

39. See Legis. (1933) 20 VA. L. Rev. 222, 228, n. 50. Where a preferential convey-
ance is held void, the assigned property reverts to the debtor, and a race for priorities
ensues.

40. See Legis. (1933) 20 VA. L. Rev. 222, 228, n. 49. The creditors benefit in pro-
portion to their claims, except insofar as they have previously acquired valid lien on the
debtor's property. This type of statutory provision, which is the most common, seems
preferable to that referred to in note 39 supra, which makes the debtor's property a prize
in a race of diligence - a race in which the most deserving are frequently not the winners.

41. See note 37 supra.
42. Any conveyance in which all creditors did not participate equally in proportion to

their claims is, by definition, a preference in the time of payment, but it is not a prefer-
ence in the statutory sense of giving one creditor more than his fellows.

43. Little Wolf Imp. Co. v. Hanscom, 66 Wis. 42, 27 N. W. 625 (1886); Cecil v.
Citizens Nat. Bank, 145 Ky. 842, 141 S. W. 416 (1911).

44. See Killian v. Trigg, Dobbs & Co., 209 Ala. 352, 96 So. 409 (1923). The dis-
trust with which such conveyances are regarded is clearly evidenced by the development
and wide adoption of "Bulk Sales" acts. See N. Y. PERS. PRoP. LAw § 44.

45. Hicks v. Dadeville Oil Mill, 177 Ala. 661, 59 So. 57 (1912) ; Comm'r of Banks
v. Turnage, 202 N. C. 485, 163 S. E. 451 (1932).
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veyances or merely give security40 - particularly where a large part of the
debtor's property is involved.47 It seems clear that the fundamental distinc-
tion, implicit in the decisions of the courts, is between conveyances made in
the ordinary course of a continuing business and those made as a step in a
financial liquidation. The former should be held valid and the latter invalid.
In like manner, the partial assignment should be held valid when used as a
mode of payment rather than as a liquidation device.48 The use of this test,
in conjunction with the more precise rules relating to releases and the amount
of property assigned, should go a long way toward clarifying the position of
the partial assignment and thus enable it to serve a useful commercial function.

BRUCE H. GREENFIELD f

JURISDICTION TO DISCHARGE INDIVIDUAL DEBTORS
IN JOINT STOCK COMPANY REORGANIZATION*

JURISDICTION under Section 77B and its successor, Chapter X, does not
extend to the reorganization of individuals and general partnerships.' It does
include joint stock companies,2 similar to partnerships in that the stock-
holders are subject to unlimited individual liability.' But the statute leaves
unanswered the problem of whether the reorganization plan of a joint stock
company can include the property of the stockholders and provide for their

46. For cases in which the mortgage was held a security device, see Wylly-Gabbett
Co. v. Williams, 53 Fla. 872, 42 So. 910 (1907) ; Smith v.. Allen, 144 Ore. 261, 24 P. (2d)
1043 (1933). For cases in which the mortgage was held to effect an absolute convey-
ance, thereby falling within the purview of the assignment statutes, see note 34 smitra.

47. Kohn v. Clement, 58 Iowa 5S9, 12 N. W. 550 (1892); Williamson v. Bitting,
159 N. C. 321, 74 S. E. SOS (1912).

48. Provided, of course, that it is not invalid because of actual fraud or specifically
prohibited under the state assignment statutes. See F.A. ComP. GEN. LAws A:NN. (Shill-
man, 1927) § 6752; MiNN. STAT. (Mason, 1927) §§ 9782, 9789; PA. STAT. ANN. (Pur-
don, 1930) Tit. 39, § 2.

" Second Year Student, Yale Law School.

* First Nat. Bank of Herkimer v. Poland Union, 109 F. (2d) 54 (C. C. A. 2d, 1940).
1. A corporation formed to take over individual property for purposes of reorgari-

zation does not qualify as a corporation entitled to the benefits of Section 77B. Milwau-
kee Postal Bldg. Corp. v. McCann, 95 F. (2d) 948 (C. C. A. Sth, 1938). See Fi:;wLrMn,
TnE LAw oF BANKRUPTCY REORGANIZATION (1939) 99; Tondel, Corporations Eliihe
For Relief Under Section 77B (1937) 21 MixN. L. REv. 144.

2. Corporations subject to the provisions of Chapter X are defined in § 1(S) of the
Chandler Act [formerly § 1(6) of the old Bankruptcy Act]. 52 STAT. 840 (1938), 11
U. S. C. § 1 (Supp. 1939). See M,%cKEowN AND LANGEL=UrIG, FEDmT Dn~orn Rmarr
LAws (1935) 108; Weinstein, Corporations Amenable To Section 77B (1935) 83 U. o 1
PA. L. REv. 853, 864. Hereinafter the term "company" is used to describe a joint stock
company.

3. See FREY, CASES AND STATUTEs oN BusiNEss AssocuITioxs (1935) 1, 3.
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discharge from company debts in the reorganization of the debtor.4 This
uncertainty must be resolved before any satisfactory reorganization can be
achieved.

Although commentators have indicated that stockholders will not in any
way be affected by reorganization of the company,0 this question has recently
received renewed consideration from the Second Circuit Court of Appeals."
The debtor was a cooperative country store organized as a partnership but
operating as a company with shares of stock, officers and directors. No cer-
tificate for business organization of any kind had been filed. The petition
under 77B had been approved on a prior appeal on the ground that the debtor
was more of a joint stock company than a partnership. 7 The plan offered
for confirmation was intended to include not only company property but
also funds of the stockholders sufficient to dispose of their disputed liability
as individuals for the debts of the company. The creditors were offered cash,
notes and stock in a successor company to the full amount of their claims.
The cash was to be advanced by the stockholders, who were to receive in
return new shares and a perpetual injunction against creditors, amounting
to a discharge from any further liability as individuals for company debts.
The court refused to confirm the plan. It was not satisfied that the stock-
holders' contribution was sufficient to justify their extensive participation in
the new company, when, in view of the likelihood of individual liability, the
creditors might have been able to assert a claim against their personal assets
as a matter of right. Although the court consented to analogize the share-
holders to partners, thus warranting administration of their individual prop-
erty, it denied jurisdiction to discharge the stockholders from their disputed
liability for debts of the company.

As a result of this decision the stockholder is united with the company
undergoing reorganization for purposes of jurisdiction over property but
not for purposes of discharge. The disputed claim of the creditors against
the stockholders is not, of course, property of the debtor company over which
the bankruptcy court can exercise exclusive authority.8 The court is, never-

4. A plan of reorganization "may deal with all or any part of the property of the
debtor." Chandler Act § 216(2), 52 STAT. 896 (1938), 11 U. S. C. § 616 (Supp. 1939).
"Upon the consummation of the plan, the judge shall enter a final decree discharging the
debtor from all its debts and liabilities ... " Chandler Act §228(1), 52 STAT. 899
(1938), 11 U. S. C. §628 (Supp. 1939).

5. See FINLETTER, THE LAW OF BANKRUPTCY REORGANIZATION (1939) 102. Thus
it has been maintained that a company coming within the bankruptcy definition should
nevertheless be treated as a partnership if stockholders are individually liable, in order
to assure the administration of individual property for the benefit of company creditors.
See Burkhart v. German-American Bank, 137 Fed. 958, 960 (S. D. Ohio 1904).

6. First Nat. Bank of Herkimer v. Poland Union, 109 F. (2d) 54 (C. C. A. 2d,
1940).

7. In re Poland Union, 77 F. (2d) 855 (C. C.A. 2d, 1935), reVlg C. C. H. Bankr.
Serv. 3313 (N. D. N. Y. 1935).

8. Such claims cannot be enforced against stockholders beyond the territorial juris-
diction of the bankruptcy court. Kelley v. Gill, 245 U. S. 116 (1917) ; United States v.
Tacoma Oriental S. S. Co., 86 F. (2d) 363 (C. C. A. 9th, 1936) ; In re Standard Gas
& Elec. Co., 30 F. Supp. 21 (D. Del. 1939).
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theless, compelled to consider the claim to individual property in order to
determine properly the fairness of the reorganization plan, unless it is willing
to maintain that the company fund and the individual fund available to com-
pany creditors are entirely separate and distinct, necessitating separate actions
against each by company creditors. If the two are considered a single fund
to be devoted to the claims of company creditors, then ascertainment of the
liability of the stockholders and of the consequent size of the fund amounts
to the valuation of the company assets which is essential to a determination
of classes to be excluded in the cause of full priority.0 Since the court followed
this latter approach, and in addition decided that individual liability probably
existed, a stockholder participation that might well have been a reasonable
equivalent to the contribution made if the company were treated as an entit °'0

became instead an illegal diversion of assets belonging to creditors in deroga-
tion of their right to full priority.

If the entity is to be discarded in defining the property within the juris-
diction of the court, there can be little logic behind preservation of the entity
in defining the debtor which the court is authorized to discharge. But this
distinction, however illogical, has become the law of partnership bankruptcy,
and having adopted one part of the rule for purposes of analogy the court
apparently felt compelled to adopt the other. Under the law of partnership
bankruptcy as applied to joint stock companies, although the assets of the
stockholders above the amount necessary to satisfy individual debts are
included in the calculation of company insolvency and administered for the
benefit of company creditors, liens against these individual assets cannot be
set aside to protect this surplus; nor can the stockholders be discharged from
liability for company debts without individual adjudication."1 The adjudication
of the company permits administration of the stockholders' property, but it
does not justify the stocdholders' discharge from company debts after the
property has been administered. Thus company creditors are spared the
expense and annoyance of a separate proceeding against the stocdholders, but
the stockholders cannot escape the necessity of a second proceeding to secure
a discharge from company debts.

No analogy to this double standard has appeared outside the field of part-
nership bankruptcy. X1hereas upon firm adjudication the union of part-
nership and individual property does not permit the discharge of liens against
the individual property or the discharge of the individual from debts of the

9. Unless the value of the property exceeds the amount of prior claims, cr'Jit., r'
and stockholders have no interest to preserve in the reorganization. In the Mattur 4j
620 Church Street Bldg. Corp., 299 U. S. 24 (1936) ; Sophian v. Congress Realty C#., ')A
F. (2d) 499 (C. C. A. 8th, 1938) ; Price v. Spokane Silver & Lead Co., 9i7 F. 12,1 247
(C. C. A. 8th, 1938). Classes without equity may in certain circumstances be allu,,Ld
to contribute to the new company and receive in return a participation reasonably cquiha-
lent to their contribution. See Case v. Los Anigeles Lumber Prod. Co., Ltd., 3t3 U. S.
106, 121 (1939), (1940) 49 YALE L. J. 1099.

10. In holding the contribution insufficient, the court emphasized that it uas intutlnd
to satisfy a disputed individual liability. First Nat. Bank of Herkimer v. Poland Unio n,
109 F. (2d) 54, 56 (C. C. A. Zd, 1940).

11. For a recent discussion of these principles of partnership bankruptcy, see Cum-
ment (1940) 49 YALE L. J. 908, 910-911, 915, 921 ct seq.
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firm, the same results are derived elsewhere from the fact that the separate
entities in property are recognized and preserved. Thus when property is not
preserved for the creditors, it is because the particular assets concerned are
not property of the debtor within the jurisdiction of the reorganization court.12

The property of a debtor's subsidiary can be attached or sold with impunity,
because the debtor's ownership of stock does not make it the owner of the
assets, which remain separate and. distinct.13 However, when the circum-
stances indicate that in fact no separate entity exists, the bankruptcy court
has been authorized to extend its protection to both as component parts of
a single fund.14 Similarly, when third parties are refused discharges, it is
not as a consequence of the administration of their property in the reorgan-
ization of the debtor, but it is based upon the fact that their property is not
property of the debtor subject to the jurisdiction of the reorganization court.
Consequently, the obligations of a guarantor cannot be modified in the reor-
ganization of its principal. 15 The guarantor is a distinct and separate person-
ality whose assets are neither considered in the determination of the debtor's
insolvency for purposes of a petition under Section 77B or Chapter X, nor
administered by the reorganization court. The proceeding against the princi-
pal in no way establishes that the guarantor is an insolvent debtor entitled
to relief. The same is true of an indenture trustee against whom creditors
of the debtor in reorganization prefer a claim for misrepresentation in the
sale of the debtor's obligations.' 6 Such a claim is not against the debtor or
the property of the debtor, but against a distinct individual, and there could
consequently be no release of the claims in a plan for the reorganization of
the debtor. However, a claim against the same trustee for mismanagement
of the res was held sufficiently related to the property of the debtor to permit
the compromise of the claim in the debtor's reorganization."T

There is, therefore, at least this much oblique authority, in addition to
the persuasion of logic and good sense, for the proposition that a repudiation
of the entity in the treatment of property justifies a discharge of the stock-
holders' individual liability for company debts. The stockholders, to be sure,
remain separate entities insofar as they retain sufficient assets to satisfy their

12. In re Hotel Martin Co., 94 F. (2d) 643 (C. C. A. 2d, 1938) ; In rc Prudence
Co., Inc., 82 F. (2d) 755 (C. C. A. 2d, 1936), rev'g, 12 F. Supp. 364 (E. D. N. Y.
1935); In re Lake's Laundry, Inc., 79 F. (2d) 326 (C. C. A. 2d, 1935).

13. In re Adolf Gobel, Inc., 80 F. (2d) 849 (C. C. A. 2d, 1936), rcv'g, 12 F. Supp.
225 (E. D. N. Y. 1935); In re Madison Mortgage Corp., 22 F. Supp. 99 (S. D. N. Y.
1937). For another statement of the division between the assets of parent and subsidiary
see Commercial Cable Staffs' Ass'n v. Lehman, 107 F. (2d) 917, 920 (C. C. A. 2d, 1939).

14. See Steelman v. All Continent Corp., 301 U. S. 278 (1937) (bankrupt and per-
sonal holding company).

15. In re Diversey Bldg. Corp., 86 F. (2d) 456 (C. C. A. 7th, 1936), cert. dcnied,
300 U. S. 662 (1937) ; In re Nine North Church Street, Inc., 82 F. (2d) 186 (C. C. A.
2d, 1936) ; Notes (1937) 23 VA. L. REV. 601, (1936) 3 U. oF Ci. L. REv. 661. But see
Note (1939) 48 YALE L. J. 879.

16. In re 1775 Broadway Corp., 79 F. (2d) 108 (C. C. A. 2d, 1935) ; cf. MeCandless
v. Furlaud, 293 U. S. 67 (1934), wherein an equity receiver was permitted to assert
a similar claim on behalf of creditors.

17. In re 1775 Broadway Corp., 79 F. (2d) 108 (C. C. A. 2d, 1935).
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individual creditors. But the joint administration of all property available
for company debts should constitute an aggregate not only for the benefit
of corporate creditors but also for the discharge of their debtors, both com-
pany and individual. If "property of the debtor"", subject to the reorganiza-
tion can be construed to include property of the individual, it might be possible
to include the individual in a similar construction of "the debtor" entitled
to a discharge.' 9 If this construction be precluded by the explicit statutory
requirement of individual adjudication for the discharge of a partner from
debts of the firm,20 qualification or removal of the requirement will then be
necessary.

18. § 216(2), quoted supra note 4.
19. § 228(1), quoted mipra note 4.
20. "The discharge of a partnership shall not discharge the individual general part-

ners thereof from the partnership debts." Chandler Act § 5j, 52 STAT. 846 (1933), 11
U. S. C. §23 (Supp. 1939).


