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INVESTIGATION OF THE BUREAU OF INTERNAL
REVENUE

TUESDAY, FEBRUARY 10, 1925

UNITED STATES SENATE,
SeLect CoMMITTEE TO INVESTIGATE THE
Bureav oF INTERNAL REVENUE,
Washington, 1. (',

The committee met at 10 o'clock a. m.. pursuant to call of the
chairman.

Present : Senators Couzens (presiding) and King.

Present also: Mr. L. C. Manson, of counsel for the committee; Mr.
I.. H. Parker, chief engineer for the committee; and Mr. A. H.
Fay, consulting engineer for the committee.

Present on behalf of the burean: Mr. A. W. Gregg, special as-
sistant to the Secretary of the Treasury; Mr. C. R. Nash, assistant
to the Commissioner of Internal Revenue: Mr. Nelson T. Hartson,
solicitor, Bureau of Internal Revenue; Mr. James M. Williamson,
attorney, office of solicitor, Bureau of Internal Revenue; and Mr.
S. M. Greenidge, head, engineering division, Burcau of Internal
Revenue.

The Cunairman. Before we start in on the formal work of the
committee this morning, Mr. Hartson, I want to draw your atten-
tion to a few statements which were made in the meeting that we
had on February 7. at which time the committee had a meeting by
it<elf, to discuss the future work of the committee. During this
meeting Mr. Manson made this statement:

We have been unavoidably delayed in our statistical work, for the reason
that the bureau has delayed furnishing us the data that we called for in Sep-
tember. Now, I do not mean to imply that they have not done the hest they
could to get it out, but it has been quite u large job. They have furnished
us aboat one-seventh of the individual returns that were called for, and about
one-half of the corporate returns, up to the present time.

Is that your understanding, Mr. Nash, or Mr. Hartson?

Mr. NasH. Yes, sir. Senator Couzens, that work has been going
forward just as fast as it is physically possible to get it out. We
even had to buy new photostatic machines to perform this work.
I think they have just mnstalled some of the machines and there are
more o be installed. We have also been working a night shift on
the work to get it out.

The CrarRMAN. When do you contemplate that you will be able
to deliver all of that to the committee?

Mr. NasH. I hesitate to make a statement on it. We are putting
it out just as fast as we can, with our equipment. It is a much
bigger job then we anticipated. : ’
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" The Cuamman. Can you get it finished before the adjournment
of Congress, do you think?

Mr. Nasu. T doubt it. I doubt it very much.

The Cuamyan. Do you think that that work ought to be stopped
after the adjournment of Congress, or that it ought to be finished up?

Mr. Nasu. The statistics which are being prepared fiom the ndi-
vidual returns will be valuable at any time, and I believe that we
ought to continue to gather those statistics and finish the work up,
inasmuch as we have started on it, or what we have done will be
wasted.

The CuaryMaN, Does that apply to the corporation returns, ov
is that less important ?

Mr. Nasi. Senator, I do not know what use is being made of the
corporation returns. We are merely furnishing photostatic copies
of the returns themselves, and that does not involve any work in
the bureau other than the withdrawing of the returns from the files
and photostating them and forwarding the photostats to the com-
mittee. It is work that could be stopped and taken up again at any
subsequent time.

The Caamyan, Perhaps Mr. Manson can state at this time for
the record what he is doing with the corporate returns.

Mr. MaxsoN. From the corporate returns we are tabulating the
net income, both taxable and tax exempt, the distribution of that
income as dividends, the amount undistributed and the tax. We are
also tabulating a summary of the balance sheets for the purpose of
showing the extent to which the undistributed earnings are being
reinvested in the business or being invested in outside investments.
Before making these tabulations all of these corporations are classi-
fied, first, on the basis of the distribution of their income as divi-
dends; second, on the basis of the relationship of their net earn-
ings to their combined capital, surplus, and undivided earnings;
third. on the basis of proportion of total stock of the corporation
controlled by the officers; and, fourth, on the basis of the nature of
the business of the corporation.

The Cramrman. What do you intend to use that information for
after you get it?

. Mr. Maxso~. That will reflect the extent to which corporate net
earnings are not subjected to individual income taxes: it will reflect
the ability of the corporation to distribute: it will reflect the nature
of the corporations, as to whether their stock is closely held or idel
distributed, and it will reflect the percentage of earnings in the dif-
ferent corporate classes, from the standpoint of the extent to which
they distribute their earnings. It all goes to the question of the
extent to which corporate earnings are escaping individual income
taxes.

The CuairmaN. That will show. as I understand it, also those
corpor?ations which were formed for the purpose of holding invest-
ments "

Mr. MaxsoN. Those are being disclosed, yes. The extent to which
that is being done will be disclosed by these statistics.

«  The CmairmaN. Are you not classifying them in relation to the
perceniage of earnings which they distribute?

Mr. Manson. They are being classified in relation to the per-
centage of earnings which they distribute,
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The Cuairmax, Do you think, Mr. Nash, that that would be of
an’, value to the bureau in making recommendations for legislation?

Mr. Nasi. Mr. Chairman, I do not know that I would be qualified
to answer that. I have never gone into the technical side of the
income tax law.

The CuamrmaN. Would you ask your associates or your superior,
after having heard Mr. Manson’s statement as to what their views
would be as to the value of that information?

Mr. Nasu. I will be glad to do that.

The CrarMaN. For legislative purposes.

Mr. Nasu. Yes, sir.

The Cuammax. Will you also ask Mr. Blair or your associates
the probable time when you can complete the delivery of these
returns?

Mr. NasH. Yes, sir.

The Cramrmax. Will you also ask your superior or your associates
if they would approve og continuing this work to complete the statis-
tical information?

Mr. NasH. Yes, sir.

The CuairMan. I ask that because in these letters which I am
going to hand to the reporter for the record, no mention is made of
the statistical work. These letters, as I understand it, only deal with
the investigation in a general way, and apparently have in mind—
and if I am wrong, I hope you will correct, me—the work that is
being done by our engineers and auditors and does not have reference
to the statistical work.

Mr. Nasn. If you refer to my letter, Senator, that is correct.

The Cuamyax, Is that your understanding of your letter, Mr.
Hartson ¢

Mr. Harrson. Yes, Senator. The underlying thought that
prompted my letter was not what good might be accomplished by
well-(iirected efforts to get information for use in a constructive way,
but had to do with the manner in which this investigation was being
conducted.

The CramrMaxn. Just explain what you mean by * the manner in
which this investigation was being conducted.”

Mr. Hagrrsox. I mean the hearings that the committee conducts on
particular cases, which, I believe, are not typical cases, but are excep-
tional cases. The necessity to appear here day after day, and be
taken away from what, to my mind, is' most importnt work in the
bureau. In my own personal case. I am at the head of a very large
office, and have most responsible duties to perform. For the last
three months I had nothing to do with those duties of the oflice.
They have been performed by subordinates in my name, and I have
felt keenly the disadvantage that I was laboring under. I am in a

osition where things of great importance and moment are issuing
rom my office every day, with my name attached, which may be
subject to criticism by this ccmmittee, and personally I am in the
dark, having had no opportunity to keep up with the atfairs of my
ofice. My time. as you &mow. has been spent almost entirely on this
investigation. That is the thought that I have in mind. I think
the Senator has always recognized that, in my personal judgment,
Congress could well devote time toward securing information from
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the Buréan of Internal Revenue which would be helpful to Congress
in framing legislation. and while it is not for me to say. I think that
information could be secured in another way.

The Cuamrmax. Would you mind enumerating in what other
ways it could be secured. because, so far as the chairman is con-
cerned, he has no pride of conviction as to how this might be pro-
ceeded with.

Mr. Harrsox. I think it could be secured. Mr. Chairman, by this
committee or any committee calling on the burean for specific in-
formation in the form of such reports as are now being asked for
of a statistical nature.  That does not involve distributing through-
out a very large organization, many agents of this committee who
are there to criticise. who are there to talk with the employees of
the burean about their work in a way which causes those employees
to be disconcerted and disturbed. many of them unnecessarily so.
It is quite possible that the agents of the committee, in going over the
work down there. are not purposely attempting to breed that sort
of confusion that has resulted bevond a question of doubt.

The Cramrymax. T would like to say at this point that, so far as
I can speak for the committee and its agents, we would have been
perfectly willing to have had this work transferred to the offices
here, but at the verv beginning of thesc hearings the bureau took
the position, if vou will remember. that they could not let the
records out of their possession, which necessitated our men going
down there. 1 do not sy that the bureau was not justified in that,
but T do say that if confusion resulted, it was not because of the
committee’s esire that it be done that way, but because the bureau
itself elected to retain control of the records. As I say, if confusion
has resulted, it was not the program of the committee to create that
confusion.

There is another matter that [ wanted to speak about. Tn the
meeting we had the other day, Mr. Manson, in stating to the com-
mittee the progress of the work and the probable length of time it
would take to complete it, made this statement:

Mr. Hartson told me that the facts that had been brought out hefore the
committee in connection with amortization had been enlightening to the
burean ag they have been to the committee.

* Ts that a correct statement. Mr. Hartson?

Mr. HaresoN, I do not recollect having made such a statement as
that. .

The Cramyax, Is it correct?

Mr. HarrsoxN, It is correct, Senator. so far as an isolated case or
so is concerned, I believe. I have had no knowladge that these cases
were even in the bureau. much less settled one way or the other. and
it is what the committee has heard here that has brought to my at-
tention and to Mr. Nash’s attention the adjustments in these cases.
Now. if Mr. Manson was referring to a rather extensive conversation
that he and 1 had on the whole subject of the conduct of this investi-
gation in my office some two or three weeks ago, there was a great
deal said at that meeting, both by Mr. Manson and me, which, if
Mr. Manson thinks it wise to go into, I would be very glad to tell
the committee just what occurred at that meeting. Yet, it was a
discussion of counsel representing the committee and representing
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the bureau—a very frank discussion. Just as counsel will do in dis-
cussing issues in law suits frankly, make statements which are not
for the record, I quite frankly went over the matters with Mr. Man-
son at that time, and he with me, which we would not want to go into
the record.

_ Mr. Mansox. I wish to say that T had no reference to that discus-
sion: no.

My, Harrsox, If that is true, we can very properly, Mr. Manson,
leave our conversation in my office out of this record.

Mr. Manson. I understood that our conversation was to be strictly
informal, between two lawyers interested in an investigation.

Mr. Harrson. That is my understanding exactly, Mr. Manson,
and I am perfectly willing to let it go at that.

Mr. Maxson. While there is nothing about it that T would care
to conceal——

Mr. Harrson. I know.

Mr. Manson (continuing). At the same time, it is absolutely out-
side of the investigation.

The Cuairman. I just want to say that I did not bring that mat-
ter up so as to get into any confidential or unoflicial talks that coun-
sel may have had. What I wanted to get at was this, whether the
committee was correct in a conclusion that it has had for some little
time that, in digging out these individual cases, we were helping to
standardize the operations of the bureau. I have had that convic-
tion right along for some time. and [ was somewhat disturbed yes-
terday in receiving these letters, after inviting the members of the
bureau to come down here and discuss the matter with us, to have
them decline to come, but to send these letters, which was not in ac-
cordance with the procedure which we had been following. We had
been talking rather frankly.

Mr. Harrson. Yes.

The Crairyax., And I thought we were getting somewhere,
Therefore, the receipt of these letters somewhat disturbed me, and 1
thought that if there was any misunderstanding between the commit-
tee and the bureau, it had better be straightened out.

Mr. Harrsox, Senator, I would like to be put right on this matter.

Had it been the understanding of Mr. Nash and myself that we
were invited to come, we would have been here, and have very gladly
discussed orally the subject matter of those letters, and not have
written any letters at all. I do not understand, and did not under-
stand that we were invited to come. We were given the privilege to
come if we wanted to, and. very frankly, I did not know whether we
were wanted or not. It did seem to me that some members of the
committee wanted us to come and others did not, and if the chairman
of the committee had, over the telephone or in writing, suggested
that he, as chairman of the committee. wanted to hear from M.
Nash and me. we both would have been down here, and would have
been very glud to come.

The CuairmaxN. That may have been rather indefinite in the minds
of the bureau, but the fact 1s that Senator Watson said in this meet-
ing that he wanted to talk to members of the bureau, and I suggested
that we have the members of the bureau come down here and talk to
the members of the committee, as I thought that that would simplify
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Senator Watson’s task, because he said that at no time had he been
in touch with the representatives of the bureau, and he wanted to
get their reaction on the whole thing. Senator King was in a hurry
to get to another meeting, and Senator Ernst was in a hurry to get to
another meeting. Each of them went out to attend these otber meet-
ings, and left the chairman alone, without any resolution having been
adopted or any objection having been raised to your coming down
here. I then told the clerk of the committee to call up the repre-
sentatives of the bureau and tell them that we would be glad to have
them come down here if they desired to come. I frankly admit that
I said “if they desire to come,” because there was no resolution, and
I had no suthority to say that the committee had invited them. Yet,
I knew unofficially that we would be glad to talk to the representa-
tives of the bureau.

Benator Kixa. Mr. Chairman. Of course I do not know what
prompted these letters. I have read them, and I do not agree at all
with the conclusions therein stated. I think Mr. Nash’s letter draws
a very long bow, and at the proper time I want to cross-examine
him on his letter.

The CuamrmMan. So that the record may show what we are talk-
ing about, in this connection I wish to place in the record at this
point two letters directed to the chairman, one from Mr. C. R. Nash
assistant, commissioner, dated February 9, 1925, and another signed
by Mr. Nelson T. Hartson, solicitor Bureau of Internal Revenue,
dated February 9, addressed to the chairman, in response to the sug-
gestion to them, over the telephone, that they might come before the
committee and discuss the future work of the committee.

(The letters referred to are as follows:)

TREASURY DEPARTMENT,
Washington, February 9, 1925.
Hon. James Couzexns,
Chairman Special Committee to Investigate the
Bureau of Internal Revenue, United States Scnate.

My Dearp MB. CHAIRMAN: Mt the meeting of the Committee to Investigate
the Bureau of Internal Revenue on Saturday, February 7, the question of the
continuance ... the activities of the committee througzh the recess of Congress
was under discussion. Your invitation to present the views of the Internal
Revenue Bureau as to the desirability of proceeding with the investigation
after March 4 has been received, -

The committee investigating the bureau has been in existence now for prac-
tically a year. Up to January 1, 1925, the direct cost to the bureau of this
Investigation, which cost is attributable principally to relieving employees of the
bureau from their regular duties and assigning them to the work of the com-
mittee, was approximately $143.000, Since that time more accurate records
have been kept which disclose that this direct cost to the bureau for the month
of Junuary was approximately $22,000, or at the rate of $260,000 a year. This
direct cost, however, is relatively unimportant when the indirect harm to
taxpayers and tc the bureau of the activities of the committee is considered.

As a result of this investigation the employees of the bureau are badly
demoralized and the work of the bureau in some sections is almost at a stand-
still. It is difficult for an organization to properly function if the agents of
an outside critical body are scattered throughout that organization. These
agents are interfering with and interrupting the work of the employees, taking
from them casts which they are considering, watching for some slip which
will justify adverse and hostile criticism. The fear on the part of the em-
ployees of the bureav that the exercise of their honest judgment in deciding
and closing cases may msake them the subject of attack by the committee has -
80 permeated the bureau that the general tendenecy on the part of many of
the technical employees is to protect their own responsibility by failing to
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muke decisions or if necessary to come to a conclusion the decision is ndverse
to the taxpayer, leaving the case to again be considered sometime in the
future. The slowing up of the work of the bureau as a result of this in-
vestigation is postponing indefinitely not only the collection of a tremendous
amount of taxes but the settlement of a great number of cuses.

Not only the interests of the Bureau of Internal Revenue in the collection
of its taxes are being adversely affected by this investigation, but in addition
it is having a serious and detrimentul offect upon the interests of the taxpayers.
The taxpayers are entitled to have their tax liability settled and tinully deter-
mined as soon as possible. The uncertainty which results from the delay in
finnlly settling these cases upsets in n large mensure the business organizations
of the country. Reorganizations, refinancings, enlargements, expansions, and
capital expenditures which, for the interests of the different business organiza-
tions and for the prosperity of the country should be put through, are neces-
saril, postponed until the liability for taxes is finally determined. The ac-
tivities of the Investigating committee which result in the indefinite postpone-
ment of the closing of so many of these cases necessarily has an effect most
detrimental to taxpayers and the business organizations of the country.

The actlvities of the committee are familiar to me. I have heen able to judge
quite definitely the effect of the investigation upon the bureau. It is my
opinion that any good results which may have come from the activitlies of the
committee are not to he compared with the injury and harm this investigation
has had on the Internal Revenue Bureau.

Respecifully yours,
C. R, NasH,

RELIE o the Commissioner,
{&sistant to the Co ?

DEPARTMENT OF JUSTICE,
OFFICE OF THE SOLICITOR OF INTERNAL REVENUE,
Washington, February 9, 1925,
Hon. JaMmes CoUzZENS,
Chairman Special Committce Investigating the
Bureau of Internal Reven e, United States Senate.

My Dear SENaTor: On Saturday afternoon Senator Watson called me on the
telephone stating that at an executive session of your committee held that
afternoon it was suggested that my views he obtained as to the possible good
results that had come from the investigation of the Bureau of Internal Rev-
enue. Senator Weatson said he was offering me the opportunity of appearing
and expressing myself on this subject if I so desired. but that the committee
was not requesting that ¥ do so.

From time to time during the past year at the lLearings of your committee
I have heen questioned along the same line. T have on =everal occasions
indiciated that some beneficial purposes had been and could bhe served by a
constructive inquiry info the bureau’s activities. Isolated statements of this
kind might no doubt be obtained from the recorl and if disassociated from
the context would make it appear that I was in favor of the continuation of
your investization. If this were done, it would he obviously unfair because 1
am not, and never have been, in sympathy with the activities of your com-
mittee. In candor I have admitted that some of vour criticisms of the bureau
have been justified. hut most, if not all, of the d»fects that are being pointed
out. have been well known to all of us who are connected with the bureau.

Conscientious and intelligent efforts have been and are being made to im-
prove conditions. Perfection has not yet heen attalned, but surprinsingly good
results have been accomplished when the tremendous task confronting the
bureau is considered. Conceding that some good results might be brought
about by a constructive investigation, I am convineced that the harmful effects
of your comniittee’s activitios far outveigh auy pe-ible honefits that could
be obtainoed.

If there has heen a misunderstanding as to my attitude in this regard, I
trust that whkat I have said will clear it away.

Sincerely yours,
) NeLsoN T. HArTSON,

Solicitor.
92N P—25—pT 11--—2
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The Cuatkman. Do you want to interrogate Mr. Nash now, Sena-
tor King?

Senator Kixg, No; I want to talk to Mr. Manson first, and then
I want to cross-examine Mr. Nash on that letter, which I think is
a very—well, I will not characterize it now.

The CHammax. Mr. Manson, this meeting was primarily called
for the purpose of going into the question of the method of handling
oil wells and oil discoveries by the Bureau of Internal Revenune. As
1 understand it, you want to present that matter this morning?

Mr. Manso~. Yes; but I would like to say, in order to have it at
the proper place in the record, that it is not my understanding that
the representatives of the committee, either those engaged in en-
gineering work or auditing work, are wandering around the bureau
talking with employees of the bureau. The engineers are quartered
in either two or three rooms, located in the engineering section of the
bureau. If they desire records, they ask the person designated by
the bureau for t{e records that they want.

Those records are brought to those rooms and if the committee’s
engineers desire to ask any questions of the engineer who worked
up the case, they send for such engineer and question him about the
case. My information is that that practice is not indulged in to any
great extent, and, furthermore, it was my definite instruction to
everybody working in the bureau and representing the committee,
that they are to engage in no criticism of the bureau’s method or

ractice in the handling of any case or in the doing of anything.

he purpose of those instructions was not to keep from the bureau
such criticisms as we might have until we could present them to the
committee. The purpose was that I felt that to permit the expres-
sion of views on the part our agents would have a tendency to im-

air discipline in the bureau, and that the proper procedure was

or our agents to get the information they are asked to get, and to
report that information to me and permit me to lay it before the
committee, to express such views as we might have upon the subject
before the committee, and let the committee determine whether or
not they had any criticism to make. I have every reason to believe
that those instructions have been carried out.

_ Senator King. This letter of Mr. Nash’s secems to be aimed at a
chloroforming, or, r- ““er, the presenting of such obstacles as to
compel a cessation « | ray inquiry into the activities of the bureau.
The letter is of such a nature as would lead me now to demand a
ri%&mus investigation of the Bureau of Internal Revenue.

r. MansoN. If I am at all wrong about what I have just stated,
I would like to be corrected.

Senator Kinc. I think we had better get a statement from those
who have been associated with you and put it in the record to show
the unfair inference, if it be unfair, of Mr. Nash’s letter.

Mr. MansoN. I would like to ask Mr. Parker at this time to state
on the record whether I have stated the conditions correctly under
which we are working there.

Mr. Parker. I think you are very accurate, Mr. Manson.

Mr, Manson. We desire now to call the committee’s attention to
the oil situation, and more particularly to the discovery depletion.
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Mr. Fay, who has been employed as consulting engineer for this
connnittee, has prepared a report dealing with the general situation,
and I wish to call Mr. Fay to discuss his report, but before calling
him for that purpose I desire to call the committee’s attention to
some facts as to the history of this provision.

In 1918, when we were at war, it was represented to the Ways
and Means Committee of the House of Representatives, and, if 1
am not mistaken, to the Finance Committee of the Senate, at the
time that they were considering the 1918 revenue act, that the
country was at that time consuming 60,000 barrels of oil a day in
excess of the production, and that the production of the oil required
to meet the needs of this country and its allies during the war de-
pended very Jargely upon stimulating prospectors and stimulating
wildeatting, and that the tax laws as then in force had the effect of
discouraging the necessary prospecting.

I read from page 478 of the hearings before the Ways and Means
Committee of the House on the revenue act of 1918, a portion of a
brief by the Mid-Continent Oil and Gas Association and Texas Gulf
Coast and Louisiana Oil and Gas Association, dated June 28, 1918.

The oil and gas supply of the world 18 kept up by new explorations and new
developments. If the supply of this country is to be maintained and sufficient
fuel oil, lubricant, and gasoline is to be furnished., these explorations and
discoverles must go on and on, must he encouraged, and the entire reward
must not be taken away from the wildeatter in case he Is sucoessful. In this
cornection it might be well to ¢all the attention of your committee to the fact
thnt vastly the greater portion of the crude oil in the United States is pros-
pected for and discovered by individuals or small concerns. We wish further
to call attention to the fact that the majority of the men engaged in the
business are frequently having desperate struggles for existence, and are de-
pendent very largely upon the luck of a strike for a success, and it is oniy the
“hope of the pot of gold at the end of the rainhow” that furnishes this
almost unlimited supply of people who are spending their money as pros-
pectors, very few of whom realize such hope.

In view of the great hazard of the business and the necessity of extensive
wildeatting necessary to Keep the supply of crude oil up to the demands of
the public, some method should be adopted to encourage the wildeatter and
to permit him to be put in a class different from established industries. He
should be guaranteed the return of the money risked and expended in dis-
covering and developing new flelds without diminishing the Invested capital,
and hecause of the great hazard and irregularity of the return from the oll
business, and particularly that of prospecting and discovery, he should be
permitted to retain a larger share of the profits of such business than is
permitted to other industries.

On page 376 of the hearings before the Ways and Means Commit-
tee of the House, on September 13, 1918, the following is taken from
a statement by Mr. John J. Shea, of Tulsa, Okla., representing the
Mid-Continent Qil and Gas Association.

One of the things we ask rellef on is this. Of course, all of you who are
informed ‘upon mining business will understand this: The prospector goes out
and makes a strike. He may have had 10 years of faillure before that. The
only thing he can do with that is to sell it to somebody who is able te develop
it and run it, and he ecan sell that at a good price, and he takes that money
and goes out prospecting with it again, He can not sell now, because under the
present law * *  *  gll of the profits are held to have accrued during the
year in which the sale is made, and as the result of that he must give up
practically the whole body of his property in taxes.
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In his brief, filed the same day, Mr. Shea includes under * Con-
clusions " the following paragraph, at page 392:

3. Tu encourngé the prospecting vitally necessary fo maintain the Nation'’s
production, oil producers having discovered new deposits of petroleum un-
known prior to January 1, 1918, should not be taxed on the income therefrom
until ali of the costs of discovering and developing such deposits has been
returned.

4. In view of the importance and close relationship existing between sales
of producing oil and gas properties and the continnance of driiling in search
of new production so vitally necessary to the proseeution of the war, the net in-
come derived from such sales, bona fide made. when not more than 40 per
cent interest is retained by the seller, should not be subject to a greater
tax than 20 per cent.

On page 497 of the proceedings, Mr. Orlandus West, Clarksburg,
W. Va., representing the Oil and Gas Producers’ Association of
West Virginia, makes the following statement : :

As it requires the Investment of capital at great risk to determine the value
of prospective oil or gas properties, such properties should be valued after oil
or gas has been discovered thereon for the purpose of taxation. This would
give the prospector an incentive by giving him some henefit or eredit for the
increased valuarion which he might ereate at the risk of losing hix investinent,

I might go on indefinitely reading extracts from the record of
hearings before the Ways and Means (fommittee at that time. but
the dpurport of all of them is the same as that of those which I have
read.

At that time the tax, which could run as high as 80 per cent, was
claimed to fall too heavily upon the shoulders of the small pros-
pector, who had, perhaps, prospected for oil for 5 or 6 or 8 or 10
years before he made his strike. ¢ therefore had no income during
those years during which he made no strikes against which he could
offset the losses that he had suffered during those vears. and when
he did make a strike, 80 per cent of what he got out of it would go
to the Government in the shape of taxes. )

It is manifest that this oil-discovery provision was inserted in the
statute to meet a situation existing in 1918, namely, we were at war,
the country was not producing what it was consuming, and the repre-
sentation was made that it was necessary to take care of the little
fellow, the little prospector and wildcatter. in order that the pros-
peeting and wildeatting might go on, that new wells be brought in
and our oil supply kept up or increased. '

The Ciamyax. Could you read into the record at this point the
statute which resulted from those hearings to which yon have just
made reference? '

Mr. Manson. Yes; that will be read into the record at a little later
time. .

I call the committee’s attention to the fact that that situation is
entively chunged. We will supply the committee with data show-
ing that instead of the country now producing less oil than it is
consuming, the fact of the matter is that the trouble is just the
other way. The country is producing more than it can consume: so
that. instead of there being an emergency requiring the stimulation
of wildecatting, the very necessity of conserving our resources at a
time we are producing more than we requir: has exactly the oppo-
site effect.
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Senator Kine, Mr. Manson, as a matter of fact, though, the neces-
sity for stimulation was a little exaggerated. I had something to
do with that and helped to draw the statute, together with Senator
Gore and one or two others, and I am very familiar with the causes
which were alleged as justification for the statute. I thought we
went a little too far on the subj.ct. T believed. as many Senators
did, that the demand during the war would be so imp.rative, and
the price. of course, would go up accordingly, that we did not need
any stimulation. It was just like it was with many of the rare
metals. There was a teremendous impetus in production, and there
would have been here, becanse the natural inerease in prie: would
have stimulated wildcatting.

Mr. Maxsox. I have a table here, which T will offer at this point
as Exhibit. No. 1. This table shows the percentage of discovery
value which has gone to the wildeatter :mé the percentage of dis-
covery value which has gone to others than wildeatters; in other
words, which has gone to Yeople who have discovered no new oil
deposits. This table also shows the percentage of discovery value
which has gone to small operators, and the percentage which has.
gone to large operators as distinguished from the small ones. This
table does not attempt to cover all of the discovery values which have
been allowed for depletion purposes. In the first place, 75 cases
were examined at random by the oil section. Then, an additional 23
cases were examined.

Senator Kine. You say they were examined by the oil section.
Do you mean the oil section of your staff ¢

My, Maxson. No: this was information gotten out by the em-
ployees of the Incone Tax Unit.

The Cuamryax, By the oil section of that unit?

Mr. MansoN. Yes, sir; by the oil section of that unit. Then 23
additional cases were examined.

The CuamrMaNn. By the same unit?

Mr. MansoN. By the same section of that unit. Then 100 addi-
tional cases were examined. .

The results of those three sets of cases are set up here separately,
as well as the general results, and they show that as to the total 37.5
per cent of the discovery value allowed has gone to the wildcatter
and that 62.5 per cent of the discevery value allowed has gone to
others than wildcatters.

Senator Kine. To such companies as the Mid-Continent ?

My, Mansox. Yes.

Senator Kixnc, And the Gulf Refinery and other companies?
~ Mr. Maxsox. That 363 per cent of the discovery value of oil

allowed has gone to small operators and 63.7 per cent has gone to
large operators.

Mr. Fay will discuss the reasons for that result, but I wish to.
point out the fact at this time, and to emphasize the fact, that but a
small percentage of the relief afforded by the statute in the shape
of taxes has gone to the fellow for whose benefit the statute was orig-
inally enacted into law.

Senator Kixc. Mr. Manson, if it is not taking you out of the-
chronological order of your discussion, has the statute been, in your
opinion, properly interpreted, or has there been such interpretation
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placed upon it as that greater advantages have been derived by the
oil producer, whether the little fellow or the big fellow, than ought
to have been granted to him?

Mr. Manson. I will answer that question. It is right in the
proper point in my discussion of this subject.

Senator Kinc. Because, may I say, if the department has prop-
erly interpreted it and has properly applied it, even though it has
given inordinate profits to the big man or to the little man, there
would be no use of our going into it very much, except for the pur-
pose of framing recommendations, if we felt so disposed, to Congress
to amend the statute. If we could not find any fault with the ad-
ministration of it. I would not want to waste any time on it, so far
as I am concerned.

Mr. Maxson, No: but what T want to do is to call attention at
the ountset to the fu_* that about two-thirds of all the loss in taxes to
the Government has been suffered. to the advantage of someone who
u}'laslnevor contemplated by the statute at the time it was written into
the law.

The CaaryaN. We understand that, but that is not the buveau’s
fault, is it?

Mr. Maxson. I am now coming to -that phase of the matter.

In interpreting this statute wkich applies to discoveries, the bureau
determineg that an area amountmg to 160 acres, with a well in the
center, became proven by a commercial well. The result of that
interpretation is that a field discovered by a wildcatter .may be
blanketed with discovery values of operators who never discovered
anything, and the result is what I have just called the committee’s
attention to. As to how that is brought about, and as to just what
the details of that situation are, they will be brought out fully by Mr.
Fay, whom I now desire to call as the committee’s witness.

Senator Kinc. I would like to ask you or Mr. Fay, in the discus-
sion, to state whether or not you have found cases of this char-
acter, that fields which had been proven absolutely, men have gone
and acquired leases or the fes for a nominal amount, say $1,000 or
$5,000, and they would bring in a well at 2 cost of $30,000 to $100,000,
and sometimes $125,000, which would be worth all the way from
$500.000 to $1,000,000 or $2,000,000, just as soon as it was brought
in. They would claim a discovery value, or claim the worth of
the property as not what they had paid for it a week or two weeks
or a month before, but they would attribute to it a value of a mil-
lion dollars, or just the value of the well after it was brought in, and
would be allowed that in deductions and what not, and would pay
no taxes?

Mr. MansoN. There are many such cases. In fact, that is the
ordinary case. There are more cases where discovery value is
allowed to the person who drills in territovy which is known to
contain oil than there are to wild-catters, For instance, T have an-
other table here which I desire to submit, showing that out of a
total of 13,671 cases of allowances of discovery value, only 35 of them
were allowed to those who actually discovered new pools. I offer
that as Exhibit No. 2.

(The statements submitted by Mr. Mauson are as follows:)

A

L
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Exmsir No, 1
DATA ON DISCOVERY VALUES PREEPARED FOR THE SENATE INVESTIGATING COMMITTEE

Summary sheci—-Detailed work sheet from which these flgures were compiled,
are on file in the oil and gas section.

1 2 3 N
Bt Discovery Distovery | Dixcovery
original value Lo small large
wildeatter? others

operators? Jperators

A. 75 cases submitted Apr. 4,1023 (Midcontinent) 86,’-'55.‘000 $27, 760, 000 .‘512,42‘0,00;2 $22,095,022
I ) d

Porcont. ... .. el 9.6 8. 3
B. 28 additional cases (Mideontinent). .. ... .. $1, 803, 540 $7, 947,760 $3, 466, 085 $0, 285, 210
Poreent. .ooo o e e 18,7 81,4 : 50.7 63.3
C. 100 different cases in addition to the 100
shown above (Mideontinent, Texas-Rocky )
Mountun, Appalachinn ... .. ... $3D, 550, 552 | $44, 462, 840 | 430, 688, 167 $53, 333, 234
Pereont. .. oivro i 47.1 52.9 50, & 63.6
D Totalof Annd B.. ... ool 28, 558, 846 | $35,707, 768 | $15, 836, 098 $28, 350, 210
Percent ... .l 19.3 80,7 35. 9 .1
E.TotalofAand Co...oo i $46,313, 652 | $72,225, 840 | $43, 108, 167 $75, 428, 234
L0371 11 RO 30,1 60.9 38. 4 , 6
F.Totalof Band Q... i $41,362,092 | $52,410,617 . $34, 154, 265 $59, 616, 444
Percent. . ... .o i 44,11 5.9 36,4 . 6
G, Totalof A, B,and C. ... _.......... _.._.| $48, 117,002 1 $80,170,00G | $46, 574, 265 $81, 713, 444
Pereent.. . .oooommiiii i 31.5 62.5 36.3 63.7

t There is no unifornity in the percentages of value allowed original wildeatter and others. In the
Rocky Mountain region (Salt Creek and Cat Creek) tha origianl wildcatter received 5 per cent of the
total discovery value. In Texas (West Columbia and hurkburnett), the origins! wildeatters had pro-
tected their acreage by leasing in large blocks, and they recelved 54.9 per cent of the discovery value.
(However, Sce note 3.) .

* The very close uniformity in the nercentages allowed small operators as compared with large operators,
probahly reflects consistent practice in the oil and gas valuation acction, and also the unvarying operation
of economic luws. (e note 3.)

NoOTE 3.—-The very close approximation of the percentages in colunins 1 and 3 (line G) and columns 2
and 4 (line Q) probably indicates nothing more than that taking a large number of cases the original wild-
catter is generally the small operator.

Exuisit No, 2

Cases in | Uncon-
which | sidered Drl‘sco‘v»
discov- | cases on erles in
Tax year erles hand | Tot8! |faetsame
were Dec. 1, year
allowed 194
2,386 103 2,489 10
3,136 340 3,476 10
2,448 1,108 3, 7
2,016 2, 5
160 1,656 1,815 3
) ¥ 70 PUI N
8,450 ] 5,221 13,671 35

Note.—In considering these results it should be borne in mind that a large number of discoveries have
beon allowed which are not shown by the memorandas in the files; that is, cases in which a discovery value
Is allowed are snumerated above while the number of discoveries allowed in each cass i3 not stated.

STATEMENT OF MR. A. H. FAY, CONSULTING ENGINEER FOR
THE COMMITTEE

The Cuamman. Mr. Fay, will you give the reporter your full
name-and address?

Mr. Fay. A. H. Fay, 6204 Sixteenth Street, Washington, D. C.

Mr. Mansox. Mr. Fay, vou are a mining engineer?

Mr. Fay. I am.
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Mr. Manson. From what school did you graduate?

Mr. Fay. Missouri School of Mines and Columbia University.

Mr. Maxson.' State briefly your experience since lenving school.

Mr. Fay. I might start by saying that prior to entering coilege 1
was in the employ of the Copper Queen Mining Co. at Bisbee, Ariz,
in 1897 or 1898, for a couple of vears. After getting a little insight
into the mining industry, I then left and went to the Missouri School
of Mines and took a four-vear course, graduating in 1902, After
that I went to New York Ciiy, and was for a year and a half with
Dr. R. W. Raymond, who was then scevetary of the American Insti-
tute of Mining Engineers, and assisted him in the preparation of
technical papers that were presented at the Institute for publication
in the transactions. Tmmediately after that 1 went to Mexico, to
Cananea, and for three years I was emploved as mining engineer
with the Green Con. Copper Co., engaged in survey work, map work,
topographic work and other engineering work connnected with the
mining business. I resigned there and went to Columbia Univer-
sity and took a post graduate course in geology, and graduated theve
in 1906.

From there T went to Alaska and spent a year on Cape Prince of
Wales, with the Bartells Tin Mining Co. 'They were prospeeting for
tin deposits up on the northwest coast of Alaska. IFrom there T
came back to New York, and then I spent a year and a half in Ten-
nessee in the barite industry.

From there I went to New York again and was on the staff of the
Engineering and Mining Journal for three years as editorial assist-
ant. In that connection, I traveled all over the country, collecting
technical data and news of various kinds relating to the mining in-
dustry. T handled that work for about three years, and then X was
with the Bureau of Mines for about seven or eight years on statistical
work connected with the coal and metal mining production figures,
labor and accident statistics. In 1920, I resigne({ from the Bureau
of Mines and went to Oklahoma. I spent three or four months in
the oil fields of Oklahoma and Texas, on my own account, doing
some geological work, here and there.

In June, 1920, I came back to Washington and went to the Bureau
of Internal Revenue as valuation engineer in the oil and gas section,
in which work I continued for about a year, and then was later head
of the division of natural resources for two years.

Mr. MaxsoN. You have prepared a report to this committee on
the question of the discovery value of oil and gas, have you?

Mr. Fay. Oil only.

Mr. Manson. On the discovery value of oil?

Mr. Fax, Yes.

The Cuairman. Before you go inte that, let me ask you whether
you left the bureau on your own account?

Mr. Fay. I did not.

The Cuamrman, You were asked to resign?

Mr. Fay. I was asked to resign.

The CramrMaAN. By whom?

. Mr. Fay. The commissioner.

Senator King. Mr. Blair?

Mr. Fay. Mr. Blair.
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Mr. Maxso~x. Will you refer to your report now?

Mr. Fay. What part of the report do you have reference to now,
Mr. Manson, that you want me to discuss?

Mr. Mansoxn. Start at the beginning, and if there are such mat-
ters as 1 do not think-—

Senator Kine, I do nut care to be inquisitive at all, or to elicit any
information which would not be relevant, but was there a controversy
between you and Mr. Blair over the construction of the revenue laws,
or was it some personal disagreement ?

Mr. IFay. Tt was in the administration of the law, so far as I know,
the administration of the laws and regulations,

senator Kina, You took one view as to how they should be admin-
istered ¢

Mr. Fav. I did.

Senator Kine. And he took another view ¢

Mr. Fay. He did.

sSenator King. You thought that his administration of the law was
improper ¢

Mr. Fav. I considered that it was, from an engineering point of
view, and 1 could not agree to it.

Senator Kina. I see. And that disagreement led to your resigna-
tion ¢

Mr. Fay. Yes, sir.

Senator King. Or to his asking for your resignation?

Mr. Fay. It did.

Senator Kineg. Have you any objection to stating just what func-
tion of the administration or activity of the bureau you did not agree
with him on?

Mr. Fay. I did not agree with him. I might as well mention
three cases, as long as you have asked the question.

Senator Kina. Yes,

Mr. Fay. I do not know how else to explain it.

Senator King, If the chairman does not object, I would e glad to
have you do it.

Mr. Fay, If that is proper. It dates back probably to a year
before I left the department. We had one case. Shall I give you
the name of the case

Senator Kine, Give it.

Mr. IFay. The Tenas-Pacific Coal & Oil Co. The case was pre-
sented by a former employee of the department, to begin with.
They pad taxes to the extent of $2,500,000 without a protest, for
1917, 1918, and 1 think the year 1919. A year and a half or two
years later, they filed a claim for a refund for the entire amount,
setting up discovery valuations to the tune of $4.50 a barrel for oil
which was selling at $2.50 and $2.75. We audited the case according
to the oil section’s methods of valuation, sent them their assessment
letter, and told them that there was $33,000 refund due to them out
of $2,500,000. 'They protested. The case went to the committee.
The committee—I can not recall the ruling, but it was to the effect
that we were to take the case back again and give very great weight
to the taxpayer's method of valuing these oil leases, which, if fol-
lo;ved& would have given them approximately the full amount as a
refund.
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Senator Kine. Who comprised the committec?

Mr. FFay. It.was the committee on appeals and review. N, 'T.
Johnson was chairman, and I can not give you the names of the
other members. 1 do not recall now who they were,

Senator Kina, All right j proceed.

Mr. IFay. The committee’s findings were sent to the commissioner’s
office for review. Mr. C. P. Smith was the commissioner’s right-
hand man at the time. The case came over his desk for the commis-
sioner’s signature. He was out and it went on through and the
commissioner signed it. Mr. Smith came back to the office the next
morning, and I said over the telephone, “ Mr. Smith, that case that
you were watching for went through yesterday.” He said, It did?”
I said, “ Yes.,”  “Well,” he says, “ I will see what I can do about it.”

So he called the commissioner’s attention to it. The commis-
sioner later considered it and rescinded and told us to take the clain
buck and have some more conferences on it. 'The taxpayer came in
once or twice, and finally they refused to sit with us any more.
They said they could not get anywhere.. That continued along for
eight or ten months, and finally they brought out a few little points
that the bureau could concede, and we sent them another assessment
letter, showing a refund of something between $50,000 and $60,000.
The commissioner at that time wrote a letter to them stating that,
so far as the department was concerned, the case was closed.

Now, for taking care of that case in that way the Government still
has the money.

There was another case that came on in which there was involved
more than there was in that one. .
| Sei?latm' Kixce. One moment. So far as you know. the case ended
then

Mr. Fay. Tt ende-..

Senator KiNc. And they did not get any further refund?

Mr. Fay.-They did not get any further refund. I understand
they are going to take it to the Court of Claims.

Mr. Harrson. Suit has already been started, Mr. Fay.

Mr. Fay. It has?

Mr. HarrsoN. Yes. We have been working on it for about a year.

Mr. Fay. I did not know that.

‘Mr. Harrsox. Suit was started within the last vear for a refund of
the entire amount which Mr. Fay says the bureau rejected.

Senator King. In that matter, so far as I can see now, the com-
missioner acted a little prematurely in passing it over his desk.

Mr. Fay. If you will allow me to tell you what the commissioner
told me about that case afterwards——

Senator King. Well, if he finally adhered to that decision, it
seems to me it was all right.

The Crammman. I understood the witness was leading up to an-
other case.

Mr. Fay. I was leading up to another case.

Senator Kine. All right. Pardon me.

Mr. Fay. That established the bureau in a very strong position.
the handling of this case, and taking care of it in that way.

* Then came the Mexican petroleum case, which came through with
an excess valuation of about three to four times the market value of

-
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the stock, and also three to four times its value based on comparatives
which were provided for in the statute, under section 210, I think. I
was called down for culling the commissioner’s attention to that. He
said. * You are opening up too many cases.” The commissioner did
not like it because I called his attention to it.

The C'mamrmas, Who called you down for drawing the commis-
sionet’s attention to it?

Mr. Fay. The deputy commissioner and the commissioner.

Senator Kine. Both of them?

Mr. Fay. Yes.

Senator Kina. Was that Mr. Smith?

My. ¥ay. No; Mr. Chatterton.

Senator Fina. Chatterton?

Mr. Fay. Smith had been transferred to the committee. I think,
at that time.

Senator Kina. Is he still a member of that committee, Mr. JTlart-
son?

Mr. Hakrsox. Mr Smith is now a member of the Board of Tax
Appeals.

K;')Vlr. Fay. That is the final committee, recently created.

This case of the Mexican petroleum was called to the commis-
sioner’s attention. and the deputy commissioner called at my office
one day and said. “ Your work over here is not very satisfactory—
you are paying too much attention to some of these cases.” and he
named three or four cases.

Senator Kinag, These two were among the number, were they?

Mr. Fay. Yes.

Senator Kine. Mexican petroleum?

Mr. Fay. Mexican petroleum was one of them, and Phelps-Dodge
was another one.

The Caairman. What were the others?

Mr. Fay. He mentioned the Mexican petroleum, Phelps-Dodge.
and those were the only two that the deputy commissioner men-
tioned at that time. Then, after he told me that my work was not
satisfactory, that I was opening up too many cases, I said to him,
“Mr. Chatterton, I am not opening up any cases. These had never
been settled. I am trying to settle them.”

The Mexican petroleum case was finally taken out of our division
and taken over to the deputy commissioner, and was ordered closed
over the deputy commissioner’s signature.

Senator Kina. Over Mr, Chatterton's signature?

Mr. Fay. Yes.

Senator Kina. He took it away from you?

Mr. Fay. Yes, sir; 1 was then transferred to this committee on
appeals and review, and I was sent to St. Paul. You remember that
field division that went out there for experiment. I was up there
for three months, and when our work was completed there, about the
first of July. T was ordered to come back to Washington and re-
port to the commissioner, which I did.

I called at the commissioner’s office. and le interviewed me and
said T was opening up too many cases. and that I did not earn my
salt. He said. “T supported vou in the Texas-Pacific case. because
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1 thought you were right there. and supporting vou has wotten me
in Dutch.”

Senator Kixe, Did he say how you got him in Dutch?

Mr. IFax. No: he did not suy how nor with whom.

That was the stand I had taken in these petroleum cases in
favor of Unecle Sam, and 1 think there were some outside influences
thut were prevailing upon the commissioner to take care of me,

Senator Kinag, Do yvou know what the vesult was in the Mexican
petroleum case or in the Phelps-Dodge case

Mr. Fay. I do not know.

Senator Kixa, Have vou. Mr. Manson. in your investigation.
made any inquiry into those two cases?

Mr. Parker. We are working on them, but have not arvived at any
conclusion.

Senator Kine, On both of those caxes!?

Mr. Parger. Yes.

Senator Ki~ne, Al right.

Mrv. Harrsox. 1 think I can answer the Senator’s question, of my
own knowledge.  They have both been opened up and the machinery
is now in motion to assess an additional tax against hoth of theni.
That is my understanding of it. :

Mpr. FFay. There was another big petrolenm case following right
behind the Mexican Pete, and it was better for me to be out of the
way than in the way.

Senator Kixe. What case was that?

Mr. Fay. Sinclair Qil & Gas.

Senator Kixe, Mr. Manson, have vou investigated that Sinelair
case !

Mr. MansoN. Yes.

Senator Kixa. All right.

Mr. Maxson. I think we have just recently received the papers in
that case. .

You may proceed, Mr. Fay. Begin at the leginning of your
report, and if there is anything I do not think necessary 1 will call
your attention to it.

My, Fay. In the discussion of the valuation and depletion of oil
wells under the law and regulations there are at least three impor-
tant features which stand out prominently:

1. Discovery clause in law : The application of the discovery clause to unlim-
ited areas; in other words, the blanketing of entire oil fields or povuls.

The depletion on discovery in the oil industry amounts to approximately
$300,000,000 per year, this amount being a deduction from taxable income, A
tax of 12¥% per cent on this amount weuld be $37,500,000 per vear. Had the
discovery clause been confined to an orizinal discovery well in a new pool, as
the law contemplated, the depletion on = discovery ” basis would not have ex-
ceeded $10,000,000 per year, as compared to £300,000,000 us permitted by the
regulations as written. The discovery clause should be modified by definition
in the law, so that it can apply to only one well in & new field or be eliminated
altogether,

2. Market price of oil: The market price of oil at which valuatioas are made.
By reason of the abrupt fluctuations in the market price, valuations at peak
prices for depletion purposes carry excessive depletion units over inte periods
of low prices, ellminating all possible taxable income. When prices are high
drilling operations are extensive and many wells brought in, resulting in many
discovery wells and valuation:. When prices are low but few wells are drilled,




INVESTIGATION OF BUEEAU OF INTERNAL REVENUE 1875

and as a vesult not <o many discovery valuations are made.  ‘There should be
some moditication or adjustment, possibly by combining the market price with
an average over a period of years to obtain a rensounble price of oil at which
valuation shoula be made,

3. Disconunt rate - hazavd factor: The discount rate as applied to reduce op-
erating profit to present worth,  Factors used by the department range from 3§
to 10 per coent, none of which are sutliclently large to take care of varfous
operating hazavds, as pointed out farther on in this report. To be in keeping
with the hazards encountored, thix rate should be increased to at least 25 per
cent.

Senator Kina. You would not make it a fixed rate?

Me. Fav. I would not.  Some wells are better than others: some
of the areas arve better than others.

Senator Wina. And some of the hazards are inconsequential?

Mre, Fay. Yes, sir: and some of them arve 100 per cent,

By reason of factors 2 and 3 above, the depletion wnit on ol is
high. and the effeet of 1 (discovery) spreads this high unit over
large quantities of oil so that discovery depletion represents ap-
proximately 27 to 40 per cent of the market price of oil each year,
while for the mining industry the total amonnt of discovery de-
pletion vavies from 2 to 14 per cent of the market value of the
product of the mines.

Part 1—law. Under the heading “ Deductions atlowed,” 1916
law, March 1, 1923, valuations:

Section & () () : Prorvided, 'That for the purpose of ascertaining the loss
sustnined from the sale or other disposition of property, real, persenal, or
mixed, acquired hefore Marveh 1, 1913, the fair market price or value of such
property as of Mareh 1, 1913, shall be the basis for determining the amount of
such loss sustained.

Section & () —REighth (a) : In the case of ofl and gas wells a reasonable
allowance for actual reduction in flow and production to be ascertained not
by the flush flow, but by the settled production or regular flow; (h) in the case
of mines a reasonable allowance for depletion thereof not to exceed the market
vilue in the mine of the product thereof, which has bheen mined an:d sold
during the year for which the return and computation are made, such reason-
able allowance to be made in the case of both (a) and (b) under rules and
regulations to be preseribed by the Secretary of the Treasury: Provided, That
when the allowances authorized in (a) and () shali eqnal the capital origi-
nally invested, or in case of purchase wnade prior to Mareh 1, 1913, the fair
market value as of that date, no further allowance shall be made,

The 1917 law contains no change from the above, which was the
1916 law,
The 1918 law reads thus:

Section 234 () (M ¢ In the case of mines, oil and gas well, other natural
deposits, and timber, a reasonable allowance for depletion and for depreciation
of improvements, according to the peculiny conditions in ench ease, bused
upon cost, including cogt of development not otherwise deducted: Provided,
That in the ease of such properties acquired prior to Mareh 1. 1913, the
fair market vilue of the property (or the taxpayer's interest therein) on that
date shall be taken in lleu of cost up to that date: Provided further, 'That in
the case of mines, oll and pus wellg, discovered by the taxpayer, on or after
Mareh 1, 1913, and not acquired as the resalt of purchase of a proven tract or
lease, where the fair market value of the property is matevially dispropor-
tlonate to the cost, the depletion allowance shall be lmsed upon the falr
market value of the property at the date of the discovery, or within 30 days
thereafter ; such reasonable sllowance in all the above cases to be made under
rules and regulations to be prescribed by the commissioner, with the approval
of the Secretavy. In the case of leases the deductions allowed by this para-
graph shall be equitahly apportioned hetween the lessor and lessec.
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That last clause did not appear in the earlier laws, as you know.
The 1921 law reads:

Rection 234 (a) (9)-—w
Same as for 1918, with the following addition:

And provided further, That such depletion allowance based on discovery
value shall not exceed the npet income, computed without allowance for de-
pletion, from the property upon which discovery is made, except where such
net Income so computed is less than the depletion allowance baxed on cost or
fair market value as of Mareh 1, 1013,

.The 1924 law contains the provisions of the 1918 and 1921 acts,
modified as follows—and this has reference to the total amount of
depletion which should be allowed:

Section 204 (10) (b) : But such depletion allowance bused on discovery
value shall not exceed 50 per ceut of the net income (computed witheut allow-
aunce for depletion) from the property upon which the discovery was wnde.

Now, with reference to oil wells, the discovery clause and the
regulations “ prescribed by the commissioner” permit many dis-
covery valuations to be set up on any oil pool, each of which dis-
coverles is only an extension of the original pool tapped by the real
discovery well. The regulations provide that a “ discovery well” is
presumed to prove an area of 160 acres in the form of a square with
the well as the center. When Jones makes his original discovery of
oil in commercial quantities, and his neighbor Smith is at. ¢r prior
to, this date the owner, lessee, or lessor of adjoining land. he may
immediately drill an offset well to protect his interests, and at the
same time set up a “discovery ” value that will greatly reduce his
taxes when he has taken no undue risk in drilling. Smith’s neigh-
bors controlling land adjoining his at the time Smith brings in his
well may also drill offset. wells to save their oil, and at the same time
extend the “ discovery ” area and be given a “ discovery ” valustion
for taxation purposes. By a judicious handling of the various wells
brought in," 1t is possible to blanket any pool or oil deposit with
“ discovery ” valuations, to the extent that 90 per cent of a pool
covering many square miles may be reported as “ discovery ™ area
for depletion deductions. For the entire oil industry this discovery
depletion amounts to approximately $300,000,000 per year.

As an illustration of this blanketing process, the accompanying
sketeh has been prepared, with discovery wells in numerical order
as shown.

Jones owns leases in wildcat territory to the extent of 19 quarter
sections. Acquired January 1, 1919,

Senator King. Is that the fee or the lease?

Mr. Fax. The leases.

Senator Kine. From private individuals?

Mr. Fay. From farmers; from private individuals; yes.

Jones owns leases in wildcat territory to the extent of 19 quarter
sections. Acquired January 1. 1919. His discovery we}l was
brought in July 1, 1920, when mid-continent oil was selling at $3.50
per barrvel. The first discovery well is Marked No. 1. The other
wells (also discovery) were brought in in their numerical order, as
shown on the accompanying sketch. In the meantime many inter-
mediate wells have been drilled, possibly one well for each 10 acres.
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The numbered wells show how the entire area may be blanketed with
discovery valuations,

Smith acquired his lease in April, 1919, before any drilling was
done on the Jones lease. Jones has drilled his No. 8 well, adjoin-
ing Smith, upon which a discovery value has been set up on that part
which lies within Jones boundary limit. His discovery area over-
laps into Smith’s lease. Smith drills well C-1 just outside of Jones
discovery area, and sets up discovery value on 160 acres. The wells
(-2 and C-3 are then drilled, setting up discovery areas as shown,

Adams acquires his lease in November, 1920, about one month
before Jones brings in well No. 9. Adams, as soon as No. 9 is
brought in, driils well A~1 and sets up a discovery value on the area
shown. He then drills well A-2 setting up discovery value on the
remaining part of the 160 acres to his boundary line, with an over-
lap into Brown's lease.

Brown secures his lease only a few days before well i-2 is brought
in, having paid a bonus of $50,000. 'This large puyment wouid indi-
cate that Brown considered this lease in proven territory. He begins
drilling well B-1 ten days after A-2 is brought in, setting up a dis-
covery value of perhaps $300,000 for approximately three-fourths
of the 160 acres, part of which overlaps on A-2 discovery area.
Since Adams can set up discovery to his boundary line only, Brown
is entitled to set up his discovery area to the boundary between the
eases.

DEPLETION BASED ON DISCOVERY

Depletion based on discovery : Referring to the * discovery clause ™
in the income tax laws of 1918, 1921, and 1924, the modifving pro-
visions are compared in the following notes, the modifications of the
1918 act being in the 1921 and 1924 acts.

The 1918 act was effective February 24, 1919, and regulations 45
were prescribed for its administration later in the vear.

Section 234 (a) (9) (Corporations) and section 214 (a) (10)
(Individuals) act of 1918, reads as follows:

That in the case of mines, oil and gas wells, discovery by the taxpayer. on or
after March 1, 1913, * * * depletion allowances shall be based upon the
fair market value of the property at the date of discovery, or within 30 days
thereafter * * *.

The 1917 and previous acts did not contain any such provision,
and it will be noted that the 1918 act makes this provision retroactive
to March 1, 1913, covering the high tax vears of 1917, 1918, and
sueceeding years. There was no provision in the law, or regulations,
to prevent oil companics from blanketing the entire field with dis-
covery valunations. While this was apparent in the original regu-
lations 45, it was not corrected when regulations 45 (revised) were
prescribed and approved by William M. Williams, commissioner,
and David ¥. Houston, Secretary of the Treasury, January 28, 1921,

The act of 1918 placed no limit on the amonnt of depletion that
might be claimed on discovery, so that it was possible to write off all
profits as depletion, leaving little or no taxable income.

As an engineer in the bureau, I suggested when regulations 45 (re-
vised) were being drafted, that a discovery well should be Cefined
in such a way that it would be impossible to blanket an entire field.
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This could be done by specifying a limit upon its nearness to a com-
mercial well, say 2. 3. or 5 miles. Ilad this been done, the oil in-
dustry would have been placed upon the same basis as the mining
industry.  Both editions of regulations 45 as well as regulations 62
conform to the ideas of Congress regarding what a discovery should
be so far a . the mines are concerned, in that a mine can not he dis-
covered in a known extension of an ore body. DBut with the oil
industry, both editions of regulations 45 were too liberally pre-
seribed, and unfortunately the same liberality was continued in
regulations 62.

“The act of 1921 reads (section 234 (a) (9) (Corporations) and
section 214 (a) (10) (Individuals) contain the same provisions as the
act of 1919, except) :

That such depletion allowance based upon discovery value shall not exceed
the net income, computed without allowance for depletion from the property
upon which the discovery is made.

Congress, realizing the loop-hole thus established in regulations
45 (act of 1918) revised the law, act of 1921, effective November 23,
1921, limited the amount of depletion on.discovery to " not exceed-
ing the net income from the property,” but at the same time it
failed to correct the real cause of excessive depletion, in that there
was no limit placed on the number of discovery wells that could be
set up in any *new oil pool or field.”

On the basis of the 1921 act. regulations 62 were prepared by the
commissioner and approved by the Secretary of the Tr asury, Feb-
vuary 15, 1922, These regulations limited the amount of deple-
tion in accordance with the act, but again failed to limit the number
of discovery valuations that could be set up on a “new oil pool or
field.”

'The act of 1924 contains the same provisions as the 1921 act, ex-
cept that it provides a limit for depletion of 50 per ¢.nt of the net
income, -

Section 204 (10) (b) (2): But such depletion allowance based on dixcovery
value shall not exceed 50 per cent of the net income (computed without al-
fowance for depletion) from the property upon which the discovery was
unde * * %,

Heve, again, no limit is placed on the number of wells that may
be set up for discovery purposes. .\ discovery well should be de-
fined, as a commercial well 3 to 5 miles from any other commercial
well. 'This would prevent blanketing a pool.  Unless a limiting
definition can be drafted into the law. the discovery clause should
be eliminated.

THE PROSPECTOR AND THE DISCOVERY CLAUSE

I now have some notes on the prospector and the discovery clause.

The intent of the law was undoubtedly to offer a bonus ov subsidy
to the real prospector who discovered oil in a new and unexplored
field. It was not intended for operators who must drill offset wells
to protect themselves, yet regulations 43, 62, and 65 permit it.
. There are two classes of prospectors or pioneers in the oil in-
dustry.

Serator Kixg. Do you mean that offset wells are allowed dis-
covery valuations?

.
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Mre. Fay. Oh, yes: that is, to the extent that they are about a
quarter of a mile from any other well. They are just outside
of the 160 acre limit, and 160 acres are one half a mile square, ~o
you can place another discovery well within a quarter of a mile.

Senutor Kixa, Offset wells are often drilled without reference to
the extent of th: area !

Mr. Fay. Yes.

Senator Kixe. In a territory which is not only proven, but which
is a certainty.

Mr. Fay. Well, there is the weakness of the law.

Senator Kinag, Or the regulations—which?

Mr. Fay. That is havd for me to say, Senator. ‘They ars inter-
preted both ways.

Senator Kina. Well, it seems to me that should not be considered
a discovery wher vou kuow that oil is there and you drive your well
Jdown.

Mr. Fay. 1 would not consider it so.

Senator Kinag. Not for the purpose of discovery, but for prospect-
ing. Of course, you expect the oil and you take the oil out so that
somebody else will not get it.

Mr. Fay. Yes.

Mr. MansoN. Go ahead, Mr. Fay.

Mr. Fay. There are two classes of prospectors or pioneers in the
oil industry: (1) The individual or partnership with but sinall
capital, perhaps hardly enough to sink one well. Years of time and
some money are spent in search of oil lands that ave sufficiently
promising to test. A small amount of capital is assembled and a
well drilled. In the event that this well is a failure, the prospector
is out of the business for an indefinite time. He has no other capital
or income against which he can charge his losses and thus secure
some advantage in tax reduction. Of course he has no tax to pay—
he has no income, and his capital is gone. If his well is a success he
can charge off expenses incurred within the taxable vear, but nothing
in previous years. Under the present laws and regulations he can
set up a discovery valuation on 160 acres and obtain a depletion unit
sufficiently large to practically exempt him from income tax. Thus
the Government, to that extent, subsidizes the real discoveror of a
new oil pool. This is as it should be under the law, limiting this
discovery to one well only, and to the man who ventured all that he’
might win.

52) The second class of explorer is the large corporation, amply
financed, so that the loss of a wildeat well is of little consequence.
There is hoth capital and income against which this loss may be
charged as well as any other exploration expenses each year as they
oceur.

Regulations 45 and 62, article 223, state that:

(a) Such incidental expenses as are paid for wages, fuel, repalrs, hauling,
ete., in connection with the exploration of the property, drilling wells, build-
ing pipe lnes, and the development of the property may at the option of the
taxpayer be deducted as a development expense or charged to cupital account,
ete.

(b) The cost of drilling nonproductive wells may at the option of the oper-
ator, ve deducted from gross income as a development expense or charged to
capital account returnable through depletion and depreciation as in the case
of productive wells.
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An election once made under these options will control the tax-
payer’s returns for all subsequent years,

It will be noted that this loss may be charged off under either («)
or (), and unless there is a very close analysis of accounts, especially
“labor and supplies,” it is possible to charge the entire amount off
under («#) and at the same time charge off a lump sum per each dry
well under (0). Whether oil is discovered or not, it is not a com-
plete loss since under the regulations this is a proper deduction for
tax purposes, and taxes therefore reduced. s a matter of fact, it
would work to the corporation’s advantage to spend a large part of
its anticipated taxable income in development and exploration. If
the anticipated profits are such that the income tax is to be $2.000.000,
the operator can and in many cases did spend profits in an extensive
drilling program to the extent that no ta.\'ah&e profit accrued. In
this way, the Government would actually finance much of this ex-
pleration work, and at the same time give a discovery valuation to
further reduce taxes. The small operator can not avail himself of
this technicality by reason of lack of capital.

PROVEN OIL LAND

bDiscovery on proven (highly probable) oil lands is also permis-
sible.

The regulations define a proven area as the 160 acres surrounding
the discovery well as the center.

In the discussion of proved oil land by Beal, page 82, Bulletin 177.
Bureau of Mines, he states that:

Proved ofl land includes those arcas in which drilling involves practically no
risk. Just what constitutes proved ofl land depends, it 1s true, upon local con-
ditions. All of some quarter sections on which only one well has been drilled
may be called proved oil lands, even though it may not be surrounded by wells.
Other tracts on the contrary, before they could be considered proved, would
require many tests.

The following definition (modified from California State Mining
Bureau) is given by Beal: ,

Proved oil land is that which has been shown by finished wells, supplemeated
by geologic data to be such that other wells drilled thercon are practically cer-
tain to be commercial producers,

Senator King. Under that definition—and I think it is a very fair
one—-a proved field might have an arvea of 4 or 3 or S-or 10 square
miles?

Mr. Fay. Certainly.

Senator Kina. Take the Santa Fe Fields in California.

Mr. Fay. Certainly.

Senator Kinc. You are just as certain to get oil in all of that field
as you are up around Bakersfield. In many of those tields it is so
certain that it is simply a question of drilling, because you know you
are going tu get it, and in come sections there the area is very ex-
tensive; so I was wondering why so much emphasis is placed upon
160 acres,

The Crsrymax. That 160 acres was the limit set up by the Bureau
itself, was it?

Mr. Fay. Set up by the Bureau’s committee that was appointed to
draft the regulations.

“
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Senator Kixe. That seems to me to be most absurd, and T would
like some explanation before we get through of why they selected
that subdivision, :

Mr. Maxson. Go ahead, Mr. Fay.

Mr. Fay. The above definition (by Beal) would seem to be as
nearly correct as it is possible to give. The income tax regulations
45, 62, and 65 define a proven area as a 160-acre square surrounding
a producing well, the well being at the center of the square with the
boundary lines of the square running North, East, South, and West,
or in accordance with the public land surveys. The Regulations also
recogmize other arcas as proven, as follows:

Regulations 45 and 62, article 220, (a) 2:

* * * And even though a welf ix bronght In on a trect or lease npot in-
cluded in o proven areg as heretofore defined. nevertheless it may not entitle
the owner of the tract or lease in which such well is located to revdluation
for depletioa purpoeses, if such trart or Jease ues within a compaet area which
is immediately surronnded by proven bind, aud the geologle structural vondi-
tions on or under the land so inclosed may rea<onably warrant the belief that
the ofl or gas of the proven area extends thereunder, unless the traet or lease
had been acquired before it became so proven. Urnder such circumstances
the entive area is to he regarded as proven land.

The » unless ™ inserted there nullifies the provisions above.

Senator Kine. The Supreme Court has held repeatedly that you
may indulge in geologic inferences, not only with respect to lode-
mining territory but ccal lands, and that geologic inference may
comprise within its sperations an area of coal lands of hundreds of
square miles. 1 do not mean to suy that it is so and that broad inter-
pretation should be applied to oil lands, but I am interested to ascer-
tain the reasons for selecting such a narrow field as 160 acres for the
operation of that rule.

The Ciamyax. Does the witness know when those regulations
were drawn up! :

Myr. Fay. T have stated that. I will give it to you in a minute.

The Cnamymax. Well, that is not important. Do you know who
drew them up? .

Mr. Fay. I can not give you the names of the individuals. They
were drawn up, T believe, in the solicitor’s office. Do you know, Mr.
Hartson?

Mr. Harrson. 1 can not answer definitely, Mr. Fay, but I rather
think that is correct. I think that was done in 1920. It seems to
me it was done in either 1919 or 1920,

Mr. Grece. It was done in October of 1920.

Mr. Hartsox. It was done in October of 19207

Mr. Grece. Yes.

Mr. Harrsox. Maybe Mr. Gregg can throw some light on that.
He was in the bureau at that time, and. of course, I was not.

Mr. Grece. The people who worked on it principally were Mr.
George Davis, who was in the solicitor’s office; Mr. Wayne Johnson,
who. as T remember it, ws then solicitor. They worked in conjunc-
tion with the representa ives of the natvral resources division of the
bureau, in direct connection. with the assistant commissioner and the
commissioner. Mr. Callan, as I remember it, was assistant commis-
sioner then, and Mr. Roper was commissioner. They worked in di-
rect touch with it.
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Mr. Fay. May I ask this question: Were there not some hearings
on the proposed regulations at which representatives of the petro-
leum industry and the mining industry were present, prior to that?

Mr. Grece. As I remember it. there were.

Mr. Fay. I am certain that there were.

Senator Kinc. Yes: I remember going down myself to attend
some of those hearings.

Mvr. Grzea. Mr. Chairman, o you contemplate the witness finish-
ing up this discussion at this point?

glr. Harrson. Yes; I think he ought to finish, rather than to hear
at this time any explanation by the bureau as to the adopting of the
160-acre area.

The CHairRMaN. Yes; you may proceed, Mr. Fay.

Mr. MaxsoN. You had finished that quotation, Mr. Fay.

Mr. Fay. Yes.

The regulations recognize that a proven area may exist outside
of the 160-acre square, but still permit a discovery valuation to be
set up thereon if the lease was acquired prior to the time these con-
ditions became known, although the expense of drilling may be with-
held until it becomes necessary to drill offset wells for self-protec-
tion. -

DISCOVERY NOT CONFINED TO ONE SAND

Discovery valuation is not confined to one sand. The acquisition
of oil lands by lease, purchase, or gift guarantees the explorations and
exploitation of any or all the tract to any depth attainable by any
physical equipment. In many places there are two or more distinet
and disconnected oil sands, each capable of producing oil in com-
mercial quantities. It is possible to set up as many discovery values
on the same 160 acres as tﬁere are producing oil sands. A discovery
value is set up on the first big well, which is the first or sta 1o+ sand.
The same well is sunk another 500 or 1,000 feet, and a sec:nd oil
sand encountered. The regulations permit (by not prohibiting) a
second discovery valuation. This may be repeated three or four
times, thus giving the operator an opportunity to set up lavge values
on each sand for depletion purpeses. although the second and suc-
ceeding sands are within a proven area—160 acres surrounding the
discovery well. The oil Wiﬁ) be brought to the surface through the
same drill hole and it will be an easy matter to credit the oil to the
sand that has established the largest depletion unit, the discovery
value being based on market price of oil at date of discovery or
within 30 days thereafter.

Senator Kinc. Do you know of any allowances for discovery for
penetrating the sands below the first sand?

Mr. Farx. I do not recall a specific case, but I know that there are
cases. I can not recall any specific case, but I know it has been done.

Mr. Maxsox. We will present a case of an 18-acre lease upon
which two discovery val-ies have been allowed.

Senator Kixe, I know, of course, there are many of those cases
where the second and third sands have been penetrated, and perhaps
each succeeding sand has given greater returns than the first sand.

The Cramrman. Go ahead with your statement, Mr, Fay.

Mr. Maxsox. Begin on page 5, Mr. Fay.

~
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Mr. Fay. Thus $1.50 oil would give possibly a depletion unit of
$0.97 for sand No. 1. while $3 oil woulld give a depletion unit of
$1.76 for sand No. 2. The logical effect would be to charge all the
production from sand No. 1 to sand No. 2 for purposes of tax reduc-
tion. '

VALUATION FOR DEPLETION

Valuation for depletion: Depletion is the loss sustained through
the progressive removal of natural resources, as mineral deposits.

It i< not to be applied to offset profits, except to the extent that
it is used to extingunish the capital sum representing the cost or
market value of natural resources. as the 1916 law states. “not to
exceed the market value in the mine.”

Profits per unit of product can be estimated with a fair degree of
accuracy in any industry by one familiar with the history, produc-
tion costs, and past records. The basis of value for any property is
its ** income-producing ability ” over a period of years. This heing
known or estimated, the buyer determines the rate of profit ~ad
return of capital with which he will be satisfied, and upon this
decision determines what price he will pay for the mine or well.

For taxation purposes it is necessary to determine cost or value of
cre, oil, or timber in place on an equitable basis, independent of what
use is made of the commodity through manufacturing processes and
independent of any personal element. good will, trade connections,
etc. 'These are all reflected in any method using discounted profits
as a basis. The question then is, What is ore or oil worth in the
eground? They have a potential if not actual or market value. The
value of a harrel of crude oil may be increased many times if this
value is determined by reflecting the profits from its varied by-
products, viz, kerosene, gasoline, ])&)l‘aﬂl}:l., candles, dves, medicated
compounds, perfumes, etc.

The value of a ton of iron ore should not be predicated on the
retail or wholesale price of needles and the profits arising therefrom.
Nor should it be based on the price of steel rails. Rails may sell at
$30 to $40 a ton. while 1 ton of needies or watch springs may be
worth $10,000 to $50.000. Any increase in the value of ore or oil
after they leave the ground is due to the various manufacturing
rocesses through which they pass, advertising, selling agencies, etc.
he profits arising from these latter processes are independent of
the material in the ground.

The blast-furnace man not having ove of his own can go into the
open msrket and by ore at $4 to $6 per ton. perhaps even cheaper
than he can mine it from his own mine. The manufactured prod-
uct from the purchased ore yields as much profit as though the ore
came from his own mine. He would not expect to charge off deple-
tion on the purchased ore. This charge would come under the head
of cost of material and would be limited to cost or market price of
ore. In the case of ore from his mine the cost of ore would be
charged to mining costs, transportation, and crigingl cost of ore
deposit. However, if the present worth of the actual profits on the
manufactured article ave used as a basis for depletion of ore reserves,
it may amount to many times the cost of the ore. Iron-ore royalties
are about $1 per ton. thus fixing a basis for value in the mine. The
discounted earnings may give $2 or even $5 per ton.
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ANALYTICAL APPRAISALS

Analytical appraisal of oil lands: In the valuation of oil lands by
the analytical appraisal method there are so many variables that a
correct viuation is indeed difficult to obtain, Among the items to be
considered are:

1. Quantity of oil in the ground (recoverable reserves): This is
subject to varying conditions, as thickness of sand ; porosity of sand;
gas pressure; grade of oil, as light or heavy; chemical salts in the
ol and water, etc.,, and due consideration should be given to the
following :

(A) Number of wells: Many wells exhaust a property at an early
date, bat at a high development cost. Few wells usually prolong life,
give slower returns with less development cost. The ({rilling pro-
gram is, therefore, important.

(B) Discount for dry holes: This varies with locality and
geologice conditions from 10 to 100 per cent.  See Oil and Gas Manual
(revised edition), pages 207-214, for actual percentages in various
counties, based on United States Geological Survey data. This
factor should be applied in connection with the estimation of re-
serves. :

(C) Discount for offset wells on adjoining property: Often a very
important factor by reason of drainsge from property if drilling
program does not keep pace with that on the adjacent properties.
Applies more particularly to the small operator who can not finance
a c}rilling program rather than the large operator who isx able to
protect his property by drilling offset wells,

D) Reduction in flow :

a) Reduction in flow of individual wells by reason of decreasing
gas pressure and the clogging of interstices in oil sand adjacent to
the drill hole with precipitated saltsz tar, paraffin, sulphur, ete. By
reason of this, an oil well is “shot” by exploding nitroglycerin in
the oil sand. This shatters rock and temporarily mnecreases the flow.

(b) The initial flow of succeeding wells is often not as great as
that ot the first well on acconnt of reduced gas pressure in the pool
duc to the escape of gas through the first hole.

., (¢) Replacement of oil by salt water: In some fields.this hazard
may apply to 50 per cent of the producing wells.

2. Price of oil: Varies with supply and demand, grade of oil,
location of wells as regards market, and market manipuiation by
large groups. The expected future price of oil should be giver con-
sideration In arriving at the market value of an oil property.

3. Cost of development: Varies with depth, location as regards
transportation of supplics, character of rock through which drilling
must be done, pipe-line ¢onstruction, and number of wells. In
arriving at the fair market value, allowance should be made for the
cost of the maximum number of wells necessary to recover total
reserves. '

4. Cost of lifting or pumping: Varies with gas pressure, depth,
and locality. Lessee to bear expense of pumping andp storing lessor’s
ghare, i. e., royalty oil,

5. Economic life: The economic life of a well varies in different
fields and depends upon gas pressure, porosity of sands, chemical

*
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constituents of oil, rate of drilling, etc. It is fairly well established
for each important producing field.

6. Operating hazards and expenses: Fire; wind; lightning; ac-
cident 1nsurance for employees; tax; losses and leakage 1n pumping,
piping, and storing of oil at or near wells; all to be considered in
arriving at market value. These in addition to lifting costs.

7. Discount to present worth: The net income anticipated after
considering the above factors should be discounted over the life of
the property to determine its present worth, i. e, its real present
market value. Such a factor should be used tha* will return a
rezsonable profit to the investor as well as the return of his capital.
In oil-well specnlation this capital should be returned in three to
five years. ’Ill)le discount, factor should give a value such that a will-
ing buyer and a willing seller can agree upon, as a basis of transfer
of property, when millions of dollars are involved.

It tllle factors 1 to 6, above, can be determined with a fair degree
of accuracy, a lower discount rate may be used uunder this head.
1f they can not be determined, the discount rate should be increased.
The final rate should be such that the investor can expect with a
reasonable degree of assurance not less than 25 per cent profit on his
investment. The coal and metal mining industries consider rates
from 10 to 50 per cent, depending upon condition..

Analytical appraisals: An analytical appraisal is of value in that
it may be used for comparing one property with another of similar
character; that it shows what a prospective purchaser may expect
in the matter of costs under certain assumed conditions; what the
possible protits may be; but its greatest value is to show the value of
a going concern to the individual or corporation owning and operat-
ing it.

Any analytical appraisal based on operating protit over a period
of years must of necessity include the infiuence of good or bad man-
agement, rood will, established trade connections, processes of man-
ufacture, advertising and selling agencies, personality of the man-
agement, ete.  These and perhaps other varying factors may entirely
disappear or change for the better or worse upon change of owner-
ship, so that an analytical appraisal does not necessarily arvive at
the true or market value as contemplated by the acts of 1917, 1918,
1921, and 1924. The analytical appraisal gives the starting point
at which negotiations between a willing seller and a willing buyer
begini, not the price at which the deal is made.

alue of undeveloped minerals: Vague ideas are often entertained
regarding the value of a mine or oil well. It has been asserted that
a mine or well is worth whatever it contains, that its full value is
attained as soon as ore or oil is discovered, that this value is capital
and that the extraction of the mineral values is like drawing money
from a savings bank. Such ideas ave ridiculously absurd. Of what
value to yon is a ton of gold on the moon, although it may be pos-
sible to discover it by means of a powerful telescope? Is that gold
wealth? |

J. R. Finlay, in his recent report on the valuation of mines for the
State of New Mexico, says, “I find no warrant for putting a value
upon the undeveloped coal of the State. Practically the entire value
is in the plants in the case of the coal industry.”
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Nothing is valuable except to the extent that it has been brought
by hwnan efforts to that stage or station whereby it may be of hene-
fit to mankind. Natural resources are practically worthless until
an industry is started upon them. Ore or oil in the ground is no
more capital than gold on the moon, and has little or no economic
value until it is developed. taken out, and utilized. It is true the
discovery of ore or oil often presents such favorable potential and
speculative values through the possibilities of its utilization that
its purchase and development is the proper object for the expendi-
ture of capital; this expenditure absorbs capital instead of yielding
it. The extraction of the minerals in excess of the amount expended
may yield new capital in the form of profits. These profits. how-
ever. do not become eapital unless reinvested.

At best the theory and method of the appraisal of mining or oil
property involves many variables and the determination of the pres-
ent worth of expected profits from potential values. A vague and
indefinite basis from which to start! After estimating the prob-
able quantity of ore or oil developed and prospective, forecasting
the future production costs. and averaging fluctuating prices, as
well as giving due consideration to the rate of mining or the life
of the mine or well as possibly affected by market and other condi-
tions. the ad valorem appraisal should be discounted liberally by ap-
plving a factor of safety as evidence of good faith, so that a pros-
pective purchaser will at least have a fair chance to make a reason-
able profit on what is at best a hazardous venture.

Annual dividend rate: The following table is taken from Hoover's
Principles of Mining and shows annual rates of dividend that should
be received to repay an investment in mining property and yield
interest (5 to 10 per cent) profit during the life of the property.
This table is based on the assumption that the annual receipts are
based on a uniform tonnage per year.

TasLe 1.
Number of years of life to yicld — per cent interest, and in addition to furnish

annual installment whick, if reinvested at 4 per cend, will return original
at the end of the period

Yenrs
Annual rate of dividend
5 per 8 per 7 per 8per | 9per 10°per
| cent cent cent. cent cent cent
e o PR . R NI DN —
10 per cent ! 15.0 ! 17.7 21.6 2.0 450 emnennaan .
15 per cent 86 9.4 10.3 ; 1.5 13.0 | 150
6.0 ; 6.4 8.8 .3 791 8,6
) 4.71 4.9 51 54 57" .0
30 per cent. ... 3.8 5 3.9 4.1 4.2 4.5 | 4.7

To illustrate the use of this table, & mine has a life of six vears
and 10 per cent profit on the investment is desired. What should
be the annual dividend? Find six years under column 10 per cent:
in column 1 will then be found 25 per cent which is the annual divi-

* dend that must be paid. to return capital within six years and vield
10 per cent profit above the 4 per cent sinking fund.

his is not strictlv applicable to the oil industry inasmuch as the

production of any well decreases from year to year. Approximately
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60 per cent will be recovered the first year, 15 per cent the second
‘ear, 8 per cent the third year, ete.  However, the production from a
}arge lease may be fairly constant as new wells are continually being
brought in for perhaps two to four years. After the drilling pro-
gram has been completed, there may remain 30 per cent of the ulti
mate reserves to be recovered during a period of 5 to 15 years, the
annual production steadily declining.

The table, however, does show the importance of large annual
dividends in order that the investor may make a fair return on his
investment. Since (as Beal shows, Bulletin 177, U. 8. Bureau of
Mines) oil wells should pay out in three to five years, the annual
dividend rate to ﬁay only 10 per cent should be in excess of 30 per
cent. Compare this with the returns shown in table 7, wherein the
total profit ranges from 9.49 to 11.98 per cent over a period of vears
in place of a like profit annually.

TaprLe 1

Discount factors in the mining industry

Per cent
per annum
Hoskold, conl mMines.. ..o e e e e 14 to 20
J. R, Finlay, metal mines. oo o e 10 to Ho
Floyd Davis,' metal mines.._.____ _. e e e e 20 to 30
J. H, Curle, gold mines...._ . e e 154
J. H. Kendall,' ore blocked 0wt .. oo e 12to 256
Robert 8. Lewis:
With large ore reserves KNOWD .. oo e e 12t015
Mine in forelgn COUNtEY oo o et ————— 15 to 50
. K. Leith, metal mines, depending upon reserves ..o e Gto 20
W. B. Middleton:
Under best possible conditlonS. ... e e T+
Other conQIIONS o e e e e e T to 50
C. W. Purrington,' gold mines.......... e e e e ————— 10 to 20
R. A. 8. Redmayne, unopened mines_ ..o e o 15to20
T. A. Rickard, good reserves and good management. .o eecwcaem 85to20
Average of the abOvVe o e 12 to 30

In the mining industry it is possible to determine ove or coal
reserves (in most cases) with a fair degree of accuracy by actual
measurcments.  Not so with oii. The mines produce a fairly uni-
form tonnage per year over life of property; oil returns 60 per
cent the first vear, with decreasing returns each year. The fact
that the greater percentage of oil is recovered during the early life
of the well is the only argument in favor of a low rate of disconnt.

The following are quotations from “ HMearings on revenue uct of
1915 before the Ways and Means Committee of the House of Repre-
sentatives.”

Memorandum by Manhattan Oil Co., page 525:

Tt will be oheprved that these factars veguire {he oil operator to face a
much greater finaneln! hazard than even the miner who is generally regarded
as tiking many chaunces of success or fatlure,

Viee president, Oil & Gas Producers’ Association of West Vir-
ginia, page 484 :

Twenty per cent normal,

Certainly a business so hazardous and irvegular should he allowed an
earning of at least 20 per cent.

' These rates are in addition to the legnl interest rate,
92919—-256—p7 11——3
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Mid-Continent Oil & Gas Association and Texas and Gulf Oil &
Gas Association, page 475:

We suggest that a reasonable deduction for earnings would be from 15 to 20
per cent in this business, and that such a deduction would not more than
equalize the difference in hazard and rivk between this and other business

enterprises,

Mvr. John J. Shea, attorney, Tulsa, Okla., representing Mid-Conti-
nent Oil & Gas Association, questioned by the House committee,
page 439:

= Mr. STeRLING. Would you consider 8 per cent as a falr estimate of the
earning power?

Mr. SHEA. Not in the ofil business.

Mr, Sterrine, Then how much?

Mr. SHEA, AU least 10 per cent.

My, SterviNg, Efght per cent is accounted a pretty iair income on eapital,
is it not?

Mr. SHEM Not in the ofl business,  You could not get money into the oil
business for that,

Discount rates and hazard factors in the mining industry:

H. D. Hoskowrp. It is customary, therefore, to allow a greater per cent upon
the purchage of a colliery property, say 14 to 20 per cent per annum, depend-
ing upon the amount of risk estimated to' be encountered with the redemption
of the capital at some other practicable rate. (Irom Notes upon the Redemp-
tion of Capital Invested in Collieries, Trans, Fed, Inst. of Min. Engineers,
volume 3, page 735; England, 1892, Author of Hoskold’s formulw, in * Engi-
neers Valuing Assistant ”; London, 1877.)

Hoskold is an English engineer, anthor and mining man. Many
years ago he prepared a book on mine valuations, and prepared
certain discount tables.

4. R. Finlay: The value of a mine must be traced to a commercial transac-
tion and has to be figured from the amount that cun be marketed, the cost
of production and the time reguired to complete the operation. Management
is often the sole factor in determining percentage of profit. The risk rate
varies from 10 to 50 per cent. (From Costs of Mining, oy Finlay, p. 44. Mr.
Finlay made appraisal of iron mines for State of Michigan und coal mines for
State of New Mexico.)

Floyd Dvis: In metal mines where the prospects for probable and possible
ore ure good, a 20 per cent risk will often be sufficlent, this being in addition
to the legal rate of interest. Ordinarily, a mining risk should be above 30
per cent. (From The Mine Investor's Guide, by Floyd Davis, Western Cor-
‘respondence School of Mining Engineers, Des Moines, Iowa, 1909.)

J. C. Dick: In any appraizal method, the closer the fair market value ap-
prouches the intrinsic value, the more accurate the appraisal. (From Methods
and Problems of Federal Taxgtion of the Mining Industry,” Proc. 23d Ann.
Conv,, Am. Min. Cong., Denver, Colo.,, 1920. Mr. Dick is u consulting mining
engineer and formerly head of natural resources division, Income Tax Unit,
Bureau Internal Revenue.)

J. H. Curle: Profit in sight wust represent distinctly more thon 50 per cent
of the mine’s murket value, The shares must yvield at least a clear 10 per
cent. For a developed and operating gold mine, the net profit in sight in the
ore rescrves must be equal to 66 per cent of the market valuation, the yield
on the Investment must be 15 per cent, including the return of capital. (From
Some Gold Mine Investments, Eng. and Min. Jour, vol. 75, p. 711. Mr.
Curle is author of the Gold Mines of the World, a book much consuited on
stock exchanges.)

J. D. Kendall : There remains to be noticed the interest to be allowed to a
purchaser, and the amount to be set aside for redemption. Even for ore
blocked out, the rate should never be less than 12 per cent, and might have
to he made 25 per cent or more, depending on the mining and commercial
risks. A rate of interest to a purchaser that is commensurate with the greater

-
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rixk must be allowed.  (From The Valuntion of Mines, 'Trans. Canadian Min.
Inst., vol. 17, p. 142, 1914,)

Robert 8. Lowis: At best o mining investment has n large element of risk
attached to it, and therefore the rates should be proportionately great. Hav-
Ing u proved mine that is well managed and has Invge ore reserves, the rate
may be comparatively low, say 8 to 10 per cent.  Nince this is not all income,
as part mast be used to replace the investment, 12 to 15 per cent would com-
pare favorably with say 7 to 10 per cent in manufacturing or other industrial
enterprises,  For a mine in o foreign country, the rate should be much
higher, as high as 30 per cent has been asked on investments or mines in for-
elgn countries where the mines were not tully developed, though they were of
great promise.  (From Some Principles of Finance, Min. & Sci. Press, vol. 121,
0. 457, 1920.)

. K. Leith: In gacetual practice, interest rates used in making valuations
vary from ¢ to 20 per cent. (From Economie Aspects of Geology, p. 331, by
. K. Leith. Mr. Leith colluborated with Finlay in valuing Michigan iron
wines,) :

¢, W, Purrington: 1t Is geperally and fully considered that a gold mine
must pay from 10 to 20 per cent per annum on the investment, besides redeem-
ing the whole capital required, the difference in the amount of interest
depending on the situation and life of the mine considered ; but to assume that
anvthing above ordinary bank interest can be obtained on that proportion of
the annual returns which is ret aside to redeem capital is undoubtedly wrong.
(From Valuation of Mining Shares, Min, & Sci. Press,, vol, 96, p, 771, 1908,
The Iate Mr, Purrington had made a speclalty of placer mining for about 20
yvears in Aluska, California, and Russia.)

. A. 8. Redmayne: It is not uncommon practice. in the case of unopened
mines, (o allow in deducing the value deferred. from 15 to 20 per cent in the
place of about 8 per cent, as in the case of properties already being worked,
but there must of necessity be a considerable voriation in the value of unde-
veloped property. (From The Ownership and Vsluation of Mineral Property,
by Redmayne and Stone, London, 1920. Mr. Redmayne was for many years
connected with the mines department of Great Britain.)

T. A. Rickard: A mine may be seid to be worth a certain sum when it can
return that sum as profit from operutions covering a term of years, plus the
interest on the investment during the period consuraed in the return of the
stated price. It is hard to purchase mines at¢ a fair valuation. If a mine Is
worth a certain sum, as near as fact ean be determined by skiiled and trained
specialists, one group, chiefly the mine operators, will pay only that much for
a mine, another group will pay more, according to the popularity of the local-
ity and the attractiveness of the mine in the expectation of selling or promot-
ing the property at a profit, and the third group of innocents will be deluded
into parting with a price which, humanly speaking, promises a loss with
deadly certainty. (¥rom 'The Valuation of Mipes, an editorial by Rickard im
Eng. & Min. Journal, Jap. 31, 1903.)

T. A. Rickard: Minoes are very rarely hought merely for the ore proved up
by comiplete evidence ; the attractive feature is as a risk, a speculative enhance-
ment of value likely to arise from further discovery., (From The Sampling and
Estimation of Ore in a Mine, 1007.)

T. A. Rickard : The investor who expects to eut out all risk in mining is like
a man who wants to learn to swim without getting wet, Risk is the essence
of mining, as it is of ary business that yields high returns. All you should
expect ik a reasonable security for your mone;. To bhe a sound venture, a
mine during its life must return the price paid for it, plus interest, the rate
of which depends upen the risk, from 5 to 20 per cent. (From The Valuation
of Mines, Min. & Sci. Press, May, 1913, p. 770. Mr. Rickard was for many
years editor of Mining Magazire, London: Engineering and Mining Journal,
New York; and Mining and Scientific Press. San Francisce, Calif. Also a con-
sulting engineer of note.)

F. W. Sperr: Hoskold’'s method of mine valuation was undounbtedly old
among mining financlers long before it found its way into literature, and Y
have never known any fauit to be found with it as a fundamental proposi-
tion; but as to detaile of its application, there are sometimes greatly diversed
opinions.,  Nmock  used  the method in New  Jersey many years ago.
Finlay used it in Michigan more recently, and it is still being used
in Michigan for there is nothing else to bo used. You can not get away
from it any more than you can get away from the method in use for finding
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the value of a perpetual annuity, but there should be univormity in the ap-
plication of the detalls to each «lass of property. (krom poderal Taxation
of Mines, Trans. Am. Inst, Min. Eungrs, Bull, 155. Mr. Sperr is professor of
mining engineering, Michigan College of Mines.)

Wm. Young Westervelt: There should be assured mineral reserves, at least
sufficient to produce profits that will more than return the capital required to
put the property into successful operation. The coxt of securing capital
under favorable conditions often does not exceed 10 per cent and may not he
more than 5 per cent. In the absence of assured mineral reserves, the whole
question of value is one of inferenen, and amortization tables have little ap-
plication. (From Mine examinations, valuations, and repores, p. 1615
Peele's Mining Engincer’s Handbook. Mr, Westervelt is a consulting engineer
in New York.)

Pope Yeatman: On account of risk inherent in mining, the dividend rate
should be higher than the usual for railway or high class utilities and indus-
trles, (From Risks and security in mining investments, Eng. & Min. Journal,
Vol. 112, p. 837. Mr. Yeatman directed the development of the Chile Copper
Co., and has been connected with other large mining companies.)

Mr. Yeatman uses an 8 and § per cent valuation factor (Iloskold formula)
in reducing operating profit to present value, in order (o show the relative
values of the mine with plants varying in capacity from 10,000 to 50,000 tonx
per day. This computation could refer only to Utah Copper Co. or Chile
Copper Co., a% no other mining company in existence has efthex ore reserves
or pro§poctlve plant capacity in any way approaching those used in Yeatman's
example.

George J. Young: The rate of interest on mortgages ranges from 6 to 8 per
cent and the securlty given is from 50 to 100 per cent gZreater than the sum
loaned. Mining investments are gpssumed to involve s greater risk, and as &
consequence, a higher rate of return is espected. (Frown Elements of Min
ing, 1916, by G. 1. Young. Mr. Young is western correspondent for Engl-
neering & Mining Journal-Press, New York,)

Mr. Maxson. That concludes the portion of this report that I de-
sire Mr. Fay to read into the record. I desire to offer the balance of
‘the report, beginning with page £1. as an exhibit to Mr. Fay's testi-
mony. (

Tﬁre Cuamrman. How many pages arc there?

Mr. Maxson. All told, there sre about 40 pages.

Mr. IPay. There ave about 40 pages all together. There are 20
additional pages.

The Cuairyian, I would like to ask the representatives of the
bureau if they wish to have that done, or whether they want (o cros-
examine the witness?

Mr. Mavson. I will furnish the representatives of the bureaun with

a copy of this.

Mr. Harrson. I think it should ¢o in as Mr. Manson suggests.
and then, if possible, we could question Mr. Fay at the next session.
if that is satisfactory.

(The balance of My. Fay’s report. as submitted by Mr. Manson, -
as follows:)

VALUATION OF 11'YPOTHFETICAL LEASE

In order to bring out some of the important features of the law and regula-
tions to show its working, abuses, inequalities, and Inconsistencies, the follow-
ing typical esample of an oil lease is studied from various angles for purpose
of discussion. C

Assume the following:

Y.ease to contain 160 acres.

Life of property 19 years.

Ares to be drained by each well, 8 acres.

Depth, 2,500 feet, ,

Cost of drilling, $20,000 per well.

Price of ¢il per barrel at date of discovery, $3.06.

Factor representing possible dey holes, 20 per cent.

c»
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The esthmated wells to yield as follows:

Barrels

1 “discovery Well o e e e e - 100, 000
3 wells, @t TO0000 o ce e e e e 300, 000
1 wells, at 75,000 .. ... e o e 300, 000
4 wells, at B0000. - e e 200, 000
4 wells, at 25,000 100, 000
4 wWells vy e e e e e e e e . ————

Total yleld, Ar8t YeBY. . et s 1, 000, 600
Ultimate el et e e 1, 547, 290
Lessor's interest, one~efghth.._ . e 193, 410
Lessee'S INEOreRt o e e ————————— e e e 1, 354, 880

This gives total estimated reserves of 1,547,200 barrels, which is only 50
per cent of what 20 wells of the magnitude of the discovery well would yleld.

Cost of lease, $10,000.

Cost of drilling 20 wells, $400,000.

Lifting cost per barrel, 50 cents.

Lifting costs of the lessor’'s share prorated to the lessees production, 10 cents
per barrel,

Other costs, wastes, shrinkage, tax, and miscellaneous, 30 cents.

Total couts per barrel, 90 cents,

TasLE 2

Extimated reserves

Dircovery { Estimated
Per cent
Yeur reeOver- mfui {g&:(\;ﬁnc- Royalty, ’ Lessee's
g able each  4ra08 inxpweus. '+ | one'eighth | reserves
year barrels | dry wells
I el
1021 64,65 100,000 | 1, 000, 000 125,600 ; 475, 000
922, .. 17.91 20,700 277, 000 34,625 | 242,375
1923 . %0 11,250 112, 500 14, 062 98, 438
1924, 3. 62 5, 600 56, 600 7,075 49, 526
1925 . . 2.07 3, 200 32, 000 4, 23, 000
1926 120 2000| 20,000 25000 17500
25 . .84 1, 30 13, 000 1,625 ¢ 12,375
: 58 w0 9, 000 125 | 7. 875
.42 a50 8, 050 813 1 5, 688
31, 480 4,500 600 | 4,200
J23 ! 360 3, 600 450 | 3180
18 285 2,850 356 1 2,404
Sty 225 2 250 281 | 1,969
A2 180 1, 800 225 | 1,576
.10 ) 150 1, 500 187 1,313
‘08 123 1.230 154 | 1076
07 104 1. (40 130 | 010
.06 87 870 100 | 761
.05 5 %0 Y4 656
............ , 154,660 | 1, 547,200 193, 410 1, 354, 880
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TABLE

3

Price of oil, 1908-1923

1898

10-year Syear Average J-year

Year average average yearly average

price price price price
....................... e e $0. 8421 $0.733
............................................ L7923 L7001
................................. L7338 . 698
1 PO . 6989 .613
1002, e R . 692 . 0676
..................................... L7273 L7322
e e L7220 . 743
I 7433 . 809
. . 760 . B47
.............. L8438 1210
.. . 9694 1. 416
............. 1. 1042 1. 468
......................................... 1. 3400 1. 951
1, 4495 2.052
.............. 1. 5388 2.062
1. 6754 1. 934

Valuations have been made on the hasis of $3.06 oil, minux 90 centy, or $2.16
per barrel which is in accordence with the practice in the department in 1921
to 1923. This net price of $2.16 multiplied by the number of harrels or reserves
or estimated production during the life of the lease gives the total anticipated

operating profit as shown in Table 4. This operating probt is then
discounted over the life of the well at 10 per cent compound interest. Other
rates have heen used for compurative purposes, ('Tuble 8.)
TanLE 4
Disoorery value at 32,16 per buriel
! R Val t I:)) Isoountt Depleti
eserves alue a pereent| poocore | Denletion | DePlotion
Year , Jan.1 $2.16 per | compound 3 on ¢nst, at
harrels barrel interest value ul L5284 | Ven 20001
Hoskold -

875,000 | $1, 890,000 . 9090 | $1, 718,010 | $1,337, 504 $204, 784
242,375 523, 530 L8264 432, 645 370, 489 73,345
4 212, 626 L7518 156, 746 150, 470 20, 788
49, 525 106,974 . 6830 73,083 75,702 14,987
, 000 60, 480 . 6200 37, 552 2, 8,473
17, 500 37,800 . 544 21, 28, 750 5, 296
12,375 26, 730 5131 13,715 18,018 3,745
7,875 17,010 . 93 12,038 2,383

5, 688 12, L4241 5,210 8, 695 1,721

4,200 9,072 . 3855 3,407 8, 420 1,201
3,150 6, 804 . 3504 2,384 4,815 053
2,494 5,387 . 3186 1,718 3,812 755
1,069 4,253 . 2806 1, 282 3,010 596
1,575 3,402 . 2633 808 2,407 477
1,313 , 836 . 2304 670 2,007 307
1,076 2,324 L2176 506 1,645 326
910 1, L1978 38y 1,301 275
761 1,644 L1768 206 . 163 230
656 1,417 . 1835 232 1 1,003 198
1, 354, 880 | 2,026,648 | ... 1 2,481,037 | 2,071,037 410, 000

1 Cost and development charges, $410,000, Present value of oil, $2,071,037.

A second basis for valuation, not used by the department at any time, takes

into consideration the average price of ofl for a perfod of five years,

combined with the posted price of oil as follows:
The average price for the five-year period at date of discovery was $1.85.

The anticipated price at the end of the first year's operation is $2,

This ix

Inasmuch

as 65 per cent of the ofl ix recoverable the first year, the first year's production
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is valued by taking the average of $3.08 (the posted price) and $2, the an-
ticipated future price on five-yoar average, This gives $2.63 as the basie price
from which 80-cent operating costs are taken, lenving a net operating profit per
barrel for the first year, $1.63. 'This then Is applied to the first years estimated
production and gives a value for 65 per cent of the total oil. The remaining
ofl (35 per cent) is then valued at the expevted price of oll based on five-yeur
a:egiul;e ($2) less the operating costs of 9 cents, making a net operating profit
) 10.

$3. ”‘-‘-g@' 00__90c=$1. 63

This figure ($1.10} is then appled to the estimated annual yield for 18
years, which gives the expected operating profit from 35 per cent of the ofl,
The sum of these two sets of figures gives the togal value of the oll which is
discounted 10 per cent throughout the life of the well, ylelding a depletion
barrel for the first vear, $1.68. This is then applied to the first year's estimated
price of ofl over the entire life of the well.

TanLe b

Vatue compared on basis of posted price and expected price detcrmined from
a flve-year arerage (16 per cent discount in each case)

{Reserves, 1,354,880 barrels. Operating eost, 60 cents)

i Loss 30,30
Total net | Present Depletion | LSt $0.30:4,
proceeds ,  worth it d""lﬁ,':,‘q‘:" o
Market price of oil, $3.06, at date of discovery. | ..o e . )
Value at $3.06-$0.90=32.16. . ... _.........0 $2,92, 51 $2, 481, 037 $1. 531 $1. f254
Value of 84.65 per cent, m-§3—'9°$§3~so.w-sl.aa.j $1,426,250 | $1, 200, 461 $1.481 $1. 174
V'alue of 35.25 per cent at expected future price |
0f $2-9090=$1.10. ... ...l | 527,871 388, 580 . 800 . 4064
b O ‘ 1,954, 121 1,685,041 | 1.2¢ L9374
* Appreciated depletion due to dlscovery.
i TABLE 6
VARYING DISCOUNT FA(CTORB
Values compared on basés of varyéng discount factors
. (Reserves, 1,354,880 barreis]
Total net Lioss $0.3026
proceeds | Present g;f’,g"m Drpletion dep“‘: e
{from worth lnvgstn(l’;]nt unit O ed
Table &) depletion)
Discount at—
10 per cent compound interest. ... . .. $1,954, 121 | $1, 685,041 15,37 $1. 24 $0. 9374
20 per cent compound interest. .. ... 1,954,121 | 1,490, 522 30.43 1.10 0, 7074
25 per cent compound interest . ._...... ¢ 1,954,121 | 1,410,082 38.49 1. 041 0. 7384
10percentand 4 percent.... _........ i 1,054,121 1 1,710,421 ¢ 14.25 1. 204 0.9574
20percentand 4 percent..._.......... 11,054,121 1,525,286 8. 11 1125 ¢ 8224

The value of these same reserves set up at market price ($3.06—
$0.90). $2.16 and discounted at 10 per cent is $2,481,037, as com-
pared with $1,685,041 above. The per cent yield on investment is
the total, not annual earnings,

wr
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INVESTIGATION OF BUREAU OF INTERNAL REVENUE 1895

In all of the foregoing calculations it is assumed that the lease cost $10,000
and development $400,000, making the actual cash invested as $410,000 which
is cost of oll. The depletion unit on this basls is $0.3026 per barrel,

Each of the depletion units above i3, therefore, decreased by this amount to
show appreciated depletion rate by reason of the discovery clause. T™is is
;ehown in the last column, and is tax free under the discovery clause of the
aw.

In this example, 35 per cent of the oll or 527,871 barrels will be recovered
after the first year. The depletion unit of $1.831 arrived at in the usual way
will, according to regulations, maintain during the life of the well, 18 years.
The expected price of oil can hardly exceed $2 based on five-year average, mak-
ing the net expected price $2—$0.90 or $1.10 per barrel—yet the $1.831 deple-
tion unit applies subject to limitation prescribed in the 1924 act. Thus it will
be seen that the use of the market price of oll (without proper discount) at
date of discovery, or 30 days thereafter, as a basis for valuation ls question-
able. It defeats the purpose for which the tax law was enacted—i. e., wipes
out taxable profit.

The average price of oll iz 1920 for all grades was $3.08, while for 1921 it
was $1.60 and in 1922, $1.61. Discovery is assumed to have been made as of
December 31, 1920, and oil /s assumed as selling at $3.08 the average for the
year. Dixcovery value fs set up on this baslis as of January 1, 1921, and a
depletion unit of $1.831 established. This then applied to the 1921 production
(875,0002($1.831) gives $1,602,125 us a depletion deduction. The actual price
recelved for the ofl was $1.604 per barrel, from which must be deducted the
90 cents as cost of production, leaving a net income from ofl sold of (875,000X
$0.704) $616,000 which is spprozimately $1,000,000 less than the depletion al-
lowance. Had depletion been allowed on cost of $0.3026 per barrel, the deple-
tlon deduction would have been (875,000X$0.3026) $204,775, leaving a taxable
income (3616.000—$264,775) of $351,225,

The cash receipts from the above hypothetical case, based on actual averaye
price of oil for three years succeeding discovery and 89.83 per cent of total
reserves, are shown in the following table:

TABLE G (i)

1

et re- l)moum\ P

" Per eony
0 »Producuun Net price resent
Year recovery A turns - factor 10
om.h geuri barrels per harrel per y(‘nr per ceut worth
2L, oeoees e L6465 ; WI5,000° $0.708 $815,000  0.9000 | %350, 044
L SN | l7 91! 242 &75 L7100 172,086 L2684 142,212
1928 e e e e i . 27| 98, 4 L0 43,3130 U513 82,541
‘ 0.17 139, 067 ’ . 684 95, 122 ; , LB131 - 48,807
1~~* e i e e .
! 1,3 paeee. 826,820 |..... ... L 783,504

Average.. ... FR VR It

The present worth of the property, based on actual prices obtained for oil is
$783,504. which includes $410,000 as cost of lease and development, This
allows the purchaser 10 per cent compound interest on his investment, with no
factor of safety beyond what this interest rate exceeds gilt ~dge wecurities,
The value thus determined is only 32.8 per cent of that obtained by using the
price of oll at its peak, viz, $3.06 ner barrel. The depletion unit arrived at on
actual selling price basis is 08.64 cents, of which 30.26 cents is applicable tv
actuul cost (of lease and development). leaving 2838 cents as the “ appreciaied
depletion ” by reason of discovery, as compared with $1.53284 when bused on
market price ($3.06) of oil on date of discovery. The actual result ohtained
emphasizes the need of carefully considering the futurz price of oil, as well ax
peinting out the fallavy of using (without modification) the posted price pre-
vailing at date of discovery or within 30 days thercafter. The actual results
show that a value determined by discounting the profits at a peak price (fol-
Iowed by a series of years at low prices) may, as in this case, be 300 per cent
or more above what it should be. This well, whosge value for discovery deple-
tion is $2,481.037. had an ¢arning capacity of only 10 per cent on the basis of
$785,504, so that its market velue as between a willing buyer and willing seller
would not exceed $500,000

92919—25—-p7 11——+4
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1896 INVESTIGATION OF BUREAU OF INTERNAI REVENUE

P

CVALUE BASED ON HO-YEAR AVERAGE PRICK
The H0-yvear average price at date of discovery was §1.35, At the end of
the year the antfcipated price could have been ‘#l 40 (net [ cents), and the

price beyond that for the major portion of the remaining ofl would have heen
approximately $1.50° (net 60 centr). 'The following table gives-—

TasLe 6 (b)

Value bescd on [0-yeur average price of oil

- Discount
Average {Expected Discount.
Year Per cent | Reserves price returns factor 10 returns
per cent
64,65 ) £75,000 $0. 50 | $437, 500 L0000 | $305, 144
17. 1) 242,375 L60 | 145,426 . 8264 120,179
V.27 98, 438 .60 59, 063 L1513 44,374
10.17 139,087 .60 | 83,440 .F131 42,813
100.00 | ,350.886 | .. .. } 724,428 | ... 002, 510

VALUATIONS AT MARKET PRICE KQUATL S8ALES AT AVERAGE MARKET PRICE

A series of valuations of this hypothetical property as of Janunry 1, each
year from 1916 to 1922, inclusive, based on the average price of oil as of the
preceeding vear, gives aggregate valuations of $7.479,6089 (xeven valuations),
as compared with sales of production of $8,034,730 (receipts discounted at

the same rate, 10 per cent), giving n margin of only 7.4 per cent as hotween

the discovery value and of total income. A margin entirely too narrow to he
constdered a ~afe investment, During the five years 1016-1920 there iz a
margin of 388 per cent in favor of the Government for taxation purposes; hut
during the last two years (10921-22) of declining prices, this is practically
wiped out with an operating loxs of 51.8 per cent,

TasrLe 6 ()

Valuations for depletion

Net reeeipis | Valuation Valustion Valuation

at nvtunl " at market at three- at five-yeur
Year I wnles price + price Yess | Year average | average less
loss operat- | operating less operat- eperating
ing costs } costs ing costs CORtS
i

i
T H PR

$672, 110.00 | $157, 456, 00 | $341, 408, 00 $352, 504. G0

005, 747. 00 540, 493. 00 285, 474, 00 241, 524, 00
1, 332, 643, 00 #66, 009, 00 341, 154, 00 467, 804, 00
.. 1466, 431.00 | 1,229, 52, 00 736, 621,00 | - 5y, T80, 00

-] 2,042, 468,00 | 1,314,415.00 | 1,048, 764. 00 6144, 657. 00
783, 504. 00 2. 422,517.00 ) 1,872,230.00 1 1,144, 175,00
741,7i7.00 898, 687.00 | 1,530, 061.00 | 1,314, 415.00
19. 00 | 6,005, 807,00 | 4, 849, 189, 00
1.36 5721 46.27

o

Total . i e 024,730.00 { 7,479, 5
Average per barrel,cents ... ... oo L 76. 65

-2

While the margin of profit is apparently greater when using the three-year
and five-yeasr average prices, yet it must not be overlooked that in using these
long-period averages it will be three years and five years, respectively. before
the influence of the peak price of 192¢ is eliminated. Using the three-year
avernge price as a basis, discoveries could be allowed for 1923 at $1.524 per
barrel, while the market price is only $1.34: using the five-venr price average
the discovery valuations in 1923 would be based on $2.06 oll when the market is

L]
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KL, which, of course, does not set ap the correct value as between a willing
seller and & willing buver. It will be noted that the valustions are more
erratic when the market price i used ax g basis. The three or flve yenr
hases show mare aniformity, but in the long ran the result will be approximately
the same as when mavket price is ased. ‘The average of a large number of
valuations over w long series of years at market price will equal the actual
veceipts ut murket price during & long series of yesrs. Thix, of course, assumes
that the actunl production equals estimated reseryes.

Currying these valuations back another seven years, making 14 valuations in
all (one for each January 1), gives the following result :

Aggregate of T valuations_ o Lo .. $10, 264, 608
Aggregate of sules from SIMe. .o e e 10, 597, 254
Difference o o e e 332, 548
Per cont, margin of safety over a period of 14 years__ . ___ ... 3. 24

"This shows, as set forth elsewhere in this report, that in the long run, when
many valuations are considered at actual market price over a period of years,
the discovery values approach the value of actual sales, leaving no margin
of profit for a prospective purchaser and no taxahle income for the Government.

Valuations based on a rising market will vesult in a taxable gain only =o
long us the price cohtinnes to rike.  When the market enters a declining-price
period the depletion established during the rising market will extend to and
be applicable in the years of declining prices, thus wiping out any taxable gain,

Valuations made on a declining market result in no taxable galn, inasmuch
ax the market price ix less than the discovery price.

Taxable incote will acerne only during vising prices.  Deficits will acerue
(hy reason of depletion) during declining prices, and in the long run will offset
the other.

In view of these conditions it is appavent that the discount rates and pro-
duction hazards should be serutinized.  The application of a 10 per cent com-
pound discount to determine present worth is not suficient unless a liberal
hazard factor has been applied previously, Even then it isx guestionable
whether 10 per cent is enough.  Wells at the Lest are short-lived, asually 60 per
cent of the altimate ofl belng recovered during the first year, The total in-
vexted capital should be returned within three to five years, which means a
dividend on capital of 20 to 33 per cent per year., to say nothing of interest
(profit). on the investment in o hazardous industry.

EARNING CAPACITY--IXVERTMENT HAZARDR

The accompanying tables, 5 and 7, show the earning capmcity of a lease
wherein different discount fuctors hive been applied to the estimated value of
resevves when the murket price of ofl i< $3.06 or u net price of $2.16 after 90
cents has been allowed for pumping and production costs, The discount rates
range from D per cent, which has been applied in =ome instanees, to 20 per cent,
which to my knowledge has never been applied. 'The discount rate often used
by the oil and gas seetion ix 10 per cent appled to the middle of the year.
The present worth column in this table represents the net proceeds of the oil
which in each case of necessity includes the drilling and equipment of w.ils re-
quired to produce the ofl. On the lease in question this is estimated at $400,-
(00 to cover the drilling of 20 wells. This amount, plus $10,000 (cost of lease)
weuld represent therefore, the actual cost of the ofl reserves, or $0.3026 per
harrel.  Deducting this amount from present worth represents amount of
depletion resulting by reason of the discovery clause,
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Tasry 7

Comparigon of earning capacity hesed on different discount fuctors

[Recerves, 1.304.8580 barrets)

L(:;\‘ depie.
Not value - Total yield] o lon on
at $2.18 lw'\l:';\t;:‘ on invest- ”"ll)::}'t'”" c‘}’;:"ﬁgjﬁi’“"
v u ' 1
per barrel ment cluted
' depletion)
e B g
Discount at— Per cent i
Spercent..... ... | $2,020, M1 | $2,671, %08 9. 19 $1.072 ¢ $1. 6694
10 per cent middle of year...... .. _._. 2,920,541 | 2, 584, Wi 12 82 LY0s 1. 6054
10percent endof year. ... .. ... 2,026,041 | 2,464,520 18,74 L 81y - 15164
. 10percentand dpercent .. . ..o 2,020,541 | 2, 519,650 16.15 1. 980 ¢ 1. 5574
1percent. ... L. .. 2,926, 541 | 2,201,913 &, 88 1. 692 1. 94
percent. .. ... ... iciean ceoaeed] 2,920,041 | % 145,360 16. 36 1. 583 | 1. 284
2 per cent and $pereent... . ... 2,026,541 | 0, 271,75, 3172 1640, 13374
25percent ... iiciiiinaaaen 2,020,541 | 2,0i8,918 44.98 1. 490 ° 1.1874

! This does not represent znnual earnings but the total ea nivg over the 19-year life of property  Ahout
63 per cent of total income will be received at end of first year, 17.0 per cent second year, 7 per cent third
y{mzuo. nnl(ll 10 per cent during the remaining 16 vears. The present worth ineludes $400,000 estimated cost
of 20 wells.

Assuming that the oil reserves are definitely known and that no additional
dry holes will be drilled on the lease, there remain certain hazards in the
industry for which adequate provision must be made In order that a prospec-
tive purchaser shall be abie to receive on this investment an ample return to
Justify the expenditure of large sums of mouney. This same money may be
invested in real estate mortgages which yield a uet annual return of 35 to 7
per cent. Railroad bonds and utility corporation bonds are considered safe
and sound investments yielding 5 to 7 per cent, What then should an invest-
ment in hazardous oll ventures yleld in order that the investor may be amply
repaid for the risks involved? What discount rate should be applied to obtaln
the present worth of an oil valuation based upon the posted market price of
oil? 1If the reserves are definitely known, the following hazards are of s=uch
importance that they must be given due consideration before making an
investment : .

1. The uncertainty of the price of oil. A drop of 10 per cent may wipe out
all possible profits on the basis of a 3 per cent discount rate.

2. Losses by fire, wind, ete. A single 55000 barrel tank may he the only
margin between a profit or a loss on the Investment,

3. The encroachment of sait water. The loss of a =ingle well may turn
anticipated profit into an actual loss. .

4. Loss of casing by reason of corrosinn.  This may mean the possible total
loss of a well,

3. Dralnage into neighboring offset wells. This bas a decided affeet upon the
tolal reserves, especially when the operator or fnvestor is not finanecially able
to drill wells sufficiently fast to keep pace with the drilling program of his
neighbor.

6. Local taxes.

7. Leakage in storage and transportation.

The following table shows the result of applying some of these losses:

Tanre 8

Loxses wrhich may ocewr in the operotion of awy lease

106 per cent shrinkage in reserves
15 per cent drop in price of 0il_.... _.
Loss of one 55,000 barrel tunk (Are).............
Loss of one well by salt water encronchment .. .

Bleedihg by offset wells, Spevcent., ... . ... 4. .

‘
54 $202,654 | 1202, 654 | B202, 654 B2, 6504
o HIRORE | 8N, 08) | 438,081 ,I:Di, 81
. IR, 000 | 118,000 115, 000
- 145,000 145, 000
P 45, 000

R

208,654 TRLABS | NI N3N 0 U638 1 1Y, 080

A & s mo o m amme o o
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A 10 per cent shrinkage in extimated reserves in the ense in question, with
no variation in price, means o loss of $202,654.  The margin resulting from a
O per cent discount is only $2564,7349, not enongh to provide for this single item.

A IS per cent arop in price o oll (o 47 per cent drop occurred in 19215
represents o loxs of S638051, whileh practieally wipes out the margin of 10
per cent dixcount, $462,012, Should both these factors operate st the same
time the resulting loss would be $T3LUS5, which practically absorbs the
$T81,181, provided by a 20 per cent discount.  Add to these two losses the loss
($118,000) of one 565,000-barrel tank destroyed by fire or Ughtniug., We have a
loss of $849,035, which is barely covered by the $907,020, due to the use of a 275
per cent discount to determine the present worth,

DISCOUNT FACTOR APPLICABLE AT MIDYEAR

Prior to 1923 the Income 'Tux Unit used the discount tables as published by
Hoskold, selecting such rates as were considered applicuble to the case in
question. Seldom, however, did the discount factor ever exceed 10 per cent,
Since 1923 2 new discount tuble embodying the 10 per cent factor has been
prepared and is in use. This table is entitled ** Present worth of $1 realized
at the middle of the first fractional year and at the middle of each calendar
vear thereafter,”

The present worth of $1 due in one year at 10 per cent is $0.90909, while the
present worth of $1 due in six months, according to the new table prepared
for use in the departmernt, is $0.93348. No doubt the theory for the introduc-
tion of this factor is that oil companies receiv? their returns monthly from the
pipe lines, and therefore the average deferred period for the yeuar's receipts is
six months. While this is largely true, this method might be further extended
to digscounging quarterly, or even monthly.

As an example of the difference between this midyeur 10 per cent factor amd
the Hoskold end-of-the-year 10 per cent factor, the data given in Table 9 is
self-explanatory. It will be noted that the depletion unit applicable to oil on
the basis of the Hoskold 10 per cent factor is $1.5161 per burrel, while the
factor used by the unit gives $1.6004, n difference of 9 cents per barrel. This,
therefore, has the effect of Inercasing the depletion unit and giving a much
larger depletion during the fiest or flush period of the oil well's life. Thix
additional 9 cents per bharrel gives $78,750 additional depletion for the year
1921 on yleld of 875,000 barrels. This is also reflected in the total yield on
the investment as it gives a much higher present worth., Should a purchaser
buy the property at the value (present worth) determined by either of these
two factors, the earning power based on the midyear 10 per cent facror would
be 12.82 per cent, while on the 10 per cent end-of-the-year factor it would be
18.74 per cent.

As will be noted in Table 7, this factor which would make a possible vield
of 12,82 per cent on the investment, is but slightly better than a stralght 5 per
cent discount, whieh would yield 9.4 per cent. EHither of these factors ix
entirely too small to oifer a sufe margin fer anyone to purchase oil-producing
latds, This midyear 10 per ent discount facto~ had its oi'gin outside the
fncome Tax Unit, It worke admirably to the advantage of ‘he taxpayer in
the reduction of inceme, and by increasing the present worth places exvess
valuation on property in case of sale or rveorganization. It does not come
anywhere near placing a value as between a willing buyer and a willing seller.
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Dircovery ralue compared on basis of 18 per eent diseount applied at mid-jpear
and at end of pear

10 per 4 10 per ‘

Value nt | |
. i Per NN . o feentfae-i Present  centfac-! Present
Yeor " pent | Heseives si;}‘?‘m" tor (Hos-| worth? ltor (mid- worth !
} kold) j vear) !
R ,..“.__w»_.....m...-.‘.._.....: [P [P . . : e ‘ in
1020, e 04, 63 K75, 000 | &1, 800,000 | $0. WH0 I £1, 718,010 | *0,0534 , $1, 801, 426
27 O 242,375 523, 530 .s)m 432, 645 LRGSR | 153, 746

U8, 438 22,620 IR 3 109, 746 LIRS0 167, h4y
139, 067 300,385 | 5131 | Ll IR I N

464, .)2" bH.H 2 JM U\N

100,00 | 1,354, 880 2 026 'Ml

[

phent oo i i $410,000 |.. ... $410, 0K
iscovery v
Dgr(lm‘lim 2, OM;‘.“‘:gQ ......... 2, 174{:&8
epletion on b LuW oo 1, 008
Depletion on cost._ I 0.3026 1. ... .. 0, 5026
Do&xlv(hm upplic‘\blo tooil on | |
discovery. ... N ) O (]
Yield on investment, per cent ; ....... foroeeniinas fromeeeen N O, TS L N IO 1282
i .

tC ompoundod ?cmly from eml ol ﬂrst year.
* Compoundeqd from end of first six monthe, and yearly thereafter.

Nore.—The $400,000 cost of weils may be capitalized nad depleted over life of the wells, or it may be
charged off ns incurred as a development expense. Since depletion would be allowed on discovery, the
$10,000 bonus for lease would be absorbed in the discovery valuations.

LESBOR'S EQUITY

The income-tax laws of 19181921 and 1924 provide for the equitable ap-
portionment as between lessor and lexsee as follows:

C8EC 214, (a) (10) * *= * In the case of leases the deductions atlowed
by this paragraph shall be equitably apportloued between the lessor amd
lessee.”

Regulutions 45, 62, and 65, article 204, define the lessor’s interest on basic
date and give him deplet’'on and depreciation on values as of March 1, 1913
cost 1f acquired subsequent thereto, and the value of the lessor's equity in a
discovery on or aftgr March 1, 1913. This latter value is the fair markes
value at the date of discovery or 30 days thereafter of his equity in the min-
eral deposit. The lesqor’s equity and the lessee’s equity shall he determ ned
spparately, but when determined shall never exceed the value ut that date of
the property in fee simple,

In the mejority of cases the original lessors are the farmers or cotticimen
who acquired thelr laud for farming or grazing purposes from the Govern-
ment at @ wominal cost, The early land grsats and sales conveyed not only
the surfhee rights but all that the land contained beneath the surface, The
purchaser usnafly bought the land for what he could make by utiliz ng the
surface with no thought of mineral contents, In this way, the oil reserves
cau not be considered as costing the farmer or cattleman any appreclable
sum. The great majority of these lands which are leased to ofl operators are
usually leased at a nomina; cost plus a royalty of usually one-eighth so that
the principal cost to the operator is the expeuse of the development. It is
true that occasionally large honuses are pald for proven oil land leases. The
excess of these honuses over the vulie of the lessor’s interests as owned on
March 1. 1923, is taxable ‘ncome to the lessor.

LESSOR'S EQUITY ON DISCOVERY BASIS

The lessor has no operating costs or other expenses in connection with the
recovery of his share of oil. These expenses according to the ferms of the
Ieuse are borne by the lessee. The law and regulations allow the lessor de-
pletion based on cost, value as of March 1, 1913, or on date of discovery, or
30 daysithercafter. In the case of the lessor the valuation for depletion pur
poses vesolves it<elf into the s'mple form of determining the present value

4
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of s barrel of oil in the ground. returnable through o pericd of years, the
discounted value being based on the posted mavrket price of ofl at discovery
period,  His reserves ave as definitely known as oare the resecves of the Jessee,
hix share being stoted in the Jease,

In the following tabulntion the lessor's equ ty in a lease is represented by
one-eighth of the total reserves which amount to 193410 barrels,  The bhasis
tor valuation ix the muarket price for oil at S3.06 per barcel which gives a
total net income of FHNIKIS returnable over a period of 19 years., The annual
production has been estimited on the basis ol lessee™s operations and market
proce of oil (53.06) uapplied to every year's production.

Tapre 10

Vidue of lessor's equily Con discoreryy discounted over 19 year life of well

! |
vt | Vilue - Present © Present | Present |
“t”ffy““ | Value Ay worth, 10 1 worth, 16 | worth, 25 |
onecighhy - $3.06 por wr vent or cont t
oftotal | barrel 1 JFT A l f" r cou
i discount ‘middle year| discount
| I ! J T U
t Barrdds | Z 1
VOI25,000 | 382,500 §347,608 | $304,676 , 600
| 34,625 105,058 we, Ho0 ) 91, 829 67,610 |
i 14, 062 43, 030 42, 4R 33, 103 22,627
: PR 21, 850 14,765 | 15, 508 8, £66
4,000 . 12,240 TH00 7,871 4,010
b5 0 Te% 43I 4,520 2005 |
! 1,625 4,473 g, 0682 2,076 1,43
! L1256 . 3,443 1,800 1,684 517
. B2 2,485 1,054 1,106 3
| 600 1, 836 708 742 1687
, 450 | LA N3 506 118
: 356 | 1,080 M 364 75
( 281 860 249 261 47
| s 689 1) . 187 30
W87 573 137 144 20
1 471 102 - 107 13
| 130 JH8 U 8 10
109 PR 60 63 ]
M 264 47 ! 49 4
I 193,410 @ 591,438 501,665 . 526,887 413,191

Me-pletion unit:

Present worth, 10 per cent discount. ... ..... $2 505
Present worth, 10 per middle year.... .. ee 292
Present worth, 25 per cent discount ... . 2,138

I thix example i will be noted that three different discount rates bhave
been usedd. In eolumn three the present worth has been determined by using
<iraight 10 per cent compound dizeount, which reduces the net income to a
present weorth of $501,86%, giving a depletion unit at $2.695. Column 4 shows
the present worth ot 10 per cent compound-interest discount applied to the
middle of the first year and to the middle of cach succeeling yenr. The fac-
tors for this determination being obtained from a tabic now in use by the
Theome Pax Unit. Columt 3 shows the present worth of the same earnings
teolman 2y disconnted by 25 per cent which <t:11 gives the lessor a depletion
unit of %2136 per barrel. which after all ix in excess of the average price of
ail.

It would =eecmr that in the case of the lessov as well as in the case of the
lessee, o higher discount rafe than thut used by the department should be used.
1t does not seem within reason nor within ordinary business practice to con-
ceoive that any investor would put up ns mueh as $500,000 for an oil well and
oxpect {o receive only $591,838 in return for the irvestment. The margin i
entirely too narrow for the risk involved. It can be assumer) that the lesgor's
interest in this piece of property has cost him nothing more than the price
of his-ngricultural or grazing land and that he would be well repnid if he were
able to sell his Interests at oven one-half the value as indieated in column 2,
and it is belleved that in order to make a sale at all as between a willing
buver and a willing seller it would be necessary to discount the anticipated
net income approximately 50 per cent betore an investor could be interested.

The virluation is baxed on the market price of oil at 308 per barrel, the
actin] uverage price of oil for the following venr was 8160, which goes 1o
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show that the valuation at a peak price does not establish a value that will
appenl to an investor

INVERTEDB € APETAL

The aets of 1917, 1918, and 1921 recognize that invested capital may incluGe
o paid-in soepla:.””

In the case of a corporution or partnership: (1) Actual cash pafd in: (2)
the actunl cash value of tangible property patld i other than cash, for stock or
shares in such corporation or partnership, at the time of such payment (but
in case svch tangible property was paid in prior to Juan, 1, 1914, the actual eash
vitlue of such property as of Jan. 1, 1914, but In no ense to exceed the par
vidue of the original stock or shares specifieally  issued  therefor) ;. and
(:3) paid-in or earned surplus and undivided profits earned during the tasable
yeur. (Act of 1917, sec. 207 (uw).)

In the case of an individual : (1) Actual cash paid into the trade or business:
(2) the actual cash value of tangible property paid inio the trade or business,
other than ecush, at the time of such payvment (but in case such tangible prop-
erty was paud in prior to Jan. 1, 1914 the actual cash value of xuch property
as of Jan. 1, 1914) . and (3) the actual cash value of patents, copyrights, good
will, trade-marks, trade brands, franchises, or other intangible property. paid
into the trade or business, at the time of such payvment, if payment was made
therefor specitically as such in cash or tangible property, not to exceed the
actual ensh or actual cash value of the tangible property bona fide paid therefor
at the time of such payment, (Aet of 1917, see, 207 (b).)

Actual ensh value of tangible property, other than eash, bona fide paid in
for stock or shares, at the time of such payment, but in no case to exeved the
par value of the original stock or shares specifieally issued therefor, unless the
actual cash value of such tangible property at the time paid in is shown to the
satisfaction of the commissioner to have been clearly and sabstantially in
exeess of such par value, in which case such excess <hall be troated as paid-in
surplus: Provided, 'That the commissioner shall keep a record of all enses in
which tangible property ix included in invested cupital at a value in excess of
the stock or shares issued theretor containing the name and address of each
taxpayer, the business in which engaged, the wmount of invested capital and
net income shown by the return, the value of the tangible property at the time
paid in, the par value of the stock or =hares specifically issued therefor, and
the ameunt incloded under this paragraph as paid-in surplus. The commis-
sioner shall furnish a copy of guch record amd other detailed information with
respect to such eases when required by resolution of either House of Congress,
without regard to the vestrictions contained in section 257, (Aet of 1918, see.
326 (a)(2).)

Tungible property paid in-—value in excess of par value of stock: Evidence
affered to support @ claim for a paid-in stuepfus must be as of the diade of the
puyment, mul mny consist, wmong other things, of («) an appraisal of the
property by disinterested authorities made on or about the date of the traus-
aetion: (b certification ot ihe assessed value in the case of real estates; and
(¢) proot of a market price in excess of the par vilue of the stoek or shares,
The additiorzal value allowed in any ¢ise is confined to the value definitely
known or accenrately ascertainable at the time of the puyment.  (\et of 1018,
regulations 45 and 62, art, 836.) .

Surplus and undivided profits- - paid-in surplus: Waere it is shown by evi-
dence sutisfactory to the conumissioner that tangible property has been paid
in by a stockholder to o corporation as a gift or at a value definitely known
or accurately ascertainable as of the date ol xuch payment clearly aud sub-
stantially in execess of the cash or other consideration paid by the corporation
therefor, then the amount of the excess shall he deemed to he paid-in surplus.
Substantially the same kind of evidence shall be required under the article as
under article 836, (Act of T8, regulations 45 and 62, art, 837.)

ANALYTICAL APPRAISALS FOR INVESTED CAPITAL

Since the regulations recognize the analytical appraisal methed for deter-
wmining invested capital, including paid-in surplus, it 1s evident from the fore-
going exumple worked out in detail for depletion purposes, that unduly large
invested capital may result. One of the impertant contentions of many oil
company tax cases was that the paid-in surplus should be recognized. 1The
law allows the inclusion of a pabd-in surplus in invested capital,

£y
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The amcunt thut is allowable is a question of fact. Lhis fuct, in accordance
with the regulations, is determinable by the analytieal appraisal mothod. If the
proper hazavd and discount factors are not used, excessive padd-in surplus will
be sllowed @ well as excensive depletion rates,  While the value based on a
discovery may not' be included in invested caplital, yet the principles fovolved
and used in naking valuations for discovery are employed in determining a
value for tangible property (oli linds, wells, ete) turned in for stock upon
change of ownership or reorgavization. Paid-in surplus was an important
factor in tax redncetion under the 1917, 1918, and 1921 laws.

The CHamyan. Do you want to continue on this oil situation
to-morrow, Mr. Manson. or do you wish to present something now,
Mr. Gregge !

Mr. Grege. My, Chairman, I may not be able to be here to-
morrow morning, and there are just a few points that T wish to
bring out in connection with Mr, Fay’s testimony.

The Cramyan. All right.

Mr. Greae, Mr. Fay, your eriticism, as [ gather it. of the action
of the bureau in treating the depletion of natural resources, is
divided into three heads. The first was the criticism of the regu-
lation defining a proven area. You stated in your testimony that
this regulation was first issued in October, 1920, defining the proven
area as 160 acres square. with the well in the center.  As I gather it,
that regulation is an interpretation of the statutory language, which
says, “a proven tract or lease.”

Mr. Fay. Yes.

Mur. Grece, Sinee that time there have been two new revenue acts
passed by Congress-—the 1921 and the 1924 acts—both of which use
exactly the same language, do they not ¢

M. Fay. They do.

Mr. Grreac. In other words, Cengress. with the regulations de-
fining that that langnage before them. reenacted the same identical
language twice?

Mr. Maxsox, That is a legal conclusion. T doubt very much
whether Mr. Fay. who is an engineer. is qualified to express an
opinion on that subjeet.

The Coarvax. T should say it they did not have it, they onght
to have had it.

Mr. Grece. AN right, siv. There is one other point that T want
to bring ont. 1 am not attempting to justify the 160 acres defni-
tion. but T want to hring out a couple of points in connection with it.
Mr. Fay eave an example showing how that definition worked to an
absurdity. T will attempt to rvestate it. - Suppose .\ and B own ad-
joiming 160-acre tracts.  There has heen no o1l discovered anywhere
around. .\ brings in a well in the center of his tract., B then drills
an offset well on his adjoining tract, and. as Mr. Fay brings out,
he is allowed discovery value.

That sonnded ax if it were a criticism of the regulations. As a
matter of fact, it i« a criticism of the law, which says that in the
case of oil mines, gas wells, and so forth, * not acquired as the result
of the purchase of a proven tract or lease 1 in other words, no mat-
ter if the well were on the adjoining acre, the law would have given
discovery on the second weil brought in by the owner of that adjoin-
ing acre, since he had held the property prior to the time that the
well was brought in on the adjoining acre. ‘

Mr. Maxsonx. That all depends on what the regulations say.
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Mr. Grreo, No, sir.

Mr. Maxson. A discovery aren of 160 acres or otherwise.

Mr. Grece. No, Mr. Manson: that is just the point that 1 wa-
trving to bring out, that the definition of a proven area in such a
case - the example given by Mr. Fay is immaterial, because, in the
law, the " proven” provision only applies to property acquired as
a result of the purchase of a proven (ract or lease. Tn other words,
if it were not proven at the time it was acquired, then he can get
discovery if he drills a well on an adjoining acre to a proven well.

Do T make myself clear. Mr. Chairmian ¢

The Cuameman. It is very involved. but T think I understand it.
Let me see if T do.

A buys or owns 160 acres. Bl two weeks afterwards, buys the next
160 acres. At the time B huys his 160 acres, A has not discovered
any oil on his land.  Tn that event both A and B are entitled to di~-
covery value?

Mr. Greci. Yes, sir: regardless of the definition of a proven area
contained in the regulations.

The Cuamrmax. And that is your interpretation of the law?

Mr., Greoe. Yes. Let me read the section:

Provided, That in the ease of mines, oil and gas wells discovered by the tax-
payer on or after Marvch 1. 1913, and not acquired as the result of purchase
of a proven tract or lease.

In other words, the proven tract or lease comes in only in con-
nection with the word acquisition.

The Cuamman. Let me wet this straight.  The suceessive revenue
laws reenacted that clause in the law?

Mr. Greca. Yes, sir; verbatim,

The CHamrsmax. And the bureau raised no objection to it!

Mr. GresG. No. sir: neither did Congress,

The Cuammmax. I nnderstand. | am coming to the Congress.

The burean must have known that this was resulting in an uh-
surdity. it seems to ine. They should have drawn the attention of
Congress to the fact that it was working to an absurdity.  Congress
should have had this before them when they reenacted that part of
the statute vear after year, and 1 confess that Congress was negli-
gent. [ also think the Treasury was negligent in not drawing the
attention of Congress to the absurb way i which the law works,

Mr. Maxsox. I would like to call the attention of the chairman to
the fact that this is the first tinme that Congress has attempted to in-
vestigate this subject.

The Cuamemaxn. I understand that. I am not talking about that.
but I am talking about the fact that the bureau during all of thi~
time had that experience, and T think the records show, so far as 1
have looked into them. which have been presented to me. that it has
resulted in an absurd situation, and certainly it was up to the
bureau, in their good judgment, and it was their vesponsibility and
initiative, to draw to the attention of Congress the fact that the law
wos working in an absurb way.

Mr. Greas. The two points that I wanted Yo hring out were these:
In the first place, that the criticism of the regulation in connection
with the example Mr. Fay gave, should be directed. not at the regu-
Jation, but at the law: and. in the second place. that the regulation
which has heen eriticised has been in effect since 1920, and that the
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<ame langnage in that respeet has been reenacted twice subsequently
by Congress.

There is one other point that I want to make in that connection.

The second eriticism by Mr. Fay was that at the date of discovery
there is a boom value of the well, and that allowing depletion on tlmt

value gave the taxpaver a much greater advantage than he i
entitled to.

Mr. Maxsox. That was not Mr, Fay’s suggrestion at all.

The Cuairmax. That is what I understood. anyway. and that is
what T understand the eriticism to be. because it does create an un-

reasonable depletion. uas I gather it from statements that have been
made to me both formally ‘and informally a number of times.

Mr. Maxnsox. But the oh]m'tlml is this, that it is not at the time of
the discovery of the well, but it is at times of high o1l prices.

The Cramrvaxn. Yes; I understand that.

Mr. Grece, It comss rlght back to the same point.

The Cuamrman. Yes: and [ still think the -ttention of Congress
ought to be directed to the absurdity of that : -ature of the law. and
it onght to he corrected in the next statute.

Mr. Maxson. On that point. I maintain that the law does not
justifv any such thing at all. The law savs that the value of the
well shall be determined as of that date. T submit that in the case
of a well which is not to be exhansted for a period of 5, or 10, or 15
vears, no one would assume. in purchasing that well. that the price
of the oil as of the date of discovery was going to continue.

The Cuamuman. 1 would like to ask counsel, then. how he would
arrive at the discovery value, in the light of the statute

Mr. Mansox. In reply. T might sayv this, Mr. Chairman: the par-
ticular provision quoted by the gentleman is exactly the same provi-
sion that applies to mines. Tt 1s not only a similar provision: it is
exactly the same provision that applies to mines. In the case of
mines, they have taken a ten-vear average as the basis. Mr. Fay
has suggestvd here, by reason of the fact that a very high percentage
of the oil is recorered the first vear. that. they should take a combina-
tion of the market price ax of date of discovery and of the average
price over a period of time: but the figure that the law fixes to be
determined within 30 days is the value of the oil in the ground, not
the price of that oil as though it were all on top of the ;.:rmmd and
ready to be delivered mtu the pipe line.  The basis of value taken
here assames the oil has all heen vecovered from the ground and is
ready to be delivered into a pipe line as of the date of discovery. or
within 30 days thereafter, The thing to be determined is the value
of the oil in the gronnd, and anyone buving it on the date of dis-
covery, or hn\mu‘ it at any time during 't the 30- day period fixed by
taw. would necessarily take into consideration the fict that the price
of oil is liable to be reduced before that oil is recovered,

The Cramryax. 1 would like to ask Mr. Gregg, then, to tell us why
they applied thig rule that counsel has just complained of te oil and
nog to other natu al resources .

Mr. Grece. T am not familiar with the valuation side of it, bur
there is one rather obvious answer.  The copper mines were not be-
ing valued under this section, which provides for valuation at date
of discovery or within 30 davs thereafter.  They are being valued
as of March 1. 1913,
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The Cmamrman. Yes: I understand that. but counsel has referred
to this provision as applied to oil and gas as being exactly the same
provision as applied to other natural resources,

Mr. Grece. Yes, sir: that is the point [ was bringing out, that it
was not exactly the same one,

Mr. Maxsox. There is only one provision in the law which is
identical in the case of both corporations and individuals, that pro-
vides for discovery value, and that provision provides for discovery
value of mines, oil wells, and gas wells,

M. Greac. That is perfectly true,

Mr. Mavsox. And it is the only provision under which any dis-
covery value would be allowed to anyhody for any purpose,

Mr. Greac. That is perfectly true. Mr. Chairman. The valua-
tions which are under consideration now are discovery values of oil
wells.  That is the only place in the statute. the discovery value sec-
tion. where the valuation must be at the date of discovery or within
30 days thereafter. However. I am not gqualified to pass ou the de-
termination of the future price or to give vou the future price of
oil. T merely want to bring out that the valuation ax of date of dis-
covery was in accordance with the provision of the statute.

The Cuareyax. T know, hut it seems to me that it is not a question
of th exact language of the Inw.  What has been impressed upon me
is that the application of the law is what is being eriticised. and not
the fact that the law reads that way.

Now, I would like to ask Mr. Gregg if he can tell me why. in cer-
tain oil cases. they used the price of oil averaged on the 30-day
period. and in other cases they spread it over the ten-year average !

Mr. Guece., I not only can not tell vou. but 1 did not know that
they did. T have no idea of how the value is determined. the average
price of oil.

The Craemax. I saw an editorial in one of the mining journai-
recently, Tiat dditorial wax drawn to my attention. and it eriticis
this committe:. of course, and I might say that all publie criticism
as carried in tae press s directed at this conmmittee, =ome of which
is undoubtedly nspired: but in this editorial mention was made of
the tax simphtfication board. The committee was charged with do-
mmg some duplication. or at least for assuming some responsibility
which properly b longed to the tax ~simplification board.

Do vou know that board, Mr, Gregg !

Mr. Greca, Yes, siv

The Cramryvax. Is it in existence now !

Mr. Grice. No: it was disbanded, I think. about ~ix months ago.

The Chamyax, Was it created by statute law or by Executive
order!?

Mr. Grece. Under the revenue act of 1921.

The Cramevax, The statute provided for the organization of that
hoard ¢

Mr, Greca, Yes, sir.

The Chammax. And did the statute provide for its abolishment ¢

Mre. Grece, Tt =aid they should continue longer than they did.
but the Appropriations Committee cut out the appropriation.

The Cramryax, Ihd that board present any r.commendations to
Congress as to how the law might be amended -0 ax to eliminate the
ridiculons application of the discavery featnre or other featurves,

JR———
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which you have just referred to in tixing the value of oil for 30-day
pertod ¢

Mr. Greco, The tax simplification board devoted atself practi-
cally exclusively to vecomniendations for administrative changes
within the bureau. It did not consider the law to any appreciable
cxtent. It mnde two reports to Congress. The only recommenda-
tion ax to legislation was it reference to capital gains and capital
losses,

The Coamyax. Now, this mining journal's eriticisiy of infring-
ing upon the work of the tax simplification board was not exactly
correct, was it/

Mr. Grecs, The tax simplification board’s work, as 1 say. was
confined exclusively to questions of administration.

There is just one other point that I would like to bring out.

The criticism of this definitien contained in the regulations of the
proven area does not arise in a case where both properties were
acquired before discovery was made on either, but it does srise
where discovery is made on one, and then an adjoining property is
acquired. Then the criticism is applicable.

1 ~hould like to point out this fact, that the regulation as quoted
does not lay down the ironclad rule that the only area which is
proven by a discovery was this 160-acre tract. The regulation says
that at least the 160-acre tract is proven by the discovery. Then, if
I can find it——

Mr. Manson. Mr. Fay read the other regulation.

Mr. Greca. It then says, in article 220, that in specific cases more
may be proven by discovery than the 160 acres. 1 just wanted to
make it clear that it did not say arbitrarily that only 160 acres were
proven by discovery. _

The Cuamrmax. You think it is justifiable criticism, then, to allow
discovery value if the oil is already known to exist in the 160 acres!?

Myr. Grroe. It depends entirely, Mr. Chairman, upon the question
of policy, in the first place, whether you ore going to allow dis-
covery value.

The Corarmax. You contend. then, that the bureau has a nght to
determine whether it shall allow discovery value?

Mr. Grece. No,sir, I think it is a question of policy that Congress
has determined one way.

The Criamemax. Yes: that is my interpretation of it, that vou are
following the act of Congress,

Mr. Grece. Yes, sir,

The Cmamyax. Yo you construe it that (‘ongress intended that
vou should allow B discovery value when he purchuased his land
after A had purchased his and discovered oil?

Myr. Grece, Not if B's property were proven by A’s discovery, and
I think the regulations so provide.

The Caairmax. Would you not think that B's land had been
pretty well prover if A had discovered a well previously ¢

Mr. Guegi. It depends on the relation between A’s and B's land.

The Caamrmax. Of course, I mean if they are contiguous to each
other’

Mr. Grres. Well, it would depend upon how far from A's land
B's well was. 1 think those matters are matters that have to be
decided in individual cases. I do not think you can lay down a
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hard and fast rule. I think that is all the regulution says, that the
discovery at least proves the 160-acre tract, and may prove more,
deﬁmding upon the facts in the case.
- Mr. Manson. Do vou know of any cases where the department has
ruled that discovery proves more than 130 acres?

Mr. Greee. No, sir; I have not gone through the cases which the
department has closed, searching for this information.

he Cramyan. Do vou want to make any further statement, My,

Grbofg? .
r. Grrca, That is all, sir. I just wanted to bring out those three
points.

The CHammax. You covered three items!?

Mr. Grece. Yes, sir.

The Crairmax. Is there any criticism on vour part of the third
criticism of Mr. Fay?

Mr. Grege. On the matter of the discount rate I noticed this point.
that several of Mr. Fay's quotations applied only to gold mines. I
am not qualified to say whether the discount rate applied in the case
of oil wells should be used in the case of gold mines. I noticed in
one of these quotations that he made the statement that the dis-
count factor was different in the case of a mine than in the case of a
manufacturing concern because in the case of mines the payment
they received did not represent entirely profits, but represented. in
part, a return of capital. Now, of course, by deducting depletion in
our estimates, we take care of that in whatever discount rate we use:
so that quotation has no real application to the cases under con-
sideration. But. as T say. I have no real knowledge of this subject
of discount.

The CramMman. You have hed a good deal to do with financial
matters and rates of return. have you not?

Mr. Grece. No, sir; but I have studied it somewhat.

The CuamrmanN, Would vou consider a 5 per cent rate to be all
right en an oil well?

r. Greee. I would say frankly that from what little I know of
the matter it appears to be too low. . .

The CuarMaN. Would you consider 10 per cent too low?

Mr. Greca. I would not like to go any further than that. I do not
know where T would draw the line.

The CHatrMAN. As I understand it. you have a national reputation
as a financier and treasury expert. and I was wondering if yon would
personally invest your money. or the money of your heirs, 1f you had
an{‘heirs, in an o1l well on a 5 per cent or a 6 per cent basis.

Mr. Greae, I do not think I would on a 5 per cent basis. Above
5 per cent I would say it would depend upon the reports of people
who had greater knowledge than Y as to the risk involved.

The Cuamrman. You would take some risk, then, at 7 per cent.
when you could get a gold bond at 6 per cent?

Mr. Grrea. I would take 2 risk proportionat: to the 1 per cent
difference; yes, sir.

The Cuamrymax., We will adjourn until 10 o'clock to-morrow
niorning.

(Whereupon, at 12.30 oclock p. m., the committee adjourned until
to-morrow. Wednesday. February 11. 1923, at 10 ¢’clock a. m.)
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UNITED STATES SENATE,
StLECT COMMITTEE T0 INVESTIGATE THE
Burrau oF INTERNAL REVENUE.
W ashington, D. C.

The committee met at 10 o'clock a. m., pursuant to adjournment

of vesterday.
resent: Senator Couzens, presiding.

Present also: Mr. L. C. Manson. of counsel for the committee;
Mr. L. H. Parker, chief engineer for the committee: and Mr. A. H.
Fay, consulting engineer for the committee.

Present on behalf of the bureau: Mr. A. W. Gregg, special assist-
ant to the Secretary of the Treasury: Mr. C. R. Nash. assistant to
the Commissioner of Internal Revenue:; Mr. Nelson T. Hartson,
solicitor, Bureau of Internal Revenue; Mr. James M. Williamson,
attorney, office of solicitor, Burean of Internal Revenue: Mr. S. M.
Greenidge, head, engineering division. Bureau of Internal Revenue;
and Mr.%’. N. Thayer, chief, 0l and gas section, Bureau of Internal
Revenue.

The CHawgmMaN. Are you going to continue this morning, Mr.
Mason?

Mr. MansoN. Yes.

The CaairmMan. If you are ready, you may proceed.

Mr. MansoN. Some time ago I received a communication from a
local lawyer, by the name of Walter Holland. This communication
followed a verbal conference which was had betw~ern Mr. Holland
and myself, at Mr. Holland’s invitation. I do not u..nk it is neces-
sary to read this letter into the record.

'ghe Cuairsan. Is that the letter that deals with the percentage
on foreign moneys?

Mr. Manson. Yes, sir.

The Cuamman. Suppose you hold that until some of the other
members of the committee are preseut. and let them pass upon it.
1 would like to have them hear it. T do not think it is a matter
that concerns this committee, though.

Mr, Manson. I do not, either.

The CrarMmaN. But we will let the committee decide that.

Mr. Manson. I am frank to say that I had expected at some day
to submit this, when I reached that point. to the department and
ask them to reply to this letter. T have heen engrossed with other
things and have neglected te do that. There was an interview
published in the paper with Mr. Holland the other day in reference

1911
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to the matter, and 1 feel it is proper to submit it to the committee
without any recommendation at all.

The Cramrman. T met some newspaper men and 1 told them T did
not think it was a matter the committee hud anything to do with.
It did not concern the investigation of the Bureau of Internal Reve-
nue, as 1 understood it, and I would ask the committee to pass upon
it, as I did not eare to pass upon it myself.

You may proceed, Mr, Manson. with the matter that you are to
present.

Mr. Maxson. I desire at this time to read into the record the
written instractions issued by Mr. L. H. Parker. chief engincer for
the committee. to the engineers emploved under his supervision by
the committee, and who are working in the Income Tax Unit,
These instructions are in writing, dated October 25, 1924, and are
initialed as having been noted by all of the emplovees who have from
time to time been employed under Mr. Parker’s directions. It is
entitled “ Memorandum to engineers.”

The CHamman, Is this done for the purpose of answering the
criticism by Mr. Nash as to the interference of our engineers down
there?

Mr. Mansox. Yes, .

The ('Hamrrax. The point that occurs to me is whether the in-
structions have been adhered to—not whether they have been issued,
but whether they have been adhered to.

Mr. Maxson, We received no complaint from Mr. Greenidge or
anyone else up t6 the time that Mr. Nash’s letter was sent to the
committee, to the effect that it had not been adhere ~ .

Mr. Nasu. Mr. Chairman, if T may make a statemic..t right here
as to what called this matter to my attention, it is as follows:

Mr. McCloskey, who is the head of one of the audit sections in
consolidated audit division, reported to me that he has a large room
in which 50 or 60 auditors are working and that Mr. Thomas and
Mu. Johnson, agents for the committee, came into his room and were
interviewing one or more auditors with reference to cases that are
under consideration by the committee. He went to Mr. Thomas
and Mr. Johnson and called their attention to the fact that there was
not a single auditor in that room working while these men were in

“the room. 1Tt is human nature; I can not explain it, nor do I offer
any apology for it; but when one of these men comes into a room
that is filled with workmen. the natural tendency is for everybody to
stop work, to look around to see what is going on and what is likely

to happen.

When Mr. McCloskey spoke to Mr. Thomas about it. Mr. Thomas
rather resented it, and Mr. Parker came up to Mr. McCloskey's office
afterwards and straightened it out.

I think he called their attention to the fact that if they wanted
anything in Mr. McCloskey’s division they should go to Mr, Me-
Closkey and ask for it. and not step out into the audit division where

eople were working. That is the procedure that we asked to have
ollowed down there. If an agent of the committee wants a cuse
he should go to the head of the division and ask for the case, or call
the individual auditor to his room and interview him there. There
is certainly no objection to that, but I think the chairman can under-
stand how it affects the workmen, if the representatives of the com-
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mittee go into a large room where these men are working. They
feel that somebody 1s under suspicion and that something is going to
happen. and as soon as the representative of the committee steps in
the room work practically stops.

The Crammax. T will say that if T were in charge of the bureau
down there I would insist on the practice that vou have just men-
tioned of confining inquiries to the proper heads.

Mr. Nasn, T think that has been what has been desired down
there, and T am not criticizing Mr. Parker or Mr. Manson, nor the
men that have this work in charge for the committee, but I do
think that some of the men that bave been working for Mr. Parker
have been indiscreet in this respect.

The Cuamrman. Then. there is no use of wasting time in discuss-
ing it.  We will see that it is stopped. Will you see that that prac-
tice is stopped. Mr. Manson?

Mr. MansoN. Yes: but the thing I desire to answer is the neces-
sary inference drawn from his letter that it has been the general
practice of our engineers and others to go around the department
and create a disturbance. There has been no such practice. In
this isolated case, if it had been called to my attention, I am sure
it would have been straightened out at once.

Mr. Parker. And immediate action was taken on it.

Mr. Maxsox. Yes: and it is very evident that Mr, Parker took
immediate action on it when it was called to his attention.

The CHairman. I think, so far as I may speak for the committee,
the committee understands the circumstances, and I do not think
it is necessary to put all of those instructicns into the record. Ave
they lengthy?

My, Maxsox. They cover about a half a page.

The Cuamman. If that is all, you may put them in. You need not
stop to read them in. Hand them to the reporter and let him in-
corporate them in the record.

(The instructions referred to are as follows:) »,
OCTORER 20, 1924,

Memorandum to engineers, Senate Committee for Investigation of Bureau of
Infernal Revenue

Kindly be governed by the following rules, the necessity for which 1s
obvious:

1. No original papers of any kind are to be removed from the flles yon are
examining and taken out of the building, even for overnight.

2. Coples of pertinent papers may be taken. hut it should be remembered
that they are confidential and must be haunded in with your reports,

3. Conversations with persons outside the department and not connected
the Senate committe reflecting on the department or giving any details of your
work are prehibited.

4. The least possible annoyance should be given the employees of the In-
come Tax Unit, in that thelr work may not he disturbed or thelr production
interfered with.

1. H. PABRKER,

Chiet Engincer.

Mr. Maxson. I also have a statement from Mr. Parker. regard-
ing the entire situation, in reply to the letter of Mr. Nash.

ii‘he Cramryan, As to just how this work has been conducted?

Mr. Maxson. Yes, '
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‘The Cnammay. Do vou desire to put that in?

Mr. Mansox. 1 do.

The Cuamyan. You may put that in the record also as lony ax
Mr. Nash's letter is in.

(‘The letter referved to is as follows:)

RENATE COMMIPIER FOR INVERTIGATION OF
BUREAU OF INTERN AL HEVENVE,
Pehruary 11, 1925
To: Mr. L. C. Manson, General Counsel,
From: L. H. Parker, Chlef Engineer.
Subjects Morale of engincering Qivision,

In view of charges of bureau that your engineers are distarbing the morale
of the bureat's englneers, and fn view of our geonerual statement of our policy,
which the writer corroborated in yesterday's hearing, It is desired to make o
fuil statement on this subject.

First. Statement of counsel gax to policy of committee™s englueers s correct
a8 8 peneral principle. and has been followed ns rvighdly as possible,

fRecond. Exceptions to the polley have been made only when it seemed to e
more advantageous to the unit to vary the above xlightly, as follows:

(a) Your chief engineer hus thought best to consult with head of division,
asnistant chlef of division, and chiefs of section in thelr own private offices
rather than fn hix own ofice. Al these conferences were relatively short and
avolded the necessxity of taking administrative officers away from thelr dexke,

(B Your investignting engineer, Mr. Wrelght, his done n considerable amonnt
of work at o desk assigned to him in the metals sectlon.  Fhis action was
at the =uggestion of chief of the metalx sectlon, Mr. Grime~, 1t avolded
much confusion in transmittal of papers and data. The amount of statistieal
data In Mr. Grimexs’s section was jarge and very valuable, and it wax prefer-
able from all anglex not to tnke this wmatter out of the section.

() Mr. Thomas. on account of supervising the centractunl amorvtization
features of the work, as called for by Nenntor Jones, has been oblged tn some
instances to deal directly with the unit’s engincers outside of his office.

(d) Y'apers, records, ¢te, have, of course. in the nature of the work bheen
called for from the production committee or those in charge of same by yenr
chifef engineer and hig assistants, in person.

Third. On October 26, 1924, five days after employing additional engineers
on this work, your ¢htef enghneer addressed the attiched communieation to his
force. (See Exhibit A attached.)  Thix memorandum has been initinted by
each member of the force on or shortly after date of employment, .\ copy of
this memorandum was personally hauded to My, Greenddge, head of engineering
diviston, .

Your englucers are very mueh suvprised at this date with being chavged with
having unnecessarily disturbed the morale of the hureau., The fact that orders
were given to catise the least poxsible gunayance to the burean is evident from
the wrftten order herewith subitted. Your chief engineer, prior to yester-
day's hearing, never heard one word of compinint on this subject from ihe head
of the engineering division. In view of his having been furnished with a copy
of your memoranduim, he would certainly have felt privileged to complain ¥
unnecessary annoyance was belng cavsed,  The only complsints recelved from
the head of divislon were relative to proper arraugement of leaving papers
on deskx at night, coverlng typewriters, ete, Al sueh requesis we have tried
to comply with {n splte of the very volumlnous ilex we have had to handle and
the pressure under which we necessarily inve to work in order to get production.

Further, your clidef englneer han been assured by the chief of the etals
section, the chief of the nommentals section, the chief of the cond secetion, and
the chlef of the timber section that our investigantion was not disturbiug the
morale of the force and that the Investigntion was weleowed,

In regard to the rmortlzation sceetion, {6 iusi be stated that its demoratizn-
tion is evident to all.  We eontend thint this Ix unavoldable and would of neces-
«ity have happened i any event, even if the investigation had been nde by
the Commissloner of Interual Reveune, it appears to your engineers that a
lack of policy aud a proper engineering basis in this section and the revelations
made before the committee are rexponsible for this conditfon. We fesl cor-
tain, however, that the uwithinate effect will be a very great beneit et only to

~
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the Government but also to the 15 or 20 engineers in this section who have
hand to do the best they could in thelr own way without a <ufliclent poliey tald
down to ennble them to handle case~ in o unitorm manner,

Respeci My submitted,

1. 31 IPawker, Chicf Eagineer,

My, Nasn. 1 just want to state to the chairman that the complaint
that Mr. MeCloskey made to me is not the only one that T received.
I have received others that ave similur to that.

The Coanesan. 1 think that Mr. Nash and Mr. Manson had better
ot together and have My, Nash (el Mr. Manson what those other
citses are, and if the situntion requires any action on his part, I am
sure he will take it. This ix a matter that the committee wants
~traightened out.

My, Mawnson. Do you desive to ask Mr. Fay any questions with
reference to his statement of yesterday in the vecord?

Mr. Hartson, Mr. Manson, I am going over, very carefully, the
written report, of Mr. Fay’s testimony, and I think it would be wast-
ing time until I have fully covered it, to question him now at ran-
dom. I would rather wait until I have finished with his report.

The Cramax. I want to vefer te at least an inference that Mr.
Gregg made yesterday, in reference to the rulings in the oil cases.
with respect to discovery values, namely. that this whole statement
was directed to a criticism of the bureau. I want to draw Mr.
Gregg’s attention to the fact that the resolution authorizing the
organization of this committec was dirvected to investigating the Bu-
reau of Internal Revenue, and was not confined to criticizing the
burean, but specifically stated that we should recommend corrective
legislation for anything that we found wrong during the course of
our investigation. Neither Mr. Gregg nor the other members of the
bureau must conclude that evervthing that this committee or its
agents says is exclusively a criticism of the bareau, but is brought
to the attention of the committee for the purpose of corrective legis-
lation. It is not only a criticism of the bureau; it is a criticism of
the law in many cases.

Mr. Greca. 1 realize that, Mr, Chairman, and I did not mean to
leave the inference that I was just defending the bureau. I thought
that was sufliciently stated. The thing I did want to bring out,
which was not brought out, I thought, Senator, in Mr. Fay's state-
ment, was that some of his criticisms, while apparently directed at
the regulations of the bureau. were, in fact, criticisms of the law.
I just wanted to bring that out so that the record would show that.
That was my sole thonght.

The Cuairman. All right, Mr. Manson.

Mr. Maxson. In connection with the general subject of discussion
of discovery value of oil, T desire to call the committee™s atten-
tion

The Ciateman, Before vou proceed with that, Mr, Manson, T am
not clear in my mind whether there are two credits allowed. one for
discovery value and one for depletion.

Mr. Manso~. No.

The Cramman. Tn other words, why, in this case, do you call it
discovery value, and in the case of gravel or lime deposits, you eall
it depletion value?
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Mr. Manson, T will explain that.  There are three things whicli,
under different circumstances, may be depleted.  H the owuer of an
oil well buys that well after 1913, and after it has been bronght in-——
we will say that an operating oil well changes hands-~the owner of
that well would be entitled to a depletion allowance which, daring
the estimated life of the well. wonld return to hym what he puy-
for the well.

The Cuamgman, Yes; I understand that.

Mr. Maxsox, That is where an operating oil well changes hands
after 1913.

The Cramyasx. That is what you call depletion !

Mr. Mansox, That is depletion. These are all cases of depletion,
that is, depletion on cost.

The (Hammax. I understand that.

Mr. Mansox. In the case of an oil well which was an operating
property prior to the Ist of March, 1913, instead of the cost being
de Yeted, it is the Mareh 1, 1913, value that 1s depleted.

Mr, Hanrsox. When it does not change hands in the meantime ¢

Mr. Maxsox. Yes: when it does not change hands in the mean-
time. In the case of a well, or in the case of a property which is
developed subsequent to March 1. 1913, ‘'under tin conditions de-
scribed here by My. Fay, a value is set up as of the date of the
discovery, which is depleted. In other words, if an owner of a

roperty brings in an oil well under the conditions under which
discovery depletion is allowed. all of which we have gone into in a
general way, and which we expect to go into further in u particular
way, that discovery value, instead of the cost of the property. or
instead of its March 1, 1913, value, is the basis of the depletion
aHowance,

The Crayaxn. In other words, in that case it js fixed at the price
of oil within that 30-day period. That is what the fact is. is it not?

Mr. Manson. No: that is not exactly the fact.

The Cuamyax. Well, is it not a fact that it is fixed during the
30-day period nfter discovery; that is, the depletion value?

Mr. Maxsox. The depletion value 1s fixed. .

The Cuakman., Well. that is what I mean.

Mr. MansoN. Yes. ‘

The Cramyax. And in that respect it differs from the March 1.
1913, cost?

Mr. Mansox. Oh, yes.

The CuairMan. And it also differs with respect to the value of the
oil in the ground for an operating company which may be acquired
after March 1, 1913¢

Mr. Mansoxn. Yes; in the case of the sale of a going property, or
in case of the acquisition of property which is not subject to dis-
covery value. For instance, suppose that after this 160-ncre tract
is brought in——

_ The Cuamrman, When you say “brought in,” you mean when oil
is discovered !

Mr. Manson. Oil is brought in in commercial quantities.

The Ciamatan. Yes.

Mr. Manson (continuing). T buy a part of this 160-acre tract
upon which oil has been discovered in commercial quantities. My

L)
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depletion allowance, if 1 bring in a well on the pare which T buy, is
based upon what I Kmi(l for that property.

We will say that Mr. Fay owns 160 aeves of Landd. He has brought
in a well in the center of that 160 aerves. He sells me a piece off at
one corner of it. The fact that Mr. Fay brought in a commercial
well proves that arvea of 160 weres. T buy 10 weres out of one
corner of it, after he brought in that well. T am not eniitled to
discovery depletion beeause 1 have hought a proven tract or leased
within the meaning of both the law and vegulations.  In that event
the amount that 1 am entitled to deplete is what T pay for thar
property as distinguished from the discovery valne

The Coamenan, Let me see if T anderstand vou so far.  Assum-
ing that hypothetical case that vou have just referred to. and which
I understand. but assuming further. for instance, that a wildeatter
discovers oil and the price of oil is nway down under a dollar a bar-
rel, he would lose money if the contents of that well on that price
basis did not equal what it had cost him to wildeat it?

Mr. Maxson. That is true.

The Cuairman. T think I understand.  You may proceed.

Mr, Maxsox. To carry this illustration that I mentioned a little
bit further, suppose that instead of buying a corner of Mr. Fay’s 160
acres, I own a tract across the fence from this piece that I just men-
tioned, or I had a lease on it at the time that Mr. Fay brought in
his well. Under the regulations I am entitled to discovery value
upon any well that I bring in across the fence here, even though the
fact that Mr. Fay has brought in a well establishes the fact that oil
is under my property.

The CrHamMax, {'ou say “under the regulations.” You mean
also under the law, do you not?

Mr. Maxsox. Well, T do not give this same construction to the law
that is given to it by Mr. Gregg.

The Caamyan., We can discuss that later. You may proceed
with your case.

Mr. Mansox. 1 might say very briefly that I believe that the law
meant what it said when it referred to discovery. That means you
discovar something, and there is no logical relationship between 160
acres and a pool of oil.

The Cramrman. De you not think that the bureau had to put some
definition on the word “discovery "?

Mr. Mansox. I believe this: 1 believe the definition that Mr. Fay
quoted from the California regulations ,

Myr. Fay. The Californin Bureau of Mines—-

Mr. Maxsox. Yes: from the California Bureau of Mines—is an
intelligent definition, because it recognizes the fact thet when you
have oil in a certain place there are certain geological standards from
which you determine the extent of that oil body, rather than by any
arbitrary definition or arbitrary number of acres.

The Cuammax. As I understand it, then, the view of counsel is
that the bureau, instead of adopting this 160 acre measurement,
should have used the Geological Survey ¢

Mr. Maxson. I take the position that they should have used. or
recognized at least, the common geological experience.
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The Cunarmax. Which would have meant resorting to the Geolog-
ical Survey? ,

Mr. Mansox. Which would have meant resorting to the standards
generally accepted by geologists in the oil business as the means of
determining the extent of an oil body.

The Cramman. The difference between these two contentions is
that in adopting the bureau's interpretation and plan, the taxpayer
was relieved of an unreasonable amount of tax?

Mr. Mawnson. Yes: not only is the taxpayer relieved—-well, that
depcnds upon who the taxpayer is. of course—-——-

The CHarMaN. Just explain what vou mean by the statement
" *who the taxpayer is.”

Mr. Manson. Suppose a wildeatter has a lease on 10 acres. If
he brings in a well on his 10 acres, under the bureau regulations.
the fact that he brings in the well on his 10 acres only proves a 10-
acre area. If he had a tract of 160 acres, it would prove a 160-acre
area. ,

The Cuairman. Then. if counsel

Mr. Manson. I take the position that there is no relationship.

The CHArMAN. Just a minute, please. If counsel’s contention is
correct, why does not the wildcatter nse the geological survey and
avoid the necessity of wildcatting?

Mr. Manson, There are two factors in the determination whether
there is oil. In the first place. vou have certain geological condi-
tions to deal with, which are generallv recognized by everyone in
the oil business. In the second place. to prove that oil is there. you
have to find it; but when you get a combination of an actual com-
mercial well and certain geological conditions-—now, I am not
enough of a geologist to describe what those conditions are, but I
do know that when you get a combination of a well and certain
geological conditions, you can define with a reasonable degree of
certainty the extent ot that oil body, and there is ne relationship
between an arbitrary 160 acres following lines running due nm-tl\
gg(ril due south and dne east and due west. and the extent of an ol

The CrarmaNn. 1 understand. I think.

Mr. Grece. Mr. Chairman. ! do not know whether you want any
discussion of this at this time, but in view of some of these state-
ments, I should like to ask Mr. Fayv what definition of a proven area
he and counsel for the committee think should have been adopted
by the bureau, or would you rather I postpone that?

The Cratrmax. I think it should go in here chronologically.

* Mr. Greae. All right, sir.

Mr. Fay. My definition of a discovery well would be a well of
commercial importance and a specified distance from another com-
mercially producing well.

Mr. Greae. What specified distance ?

Mr. Fay. Two or 3 or 4 miles.

Mr. Greee. Why 2 or 3 or 4 miles?

Mr. Fay. Any distance which might be sufficiently large to pos-
sibly touch or open up a new oil pool. Oil pools, as they ordinarily
go, cover comparitively small areas. Thev might cover an arca of
3 or 4 miles square, or thev might cover a township.
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Mr. Grecic. All right, sir.  Would it not be possible that if we
adopted the suggestion that yon make, that one well proves every-
thing within 2 miles of it—-

Mr. Fay. It does not prove it.

My, Greae, Al right.  Then no discovery could be brought in and
diccovery value allowed on a well within 2 miles of a discovery
well. Would there not be cases where that would be too great and
other cases where that would be too little?

Mr. Fay. I think not. The intent of the law—-—

Mr. Grecs. Let me interrupt vou there. You said € or 8 or J——

Mr. Maxsox, Let him finish what he started to say. Go ahead,
Mr. Fay.

Mr. Fav. Ax T understand it, the intent of the law is to benefit.
to subsidize. to some extent, the man who gambles, who spends his
money to drill und discover a new oil well or a new ore body, and
to my mind there is no reason to believe the man who follows along
after the wildeatter and drills a well adjoining the well that the
wildeatter has brought in. is entitled to discovery, because he already
knew, both from the actual production and the geologic conditions,
that he was 95 per cent sure of bringing in oil. Now, if the well is
at a distance of 3 or 1 miles from this first discovery well, then it
gives the possibility of discovery of a new oil pool, as T believe the
law intended that it should be.

The Cramryaxn. Let me see if T get that straight.

Suppose, for instance, you discover an oil well, and that it is a very
small pool. and suppose a thousand feet away there is another pool
di- overed. or at least drilled. How would you determine whether
that was a new discovery, or whether it was a part of the field that
you had drilled !

Mr. Fay. There would be no way, Mr. Chairman, of actually
telling.

The Cuaikmax. In other words somebody has to do some guess-
ing?

Mr. Fay. You would have to do some guessing.

The Cuaramax, In that connection, I would like to ask Mr. Gregg
if, in formulating these regulations to determine discovery value,
the Geological Survey was consulted?

Mr. Grece. May I say this: What I was bringing out—and this
is not in answer to your question, and may not touch it at all—was
that Mr. Fay’s proposal was arbitrary, as the regulations are. You
have got to be arbitrary in the definition of a proven area. Any
arbitrary definition is wrong in some cases, and right in some cases.
The point that was not brought out by Mr. Manson is this. and this
is where we consult the records of the Geological Survey: The regu-
lations say 160 acres, at least, is proven by a given well. They then
continue and say that it may prove more, depending on the circuni-
stances of the case. Now, in saying whether a given well proves
more than the 160 acres, that is where we should go to the records
of the Geological Survey or any other records which are available,
to lriletermine the extent of the pool which was tapped by the first
well.

92019-~25—pr 11§
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The Cuamyan. And did the bureau do that? Did they o 1o the
Geological Survey ?

Mr. Grese. Can you answer that question, Me. Greenidge? 1 am
really not familiar with it?

Mr. Greeniper. That definition of 160 acres, Mr. Chalrman., was
made, I think, in the year 1919. At least, it was made hetore 1
cane here, and T understand that a great deal ¢f investigation was
done at that time to determine what would probably be the best
area to speeify,  Consulation was had at that time. I have heard,
with the United States Geological Survey, some of the Supreme
Court’s decisions dealing with discovery of ore deposits were also
consulted. some of the best minds were gotten together on that par-
ticular subject. and it was found that 160 seres was just ax near a
correct area as could be determined upon arbitrarily. At best. it
must be an arbitrary figure.

The Cuamryan. [ would like to know whether there ave any publi-
cations, or whether any opinions have been rendered by the Geo-
logical Survey covering that question.

Mr. Greenwae. T think there are. 1 could not say definitely. but
I do know, from my past experience, that I have come across a
definition of discovery by the Supreme Court in connection with
solid deposits, metal mines, and, of course, I have known of the
definition that was read into the record yesterday; but at the time
the decision was made to use 160 acres as the discovery area, 1 feel
sure that a great deal of attention was given to this definition before
it was made. If you were to ask me right now what criticism I have
to make of it, you would put me in a position where it would be very
difticult for me to answer.

The Cramman. I would like to say that I think the controversy,
if there is a controversy, between counsel for the committee and the
bureau, is on the question of whether the arbitrary regulation was
too liberal to the taxpayer and too harsh upon the Government. or
vice versa. In that connection I might say that if the bureau desires
to introduce any testimony to sustain their 160-acre regulation, they
may do so, because Mr. Fay has put in testimony showing why he
believes that the ruling of the bureau is too arbitrary in favor of
the taxpayer.

‘Mr., Greeu. May I say just a word. Mr. Chairman?

The Cramrman. Yes.

Mr. Grece. The point I was trying to bring out there was that the
regulation is not as arbitrary, quite, as it sounds, because it may
prove more than the 160 acres.

The Caamrman. Yes; I understood that yesterday.

Mr. Maxson. I will say that I understand that this practice of
the bureau is to accept the 160 acres arbitrarily.

The Caarman. Is that a correct assumption?

Mr. GreenNpoE. Yes, sir. With your permission, I would like to
ask one question, Mr. Chairman.

The Cuairman. Yes.

Mr. Greenige. Mr. Fay, as 1 remember it, in yesterday’s testi-
mony, stated that he had made recommendations to the solicitor’s of-
fice or to the office charged with the preparation of the last regula-
tions, or with regulations 45, relative to a change in the application
of the discovery section of the law. :
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Could you tell us. Mr. Fay, to whom that recommendation was
made, so that we may be able to refer to it at some future time, if
we wish?

Mr. IFav, T made the recommendation te F. H. Batson, deputy
commissioner, through C. . Powell, chief of the division at the tune.

Mr. GreeNmwce. Then it is o matter that s in the files?

Mr. Fay. Whether it is in the files or not, I do not know. 1 do not
know whether it ever got past the messenger boy, so far as I know,

The Coameman., Was that put in writing £

Mr. Fay. I had a written statement defining what T behieved a
discovery well should be.

The Caamyan, And you handed it to a messenger boy, as T ionder-
stand 1t/

Mr. Favy, No: I think it went to Mr, Powell’s desk.  As tar as |
can recall, 1t went throngh the ordinary procedure in handling the
mail in the division, but T did write that recommendation.

The Cuairman. Have vou got a copy of it?

Mr. Fay. 1 have not.

The Caamyan. You have no copy, and you have not the dute?

Mr. Fay. Well. the date was, 1 presume, probably carly in 1921
It was in the preparation of Regulation 45, revised. whenevey that
was,

Mr. Grecs. Mr. Chairman, do you want counsel for the committee
to continue, or do you want discussion? There are some pomnts in
counsel’s statement that scem to me to be questionable. Do you want
that brought eut ai this time or would vou rather have as wait on
that

The Ciamrymax. What do you say about that, Mr. Manson?

Mr. Maxsox. It makes no difference to me.

The Cuamman. You may do that now, Mr. Gregg, if you desire?

My. Grece. The first point in connection with counsel’s stutement
ix that a discovery under the regulation of the bureau proves the
property on which the discovery is made to the extent of 160 acres,
In other words, if discovery is made on a 10-acre tract, it would
prove only 10 acres; and if discovery was made on a 160-acre tract
it would prove 160 acres. I would like to read one part of the rvegn-
lations on that. article 222, | Reading:|

In other words, a producing well shail be presumed to prove that portion of a
given sand. zone, or reservolr, which is included in an aren of 166 neres of
land—

And the next language is in italics.
¥ v » pegardless of privitte boundaries,

Mr. Maxnsox. I want to correct my statement. I recognize that 1
was inaceuraie there,

The Cuamyan. Is that all, Mr. Gregg !

Mr, Greae. Yes, sir.

Mr. Maxson. I now desire to call the committee’s attention to sev-
eral phases of the allowances made to the Gulf Qil Co. for depletion
for 1917, 1918, and 1919,

The depletion on cost—1 have called the committee’s attention to
the fact that there are two classes of depletion—the depletion on cost
amounts to $6,570,100.30. The depletion on March 1, 1913, value for
those years amonnts to $4.947,327.12,
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The Cuamman. Is that in addition to the other mmount?

Mr. Mansox. Yes. ‘The depletion on discovery value for 1918
and 1919 amounts to $:20,996,496. 33.

The Cramyran, Why did yvou use different years there than you
did in the first instance ¢

Mr. Maxson. We have not the discovery depletion for the vear
117, Tt was not allowed., but the purpose of these figrures is to show,
an illnstrating what we weve talking about yesterday, that the amount
of discovery depletion for the vears 1918 and 1919 is twice as much

5 the amount of the cost depletion, and March 1, 1913, depletion for
the three yvears. That discovery depletion is approximately evenly
divided between the vears 1918 and 1919,

The Ciramvax, Have vou looked at any vears heyond those vears
that you have just enumerated? '

Mr. Maxson. Noj; we have not acted hevond 1919,

The diseovery depletion in this ease was the ageney which ve-
maoved this taxpay -r from the 30 per cent bracket in 1918 to a nor-
mal 12 per cent in 1919,

I want to eall the attention of the committee to the way thix ease
was handled in the bureau.

The amended returns on the Gulf Oil Corporation and its sub-
sidiaries was filed on February 19, 1921, The field auditors com-
pleted their report on February 20, 1921, and the letter fixing the
amount of tax was dated February 26, 1921. Tn the preparation of
this claim, the entire books of the taxpayer were rewritten by Ernst
& Ernst, and no change was made in this taxpayer’s claim by the
bureau.

The Ciarvas, Tt was testified at the beginning of the hearings,
if T remember correctly, that this case was hurried up because of
My Mellon's interest in it, and they decided to have 1t out of the
burean before he took oftice as Secretary of the Treasury. Is that
corveet, Mr. Hartson, do you remember?

Mr. Harrsox. That is correct. I think the testimony last spring
showed that the then commissioner, Mv. Williams, had given appro-
priate instructions to close the case as quickly as possible, in.order
that. it be out of the way before Mr. Mellon became Secretary of the
Treasury. . :

The Cuairmaxn. I would like to ask Mr. Manson at this point thi-
question: You referred to the fact that the engineers’ report or in- .
vestigation was completed upon Febroary 207

Mr. Mansox. I said the auditor’s investigation was completed on
February 20.

The CHairsmaN. 19217

Me. MaxnsoN. Yes. It is very apparent to me from the numerous
errors all the way through this case, that no adequate check was ever
made by the engineers of the taxpayer’s claim for depletion allow-
ance.

The Cuamman, As I recall it, you said that the taxpayer’s
amended claim or amended return—which?

Mr. Manson. The amended returns.

«The Cuamman. Was dated February 21. 1 got the impression
tlmtl téhat was filed one day after the auditors had completed their
work?
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Mr. Mansox. February 19, and the anditors’ report way dated
February 20.

The Cuamrmax. 1 understood the testimony to show that 1 was
filed February 20, 1921, one day before the claim,

Mr. Maxsox, And that tax was finally determined on FPebrn
ary 26,

The Coamyax. What was the tax that was determined upon af
that titne?

Mr. Maxsox. It amounted to a net refund of approsimutely
S4.000.000,

The Cuameyan. A net refund?

My, Manson. Yes

The Crrammax. Have vou found out, when that refund was niule,
whether 1t applied to other taxes?

Mr. Maxsox. 1 can not answer that guestion, Mr. Chairman.

Mr. Parker. That was not wholly in cash. I can say that this
$H000,000 was the net over-assessment, and I suppose a portion of it
was a refund in cash and a part of it credited against other tuxes,
That i1s my impression about it. -

The Caammax. Have the auditors looked up the rvecords i that
case !

Mr. Maxson. That is being investigated at the present time to see
just what the status of it is,

The Unammax. Does anyone here know what is delaying the set-
tlement of this oil case for those years? Do you know. My, Nash?

My. Nasu. Do you mean

The Cuatkman. FFor the subsequent vears

Mr. Nasn. The years subsequent to 1919

The Cnairman. Yes.

Mr. Nasp. Only generally, Mr. Chairman. that we Lave been try-
ing to wet all cases for 1919 and prior years out of the way, and on
the more diflicult cases for 1920 and subsequent vears very little
work has been done. and 1 presume the Gulf Oil Co, case i+ juled
up with hundreds of others for 1920 and subsequent years.

The Cuarrman. Does that'mean that the taxpayer is being pen-
alized because of that delay, or that the Government is being pen-
alized in not securing the taxes?

In other words. it seems to me that delay must penalize somebody
somewhere,

Mr. Nasi. Under the present statutes, Mr. Chairman, if the re-
fund is determined in the seitlement, the taxpayer gets interest from
the date of payvment up to the date of the approval of the refund,
and 1 believe conversely. if there is an additional assessment made,
we assess interest from the date that the tax should have been paid
up until the date that it is paid.

The Ciammax. That is not exactly in answer to my question.
What I was interested in particularly was the principsl and not the
interest, because, in any case, either the taxpayer is out a lurge
amount of money. or the Government is out a large amount of
money. and 1T was asking Mr. Nash if he knew which was the cuse?

Mr. Nasm. I think it works both. ways. In some cases, probably,
the taxpayer is deprived of the use of money that he has overpud
during those years. and in other cases the Govermment is deprived
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of the use of money that would have been collected a few years ago
if we had had those cases settled.

The Crarman. So, there is a necessity, in any case, it appears to
me, for speeding up the conclusion of these cases.

Mr. Nasn. That is the very big problem that confronts us. The
thing that we are trying our utmost to accomplish is to get these old
cases closed up and behind us.

The Cuamman, Has the committee delayed your work in that oil
case at all?

Mr. Nasn. I have not had any complaint from the oil section. I
do not know definitely.

Mr. GreeNmae. I think I should say, Mr. Chairman, with your
permission, that I would not say that there was complaint. There
has been delay, of course.

The Cramman. By the work of the committee?

Mr. GreenipGe. Yes. sir; and on those particular cases as to which
you have just asked why there has been apparent delay, I should sav
that some months ago, probably six or more, 1 requested the chief
of the oil and gas section to take up a number of big cases and start
work on them, particularly those cases in which the taxpayers had
supplied all the information up to the énd of the year 1921, or 1922,
s0 that I might be able to measure the amount of work the division
would have to do to bring up to date all of the larger cases by the
end of this year. I think at that time I suggested that they take
four or six—I do not remember—but to take a certain number of the
lavge cases, which involved from a thousand to several thousand
lenses, and to work those through, so that we would have something
definite to base our estiriates of time on. This case is one of those
on which the taxpayers have supplied information, and which were
being worked on, and which I got for the committee some weeks ago.

The Cramman. I am asking if the committes’s agents have
delayed closirg it up ?

Mr. Greenmge. Well, it has delayed progress. I do not know
that they would have been closed up by this time. While it has
delayed progress on this case, we have shifted the men to other work.
The delay incident to takinyg the men off of it and starting them on
something else means that they will just have to start back where
they were and take up a lot of loose ends, and keep on.

Mr. Parker. I can not quite understand why we are delaying the
Gulf Oil case, because the whole matter was simply taken up through
the year 1919, and the only papers available are the taxpayers’
papers. There were no papers in the unit dealing with the engi-
neering questions. Volumes and the Form O of the taxpayer for
the years succeeding 1919, we have not touched, except in one
instance, where I looked at the book to see if, in those following
years, the same method had been pursued, and my belief is, from
looking at that book, that in the Gulf Oil case they used the same
method as they used in former years, or the unit would probably
have to make up that whole form over again.

The Cramryan. The Chairman does not understand how review-
ing the settlement for 1919 and previous years could interfere with
the investigation of cases for the years succeeding 1919.

You may proceed, Mr. Manson.

-
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Mr. Manson. I stated that I asked Mr. Thayer, the chief of the
oil and gas section, who was in the room, whether our men had
interfered in his section, and he stated a few moments ago to me in
this room that they never had been in there except upon his invita-
tion.

In arriving at the discovery values in the Gulf Oil case, no hazard
factor is used in reducing tge total expected profits to the present
value, and the profits factor is 5 per cent. In other words, the total
expected profits are only discounted at 5 per cent to arrive at the
values as of date of discovery.

I desire to call the commttee’s attention to some of the results
that are thus obtained.

The total estimated net receipts in the case of the Leana Fife
lease, 6, volume 1061; that is, the total estimated net receipts less
drilling, development and operating costs, are estimated at $793,252.
The valuation set up amounts to $730,109. The life of the well
is estimated to be 16 years. In other words, a person buying that
well at that valuation would be expected to pay $#730,000 for a well
out of which they would expect to get $63,1I:13. of profit, and wait
16 vears before they got the whole of the profit.

In the case of the Leana Fife lease, page 7, the net receipts are
estimated at $270,704. The valuation is $249,156. The life is 16 years,
The total profit that the purchaser of that property at that valua-
tion of nearly $250.000 would expect to get in 16 years is $21,548.

The Cuamman. They could earn almost that much as lawyers,
conld they not?

Mr. Manson, Almost. In the Leana Fife lease, page 7, the net
receipts, $48,772; the valuation, $47,426; the lifc of the property,
six years; and the total profit upon that valuation would be $1,346.
In other words, it would require an investment of nearly $50,000,
all of which would not be recovered back until the end of six years,
in order to earn $i.346.

Tl]leo Cuammax. Has Mr. Gregg any comment to make on that
result?

Mr. Grece. 1 am not prepared to pass, from the curbstone, on these
cases. -

Mr. Mansox. The same lease, on page 8, the net receipts are
$30,572; valuaiion, $29,728; and the Efe six years. 'The total ex-
pected ¥)roﬁt. $844. That is the total expected net profit on an invest-
ment of nearly $30,000 for six years.

The Leana Fife lease, page 8, net receipts, $22.486; the valuation,
$20.696 ; the life 16 vears, and the total profit is $1,790.

The CuArMaN. When you mention profit, you mean estimated
profit in all of these cases?

Mi. Manson. I mean that if the amount of reserves is estimated
correctly, and there is no fall in the price of oil, and all of the
reserve that is estimated is recovered, if & man paid the value fixed
upon_these properties, he could not get a net return on his money
in excess of the amount that T am stating as the profits, and it 1s
manifest that a very small drop in the price of oil would wipe out
all of these profits, that is, in the price below the price used as the
basis of the estimate.
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The Cuarman. Do your records there show what price was fixed
in arriving at those estimated values?

Mr. MansoN. I have not that before me. I am just giving these
summary statements. We will furnish that information.

The Cnameman. Has Mr. Pavker uny record of that there!

Mr. Parker. Not of these particular ones, Senator. Of course,
they all vary. 1In this case they may be anywhere from $1 to $2.50,
They may all be different, according to the date that they have
come in.

The Cramyman. In view of the fact that counsel mentioned the
variation in the price, it seemed to me appropriate to have in the
record here something concerning that price, because it is equall
true that if there was a rise in price there would be a larger profit,

Mr. Manson. Yes; that is true. '

The Cuaraan. Just the same as there would be a less profit if
there was & drop in price.

Mr. Manson. We will supply that information.

The Eliza Lowe lease, page 3, the net receipts are $71.702: the
valuation, $65,995; the life, 16 years; the total profit would be $5,707.

The Eliza Lowe lease, page 4, the net receipts are estimated to be
$19,206; the valuation, $18,570; the life, 9 years; and the total ex-
pected profit is $636.

The Cuamrman. In that connection, have you examined the leases
in all the cases?

Myr. Pargrr. No; these particular cases were picked out last night
in about twenty minutes, by taking out a certain book and going
through it at random. Kor this corporation for those vears there
were probably thirty to forty very ]m'ge volumes that you would
have to search through, and we did not attempt to look at all of
these. We could not do it in the time that would be available and
be able to present it to the committee at all.

The Cuamman. Then, vou could not say whether these werve
tyvpical cases, whether they were the general run of cases, or whether
they were exceptional cases?

Mr. Parxer. T can say that they are typical cases; yes, Senator,
T looked at enough of them to see that that was generally typical
of the way it was handled.

The Citamyman. How could you determine that if you only looked
over a few cases?

Mr. Parger. I looked over a few, picking these ont. but I have
looked through quite a few volumes, and in making that statement,
I rest it also on the statements made to me by my engineers. who
have looked over many more cases than I have looked at, and they
tell me that that is the method generally pursued.

Mr. Greeninae. May I ask a question, Senator?

The Cizairman, Yes.

Mr. Greenmoe. Are those valuations Mavch 1, 1913, values, cost,
or discovery values?

Mr. MansoN. These are discovery values.

Mr. Greenioge. They are discovery values?

Mr. Manson. All of them.

I would like to have Mr. Fay call the committee’s attention to
some omissions and inaccuracies In connection with these valuations.

Al
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The Cramsman. Are you now talking about the ones that are
closed, or the ones subsequent to 191919

Mr. Manson. Noj; these are the 1919 and prior.

Mr. Fay. I have only had a chance to look over two that were
handed to me yesterday.

The Cuammax. Two what?

Mr. Fax. Two leases.

Mr. Harrson. Mr. Fay, were you chief of the natural resources
division at the time the Gulf case was closed, in February, 19211¢

Mr. Far. I was not.

‘Mr. HarisoN. So that you are thoroughly familiar with this ad-
justment yourself?

Mr. Fay. I am not thoroughly familiar with all the details of it,
but 1 was in the oil and gas section when the case was put through,
in February, 1921.

The Cramrman. Did you approve of that settlement in 1921%

Mr. Fay. I do not approve of it.

The Craryan. How is that ¢

Mr. Fay. I say I do not approve of it.

The CuramyaN. But when this passed through your hands in
1921, did you approve of its settlement ?

Mr. Favy. In 1921 I did not touch it. I was in the oil and gas
section as a valuation enginecer at the time, and I did not do any
work on the case. The case was approved, I believe, by Mr. Powell,
chief of section, at the time.

Mr. MansoN. You were not chief of the natural resources divi-
sion at that time?

Mr. Fay. No; I was not.

Mr. Harrsox. Then, you misunderstood my question, Mr. Fay,
becouse that was the exact question I asked you, whether you were
chief of the natural resources division of the income tax unit
in February, 1921, when that case was before the division ?

Mr. Fav. No: 1 was valuation engineer under Mr. Powell, who
was chief of the oil and gas section at the time.

The Cuagman. And, as I understand it, you had nothing to do
with this case at all in 19217

Mr. Fax. No connection whatever, only T knew the history of the
case.

The Cuarman. That is not what we are talking about. We are
talking about whether you knew of the case.

Mr. Fay. No; I had nothing to do with it.

The Cuairmax. Proceed, then.

Mr. Fay. Yesterday I brought up the point of discovery of an
oil well on a second sand or zone, and Senator King asked the ques-
tion: Can vou point out any case where there were two disccveries
in the same arex. 'This case was handed to me last right, and T find
that it has that question in it.

In this connection, I wish to file these statements as Exhibit C
to my testimony.

This is a lease in the Burkburnett district, Wichita County, Tex.
The lease was given to the Gulf Production Co. on February 26,
1912. It was to remain in force so long as oil and gas were pro-
duced in paying quantities. The royalty oil rate is one-eighth, and

92019—25--p1 116



u/-"w

1928 INVESTIGATION OF BUREAU OF INTERNAL REVENUE

the rate on gas $100 per year for each well where used or marketed.
The cost of the property was cash $400 at date of acquisition,
February 24, 1912.

The Cuamrman. Was that a lease. or was it purchased in fee?

1\}{;’h Fax. It is a lease, because it mentions the royalty as one-
eighth.

The Ciramman. But you referred to the purchase price.

Mr. Fay. He paid a little bonus of $400.

The Cuairman. Kor the leasef

Mr. Faw. For the lease. That is often done in the oil fields.

‘On November 20, 1912, he began drilling well No. 1. This well
was completed on April 18, 1913, with initial daily production of an
average of 27 barrels per day for the first month. '

Well No. 2 was drilled and completed on August 9, 1917, with a
production of 60 barrels per day for the month.

Well No. 3, which is cIaimed as a discovery well, was drilled and
completed on July 12, 1918, 35 barrels per day.

Mr. Manson. How large is the area covered by that lease?

Mr. Fay. This lease covers approximately 18 acres, as I recall—
18.41 acres.

The first two wells were drilled, T infer from this map, into a
sand 1,295 feet deep, and were producing oil over a period of years
up to the time this discovery well was brought in.

This is & typical example of a case where the taxpayer has estab-
lished a discovery on a deeper sand, namely, 1,873 fect, which is
approximately 600 feet below the other wells, when he only had two
producing wells from a sand which, according to the chart, was
1,295 feet deep. The taxpayer’s first well, as of April, 1913, set up
total reserves of 24200 barrels. This was a 27-barrel well, and the
reserves set up by the taxpayer for this particular well check fairly
close with the estimate taken from a production chart in the Oil and
(ras Manual. It checks within a thousand barrels.

Well No. 2, August, 1917, was brought in at 60 barrels ]{or day,
and should, according to the chart in the Oil and Gasx Manual,
;)mduce approsimately 30,000 barrels, which amount should have

een added to the remaining reserves of well No. 1, and a new’deple-
tion unit obtained on cost. 'This, however, was not done. At the
erd of 1918, the estimated reserves for the 18-acre lease had been
reduced to about 1,243 barrels, while the actual production from
these two wells for 1919 was 6,035 barrels. '

In establishing discovery value for the 1,873-foot sand-—

First, the taxpayver assumes two wells of 21,800 barrels each, or
43,600 for the two wells, This estimate checks fairly closely with
the chart in the Oil and Gas Manual.

Second, the taxpayer deducts from anticipated net receipts the
cost of one well only, $21,470, in the place of two wells, Appar-
ently, the first well has been charged to general operating or devel-
osyment expenses. This, then, has the effect of giving a higher de-
pletion unit on the so-called discovery well. ]

Third, he does not deduct from his anticipated net recexgts the
cost of pumping and storing the royalty oil, which is 5,450 barrels,
at 25 cents a barrel, which amounts to $1,362.50.

g Fourth, the taxpayer’s net velue to be discontinued is set up as
$54,830,

»
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Fifth. from this amount, $54,830, there should be the additional de-
duction of one well, $21,470, and cost of pumping royalty oil, $1,362,
with a total of $22.832, leaving the net receipts to be discounted as
*31,088,

Mr. Manson. Instead of how much?

Mr. Fay. Instead of $54,830.

Sixth, the taxpayer should have discounted this amount ($31,4438)
at H per cent, or a composite of 11.34 per cent, $3,628, which leaves a
value of $28,370 as the present worth of the o1l in the ground. This,
divided by the taxpayer's reserves for these two wells, numely, 38,150
barrels, equals 74.3 cents. .

Seventh, the taxpayer, in determining his depletion unit, uses the
gross reserves, namely. 43,600 barrels, plus the remaining reserves
of wells Nos. 1 and 2, which gives 44,843 barrels, which amount. he
has divided into $54.830 and obtained a depletion unit. of $1.05 per
barrel.

Eighth, this depletion unit of $1.08 is then applied to the total
production from all wells on the lease, which is an erroncous appli-
cation of the depletion unit, and not in conformity with lnw and
regulations.

Mr. Harrsox. Let me see if T get that correctly in my mind.

Mr. Fay. Yes.

Mr. Harrsox. On this lease there were three wells?

Mre. Fay. Yes

Mr. Havrsox, Two that went down to a 1,200-foot level, approxi-
mately !

Mr. Fay. Yes.

Mr. Hawrsox. The discovery well, however, went down to ]800
feet !

Mr. Fay. Yes

Mr. Harrson, The discovery value was placed on that well for
purpose of depletion ¢

Mr. Fay. Correct.

Mr. Harrsoxn. After the depletion unit was arrived at, they ap-
plied 1t to the production of the three wells?

Mr. Fay. They did.

Myr. Harmsox. On the tract?

Mr. Fay. Yes

Mr. Harrsox. And it is your contention that they should Liave ap-
plicd it to the production from the discovery well only?

Mr. Fax. To only the production of the discovery well.

Mr. Harrsox. In other words, if thev are entitled to discovery at
all, it was upon the theory that they were striking into a new sand,
and they have no husiness to apply the depletion unit based upon
dizcovery in a new sand to the product of two wells that were in
existence before the discovery well was drilled,

Mr. Fay. I might «ay in that connection that on the basis of esti-
nuted reserves as of April, 1913, they depleted the cost at the vate
of 1.6 cents per barrel up to the time they brought in this discovery
well on the lower sand, and from that date on the unit of $1.0% was
applied to put this 1-cent oil that was remaining in the original wells
and any production that came from those in excess of the reserves.
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Ninth, the difference between the depletion unit established above
for the discovery well and that set up by the taxpayer for the
discovery well'is 34.1 cents per barrel.  On the taxpuayer's reserves
for well No, 3, for only 38,150 barrels, this amounts to $13,009.

Tenth, the application of the $1.08 depletion unit to the actual
production of wells 1 and 2 from an upper sand for the years 1918
and 1919 amounts to 16,216 barrels, at 5&1.()84 per barrel, or $17.878,

Mr. Manson. Let me ask you a question right there. 1f those
first two wells had produced more than their estimated veserves, or
had nearly produced their estimated reserves, that would have re-
turned the purchase price of the lease which was heing depleted,
wonld it not?

Mr. Fay. It would.

Mr. MansoNn. And if they produced more than that, the taxpayer,
under the regulations, would not he entitled to any depletion?

Mr. Fay. None whatever.

Mr. Mawnsox. By this method, if there is a surplus of oil over
the estimated reserves, the taxpayer gets depletion upon that surplus
at the new discovery rate!

Mr. Fay. e does, the way the set-up reads.

Mr. Manson. Yes. ‘

The Cramarax, Is that applicable to all oil companies, do you
know?

Mr. Mansox. That T can not say.  Tu the case of this particular
lense, the way this was handled is in violation of the regulations
and the practice of the department, as well as the law.

The Ciamrman. T understand; but do yvou know whether this rule
is applied to all eases under the rale which you have just criticized ?

Mr. Manson. I am not criticizing the rule in that respect.

The Cmamman. I understand; but do you know whether the
application of the rule that was applied to the settlement of this
particular c#se was extended beyond the Gulf Oil case?

Mr. Manson. I do not know about that.

Mr. sy, 1 do not know myself, but that method is possibly appli-
eable to juany others. .

The Cramaran. Does Mr. Greenidge or anvbody else know whether
that particular oversight or practice has been continued in all the
o1l enses?

Mr. Greenmce. No, sir: it has not been continned. T am not
quite sure that it is an oversight. I would have to have the par-
ticular lease in the record, so that T would he able to exomine 1t

The Caamdan. Well, if Mr. Fay’s contentions are correct, that
the depletion was allowed after the estimated production had been
exhausted, wonld that be a correct principle?

Mr. Greenipoe. No, sir.

The Caamrman. All right.

Mr. Fay. That is all I have on this particular case.

(The exhibits introduced by Mr. Fay are as follows:)

“xnmir 3
' S8CHEDULE 4. FOR PROOF OF DISCOVERY
1. Deseription of the property:

(i Give a legal description of t!xe property. Including its location in sec-
tion (or farm), township, range, county, and State: Staley-Ramming, 1841
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acres of nd in bock 35, Red River Valley, Wichita County, Tex. (Burkbay.
nett distriet).

(hy Are you the sole owner? Yes, If not, give your ownership, intevest
therein, and the names und addres=es aml ownership interest of each of the
other joint owners - « -

(¢) Is the property o l(-u-(~hnld" Yoy, If so, give the nome and address of
the lessor and the lessee: J. 1. Staley, Delin Staley, and R, W. Ramnong,
Wichita Falls, Tex.: Gulf Production Co., Fort Worth, Tex.

() Ghve date Tease was effeetive: Febrwtey 26, 1912,

(e Give date of expirntion: Lease remains fn foree so long as ol or gy
is produced in puying quantities,

(f)r Give royalty vace: Of, one-cighth: gas, $100 per year for eacli well
where used or marketed,

() Stare whether bonus was in eash or property: Cash, S400,

th Give uny unususl terins of lease: None,

20 e of geauisit on: Felivapey 26, 1912,

Table of well data

i Date— ‘
. ) ‘ I;l»s'tznl
Numbar or letter v I 'mlsf’w"'
Began Began ) ;::“:::‘::')
‘ drilling producimg: | '
R ; T i .
| . R L L L Nov, 20,1012 1 Apr. 18, 1013 27
2000 L e e el L Sdaly L1007 | Aug, 91017 0
3. e e R eeeemene e L Febo 2000008 | July 12, 141K 35

J
Usied eleeti curve

VALUATION OF PROIERTY

(a) What woe the faiv market value of the property as of date of valuntion?
{See schedule helow, )

{h) How wav thiz value ascertained?

(11 By comparison with values established by actual sale« of ~imilar
propertics”  No,

12y By appraisalY  Yes,

) By ascessed value?  No,

«4) By other method? No,

If Ly comparison with valuex of other properties established by aetuad
sules of these propertios, give the details regavding each transaction <o uved
and your basis of comparison,

Revaluation No, 1. R

Sand horizon 1,500 feet,

Leaxe discovery well Neo 3o Date, July 12, 1918,

-;h-

Depth, 1873 feer,  Initia) production, 335 lmrrvh

Lstimated vocarorabide oil from discovery and icells to be drilled

“"'”,“Z‘ Ultimate | YW | gl

flist 30 o 1 of wells e

Y oar days pro-| PROQUC | Ty g™ | ravover

x dm'ti'nn ; tion | gfneq able oft

1
e e R et SR E
BOIS. . e | i oneo0l @ | unwe0
TOM . ool e e e e 35, 21,800 ! Lo 2he00
' i
Fscovery weil,

Total rocoverable ol e s e e barrels.... 43, GO0
Royalty 120 DOF CONto oo e e e e e 5, 450
Ner recovergble oill L. e o ot e et e 2 R 38, 150
Value of 35,100 barrels oil at $2,.25 per barrel .. o mcocmeee e em B8O RAT. 50

S
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LEKK- -

Cost of L well at $21,470 per well. oo %21, 470. 00

Gost of producling 88,150 barrels ol at 20 cents pex barcel. 9, 537, 50
e 31, 007, 50

54, 830, 09
Lews 113401 per cent for discount to present worth.__.____ .. ... 6, 217. 78

NOE VAMIC . e oo e e 18, 612, 22

ey ot

Gulf 100 per cent working tnterest. .. 48, 612, 22

R«:Z-mul of individual well production, by ycars, Staley Ramming lease, Burl:-
burnett field

Well No. 1 Well No, 2:

EE ) 1 SRR 3[4 B 1) i (OO T by 11
M 4,600 A0S e o ONG
[ 137 13 YOS 2, 484 J R3] B 4,171
13 ) 1,071 | Well No. 3.

INT e 2, 082 | 11 b S 4, 013
[E1) - 3,085 10 3,913
| 130 L 1, 864




Exnisit 4
Depletion schedule—Gulf Production Co., Pittsbarg, Pa.

[Name of property, Staley Ramming lease; distriet, Burkburnett; Stute, Texasj

i Purchase
1. Datu pertaining to oil: H ‘ ; } E ‘ P ‘ I
(1) Date of purchase or revaluation... ... {}en. 29.13;31 T R ‘EJ..H R 3u§‘ %ig:: . ; e
i i i N fMar. 1,1913 e N - Han, L1918 ' July 13 5 .
(¢) Period for which depletion fs figured ... .. Dot sl 1oy | 1o 1815 CIUR I T & R HOE el il S C DRI
(¢} Estimated recoevery oil at date of purchase ; ; ! : ’ ?
(barrels) ......._ ... .. ___ d420.00 o]
(d) Estimated recovery oil at beginning of period : i ' i
) dbarrels) . o .. | O 2,635.66 | 161058 13, NG5 IL5TL 29 £, 258,61 L2344 6.230.61 p S8 TIR.9L
{¢} Estimated recovery oil; additions due to dis- | : | 3 : i i
covery, ete. (barrels) .. .__.o...._....._._.__. USRI ROV A s e deeieee b C 0 45,600.90 0 43.600.00 ...
(f) Estimated recovery oil; total (barrels)...__.__._ 24,200.00 | 20,636 66 ? 16, 105, 68 1 13,548.65 1 1L 57L 20 £,259.61 ¢ 44,543,904 | 49,859,047 36, 703. 91
{2) Gross oil produced during period (barrels) ... 3,563.34; 4,530.98 ) 2557.03; L9726 g 53,3iL 68 5,015.67 ¢ *146.03 -+ 13,155 7C g 14, 610. 46
(%) Estimated recoverable oil atend of period ' % H ! : i i
(barreis) ... ... . 20,636.05 | 16,105.68 | 13,548.65° 11,571.20| 6,250.61 L243.94°  36703.91 36,703.91 ! 26.683.45
2. Revalustion: . ! : , : [ "
(g} Valueatend oflast peried._.____..________.___ H $00.00 7 4110 266210 $223.94, $191.28 $103.46 $20.56 {oemieeioeaa $3¢, 835. 01
(0} Value of additions due to discovery, ete_..__.__ ISR s e s PEUSSR SRR 48,612.22 1.l
) Total value returnable....._.____..__.___ ' $400.00 | 34L10] 26621 2384, 18L.26 103.46 ¢ 48,63278 E ............ 3 39, 805.
| | : i ‘ : ,
3. Sustained depletion: ! T i :
{a) Depletion unif value per barrel (11 {¢)+1 /f))_. $0. 018529 ¢ 0.016529 ; 0.016529 ¢ 0.01852 | 0018529 0. 016529 $1.O84439 | ______.___. 1. 084485
{b) Depletion sustained (I (a3X1 (). _____.. ... 58. 90 ? 74.89 | 4227, 32.68 | &7.80 82.90 | 8, 827.97 § $8,910.67 10,856. 28
{6) Capital sum returnable at end of period (il | | i ; j |
IR L LTS T ST $34L10 ] MmO I, 191260 103.46 | 20. 56 39,805.08 |.-oooo..... ! 28,648 78
4, Depletion applicable to cost: f H : H
(e} Cost or unamortized balance of cost....___.__._ ! :
8y Undepleted halance at end of iast perfod. . i
{e) Additions to cost during period. . ... : i . .
@ Total cost returnable..._......____._.___ 00.00 | 3an10] 20621] 2384 19126 103.46 ! 20.56 ... f 16.83
{&) Unit cost per barrel IV (&= Iy ___________ $0.016520 |  0.016529 | 0.016520 | 0.016520 ' ©.0i6529 0.01R528 0.018529 1. .. . b 6000458
(/) Depletion sustained on cost (IV {(e}X 1 (g)).__. 53.90 74.89 | 42.27 32.68 | 87.80 82.90 373 %6.63 ¢ 4. 58
(¢) Balance reiurnable at end of period (IV | % ; ! ' ’
=TV (D)t $341.16 | 266. 21 i 23.%4 1 191. 28 i 103. 48 20.568 | 16.83 ... H 1225

HOANJATY TVNHIINI JO NVIINT 40 NOILVOLISIANI

£661T
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Mr. Iarrson. Mr. Fay, may I ask you again the name of that
lease?

Mr. Fay. Did T not give it in the record?

Mr. Harwvson. I think you did, but T did not get it in my notes.

Mr. Fay. The Staley-Ramming, 18.41 acres of land, in block 35,
Red River Valley, Wichita County, Tex., Burkburnett district.

Mr. IHarrsox. Do 1 understand that Jease was purchased in 1912
for cash by a subsidiary of the Gulf Oil Co.¢

Mr. Fay. The Gulf Production Co.

Mr. Hanrson, Yes,

Mr. ¥ay. Which is a subsidiary.

Mr. Manson. I wish to say that the 5 per cent discount rate, the
effect of which has been stated by me in connection with a limited
number of leases, applied to all of the discovery valuations in con-
nection with the Gulf O1l Co.

The Crammax. Was that percentage applicd to other wells,
where the other base of vaduation was fixed, such as the March 1,
1913, value, and the value of oil that was drilled on proven land?

Mr. Parker. Five per cent is the one in use; ves, sir.

The Crnamman. Is all of these leases?

Mr. Parger. Of course, when you have cost, that is the value.
You do not have to discount it.

The Cramyan, Yes; I understand that; but I mean where you
have to arrive at a discount value, is 5 per cent applied all through
these cases?

My, Maxsox. Al throngh the Galf Oil.

The Crairmax. That is what 1 mean.

Mr. Greee. Mr. Chairman, may 1 ask a question of Mr. Fay?
In his discussion of the § per cent rate he immediately changed to
11 and a fraction per cent, and I do not understand exactly what
he meant.

Mr. Fay. T can explain that.

The Casmiemax. As I understand that, hie meant that a money
value was added to it.

Mr. Mansox. No; what that means is this: It is discounted at the
rate of 5 per cent a year. Instead of using Hoskold’s tables, which
assume a uniform depletion throughout the estimated life, the deple-
tion is assumed to take place at so many barrels per year, and the
investment is discounted at the rate of 5 per cent, compounded over
that period. :

Mr. Grega, May I interrupt? TFive per cent a year?

Mr. Mansox. Five per cent a year. By applying 5 per cent a
year, by reason of the differences in the amount recovered each year
it results in a total composite percentage for the entire period o
11 and a fraction per cent.

Mr. Grraa. In other words, let e state it this way, to see if it is
corrvect, Mr. Chairman. Your computations assume that the tax-
payer would erchase on the basis of a 5 per cent return on his in-
vestment, and that is not correct, because he would get over 11 per
cent return on his investment, when you consider that his invest-
ment each year was being decreased.

‘Mr. MansoN. Oh, no.

The Cramrman. We have all of that before the committee.

»
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Mr. Fay. Itis 11 per cent for the whole period.

Mr. Manson. It 1s 11 per cent for the whole period. In other
words, the gross return that he will get during the entire period on
the money that he has invested in that well is 11 per cent, plus—not
a year, but 11 per cent for the whole period.

That is all we have to offer this morning. We will have further
reports to make on this case.

The Cuamman. Have you examined any other cases, or do you
contemplate examining any ocutside of the Gulf Oil case?

Mr. Manson. Oh, yes.

The Cuamryan. When will you be Frepared with those cases?

Mr. Manson. We have two cases of conl depletion which will be
brought on noxt. We will have nothing further ready on oil until
next Monday. :

The Cuamyran, When do you want to bring on those coal cases?

Mr. Mawso~n. Tomorrow.

The CHAIRMAN. Are those anthrecite or bituminous?

Mr. Parker. I think they are both bituminous.

Mr. Hanrson, May we have the names, Mr. Manson ¢

Mr. MansoN. Yes; certainly. What are they, Mr. Parker{

Mr. Parker. One 1s the Pond Creek Coal Co. and the other is the
Houston Colliery Co.

Mr. MansoN. As my recollection is now refreshed, they are the
two cases.

The Cuamsan. Where are they located-—in Ohio, or West Vir-

e . » .y
ginia, or what district are they in?

Mr. Ma~xson. Do you know the fields that they are in?

Mr. Parxer. This was prepared entirely by Mr. Wright’s foree,
and I have just read a part of one case casually.

The Coammax. Have you done anvthing with respect to the
anthracite field ¢

Mr. Parkenr, Yes; we are working on that now.

The Cuamesan. Do you want to ask apy questions now, Mr,
Hartson ¢

Mr. Harrson. Not abouat this oil matter at this time, Mr, Chair-
man. I have a word that I would like to say with regard to the
Saginaw Shipbuilding case, which was reported te the committee
by Mr. Manson some days age. That case involved the bureau’s
allowance for amortization to that company. At the time Mr. Man-
son called that case to the committec’s attention I made a brief
statement as to the difference between the Regulations 45 and Regu-
lations 62, in the manner in which the allowance of contractual
amortization by another Government department should be treated.

Under Regulations 45 there was no provision that such an allow-
ance be computed to reduce the cost of the plant investment in figur-
ing the income-tax amortization. Regulations 62, promulgated under
the 1921 act, were the first regulations that made such a provision.

The Cuamaan, If I may interrupt you, do T understand that
when Regulations 45 were issued there was no reference to contrac-
tual amortization ?

Mr. Harvsox. That is right.  There was no specific reference to
it. so far as my knowledge goes, and I am positive of this, that there
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was not a similar provision in Regulations 35 which required that
such an allowance, if any be made by another GGovernment depart-
ment, be considered to reduce the cost of the compuny’s investment.

The Cuamrymax. Regardless of whether it was in the regulations or
not, would the burean allow amortization if the Shipping Board or
the War Department had allowed amortization

Mr. Harrsox. The bureau would treat it this way, Senator; if
the War Department or some other agency made an allowance to a
taxpayer for contractual amortization, that sum, so allowed, would
be con«idered us income for the year in which it was received, for
income-tax purposes.

The Cuamrman. And were they so considered ?

Mr. Harrsox, They were so considered, and that is the case of the
Saginaw Shipbuilding Co. The allowance was made by the Ship-
ping Board in 1920. The allowance by the Shipping Board to this
shipbuilding company did not specifically say that any amount of
it was for c(mtractuu{mnortization, but assuming that some portion
of the award was for contractual amortization, it was all ta}ken up
in the taxpayer’s return in 1920 as income, and he was taxed at the
1920 rates,

The Cuammax., What difference would it make in the tax whether
that principle was followed, or whether the principle of deducting
the amortization was followed ¢

Mr. Harrsos. Your engineers have had some computations made
on that, Mr. Chairman, and I have them here before me. T do not
know whether the chairman wants all of these figures to go in or not.
I can make the statement from these figures, that—-

The Crairyax. Are they hypothetical cases?

Mr. Hawrson. They are Kypothetical to this extent, Mr. Chairman,
that there are different computations based on different assumptions
in these cases.

For instance, the first one that was computed here was amortiza-
tion computed by the unit of $1,104,363.40, spread over 1918, 1919,
and 1920. The total contractual amortization was $685,171.34, given
in effect in 1920. On that theory the tax would be $85,423.47.

Under another computation the contractual amortization of
$685,171.34, spread as income for three years on the basis of vessels
completed, and a total amortization computed by the unit of
$1,104,363.40, spread over three years on the basis of income. That
produced a tax of $110,397.46. The third computation is total amor-
tization computed by the unit of $1,104,363.40, reduced by contrac-
tual amortization of $685,171.34, and the balance, $419,192.06, spread
over the three years on the basis of income, producing a tax of
$114,790.94.

The Cramax. It is the third computation, as I understand coun-
sel for the committee, that should have been followed.

Mr. Harrsox. The last plan is the plan that counsel took the posi-
tion should have heen followed.

Mr. MansoxN, I think, if I made any estimate of the tax, though,
it was away off, becauce at that time I know that I did not fully
appreciate the fact that the method which will produce the most
tmfl depends entirely on the taxpayer’s net taxable income in 1918
and 1919,
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Mr. Harrsox. That depends upon the rate that his excess profits
tax is computed at.

Mr. Maxson. Yes. 1If the taxpaver. as is the ease with the most
of the war manufacturers, has a high tax in 19138, the amortization
allowance by the Government department. if deducted from the
amortization allowed by the burean, will produce more tax to the
Government than if treated as income in some subsequent year.

Mr. Harrsox. That is true; but under some circumstances, as 1
conceded at the time [ made the statement before, the inclusion in
income of the total amount allowed by unother government depart-
ment may result in the taxgoyer paying a lower tax than he would
have paid had that amount ahowed by another Government depart-
ment gone to reduce his mortization claim.  Now, it works the other
wayv as well.  In this case, Mr. Chairman, if I may continue. the
tax assessed by the unit against this company. spreading the entive
amount, received from the Shipping Board as income, produced a
total tax of $137,911.06. 1In ot.lrer words, the tax that was actually
paid is in excess of any of the computations that have been made on
this. They paid more money than thev would have paid had they
been assessed on the theory that counsel suggests should have been

followed in this case. . ‘
The Cuamrmax. Yes.  Now, do you not think that the third

method there is the correct method ¢

Mr. Harrsox. I am not prepared to say that it is, Mr. Chairman,
for this reason-———

The Cuamrman. I mean regardless of the amount. 1 do not mean
where you would get the most tax.

Mr. Harrsox., Yes; 1 agree with the chairman that this matter
should be without regard to the results in tax that might be reached.

The CHalgmaN. Yes.

Mr. Harrson. We should attempt to administer the law as the
law provides and the regulations that are promulgated thereunder.

The Cuamryman. Did not the law require the third principle there?

Mr, Harrsoxn, This is the situation, in dirvect answer to the chair-
man’s question. The final amortization report in the case was made
almost immedistely after the new regulations were put into effect,
and when I refer to the new regulations, I mean Regulations 62.
This case was one that was in the mill, and was practically closed.
so far as the amortization allowance was concerned, before any
change in regulations was brought about. The final report, however,
bears date subsequent to the promulgation of the new Regnlations
625 it having been settled after Regulations 62 came into effect, in my
judgment it should have been settled on the basis of Regulations 62.
That would have required an upsetting and changing of what had
been done, and a reauditing of the case. and I assume those who had
it in charge thought that if the taxpayer was satisfied, paying an
amount in excess of what they should have to pay by reason of the
new regulations, the bureau could well be relieved of going back
and 'changing it. That is the situation. Technically, T think it
should have been settled under Regulations 62, as Mr. Manson
suggests.

1e CuamrmanN. Regulations 62 contain a correct interpretation of

the law, as I understand it. :
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Mr. Harrson. It may be correct or may not. It is what the regn-
lations now provide, and before Regulations 62 came into effect it was
different. '

Mr. Maxson. I think, theoretically. there can be no dispute but
that Regulations 62 as to contractual smortization correctly inter-
wet the law. The purpose of the amortization provision of the
meome tax law is to permit the offsetting——-

The Cramman, ( )Il. yes: we have gone through all of thot a num-
her of times in the record. as to what the purpose of the amortization
law was.

Do you want to make any further statement concerning that. Mr.
Hartson ?

Mr. Harrsox, Nothing else, Mr. (‘hairman.

The Caairman. You are not prepared to go ahead with anything
further until to-morrow,. Mr. Manson !

Mr. Maxson. No.

The CramMan. I would like to take up a matter now that I did
not intend to take up this morning particularly, but because we have
a few moments before the Senate convenes, T would like to refer to
Mr. Nash’s letter uddressed to the chairman on February 9. In that
letter Mr. Nash says: :

The committee investizating the bureau hax been in existence now for prac-
tically a year,

That is substuntially correct. but the conmmittee has not heen active,
other than for a very smail portion of a year. Isnot that correct?

Mr. Nasu. That 1s true, Mr. Chairman.

The Cuamrmaxn. Do I understand that the fact that the committee
was in existence, though not working, interfered with the efliciency

- of the bureau?

Mr. Nasm. There was a little upset last March when the committee
started its operations, Mr. Chairman. I do not think I intended to
convey in that letter that our bureau had been upset all during this
vear, but T was mentioning the fact that the committee had been in
existence for a year. There was a flurry last March when the com-
mittee was working. Conditions bettered somewhat during the sum-
mer, and then they have become woise again since we opened up
lagt fall. :

‘he Ciamyax, The fact is that the committee did not put anyone
into your burcau, if I remember correctly, until the last part of
September or October, 1924, Is that correct?

Mr. Nasu. That is correct.

The Cuarrmax. So that when you wrote this letter the committee
had had investigators in yvour bureau practically for between four
and five months?

Mr. Nasu. Yes, sir.

The CramrMaN. Out of the entire year?

My, Nasu. Yes, sir. *

The Cmamumaxn. I think the burean recognizes that, although
Senator Watson was chairman of this committe at the time of its
appointment, and from that time up until September, 1924, after
I.took sick and went to the hospital there was nothing done until
the middle of September. In making that statement, I do not, charge
that Senator Watson is at all responsible, because I think he relied’

Al
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upon the Senator who introduced the resolution to initiate the in-
vestigation rather than to expect him to do it; but whatever delay
there has been since this committee was organized, is substantiall
up to the present chairman, I think. I bring that out because
want it understood tha' the commitee has not been dilatory, as I see
it, in prosecuting the investigation, since the committee once got
started, and the failure to get started earlier was due to the illness of
the present chairman. .

Now, there is another question raised by the following statement :

As u result of this Investigation the employees of the burenu are badly
demoralized. and the work of the bureau in some scctlons is almost at &
standstill.

Tell us just what sections are almost at a standstill.

Mr. Nasu. I refer there specifically to the amortization section.

The Cuamman. By “at a standstill ” do you mean the decisions
are at a standstill, or the actual work?

Mr. Nasu. The outbut is practically nothing from the amortiza-
tion section. That is my information.

The Cramyan. Do you mean by that that the decisions are at a
standstill, or do you mean that no work is being done in making
the investigations by the bureau?

Mr. Nasn. The flow of cases through that section has practically
stopped. Cases are not coming out. The cases involving amortiza-
tion allowances are not being audited, because the cases in which
this feature is involved are not coming from the amortization sec-
tion of the engineering division.

}Th?o CuarmaNn. But the employees are not remaining idle, are
they? :

Mr. Nasu. No; the employees are there, and some of them are
working after a fashion, but the organization itself is not function-
ing as 1t should.

The CuammaN. I understand there is a difference of opinion
existing between counsel for the committee and the bureau as to the
method of arriving at amortization, but I do not understand that be-
cause of that difference all of the employees of the amortization
section are idle, waiting for this decision to be reached.

Mr. Nasu. Oh, no: that is not true, that they are sitting there;
but in Jooking at it as a machine, it is not functioning, and there
is no output of cases.

The Cuamrvan. Have you reached any conclusion about this
method of amortization, as to whether the contentions of the com-
mittee are correct or whether the contentions of the bureau are
correct ?

Mr. Nasi T do not know what you refer to specifically as the
contentions of the committee and the contentions of the bureau.

The Cuamyran. Well, it is because of the contentions of the com-
mittee that the work has stopped: is not that correct?

Mr. Nasn. It is because of the fact that the engineers in the
amortization section have been taken off of their regular work and
are working on other work, and because there has been more work
done, I believe, by the committee engineers in the amortization
section. More cases have been questioned from that section. We
have settled something over 4,000 cases in the amortization section.
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There rémain to be closed just around three or four hundred cases.
What the bureau had in mind was to close up those three or four
hundred remaining cases and wind up the amortization section.

The Cuamrman. Why are you not closing up those cases?

Mr. Nasu. I am unable to say definitely why they are not being
closed. I do know that the cases are not coming through.

The Cramman. Well, as long as you made that-—-

Mr. Nasi. There are 18 engineers in that section, and I think 10
or 11 of them have been diverted to other work. I know it has
been brought up in the committee here that we have had to assign,
I'think, 10 of them to check up on contracts in various other (zovern-
ment departments to see if there are some items of contractual
amortization that might have been overlooked. T have been in-
formed that they have not found anything up to date, although they
have been working on that for several weeks.

The Cuamrman. You have not found any what?

Mvr. Nasg. That these men who are investigating these contracts
in other Government departments have found any items of con-
tractual amortization that have been overlooked in the settlement of
these cases.

The Cuamman. Does Mr, Manson know whether they have found

any ?

]{h‘. Manson. I do not think they have reported any.

Mr. Nasu. I will be frank. It looks to me like wasted effort.
That is something that is over the dam, as far as we are concerned,
and half of our engineers are now working at the request of this
committee on something that is not producing anything, when we
have cases here that ought to be c]osedl.

The Cuamman. How do you reach a conclusion like that when
the job is not completed, as to whether they will find anything?
In other words, what suggested this inquiry largely was the Standi-
fer case, and, as I understand it, when the committee suggested a
- checking of the contractual amortization allowances in the other
Government departments, it was entirely agreeable to the bureau,
particularly because of the Standifer case. which, itself, did seem to
justify a complete checking of that question.

Mr. Nasu. I do not recall that the bureau ever admifted that the
Standifer case justified a checking of contracts in the other depart-
ments any more carefully than we had been checking them.

The Cramraran. T do not contend that the burean admitted it, be-
cause I know ¢he burean has been very careful all through the hear-
ings not to admit anything. But what I do point out is that no ob-
jection was raised by the bureau to doing that, and the bureau did
think sufficient of the Standifer case to reopen it, and the letters
which were exchanged hetween the committee and Mr. Blair indi-
cated that it was a case well worth looking into. Prima facie, any-
way, the counsel for the committee did make a case which justified
looking into it, and enough was brought in in that case to indicate
to the committee that it might be quite possible to find other such
cases. Anyway, there is a moral issue always, and it was well
argued on the floor of the Senate yesterday, that in the appropria-
tions for the war fraud cases to be used by the Department ot Justice
to investigate war frauds, they ought to be gone into anyway,

~
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whether the investigation resulted in dollars and cents to the Gov-
ernment. If all moral issues and auditing questions are to be de-
cided on the question of cost, then I think most of the corporations
might abandon their audit departments, and they might dispense
with the certified public accountants, on the theory that these certi-
fied public accountants do not find anything wrong, and because they
do not find anything wrong, you must not do anything that, in other
words, it is a waste of time and energy and money to put certified
public accountants into a concern, because you discover nothing
wrong,

Mr. Nasu, Mr. Chairman, the bureau has checked all of these
contracts in other Government departments to a certain extent, to
the extent that they thought was justified. I think the evidence
before the committee shows that the bureau did check the Standifer
case in the Shipping Board, and the Standifer case was settled on the
judgment of the men that went over to the Shipping Board.

Any other cases that may come up will depend upon the judg-
ment of the men to find something additional in thes: contracts.

The Cramyax. Do yon think there is any justification for or any
warrant against questioning the judgment of the bureau?

Mr. Nasu. In the Standifer case?

The Crtairmax. In any case?

Mr. Nasir. There are thousands of questions that come hefore the
bureau every week that arc so close that thev can be decided one
way or the other, and the decision will be the honest judgment of
the man who has the question before him.

‘The Cramyan. T have admitted that all the way down the line.
1 have discussed it with our own counsel, and I have discussed it
. with our own experts, and T have asserted up to date that the bu-
reau has, in my opinion, at least, bren justified in reaching some
of their conclusions, and perhaps most of their conclusions. from
facts which they had before them, and the opportunities presented,
but do I understand that the bureau is above criticism#

Mpr. Nasu. No, indeed. ‘

The Cuamyax. Or that the bureau must not be questioned by the
Congress?

Mr. Nasu. No, indeed.

The Cuaimrman. Then, how is Congress to know whether they
agree with the judgment of the bureau in settling these close ques-
tions, and how 1s Congress to know whether they should make the
law more explicit, so as to aid the bureau in the administration of
the law, unless it may inquire. The whole thing is preposterous to
me, to think that because somebody is interfered with. because
some taxpayer is interfered with, the Congress of the United States
must not find out what kind of judgment the bureau is exercising
in the carrying out of the will of Congress. In other words, you
send auditors all over the country time after timne. and I have had
dozens of cases brought to my attention where you have required the
taxpayer to go to great expense, to go through all of his books and
examine his records and check up his returns, and you have re-
turned again. I have not criticised that because I believe the bu-
reau should be thorough, but in all of those cases the taxpayer has
been greatly inconvenienced, the taxpayer has been required to spend
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large sums of money in audits, the salaries of accountants. and
lawyers’ fees, because of the conduct of the bureau, but the Con-
gress itself must not cause any inconvenience to the taxpayer. Con-
gress itself is not justified in doing anything which wonld incon-
venience the employees of the Government or the taxpayvers who
have dealings with them.

In other words, the situation is so peculiar that I do not under-
stand it.

Mr. Nasuy. I think this may explain my position a little more
clearly. Mr. Chairman: Probably less than an hour ago vou asked
me if the Gulf case had not been settled for 1920 and subsequent
vears.

The CHAlRMAN. Yes,

Mr. Nasm. Now, the thing that permeates our whole organization,
the thing that I preach every time 1 get a chance to talk to our ad-
ministrative officers, is to get these cases closed, and to get the cases
behind us for those past years. I am not satisfied to sit here today
and say that we have not closed up the 1920 cases. I would like to
have the 1920 cases closed and the 1921 cases and the 1922 cases. 1
would like to see the bureau working on current cases. When I
made that statement in my letter, what I had in mind was this: The
men were working on something that is apparently not productive:
they could be working on cases that should be closed up and put be-
hind us, so that we might betome more current in our work.

The CaHammman, The assistant to the Commissioner further states
in this letter:

Reorganizations, refinancings, enlargements, expansion and capital expendi-
tures which, for the interests of the different business organizaiions, and for
the prosperity of the country should be put through, arc necessarily postponed
until the liability for taxes is finally determined.

Does Mr. Nash think that the bureau itself in investigating to
determine these taxes in specific cases, has accomplished that same
result at all?

Mr. Nasa. Again it goes back to the closing of the old cases; tiere
is not & day that people from various lines of industry do not come
into our office and telY us that they want to get their cases closed up
forever, that they are contemplating reorganizations, expansions, or
additions of some kind, and that they can not get credit. The banks
will not loan them meoney until their tax liability is settled. The
banks also frequently write letters to onr department and state that
a certain firm is asking for a line of credit, or for a big loan, and
that before they take action on that loan they want to know where
the applicant stands as to his taxes.

The CnAirmax. That may be true; I do not doubt that, but is not
that largely due to the delay in the bureau in settling these cases.

Mre Nasu. That is the very thing we are trying to overcome.

The CramyaN. Yes; but this has been going on since 1919, and
you have delayed for five or six years, and we have delayed them
for four or five months, and we are adversely criticized for a four
or five months’ delay, when the bureau itself has delayed them for
five or six years. 1 would like to ask if, at the meeting to-morrow,
the bureau can state how many cases are being held up by the
activities of this committee, and if that is not a practical question
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or is of great difticulty to answer, I would like to ask in how many
cases the bureau has notified the taxpayers or their agents that the
committee is preventing the closing of their cases, because letters
have been sent to the chairman, signed by Mr. Bright—at least I
have seen them—saying that it was impossible to close these cases
because of the activities of the Special Committee of the Senate in-
vestigating the Bureau of Internal Revenue. T think we ought to
have our responsibility in this matter exactly defined, so, if the
committee resches w conclusion, we can arrange our plans so as not
to have that happen.

Mr. Nasu. Senator, may I just add one sentence here? I think the
cffect would come down to specific cases, but rather to a general
condition, and I would just like to call your attention to these figures:

For the quarter ended December 31, 1923, we closed in the bureau,
354000 cases.  For the quarter ended December 21, 1924, we closed
414,000 cases. There is a drop of 140,000 cases.

The Ciramaax. Oh, of course, that——-

Mr. Nasu. 1 do not say that that may all be attributed to the fact
that the bureanw was under investigation, but—-—

The CuairMan. The statement itself, Mr. Nash, is perfectly asi-
nine. There is no way to determine the size of the cases, nor the
amount of time involved in the settling of the cases, and you know
that that kind of a statement in the record is absolutely misleading
and misguiding. 1 can not interpret the intent of it; but you know
that you, yourself, have pointed out that the small cases are settled
first, and that after you had finished the small cases you would take
up and speed nup the big ones, and naturally the tail end of the work
will show the s‘ightest progress with regard to getting out numbers
of cases, and they have no relation at all.

Mr. Nasit. That is not the ponit I am trying to bring out. Senator,
at all.  The same program was followed in 1923 as was followed in
1924, as to the run of cases through the mill,

The Cuamrman. Yes; but you, yourself, have stated. and the
record will show it, that some cases will take more time to work out
than others.

Mr. NasH. That is true.

The CuairMAN. And that the easier cases were settled first where
there was the least controversy.

Mr. Nasm. That is also true.

The Cramrman. So the number of these cases can not mean any-
thing.

Mr. Nasu. I can not agree with you on that.

The CuairyaN. That is the basis on which you figure your effi-
ciency, and to me that is ridiculous, to rate 2 man’s efficiency in the
bureau by the number of cases he turns out, regardless of the kind
of cases he handles.

We will adjourn until 10 o’clock to-morrow morning.

(Whereupon, at 12.05 o’clock p. m., the committee adjourned until
to-morrow, Thursday, February 12, 1925, at 10 o’clock a. m.)
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THURSDAY, FEBRUARY 12, 1925

UNITED STATES SENATE,
SeLect CoMMULTEE To INVESTIGATE
tHE Bureau oF InterNaL REVENUE,
Washington, D. C,

The committee met at 10 o’clock a. m., pursnant to adjourment of
vesterday.

Present: Senators Couzens (chaivman) presiding, Jones of New
Mexico, and King.

Present also: Mr, L. (. Manson, of counsel for the committee:
Myr. 1. H. Parker, chief engineer for the committee; Mr. Edward T.
Wright, investigating engineer for the committes; and Mr. Hugh
Arvchbald, investigating engineer for the committee,

Present on behalf of the bureau: Mr. A. W. Gregg, special assist-
ant to the Secretary of the Treasury; Mr. C. R. Nash, assistant to
the Commissioner of Internal Revenue; Mr. Nelson T. Hartson, so-
licitor, Bureau of Internal Revenue: Mr. James M. Williamson, at-
torney, office of solicitor, Bureau of Internal Revenue; Mr. S. M.
Greenidge, head engineering division, Bureau of Internal Revenue;
and Mr. R. C. Davis, chief, coal valuation section, Burean of In-
ternal Revenue.

The CHamrmaN. You may proceed. Mr. Manson.

Mr. Maxnson. The first case which I desire to call to the attention
of the committee this morning is that of the allowance made to the
Houston Collieries Co., a subsidiary of the Houston Coal & Coke
Co., for the amortization of three leases on mining property.

This taxpayver owned three leases. The total values of these three
leases were determined to be $477,711.44. It was determined by the
Coal Valuations Section that the values of these leases should be
depleted in accordance with the general practice and in accordance
with the depletion section of the law and the regulations pertinent
thereto.

The Cuamyan. Mr. Manson, in your statement there you used
the expression “ amortization.”

Mpr. Maxson. T used the term “amortization,” because theyv made
an amortization allowance—not an allowance of amortization on
the war facility, but, as T will explain to the chairman, instead of
depleting the value of these leases in accordance with the depletion
provision of the law, the committee on appeals and review de-
termined that the value of these leases should be amortized over the
respective lives of the leases by allowing a deduction of the sum
of $20,743.43 u vear, regardless of the coal taken out under the

1946



M

..—M"'M

1946 INVESTIGATION OF BUREAU OF INTERNAL REVENUE

leases. In using the term “amortization ™ here, T wse it in its
brond general sense. They permitted the taxpayer to deduct the
value of the leases, ns though they were a lease upon a building for
which a bonus had been paid.

These leases were typical coal mining leases.  T'wo of them were
for periods of 30 yewrs, and one of them for a period of
21 years. Al of the leases contain provisions providing for a
renewal at the expiration of the period specified, without any in-
crease in royalty,

The matter of the value of the leases is not a question at issue,
We ire not questioning the valuation placed upon the leases,

The issue which we present to the committee is whether these coal
leases—these leases of coal lands for the purpose of permitting coal
to be taken therefrom—should be amortized as you would amortize
the value of a lease upon real estate, for agricultural }nu'posvs. or
upon which the rent had been prepaid over a period of vears, or a
lease upon a building which had a value independent of the rental.
by reason of the fact that the rental was below the market value of
the rentals of such buildings.

In this case, the coal valuation section determined that the value
of these leases arising out of the rights they conferred upon the
lessee to mine coul was a value that was to be depleted in the ordi-
nary way, which has been deseribed before this committes, namely.
by making a deduction which would be in proportion to the tonnage
removed from the property each vear.

Upon appeal to the committee on appeals and review, that com-
mittee determined that the proper method by which to make this
deduction was by deducting an aliquot part: for instance, in the
J0-vear leases, one-thirtieth of the value of those leases cach year,
regardless of whether or not any coal was removed under them.

The Cuagman. Of course, if there was no coal removed. then
there would nat be anything to deduct amortization from. wonld
there?

Mr. Manson. That is exactly the point I make in this case.

The Cramymax. Then, there would not be any loss to the Govern-
ment on this theory, if there was not anything to deduct from?

Mr. Mansox, Oh, ves; there would be, because, under the method
provided in this case, by the committee on appeals and review, the
taxpayer could make a deduction of one-thirtieth of the value of the
30-vear lease, and one-twenty-first of the value of the 21-vear lease,
each year. regardless of whether he mined coal or not, and that is the
very thing we object to.

The Cuatrman. I understand that, but I do not get clearly what
he could deduct it from. he not having made any profits, if he did
not remove any coal.

Mr. Manson, He might mine on other preperty, or he migat have
a profit that wonld just be equal to the amonnt of this deduction.

The Cuamaran. In that case, of course, he would have removed
some coal, but what I was trying to straighten out in my own mind
was that if he mined no coal, then there would not be any opportunity
to deduct it from any profits; but I understood you to say that he
could make that one-thirtieth deduction on those particular leases
from the operation of other mines he may be operating.

Al
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Mr. Manson. He can deduct it from his income.

The Cuaigman, I understand that, of course, but T mean——

Mr. Manson. Now, if that income arises out of another mine, he
could deduct it from that. The point I desire to make is that there
is no relationsaip-—

The Cuamman. I understand that, but what 1 am trying to get
at is whether he, owning a number of leases, and failing to operate
under some of them, could deduct amortization or depletion from
the mines he does not operate from the profits made on the mines
that he does operate?

Mr. Mansox. Yes; under this method of allewing amortization of
these leases,

Section 214(a) of the statute, which provides for deductions, pro-
vides, in part, as follows:

That in computing net income there shall be allowed ax deductions

« = & yentals or other payments required to be made as a condition to
the continued use or possession, for purposes of the trade or business of prop-
erty to which the taxpayer has not taken or is not taking title or in which he
has ne equity. '

Under article 109, which is the regulation pertinent to that pro-
vision of the statute that I have just read——

Mr. Hagrrsox, Is that regulations 62, Mr. Manson?

Mr. Manson. Yes; regulations 62,

Article 109 provides:

Where & leasehold is aequired for business purposes for a specified sum, the
purchaser may take as a deduction in his return, an aliguot part of such sum
each year, based on the number of years the lease has to run,

It is manifest that the amortization of the value of these coal leases
was made under the provision of the statute that I have just read,
and under the regulation that I have just read. It is the contention
of committee’s counsel that that provision has no application to the
case of a mining lease, hut that recovery of the value of a mining
lease is a proper subject of depletion.

The depletion statute is one that has been frequently called to the
attention of the committee, and I will now call the committee’s atten-
tion specifically to the second paragraph of article 201, which says:

The essence of the provisions of the statute-—
That is, the provisions referring to depletion—

is that the owner of mineral deposits, whether frechold or leasehold, shall,
within the llmitations prescribed, secure an aggregate of annual depletion and
depreclation deductions, the return of cither (a) the cost of this property if
acquired subsequent to March 1, 1913, or (bh) the value of his property on
the basle date, plus subsequent allowable capital additions, including land
values, for purposes other than the extraction of minerals.

I also wish to call the committee’s attention to subdivision (b) of
article 210 of regulations 62, which reads as follows, referring to
mning property:

When the value of the property at the basic date has been determined, de-
pletion sustained for the taxable year shall be computed by dividing the value
remaining for depletion by the number of units of mineral to which this value

is applicable, and by multiplying the unit value for depletion so determined by
the number of units sold or produced within the taxable year.



~’M/u—"‘"‘

1948 INVESTIGATION OF BUREAU OF INTERNAL REVENUE

1t is very clear that the depletion allowances upon mineral prop-
erties, upon mines, must be predieated upon the number of units re-
moved (iuring the vear.

The Caamryan. Did you make any comparison between the
method adopted and what would have been the result if figured on
the basis of tonnage removed ¢

Mr. Manson. On the basis of tonnage removed, the depletion for
the vear 1917 wonld be $3.953.60, as against the allowanece dedueted
by the Committee on Appeals and Review, of $20743.43.

1t 15 obvious that the committee, in considering this case, 1gnored
thes essential difference between a lease of property which confers
upon the lessee merely the right to use the property, and leaves the
woperty intact at the expiration of the lease, as is the cuse of the
case of lands for grazing purposes, for agricultural purposes. the
lease of buildings for manufacturing, oflice, or residential purposes.

In the case of a lease of coal lands, carrying with it the right to
take coal, the lease is. in fact, the sale of coal. The right to enter
upon the property and remove the coal is an incident to the real
purpose of the lease, which is to convey title to that portion of the
coul removed during the period covered by the lease. The same
thing is true of a lease of timber property, cavrving with it stump-
age rights.

The Ciameman, Do vou know whether that principle has been
used generally in coai leasest

Mr., Manson. It is my information that it has not been used at
all by the Coal Valuation Section of the Engineering Division.
Am [ not right about that, that it is not the practice of the coal
valuation section?

Mvr. Davis. They oceasioanally use it where the mine is exhausted,
and then it resolves itself into the same answer as to the depletion,
but it is not customary to close~—-

Mr. Manson. I understand that Mr. Davis is chief of the coal
valuation section. : .

The Cuairman, As I got Mr. Davis’ answer, it was that the
valuation section did not use this method which you complain of.

Mr. Manson. No.

The Cuamrman. They were reversed by the committee on appeals
and review, '

Mr. Mansox. They were reversed by the committee on appeals
and review. ’

The Curamyax. And after having been reversed in that way by
the committee on appeals and review, is that generally used by the
department now?

Ir. Davis. No, sir.

The Cuamman. Is it only in a few cases or in a large number
of cases?

Mr. Davis. It was never used by the Department, except where
the taxpayer made a demand that it be used, citing this decision of
the committee on appeals and review as his authority.

The Crairman. And after the taxpayer has cited that as his
authority, does the bureau then accede to the taxpayer's viewpoint
on that question ?

Mr. Davis. Not if we can help it; no, sir.
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The Cuameman. But are you successful in helping it?

Mr. Davis. We have been quite successful.

The Cuamrman. So that we may reach the conclusion that this
practice has been fairly well defeated by the coal valuation section?

Mr. Davis. It is always hanging over our heads, and causes more
or less trouble,

The Cuaamsman. Then, you have never been convineed, even in
spite of the decision of the committee on appeals and review, that
vou should follow the practice adopted by them ?

Mr. Davis. We have never considered that the decision handed
down by the committee on appeals and review on that one case bound
us irrevocably in all other cases. However, that is a disputed point,
whether it does or not.

The Coammax. In other words, the point disputed is whether
that decision handed down by the committee on appeals and review
is binding in other cases?

Mr. Davis, That is the point which gives us a great deal of
trouble. because a taxpayer who can claim that point to his great
advantage, will claim it, and we have to combat it.

The Ciiamman. Can you tell us, Mr. Davis, any other cases where
this matter has been dealt with in that manner?

Mr. Davis. Where it has been claimed on account of this decision
of the committee ¢

The Cnamman. Yes, sir.

M. Davis. T ean not, offhand.

The Crammax. Has any attempt been made to get a uniform
policy in that connection?

Mr, Davis. Oh, yes. We are making attempts all the time to hold
our uniform policy in the department of not following this decision
of the committee on appeals and review,

The Cuamgman. Do you know whether the solicitor’s office has
ever been called upon to pass upon it?

Mr. Davis. They have not, to my knowledge.

The Cuamman. Do you know whether the commissioner has ever
been called upon to pass upon it?

Mr. Davis. He has in ap indirect way. recentfy. It was not the
commissioner, directly, but it was brought to the attention of Mr.
Allen.

The Cuairman. What is Mr. Allen’s position ?

Mr. Davis. Mr. Allen’s position is assistant deputy commis-
sioner, next under Mr. Bright, assistant deputy commiscioner.
This was brought to his attention recently, at a meeting held in his
office between the Coal Operators’ Association. and the unit, rep-
resented by Mr. Greenidge and myself.

The Cramman. Was any decision reached at that time?

Mr. Davis. No, sir.

The CuairmaN. When this case was brought to Mr. Allen’s atten-
tion, was it brought to his attention in the form of writing, or in
the form of a brief?

Mr. Davis. No, sir; it was just general talk at this meeting.

The CuairmaN. In this meeting, you presented the views of the
coal valuation section; is that correct?

Mr. Davis. Yes.
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The Cnamman. Who presented the other views at this meeting?

Mr. Davis. No one. That is the only time that this thing has
been brought up, and it was brought uy then casually, and more or
less as & side issue, with other things. It has never been brought up
officially, in writing,

The Ciamyan. The representatives of the Coal Operators’ Asso-
ciation were at this meeting. What were they there to secure?

Mr. Davis. They were at a conference of their own. It was a
convention of coal operators here in Washington, and while they
were here there was a commitiee of them that waited on Mr, Allen,
concerning some decision—I can not give you the number of it—
that had been passed by the Solicitor’s office recently, and this de-
cision pertained to article 222, on depreciation. 'I‘hey were pro-
testing against that decision to the office of the commissioner. That
was the object of this meeting.

The Cirairyman, And during that meeting this question of amorti-
zation or depletion was discussed ?

Mr. Davis. Yes, sir. This decision that was handed down in the
Houston Colliery case was brought up and talked over. It was
brought to their attention.

The Cramaran. And did the coal operators contend for this
viewpoint as established in the Houston Collieries case?

Mr. Davis. The operators did not have anything to say about this.
As I say, this was brought up as a side issue. I brought this up
at that time, just to get it to the attention of the department.

The Cuamrman. Has anyhing been done about 1t since then, do
you know?

Mr. Davis. No, sir.

The Cuamman. You may proceed, Mr. Manson.

Mr. Harrson. Just one further word of possible explanation. in
order to make clear Mr. Davis’s statement as to who were present
at this meeting, at the time he called attention to the Houston Coal
Co. case. Were the coal operators present in the room at the time
you mentioned this case to Mr. Allen?

Mr. Davris. Yes, sir.

Mr. Hartrso.:. They were?

Mr. Davis. Yes, sir,

Mn HarrsoN. So that the representatives of the coal companies
Wereg thoroughly familiar with the holding in the Houston Coal Co.
case? :

Mr. Davis. I can not say that.

Mr. Harrson. Well, they were certainly after you called it to their
attention, were they not?

Mr. Davis. Well, some of them, but T doubt if all of thein were,
or whether the majority of those coal operators knew what we were
talking about. They were there on another object.

Mr. Harrson. When was this conference?

Mr. Davis. I can not give you the date. It was a few weeks ago.

Mr. Harreon. How long ago?

Mr. Davis. A month or six weeks.

Mr. HartsoN. Just recently?

Mr. Davis. Yes, sir.

Mr. Manson. The real value in a mining lease, consisting, as it
does, of the right to remove the metal or remove the coal, as in this




INVESTIGATION OF BUREAU OF INTERNAL REVENUE 1951

case. is not directly affected by the lapse of time, as in the case of the
vental of a building. If T rent a building and do not use the build-
ing during a part of the time. I have lost forever the value which
was covered by that period of time.

The Coammax. To the extent, at least, of the vental paid.

Mr. Maxson, To the extent of the vental paid.

In the cuse of a lease which hias a value independent of the rental,
suppose I pay a $10,000 bonus for a 10-year lease, and if, during a
vear or two vears of that period. T do not use the property, that
portion of my honus which represents the share of it covered by
the used period is a loss. In the case of a lease where the right to
enter upon the property is a mere incident to the right to take from
the property, something of value, which, when taken from that
property. decreases the value of that property, the mere lapse
of time has nothing to do with the decrease in value. T may. by
speeding up my operations in a subsequent yvear, make up for that
loss, N

In this case two of these leases were 30-year leases, and ene of the
leases was a 21-vear lease,  Each of these leases contained a right to
renew,  This value was distributed over 30-year periods, and a 21-
vear period, to be deducted in equal proportions.

It 15 manifest that what aotna{ly gave those leases their value was
the right to remove coal for a period of 60 years in the case of the
two 30-vear leases, and for 12 vears in the case of the other lease.
The venewal privilege in such cases gave to those leases a part of
their value, but even if such a basis as was adopted by the committee
on appeals and review were to be recognized as sound. the distribu-
tion of that value for purposes of deduction over the mere first half
of the period resulted 1 allotting to that half twice as much of that
value as reallv attached to that half,

Mr. Crairmax. Mr. Davis, were vou in the burean when this case
was before the bureau?

Mr. Davis, T can not say whether T was or not. Senator. I did not
hundle the case personallv, and without knowing the time I could
not suy whether I was there or not.

The Cuairmax. Do you know, Mr. Manson. who comprised the
committee on appeals and review at that time?

Mr. Maxson, T do not.

Mr. Hartsox. Have you a copy of the committee’s recommenda-
tion there, Mr. Manson?

Mr. Maxsox: No: T have not. T have just the substance of it.

Mr. Harrsox. Have you the date of it?

Mr. Manson. It is somewhere in this document. I can furnish it
to vou.

The Cuammax. Has anybody here got it¢ If so, this is a good
place to put it into the record.

Mr. Mansox. This decision was published as recommendation No.
6459 in C. B

Mr. HarrsoN. Cumulative Bulletin.

Mr. MansoN. Cumulative Billetin, volume 3. No. 14, page 3, April
7. 1924,

The CHammax. This case is important, of course, in view of the
fact that as long as there is a tax this question will be involved.

02019-—25—pr 11—-7
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Mr. MaxsoN. Oh, yes: and it is important for another reason.

. & . . . .

As Mr. Davis has intimated. T am of the opinion that the rulings,
of the committee on appeals and review are at least presumed to
constitute precedents which are supposed to be followed, and the
maintenance of the present method of distributing these values by
the Coal Valuation Section depends upon the resistence of the chief
of that section to the effect of this ruling. It really presents a situa-
tion where it is at least extremely difficult to mamtain any uni-
formity of policy with respect to the distribution of these values for
deplgtion purposes,

Am I right about that, Mr. Davis!?

Mr. Davis. You are, sir.

Mr. Mansox. I have just a few more sentences to conclude what I
have to say on this subject.

It is manifest that the value here attaching to the coal in the
ground is depleted as that coal is removed. Jt is conceivable that
one of thesq leases could have its entire value depleted and could
then be sold to another operator for the full value which has been
attached to it.

The Caamrman. And then he may continue to deplete it.

Mr. Maxsox. And then he may continue to deplete it.

The point is, that the entire value, attaching not to the use, as in
the case of real estate. which is what is provided for by the first
provision of the statute. and the first regulation which T read. but
attaching, as it does, to an article which is to be consumed and
the consumption of which is to reduce the value of the property,
there is nothing to deplete and nothing to amortize, except as that
value is reduced and except as this property is removed from the
premises.

The Ciaryax. Do vou know the price of coal to be used in arriv-
ing at this depletion ¢

ihu Maxsox. No: I do not. I have made no further investiga-
tion of this case than was necessary to develop the principle that
was involved.

The Cuamyan, Does any of the engineers here have any paper
showing the price of coal that was vsed? :

Mr. WrrgaT. I think, Mr. Chairmar, it was practically the deple-
tion'rate—-practically 2 cents. '

Mr. Maxson. A ton?

Mr. WricHT. A ton; yes. That is. the valuation section used a
depletion rate of practically 2 cents. I have not the exact figures.

he CuarMaN. Where were those coal mines?

Mr. MansoN. There are located in West Virginia, in McDowell
County. Is not that right?

Mr. WrigHT. Yes.

Mr. Maxnso~n. Bituminous coal?

The Cuamrman. Did you say that you want to present another
case now, Mr., Manson ¢

Mr. Manson. Yes. -

Mr. Harrson. Mr. Chairman, at this point, may I ask Mr. Davis
a question or two?

he Cxairman. Yes.

Mr. Harteon. I understand, Mr. Davis, that you are the chief

of the coal valuation section.
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Mr. Davis. Yes, sir. ‘

Mr. Harrvsox. This recommendation of the committee on appeals
and review was in the ease of a coal-mining property, was it not?

Mr. Davis. Yes, sir. ‘

Mr. Hartson. And it had direct application to the work of your
section, had it not ¢

Mr. Davis, It had.

Mr. Harrsox. You know of vour knowledge. do you noi, that
the committee on appeals and review’s recommendations are ap-
proved by the commissioner?

Mr. Davis. Yes,

Mr. Harrsonx. When approved by the commissioner, they con-
stitute. at least in cases of like kind and character. anghority for the
decision of subsequent cases !

Mr. Davis. Yes, sir.

Mr. Harrsox. Now, if I understand you correctly. this recom-
mendation in the Houston coal case was embarrassing to you as
chief of the coal valnation section, becanse it was a departure
from your practice in that section of settling other cases!?

Mr. Davis. Yes, sir.

Mr. Hagrieson. How long have you known of this decision in the
Houston coal ease!

Mr. Davis. Oh: it seems to me T have known of it for a vear.

Mr. Harrsox, Is it a2 correct way to put it that it has been a
thorn in your side for about a year!?

Mr. Davis. Yes, sir.

Mr. Harrsox. To whom have you complained ¢

My, Davis. Nobody.

Mr. Harrsox. Did you bring it to the attention of Mr. Greenidge?

Mr. Davis. I might have mentioned it casnally. Such things as
that are mentioned from time to time. 1 do not recall. but 1 have
probably mentioned it at some time, just as we are here saying that

.

1t was causing us trouble. -

Mr. Hagrsox, The first time that vou called it to the deputy com-
missioner’s attention was at the time that vou veferred to. in Mr.
Allen’s conference.

Mr. Davis. And that was only casually, as T say. a side issue to
the stuff that was being talked about.

Mr. Harrsox, No far as you know. it wax never called to the com-
missioner’s personal attention, to the attention of Mv. Blair/

Mr. Davis. Not officially and in writing,

Mr. HarrsoN, Well. do vou know of its having heen called to his
attention unofticially or orally?

Mr. Davis. No: I do not.

Mr. Hagrsox, Do you not think, Mr. Davic. that a case of the
importance of this case, which, to your mind. was wrong and an
improper interpretation of the statute and the regulations, warranted
vour protesting in some formal way to the commissioner or his assist-
ants, particularly when, in the settlement of subsequent cases, you
say it proved of constant embarrassment?

Mr. Davis, Just what is vour guestion? You say did I not
think—— : »

Mr. Harrsox. Just read him my question.

(The reporter read the question as above recorded.)
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Mr. Davis, No. If vou understood the way the work was going at
that tinie and the business we had on hand and the way we were
rushing to get the work done and get things current. vou would not
think that it was strange that we did not stop to make official and
written protests to a decision of that kind handed down by the
committes on appeals and review, when we were getting decisions
from time to time that gave us more or less embarrassment.  You
would just figure on making the best of it for the time being, like
I said we had done in this case, and fight it out on owr own hook
until sueh time as we could get things in the department in shape
where we could probably have time to take these matters ap officially,
through official channels. That takes a great deal of time, as vou
know.

The Ciamyan, This discussion has reminded the chairman that
the engineers or chiefs of sections who had the temerity to oppose
these decisions were threatened with reprisals by Mr. Greenidge.
I do not know whether this witness was threatened with any repri-
sals, but certainly some of the section heads were. 'The communica-
tion read into the record under the signature of Mr. Greenidge
would tend to scare off any timid soul against protesting.

Mr. Harrson. Mr. Davis hus had no such experience as that with
Mr. Greenidge. Have you, Mr. Davis?

My, Davis. No, sir: and I am not a timid soul, either.

The Ciranoran. I gathered that from your statements.

Mr. Davis. No, sirs I had no such intimidation.

The Cuamyan. Have yon any efficiency records in the bureau?

M. Davis. Yes, sir.

The Cnamyan. How do they rate you?

Myr. Davis. As a valuation engineer.

The Cuamrman. Yes; but valuation engineers, of course. have
different ratings as to efficiency. de they not

Mr. Davis. Well, as my rating goes now, as chief of section, which
position I have held for the last two years, I do not know how it
stands. 1 would not see it. 1 could see it if I would ask. T guess.

The Cuamman. Before you became chief of section, what were
vou then’

Mr. Davis. Valuation engineer,

The Cramrman. Did you have a rating as valuation engineer?

My, Davis. Yes, sir. :

The Cuamrman. Do you know what that rating was?

Mr. Davis. I do not.

The Caamrman. Do you know how it was arrived at’

Mr. Davis. I do not.

The Cuamrman. Is there anyone here who can enlighten the
Chairman on that question?

Mr. Harrson. Mr. Chairman, the efficiency ratings of employces
of the bureau are standardized now, under the regulations of the
Personnel Classification Board, which is an organization independent
of the bureau. ,

The Crwamrman. When did that organization start that ¢

Mr. HarrsoN. Possibly Mr. Nash can answer that. I do not know
when it was begun.
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Mr. Nasn. We have been working on the eiliciency ratings, 1 think,
since about the 1st of July.  They were completed somewhere around
the first of the yeur. They are on the forms prescribed by the Per-
sonnel Classification Board, and are made up according to the divee-
tions and rules of the Personnel Classification Board.

The Cuamrmax, Prior to that time, however, you maintained an
efficiency record, did you not?

Mr. Nasi, Yes, sir,  Efficiency records were maintained to a cer-
tain extent in the income-tax unit,

The Crameman, Yes. Da you know how they were arrived at!?

Mr. Nasu. Partially.

The Cuamemax. Wil you tell us!

Mr. Nasu, There were a number of ¢lements taken into consider-
ation-~the employee’s adaptability for his work, his education and
training, his previous business experience, the quantity of work he
turned out. the quality of work he turned out, his attendance, and
clements of that sort.

The Cramsax. It is quite evident from the fact that Mr. Davis
was promoted that he had an eflicient record. [s not that true?

Mr. Nasu. 1 think that is probably true.

The Cuamrman. Do vou keep any record of the efliciency of the
chiefs of these bureaus!?

Mr. Nasu. Personally, I do not.  Now. whether any such record
is kept in Mr. Bright's office, I do not know.

The Cuaissan, When you fill out these forms of the Personnal
Classification Bourd, you have to have some records in yvour office to
enable you to fill them out. do vou not !

Mr. Nasu. Those forms are filled out by the immediate super-
visory ofticer of the employee. and they go to a review board in that
section. or in the division, and finaliy through the review hoard of
the bureau. The procedure is entively mapped by the Personnel
Classification Board?

The Cuamman. But the record that you send to the Personnel
Classification Board is established. of course, in your office, is it not !

Mr. Nasw. The primary rating is made by the immediate super-
visory officer of the employee, subject to review.

The Cuamman. 1 do not want to embarrass anyone, but if con-
venient, and if it will not be embarrassing to anyone, I would like
to have you bring down to me a copy of Mr. Davis’s efficiency record
in the bureau. '

Mr. Nasu. 1 might say also, Mr. Chairman, that, under the rules
that have been prescribed by the Personnel Classification Board as
to efficiency ratings, they are subject to inspection by the employee
for whom they are made, or by any of his associates,

; The Cuaairmax. Then there is no objection to bringing it down
to me?

Mr. Nasu. I do not think there is any objection to bringing it
down to you, and 1 do not think there is any objection to anybody
calling at the departinent and looking at it.

The Cuamrmax, If convenient, then, I would like to have you
bring that down and let me see it, please.

Mr. Manson. Mr. Davis, you were chief of the coal valuation sec-
tion at the time this case was being considered by the committee on
appeals and review, were you?
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Mr. Davise The dute of that was about 0 yenr ago, was ot not ¢

Meo Massox, Jununey, 190240, 06 1 remember vight,

Mr, Davise Yes,wir,

Me. Massos, Did vou veceive any notice of the heavings on this
ense hefore the committee on appeals and review ¢

Me. Davis, 1 would say no.

Meo Masson, Did o von ev v oveecive notiees o henrings in enses
coning from vour seetion that were uppealed o any higher an
thovity !

Mp. Daviss Yes, s

Mo Masson, Whae !

Me, D, We sometimes receive notices to semwd an engineer over
to the committes on appends and review to it in ot the heaving., and
sometimes we do not,

Me. Massos, There is no aniform practice in that vespeet, then?

Mr. Davis, No.

The Couameseas, s thers a vecord inoany specitie ense showing
whether nn engineer was enlled in or not ?

Me, Daviss There would beonovecord in the ense i there haed heen
an engineer enlled g ves, sir,

The Coaevas, T owould Hike to inguive of connsel or the o
neers as to whether theve is pny vecord in this case of an engineer
having been ealled i ?

Mre, Masson. To this case there s na record of any engineer from
the conl valuntion section having beers broveht i,

Mo Arcinarn, Inothe ense of the Houston Collevies Co | othink
no engineer was bronght ing but Fonly saw the vecord of th decision
The deciston speakis of ornl neguments, of hinving henrd oenl argn
ments of the taxpayer. nnd that no engineer appearved from the
unit.

The Crovievass Hve von iy vecord thovey Moo Avehbald, show
inge who were it the henvingr?

Mro Arcnwven, b bege vour paedon s T did nof henr vou,

The Crvievas, Daayohave von any record ae to who participated
e this pueticulne heavinge ¢ .

My, .{m‘umu-. Before the committee on appeals and veview !

The Cusmevas, Yos, sir,

Mes Necmea s, T speaks onldy of the taspaver and the committee,
I do not know who the people werve, |

The Covoewas, You do not know who were on the commitger
cither? '

Meo Avcvnven T eonbd not tell vou now,

The Corvievas, You huve not the vecord hepe !

My Nucumvan, Ne, wire

The Convpvas, T thiok counsel oneht to brine all of thow rocords
i here, so that when ihiese question- arise we iy get an answer to
them,

Me, Hveesons My Chaivman, if the recommendation of the com
mittee o appeals and veview wns signed i dannare, B4 G0 mst
have been sigmed by Me, Charles D, Phomel, who was then chnirnan
of the committee on appeals and veview, and approved by the com-
missioner.  Meo Thanel is now chairman of the Bowed of ‘Tax Ap
penis,
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The Coamveas, Will vou Jook that ap and bring it down to the
next henving, Me. Havtson ¢

Me, Haweson, Yesosivs b will be glad to bring you n copy of the
recommendntion, together with sucl other data ax may be in the files
of the ense in the committes on appenls and review,

The Cuamsax, Yes,

Me. Gureas, Me, Chaienmng mny 1 bring ont a conple of points in
reference to the Inst statement mude by connsel

I wan pointed ont that this taxpayer could have taken depletion
equanl to t‘w cost of the value of the leasen, und then have sold the
leases for the amount they cost him, and then that the purchaser
corld hnve continned having deprecintion on the basis n} the cost
to him of the leases. 1 just want to point onut this faet: Nssnming
that the lease cost the taxpayer in this ense $100,000

The Cosiemas, Let us say at this peint that there is no vecord in
the hearings that it did cost the lessee anything, is there!

Meo Werane, $I77.0000 yvos, siee Tlint was the cost of the three
leases,

The Cuvevax, Before the lessee entered the property at all?

Mre. Winaer, Yew, sir,

The Casmwas, Fseeo T did not anderstand that,

Mre, CGreca, 10 was browght out that deprecintion conld be detor-
mined te the estent of the total cost of the lease and the lease conld
then be sold or an smount equal to the full cost and the purchnser
contintte to tike deprecintion, making it appenr that there would be
two deprecintion wllownnees,  Ax a mntter of fuet, if this taxpuyer
sold the lense for the full amount that he had paid for it, after
hnving tnken deductions for deprecintion equal to the cost of the
lense, the entive amonunt for which e sold wonld be on his income
return: so it would be u wash transnetion, He would have gotten
depletion, and then have returned the same amonnt as his income,
Howould not hnve been s double deduetion, That is what 1 am tey
ing to beinge ont, 1 worhd not have been a donble deduction, as
tdiented.

The Coanevan, OF conrse, that wolld depend somewhint upon
what the beacket was wnder the prreticular revenne lnw that was in
eflect nt the tme the teansaetion tosk place, 1 s conceivable that
at the end of the first 30 yenes we iy not have anywhere near
steh tases ns we Tove now ot lensts we hope net wnd at the end
ol 30 yenes he niy lave gotten adl of his wioney back and the pae
cliucers ot the end of 300 venrse tor anothir 30 venes, might have
depleted at,

Mr, G, That s perfeetly teaes boat the point T am teving to
Being ont s that the deprecintion on this lease s just the sune ns
deprecintion on any other propevty. In the ense of the sale of
property the profit from the sale s inerensed by the amount of
deprecintion faken on the propeetye 16 is the simae hove asin other
CHNON,

The Cratesman, The adoption of any such conclusion ns that in
eatenmntion of the poliey adopted in this case indicates that it is u
wise thing for taxpayers to gumible, to get all theee is to get while
the getting is good, and (o terast to death and tases hereafter ag to
what they mny hope for in the future,



1968  INVESTIGATION OF BUREAU OF INTERNAL REVENUE

Mr. Griue. 1 did not make myself clear.

The statement of counsel indicated to me that in this cuse the
taxpayer could have gotten a full return of capital, and then have
mki the lease to somebody else, and the purchaser would have gotten
a full return to the sume amount. 1 was not bringing out what 1
thought would justify it in some of the cases, but 1 was trying to
show that it such a thing happened, the taxpayer himself would not
have gotten the return,  He would have paid the tax on the sume
amount if he had previously gotten his deduction for depreciation.
Of conrse, that might put him in a worse or better position, so far
as the tax lability is concerned, but 1 do not think that is iapor-
tant, as to whether he paid more or less taxes.

The Cnamstan. No: but I think it is an important point as to
whether you adopt this theory of settlement, and while T appreciate
Mr. Gregg's statement as being of value, ussuming that the lease
was sold now: but in his statement counsel did not confine himself
to the fact that the lease may be sold now, but that it may be sold
in 30 years or 30 years from the date of the lease, and then what
he elaims might have happened would occur to the great advantage
of the taxpayer and to the loss of the Government because of this
method of settling these cases. 1 just mention that beeause 1 do
not think that M!; Gregg’s position is well taken in view of the
statement of counsel.

Mr. Manson, There is another thing on that same point.

This whole law is designed to arvive at the net income for each
year, and the very purpose of the depletion allowance. the very

urpose of the provision allowing amortization of the value of a
ense or business property, is to arvive at the net income of each
vear. There is no contention made that ultimately some income tax
would not be paid upon this provision, but it ignores those pro-
visions of the law and the vevy purpose of the law, which contem-
plates the taxation each year of the net income for that vear.

The Caamyman. Do you want to go ahead with vour other ease
now, Mr. Manson?

Mr. MansoN. Yes. This is the case of the Pond Creek Coal Co.,
a bitumionus conl mining company.

The question involved is the valuation of coal-beaving lands for
tke purpose of determining invested eapital for the vear 1917,

The promoters of this company acquired the lands in question
for $30 an acre.

The Cuamgman. When!

Mr. Manson. In 1911, or immediately prior to 1911,

The company was organized. and the lands exchanged for $1.500.-
00 of the capital stock of the company.

The Cuamyan. I would like to get a picture of this, if T ean, as
we go along. How many acres were involved and what was the
amount paid?

Mr. Manson. The amount paid for the property by the promoters
was $937.780.28. There is involved, all told. about 28,000 acres—1
will come to the specific amount here—about 28,000 acres of conl
lands.

The value fixed on this land by the coal valuation section was
$1.925.629.55.

.
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The Caamyax., As of March 1, 19137

Mr. Maxson. As of the date of acquisition,

The Caamesan. That was prior to March 1, 1913 ¢

Mr. Mansox. Yes. You see, the purpose of this valuation ix to
determine invested capital.

The Criairyvas. Yes.

Mr. Maxson. The committee on appeals and veview fixed a value
of SLE06830.48, which gave the taxpayer a paid-in surplos allow.-
ance of $2.256.930.48.

Our first objection, before going any further with the considera-
tion of this matter. is based upon that provision of the excess profits
tax law, section 207, which provides that. -

(1) I the ense of o corporation or parvtnership: (1) Actual cash pald in,
iy the netunl eash value of tangible property paid in or other than eash,
tor stock or shares in such corporation or partnership, at the thie ot such
payinent (but in case such tangible property was pald In pr or to Junuury i,
M4, the actual eash vthie of sach property as of Janunry 1, 1014, but in no
cune to exceed the par valne of the orfginal stoek or shares speocetttenlly jvsned
therefor).,

Our first objection is that the allowanee of paid-in surplus to the
extent of $2256.930.48 is in direet violation of that provision of
the statute.

In substance, the issue herve turns upon this question. There was
approximately enongh coal land to provide this company with raw
material for a hundred years.  In other words, with their equipment
and at their rate of progress in the depletion of these lands, it wonld
take them about a hundred years to work the lend.

The valuation engineers divided the lands into two parts-——those
which were accessible and which could be worked in 50 vears, and
valued those lands sepavately from the balance of the lands,

The lands whieh they determined could be used within the 50-
vear period were valued at $137 an acve, while the lands upon which
operations would not be begun until after the expiration n}‘ 30 vears,
were valued at $35 an acre.

This gave an average value on all of the lands of $70 per acre,
and, as I have stated, the land was purchased at an average value
of $30 per acre,

This ease was appealed to the committee on appeals and review
from the valuation of the coal lands as caleulated by the coal valu-
ation section and as approved by the head of the natural resources
subdivision.  The question was the value of the lands owned by the
company on the basice date in order to determine the paid-in surplus
and the invested capital.

The compuny owned enongh coal acreage to give an opernting life
of close to 100 years.  In making their valuation the coal valuation
~eetion had divided the lands into those which eould be mined with-
in 30 years and those which would be mined in a later period. A
valuation had been made for each part, that which was available in
the fiest 50 years heing given a higher value than the lands which
would be mined later.

In making their decision the committee on appeals ignored this
point and applied a value for the full acreage as if it were to be
mined within a near future period. The result was that the paid-in
surplus was nearly tripled in amount.

9201025 -pp 11 ---R
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Moreover, it apears from the record that only the arguments of
the taxpayer were heard and no opportunity was given to the natural
resources subdivision to present the reasons for the conclusions
which they had made.

The Pond Creek Coal Co. was organized in the year 1911 under
the laws of the State of Maine. Prior to the date of its organization
the original incorporaters and owners, throngh themselves or their
agents and employees, acquired contracts of sale and deeds of con-
veyance for approximately 28,000 acres of coal lands lying on Black-
berry and Pond Creeks in Pike County, Ky. At the time said prop-
erty was acquired under ssid contracts and deeds it consisted of
numerous tracts belonging to various owners.  Practically all of the
{n-opcrty was underlaid with valnable seams of merchantable coal,
mt as none of the property was situated on a railroad and as there
were no transportation facilities available, the property was not at
that time susceptible of development. The coal seams on :#:d prop-
erty before the date of conveyance to this company were fully opaned
and prospected, the thickness of seam and mining condition. were
known to the owners and organizers of this company. Extensive
and thorough investigation of the property had been made and at
the date the property was acquired 1t was known to the owners that
there was approximately 400.000.000 tons of minable and merchant-
able coal on said property.

A large percentage of the property was owned by the Blackberry
Coal Co. and the Big Sandy Co. Neither of these companies was
organized for the purpose of operating or developing coal proper-
ties, but for the purpose of holding same for sale or for lease. The
properties of these companies were so situated in relation to each other
and in relation to the properties owned by other persons that they
could not have been economically developed without acquiring
numerous tracts from resident owners,

The organizérs of this company, after obtaining options or con-
tracts for the purchase of these two properties through their agent
and trustee, Donald Clark, obtained contracts nupon 52 tracts of coal
aned mineral land for the purpose of consolidating the two properties
mentioned above and the various inside and contiguons tracts into
the poundary which could be operated in an economical manner
after transportation facilities were obtained.  Thereafter and prior
to date said properties were conveyed to this company, Mr. T, B.
Davis, one of the organizers and now president of said company,
obtained from Mr. L. D. Johnson, the then president of the Norfolk
& Western Railroad Co.. an agreement providing the said railroad
company would build lines of railroad into said property from their
main line of railroad to Williamson, W. Va.. and such other points
as might be necessary, sutlicient to allow the company to develop its
properties when same were cbtained and would provide adeguate
and necessary transportation for the coal mined by <aid company:
that said ratlroad would be completed during the year 1912 and
that transportation would be furnished by the time said company
could install its mining operations. This agreement was made on
October 26, 1911, and was carried out by said railroad through a
subsidiary corporation known as the Williamson & Pond Ureek Rail-
road Co. at a cost of approximately one and one-half million dollars,

-




INVESTIGATION OF BUREAU OF INTERNAL REVENUE 19061

Thereafter the organizers of this company authorized and dirvected
their trustee, Henry W. Beale, to convey the properties, which were
under contract or had been conveyed to him by their direction. to
the Pond Creek Conal Co,

Hayden, Stone & Co.. of New York. N. Y., brokers and bankers,
took over the entire issue of the stock of the corporation and de-
posited to the credit of the corporation $1.500000.  The individuals
who acquired the property. and who were later stockholders, were
obliged to acquire their stock through Hayvden, Stone & Co. Mr,
Francis contends that these individuals purchased lands for $30
per acre, cash, and turned the lands over to Havden. Stone & (o,
receiving stock therefor in the amount that they had expended for
the property.

In filing the returns for the Pond Creek Coal Co. for the year
1917, the company claimed an addition to their invested capital of
$3.160.689.22 under the provisions of article 63. Regulations No. 41.

Under date of June 11, 1919, they filed Form 13, setting forth that
thev had arrived at this figure by valuing 27323.13 acres owned in
fee at $150 per acre. This was sent to the natural resources subdi-
vision for examination.

There is reference in the tiles of this case to the recommendations
made by Department Engineer Hudson, but this particular paper
was not found in the files.  Npparvently, the claim nll the Pond Creck
Coal Co. was fivst veferred to this engineer.  Under date of January
T 1922, there is a memorandum from the valuation section giving
the figures which Fngineer Hudson recommended.  Ax given in the
memorandun, the recommendations were:

In September, 1019, Deparviment Valantion Engineer Hud=m recommended
the vabiue of this land as of dute of acquisition ax follews

D448 acres of wvaflable acessibie Iand, at $137.60 per neve. . £1, 300,000, 00
1787518 acres. not flmediately available land, at 835 per acre. 625, 629, 55
Tordd (2032303 acrves) o o e o o LO2D,6249. 55

Awd that $LALG20.055, less the cost ot SO3T,TR0LS, or RUNT.S40.27, be al-
lowed as pald-in surplus,

This valuation was approved September 9, 1919, by My, Talbert,
acting assistant to the commissionor, by an explicit written memo-
vandum. and Mv. Pearman noted thereon, ~ Close case on basis of
value herein shown,” and also (. K'd by Mr. Darnell. chief of the
coal valuation section.

The rate of depletion which was caleulated amonnted to 2.3 cents
per ton. s far as the recerds of the files show, this rate of deple-
tion was satisfactory to the company. but the amount of pui(}l-in
surplus was not.  Appeal was therefore made. first in consultation
with the patnral vesonrees subdivision, and then to the committee
on appeals and review. which rendered a decision, signed by N, T.
Johnson, chairman., on May 20, 1922

In rendering their written decision the committee quotes from a
memorandum of the commissioner which referrved the caxe to them.
In this memorandum it is stated that the taxpavers—

Claim that the valuation of 13750 per aere allowed by My, Talbert was not
only for depletion purposes but also for fnvested eapital. The papers in the

case raise a doubt s to whether the decision of Mr, Talbeit was intended to
cover invested capital, and it is on that point that 1 desive your decision,
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In other words, this case was not rveferved to the committee on
appeals and review for the purpose of making a new valuation, but
was referred to them upon one question only, namely, as to whether
the valuation engineer had intended the valuation of $157.60 per
acre to be solely for the purpose of depletion, or whether it had been
intended to be also applied for use in determining invested capital.

The Cualrmax. W'hy should that question be raised? Would not
the valuation be applicable in both cases, or should it not be appli-
cable in both cases?

Ma. Manson. I take it that in this case they only determined the
depletion of that portion of the property : they divided the property
into two parts, and only determined the depletion on that portion
of it. which they anticipated would be worked within the succeeding
O years.

The Cuamman. Yes: I understand that, but perhaps 1 shonld
have said theoretically should not the value be the same. assum-
ing that there was no nnusual situation. as exists in this case, where
one part of the property was being worked ¢

Mr. Massox. It might not be: no. The invested capital would
depend upon the cost as of date of acquisition, while depletion
would depend upon the value of the property on Mareh 1. 1913,

The Ciamgvax. Or what was paid for it if it was purchased
stthsequently £

Mr. Maxsos. Or what was paid for it if it was purchased subse-
quent to that time.

At the time the case fitst avose there was no coal valuation sec-
tion in the Income Tax Unit. By the time the case came up for
decision the original engineers had left the unit and could not be
called upon to tell what actually had been the original intention.
However, during the intervening time, the case had been revibwed
by the coal valuation section, and in consultation with the taxpayer.
The committee heard only the arguments of the taxpayer and ren-
dered a decision stating *that the total acrveage had a value equal to
that claimed of R137.50 per acre at the time such property was paid
into the corporation in November, 1911.” .

The result of this decision by the committee was that the Pond
Creek Coal Co. was allowed to increase their capital through a
paid-in surplus of $2819,150,.20.  The depletion rate which resulted
from including the whole acreage and all the coal which it con-
tained. and which was later calculated so as to be in conformity
with the decision of the committee in regard to paid-in surplus,
happened to bring a rate three-tenths of a mill less than was
originally allowed by the coal valnation section. but the taxpayer
had gained so much by being allowed to increase his capital that no
objection was raised to the lower depletion rate.

In other words. by bringing in all of this coal to he mined, even
over a 100-year period, it did not particularly atfect the depletion
rate which. 1 take it. had leen based upon the coal to be mined
within the 50 vears.

The cuse of the Pond Creek Coal Co. can be divided into two
questions: the more important of the two is more a question of
manner of arriving at a decision than the actual decision. The
second is the setting up of a bad precedent. The second probably
would not have occurred if the first had been different.

pr——
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The committee on appeals heard only the argument of the tax-
payer and did not call upon the natural resources subdivision or
the coal valuation section for any explanation of the written record
which was before them. This is shown by the language of the
decision. In wrriving at their decision the committee allowed land
which would not be mined until a period commencing 40 or 50 vears
hence, to be valued at the same tigure as land which would be mined
in the near future. Had the committee called upon the coal valua-
tion section for argument in support of the amounts which had
already been allowed, this feature. which probably was not pointed
ont in the arguments of the taxpayer. would have been brought out.

An important Y()int» to note 1s that the commissioner. in subwit-
ting the case to the committee, stated that * the papers and memo-
randum in the cnse raise a doubt as to whether tLv decision of Mo,
Talbert was intended to cover invested eapital purposes, and it i«
on that point that I desire your decision.” In consequence the com-
mittee was going beyond the request made of it, if it rendered any
decision bevond the question of whether the memorandum of Mr.
Talbert (who had been acting deputy commissioner) * was intended
to cover invested capital purposes.” The calenlations for the rate
of depletion which My, Talbert had approved were not in question
nor was there any request upon the committee to make a revaluation.
They, nevertheless. made a revaluation without consultation and
slipped into errvor.

As has been noted already, the memorandnum of M. Talbert ix not
in the files. but essential quotations are scattered through various
g}lpers. My. Talbert in approving the original valuation of M.

[udson had concurred in the separation of the holdings of the Pond

Jreek Coal Co, into “ available accessible lands ™ and *“ not immedi-

ately available.” Each had been valued separately. The available
land had been allowed the value of $137.50 an acre and the not
immediately available, n value of $35. That there was this separa-
tion is supported by the words of the decision of the committee, who
had this paper before it, wherein is found the statement *that the
decision of the former chairman of the committee fixed a value of a
part of the acreage.” and in the statement that * the informal memo-
randum from the committee addressed to the Income Tax Unit.
under date of September 9. 1919, which reads as follows:

I think the one signed by Mr. Hudson valuing 9,448 acres at $1.300.000 and
17,875.13 acres at $35 per acre, giving to the corporation a paid-in surplus
item of $987,849.27, iz consistent with the facts and equities of the case, and
I therefore approve the settlement of the case on that basis,

As the date of the quotation is the saume as the Talbert memoran-
dum referred to, this 1s probably a question from the original docu-
ment. Moreover. another previous paragraph is quoted in the deei-
sion which throws light upon the question whivL was really =nb-
mitted to the conmittee for decision:

I have considered these two memorandi submitting different views ux to
the proper valuation for invested capital purpoxes of the propertios turned over
to the corporation upon the organization of rhe Pond Creek Coal Co., of Toston,
Mass,

The original Hudson valaation was made in September, 1919, The
company protested and on December 10, 1921, and 'on January 6,
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1922, A, H. Fay. head natural resources subdivision. by written
opinion stated that although the Talbert-Hudson allowance was
believed liberal it 'was acquiesced in,

In making its decision. the committee refers to a pencil memoran-
dum. There is a pencil memorandum in the file, Tt 1s signed = Tait
in the handwriting of Godfrey M. S. Tait, who abont that time
was chief of the coal valuation section and subordinate to the head
of the natural resources subdivision, It is dated January 29, 1921,
three weeks later than the reconnendation of the head of the natural
resowrcees subdivision,

The committee does not specify the exanct pencil memorandum to
which it refers but it lays weight upon some peneil memorandum.

The committee also finds that the pencil memoranda in the tile indicate that
it was the intent of the conl valuation section to allow $137.50 per acre as
the eash value of the property at the time paid in to the cerporation.

The pencil memorandum of taxpayer’s conference which was
signed * Tait.” reads:

Conclusion : That 313750 per acve for the entive property would he aecept-
able by the taxpuyer and that the valuvation section would revise the ense
seeking to reconcile the estimate with the smount.

It is a question whether the committee in making it< decision
should have been so guided by a single memorandam of a taxpayer’s
conference which ran connter to all the recommendations of superior
oflicials, without attempting to reconeile the differences hetween the
recommendations and without seeking information from the natural
resources subdivision, l'):n'ti('nlm'l_' as that peneil memorandum con-
cerned something which they had not been ealled upon to decide.

This stunds out upon the examination of the facts of the decision.
The Pond Creek Coal Co. was seeking to have the Income Tax
Bureau allow it to place upon its return for 1917 » paid-in surplus of
$3,160,689.22. It sought this allowance under article 63, regulations
41, which provides that—

Where it can be shown  * *  * that the tangibie property has been con
veyed to a corporntion * ¥ #  hy ittt or ar o value accurately ascertainable
* v o* pleavly * * % in excess of e cash oor par value of thes stock
* e+ paid therefor, then the mmount of excess sbhall be deemed to e paid-in
surplus, * * ¢ Evidence * > % guay consist of the markei price in ex-
cess 6f the par value of the stock or shares, :

But I take the position that this case comes clearly under the pro-
visions of the 1917 law, which prohibits the allowance of value upon
property exchanged for shares of stock of a corporation in excess of
the par value of the stock.

There was some confusion of thought within the Income Tax
Bureau in this case as to what constituted paid-in surplus, A memo-
randum submitted by the audit section December 1, 1921, referred to
section 207 (a) 1 and 2. regulations 41, but as this case falls under
the next subdivision, namely, No. 3 (invested capital * * *
means * * * actual cash paid in * * * and (3) paid-in or
carned surplus). reference is also made in this memorandum by
audit to T. D. 3181 C. B, 4, page 373.  This reference is to a decision
by the Supreme Court that—

The provixions of clause 3 of section 207 (a) that Inclades * paid-in* or

carned surplus * * * pecognizes that in some cases contributions are
received from stockholders in money oy its equivalent for the specitic purpose
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of creating an getual excess capital over and above the par value of the stock:
and in view of the context, surplus ¥ * * “pald-dn ™ excludex * * % g
mere appreciation of values over cost,

The audit section denied the paid-in surplus because of lack of
tangible property.

In the case of the Pond Creek Coal Co.. there had not been a mere
appreciation without work. The people behind the promotion had
done work which added to the value of the company and which was
above the value written on the books and the money expended.  In
a brief submitted by the taxpayer, there is the pleading:

At the time sald properties were acquired, said contracts made aud said
properties conveyed to Pond Creek Coal Co, it was not Known to the publie
generally or to the persons eonveying said properties, that they were being
purchased for immedinte development or that a raflroad would be humediately
built into the properties or that capital hnd been areanged for and plans made
to open and develop lurge and extensive coal mines on snid property. At the
date of suid conveyanee, however, all the foregoing faels were known to the
organizers and the present management ot this compuuy and the value of the
property as based on these faets was known, bat notwithstanding this fact the
organizers of this company, on account of the fact that they were lurgely
becoming owners of the stock theveof, had thelr reastee or trustees convey and
transfer all of said properties to this compnny at approximately the cost
thereof, including the expense incident to acquiving same.  Radd compaby now
stutes that at the date of sakd conveyanees said property was worth and had a
value aceurately ascertainable and detinitely known of $150 per aere.  Suald
faets were known to the owners of suid property at the time they cansed it to
be convevsd {o safd company : the property lud been thovoughly prospected ;
the quainy sand quantity of conl had been fully explored aud reported, the
transportation facilitios for develapment of property provided for, the necessary
capital for development and operation of snid property has been obtained and
at the date of the various conveyances referred to said property wis worth and
had u value actually ascertainable of SHO0OS468.50,

The fact is that while they paid something over $900.000 {or the
property, which was exchanged for stock of the par value of
%1.:506,000, we recognize that the organmization of thi- property into a
solid whole and the securing of transportation facilities did bring
about an increase which would warrant an increase in value from
something less than a million dollars to $1.,500,000: but we do main-
tain that there was nothing to justify the violation of this statute
by the allowance of a valie as a paid-in surplus in excess of the par
value of that stock.

We further maintain that the committee erred in allowing as tle
value of the whole twenty-seven or twenty-eight thousand acres
which could not be worked for a period of 100 years, a value of
$137.50 an acre, which had been tixed as the value of that portion
of the property that could be worked within the period of 40 or
50 years,

There was no attempt upon the part of the committee to make an
independent valuation. ' :

The real fundamental purpose of counsel in bringing this case to
the attention of the committee is to show the weakness in a system
which permits of a decision of this sort being arrived at by the com-
mittee ‘without consulting the engineers who knew upon what basis
this valuation had been made, and without giving them any notice
or opportunity to appear and explain the basis of the valuation
before reaching their decision.
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Had that been done, I am confident that this result would never
have been arrived at. They fell into the error of assuming that
becuuse the engineers had valued one tract, which was accessible to
the railroad, and could he worked within 40 or 50 years at $137.50
an acre, that therefore the whole tract. two-thirds of which was
inaccessible, and which could not be worked, or upon two-thirds
of which work would not start until after 40 or 50 years, would
have the same value.

The Cuamman. I do not understand hew the committee, cven
though it did not c¢all in an engineer, could overlook the valaation,
which must have been before them, showing that some 17000 acres
were valued at only %35 an acre. s there anything in the vecord
showing why they ignored that feature?

Mr. Manson. We find nothing, but it is n moral certainty, in my
opinion, that if they had notified the engineers, ov notitied Mr. Davis.
or whoever was in his position «t that time, and a valuation engi-
neer had appeared before the committee. they would see that the
value of the property which was accessible and could be worked, and
was being worked at that time, and would be worked in the 40 or
50 year period was entirely different from the value of the property
upon which work would not commence until 50 years hence.

The Cuairman. Yes; I understand that, but what I do not under-
stand is why an engineer would be any more impressive before the
committee than the valuation which they must }mve had, showing
a valuation of $35 for 17,000 acres. I do not understand why the
committee was not impressed with that value just as much as if an
engineer had been there and told them about it. What I would
like to know is whether you have anything in the record there to
show what this would amount to in taxes. I think it is important.
in questioning these decisions here, to know what it means in dol-
lars and cents.

Mr. Manson. That tax, Mr. Chairman, for 1917, has not been
computed.

Senator Kixe. Mr. Manson, is this a type of other cases, or are
there other cases that come in the same category that arve subject
to the same criticism¢

Mr. Manson. In answer to the. Senator’s question, 1 have pre-
sented two cases this morning which involve appeals from the coal
valuation section to the committee on appeals and review. While
we have taken exceptions to the decisions of the committee, the real
thing T want to call the committee’s attention to is the fact that
these cases are passed upen by men whe do not know anvthing about
them, hearing the taxpayer’s side only. and not notifying the engi-
neers of the bureau who have either made the valuations or are at
least familiar with the subject matter, and that. in my opinion,
neither case would have been decided as it has been had there been
a uniform practice of notifying the technical men familiar with
the subject matter, and giving them an opportunity to appear before
that committee.

Mr. Harrson. Mr. Manson, if it were shown that the membership
of this commitiee included engineers equally capable and equally
competent, from an engineering standpoint, with those in the income
tax unit, then you could not say that these cases were being passed

.
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upox; by people who knew nothing about the subject matter, could
you

Mr. Manson. The mere fact that a man may be a trained engi-
neer, sitting on this committee, and hearing one case after another,
does not show that he is familiar with the subject matter that is
involved in the case to the same extent as the engineer who made
the valuation, vr the engineer, as in this second case, who reviewed
the valuation.

The Coameyan, Is any significance to be attached to the fact that
these records are missing, o0 the expression of these views is miss-
g, or is that just an aceident ?

Mr. Maxson, T am marely stating the facts as they have been
stated to me by the engineer, 1 attach no <igmificance to it, other
thian it may be a reflection on the filing svstem.

Mr. Hawrsox. Me. Manson, may I ask another question?

Have vour enginecrs attempted to value the property transferred
to the corporation in 1911 in exchange for its stock?

Mr. Maxsox, No. indeed,

Mrv. Hawrson. It might be that, except for the position that yon
take that the law prohibited the taking into invested capital this
property in excess of the par value of the stock issued therefor, that
the property. in tact. was worth in 1911 move than the $1.500,000
in stock ¢

Mr. Maxson. 1 do not think the circumstances in this case would
warrant the conclusion that it was. Tae value of this property, for
the purpose of determining invested capital, was as of the date of
aequisition.  The property had been purchased as wild land at
%30 an acre.  The engineers, in making their valuation of approxi-
mately

The Cnamyax. January 1, 1914, was it not?

Mr. MansoN. Yes. The engineers. in making their valuation, had
viven it a value of about $70 an acre, an average value of about $70
an acre, assuming that it more than doubled in value, due to the
fact that it has been organized into a solid mass and into a going
concern.

Furthermore. 1 think it is necessavy, as the chairman has pointed
out, for anyone. in making a valuation of this property, to recognize
the distinction between the value of property wkhich is adjacent to
a railroad, which is at the point of mining operstions, and which
can be worked within the next fifty years, and the property upon
which operations will not begin until 50 years hence. It does not
seem 1o e that it requires an engineer to say that there is a vast
difference in the value of those two groups of property.

Mr. Gurce. May I ask just one gnestion?

Is there any evidence in the case to show why only one-third
of this land was inmuediately available for operation, other than the
fact that there was so much of it that this taxpayver could, within
the next forty vears operate only one-third of it? Is there any
otherevidence?  Was the remainder of it inaccessible and far from
the railroads?

Mr, Maxsox, That was the determination of the enginecrs. There
is nothing in the decision that rebuts that.
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Mr. Grrag, 1 did not get that from what vou read of the engineers’
report.  As I got it the sole point that the ei ineers made was that
only a portion of.it could be worked in the next forty years, because
there was so much of it. and that this one-third would occupy all
of the time of this purticular taxpayer.

Mr. MansoN. No: the engineers determined that two-thirds of it
was not accessible,

Mr. Greas, For what reason-~lack of transportation?

Mr. Mansox. I assume so.

Mr. Pagkir. This property is situated between two valleys, as 1
andderstand it with a high vidge in the middle, The railvoad went
wp one of the valleys. and it is obvious that on the farther side of the
ridge it 18 not as aecessible as 1t is on the side pear the railrond.

My Guece, Vhat s the point T wanted to bring ont.

Me, Hasrsox. Me, Chairnnmn, counsel has again brought to the at-
tention of the connnittee the appavent inconsistency between article
63 of regulations 4 and section 207 (0-2) of the revenue act of D17,
which iuvolves the definition of invested capital. The Jaw, as counsel
lins read. on its face, suys that the property issued in exchange for
the capita! stock of a corporation. may not be included in invested
capital at a fizrure in excess of the par value of the stock issued
therefor. The regulations which counsel has cited, article 63 of
regulations 41, which are applicable to the 1917 Jaw, say that when
it can be ascertained clearly and definitely that the value of property
exchanged for capital stock is clearly in excess of the par value of the
stock. in such excess amount it shall be included as puid-in surplus.
That, as the membership of the committee will remember, was in
issue here some weeks ago in another case.

The Crnamyax. Yes: but in this case they did allow in excess
of the capital stock in fixing the value at some $1,900,000,

Mr. Harrsox. That is correct. Mr, Chairman, and assuming that
that property sctually did have a value at the time it was taken in
exchange for the stock. a value in excess of the par value of the
stock, then the regulations permit that excess value to be included as
paid-in surplus. )

Mr. Maxsox, But the law did not.

Mr. Harrsox. That is just exactiv what I am coming to, At the
time'th regulations were adopted. it was well known that there was
an apparent inconsistency. Now. Mr. Gregy is thoroughly familiar
with the reasons for the--—

The Cuairyvan. For the violation of the law.

Mr. Hagrsox, No. Mr. Chairman: not for the vielation of the
law—thoroughly familiar with the cirenmstances surrounding the
adoption of article 62 of regulations 41, and 1 think he should be
heard on that. He was not here at the time it came up before, and
the committee would, T think, be interested in hearing him,

Mr. Gurce, T would like to give the committee, not with particu-
far reference to this particular case, the history of that,

As you probubly know. when the 1917 act was passed. it was re-
written in conference, probubly S nator Jones was in that confer-
ence, undl the last rewrite of the invested capital provisions, I have
been told many times, was done in two hours. It was very incom-
plete. and it was recognized at the time that the act was passed

¥
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that it was verv doubtful whether the Treasury Department would
he able to adwminister it, because it was so incomplete,  As a matter
of fact, in section 210, some words were actually omitted from the
law. just through a clerical error. because it was so hastily done at
the last minute. ‘

After the act was passed Congress knew and the department knew
that some strong-urm methods were going to be necessary to make
the act work at all, so they formed a committee to advise the depart-
went on these mutters.

The Cusmsan. You say “they formed a committee.” Who
formed a committee ! '

Mr, Greaa, That is just what I was coming to. Mr. Chatrman, I
remember Doctor Xdams was on it and My, Stervett, who is w part-
ner i Price, Waterhouse & Co., one of the leading accountunts in
the country, together with several other promipent tax men, in
addition to representations of hoth the Ways and Means Committee
and the Finance Conoittee, 1 have forgotten now what repre-
sentatives were on the comuittee, except Mr. Cordell Hull. T re-
member distinetly that Le was one of them. This body was to
advise the Treasury l)e‘mrtnwnt. and assist it in administering the
act. It was admitted that it was practically impossible to admin-
ister it.  They did. in regulations ¢1, at several places, absolutely
strong-arm the act.  There is no need of my denying that. T think
they will admit it themselves: in fact, 1 know theyv will.  They have
told me several times about this trouble, and the way this question
has come up to them.

The section which counsel read very clearly indicates that prop-
erty paid in for stock prior to January 1, 1914, should not be given a
greater value for invested capital purposes than the par value of
the stock. 1 think it s the lfnllm'vin‘u; paragraph that includes in
invested capital paid-in surplus,  Of course, * paid-in surplus ™ is
a very indefinite term, and no one knew just exactly what it meant.

One of these cases, 1 remember. very distinetly was a case where,
in 1901, a corporation was organized by a family corporation, with
property, the known value of which, as T remember it, was in excess
of $10.000.000, and that was paid in for stock of the par.value of
$1.600. the purpose in issuing any stock being to determine the
respective interests of the members of the family in the property.
It made no difference to them, of comise, what the par value was.

That was one of the cases that came to the attention of this com-
mittee. on which there were vepresentatives of both the Finance
Committee and the Ways and Means Committee.

As 1 remember it, there were five cases that were brought to their
attention. and thev made such an impression on this conumittee that
they issued article 63 of regulations 41 to take cave of that type of
cases, which said that if the value of the property paid in for the
stock 1= cleariy in excess of the par value of the stock issued for it,
the excess may be allowed as paid-in surplus., basing that decision,
if theie were any statutory justification for it, on the provision of
the statute allowing inclusion in invested capital of paid-in surplus.

Several times since that time the question has arisen as to the
validity of that vegulation, and naturally it would. We have al-
wavs taken the position. and it seems to me properly so. that con-
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sidering all the conditions at the time when the regulation was pro-
mulgated and the fact that it was sanctioned by both the committees
of Congress charged with the framing of revenue legislation, and
that a great many of the cuses have been settled on the basis of the
regulations, we would not be justified in upsetting it.

Mr. Harrsox. And the 1918 law came around immediately and
corrected the apparent defect.

Mr. Geece. The 1918 law and all subsequent excess profits tax
laws, as Mr. Hartson says, recognized the omission in the 1917 law,
and they have taken care of it in express ferms.

That is the history of that regulation, and there are several other
regulations with the sume history, which, ax u technical amtter, it
is hard to defend.

The Casmyan. Bt vou do believe that 1t has been corrected by
statute sinee !

My, Grece. Yes:and 1 ean furnish you a eitation, if you wish,

The Crammoan, Have vou completed that case. Mr. Manson?

Mr. Mansox. I have concluded it.

The Cuamyaxn, 1 do not know whether 1 referred to this yester-
day or not, but the members of the committee now present were not
present at that tume. There was a little discussion toward the close
of vesterday’s session concerning the effect that this work was hav-
ing upon the work of the bureau: 1 mean the effect that the work of
the committee was having upon the work of the bureau.

It appears that-—and I think other Senators can verify this—-the
bureau is sending out letters, and 1 do not think they deny it. to
taxpayers who have claims, stating that their claims are being held
up by this committee. In fuct. I got a telegram from an oil man
down in Oklahoma City to-day. sayving something to this effect, that
his father's case had been settled and vefund made on the basis of
the present depletion policy. and that his refund had been denied
on the same basis,

Now, I do not recall-—and if I am wrong about this, I hope some
member of the bureau will correet me—that we asked that any
cases of oil depletion be held up. .

Mr. Hawrson, Mr. Chairman, if 1 may state my recollection of
what occeurred. and what brought wbout this situation that the
Chairman comments on, it first arose through Senator King's sug-
gestion that the pending deficiency appropriation bill might wel)
be held up; that is, the deficiency appropriation bill to make refunds
to taxpayers——

The Cuamnan. Yes.

Mpr. Harrsox {continuing). Until the investigation was completed.
It was then that the assurance was given by the representatives of
the bureau that refunds and adjustments in cases which involved
principles which were being criticized here would be held up until we
liad reached some final conclusion.

Mr. Mansown. I might add to that, that subsequent to that M.
Nash called me up and asked me whether, in my opinion, if they held
up all cases involving depletion al'wances arrived at on an analyt-
ical appraisal basis and amortiza: n allowances, that would cover
the class of cases that they had agreed not to make refunds in. and
I told him that I thought it wonld.

.




INVESTIGATION OF BUREAU OF INTERNAL REVENUE 1971

The Caammay, Did that include oil coses. too, Mr. Manson ?

Mr. Mansoxn. Yes: the same principles that had been discussed in
conneetion with the other depreciations arve as applieable to the oil
situation as theyv are to any other mine.

Mr. Harrsox, Of course, Mr. Chairman. taxpayers have known
that their cases were settled, except for the machinery of finally clos-
mg either the refund or the eredit which might be made to them as
the result of the adjustment.  In order to explain to them the reason
why their checlk was not fortheoming, or that their eredit was not
actually made, the department has sent out letters ~how many I am
unable to say, but T think Mr. Nash has that information in response
to the Chairmen’s guestion of vesterday——in which they were advised
that the Senate Investigating Committee had veguested the depart-
ment to withhold action panding a further agreement hetween the
representatives of the burean and the committee,

I think that possibly Mr. Nash has a vopy of the form letter which
was prepared. T wifl only read that portion of the letter which
refers to the point T am making, although T will be glad to put the
whole letter in evidence:

However, the Senate committee investizating the Bureatw of Internal Revenue
hats requested that no amonnt of overassessment based upon g natarsl resonree
valuation or adlowance for amortizution he vefanded or eredited pending its
inquiry into the bureau's practice in adminixtering the provigions of the viious
revenue lnws dealing with these subjects,

Secordingly the Htem has been deleted from the retund sehedule and final
adjustment will he withheld pending a further understanding bhetween the
burean and the Sernte comindttee,

That is the form letter which is being filled in in the various blanks

('The letter referred to is as follows:)

TREASURY DEPARTMENT,
Washington,

Sir: Advice has already been furnished that you were overnssessed by the
Burean of Internnl Revenue for income taxes in the amount of & .. for
the years ~———— and that the overassessment had been scheduled to the
collee¢tor for your distriet to be apptied in the adiustment of your account,

vou dare now informed that the collector has retarned to this office (he sehed-
ule upon which your Hem of oaveprassessment was listed, indieating the follow-

ing ndinstment
L] L] * * L] L] L ]

However, the Senate committve investigating the Bureau of Internal Rev-
enue has requested that no amount of overassessient based upon i natural
resource valuation or allowance for asmortization be refunded or eredited
pending its inguiry into the bureau'’s practice in administering the provisions
of the vartous revenue laws dealing with theve subjects,

Accordingly, the item hax been deleted from the refund schedule and tinal
adjustment will be withheld pewding g turther understanding between the
burenu and the Senate committee,

Respectfully,
Jo G Brionn,
Deputy Conanissioner,
By - s e
Head of Divigion,

The Cuamaax. How many of such claims are there!

Mr. Harrsox, I should say. Senator, that there are a great many.
I do not know exactly. Mr. Nash may have the exact figures.

My, Nasu. Mr. Chairman, to date, there are 2,205 such schedules.

Senator King. “ Schedules.” Does that mean claims?
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My, Nasu. Claims: yes, sir.

The Cuamyan, And that is because of the cum{mign or drive
that is being made on the Senators in this matter, because of this
recent request of Senator King's to hold np this refund list for which
an appropriation has just been passed. Is that right?

Mr. Nasi. Yes, sir. At the time that this was under discus-
sion, we had a great many schedules that had already gone through
and had been approved.

The Cuammmax, When you say * schedules” do vou mean sched-
ules ox elaims/

My, Nasn, Wello schedules or elaims. either. Fhey are syn-
ONYINoUS.

Mr. Haesox, The explanation of that is that the sehedule is the
formal action of the commissioner on a claim,

The Coamnaxn, I thought you put a great namber of elaims on
one schedule.

Mr. Nasn. That is true.

The Criamyax. Then, you may have ten schedules and yet have a
thousand claims,

Mr. Nasu. I think one schedule to-day will carry anywhere up
to about 50 claims or 50 items. .

Senator Kixa. Then. when you said vou had 2,000 schedules, it
mirzht mean 10,000 claims?

Mr. Nasu. We have, as stated in this memorandum, 2205 cer-
tificates of overassessment, which means individual claims, At the
time this matter was under discussion, a great many claims had
already been approved and scheduled and were awaiting payment
in the accounting division, and we withdrew from those schedules
all claims that involved any element of amortization or natural re-
sources valuation.  We also had in our scheduling division a gveat
many claims waiting to be scheduled, on which the advice had
already been sent to the taxpayer that his claim had been settled.
We withdrew from scheduling in the claims division all elaims that
involved the items under discussion. Then, we have since with-
held from scheduling all claims that involved those points; that is,
we settled the cases up to the point of hringing them into the claims
division. and then we stopped.

In the first two classes that T have enumerated. the taxpaver has
been advised that his case been wettled. The first notification had
already gone out to the collector’s offices, and some of the credits
applied to outstanding assessments in the collectors” offices: so all of
those credits had to be withdrawn. and a great wany inquiries came
in for an explanation as to why we were taking thix action.

We took the position that we shonld make a uniform reply to
evervhody and tell them, as nearly as we could. why it was heing
done.

I do not think our letter was ever intended to be eritical of this
committee. but to inform the taxpaver why action was being with-
held temporarily on his claim. The letter which went out was
brought to my attention: it was brought to Mr. Hartson’s attention,
and'it was brought to the commissioner’s attention.

There are two letters, which are going out. one where the tax-
payer has already been advised that his claim has been settled and
brought up to a certain point, and the other is a letter we ave asing
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where we have determined that a taxpaver is entitled to a refund,
but the statute of limitations is running against him on March 15th.
In those cases we are writing a letter telling the taxpayver to file a
formal claim for a refund to protect his interests, in the event that,
subsequent to March 15, we still hold that he is entitled to that
refund. 1f he does not tile a claim the statute will toll on March 15,
and the taxpayver would be deprived of the refund to which he is
entitled.

The Cuamman. T would like to ask at this point whether the com-
wittee thinks that we have gone far enough into the amortization
guestion to arrive at a conclusion as a result of this investigation,
and that a decision may be reachad either by a statement from the
somnmittee, or, having gone into it and having deawn the bureau's
attention to o we will leave it to the buvean to reach u decision?

Senator Kina. 1 am not ready to express an opinion on that, Mr,
Chairman. 1 want to talk the matter over a Little with the commit-
tee and with Mr. Manson and the engineers before T am able to ex-
press an opinion. Of course. 1 am very anxious that we shall be
able to consider those questions that involve principles within which
a large number of cases may be brought as a eclass, and reach our
conclusions, and then advise the department. Of course, thev may
not accept our views, but the matter will be closed as far as we are
concerned, except to make a report. 1 should be glad, as I say. if
we could cover that class of cases at as earvly a date as possible.

The Cuamman, If agreeable to the committee. 1 would like to go
into executive session pow,

Mr. Nasu. Mr. Chairman, before we adjourn. 1 think I should
call to the attention of the committee the interest losses. that have
ncerued on these payvments that are being held up.

The claims will aggregate something over $9.000,000, and up to
date there is interest acerued to the extent of something over $10.000,
That interest is growing daily as the claims aceumulate, and it now
averages something over $800 a day.

We have had complaints because of the fact that claims that were
already approved by the commissioner and were held awaiting pay-
ment had interest stopped on thim.  The taxpayers are demanding
payment, beeause they say they are not getting any interest. and they
should have their money immediately.

Nenator Kive, T would like to ask Mr. Nash or Mr. Hartson
whether. in view of any suggestions or criticisms made by the com-
mittee as to methods or principles adopted. the department has taken
steps to change any of its policies or to revalue or reassess any of the
iatters which came hefore us, .

M, Hawrsox, s that question divected to me ¢

Senator Kina, Yes: either of vou or both.

Mr. Harvsox, Then, T will be glad to answer i,

Senator Kixe, Yes: all vight.

My, Harrson. 1 think the department has.  ‘There have been par-
ticnlar cases which have been called to the department’s attention,
in which adjustments and changes have been made. it as a general
proposition, as a general plan, as a general policy the department has
made no change so far.

Now, the committee has not made up its mind. and has not made a
report.  The bureau is trying to go ahead and do its job in the in-
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terim. 'That does not meun that after the report is made by this
committee substantial changes will not be made by the departinent.
It does mean that up to the present time we have changed rvesults in
articular cases as a consequence of this investigation, but there has
en no general, widespread change of pelicy in settling these cases,
or in any of these principles that have been criticized by the com-
mittee.

Senator Kixe. That is to say that you, as legal adviser, and the
department are so satisfied with the perfection and the infallibility
of the positions that you have taken. not only in most cases, bat with
the general underlying principles. that vou are going to persist in
them ¢

My, Harrsox, Senator King, the departwent has never taken the
position that it has been mfallible. if has never said that it was
perfect, aud evervbody who has intelligence in the depirtment recog-
nizes that it is imperfect and that it is not infallible.  We have made
imnistakes., It may be that on matters of general application the
department has been wrong.

Senator Kina. Mr. Hartson, may I say this: 1 do not sce how it
would be possible, with these statutes, many of which are rather
ambiguous, even if you had the wisest and best men in the world. for
you not to have made mistakes, or to have adopted policies which
would, perhaps. be disadvantageous to the Government. and often-
times disadvantageous and unfair to the taxpayer. in these vears, and
with the changes which have taken place in the personnel. I do not
think it would be possible. and any statement which I might make
would be rather in the nature of suggestions instead of criticisms,
becatise I have no doubt that if I had been there, or the wisest men
in the vorld had been there, lots of mistukes would have been made
in general policies, as well as in individual cases: but I do not think
you or the officials of the department ought to take a dogmatic posi-
tion here and simply set your teeth and say. ** We have pursued this
policy, and we are going to continue to pursue it.”

Mr. Harrson. Did the Senator gather from my answer to his
question that we take such a position? My answer is this—--

Senator Kine. I rather got that view from the position that you
have taken, M1. Hartson, since T have been here, that you were going
to defend yourselves to the last ditch against any suggestion we
might make, if you possibly could. .

Mr. Harrson., Well, Senator King, we are on trial—-

Senator Kine. Well, I do not agree with you.

Mr. Harrson. And it is rather a human tendency, a human char-
acteristic, to stand up under fire, isn’t it? I think the Senator
would do the same thing were he in our position, and yet I never
have said, and I would be most unhappy if any member of this
committee thought that I was justifying everything that the bureau
has done, because I do not. Many things have occurred that I have
not been satisfied with, and there are many things that T have done
that I have been satisfied with but that somebody else might take
exception to.

In answer to the Senator’s question as to what the policy of the
department was to be with regard to the general criticisms of this
committee as to its practice or procedure in settling some of these
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cases, this, I believe, shotild be said, and it is an attempt to repeat
what I have said before, so tiiat there will be no misunderstanding
about it, namely, that up to this time the department has made no
widespread or general change in its policy or practice concerning
the settlement of these cases.

The Crammaxn. Senator King, T did not understand Mr. Hart-
son to say that thev would not do it.

Mr. Harrson. No; aud 1 further said, just as the chairman points
out, what will be done is quite another matter, and I do not attempt
to foreeast that, because I am unable to say: but we have already
made changes in particular cases,

Senator Kine. You will understand, Mr. Hartson. that this is
purely a nonpartisan investigation. So far as [ have reached a
conchision now, it would be that the eriticisms should perhaps fall,
if uny eriticisms at all ave to be made, upon the former administra-
tion and those who were in office then, rather than upon you or
some of those who are immediately connected with the department
at this time, so that the question of the personnel does not cut any
figure at all.

Mr. Hartson. T have not any personal feeling about it. T have
been heatedly emphatic sometimes, but that is no indication of any
personal feeling that I have.

Senator King. To show the position that I take, Mr. Gregyr has
criticized the act of 1917, and in doing so he is criticizing the Sen-
ators, and we deserve it. Many of our statutes, as I have stated
here, are ambiguous, and I should think this investigation would
rather be for the purpose of clarifying the law and making sug-
gestions in order to improve the statutes. I had hoped that you
gentlemen would make suggestions as to imperfections in the exist-
ing revenue laws, that you would criticize them. and that wounld
mean a criticism of Congress. T have no pride of opinion about
those matters, because I know that much of our legislation is horri-
bly defective. In the administration of it, I had hoped that vou
would point out to us in these hearings where the defects lie, so that
we might take steps to corrvect them. T do not think we are on trial
rt all. T know that much of our legislation is hodgepodge. and I
do not want you to feel that because we think a statute has not been
interpreted rightly. or that some policy has not been right through-
out, that you are on trial. T thought this was a sort of a mutual
meeting to exchange views and to see how we could improve the
service, and if mistakes were made in legislation, how we could cor-
rect them.

The Cramaax. That is why this committee has had four iembers
of the finance committee on it. It was for the very purpose of
getting correct legislation.

Senator Kixa, That is it.

The Cuamaan. In other words, the President of the Senate chose
four members of the Scnate Finance Committee, so that they wonld
have the benefit of this investigation for legislative purposes, and
that makes it all the more difficult for me to understand why there
should be such resistance en the part of Mr. Nash to the continuing
of this investigation. He makes such a mountain out of the damage
and injury that this committee has done to the bureau. and, as T
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said yesterday, I thought we werve getting along in a cooperative
way, and then to be confronted with the letter of Mr. Nash t}w other
day, practically charging that the work of the committee is unwar-
ranted and unjustified, was more than the chairman could under-
stand. ‘

Senator Kine. And I wish to say that when the question was up
in the Senate, aside from Senator Couzens’s resolution, there was
quite a serious question of whether we ought not to have some sort
of a standing subcommittee to confer with your department as to
what legislation was needed to correct legislation, and so, when this
resolution came along, we thought this was 2 guod idea. This com-
mittee has not been organized so much for the purpose of criticizing
your departnient, as it is to find cut the defects in the law and to
enable us to make recommendations back to the Finance Conmnittee,
so that we can correct any imperfections that there are in existing
legislation.  We had hoped timt vou gentlenwen, with your long
experience, could point out to us the imperfections in the existing
law, would criticize the law, and then we would report your criticisms
back to the Congress.

Senator Joxks of New Mexico. Let me make this statement :

I have been on the Finance Committee since the beginning of the
war, and during that time all of this important legisiation has
been enacted. We have framed different hills, and the members of
the Finance Committee have been lacking in information with re-
spect to what was going on at the time of the enactment of each one
of the revenue bills. There are many technical terms used in the
revenue law, and the application of a language in a practical way
has been very diflicult to forecast. Even during the preparation of
the last revenue law. the bureau itself presented a great many sug-
gestions for modification of the law. The great majority of these
suggestions were adopted by the committee, and subsequently became
embodied in the law. Some of them were not: but all of them came
from the bureau itself.

I think this committee has a very important responsibility——to
ascertain, as sepurate and apart from the bureau workers, the way
in which the law is being uj)plie(l. the effect upon industry. and how
it operates with respect to different classes of industry.

I think it is quite unrcasonable to assume that the people in the
department themselves are able to get a perspective of the operation
of the revenue law, and it is that thing which it appears to me this
committee ought to be able to do in an independent way——get a per-
spective of what is going on, and to be thus enabled to make sugges-
tions—intelligent suggestions—for modifications of the law.

Now, it has appeared to me that Mr. Hartson, the solicitor of the
bureau-—and T think T might add at this point, in my judgment, a
most competent solicitor for the bureau--it has appeared that many
cases have been going on there on whish he has had no information,
and I think it has been, in the very nature of things, impossible for
him to keep in touch with everything that is going on. T think we
have brought out many things here that have not been in accordance
with the views of any responsible party in the bareau. not hecause
of any design willfully to disregard the law or to bring about unfair
or unjust settlements; but I think that out of this there are going to

.
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develop many points which the bureau itself will wunt to know about
and will take cognizance of in the future. Some of them, I think.
involve the administration of existing law., where the law itself
need not be changed, but where more exact justice will be done by
renson of these investigations and the things that have been hrought
out here, and in some respects, at least, T think we have already
shown that the law ought to be changed.

The law ought to be changed, in my opinion. so as to develop
some different svstem of handling some of these matters in the
bureau. My judgment is that there should be greater concentration
on general principles and constant attention given to the guestion
as to whether the regalations are being applied. not only in accord-
ance with the regulations, but are being applied in o way that does
not bring about a fair adjustivent of the cases which arve being
brought up for disposition.

I think much cordd be said in favor of having a standing commit-
tee, because there is nebedy in the burean itseif who is charged with
the distinct duty of general supervision of the bureau, with the
idea in mind of ascertaining where mistakes are being made. Your
routine work is going on. and every individual, T am sure, is fully
engaged in that routine work; the mill starts, and everybody must
perform a share and go ahead and do that work: but there ought to
be somebody in the bureaun, or somebody on the Finance Committee,
or connected with Congress who should get a view of things as the
mill rolls around.

I see that difficulty not only here, but in the various governmental
departments,

As an illustration, I am a member of the Subcommittee on Appro-
priations which has in charge the work of the Interior Departiment.
The only view that we get in making those appropriations is the
opinion of some one in the bureau itself as to the necessity of the
work and as to the cost of the work. It is a mere partial view.

sSenator Krxa. And the effects of the operations of the department.

senator Joxes of New Mexico. The kind of work that is going on,
the necessity for it. and the way that it is being handled, whether in
an economical way or not. I think that Congress ought to be in
close touch, through some of its agencies, with these various activi-
ties of the departmments. T think in that way, not because 1 believe
the people in the departments are not doing honest and sincere work,
but that they need some outside point of view, not only in this burean
but in every agency of the Government. I know how natural it s
for a division or a burean to want to expand its activities and to take
on additional work. 1t is a perfectly natural thing when a man is in
charge of a division or a bureau to try to draw activities undder his
supervision, because it is a much greater thing, in a way., and it adds
to prestige somewhat, if a man has 200 men working under him
rather than 100, As T say. there is that natural inclination to ex-
pand activities and to draw in additional activities,

Tt is in that spirit that T think the work of this committee ought to
o on, Let the bureau have the benefit of independent thonght as
to whether the law is right, and as to whether it is being administered
in a proper way. It is just like a corporation having a good busi-
ness manager, somebody whose dutv it is to get a perspective of
things, and which T am sure you people down there do not get.
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As the result of this, it may well be worthy of consideration that
we do establish some agency of the Government to get this general
perspective of the workings of the departments. 1 had hoped that
the Budget Burean might perform that function in the administea-
tion of the Government, and it may be that that is the best way to
work it out; let the Budget Bureau get this bird's eye view of things:
but it must be quite apparent that thus far, in the framing of every
revenne law we have had the benefit only of such suggestions as have
been picked up from time to time by people in the burcan.  As to
the last law w’hich was framed, 1 understood that there was a com-
mittee in the department which undertook that job. They did a
great work; I am quite sure of that. But the question is whether
they did a complete job or not, whether semething more should not
have been done, and the question of policy ought te be one which
the Congress ibself should at least to be able to justify through s
own nformation.

Without any intention of criticizing anybody as to individual acts,
1 think there 1s a great work to be performed by some such commit-
tee as this, not only with regard to this burveau. but with respeet to
the other activities of the Government.

I think this bureau is the most important branch of the Govern-
nent when it comes to a question of the financial affairs of the
Government. The other agencies ave all engaged in spending money.
Here is the great agency engaged in collecting the money, and we
have it all concentrated in this one bureau, so far as the collection
end of the Government is concerned: and you can readily see how
important it is that this one great side of the financial affairs of
the Government. being concentrated in one bureaw. ought to function
as nearly correctly as it is possible to have it done,

Senator Kina. Mav 1 add just a word?

The Cuamgman. Yes, Senator,

Senator Kixa. T should think vou gentlemen would be most
anxious to have vour attention called to certain matters which must
of necessity come up for consideration in the next tax bill. 1 recall
that I attempted to make some amendments to the last tax bill on the
question of depletion of these oil wells, ete.. and on the question of
obsolescence, and all that sort of thing. 1 could not do it: 1 did
not have enongh fac's. 1 did not know how the present law was
operating. 1 would go into the oil fields and 1 would learn of men
paying no taxes at all. although thev had made a great deal of
money. 1 would go over in New York. and 1 would see ~otine of
those fine huildings there, which had increased in value enormously,
but on account of depreciation I wounld find that the taxes have heen
decreased far below what [ thought was just.  Yet I did not know
how the present lnw operated. and J favoved the creation of a jomt
committee of the House and Senate to keep in tonch with the Treas-
ury Department. so as to have their reactions and their recom-
mendations, and so that we would be ready when the tax bill was
framed to present the studies of those in the department who were
administering the law, and the views of the members of the legis-
Iative branch of the Government.

Take this question of oil wells. T do not know whether we ought
to amend the law, but T think we should, and yet, if I were com-
pelled now to draw the law, I would not know how to draw it. T

n r. ‘l .
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would want to get the views of vou gentlemen who are administer-
ing it, and vou gentlemen certainly ought to have the views of
others on the ontside,

My idea of the purpose of this committee was to find out just
how the law did operate. how you interpreted it. and, as interpreted,
how it operated. whether dissdvantageously or fairly or justly, so
that we could make recommendations to the Congress,

Mr. Gregg came before the finance committee and gave ns most
valuable suggestions. 1 do not know what we would have done if
it had not been for him and others who came from the Treasury
Department, and what T had hoped to see was that inoa nice, friendly
wav, we could sit down and go into the various featuves of this work
to see whether injustices have resulted to the Government or to the
taxpavers from the way vou have intevpreted the Iaw, or whether
the law was ambignous. 1T had hoped that yon gentlemen would
make vouwr recommendations and suggestions to us, and if we ap-
proved of them. we wonld carry thewm to the Senate and try to
rectify the law, and we will doubtless pass a new tax bill when we
meet in December.

I want vou gentlemen to get my point of view. You are not on
trial at all, any more than Congress is on trial, for I know that
much of our legislution is horribly bad. You can criticise me as
a member of the finance committee as much as you please. I know
I deserve it, because T have not known enough about the intricacies
of the tax bills to draw an entirely just tax law. You onght to tell
us wherein it is unwise or where it does not operate justly to the
taxpaver or where it is unfair to the Government; and if in the
investigation here we think that vou have not interpreted the law
yuite right, vou ought to develop anything that will show that.

I am a fraid we have been a hittle at cross purposes.

Senator Jones. of New Mexico. May I call attention to the fact
that when I first came into the Senate. and for some years after-
wards, there was a committee on expenditures in each of the depart-
ment< of the Government. There was a committee on expenditures
in the Interior Department, and a committee on expendiiures in
each of the other departments.

Senator Kina, And may T say that T was chairman of the com-
mittee on expenditures in the Post Office Department.

Senator JoNks, of New Mexico, For some reason those committees
have never functioned since I have been in the Senate, and they are
now abolished. At the time when those committees were formed,
they were formed entirely for the purpose of doing some such work
with respect to each of the departments as this committee is now
doing with respect to the Bureau of Internal Revenue.

The Cnammax. The original resolution that I introduced. author-
izing the creation of this committee, particularly provided that we
should report our recommendations to the Congress for improving
legislation. ,

Senator Kine. That is the primary purpose of it.

The Crairman. I think someone in the bureau—T do not know
who—has 2 wrong conception of what this committee is trying to
do. I think it was properly inspired at the beginning because it
was alleged that there was some enimus in it, but I thought that had
all disappeared during the course of the hearings.
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My, Grece. Mr. Chairman. I can not agree with all that. Some
timie ago, when 1 returned from London, 1 came before the com-
mittee. I had worked with the Finance Committee and the Ways
and Means Committee on constructive legislation for about a year,
on the 1924 act. T had worked over a year on the act before it ever
got to either committee. 1 had done the best T could. I had worked
with both committees, and I gave them everything I had to help
improve the act. 1 think Senator Jones and Senator King, who
were on the Finance Committee, will say that the Treasary Depart-
merit officials [did everything we could to help the committee on the
1924 act.

Senator Joxes of New Mexico, There is no gquestion about that
at all.

Mr, GueGa. When 1 came back, as 1 started te say. I was handed
the record relating to one case which T had decided. T suppose T
have decided a thousand of them since T have been in the depart-
ment : but this particular case was taken up by the committee, and a
memorandum which T wrote in the case, saving that | dil not set
up a general precedent for the bureau, was read into the record, and
the inference was very strong, =~ Why avas this particalar case sot-
tled by Mr. Gregg on a basis different from the basis of settlement
of other cases! ™ Naturally, I was rather hurt and quite indignant.
Suppose I had decided it wrong. Suppose vou all differed with my
ju({g;:ment. What good. in a constructive way. can come from that!

The Cuamgman. Did Mr. Gregz reach his conclusion as to the
whole work of the comnuttee based on that one case!

Mr. GueGe. No, sir: T have gone into every other case that the
committee has taken up. The committee has spent a great deal of
its time on amortization cases, which comes down to a difference in
a matter of principle between the counsel for the committee and
counsel for thre bureau. It is so close that the committee has not 24
made up its mind as to which way is right. Does it make a great
deal of difference? We did the best we could. It vou go back and
try our cases, whet are you going to do? Reopen them? 15 the
comniittee going to take 1t up. in the way it has, individual cases of
that sort and reopen them and resettle them? I do not envy the
cothmittee its job 1if it anticipates doing that,

So far as consiructive legislation is concerned. amortization is
out of the statute. Tt expired in 1919, which was about the last
vear for which the deduction was allowed.

The Cramrmax. But let me ask vou at this point whether the
handling of the question of amortization might not be a factor in
determining the efficiency of the bureau as constituted?

Mr. Grec. I think on the question of the efficiency of the bureau.
vou can get plenty of exverts familiar with the work of the bureau
frem the inside and the outside. Mr. Hartson and Mr. Nash will
tell you the same thing, I think, that not only do we not contend that
it is pecfect, but we have criticized it to each other. criticized things
that have heen done: but this is not going te get us anywhere. We
arg doing evervthing we can to improve it.  Bringing up the evvors
of the past is not going to help us, that T can ~ee.  We are tryving
to correct evervthing that we know is wrong.

~
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We have brought in people from the outside for that purpose.
For example, last vear we got a verv high paid efliciency expert
from the Federal Reserve Bank of New York. We got him to study
the bureau, onr administrative machine, in order that he might help
us.  We have studied it: we have studied the law, and we have done
our best.

Now. it seems to me that on the question of the law there is plenty
of room for further study, but I still can not see how any good ¢an
come from retrying cases which we have already decided, possibly
incorrectly, but, at the samie time, with some degree of int,e{ligence,
and with honesty,

Senator Joxes of New Mexico. But how can we know what
changes should be made in the law unless we go into the individual
cises and see how it is operating?

Mr. Grroa, I think it ean be brought ont. Senator.

As to the question of discovery depletion. we recognized that dis-
covery depletion was unsatisfactorv in the 1921 law, even, and we
recommended, the Treasury Department, that it be modified. 1 tried
to take that up with both the Wavs and Merns Committee and the
Finance Committee and o go into it in more or less detail, but
neither committee seemed to be particularly interested in the tech-
nical side of it.  We madified it in a very arbitrary muanner, cuiting
it in half, down to 50 per cent: but the Congress had decided that
they wanted to give some indire:t subsidy to the wildeatter. Con-
tinving that policy, we left discovery depletion in and limited it by
cntting it in {mlf. '

That was the divect Treasury recommendation. and if the commit-
tees wanted to take that up, we would have been glad to give them
all the data we had. For example, on the estimates as to the loss
of revenue from discovery depletion, T had those prepaved three
vears ago, They did not quite agree with those used here, but they
were close enough. 1 do not think any one will be more willing to
help in a constructive way in a vevision of the revenue laws, than 1.

The Craieyay. Do you find faalt with the comniittee in endeavor-
ing to have the amortization claimes corrected and put on a proper
hasis, such, for instance. as in the case of the United States Steel
Corporation. which seems at least to me--and T have sat through
all of the hearings—to have heen settled on a very incorrect prin-
ciple?

Mr. Grece, 1 admit that there are some points in the original
allowance by the engineers in the amortization of the Steel Corpora-
tion ease that ought to be corrvected. I do mnot know. but T think
that is also the view of Mr. Hartcon and Mr. Nash. But that case
had never been closed, and. as T understand it. those points have
been picked up by a review officer in our department. Of course,
those points will be corrected before the ease is finally closed.

The Cuamrmax. Nothing has been developed here to indicate.that
those matters were brought up before our investigating staff brought
them up.

Mr. Grece, T may possibly be wrong on that, but I understood
that the reviewer—1 do not remember the name—in the consolidated
returns section, had caught those points. '

The Cramrymax. Oh. no: that has not been developed here.
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Mr. Hagrsox. That is not exactly acceuvate.  Mr, Gregg was not
fiere at the time you held those hearings.  The fact is this, that there
was still to be a review in the bureau of that case, which might have
developed the very criticisms which Mr. Munson called attention to,
but which, up to the time that the committee did have the cuse before
it, had not vet been revealed by the burean.

Senator Kina, I do not quite follow all of your decisions.  Assume
now that your decisions have been sincere, as they doubtless have
been, and generally accurate, if there have been decisions which laid
down policies and interpretations of the statute which we think, and
which Congress might think, were policies that ought not to be
adhered to in the future, and that you have interpreted the law in a
certuin way. I see no reason why we should not call yvour attention
to those decisions, or to get your interpretution, so that whether your
interpretation is right or wrong, and if your interpretation is right.
let us axsume, und we think it is not just, that it to say, it relieves the
taxpayver from the payment of money to the Government, or vice
versa, we ought to get the interpretation which is placed upon it by
you, so that we can make a recommendation to the Congress to
change the law. .

- Mr. Gaeeae, That is perfectly true. 1 do not think it is necessary
to retry the cases to do that. We can give you any data covering
our rulings; and as to our decisions as to policy. general decisions,
that the committee desires.

Now. as to ervors in individoal eases, that is a different watter,
and if you want to take that matter up. vou must go into specific
eases, and 1 can not see that any goed s going to follow from it.

Senator Kixa, The trouble 1s that errors in individual cases may,
in some cases. be due to the geneeal policy which is pursued in all
enses of like character,

The Cuarman, I think, if you will look through the record, you
will find that in nearly every case that has been presented to the
committee—and I think Mr. Hartson will agree with this-—I have
asked the question whether these cases that have been reported were
typical of all cases.  Is not that corvect?

Mr. Harrsos. Yes: and 1 think Mr. Manson answered in the
affirmative. 1 do not concur in that answer,

The Crarman. But it was my effort to {ind out, not for the pur-
pose of trying to find exeeptions, but for the purpose of trying to
find the rule, and every question that I have asked Hnm been directed
to finding the rule and not to finding flyspecks.

Mr. Harrson. Yes: 1 agree with the Senator in that. That ix a
fair statement.

The Cuamman. For Mr. Gregg to feel hurt because some decision
of his has been criticized just exemplifies the fa-t that he is a very
young man, although a very brilliant one. and is not aceustomed.
perhaps, to the hard knocks of the world, as are some of us who have
reached miore mature years.

Mr. Greee. May T insert right there, Senator——

The Cramman. At the same time, if some of our staff, all of

"whom we do not vouch for, any more than we vouch for all of
our employees, either as to the accuracy or their motives, but we
ave to adopt the same method in securing a stafl as you do. and
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therefore 1 do not believe that either side would be justified in being
unduly critical, because the employees of the comnmittee and the-
employees of the bureau do not agree with each othey.

Mr. Guece. May I answer your reference to me? 1 have no ob-
jection in the world to having my decisions criticized. I admitted!
myself that there are many of them' that have been wrong; but I
do object to the memoranda which I bave written being read into
the records of the committee when I was not here to answer. There
was a very clear inference there, “ Why did Mr. Gregy settls this
case on a different basis from the basis used in settling the other
cases?!” T object to that, and I think T am perfectly vight in
doing it.

The Crniamman. No; T do not think so, because the burenu was
represented. I have not been chagrined, nor did my lip quiver
with disappointment because, in my discussion of (.xes with Mr.
Melon, he felt disposed to publish t\?;ut I had tax-exempt securities..
That did not worry me, and it did not hurt my feelings a bit. I
knew 1 was right and honest about it. You undoubtedly felt that
way, too. 1 have a]wuys contended that we should feel worried
and get excited about things that are wrong, but when we are right
we do not have to get excited, or to even feel hurt.

Mr. Grrae. 1 was not excited. T was just indignant.

The Cramatan. Well, T understood you to say that you felt hurt.

Mr. Grege. I was both hurt and indignant ; yes.

The Criatrman. Will you have a case ready for to-morrow, Mr.
Manson ?

Mr. Maxson. Noj T will not,

The Cuamamanx. We will let you gentlemien of the burean know
when we will be ready for you next.

The committee will adjourn now to meet to-morrow morning at
10.30 o’clock, al which time we will proceed with the matters per-
taining to the Prohibition Unit.

(Whereupon, at 12.45 o'clock p. m., the committee adjourned untit
to-morrow, Friday, February 13, 1925, at 10.30 o’elock a. m.)
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