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MONDAY, FEBRUARY 23, 19208

UNITED STATES SENATE,
Serrct COMMITTER TO INVESTIGATE
THE BUREAU OF INTERNAL REVENUE,
Washington, D. C.

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

Present: Senators Couzens (presiding), Ernst, and Jones of New
Mezxico.

Presént 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 ongincer for the committee.

resent, on beha!f of the Bureau of Internal Revenue: Mr. A, W,
Gregg, special assis.ant to the Secretary of the Treasury; Mr. C. R.
Nash, assistant to thy Commissioner of Internal Revenue; Mr. S. M.
Greenidge, head engineering division, Bureau of Internal Revenue;
and Mr. W. N. Thayer chief oil and gas section, Bureau of Internal
Revenue.

The Cratryan. Yonu may proceed, Mr. Manson.

Mr. Manson. The matter to be presented this morning deals with
discovery values allowed to the Gypsy Qil Co., one of the subsidiaries
of the Gulf Oil Corporation.

The principal feature brought out is the market price of oil used
as the basis for these valuations  The regulations do not specify
what price of oil should be tgken to determine valuations for discov-
ery.  The customary practice, however, in tne department, has
been to utilize the posted price of oil at or within 30 days after dis-
covery, although JDiere are instances, as in this case, whore discovery
prices have been used.  In the instance cited herein the taxpayer
made discoveries when the price of oil was low, and in order to obtain
2 higher oil-depletion unit he has assumed that the price depression
can not last long, and has therefore taken what he calls an average
price of the preceding months and utilizes this in setting up lhis
valuntion. Whenever peak prices prevail, he takes advantage of
these prices, as will be shown in this discussion.

I will now ask Mr. Fay to present the details.

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

Mr. Fay. Mr. Chairman, I have listed here 10 or 12 leases in the
Oklnhoma field, wherein the tn.ﬁxpn{cr has actualiy used what he con-
sidered the average price of oil in the previous few months,
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The Crnakvan. How many months?

My, Fay. Ho does not specify.

The Cizairyvax. Has there been any check up on the part of the
burcau to ascertain what months were taken?

Mr. Fay. No: not so far as this case was concerned, Mr. Chairman.

I have written one lease up here pretty much in dotuii, and then
as to the rest of them I have simply added them more or less as
exhibits, so that there would not be a repetition of the details.  This
first one covers two pages of detail, and I will give that.

The taxpayer, in making his claim for discovery, states -

Mr. Maxsox. You might state what this is.

Mr. Fay. Thisis the A. Focht lease, No. 682, well No. 5, Chandler,
Battlesville sand, Cushing and Shamrock districts, Oklahoma.

The Cuairman. Who was the lessee in that ease?

Mr. Maxson. The Gypsvy Oil Co.

Mr. Fav. The Gypsy (‘;i‘ Co.

The Cuamrmax. You did not state that, and I thought we ought
to have it in,

Mr. Fay. Yes: the Gypsy Oil Co,, a subsidiary of the Gulf Oil Co.

The taxpayer, in making his claim for discovery, states that the
well was completed on June 30, 1916.  The log record of this well,
filed by the taxpayer, states that drilling commenced on May 19,
1916 that drilling was finished on August 4, 1916, and that the well
began producing on August 4, 1916. Notwithstanding this, the date
of discovery is placed as of June 30, 1916.

The Cuamrmaxn. Will you state right there what is the date of
discovery of an oil well?

Mr. Fay. I should say that is when it shows a production sufficient
to be of commercial importance.

Mr. MaxsoN. Is not that so defined under the regulations?

Mr. Fay. The regulations define a discovery valuation as one that
shows a disproportionate value as between cost und a value estimated
on the basis of thie production.

Mr. Mansox. So, until that is shown, there is no discovery within
the meaning of the regulations? .

Mr. Fay. There would not be; no.

The Ceatruay. I would like to ask Mr. Gregg, as he is familiar with
the oil sitnation, what his interpretatior is of when an oil well is
discovered. :

Mr. GreaG. I should say when oil is brought in in such quantities
as to make its value as of that date materially disproportionate to
its cost. 1 think the act makes that interpretation necessarv. It
describes the discovery of an oil well as increasing its value to such
an extent that the discovery value is disproportionate to the cost.
That is the date of discovery,

Mr. Fav. I think that is fairly well brought out in the regulations
and in the case just cited.

Mr. MaxsoN. As I anderstand it, in this case tho well began pro-
ducing on August 4, yet the date of discovery is fixed as of June 30.

Mr. Fay. Yes.

‘Mr. Maxson. Go ahead.

Mr. Fay. The price of oil on June 30, 1918, was $1.55 per barrel.
On July 30, $1.50 per barrel; on August 4, the date of first produc-
tion, $1.15 per barrel; and on September 4, 30 days later, 90 cents
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INVESTIGATION OF BUREAU OF INTERNAL REVENUE 1987

er barrel.  In setting up this discovery valuation, as well as a numn-
Ror of others at about this time, the taxpaver explainod why he uses
what he calls the average price of oil as a Rasis for discovery valuation,

The Coamrman, What was the price they used in arriving at the
average !

Mr. Fay. $1.49.

Mr. Greaa. May I ask a question there so as to keep it straight as
we go along?

The Cuarrman. Yes, Mr. Gregg.

Mr. Garaa. You say they used $1.49.

Mr. Fay. Wait a minute.

Mr. GreGa. 1 did not get the values as of the different dates,

Mr. Fav. The price of oil on June 30. 1916, was $1.556 per barrel;
ou July 30, $1.50 per harrel; on August 4. the date of first production,
it was $1.15 per barrel, and on September 4, 30 days later, 90 cents per
barrel. In setting up this discovery valuation, as well as a numrwr
of others at about this time, the taxpayer expluing why he uses what
be calls the average price of oil as a basis ‘{'nr discovery valuation,
Exhibit 1. Apparently the only time that the tuxpayver uses the
average price of oil is when the price of o1l is exceedingly low.  Then
the average price for a period of months is considerably above the
market price.  No eases have been found as vet where the taxpayer
considered using the average price of oil when a discovery well came
in at a neak price.  He very earefully utilizes the peak prices when
there is & possibility of a drop and he uses the average price of oil after
the drop has ceenrred.  In this way he secures the advantage of the
{)mk prices for discovery valuations, but is not willing to accept the
ow prices for the same purpose. In order to be consistent, he should
either use the average price for all valuations, or in the event that he
uses the market price of oil for valuation purposes, he should use the
market price as of that date and no other price.

Mr. Maxsox. Let me interrupt vou at tLis point.  You refer here
to what the taxpayer docs. 1 bhelieve vou have already stated that
in all of the Gulf OQil Co. valuations the taxpayver's figures were
accepted by the bureau.

Mr. Fay. They were.

In the present case of Foeht lease, well No. 5. Chaendler, the
average price for oil for six months prior to August 4, 1916, was
81,4915 per barrel, and for nine vears previous to December, 1915,
the price had ranged from 26 cents to $1.03, with only cight months
in the nine years, when the price waus &1 or more per bairel.  For five
months after the discovery, or until Deceinl er 31. the price varied
from 90 eents to $1.15 per barrel, which is above the average nine-
venr price.  Beginning with January, 1917, the price was $1.62 and
eradually inereased until it reached %3.50 in December. 1920, and in
Murch, 1921, it again dropped to 81.75.  The taxpaver has used in
this instance $1.50. which is approximately the average for six months
and the actual quotation as of July 30, 1916.  He has dated his dis-
covery back to June 30, 1916, when, as a matter of fact, the well
was completed and produciion hegan on August 4. 1916, at which
time the price was 81,15,

Cost of diseovery well: Another point to take into consideration in
conmeetion with this well is the matter of cost of the discovery well,
The taxpaver considers that one more well will have to be drilled to
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sceure all of the oil from the 20 acres valued.  This second well is
dedueted from the anticipated camings, which is proper.  However,
the discovery well which should properly be paid for out of the pro-
ceeds of this well does not appear in the taxpaver's computations as
a liability agninst the anticipated income. The value. lhum'ewr, of
this well is included therein, and the well would go to a purchaser of
the oil if one could be found at this price. Evidently t‘his well has
been charged to general development and operating expenses.  (Art.
223, Regulntions 5 and 62.)  That being the ense, there should be
no further deductions for return of capital on this particular well.
However, having dedueted this from gross income as a general
development and operating expense leaves a larger anticipated
income from this particular well of approximately 816.200. the esti-
mated cost of the second well.  This amount. af not deducted, will
be written off as depletion on this well, thus giving a double deduetion,
which is not permitted under the regulations,

Mr. Greac. Mr. Chairman, may | ask a question at this point?

The Cusmryan. Yes, Mr. Grege.

Mr. Greaa. 1 just want to get elear in my own mind as to whether
the cost of this first well was deducted as an expense at the time the
costs were incurred :

Mr. Fav. This has not as vet heen deducted, and, as far as the dis-
covery valuations are concerned, it shows that it has not been de-
ducted.

Mr. MaxsoN. In other words, the cost of the discovery well was
not deducted from anticipated profits for the purpese of arriving at
the discovery value of the well.

Mr. Fay. It was not deducted.

Now. with reference to the royalty oil: The taxpaver's valuation
calculations do not reveal whether he hus tnken into account the cost
of pumping, piping, and storing the royalty oil. [t is customary that -
all lenses provide that the lessee shall produce and deliver to storage
the ol due the rovalty owaer, or settle monthly on basis of pipe-line
runs,  In the case of the two wells under consideration, this would
smount to 11,861 barrels. It will certainly cost the lessee as much
to pump and store this oil as he considers it will cost for producing
umi storing his own oil, numely, 20 cents per harrel. It 1s possible
that operating costs may be determined on such a basis that this
item will be provided for.  Unless this is done there should be an ad-
ditional deduction from his anticipated gross income (11,864 barrels x
20 cents=32,373) before the application of the discount factor to
determine the present worth.

With reference to the discount rate, it 1s noted that the taxpayver
had discounted his so-called net value at 4,15 per cent. It is (li}licult
to understand how 4,15 per cent can even he considered ny a composite
& per cent discount factor unless it be that he considers no discount
whatever for the first vear's returns.  The oil wells in the Bartlesville
sand are fairly long-lived and ranging from 6 to § to possibly 16
vears, Assuming that this well would produce for 13 years, with
annual production based on the decline curve, as published in the
Oil and Gas Manual, the application of the 5 per cent discount
factor would give a ccmposite for this period of 9.9 per cent, us com-

ared with 4.13 per cent used by the tuxpayer. This valuation could
wardly induce a buyer to invest in the oil business when he can only

-
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see 4.15 per cent for his money that would be returned over a period
of about 13 vears, ’

Mr. Maxsox. That 4.15 per cent is the composite factor and not
the annual factor?

Mr. Fay. ltis not the annual factor.

Mr. Maxsox. In other words, that would represent the gross
return: for the whole period?

Mr. Fay. 1t would,

The Cuamesan. What would the discount rate be other than the
compogite rate, then. It must be very much lower than 4.15 per
cent; is not that correct? T am asking Mr. Manson that question.

Mr. Manson. e states here that the composite rate is 4.15
per cent.

The CuamMaN. | assumed that, heeause, in looking over the last
hearings that we had on the oil situntion, I noticed that the composite
rate in some of the eases that we had under consideration, was shown
as 11 and a fraction per cent.

Mr. Mavson. Yes.

The Cuamsmax, And T wunt to know if that composite rate of
11 and u fraction per cent was in relation to the 4.15 per cent in this
case !

Mr. Maxsos. It would represent the same thing. if they used
5 per cent as the annual discount factor, the only way you could
ret the 4.15 per cent would be to assume that the hife of the well was
ess than one year.

Mr. Fay. 1 find, in looking over some of the later figures of the
Gypsy Oil Co., they do not apply any discount whatever to the first
year's returns.

Mr. Manson. In other words, they assume that the first year's
return is already recovered at the date of discoverv!

Mr. Fay. Apparently.

Mr. MaxsoN. You may proceed. My, Fay, <

Mr. Fay. 1 have herve another lease, that of Eliza Lowe, lease
No. 1382, well No. 3, Layton sand.  (See Ioxhibit 3.)

The well was completed on April 22, 1915, when the market price
of oil, ncceording to the taxpavers’ price chart, and substantiated by
B‘I‘i(‘(‘r’i tuken from the Oil and Gas Journal, was 40 cents per haryel.
The taxpayver computes his valuation on the basis of 81 {mr harrel,
assuming this to be the average and expected price of oil.  In this
case, the price of oil had not been as high as 80 cents for 13 months
yevious,  From June, 1913, to April, 1914, the price had ranged
}mm 83 cents to $1.03 per barrel.  Following this was a period of 13
months to date of discovery when the prices ranged from 75 cents.
to as low as 40 cents per barrel. Two months after discovery the
price advanced somewhat, but did not actually reach 80 cents until

ractically six months after discovery. Here again, when price is
ow, the taxpayer has taken advantage of an anticipated average
price of oil. when in other cases he uses the posted market price of
oil at date of discovery. During the six months that elapse before
the 80-cent price is reached he will recover approximately one-fourth
of his ultimate reserves, and reccive a depletion deduction such
that there is no possibility of any operating profit.

Mr. Chairman, would you care to have me read their statement
regarding thie use of this, and why they heve taken this price!
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The CHAIRMAN. Yes.

Mr. Fay. 1 have it as an exhibit, but [ can read it,

The Cuarrman. I think perhaps the burean would like to hear it.

Mr. Fay. This is taken from the Gypsy Oil Co’s valuation,,
depletion and depreciation sehedules, Cushing and Shamrock dis-
tricts, No. 1061 :

Cushing-Shamrock distriet: The gross value of each of the leases enumerated
below is the product of the number of barrels of recoverable oil, times the average
price per barrel, which corresponds very closely with the price during the periods
immedjately preceding and following the Cushing boom.  This price was used
instead of the actual prices on the dates of valuntion, beeause there was a sud-
den slump and quick recovery in price when the pool was first opened. A
number of factors contributed to this deeline, among them being the large
amount of oil that was produced within a short time and the impossibiiit: of
building tanks and pipe lines rapidly enough to take care of all the new produe-
tion. ft was recognized that this deeline in price was only temporary and that
the general price trend wag as indicated on the dingram, showing the range of
prices, which ix submitted with this volume, Confirmation of the belief that
the drop in prices at the time the Cushing-Shamreck pool was being opened i8
seen in the rapid recovery to the price vhich prevailed before the opening of the
district. The depressiov in price lasted only a few monthis, and it is probable
that if it had not been necessary for business reasons, such as drilling offset
wells in accordance with the provisions of the leases, the completion of the dis-
covery wells would have been deferred until normal conditions, when the price
would have been normnal also.

In the cases of & number of discoveries made during the period of the so-called
war slump in prices, during the latter part of 1916, a value somewhat above the
price prevailing at the date of discovery has been used,  This sharp decline was
not due to a general lack of demand for oil, but to other conditions, which were
recognized as temporary, and the price used in connection with these valuations
is used for the same rcason thut the average price trend was used in valuing
other Cushing-Shamrock leases.

This applies to half & dozen leases reported at thix particuls: timo
for 1916, but from what I can find, they had used this same method
back as early as 1914, and as late as 1918, covering s period of four
yeaps(,i showing typioal examples of the practice during that four-year

eriod.
P Mr. Maxson. Mr. Fay, in that connection, while they anticipate
a rise when the market is low, did you find any cuse where they
anticipated a drop when the market was high?

Mr. Fay. No.

To continue with the Eliza Lowe lease, No. 582, well No. 1,
Bartlesville sand (Jixhibits 3 and 4), discovery wa chiimed on Sep-
tember 9, 1914, The market price of oil at date of siiscovery, accord-
ing to the taxpayer’s books, was 75 cents per bavel.  The price 30
days after discovery was 55 cents per barrel.  The tuxpayer again
assumes that the price of oil will increase and that a reasoneble
average price of oll would be $1 per barrel, and on this basis he sets
up his valuation. It is more than one year before the price reaches
$1, and in the meantime the taxpaver has recovered approximately
50 per cent of this well’s reserves and obtained an excessive depletion
unit.  The discovery claim was allowed as set up.

These two discoveries on the Eliza Lowe leaso utilize the vagueness
of the regulations regarding discovery on a second or third sand
within o proven area. The Layton sand, upon which the first discovery
was'set up, is at a depth of 1,200 to 1,500 feet and has an average
thickness of about 50 feet. The Bartlesville sand (second discovery)
is fr?m 2,500 to 2,700 feet deep and runges in thickness from 50 to
200 fect. :

4
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J have here another lease, the J. A, Lapham lease No. 1060, well
No. 6, Layton sand.  (See Fxhibit No. 5)

The well was completed on October 17, 1916. and discovery valua-
tion set up as of the same date. At date of discovery the price of wil
was 90 cents per barrel.  The price of oil 30 days after date of dis-
covery, admitted by the taxpayer, was 90 cents per barrel.  Here,
again, the taxpayver, by reason of this low price, assumes that it can
not last long and that $1.50 per barrel would be n reasonable basis
for valuation of this discovery well, and discovery cluim is made and
allowed.

The Criarevan, What was the actual price following the discovery
in October, 10164

Mr. Fav. For about two months the price remained at 90 cents,
and then it stepped up by <mall amounts untii January, 1917, when
it got to $1.50. By t{w end of January iowas $1 60 to $1,70,

The foregoing diseussion is applicable to the following leases as
regards the utilization of a price of oil for valuation that is higher
than the market price:

Robert Posev, No. 625, Bixby Field.  citxhibit 6.)

Nellie Call, No. 627, Bixby Field.  (Exhibit 7))

Berniee Stevens, No. 533, Bald 1l Field,  (Fxhibit 8)

D. D. Adams, No. 117, Okmuleee, ticxhibit 90)

H. Staree, No. 1499, Bald il Field.  ("xhibit 10))

M. L. Chanee, No. 708, Cushing.  (Kxhibit 11.)

A suramary of all the leases listed herein is arranged as Exhibii
No. 12, showing the value claimed by and aflowed the taxpayer,
depletion unit. price of oil, and, further, the approximate cost of the
discovery wells which should be eliarged to income from these wells
to determine the net value of the oil in the ground.  As previously
stuted, the discovery costs have heen taken eare of nnder article 223,
regulations 5 and G2, and at the same tine are heing depleted in
each ease above listed.

The value of the 12 discovery wells eliimed by and allowed the
tuxpavers amounts to $256.056.15. The amonnt of excess valuation
due to utilizing a price of oil higher than market which has heen com-
prted on the number of barrels and discounted according to the tax-
payer’s discount in each case, amounts to $100,656.05.  This would
then leave a net value of approximately $136,000.  Taking from this
amount the cost of 12 dizcovery wells, namely, 882,000, lenves only
about 875,000 as the actund net worth of the oil in the ground.  This
net worth has resulted from the low discount factor applied to gross
income by the taxpayer. urthermore, 8 of the 12 wells show a
negative value--in other words, & Hability rather than an ascet.

Out of 70 discovery valuations examined 29 have heen based on a
price in excess of posted price within the discovery period of 30 days.

The Caamrvan. In the case of that difference hotween 29 and 70,
thev nsed the market price, did they!?

Mreo Fav. Yes.

The Cuamyan. As to that 70, was that in connection with all of
the Gulf Oil Co, subsidiaries?

Mr. Fay. No: the Gypsy Oil Co.

The Caamrvax. The Gypsy Oil Co.¢

Mr, Fay. Yes :

0201925 —pr 12—
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Mr. Maxsoy, 1 would fike to offer ax an exhibiv the halanee of
this seport of Moo Fayv, 1o be iiseried i dhis record at {his point.

(The exhibits referred to by Mr. Munson, comprsimg Mr. Fay's
Fxhibits Nos, ¥ to 13, inclustve, are ns follows:)

Exmisee No. 4

Exrracr rrom Gyesy O Co,, Tonsy, Owna,, Varvarion, DepLerion, Asp
DepreciaTioN SCcHEDULES, COsSHING AND SaaMBoCKk DISTRICTs *(GULy Oty
CORPORATION)

CUSHING=SHAMROCK DISTRICT

The gross value of each of the leases enumerated below is the produet of the
number of barrels of recoverable oil titmes the avernge price per barrel, which
corresponds very closely with the price during the periods immediately preceding
and following the Cushing boom. This price was used instead of t}w actual
prices on the dates of valuation, beeause there was a sudden shnp and quick
recovery in price when the pool was first, opened. A number of factors contrib-
uted to this decline, among them being the Inrge amount of il that was produced
within a short time and the impossibility of building tanks and pipe Jines rapidly
enough to take care of «ll the new production. It was recognized that this
decline in price was only tenporary and that the genceral priee trend was as indi-
cated on the dingram, showing the range of prices, which is submitted with this
volume, Confirmation of the belief that the drop in prices at the time the
Cushing-Shamrock pool was being opened is seen i the rapid recovery to the
rice which prevailed before the opening of the distriet.  The depression in price
asted only a few wonths and it is probable that if it had not been necessary for
business reasons, such as drilling offset wells in accordance with the provisions
of th> lenses, the completion of the discovery wells would have been deferred
until normal conditions, when the price would have been normal also.

In the cases of a number of discoveries made during the period of the so-called
war slump, in prices, during the latter part. of 1916, a value somewhat above the
price prevailing at the date of discovery has been used. This sharp decline was
not due to a general lack of demand for oil, but to other conditions, which were
recognized as temporary, and the price used in connection with these valuaiions
is used for the same reason that the average price trend was used in valuing other
Cushing-Shamroek leases.

Exmmsie No. 2
BISCOVERY VALUATION, SHAMKGCK FULLO

A. Foeht, lease No. 682, five seoveries:

No. 1, Chandler, Lavton ssud, completed Novewber 19, 1915, proves 80 aeres,

No. 1, A. Focht, Layton send, completed December 23, 1915, proves 40 acres.

No. 2, Fiewds, Bartlesville sand, completed February 23, 1916, proves 115
acres.

No. 1, Selph Foeht, Bartlesville sand, completed August 26, 1916, proves 28
acres,

WELL NO. 5, CHANDLER, BARTLESVILLE SAND, COMPLETED JUNE 30, 1916

No. 5 drains 10 acres and is estimated to produce 47,455, or an averuge of
4,746 per acre. As compared to the area drained by No. 5, the 45 acres proven
will have a productivity as follows:

Twenty acres, estimated to produce 100 per cent, 94,910 barrels; 26 acres,
not valued; total recoverable from this area, 94,910 barrels,

Gypsy’s proportion, 83,046 barrels.

Value of oil July 30, 1916, $1.50 per barrel.

<o
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Cirosw value to “\‘))g\ THENT . . Lo S oany 00
Lo development and opernting costs:
Frture operating costs, ot 230 eents MG, 604 L0
Cotof driliing one more well N, 200, 00
Cost of equipping one wmore well. - s 060, 00
Total estimated expenditures .. . R a2, s, 20
et value .. e R 01, 759, KO
Less LG per eent for diseount . oo L0 o0 0 0 0L 3 S0R, 03
Present worth o .. .0 . L. . ST ET
Plus value eastnghead gas, (lmnuntud, .xt 115 per cent - 8, 38183

Total present worth to (i\‘p.«\' Oil Co. on date of discovery,
June 30, 1916, ... e e e - Bub, 353, 60
INOTE.-- \ulnv of easinghend gas applicable for depletion purposes as of July
1, 1917))
' W ELL HECORD

L. Field. shwarock,

20 Govpsy Ol Co.

3. Log or vecord of well Nuo, 5.

1. Farm name, R E Chandler,

A Deseription of prups rte, NW. i of NI Y.

yosee. 9, T, 16,

7. Location of \wll NE. corner of NW. Boof NI Vg of <ee, 9, T. 18, R 7.
s, Drilling commenced May, 1916.

9. Drifling finished August 14, 1916.

10, Oil well, initial production 350 barrels,

Date well began producing, Aagust 4, 1916,

Price of il June 30, $1.35; August 4) $1.15; September §, $0.90.

Exmnit No. 3
DISCOVERY VALUATION, CUSHING DISTRICT

Eliza Lowe, lease No. 1382,

Well data: Well No. 15 sand, Bartlesville; date completed, September 4, 1914,
inttinl production, 196 Harrels.

On poge 3, nneder computation of ealue gives Gepsy O o value of oil 30
dass alter diseovery, %1 per barel,

Osi price ehart in fore part of hook, vatue of oil at discovery (as poer tasg nver’s
netual price chart), S0.75 per bareel; given as 30 davs alter diseovery, 000 per
barred,

Exwinir No. 4
BISCOVERY VALUATION, CUSBENG DISTRICT

Eliza Lowe, leave No. 13R2,

Well data: Well No. 35 sand, Lavton; date vompleted, April 22, 1915; initial
produetion, 80 barrels.

On page 4, under computation of value gives Gypsy Ol Co’s value of oil 30
dnva after discovery, $1 per barrel.

Oun price chart in fore part of book, value of oil 30 days after discovery (as per
taspayer’s actnal price chart) given as $06.40 per barrel.

Exximir No. 5
DIBCOVERY VALUATION, CUSHING DISTRICT

J. B, Lapham, lease No. 1060,

Computation of value: Well No. 6, Layton gsand discovery proves entire iease,

Total recoverable well No. 6, 22,414 barrels.  This well proves 10 acres, making
the productivity of this area ,241 barrels per acre. Of the balanee of the



e
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proceo s aren, T aeres are estimated 1o luve aproductivity of 60 per eent as com-
parcid to the area about the discovery well (10 x 2200 « 0.60), 13,446 barrels.
Balavee of proven rea worthless,  Total reenvernble from No. 6 proven urea,
30,860 barrels,

Givpsy Uil Cossintere-t tone<hadf of seven-eighths), 15,0685 barrels; value of oil
30 duy < after diveovery, $1.50 per bareel,

Gross value to (.\p v (m Co. of oil reserve in Noo 6 proven area. . %23, 532 00
Fiess operating (ost, wt 23 cents per bareel e, $3§, 1Hos, 24
Cost drilling one more \\‘vﬂ (Gypsy's oneshadl estitated) . 1,500, 00
Cost cquipment sime (Gyepsy's one-hall, estimatedy 0 20950, 1)()
8, 053, a4

Net value, I S £1 ) h.% Th
Less 35,31 per cent for diseount . . L. e e 3 PO
Present worth of Lavton discovery No, 6, proven area as of
date of discovery . _ Lo SHEO61L 58
On pru e chart v fnu'p it of hook, value of oil 30 davs after discovery (as per
tnxpaver's acturd price chart) given as 80,400).

Foxuimminr Noob
DISCOVE Y VALUATION BINBY DIATLIO P

Robt, Posey: '(\I\i' No. 625,
Deseription: NW, Uy of <ee, 9,17 N 13 EL

COMPUTATION OF VALUE
Arca graeen by diccovery well Noo 1
Total recoverable well No, 1, 3,983 barrels. Balunee of aereave oct-ide that
arotnd well Noo bowarthless,

Gapov OfF Col~interest even-eight=), 3,087 haerels,
Yalue of il 30 davs arter diseovery, 81 per barrel,

Gross value to Gy psy Ol Co, of oil reserve in Noo | proven drea S5, I8N 00
Less operating cost, at 59165 per barrel (no costs for further develap-

ment) . . Jio. i

Net valtie 2911 61

Less 50060 per cont for diseonnt HERE

Prosent woprth to Gapsy Ot ol on dade of dieovery, Jan, 7,
1914 ) . .. PR LI TYY

Area proven by discorery wodl Noo?
¢ . Hatreis
Total recoverable trom well Noo 20 date of completion to exhimistion ANNYE

This well i~ e~timted 1o drain 10 weres, < thiat the produoe mn
per vere of the area would be 857 barrels,
Of the area proven hy this well, 10 aeres are estimaded o eve a
productivity of 50 per cent as compared to the area drained by the

discovery well 107037 - 0b0. . . e e 1, 6Ny
Total recovorable from area proven by Noo 2 L S 14, oy
Gvpsy s interest in sate (seven-eighths) 12300

Valire of oit 30 days after discovery, $1 per barrel,

Gross valie to Gy psy Oil Co, of oil reserves in proven area S A A M T
Less operating cost, ot S0.165 per barrvel, .. CLOR2B0. 00
Cost of one additional well (estimated)y 0 . 1, 630, 00
Cost of egnipment for <ame (estimated) : S 1, 750. 1)
Total estimated expenditures . . N T
A B - .- PN
Net value to Gypsy Ol Coo 0 o0 00 0 0 oL L L BN 0N
Lecs 3.6064 per cent for discount (31815) ... .. U, .. 247,81
Present worth to l.\;»\\ Qi1 Co.on date of diseovery, Apr. 2 G, 625, 16

Chart price Janiary 7, TOUL SLOD $E05; April 27, 1915, 50, M

>
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Exvipre No. 7
DISCOVERY VALUATION, BINBY DISTHIOT
Nellie call: Loense No. 627,
. Description: SW. 14 of sec. 34 17 N 13 L,
Fotal acreage: 160,
COMPUTATION OF VALUE

. Total recoverable from discovery well, 10,086 barrels.  The balanee of the
acreage proven by this well is not valued, as it is estimuted that it is worthless
for vil,
Gypsy Oil Co. interest in total recoverable, (seven-eighths), 8,825 barrels,
Value of oil 30 days after date of discovery, §1 per barrel,

Gross value to Gypsy Uil Co. of proven area on date of discovery .. $8, 825, 00

Less operating costs, at $0.165 per barrel  © . SR WO 15 {1 B 0]
Netvalue ... ... ... __.. ..... . e ... 7,308 87
Less 3.60060 per cent discount . .. oL iiaiiiiie o s 206, 72
Present worth to Gypsy Oil Co. on date of discovery. .. _..... 7,103, 15

Price chart, $0.55.

Exuisit No. 8
OKMULGEE-MUSKOGEE DISTRICTS— DISCOVERY VALUATION

% Bernice Stevens: Leaxe No. 553, Bald Hiil District.
Description: N. 14 of SW. ¥{ of sce. 10, Tp. 14 N,, R, 14 E., Okmulgee County.

COMPUTATION OF VALUVE

Discovery well No. 1—proven area-—completed May 20, 1915.

Total recoverable from well No. 1, 9,627 barrels,

Well No. 1 is estimated to drain 8 acres; hence the recoverable oil per aere
is 1,203 barrels.  The balaace of the acreage proven by wail No. 1 has no value.

Note-—All of the NE. of SW.. excepting an aren 400 feet square surrounding
well No, 1, was released on July 2, 1918,

Gypsy Oil Co's interest (one-half of seven-cighthis), 4,212 barrels.
Value of oil 30 days after discovery, 51 per basrel,

Ciross value to Gypsy Oil Co. 30 days after discovery.. ... e $4, 212. 00
Less operating costs, at $0.165 per barrel (no drilling or equipping ‘
costs and wo further development) o oo oL oL ol il 678, 48
Nt VBIMC o o e e e m e .. 3,033, 52
Loess 114491 per cent for diseount.. . 0 oo s 404, 56
Present worth to Gypsy Ol Co. as of date of discovery ... ... 3, 128. 96
\ Discovers well No. 2 completed August 2, 1017, Total recoverable, 6,465

barrels, It is estimated that well No. 2 drains 8 acres; hence the recoverable oil

per aere is 808 barrels.  Bight acres are estimated to be 60 per cent as productive

as the aren draived by well No. 25 henee recoverable oil from these 8 acres is

3879 harrels.  The balance of the proven area bas no vilne,

J Nori.-All of the NW. of SW., exeepting the west 100 feet, was released on
uly 2, 1918,

Totul recoverable from area proven by well No. 2, 10,344 barrels,

Gypry Oil Co/« interest (one-half of seven-eighths), 4,526 barrels.
Value of oil 20 dayvs after discovers, $2 per barrel,
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Giross catue to Gepae O Col of oif recoverable from diseocery arvea

No, U — SG052 00
Laws operating costs, at 33 vents per barrel RY, 13 O
Our one-hadf of the expense of deilling one additional well | 3, 630 00

Totul cost of development and operating .v, [ER AN

Net value of Noo 2 discovery area. . . . ;: ‘le, 12

Fews THAIOL per cont for discount . IR A

Present wortn to Gypsy Oil Co, s of date of disvovery 20160, ‘H

Chart price, S0.10, well Noo 15 well No, 2, 82,
Eximstr No. 9
DISCOVERY VALUATION, YOUNGSTOWN DISTRICT

David Adams: Lesse No, 117,

Description: N. 15 of N, Vo of N, Y of see, 26, Tp. 1N R B Oknolgee
County,

Totul acrcage: 10,

Well No. 1, discovery, proves 20 acres completed October 24, 1918,

COMPUTATION OF VALUE

Well No. 1 proves 20 acres.
Well Noo 1 drains 10 acres and is estimated to produce 15,1681 harrels, madking
productivity 1,516 barrels per were,
Banels
10 acres, the area drained by well No. 1, will produce. .. L . 15, 161
10 acres, not valued, no further wells are contemplated . ... ... ... §}

Total expected recovery from discovery area . . 1
Gypsy's part, seven-eighths 11 )
Yalue of oil Nov, 27, 1918, $2, )l);wr!mnol Gross value of Gy psy ol S33, 1
Less operating and dowlupmont costs: ()pvrumg eapense, at 31

cents per barrel . e e e e aa S h, TH. 66
Net value of oil content to Gypsy Ol Co o _ 0 © 0 . . h, f)‘), 3

Less 113491 per cont for diseount | ‘ . . Vo022 Y
Present worth (o Gypsy Qi Co,as of Oeto 2% 1018 2, :,%7(}, N5

Chart price, 8225,

foxuinit No.o 10
PISCOVERY VALUANTION, BALD HILYL DIsTRUICT

Henry Starr: Lease Noo 1404,
Deseription: 8W. of SE. of ree. 2, tp. 11 N, R 1L E.

COMPUTATION OF VALUE

Barrels
R(‘mvvmbk‘ from Well No. 1. L. L 13, 207
Well No. 1is estimaved to dl\uu 10 aer (-» henee the reeoverable oil
per acre is 1,331 hmrcL Of the remaining proven area 10 acres
are (‘-tlmnﬂ‘(l to be 735 per cent as productive as the area drained
by well No. 1; henee recoveruble oil from these Wacres i~ . 9, G810

Total recoverable from proven arca from discovery to ex-
haustion e RERMEY
N Gypsy O Cols interest mnv “half of =oven- Ndlﬂh . 1O, 18N
Value of oil 30 davs after discovery, $1 per barrel: Greoss value §o
Gypsy O o of oil reseeve oL o0 & o - ... e e STO SN 0N
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Less operating vost, at 801635 per barrel ) o . B 68102
(N wel cost; two wells drilled for one-half interesty.

Gypsy UL ColJs net vadue date of diseovery . 0 o0 00 . 8, 608, U8

Less 1144910 per eont for dizeonunt . S 973, 0¥

Present worth to Gyp-y Ol Co, as of P I S B A1 |

Chart price, $0.55

Fxumupry No. 1l
DISCOVERY VALUATION. CUSHING DIsTRICT

M. L. Chance: Le.m- No, TON,
l)(!.«-'(l"riptiun: SW.o Ly of SW. 4 and S0 L5 of NW. 1 of SW. 1] of see. 1, 17
N XD
Total acreage: 60,
COMPUTATION OF VALUE

Barrels
Bartlesville dircovery well No. 1 Total recoverable Well No. 1.0 22, 500
'l‘!nl»llml:mve of the area proven by thix well would be unprofitable
to drill.
Gypsy Oil Col's interest in total recoverable (one-fourth of
seven-gighths) DN 4, 922
Value of oit 30 davs after discov m\. $1.55 p(‘r barrel,  Gross
value of Gypsy Oii Co. of oil reserves in woll Noo VoL o . ... %7, 639. 10
Less operating cost, at 19 cents per barrel ... ... ... 935. 18
Not value. . e e 6, 693, 92
Lesx 708 ]wr cent for diseount e e e e Hi52, 84

Present worth to Gypsy Oil Co. as of date of discovery, Mav,
22,1916 .. e e e 6, 161. 08
Fxample of use of pmk prm‘ $1.55.



ExumisiT No. 12

Discovery values compared on prices as used by taxpayer and market price of oil af dale of discorer
Kl Fi !

] : : *
: ’ | rice of oil Deple- Composite S it R
Lese Dizcovery ‘Reservest _ _ . __ . ton . discount Discounted Eh,%f;‘;.:;w el Netvalae
a ; date barrel | : umt . basedon . value  UU G A PATEE I
; i Used  Mark2t allvwed 5 percent - :
AL Faehtboise Noooa2: shamroek field, Hklahoma, well No. | . i
SiBarv sandyl o0 L .. CAue 41416 83, 046 - 2! 56 $L 15 $1.188 O P O S T IIE  ABR LTI S R ST 1 PR 3} LA 2]
Fhza Lowe lease Na. 13s2 . :
Cuastung field, Oklboing— H ‘ .
Well Noo v (Bartusamed .0 .. (L. N 3 1 U R §° 7, 068 | T ] .05 LBiE PR LR L3 34, 590 24 R K
Well No 3 (Lavtensamby, 0 . .o - Apr. 22 1045 23,802 1.0 A8 N7 33 i 3 13,344 5% £
Lapham lease No. 1068 Cushing fiebl, Oslaboms, well No. 6 Q1. 17,1915 15, fn8 L5 L 953 331 M ualas Y, 19129 4. 874 (s
Habt Porey leuse No. 625 : i . . i
Brchy fivid, Oklvhomu— i
Well No.o V..o .0 ... L. Plan TUIWi4 3,487 4 100 100 i LADG 2w nn L . HE 0
Wl No. 2 o R § £ LT [ 12 12,383 - I o G s < Rt R U T 2655 13 3 MR
Nettie Oolllense No. 6270 Baoby field, Ghlshoma well Nol 1. Foh, 2, 1413 N5 1L (n A Ln0y doree T, ia BT 4. 306 ot
Beirice Stevens lease No. 3583 : , .
Buld Hill, Oklahoma— : i !
Well No. 1 Moy i8S $.2i5 i 100 .58 742 e iR en 2208 BRI RY 1
* Well No. 2.0 .. oo Aul. 201wy 4,526 | 2 0 365 Thd 1T 44 b 34600 . ... A, 05 (X
P Adams Yease No. 11T Okmulgee, Oklthoma, well No. 1., Oc¢t. 28, 1918 13,266 4 2 =40 225 1TRE 1430 0 43.37A. N5 THIA TH O 1LEH O
HoStaer Jeaze Noo 14 8ald Hill, Oklaboms, well No 1 ... Dec. 11914 19, 188 : L i3 LIRS 1438, 7.533.01 4,074,171 TR O
. 5 T !
3M L. Chaner lease No. 702 Cushing, Okishoma. well No. 1 {‘;1;:‘ ?f i,;;g } 4,022 : 1.53 LAS 1251 b RIALOE 9, 000, 00
L ] - e 6,056,156 100,658.65 S 0000y L L. L

Note. - Referrina to M. L. Chance lrase No 788, ¢"ushing. 3%ia., the discovery well, uccording to the record submitted by the taxpaver was comjpietedd and begen pr
Apr. BLI9IE Yet ancovery valie 18 set upas Mar. 22, 191, [f ¢an not be determined whether this is un ertor in dutes or whether there was some particulsr rescem far u<ng the
Mar 22 1610, date. Further, in sll oc the ahove exariples the Laspal er nas used what he cunsidered an average or anticipated price of oil, which in es ery ¢ase was consider
the markel price at date of diseovery. In this case the price of ol .5 $1.55 per harrel, the highest it had ever been in the mideontinent sipee production first berame of imper-
tanevan e fe did not anticipate that the price might drop, whieh it did in August and reached 93¢ per barrel in September, October. and November. Be therefore tans il
aadvantuge of the highest possibie muarket price at date of disenvery, w hile in the other cases, when the price of oil wus low, be took advantage of the highesy [ossitde price that might
he expectesd to follow soon after the date of discovery.
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Mr. Manson. Mr. Fay, you have made some further investigations
of these valuations of the Gypsy Oil Co., have you not?

Mr. Fay. Yeu

There is the Shumway lease of the Gypsy Oil Co. in southern Kan-
sas, whoerein they huve utilized on the thirty-first duy, un advanee of 20
ents }mx' burrel. The taxpayer has taken the posted price on the first
day after the 30th and applied it back to the date of discovery.

The CuarrMan. Iave you reduced that to net results?

Mr. Fay. I have.

_ g’l‘hu CuAreMAN, What are the net results as they have beon doing
1t

Mr. Fay. On these particular 40 acres, it makes $1,000,000 differ-
ence in valuation.

The CuarrMAN. Doos that statement mean that they were given
a depletion eredit of 31,000,000

r. Fay. On, yes; on that basis alone.

The Cranrman. 1 see.

Mr. Fav. The discovery well No. 1, Gypsy, came in on Jily 15,
1917, and dizcovery valuation wus set up as of August 14, 1917,
30 duys after discovery.

I might suv right here that the oit and gas sestion propcrly allowed
the Jessor discovery value as of August 14, 1217,

The Cuamman. That was within the 20 day period.

Mr. Fay. That was av the end of #1s 30-day neriod, so that it
came within that period, while the Gypsy Ot Co. got, the thirty-first
day valuation.

r. Manson. In other words, the lessor’s valuation came within
the 30 days.

Mr. Fay. Yes.

Mr. Manson. And the lessee’s valuation eame outside of it on the
same well ¢

Mr, Fay. It did.

The market price of o1l for six months preceding August 14, 1917,
had been $1.70 per barrel, the highest on record for the mid-
continent field.  The taxpayer has in previous cuses, as heretofore
cited, when prices were extremely low, tuken what he considered the
average price or the expected price of oil.  In this particular easo he
does not take the uverage price nor the ruling price, but takes §1.90
per barrel, which was the posted price one day after the 30-duy limit.
The price of vil did advance 20 cents per barrel on August 15, 1917,
the t%irty»ﬁmt duy after the discovery well came in.  The taxpayer
has trnken advantage of this anticipated rise and increased the
valuntion of his lease to the extent f 20 cents per barrel on reserves
estimated as 5,339,014 barrelg——-

The CuameMaN. You use the words “anticipated rise.” It was an
actunl rise, was it not, instesd of an anticipated rise. »

Mr. IFay. They assumed that within the 30 days it will rise.

The Cuuatrman. Yes; but T mean they took the actual figures on the
thirty-first day, and it was not an anticipated rise.

Mr. Fay. Yes; that would be correct. Evidently, the Gypsy Ce.
knew the day before what the price would be.

The Cuainman. Well, that was not necessary.

Mr. Fay. Noj; that was not necessary.



M"’M

2000  INVENTIGATION OF BUREAU OF INTERNAL KEVENUE

The Coateman, Beeause they did not ronlly file their elaim until
after that time.

Mr. Fav. Three yenrs Inter.

The Cusrrman. Yes.

Mr. Fay. The taxpayer has taken aavantage of this actual vise
and incrensed the va}imtinn of his fease to the extent of 20 cents &
barrel on reserves estimated at 5.339,011 barrels, allowing for the
taxpayers insignificart discount to determine present worth the net
excess valuation of 40 acres by reason of this 20-cent margin in
price amounts to $1,064,023.

Tlre depletion unit obtained on this valuation of 88.161,398.13 for
5,339,014 barrels of oil is $1.52% per barrel.  The operating costs
are given as 32 cents per barrel and development costs at 4.6 cents
per barrel, or a total, including depletion, of $1.801 per barrel, before
any possibility of taxable profit on oil selling at $1.70 per barrel.
The average price of oil during the tivst six months following dis-
covery was $1.925 per barrel. During the 12 months following, the
average price of oil ws $2,03% per barrel.  During this period of one

ear, the company anticipated that 95.4 per cent of the oil would

e recovered. This, then, would leave a maximum taxable income
of $2.033 minus $1.894 or 13.9 cents per bareel Jor oil that actually
costs 36.6 conts ver bacyel.

Mr. Manson. In other words. the cost of handling the oil ex-
ceeded what they estimated the net would he

Mr. Fav. Yes.

The CuarrMan. Does anybody here know when that case was
closed n the bureau?

Mr. Fax. I think I know, sir.  This was in conneetion with the
Gulf Oil Corporation, as I understand it, and the depletion umits
allowed went to the Gulf Oil Corporation before Secretary Mellon
became Seeretary of the Treasury.

Tur Custr#gN. In other words, it was closed along in February
of 1921, if 1 retaember correctly?

Mr. Fay. In (021,

Mr. Mansox. Depletion is now being allowed on these vaiues
here, 18 i not?

Mz, Fay. Yes; 1 presmime so, unless there has been some chunge.

The Cuamrvan. You have not looked it up!

Mr. Fav. I have not looked into it any further.

The Crarryax. | would suggest that Mr. Manson or his engineers
look into it and see if these valuations are still coutinuing.

Mr. Fav. But, so Tar as this particular well is concerned, there is
not much more there.  This one is about gone.

However, since this well eame in at enormeus production, and 95
per cent of it is anticipated as returnable during the first vear, 75
per cent of the 95 por cent will be returnehle during the first six
inonths of the year, so that the major portion of the oil wounld actually
go on the market or into storage at 81,925 per barrel. 1t will be scen
that the depletion unit, as determined by the taxpayer and allowed
by the oil and gas section of the Income Tax Unit represents approx-
imately 90 per cent of the market price of oil at the date of discovery
or 30 days thereafter.

Now, Mr. Chairmarn, I have some notes here on the salos of some
leases on this same oil pool or oil dome that ean go i as a port of
the testimony, or would vou like ta bave me read e

o
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Mreo Manson. Nop wish vou would read that into the record.

Moy Towill give o little history of . This relutes to the
vahuation i the Eldorndo Pool, Kansns,

O wae dincoyered i June, 1901 in the Sugusta district, Buatler
County, Kunee This distriet included townships 27, 28, and 24,
range | east, and i directly north and adjoining township 26, range
1, whieh the lease in questio s situated.

Me. Maxsox. When you say U the lease in question” do you
mean the one that voa have just discussed ?

MecFavs Yes;as i the vecord.

Mro Maxsox. Go ahend.

Mre. Fav. You might mark this as Shumway lease, seetion 11,
towinship 26, range 4 east.

The Fldorado pool was adjucent to the Augusta pool and was
opened i 1915, The experience of these pools showed that the
larger portion of the production came from sands about 2,500 feet
deep, with a thickness of approximately 30 feet.

The ol and gas manual, Treasury Department, 1921, states that,
“Water has been a grent menace in this district, and an economie
limit of 300 barrels per well per year was taken because wells are
frequenidy nlumdmm‘] at this point on account of water which must
be pumped out with the oil.”

The extension to the Eldorado district wherein the Gypsy lease is
situated, has five producing sands.  The principal produeing sand,
however, is at 2,100 feet,

in commection with the Gypsy lease on the Shumway farm, NE,
S, 1261 K. Butler County, Kens.. it may be stated thai the
extension of the Eldorado pool upon which this lease is located was
discoverad by the Alpine 3)“ Co., March, 1917. When the Alpine
well came in it extended the Eldorado pool 3 miles west, so that
at that date it could be considered an absolutely new oil pool.

Shortly after this another well was brought incby the Southwestern

Ol Co. about 2 miles enst of the Alpine well on section 12-26-4
adjoining seetion 11 in which Gypsy Ol fease s located. The Carter
Oif Colalso brought in w well within o mile or so of the Alpine
discovery well.

Prior to this it was recognized as noted in the Ol snd Gus Journal
that “heee was ansidest strueture in Tonawanda Township that
was cited by prominent geologists.”” 1t i also true that four or five
dev wells had heen dreilled on this strueture. With the discovery of
oil o Mareh, 1917, by the Alpine Ol Co., at a depth of 2301 {eet,
a renewsd interest in this strueture was taken and an active drilling
campaign begun.  Under date of Mareh 22, 1917, the Oil and Gas
Journad states, “leasing is stll active and faney prices are being
wsked and paid.”

Among the properties that were transferred at this time may be
mentioned the following:

Three 40-acre leases sold for $24.000, the Prawie OQil & Gas Co,
being n purchasee of one of them.

J. B Vickers paid 8350 per aere for an 80-pere lease in section
35240,

. B. Dillenbeck <old an undivided one-half interest in a 40-aere
tract in the enst hulf of the easthnlf northeast quarter seetion 4--26--5,
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on which.the National Refining Co. had three producing wells. This
property was sold to Wallingford and Iloffiman for $30,000.

One of the lawest deals consummated in the Eldorado pool for some months
was closed on ednesd% when the Trapshooter Gil & Gas Co. sold one-half

interest in its iease on D. Williams' farm, the west half of the northwest
quarter of section 11-26-4, Tonawanda Township—

One-quarter of a mile west of the Gypsy—-

to the Eurcka Oil & Gas Co. for a consideration of $150,000. 8. H, Hale, of
Kansas City, and W. F. Knox, of Eldorado, are interested with the purchaser
(Oil and Gas Journal, March 29, 1917.)

.The CuairMAN. Let me ask you right there whether you sre
referrin% to those wells or leases for the purpose of showing a com-
parison between the value of the lease and the price allowed for de-
pletion on this particular Gypsy Oil well?

Mr. Fay. 1 am putting this in to show what oil people considered
proven cil land as worth at that time, and it can be used as a com-
parison betwecn what, these were selling for and what the Gypsy
set up as discovery valuation.

The CuairmaN. I understand that, but is it a correct interpre-
tation of your statement to say that these leases had been changing
hands at about this time for from $30,000 to $100,000, and in one
case, I think $150,000, as a comparison with this $1,004,000 plus
allowed for the Gypsy Oil lease?

Mr. Fay. $8,000,000 plus, Mr. Senator.

The CuarrmMaN. Maybe I am confused here. I understood you
arrived at a depletion credit of $1,000,000. .

Mr. Fay. The $1,000,000 that you have reference to wuas a de-
pletion credit allowed on the basis of excess price of 20 cents per barrel.

The CaairMaN. Oh, yes; I see it now. Then, the use of this
formula, system, or whatever you call it, for arriving at values, was
great?ly in excess of what actually leases were sold for at that particular
time

Mr. Fay. Itis; and I also have the record of one Gypsy transaction
which occurred 13 days before this well came in, which I shall read
into the record.

The CuatrMAN. All right.

Mr. Fav. The Trapshooter lease above referred to was one-quarter
of a mile west of the Gypsy lease and in the same section. Early in
May, 1917, the Trapshooter Oil Co. struck gas on this lease at 1,325
feet. About the first of June—prior to June 7—this comyany
brought in a 15,000-barrel well, one-quarter of a mile west of the
Gypsy lease. One-quarter of a mile farther west in the east edge of
section 10 the Carter Oil Co. about June 1, brought in a 1,300~
barrel well.

On June 17, approximately three weeks after the Trapshooter Co.
had brought in its 15,000-barrel well, the Gypsy Co. began drilling
well No. 1 in the southwest corner of its lease, with only 40 acres (a

uarter of a mile) between it and the Trapshooter big well. With
this big well on the Trapshooter lease, as a matter of self-preserva-
tion, it was to the interest of the Gypsy Co. to drill this well. It
may not, in the true meaning of the term be technically an offset
well, yet, in order to provent the possibility of losing a known oil
reserve, it was necessary to drill. The No. 1 well, therefore, was not
to exceed 400 feet outside of the discovery area surrounding the

A
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Trapshooter well, and 500 *to 800 feet within the Carter discovery
area. It is on this No. 1, 5000-barrel well that the Gypsy Co.
sets up a value in excess of $8,000,000 for only 40 acres. I have
also found a case in which the Carter Co. had brought in another
well still closer to the Gypsy, so that when the Gypsy well came in it
was about 400 feet inside of the proven territory as developed by
the Carter Oil Co.

The Cuamrmas. Was this well of the Carter Oil Co. drilled after
this Gypsy well, or was it before that?

Mr. Kay. The Carter well came in before the Gypsy did.

The CuarrMaN. So that when the Gypsy well came in ——

Mr. Fay. When the Gypsy well came in, it wus drilled on the
Carter proven territory, that is, the Curter extension or 160 acre
limit overlapped into the Gypsy lease, but the Gypsy people were
perfectly within their rights, so far as the veguintions were concerned,
to drill within that territory.

The Cuairman. The criticism, then, is directed at the regulations
and not at the claim of the oil company ¢

Mr. Fay. It is directed at the regulations, and not so much at the
claim of the taxpayer.

This is an ideal case showing how it is possible for anyone with a
{ittle capital to acquire leases on favorable ground, and then withhold
drilling operations until someone else has proven the territory as
oil bearing. There is no question as to the Gypsy Co.’s rights of
discovery under the regulations as written, only it does go to show
the absurdity of allowing discovery valuations on ground that is
absolutely proven.

Now, as to the estimation of the reserves, on this particular dis-
covery, the taxpayer has been exceedingly liberal in his calculations
as at date of discovery, July 15, 1917, although the after results
obtained check fairly well with the estimate. No other well had
heen drilled within the 30-day period after bringing in well No. 1.

Under date of July 9, 1920, the company’s engineer addressed
a letter to the Commissioner, stating that he was preparing a valua-
tion of the producing properties of the Gulf OiP Co. poration and
computing the unit values for depletion.

It must, therefore, be remembered, that e taxpayer’s valuations
as submitted in Form O to the department were compiled and pre-
pared three years after the discovery well came in, so that, with this
information at hand, it would be vory easy to go back to 1917 and
anticipate what might be done. With the actual data of three
years production in hand it would undoubtedly be difficult to be
unbiased in making forecasts when such large sums are involved.

He estimates as of date of discovery that there will be nine more
wells on this 40 acres that will each produce 75 per cent of what the
discovery well produced, that is 75 per cent of 5,000 barrels, or
3,750 barrels cach. Nine wells were drilled, and actually averaged
3,850 barrels cach. A

The CrsrMaN. When they made that claim, they knew that
that was the result? ‘

Mr. Fay. They knew the result.

The Crargman. Yes. '

Mr. Fay. That is why I am bringing this out.

Mr. CHAIRMAN. Yes.
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Mr. Fay. This is such a very close estimate that the basis for it
may properly be questioned, considering that this was made more
than three years after discovery, when. according to taxpayver's
estimate, more than 98 per cent of the ultimate reserves would be
recovered; and they were recovered.

Article 206 (A), regulations 45 and 62, provide:

() Where the fair market vaiue of the property at o speeified date in ticn of
the costs thereof is the basin for depletion and deprecintion deduetions, such
value must be determined, spbject to approval or revision by the commissioner,
by the owner of the property in the light of conditions and cirewmstanees known
ut that date, regardless of Iater discoveries or developments in the property, or
subseyuent improvements in methods of extraction and treatment of the oil and

as product. The value sought should be that established, assuming a2 transfer
retween a willing seller and a willing buver as of that particular date,

KENOWN FACTORS

These are some of the known factors that they should have
considered in making their valuation.

The specific gravity of the oil is from 34-37° Baumé which com-

ared favorably with that of the Augusta district at 33° Baume.
ater was concidered a serious menace in parts of the Eldorado
field, as early as 1915, :

The well records of the August district indicate a life of about
cith years while those of the original Eldorado in 1915, indicate a
life of approximately 11 years. The taxpayer with these and other
records before him e¢ date of discovery has estimated the life of
the wells in the Eldorado extension as only four years, with approxi-
mately 95 per cent of the oil being recoverable during the first year.
The well which the taxpayer has used as a set-up for discovery
value is an exceptional well, having an initial production of 5,000
barrels per day. The records of wells in Butler County, however,
show that in 1914 the initial production of wells was 9.4 barrels per
day. In 1915, 15.1 barrels per day; 1916, 255.8 barrels per day;
1917, 290.6 barrels per day. These records also show that 135 per
cent of the total number of wells drilled in this county were dry,
5 per cent gas, and 80 per cent produced oil. These figures are
based on United States Geological Survey records of 5,098 drilled
in Butler County during the years 1914 to 1920, inclusive.

This well being so much above the average could not properly be
considered as a representative well in face of the records of wells
drilled in previous years in Butler County, notwithstanding the
15,000-barrel Trapshooter weil that came in six weeks varlier. As
a basis for valuation as between a willing seller and a wiliing buyer,
no one would have considered nine additional wells at 75 per cent of
the production of No. 1. No consideration was given to actual
sales as a basis for valuation; the possibility of influx of water as
pointed out as common knowledge prior to this date; nor is any
allowance made for dry holes, of which the county as a whole has
15 per cent.

Mr. Manson. As I understand it, your point is, Mr. Fay, that
any person buying this well as of date of discovery or within 30 days
thereafter, would have considered the known conditions which had
existed up to that time, and he would not have had the advantage
of valuations with relation to the developments, and that article 206

.
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of the regulations requires the valuation to be made in the light of
known conditions as of date of discovery, and requires the ignoring
of later developments. ' '

Mr. Fav. That is correct.

Mr. Greac. Mr. Chairman, mav [ ask a question there?

The Coareman. Al right, Mr. Gregg.

Mr. Grrea. Are there any definite facts which were not diselosed
until after the date of the discovery which you know were taken into
consideration in the valuation as of date of discovery !

Mr. Fay. None of them were tuken into consideration here.

Mr. Gr <aG. You did not understand my question.  Are there any
facts whichh were not disclosed until after the discovery date, which
you know, as a definite matter, were taken into consideration in the
valuation as of date of discovery? That is along the same line as
Mr. Manson’s question.

Mr. Fav. Let me got that straight.

The Cuarrman. That is perfectly plain to me. 1In looking over
these records, did you find any known values as of date of discovery
having been used by the bureau in fixing the rates?

Mr. Fay. I did not, if that is the question.

Mr. Grega. T am not sure that Mr. Fay understands me yet. Mr.
Manson brought out that the regulation says that no facts disclosed
after the date of discovery should be taken into consideration in
setting a value as of date of discovery. Now, do you know, as a
fact, that anything which was nov disclosed until after the date of
discovery was taken into consideration in setting the value of this
well as of date of discovery?

Mr. MansoN. He has just set out & lot of them there.

The CuamrMAN. No; he has stated things that were not taken into
consideration.

Mr. Fay. The only thing that I can find that they took into
consideration was their known production up to the end of 1920.

Mr. Greaa. Then, they did not take into consideration in setting
the value as of date of discovery, and facts which were not disclosec
until after the date of discovery?

Mr. Fay. I find no record ol it.

Mr. GreEGa. That is what I want to know.

Mr. MansoN. Let us clear that up.

If they had made their estimate of the recoverable reserves based
upon information which was confined to the discovery, could they
have justified any such estimate of recoverable reserves as they did
make here, and which was justified by the subsequent production
of these wells?

Mr. Fay. They could not have done it.

The CramMaN. That does not clear it up. I would like to ask
Mr. Manson whether they did use, in computing this valuation, any
factors that were known at the date of discovery?

Mr. MansoN. That were not known at the date of discovery?

The CrairMaN. Ch, no; that were known at the date of discovery,
and which they used in computing this value—any known factors
that were used at the date of discovery?

Mr. Fay. The only known factor :Kat I find they used was this
on?lwell, they used the 5,000 barrels, and then set it up as the average
we . '
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The CiamryaN. That was as of date of discovery?

Mr. Fay. As of date of discovery. It was set up as the average
well, while the previous record shows that it was not an average wall,

The Cuamyman. 1 think that answers Mr. Gregg's question,

Mr. Grrca. Yes, sir. '

The Cuamryan. The chairman understands it.

Mr. Fay. The taxpayer’s records show that ne dry holes were
drilled, nor is there any mention of water.  If these did not appenr,
it was simply & case of good luck for the company.  The set-up is
so true to actual conditions as to productivity t.limt, 1t has the appear-
ancg of bheing based on facts after discovery instead of facts and
estimates as of date of discovery,

The Cuamyman, I think that is conclusive, Mr. Grege,  We must
all agree to that.

Mr. Greca. It has the appearanee of being. 1 was just enrions
as to whether there were any definite, known facts taken into con-
sideration.

Mr. Fay. I can find none.

Now, on this entire lease, six wells enme in with an average initial
daily production of 7,800 barrels, while 38 wells averaged 610 harrels
per day. 1t must be granted that this was a most exceptional lease
as to productivity. :

Mr. Greca. May I ask there whether the geological formation,
if I am using proper terms, on this particular lease, was identical
with that on the other leases on the other properties, that vou have
been comparing it with?

Mr. Fay. This is separate,

CompurarioNn oF VaLur (Coriep rroM Taxpaver's Rervas)

AREA PROVEN BY DISCOGVERY WELL NO. 1, SOUTHWEST 10 ACRES

Barreis

Total recoverable from well No. 1o . [ e TRT, 320
This well is estimated to drain 4 gcres, making the pro-

duetivity of this area 196,830 barrels per acre.

The remaining 36 acres of this proven area is estimated to have
a productivity of 75 per cent as compared to the area drained

by well No. 136X 196,830 X.75. ... e 5, 314, 410

Total recoverable from No. 1 proven area .. __ ... 8, 101, 730

Gypsy Oil Co.’s interest seven-cighths. ... ... e 5, 339, 014

Value of oil 30 days after discovery, $1.90 pm: harrel.
Gross value to Gypsy Oil Co, of oil reserve in No. 1 proven area. 810 144, 126, 60

Less operating cost, $0.32 per barrel. ____.____ $1, 708, 484, 4R
Cost drilling 9 additional wells at $8,750 per well,
estimated. ... ... L. L.... - 78, 750. 00
Cost equipment for same at $18,500 per well,
estimated . ... . ___ ... .. ____.... 166, 500, 00
e e 4 1 OB3, T34, 48
Net valie of No. 1 provenarea. . . ... . ... ... L. 8,100,392 12
Less 0.354 per cent per discount. ... ... L. ... 28. 993, 99

Present warth to Gvpey Oil Co. on date of discovery,
July 16, 1017 e dama 8. 161, 398. 18

1 Total estimated espenditures

.
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Mr. Greaa. It would not sound as if it wore.

Mr. Fay. This is a separate and apparently distinet oil pool.
The goological conditions indicated thut the pool was there. The
dapth wus the same as the other pools, and the gravity of the,oil
was the same.

Mr. Greaa. I want to get clear on that. Do vou mean that the
Gypsy pool was a geparato pool from the adjoining peols which yvou
have been comparing it with?

Mr. Fay. Oh, no.

Mr. Grraa. 1t is not different from the adjoining pools?

Mr. Fay. 1 had reference to the Augusta, whiéli is undoubtedly
a different pool. 1t is about four or five miles farther north.

Mr. Greoe. What 1 was trying to get at was some explanation
of why there were no dry holes brought on this particular lease, and
why the produciion on this particular lease was much highor than
it had been in the rest of the field.

Mr. Fay. 1 might say this, that prior to the Gypsy Company
drilling this well, they did drill five dry holes on this particular
ﬁoloéncul structure. That is o matter of record.

r. Grraa. But not on this lease.

Mr. Fay. Not on this particular lease, but on this particular
structure, on property within a half & mile of it. That is all a matter
of record in the &l and Gas Journal, in summaries.

Now, as a further commwent on what the Gypsy Oil Company
considered proven ground to be worth as of that date, 1 have here
a transaction of the Gypsy Oi! Company in connection with a proven
piece of ground a quarter of a mile from this well.

In order to show what the Gypsy Co., considered proven ground
worth on July 2, 1917, in the same section in which the Shumway
lease is situated, the following may be of interest.

On June 30, 1917, the Gyvpsy Co., purchased from the Gladys
Bell Oil Co., a one-fourth interest in its leasehold for $175,000, and
on July 2 a second one-fourth interest was assigned by Walker to
the Gvpsy Co., for $165,000, a total consideration of $340,000,
including $15,090 for equipment. ‘This gave the Gyvpsy Co., a one-
half working interest in the S0-acre Dempsy lease. Of the total
amount paid, $215,000 was in cash and $125,000 paid out of the
first 60 per cent of oil produced. The company was partially pro-
tected, in that had there not been suflicient oil, it would not have
had to pay all of that $125,000.

Mr. Grrge. May I interrupt there, and I am not trving to prove
anything by these questions, but 1 just want to get the facts.

You are comparing this sale, which occurred at approximately
the same time, with a lease a quarter of a mile from the lease, the
value of which is now in question?

Mr. Fay. Yes.

Mr. Grega. Were there any producing wells at the time of this
purchase? ’

M. Fay. If yvou will just wait 2 minute, I will give you the whole
history of it. -

Mr. Greea. All right, sir.

Mr. Fay. At the time the Gypsy Company purchased this pro-
erty, it was surrounded by wells, all of whose proven area more or
ess overlapped a portion of this 80 acres.  On the west, the Alpine

Well was brought in on Mareh 22, 1917, with an initial production
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of 250 barrels; in May, 1917, the Trapshooter Well No. 2, across the
north line of the Dempsy lease, with 15,000 barrels initial production.

Mr. Grega. With what?

Mr. Fay. Fifteen thousand barrels initial prcduction, just 300
feet over,the line; on May 21, the Carter well No. 1, Orban lease,
cornering the Demuvay lease on the northeast, at 895 barrels, and on
June 10 the Carter Co., brought in a well on the Davis lease on the
east at 4,800 barrels initial production.

The proven area of each u;' these wells overlapped the north portion
of the llvxu-;a to the extent of approximately 45 acres, which, i ae-
cordance with the regulations, is proven ground, and which the tax-
payer admits in his purchase of this propertv.  In addition to being
serrounded by wells, well No. 1 on this lease was drilled by Gladys
Bell Oil Co., and completed June 21, with au initial production of 160
barrels.

Mr. Grece. Was that before the purchase by the Gypsy Co.?

Mr. Fay. Yes; and well No. 2, June 11, with an initial production
of 2,250 barrels. With these productive wells on the lease and the
lease surrounded by extraordivarily large wells, the taxpayer has
paid the price abovementioned, namely, $340,000. for a one-half
working interest in this property. This amounts to $4.250 per acre
for a one-half interest, making the total working interest of $3,500
per acre. In the taxpayer’s discovery valuation of well No. 1,
Shumway, he sets up a value of over $200,000 per acre on the
basis of a well that came in thirteen days later.

The discovery value set up by Carter for Well No. 1, Orban, was
$23,719 per_acre. Value set up per acre for a one-half working
interest on Davis well No. 2, June 10, was $15,934, while a one-half
interest on Well No. 5, Davis lease, as of August 25, 1917, was
$21,801, all of which goes te show that as between a willing buyer
and a willing seller, as of discovery date, $200,000 per acre is very
much out of line.

Discovery valuation of Carter and Gypsy comprics eompared

Carter Gil Co. Gypsy Oil Co,
Lessor ! ! D
May 21, June 10, [ Aug. 27, Aug. 14, | vt 16, Nov., 3,
1817, 1917, % 1917, 917, 1917, 1917,
Orban Davis! ' Davist i Shumway | Thumway | Shumway
Cost of driiling and ! l i . f
equipping, per well.)  $25,000,00 | $27,000.00 |  $27,000.00 [  $27,250.00  $25,000.00 , $23, 500.00)
Depth of well, feet ... .. 2,415 2,386 | 2,397 2,330 | 2,350 | 2,357
Operating  cost per ' ' !
arrel, cents... ... 40 40 | ) 32 37 i 37
Productivity of future ] !
wells, per cent....... 50 50 50 75 ¢ 60 60
Price of oil used..._... $1.50 $1.50 $2.00 $2.00 | 82,00 32,00
Discount to present ' ; ! | )
worth, percent. ... o oo i e 0.354 ! 0. 442 0.412
Initial production of, ' , ;
barrel8. . eovocunnan. 885 4, 800 2,830 5, 000 1, 600 K00
Reserves, barrels ... .. 1,276,427 1450, 446 ' ¥ 654, T05 5,339,014 ¢ 897, TH2 439, 282
Depletion unit per ' .
bartel e encanennn $0.873 $1.132 i §1. 568 L0 i $1.364 ! $1. 194
Number of wells as ! X !
hasis of estimate. ... 12 6 9 10} 10 10
Number of acres. ..... 47,8 32.4 47.6 - 40 i 40 40
Toial value.él..,,-.,._.ﬂ. 129, 668, 00 |$516,280.00 $1,037,773.00 36, 161,308. 00 $1, 244,863.00 | $583, 439. 00
Discovery value, ;
vt s R sx710.04 | 1500057 | $21,801.95 ' $201,000.00 |  %30,621.00 | $13,586.00
Cost of 3ase, per acre. .. $126.32 $78.10 $78.10 | $15.94 $15,04 | $15.94

1 Carter owns one-half of the working interest, Values and reserves obtained are therefore for one-half
of the leasshold only. N
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The Cuatrvan. I would like to know, right at this point, if I am
correet in remembeping that the testimony indicated some time ago
that there was no chock of these figures made at the time the settle-
ment wis made.  Is that correct, k’lr. Manson!?

Mr. Maxsox. Yes.

The Cuatrman. If T remember the testimony heretofore given, it
shows that these figures were not checked, Mr. Gregeg, when they
came into the burean, prior to Mr. Meollon taking over the Seeretary-
ship.

fr. Nasi. Me.o Chairman, as [ reeall the testimony last spring, it
was to the effeet that the bureau agents worked along wish the
emplovees of Krnst & Ernst when they were setting up this elaim,
and cheeked it right along with them.

The Charryax. Yes; but I mean there was no check made in the
field at the time, and no engineers” reports were made; nor was the
fickd checked to compareé the results as to other taxpayers or other
conditions with those elaimed by the Gulf Qil Co.

Mr. Nasu. No.

The Cnazrvan. That is correct, is it ¢

Mr. Nasn. I think that is correct.

Mr. MansoN. I do not think, in any case. discovery value has been
based upon comparative sales data in oil.  Has it

Mr. GreesipGe. Oh, ves. Discovery values were checked on
comparative sales wherever it was possible to get them.

The Cuairvax. Were you in the burcau at that time, Mr. Green-
idge ¢

Mr. GREENIDGE. Yes, sir.

The Cnarrmax. Were vou in charge of this section at that time?

Mr. GreeNinGe. No; I was one of the valuation engincers.

The Crairysan. So vou do not know whether these valuations
claimed by the taxpayer were checked by sales in that section or that
distriet at that time¢

Mr. GREENIDGE. No: I can not state the circumstances as to that.
Some checking was done by an engineer by the name of Mr. McWhirt.
At that time, as I recall, he did what was known as “spot’’ checking.

The Cnatrman. What do vou mean by **spot checking ”’?

Mr. GreenipGe. Taking a lease on a valuation and taking the
following tenth or the following twentieth valuation; instead of
talking all intermediate ones, taking the ones at regular intervals.

The Cuairman. Is there any evidence in the fles to show that
that was done in this case?

Mr. GREeENIDGE. Yes. I do not know that there is evidenco in
the files.

The Caairyan. Do you know, Mr. Parker?

Mr. GreeNipGe. I could not answer that with certainty, Mr.
Chairman, because I have not seen the files for a long time, and I do
not know that I ever saw them in the past.

Mr. Parker. There were no working papers, Mr. Senator, pre-
pared by the oil and gas section on this case.. As Mr. Thayer, I
think, will agree, we hunted for any individual papers, any working
papers, in figuring the value that was shown by the unit's engineers,
which, in the nature of things, would be preserved, but we could
find nothing except a few pencil marks from time to time on the
original data furnished by the taxpayer. It would look, practicaily
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as Mr. Greenidge says, as though when this case came in they lad
only a few days—I think three or four days -ang that a certnin spot
check was made; that is, they picked out a few at random, and if
they did not find any mistakes in going over one-tenth or one-fiftieth
of the working papers, thev assumed that all of it was right.

The Cnaryan., Who was the Commissioner of Internal Revenue
at that time¢

Mr. Nasu. Willinn M. Williams.

The Crameyan. Mo Willoon M. Williims was commissioner at
that time!

Mr. Nasn. Yes, sir.

The Cnairvax. How Jong had he been commissioner, do vou
know, Mr. Nash¢

Mr. Nasu. He went out in April, 1921, and M. F. West was aeting
commissioner for about 60 days.  Then Mr. Blair came in.

Mr. Greca. 1 would Like to have it made clear as to just how far
this Dempsey lease that the Gypsy Oil Co. purchased was from the
lease, the valuation of which you are eriticizing, Mr. Fay.

My, Fay. The corners are one~quarter of a mile apart.

Mr. Greai. At the time of the purchase of the Dempsey lease,
which was very close in point of time to the final discovery on the
other lease, there had been two wells brought in ¢

Mr. Fay. On the Dempsey lease?

Mr. Greaa. Yes.

Mr. Fay. Yes.

Mr. Gresa. One of those wells was a 160-barrel well?¢

Mr. Fay. Yes.

Mr. GrEGG. And the other a 2,200-barrel well?

Mr. Fay. Two thousand two hundred and fifty barrels.

Mr. Greca. What was the capacity of the well which was brought
in on the lease in question ¢

Mr. Fay. Five thousand-—about double.

Mr. Grego. Yes.

Mr. Fay. Now, another point that the taxpayer has been liberal
with himself on is the matter of discount.

DISCOUNT RATES

As to the discount of earnings, the accompuanying table shows the
present worth of this anticipated net income, using the discount
factors of 5 per cent, 10 per cent mid-year, as used by the Revenue
Bureau, and 10 per cent regular, and 15 per cent regular discount
as applied at the end of each vear, in conjunction with the taxpaver’s
recovery ratio. On the basis of a 15 per cent discount, it would leave
the prospective purchuaser a possible 15.78 per cent profit on his invesi-
ment, yet without the assurance of any of the possibilities mentioned
below reducing his income. 1t certainly can not be said that the
valuation placed upon this lease can in any way be considered as
what would be determined as between a willing seller and a willing
buyer, when, in order to consummate the deal the willing buyer
would have to part with $8,000.000 and roceive in return a possible
profit of $28,933. 'This amount would not much more than cover
the attorneys’ fees for drawing up papers in connection with such a
transaction. '
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The records show that 130,954 barrels of oil was the actual pro-
duction during the first 30 days of well No. 1. This amount u} oil
was produced when oil was selling at $1.70 per barrel, or 20 cents
per barrel under the price used for valuation purposes.  This amount
of oil at 20 cents per barrel would give $26,190.80 for a reduction in
receipts on actual prices and practically off-sets the company's
discount. for present worth of $28,993.

In addition to the above discount rates, as has been mentioned
weviously, the valuation is already more than $1,000,000 excessive,
y reason of the nse of an anticipated market price of oil, which
mauterinlized one dav after the 30-day limit for discovery valuation
had passed.

The following table copied from the taxpayer’s returns shows his
method of arnving at a composite discount factor to reduce the
net incomne to present worth:

Rate of recovery of eil on the basis of decline curve for discovery well No. I, with
3 per cent discount anplied to bring to present worth

i
Year | Recover- Rate of Present
b ! ableoil | recovery worth
| HBarrels Per cent
T PP 751, 250 95. 419 $0.905410
Lo, 1111 U | 31, 390 4. 987 . 08705
Mhird. . . e aaas eeenean 4,040 513 . 00454
Fourt . i ' . . 00068
Total ... ... ...
Discounst  jier cent) L0354

Rate of recovery of otl on the basis of decline curve for discovery well No. 2

1
Recover- Rate of Presont
Yenr able ofl recovery worth

 Barrels Per cent

First . e eesmcaraeseNeeuscmesassmesuasumnanninaunn 151,940 84,773 $0. 04775
SO . .. e e amameaanaan ! 7,040 4.392 . 04081
b 11 U PPN 1. 340 K35 . 00704

Total ol e i e 160,320 . 100.000 . 90558
DROOUNT (PEF CONT) e cineonamamsiiiinim s s isaan caemenas frememrnsanes |- L0442

The taxpaver's basis for determining the discount factor may be made clearer
in the following setup:

. Ratio of Present Pr ent
Year worth
recovery factor worth
Per cent

93. 419 1. 0000 $0. 65419
3. 987 L9203 . 03708
. . 513 , RR50 L 00454
" wewman 081 . 8395 . 00068
100,000 ..o
. Total present worth of $1 invested in this oil lease............ lecvmanssnns femaamaaaas . 99646
BHSCOUNT . L. oL oo ieisamancin it area e mmmame et reaan saenan nes jemvmerannen . 00354
S, 1, 00000
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The 5 per cent discount factor used by the taxpayer as noted above applies
only to the produetion after the first year. The first yvear's income is not dis-
counted in determining present worth, [ apparently is considered as so much
money in the bauk subjéct to draft. However, in determining the discount
factor finally used, the taxpayer combines this undiseounted income for the first
year with the discounted income of the second, third, and fourth years, and in
this way determines o composite present worth of the $1 invested in this speeific
oil lease, which amounts to $0.99616, while the discount on this amounts to
0.00354 and converted into percentage becomes 0.354 per cent, which is then
applied to the total anticipated net income.

As g further refinement. in determining this present worth, the taxpayer, for
the second aud future vears, does not use the 5 per cent factor at the end of the
year which is the common practice when using discount tables. He discounts
each vear's returns in the middle of the year which further inerenses the present
worth of the $1 and at the same tim., decreases the so-called eomposite discount
rate. llad he applied the 5 per cent present worth factor at the end of the
sceond, third, and fourth years, the composite discount would be 0.455 instead
of 0.351 per cent ag used.

Net income $§8,190,392 anticipated from discorery No. 1

' §
) Per vent
Present  Total

worth | discount ",’J:_’S“ u‘S%‘;'

Taxpayers’ set up based on § per cent composite discount, 6.354 per ; )

COML. ot et e imiee e e i v s eaacnaeneevaan $8, 161, 3u8 $28, 933 4, 385

Stralght discount in accordance with standard tables: ;
Spercent reRUIAT. . i - 7,780,339 410, 053 i 50
10 per cent (mid-year) T b07, 204 223,008 3.80
10 per cent regulur. ... 7,400,908 1 V80,424 , 10. 53
15 per cent regulor.... 7,075,632 1 1,116,760 | 15.78

i |

Mr. Fay. He determines the percentage of ol that will be recov-
erable each year from his discovery well and assumes that each
dollar invested will be returned in the same proportion, which is
proper. In the present case, he determines that 95.419 per cent of
the oil will be recovered during the first year. This percentage is
carried over into the present worth column, assuming that the return
of that portion of the dollar during that first year need not be dis-
counted. The remaining percentages of recovery by years are then
multiplied by 5 per cent discount factors, and these products by
years are totaled, as shown in table, giving the present worth of $1
invested in this particular property as $0.99645, all of which would
be returned within a period of four years. This present worth
deducted from 100 gives the composite discount factor of 0.354 per
cent. This then applied to the net income from the property gives
a total discount on $8,190,392 of $28,933, and on this basis the per-
centage of profit that a prospective purchaser could expeet on an
investment of more than $8,000,000 would be 0.355 of 1 per cent.
Furthermore, the investor has no assurance during this 30-day
period that there will be as much oil as has been estimated; he has
no assurance that there will be no dry holes; he has no assurance
that water will not encroach upon the oil reserves; he has no assur-
ance that the price of oil will not drop, and yet, in the face of all of
these factors, the taxpayer has set up a valuation for depletion
purposes which is absurd in the extreme.

r. GREgG. May I ask one question there? Was there any allow-
ance in any other way, either in respect to dry holes, or reduction of
the recoverable units, or any such allowance made for risk?

~
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Mr. Fay. The only risk that was considered vns this: The initial
production of the first well was considered as unity, and all of the
othor wells that came in on this lease wore considered as 75 per cent
of this particular well.  The Carter Co., in setting up their valua-
tions, has used 30 per cent as the anticipated production of future
wells.

Mr. Greca. What about the dry holes?  Was there anv allowance
for dry holes?

Mr. Fax. 1 know of no allowance for dry holes in either case.

Mr. Greaa. Has that been checked?

Mr. Fay. | could not say that there has been a positive check on
it, but from all the information that 1 can tind in the returns thero is
no mention of dry hole hazard.

Mr. Greca. What allowance would vou say should have been made
for dry holes?

Mr. Fay. Not less than 15 per cent.  That was the record for that
county. There were 15 per cent that produced nothing, while 5 per
cent produced gas, and gas at that time was not marketed, as | under-
sml:luf it, but was used largely as fuel for the drilling of additional
wells,

As a further refinement in determining this present worth, the tax-

ayer, for the second and future vears, does not use the 5 per cent
actor at the end of the year, which is the common practice when
using discount tables. He discounts cach year’s returns in the middle
of the year, which further increases the present worth of the $1 and
at the same time decreases the so-called composite discount rate.
Had he applied the 5 per cent present worth factor at the end of the
second, tlm'd, and fourth years, the composite discount would be
0.455 per cent instead of 0.354 per cent, as used.

Now, as a summarv showing the total discount that was allowed,
and what should have been allowed had other percentages of discount
been used, I will give you these figures, which are of interest.

The taxpayer’s set-up hased on 5 per cent composite discount, at
0.354 per cont, gives a total discount of $28,993. :

The straight discount in accordance with standard tables, applying
5 per eent at the end of the first yvear, at the end of the second year,
and at the end of the third year for the amount of money that has
come back in that period would amount to $410,053, which would
give the prospective purchaser a possible 5.27 per cent profit.

Using 10 per cent mid-year discount, which, as I understand, is
being used largely by the oil and gas section at the present time,
would have given a discount of $223,098, or a percentage of profit
to the prospective purchaser of 2.80. Using the 10 per cent regular
discount, applied at the end of each year, would have given a dis-
count of $780,424, or a 10.53 per cent of possible profit.

Using the 15 per cent regular discount would give a totel discount
of $1,116,760, or 15.78 per cent possible profit.

I have some notes here on the revision of reserves, all of which
the taxpayer is entitled to under the regulations, but the revision
of reserves has an effect on his income, and, for that purpose, I
should like to make this comment, because, in writing regulations
I think it should be taken into consideration.

When the taxpayer made his valuations as of 1917, late in 1920,
and which were submitted to the Department in November, 1920,
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his estinmiate for gross resorves for the entire 160 acres was (let mo
say that he had three other discovery values on this 160 acres; that
he took 40 acres of each section, and the other three-fourths were
not as high valuations as this one, but_the. total amount ef oil re-
covered 18 apparently roflected from later information, <o { am
going to make this statement) his estimate for gross reserves for
the entire 100 ncres was 7,813,592 barrels.  The actual gross produc-
tion from date of discovery to the close of 1920 was 7,819,745 ‘hm‘rt'ls:.
In computing the discount factor for this property, the taxpayer
considered only four years as the life of the well, when the experienco
showed, in tho adjoming ficlds, 8 to 12 years as the expected life.
On January 1, 1920, when the estimated net reserves had been
reduced to 220,520 barrels, a revised catimate was made and the life
of the property extended to 1926, resulting in adding to the reserves
325,797 barrels.  The capital sum or discovery valuation, of course,
was not changed, and this new estimate of veserves guve a new
depletion unit of 57.55 cents. This, however, is a composite for
the entire 160 acres. At the close of 1920, 42 wells were stSl produc-

ing.

%‘Iow, the differont depletion units for these four quarters are as
follows: For well No. 1, which we have just been discussing, it was
$1.528; for well No. 2, $1.364; for well No. 10, $1.194; and for well
No. 33, $0.461. The composite unit for the entire 160 acres would be
$1.466.

When they reduced this to a composite depletion unit, I thinlz they
were perfectly justified in using that, for the simple reason that in
bringing in the oil from so many different wells, one pipe line con-
nected with another, it is impossible to separate the oil from one
well from that of another well, or that from one 40 acres from that
of another 40 acres. It would not be practicable to do that; so if
they will weight properly the total amount of the reserves in each
section, and no other wells come in, or change it when additional
wells come in, 1 think they are justified in making a new composite
depletion unit. I think that has been the practice of the depart-
ment in many other cases. I know it was at the time I was in the
unit. We did that very frequently.

Four discovery valuations on Shumway leuse (1€0 acres), reserves,: value, and
depletion units, 1917-1918

Discovery aroa Bm’g“ Value D“E}ﬁ?‘m

Barrels
]I o 1 T TSP 5,339,014 | 38, 101,308 $1.528
Wall NO. v iiiinicarviineccasramcsamcmamcscsassmannsasonmannnros 8U7,769 | 1,224,863 1, 364
Weall NO. 10, e et cmc e mmectman e n st maaan s 480, 282 583, 439 1. 194
Well N0. 83, i canenan e  emmeomraameannaen v 110,808 |~ 60,795 . 461
OUAY. . oo e et tmm e emema s e 6, 836, 894 | 10,020, 325 1. 488

On January 1, 1922, when the revised estimates of January 1,
1920, had been reduced’ to 166,297 barrels, the taxpayer states:
. The ori%inal estimate of recoverable oil being obviously too low, a new estimate

i‘sglzxgrewit )\ made, the same to be applied to depletion schedule as of January 1,
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This revision added to the reserves 270,866 barrels, and extended
the life of the property to 1929, or 12 years from date of discovery.
This gave a new depletion unit of 21.80 cents per barrel.  The
company has therefore had the advantage of a high depletion unit
in the high tux years, 1917, 1918, and 1919, and when it was antici-
pated tlt the capital sum would be liquidated long before the
reserves were exhwusted, two revisions of the reserves were made
which would deplete the remuining eapital during the remaining
iower tax years.

This revaluation, however, is in accordance with regulations 45
and 62, article 207, which states:

That no valuation of & property whose valuv as of the basic date had been
determined and approved will he aliowed during the continuance of the owner-

ship under which the valuation was so determiued and approved, except in the
case of discovery as defined in articles 219 and 220 * *  #*

Article 208, regulations 45 and 62, reads:

If the information subsequently obtained cinarly shows the estimate (of
reserves) to have been materially erroneous, it may be revised with the approval
of the commissioner.

The effect of this short-life estimate was to decrease an already
low discount. Had the ultimate reserves been estimated in ac-
cordance with the 12-year life of other Eldorado and Augusta wells,
and a straight 5 per cent discount applied, the composite discount
would have been 7.6 per cent in Klace of the composite of 0.354
per cent used by the taxpayer. straight 15 per cent discount
would have resulted in a composite discount of 19.6 per cent as
comparcd with 13.6 per cent based on a four-year life.

Depletion claimed and allowed on Shumway lease, Eldorado, Kans.

Barrels
Original reserves (4-vear life) .. .. _....... e A 6, 836, 894
Addition by revision (12-year life)._ ..o L... 596, 663
Total reserves (lessee’s seven-eightns) ... ... ......_ 7, 433, 557
Discovery valuation, $10,020,325.
Depletion by years, 19171923

l}%’udr‘:gf‘;)““ D”gg"t"’“ Depletion

Jly 15-00t. 16, 1017« oee o oomeneienanonmr e nn e ra e onean 783,418 | $1.52863 | $1,1%7,550
Oct. 16-Nov. 8, 1817 ! 372,768 | 1.50158 559, 738
Nov. 3-Dee. 31, 1917. L2001 | 147442 | 1,875,454

Jan. 1-Apr. 12, 1018..
Apr, 12-Dec. 31, 1618,

Jan. 1-Dec. 31, 1919.. . 341,745 1. 42590 487, 204
Jan. 1=DeC. 31, 1920 . oo e i in e inaccmesan i annn . 217,331 . 57587 125,089
Jun. 1-Dec. 31, 1921 .. .._...... 162, 688 . 87587 43, 638
Jan. 1~Dec. 31, 1922.. ... ... 115,163 . 21494 25,214
Jan. 1~Dec, 31, 1923.. A . 21894 26, 253

LOLAY v a e venmrcacnccccmmccccsenesesannennn s am g ennn 7,231,485 |l ' 9,976, 149

Reserves Dee. 31, 1923, 202,091 barrels.
Capital sum to be depleted, $44,177.
Remaining life, six vears. .

92619—23t—pr 12—-3
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The CuairMaN. As I understand it, the taxpayer received a
credit for the entire return of his capital in the first four years?

Mr. Far. Not all of it, quite, Senator. He had depleted it down
to about $300,00" or $400,000, and the next year’s praduction would
have wiped it out. -

The CnareMaN. Then, he came in and made another claim for
more oil and a greater depletion?

Mr. Fax. But the ‘‘“more oil” applied to this same remaining
capital sum, which gave a lower depletion during the following year,
so that the capital sum would not be wiped out in one year, but
wotld be distributed as a continual deduction over a period of six
or eight years following, o that he would have the advantage of a
reduced tax in all of the years in the future, whereas, if he had not
added these reserves, the depletable sum would have been wiped cut
at the end of the third or fourth year.

Mr. MansoN. When was that done?

Mr. Fay. January 1, 1920.

The Caammman. Noj; the last change was on January 1, 1922,

Mr. Fay. January 1, 1922, )

Mr. MansoN. That is after Congress had amended the statute,
providing that the depletion should not exceed the income.

Mr. Fay. Not at that date, it would not.

Mr. MaNgoN. No; I mean the date that they revised the estimate
of reserves 80 as to reduce the depletion allowance.

Mr. FAY. Yes; the date that they actually did the work.

Mr. GreGo. Is there any evidence in this case to show that the
depletion ever exceeded the income?

r. Fay. I have not tried to check that up, but the depletion
practically equalled the income from this property.

Mr. Grege. But there is no evidence that that limitation has
ever been apg}icable’#

Mr. Fay. Not to this particular lease, not that I find.

Mr. GreEGa. I am not sure whether my position with regard to
the estimate as to units recoverable has been made clear.  Of course,
in the orniginal cstimate, when the original valuation is made, vou
have your estimates of urits recoverable, and vour valuation. The
one is divided into the other to get the depletion per unit per barrel.
Suppose your valuation is $200,000, and your units recoverable
100,000. On each unit you have a depletion deduction of $2. Sup-
pose, at the end of three years, you have, by that original assump-
tion, say, 10,000 units left, and $20,000 of your capital left. It is
then found that your original estimates of units are incorrect, and
you have 20,000 units left instead of 10,000. Instead of going back
and reopening everything that was done in the prior years, realizing
that you can not always accurately estimate the units recoverable,
the regulations provide that you shall revise from that date on and
take your $20,000 capital that is left and divide it by the 20,000
units which are left, and from then on have a depletion of $1 per
unit; but you never get more than your original capital sum, even
by those revisions.

Mr. Manson. 1 would like to point out another factor of that
provision. Of course, it is manifest that an increase in the number
of units will reduce the unit of depletion.
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Take a case where the depletion unit is so high that the full
amount of the depletion allowed can not be recovered under the
1924 act, which limits depletion to 50 per cent of the income from
the property. By increasing the nnmber of recoverable units to
which depletion is applied, the depletion unit is reduced, and thus
the taxpayer can get back the full gross smount of depletion from
{t well, where, otherwise, he might be cut off by the 50 per cent
imit.

Mr. GreGa. That is not elear to me. 1 do not understand, Mr.
Manson.

Take a specific case.  Suppose you had a valuation of the whole
value of $200,000, and unit estimates of 100,000. That gives you
a deduction of $2 per unit. Suppose the gross profit from the sale
of the oil is so small that your depletion would wipe it out. You
are limited then to 50 per cent.

The CuarrMan. That was by a later act, though.

Mr. GreGga. Yes, sir.

The CnairMan. That did not apply at this time.

Mr. GreGa. It had no application whatever to it, but My, Manson
did bring that up.

Mr. MansoN. What I am pointing out is that since the discovery
act has been amended by the 1924 law, which limits the amount of
depletion allowable as agsinst income, as the deduction of 50 per
cent of income from the property, if a taxpayer has a depletion rate
which would make his depletion allowance exceed the 30 per cent of
his income, and he would therehy lose w part of his depletion, he
can overcome that, if the conditions are right, by increasing the
estimate of the recoverable units, so as to decrense the depletion
unit.  The result is, that while he waits a longer period of time,
while it takes him more vears to recover back his full capital, yet
he recovers it all buck, without having a part of it cut off by the
50 per cent limitation.

Mr. Grege. That is true only if you assume that the 30 per cent
limitation would be applicable in the earlier venrs, but would not
be applicable in the tater vears.  For example, assume that a man
is to get a profit, computed without depletion, of $10,000 from a
well for the rest of its life. I do not care what his depletion unit is,
for the first, last, or any other year, in no case can his depletion
unit exceed £5,000 a year.

12\41'. Manson. But, wait a minute. This law was not passed until
1924,

Mr. Greaa. Of course, and you were discussing the effect of the
1924 amendment.

Mr. MansoNn. Yes.

Mr. Greae. Which I am discussing.

Mr. Manson. Yes; but I am going back to a new well on which a
discovery value was fixed prior to the enactment of the 1924 law
and under which the man has siready deducted depletion at a high
depletion rate. Now, when he gets down to 1924, when the law cuts
him down to 50 per cent of his income, the 50 per cent does not apply
to the depletion unit. The 50 per cent applies to the depletion
deduction.

Mr. Grece. No; it applies to neither. It applies to his operating
profits, without referenco to depletion.
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Mr. Manson. I understand, but the amount of depletion that he
is entitled to deduct is regulated by the amount of his income from
that property.

Mr. Greca. Yes.

Mr. Manson. And if he finds that the amount of his income from
that lpropart,;yr is such that he is not going to be permitted to have his
full depletion deduction, which has tﬁmn y been allowed under a high
valuation, he can avoid the effect of the 50 per cont provision of t%w
law by increasing tho amount of his estimated reserves, thereby
reducing his depletion unit.

Mr. Greaa. Of course, he has to present proof to show that his
original estimate was wrong.

r. MansoN. Oh, certainly. That is true.

The Cuaigman. I think this discussion has gone far afield in this
particular case, because these were not estimates that were used in
this case at ali, but were actual figures, which they knew at the time
they made the claim. In other words, I think the reappraisal of the
recoverable oil on January 1, 1922, was, in fact, not doubtful, because
they knew when they made their claim on January 1, 1920, what
the actual results were at that time. They were not estimates based
on known facts at the time of discovery at all, but they were claims
made on known facts three years after discovery was made.

Mr. Grege. Mr. Chairman, I must put something in the record
right there. Mr. Fay said in answer to my question that although
ha drew the conclusion that facts disclosed after the date of discove
were considered in the estimate as of the date of discovery, he stil}
said he had no facts which showed that.

The CrairmMan. Well, I do not know that he said that.

Mr. Fay. No.

The CramrmaN. He said it looked something like that, but he did
give the benefit of the doubt to the taxpayer.

Mr. Grecae. He drew the inference.

The CuairMaN. Yes; I admit that, but to any reasonable minded
person it must be apparent that they used known factors three years
after the discovery.

Mr. Fay. I am only setting forth the facts in the case as I have
found them. w

The CairMAN. Mr. Fay was not put on the stand to draw any
inferences. It is left to some of the members of the committee,
who hear the testimony, to draw the inferences. ‘

Is that all you have, Mr. Fay?

Mr. Fay. The only thing I have left here is to show the gradual
reduction of the de%letion unit by these additions and revisions.

The CHairMAN. Well, that will go in the record anyway.

Mr. Fay. It will go into the record, but I might say that we started
0;1t5,2gnd on July 15 the depletion unit on tie first discovery was
$1.528. , : .

The CrairMAN. You have already stated that.

Mr. Fay. Yes.

The Cuamrman. That is already in the record.

Mr. Fay. Then, on November 3~

The CuairMAN. What year?

Mr. Fay. October 16 to November 3, 1917, they brought in an-
other discovery well, which added mnore to the reserves, and reduced
the depletion unit to $1.50; and then from January i to April 12

?
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they brought in another well, with additional reserves, which are
thrown into the composite of $1.47 per barrel; and then on April 12
the depletion unit was again changed by a discovery well.

The Cuamrman. What year?

Mr. Fay. This is 1918.

The CuamrmaN. State the year in the record so that we will un-
derstand it.

Mr. Fay. Yes; 1918 —which gives the depletion unit of $1.42. No
other changes are then made until they revise their estimates
as of January 1, 1920, when they reduced the $1.42 wnit to 57
cents for additional reserves. Then, on January 1, 1927, additional
reserves further reduce that unit to 21 cents per barrel; so that at
the close of 1923, on these 160 acres, they have received a credit for
depletion of $9,976,149, leaving undepleted reserves of 202,091
barrels, and a capital sum of $44,177 and a remaining life of six
renrs.

! The Cnamman. Does the record show what the cost of that prop-
erty was to the taxpayer on which this $9,000,000-plus was allowed
as depletion?

Mr. Fay. $2,250, plus operating expenses.

The CHamMaN. $2,000¢

Mr. Fay. $2,250. I shall read some comparatives here that will
answer that question. I have three or four transactions here, one
of the Carter Co. and one of the Gypsy. For instance, the Carter
lease basis; they paid $126 an acre for one of their leases, and they
set up a value of $23,719 per acre on discovery. On another area,
at $78.10 per acre (cost), they set up a valne of $15,934. On another
discovery well, at a cost of $78.10 per acre, they set up a value of
$21,801 per acre.

On this Shumway lease the cost to the Gypsy Oil Co. was $15.94
per acre. Their seven-eighths interest on the first 40 acres is set
up at $204,039; on the second 40 acres at $30,621, and on the third
40 neres at $13,586 per acre. I did not consider it on the fourth
40 acres, but it is considerably less.

The Cuammyan. Have you anything further at this time, Mr.
Manson?

Mr. MansoN. No; that is all this morning. -

The Cnamman. Senator Jones, do you wish to ask any questions?

Senator Jones. No, Mr. Chairman.

The Cuairman. I think we will adjourn now until 10 o’clock to-
morrow morning, if that is agreeable.

Mr. GreGgG. Mr. Chairman, I should like to know the plans of
the committee, if it is agreeable to you. I would like to know what
the committee intends to do for the next week or 10 days, anyway.

The CuairMaN. I will take that up with Mr. Manson, and we will
telephone you this afternoon.

r. GREGG. I do not mean just for to-morrow, but I would like
to have some general idea of your plans for the next week or so,
as to the type of eases and the steps to be taken.

The Cuamman. Yes; I will take that matter up with Mr. Manson
and telephone you. At this time I do not know myself.

Mr. MansoN. I can give you a general idea of 1t.

The Cnammman. Well, we can talk that over and let them know.

(Whereupon at 11.45 o’clock a. m., the committee adjourned
until to-morrow, Tuesday, February 24, 1925, at 10 o’clock a. m.)
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UNITED STATES SENATE,
SeLECT COMMITTEE TO INVESTIGATE THE
BUREAU OF INTERNAL REVENUE,
Washington, D. C.

The committeec met at 10 o’clock a. m., pursuant to adjournment
of tw,;eaaterdmy.

Present: Senators Couzens, presiding, and King.

Present also: Mr. L. C. Manson, of counsel for the committee;
Mr. George G. Box, chief auditor for the committee.

Present on behalf of the Bureau of Internal Revenue: Mr. A. W,
Greig, special assistant to the Secretary of the Treasury; Mr. C. R.
Nash, assistant to the Commissioner of Internal Revenue; and Mr
Nelson T. Hartson Solicitor, Bureau of Internal Revenue.

The CuairmMaNn. Do I understand that you have an audit case to
present this morning, Mr. Manson?

Mr. MansoN. Yes. The matter to which I desire to call the com-
mittee's attention this morning is the compromise of the tax of the
Atlantic, Gulf & West Indies Steamship Co., and its subsidiary
companies.

The taxes for 1917, 1918, 1919 and 1920 of this company and its
subsidiaries, amounted to $9,913,841.86. This tax was compromised
for the sum of $1,280,000, plus the release of a judgment of the
Court of Claims against the United States of $1,351,381.81. In
other words, the total consideration for the release of this tax claim
is approximately $2,600,000. _

The Cuairman. What did they do for the Government which
enabled them to have a claim agamst the Government?

Mr. HarTsoN. They lost a vessel, Mr. Chairman.

The Cuairman. They lost a vessel?

Mr. HartsoN. Yes; they lost a vessel during the war. It was the
company’s vessel, being used and operated by the Government at
that time, and it was lost in the Government'’s service. The company
them{ore had a claim against the Government for the value of the
vessel.

The (J;HAIRMAN. You are familiar with that case then, Mr. Hartson,
are you

r. HArTsoN. Yes; I am very familiar with it, Mr. Chairman.

Mr. MansoN. On March 5, 1924, Secretary Mellon addressed a
letter to Senator McKellar with reference to the compromise of tax
claims against the above named company, from which the following
is an excerpt:

Referring to the Atlantic, Gulf & West Indies compromise, from information

received by the Bureau of Internal Revenue, it was believed that large additional
taxes and pensalties were due frotn this company for past vears. Before an
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assessment of these taxes had been made it became apparent to the department
that the taxpayer was ingsolvent, and the sole question of determination was not
the amount of the tax but the amount the taxpaver could pay. Since almost
all the assets of the taxpayer were subject to prior liens?and the general eredit
of the taxpayer wus not good, the levying of an assessment and its attempted
collection would have served only to throw the taxpaver into bankruptey and
to destroy the Government's chance of colleeting anything. The Department
made a thorough investigation into the financial condition of the taxpayer and
its available cash resourees, with the sole idea of obtaining for the United States
the largest possible pavment., A compromise of the tax linbility was then
entered into under section 3229 of the Revised Statutes, for $1,280,000, and
satisfaction of a judgment against the United States in the Court of Claims for
$1,351,381.81 and interest from November, 1919, to December 15, 1923.  That
the taxpaver was in fact in a perilous financial situation is disclosed by the
subsequent receivership of the Ward Line, which was one of the most important
and by far the best known of its subsidiaries.  (Congressional Record, March
12, 1924, p. 4155.)

The CHArrRMAN. You mean that is where this letter is quoted?

Mr. Manson. That is where this quotation is taken from.

It is our position that this claim was settled without a proper
investigation of the facts and without the investigation of the facts
which was recommended by the auditors, who had handled the
claim and by the solicitors.

We are not in a position to say that the compromise should not
have been made. o believe the indications are that this com-
promise was away below what the Government should have collected,
taking into consideration the fact of the financial condition of this
company and its subsidiaries.

The Craigman. Do I understand thai the cluim has been irrevo-
cably settled?

NK‘. Manson. Yes, sir; this claim has been compromised.

The CaairmaN. I mean, has it been settled beyond any possi-
bility of recpening it?

r. Mansow. I think so; yes. My interpretation of the law is
that it is irrevocably compromised. You agree with that, do you
not, Mr. Hartson?

Mr. Hartson. I do, in the absence of fraud.

Mr. Ma~soN. Yes.

Mr. Harrson. 1 think fraud would probably vitiate the contract
of settlement, under the compromise sections of the act, but in the
absence of that I think Mr. Manson is correct in saying that it is
irrevocably settled. '

The Cuairman. What brought this case to your attention, Mr.
Manson? ’

Mr. Mansox. I had a recollection of this letter written to Senator
McKellar—it was published in the newspapers—and I asked one of
the staff of the committee to look it up to see what the condition of
the comparty was—that is, prima facie—not to make an extended
investigation. He reported to me that the company had met the
interest on its bonds, and that both its common and preferred stock
had, not a par value, but a substantial value; and on the basis of
that, knowing something of the size of the company’s assets and
operations, I referred it to Mr. Box for investigation, and I am now
presenting Mr. Box’s report.

The CHatrMaN. What is the date of that letter that Mr. Mellon
sent to Scnator McKellar?

?:'.;‘BV(-.-. =i
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Mr. Manson. March 5, 1924. The settlement was made in
January, 1924.

The Cnaxkman. Mr. Mellon, in his letter, refers to the prior liens.
I assume he meant that these outstanding bonds were secured by a
mortgaﬁa on the %r(:pertymis that right?

Mr. MansoN. That is right.

y '[’;m CHairMAN. Do such liens take precedence over a Government
ien

Mr. MansoN. Mortgage claims as against the fleet—that is, as
against the ships—would be prior to the Government lien.

We have presented data showing the amount of the outstandin
bonds, and we will also show that there was a large sum of liqui
assets which are not covered by the bonds. In other words, while the
bondholders would have a claim against them, the Government lien
would take precedence over the bondholders’ general claim for any
deficiency. ‘

The CuairMaN. But, of course, there would not be any deficiency
if there is anything left for the Government on the mortgaged prop-
erty. I mean,if the bondholders, under foreclosure on the mortgage,
did not get all of their money, there would not be anything left for the
Government, would there? ’

Mr. Manson. As we will show, there is a very substantial amount
of liquid assets. For instance, there was one asset consisting of a
claim of $1,600,000 against the Shipping Board, as well as a large
amount of cash, several million dollars of cash.

The Cuarrman. Proceed. I just wanted to clear up the question
of the prior lease that was mentioned.

Mr. K’IANSON. Yes.

Attention is invited to the sentence included in the above quoted
excerpt from Secretary Mellon's letter as follows:

The department made a thorough investigation into the financial condition
of the taxpaver and its available cash resources, with the sole idea of obtaining
for the United States the largest possible payment.

The record of the case shows that during April, 1923, the Deputy
Commissioner of Internal Revenue advised the taxpayer that the
additional tax liability for the years 1917 to 1920, inclusive, and
penalty for the year 1920, was as follows:

1917, additional tax. . .. ..l e $1, 482, 280, 98
1918, additional tax_ ... ... e e e a2 4,437,282, 73
1919, additional tax. . ___.__._ e e 1, 501, 844, 82
1920, additional tax _ . .. .. e me e s 1, 661, 616, 22
1920, penalby . - e e 830, 808. 11

Total additional tax and penalty. .. ... .. .. 9, 613, 841. 86

Under date of May 1, 1923, the president of the Atlantic, Gulf &
West Indies Steamship Lines submitted an offer in compromise of
any and all additional income, excess profits and war taxes of itself
and its suhbsidiaries for the years 1917 to 1920, inclusive, and any
and all penaities in connection therewith in the sum of $1,250,000.

Under date of May 9, 1923, S. Alexander, head special audit
division; E. C. Lowis, auditor; and J. W. Carter, chief special adjust-
ment section, held an informal conference with Mr. Cannon in the
solicitor’s office on the taxpayer’s offer in compromise above men-
tioned, at which it was decided “that an analysis of the financial

0201825 ~—pT1 12——4
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statement as at December 31, 1922, showing the condition of the
various companies, should be made, before giving further considera-
tion to the taxpayer’s offer in compromise.”

Under date of June 7, 1923, Mr. E. C. Lewis, one of the conferees
above mentioned, submitted a report to Mr. Alexander, head special
audit division, on his investigation of the financial condition of the
‘““various companies.” (See Exhibit A.)

Under date of July 12, 1923, the taxpayer submitted another offer
in compromise in the sum of $1,500,000, to cover all additional
income, excess profits, war taxes and penalties for the years from
19{’7 )to 1921. (The former offer covers the years from 1917 to 1920
only.

s a result of this offer, the Solicitor of Internal Revenuo, under
date of July 16, 1923, in referring the letter to Deputy Commissioner
Bright, made the following request:

Will you not therefore have the two revenne agents who made the previous
investigation in this case bring their report down to include the year 1921 at the
very earliest date possible? should like to have their recommendation on the
proposed compromire in this case as well,

Under date of July 20, 1923, revenue agents Fred T. Macdonald
and Sydney L. Burg made a report to the Commissoner of Internal
Revenue (see Exhibit B) in which they stated that their report
was based on an examination of a financial statement prepared
by the company as of January 1, 1923, since no audit of the books
and records of the consolidated group from the date where the previ-
ous examination left off (namely, 1920) to July 1, 1923, had been
made. In -this report the sgents state that in their opinion the com-
pany could pay $2,118,623.93 in cash which would leave current
assets in excess of $6,000,000.

The CuamrmaN. Do you mean that the agents recommended that?

Mr. MansoN. Yes. 1 will read that report. I think it would be
interesting right at this point.

The Coamrman. I can not understand how they would recommend
& settlement of $2,000,000 plus, when they had $6,000,000 more of
assets.

Mr. Maxson. I would call the attention of the Chairman to the
fact that this $6,000,000 more assets, as will appear, are liquid assets,
that is, not representing total assets.

The CuairMaN. Not the property covered by. the mortgage.

Mr. Maxsox. Not the property covered by the mortgage.

This report to which I have just referred is as follows, dated July
%), 1923, and addressed to Hon. D. H. Blair, Commissioner of Internal

evenue:

After further deliberation the undersigned agents have agreed as to the amount
this corporation could without great difliculty and embarrssment offer in com-
pro}x\n}ise and state their opinions herewith and the method used in arriving at
such figure.

FACTS

To determine their exact financial standing at the present time would require
8 detailed audit of all books and records of the consolidated group from the date
where previous examination left off to July 1, 1923.
ince no such audit has been made, it became necessary for the agents to use
a financial statement prepared by this company as of January 1, 1923, together
with such other statements furnished by them as are of current date.

-
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ANALYSIS OF FINANCIAL CONDITION

In determining the amount of eash this corporation could spare at once, ¢con
sideration has been given to various factors such as working capital the com-
pany must retain to be solvent and its borrowing capacity at the present time,
giving further consideration to the fact that the banks have knowledge of the
large tax liability standing against this corporation.

n examination of the balance sheet of January 1, 1923, discloses current or
liquid assets made up as follows:

Cashinbank_ ... .. . . e e e . 2,686, 434. 96
Cash CONPONB. .. o o 551, 775. 00
Cash with agents. ... . i ccccnnaae o 1, 618, 623. 93
Marketable securities. . . . . 127, 395. 00
Notes receivable. ... _.... e 337, 624, 31
Accounts receivable, general . .. ... ... L. 841, 224. 83
Insurance elmims. . ... oo e ——— 1, 650, 849. 49
Shipping Board elaims. ... ... i 1, 661, 363. 25
Materials and supplies. .. ..o et 234, 137. 00

Total. . o e e e 9, 709, 407. 77

And 1 would call the chairman’s attention to the fact that none of
those assets are covered by the mortgage securing the bonds.

To thig amount the agents find there should be added $200,000 which repre-
sents interest accrued and due on bonds of Atlantic Gulf Oil Co. which this cor-
poration owns, but failed to show on balance sheet, and which are first mortgages
on the property of Atlantic Gulf Qil Co. and on which the corporation can get
a note and have same discounted at the bank. This makes total current assets
$9,909,427.77. Against these are current liabilities which required immediate
payment of $1,991,641.49 leaving a balance of net current assets of $7,917,786.28
ont of which to pay the Government any taxes due. Taking as a basis the con-
tention of the agents that this corporation can pay $4,000,000 to pay this the
corporation would have to convert their current assets into cash and following
is shown how this can be accomplished and verifies the fact that same can be
done without great disturbance.

Our examination shows the current liabilities average per month about $1,-
500,000. Therefore, this corporation should have on hand this much in bank,
but does not require more. The statement shows $2,636,434.9¢ cash on hand.
Therefore, conservatively $500,000 of this can be paid te Government, leaving
$2,186,434.96 in bank for wori(ing capital. ‘There iz anothor $1,618,623.93 of
cash in the hands of agents due in 60 days this sum also to Government and in
addition, if claim against Shipping Board is gnod this amount to Government
making $3,779,087.18. After these payments there would still remain with
corporation the following current assets:

Cash_. ... e e e e A %2, 186, 434, 96
Cash COMPONS. .. e e e e 551, 775. 00
Account receivable, 30 dava. ... 841, 224, 83
Duc from oil company .. .. .. 200, 000. 00
Due from insurance COMPANY .. o ..o o e e e memmme e e e 1, 650, 849, 49
Marketable securities. ... o ... e ————— 127, 395. 00
Notes receivable. . .o mi e e cees 337, 624. 31
Materials and supplies.. .. ..ol - 234, 137. 00

Total. . e 6, 120, 440. 59

This amount has therefore been arrived at without resort to borrowings.
As to this corporation’s ability to borrow, consideration must be given to the
fact that in addition to assets already mentioned, this corporation has invest-
ments in bonds of $5,009,375, which could be placed up as collateral without any
other notes or personal guarantees, and has in addition a tanker unmortgaged,
present market value $385,000.

A word as to bondholders of corporation. They are all secured by mortgage
on the marine equipment book, value about $77,000,000. But under no condi-
tions could these bondholders ievy agsainst any of the current assets or would
there be any occasion to,
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If to avoid pavment a sort of receivership is gone through, the Government
by taking immediate action could apply liens against sufficient assets to protect
their claims for any amount.

Fyep T. MacponaLp,
Internal Revenue Agent.

Sypney L. Burg,
Internal Revenue Agent,

The CruarrMaN. That is not the report, though, that mmmn}anded
that compromise, is it? I did not hear any reference to that in that

re}ﬁrt.
r. MansoN. 1 would say this, that this report sets up what this
company can do without greatly inconveniencing itself.

The CuairMan. Yes; but I mean in your statement, prior to the
reading of that report, if I recall correctly, you said that the agents
recommended a settlement of $2,000.000 plus, and I did not hear
any reference to that in that report.

r. Manson. By totaling those figures they pointed out that the
company can pay that amount of money without inconvenience.
b T 1;3 IAIRMAN. But they do not recommend a settlement on that
asis

Mr. MansoNn. No; they do not in that report. .

The CraRMAN. Yet in your prior statement you said they recom-
mended a settlement to that effect.

Mr. MaNsoN. In their report the agents state that in their opinion
the company could pay $2,118,623.93 in cash, which would leave
current assets in excess of $6,000,000.

The CuairmMAN. Then the agents did not really make any recom-
mendation !

Mr. Mansgon. No.

The Cuamrman. I see,

Mr. MansoN. Under date of January 7, 1924, the Solicitor of
Internal Revenue advised the taxpayer that the Commissioner of
Internal Revenue had considered the proposition submitted on De-
cember 17, 1923, through the Director of Internal Revenue for the
second district of New York and had decided with the advice and
consent of the Secretary of the Treasury to close the ease by accepting
$1,280,000 in licu of all and any liabilities or obligations, ete., for the
years from 1917 to 1920, inclusive, the New York & Porto Rico Co.
of Maine having released to the United States the judgment of the
Court of Claims in its favor against the United States in the sum of
apfmximately $1,351,000.  (See Exhibit C.) .

might state that the New York & Porto Rico Co. was one of the
subsidiaries of the Atlantic, Gulf & West Indies Co.

The CuairmaN. Do you know whether, after that, the Shipping
Board paid this claim to this corporation?

Mr. MansoN. I do not know whether the Shipping Board has yet
paid that claim, or whether it is still carried as an asset of this
company.

The gHAIRMAN. Do you know, Mr. Hartson!?

Mr. HartsoN. Yes, Mr. Chairman. The Shi;:i)ing Board did
not pay the claim. The Ship{)ing Board satisfied the judgment
that was of record against the United States at the time this com-
promise was made.

Mr. MansoN. I am talking about another elaim now.

Mr. Harrson. I do not know about that other claim.

A
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The Cuairman. I understood that outside of this claim for a
lost vessel this corporation had a claim against the Shipping Board.

Mr. Manson. Of $1,600,600.
h'l‘l;e CuairMaN. Yes. Does anybody here know what becameo of
that

Mr. HarrsoN. Noj; but we can find out and tell you to-morrow.

The Cynamrman. I would like to ascertain if the Government paid
that claim to the corporation after that settlement.

Mr. Maxson. 1 will say this in that connection: After the com-
promise of tax was made, if that claim was not released as a part
of this compromise, if the Government was liable on that claim, it
would have to pay it, notwithstanding the fact-—-—

The Cuairman. 1 think that is probably true legally.

Mr. Manson. Yes.

The Cnamman. But I would like to have the agents of the com-
llr;it,te? find out what became of that claim against the Shipping

oarda.

Mr. Manson. We will look that up.

The record shows that an examination of the taxpayer's books and
records in connection with its 1917 tax returns took two agents 148
days and the examination for the years 1918 t¢ 1920, inclusive, took
four agents 125 days. From May 1, 1923, the date of the first com-
promise offer made by the taxpayer to January 7, 1924, the date of
the compromise offer was accepted, sufficient time elapsed for a de-
tailed audit of taxpayer's books and records for the years 1921 and
1922, by the revenue agents in the field, yet regardless of the report
made by Mr. Lewis on June 7, 1923, to the effect that the true
financial condition of the taxpayer could not be determined without
a complete audit; the request of the solicitor of July 16, 1923, that
the two revenue agents who made the previous examination bring
their report down to include the year 1921 at the very carliest date
possible; and the statement in the agent’s report of July 20, 1923
that to determine the exact financial standing of the taxpayer would
require a detailed audit of the books and records of the consolidated
group from 1921 to July 1, 1923, no audit or detailed examination
of the books for the years 1921 and 1922 had been made u{) to the
time the compromise was accepted. Although it is not disclosed by
the records, it appears Mr. Lewis based his report of June 7, 1923,
upon his examination of the company’s financial statements, which
consisted principally of verifying the company’s bank accounts and
looking over a few ships and tankers in the vicinity of New York
City, which examination consumed about 10 days’ time. Both he
+and revenue agents Burg and Macdonald refer in their reports to
}:ihe(ei financial statements issued by the company as the basis of their

ndings.

Mr.g Lewis, in his report of June 7, 1923, refers four times to the
fact that the companies have been making extremely heavy main-
tenance and depreciation charges. This was, undoubtedly, done for
the purpose of converting any profits which might have accrued in
those years into losses. The reports of the agents for the years
from 1917 to 1920 show that this policy was a continuation of the
same policy for those years, and resulted in the writing down of the
4 capital assets of the company beyond any fair figure. In view of
these facts, it is hard to understand why any credibility would be
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given to the finaicial statements issued by the company, and a
compromise effected when these statements were the only basis on
which to determine the taxpayer’s ability te pay tax, and why a
detailed audit of the books and records of the company was not
made by revenue agents for the years 1921 and 1922 prior to deciding
the amount of compromise.

In order to bring out fully the reason why, in this particular case,
it was important that the fullest investigation should be made, we
have deemed it proper to bring to the attention of the committee
efforts that had been made by the company up to the time this com-
p{omise was effected, to conceal their assets and avoid the payment
ol taxes.

The Coammmax, Who are the officers of this company? 1 would
like to have something more than the abstract name of the cor-
poration in the record here.

Mr. Box. A man by the name of Nicol was president at this time.
Mr. MacBain was Treasurer.

Mr. Manson. A. R. Nicol was president of the corporation.

Mr. Box. Mr. MacBain is treasurer and Mr. Stone is chairman
of the board.

The CrmatrMaN. Give the initials, so'that we will have a complete
record of it. To what Stone do you refer? :

" Mr. Box. I do not believe I have the full names of the officers
ere.

Mr. Hartso~. I do not know Mr. Stone’s initials, Mr. Chairman,
but he was a member of the firm of Hayden & Stone, bond house
in New York. 8

The CoAmrMAN. Is he connected with any particular group of -§
interests? ‘

Mr. Manson. The Atlantic, Gulf & West Indies Steamshig Co.
owns some property of its own. It owns or operates the Clyde
Steamship Co., Mallory Steamship Co., New York & Cuba Mail
Steamship Co. (Ward Line), New York & Porto Rico Steamship Co.
of Maine, New York & Porto Rico Steamship Co. of New York,
United States & Porto Rico Steamship Co., Southern Steamship
Co., International Steamship Co., Jacksonville Lighterage Co.,
the Tampa Towing & Lighterage Co., Clyde Steamship Terminal
Co., Carolina Terminal Co., San Antonio Co., San Antonio Docking
Co., and Wilmington Terminal Co. ‘

The Cuairvax. Then, it was mostly a holdin comlpany?

Mr. Manso~n. I think the Atlantic, Gulf & West
very largely a holaing company.

Mr. Box. It operated about eight ships of its own. '

‘Mr. Manson. It operated about eight ships of its own?

Mr. Box. Yes.

Mr. MansoN. The consolidated balance sheet shows the assets for
1921 as being $118,013,223.64; 1922, $113,815,624.79; and 1923,
$108,498,814.45. Of those assets, the fleet of vessels owned by the
company and its subsidiaries is carried on the books at $75,606,087.31
in 1921, $73,470,700.83 in 1922, and $70,425,466.83 in 1923.

., The CratrMAN. What were the outstanding bonds that Mr. Mellon
referred to as being a prior lien on the property?

Mr. Manson. The funded debt in the balance sheet of 1921 is
$35,205,000; in the balance sheet of 1922, it is $34,572,000: and in
the balance sheet of 1923 it is $33,244,000.

ndies Co. is
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The Cramrman. So, in effect, they were reducing the bonded
indebtedness right along ¢

Mr. Manson. Yes. They were carrying as reservos in 1921, for
replacement of marine equipment, depreciation of property and mis-
cellaneous, $20,656,271.03, and had a surplus in 1921 of $19,483,036.71

In 1922 the balance sheet——that is, as of December 31, 1922—
shows resorves for the purposes stated of $24,770,458.96 and a surplus
of $14,210,173.39.

As of Decomber 31, 1923, the reserves are $22,668,436.21, and the
surplus is $16,931,854.01.

n that connection, I would call the committee’s zitention to the
fact that those reserves and the surplus are in addition to the out-
standing capital, which amounts t¢ $28,706,300 irx 1921, $26,706,300
in 1922, and $28,706,300 in 1923.

Senator Kina. Was that increase in capital stock due to stock
issued, or was it a sale of stock for more capital?

Mr. Box. There is no record to show that.

Mr. Manson. It drops $2,000,000 from 1921 to 1922 and then
goes back that same amount in 1923.

The CramrMan. When you were checking up this case was there
any information secured as to the market value of the stock at the
time that this settlement was made?

Mr. ManeoN. No; I have ro information on that point.

The CuairMan. I would like to suggest that the agents of the
committee look that up and find out.

Mr. Hanrtson. The stock was ranging from $8 to $13 a share at
lthe time thet this compromise was under considerstion, as I recol-
ect it.

The CuairmMan. How many shares were cutstanding?

Mr. Manson. I de not know the par value.

Senator Kina. How many shares were outstanding, the Senator
asked, not the par value.

Mr. MaNsoN. 1 do not know the par value of the stock.

The CrareMan. I did not ask for the par valve. I asked for the
number of shares outstanding.

Mr. Manson. I do not know. The total par value of the stock
outstanding was approximately $28,000,000. How many shares
that represents I do not know.

The CuaimrMaN. I know, but, in view of what Mr. Hartson has
just said, the price ran from $8 to $13 a share, and if we knew the
number of shares, we could get the value of the outstanding stock.

Mr. MansoN. We can get that in a few minutes for you.
| The Cuarrman. Never mind. Go shead, and we will get that
ater.

Mr, Manson. In order to accentuate the unreliability of the
statements issued by this company. some of the conditions reported
by the agents as a result of their examination for the years 1917 to
1920, are herewith set out.

As I stated before, in view of their former attempts to conceal their
assets for the purpose of showing that, in accepting the statement of
the company as to its condition for the purpose of effecting a compro-
mise, the department shiould have made the most careful examination,

The Cuairman. I would like to ask at this point of Mr. Nash and
Mr. Hartson if they know to what extent this policy of compromis-
ing Government taxes is practiced !
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Mr. Hartson. I think I can answer the Senator’s (uestion better
than Mr. Nash, possibly, for this reason, that the only duty that the
law places specifically on the Solicitor of Internal Revenue 1s to make
his recommendations in writing to the commissioner, with regard to
all offers in compromise, so that all of these compromise ofters go
through the office of the Solicitor of Internal Revenue.

I think, in answering specifically the Senator’s question, the pro-
cedure of compromising taxes is rather frequently followed. Of
course, the law Elaces a limitation around the authority of the com-
missioner and the Secretary to compromise and only permits it in
cases where the taxpayer is insolvent, or where the assessment and
collection of the full amount of the tax due would create a condition
of insolvency. As a resvlt of thut, a great many tax liabilities are
compromised, by reason of the fact that the taxpayers are or would
be insolvent as a result of enforcing the collection of the tax.

The CuairmaN. You would compromise, then, only where the tax,
in itself, would make the company insolveiit; is that right?

Mr. HirtsoN. We would be without authority, I believe, to com-
promise the tax liability, when the Government’s liability, together
with other liabilities of the company, would not create a condition of
insolvency. ‘

The CuairMaN. In this particular case so far—and I do not want
to anticipate anything, and I do not know anything about the case—-
it appears from the evidence that the stockholders and bond holders
were left in the possession of the pro(;)erty and that a great deal of
assets were left, and yet I am reminded that in the case of the Lincoln
Motor Car Co.—and I want to say that I had no interest in it finan-
cially or otherwise—the taxpayer was not only put into bankruf)tcy,
but it was sold out, and the proceeds of the sale were practically all
applied to the Government. I mention that because there seems to
have been such a strange contrast between the method of dealing
with the Lincoln Motor Car Co. and with the taxpayer under dis-
cussion.

Mr. Hartson. Well, I know nothing about the Lincoln Motor Car
case, Mr. Chairman. I was not here at the time that was settied
and closed by compromise, but I was, of course, present and par-
ticipated in the settlement that was made in the case of the Atlantic,
Gulf & West Indies Co. -

The CrairMaN. I would like to ask Mr. Nash if there is any record
in the bureau of the amount of taxes lost by the Government by these
coempromise settlements -

Mr. Nasu. There is a record in the solicitor’s office of every case
that has been compromised, the amount of the tax that was involved,
and the amount that has been accepted as a compromise.

The CuairmaN. Has any abstract of the result of those compro-
mises ever been made? '

Mr. Nasu. I do not know that any have ever been compiled, Mr.
Chairman.

Mr. HartsoN. I believe, Mr. Chairman, that the statutes which
outline the authority of the Secretary and the commissioner to com-

romisc taxes may well be improved. I think there is a field there
or: constructive legislation which would be helpful to the Depsrt-
ment, and which would make more uniform the practice of compro-
mising liabilities of taxpayers. The statute whicl: Mr. Manson has

Al
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referred to covering this subject is found in one paragraph, Section
3229, of the Revised Statutes. The language used in that section is
sufﬁcient{y broad, in my judg.unent, to permit of the commissioner
and the Secretary to compromise any liability for any sum that, in
their discretion, might seem proper.

Senator Kina. Would that be a liability which is contingent, or
one which is liquidated, fully determined and agreed upon between
the parties as a liahility?

r. HArTsON. 1 beheve, Senator King, that the language is suf-
ficiently broad to include the authority to compromise either contin-
ent or specific cases. Except for opinions of the Attorney General

r. Charrman, which interpret this section 3229, the Secretary and
the commissioner could, I believe, compromise even a solvent tax-
payer’s liability upon the puyment of money.

?he CuarrmaN. That is what actually happened in this case, is it
not

Mr. Harrson. No; I am not prepared to concede that; no sir.
This company, in my judgment, was insolvent. it was insolvent to
the point where-—and I do not wish to anticipate what is going to be
our showing here—the collection or extraction of any additional
money from this company would have put it in the hands of a re-
ceiver, which we were consciously attempting to prevent.

Senator Kina. Why?

Mr. HarrsoN. Because we thought it was of greater advantage
to the Government of the United States to keep this largest American-
owned shipping company afloat financially than to throw it into the
hands of a receiver and close it up as a going business concern.

Senator Kina. I do not know of any state that permits compromise.

Mr. Hartson. I do not, either.

Senator KiNg. I cannot conceive of the fact that Congress has
passed a law as broad as you state, but I would follow your inter-
pretation of it.

Mr. HarTsoNn. It is very broad.

Senator KiNa. And if I may be pardoned, I should be very glad,
and I hope the chairman will take that view of it, to have such con-
crete suggestions from the department, and from you who are so
familiar with it, and from Mr. Gregg and Mr. Nash.

The CuazrMaN. I should like to ask Mr. Nash, if it is not too much
trouble or too much expense to the bureau, to take off an abstract
of the amount of tax compromises.

M%- Nasn. How far back do you want to go on that, Mr. Chair-
man

The CuarrMaN. How long have you been doing it ?

Mr. Nasu. This statute has been in existence, I presume, for
nearly a hundred years.

Mr. HarrsoN. 1 would like to clarify the situation & little more,
Mr. Chairman, by saying that this section, 3229, like a great many
other internal revenue statutes, was conceived at a time when income
taxes were unknown, and yet an income tex is an internal revenue
tax. The language of section 3229 is that the commissioner and the
Secretary may compromise any internel revenue tax.

The CrairmaN. And all of this time since the income tax law has
been enacted, no statute has beer passed by Congress to change that
old statute, and no recommendation has been made by the bureau
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which would make better understood the question of compromising
these taxes. Is that right?

Mr. Hartson.: To my knowledge there have been no changes made
in this provision of law since the income tax acts were passed.

The CuarrMan. In answer to Mr. Nash's question, I should say
that we ought to have it from 1616 on.

Mr. Nasu. Very well.

Senator King. You use the word “compromise’’ there, do you,
Mr. Solicitor, as applicable only to those cases where the tax has
been agreed upon; that is to say, there is no contest as to the amount
of the tax?

Mr. MansoN., Where it has been assessed. Which is right, Mr.
Hartson? -

Mr. Hartson. I believe the langusge of section 3229 of the Reovised
Statutes is not so limited as to prevent the commissioner and the
Secretary from compromising a liability which is not definite in terms
but which the taxpayer and the officials of the Government can agree
exists in some amount, but which can not be determined definitely.

Senator Kina. Would you call this a compromise: The Govern-
ment lovies a tax against A’s property, say $10,000, and that goes
onto the books. A contests it in & friendly wey, saying that they
have not taken into account this factor or that factor, or have not
allowed cnough for obsolescense, depreciation, and what not, and a
reexamination shows that perhaps part of his claim is right and they
reduce it. The Government says, *“ Well, we will take off $2,000, if
that is agreeable.”” That is agreeable and it is compromised and
paid. Would that pass through the Solicitor’s office?

Mr. HartsoN. That is not a compromise as we understand it,
Senator King, because in such a case the assessment would be changed
either by abating and reducing a larger assessinent that may theretotore
have been made, or a new assessment may have been made in that
amount, and that assessment would be completely paid and settled
and satisfied. '

Senator King. I think I understand, then, what you mean by the
word “compromise.” If there has been a change in assessment, if
more is allowed for obsolescence or depletion or what not, and a reas-
sessment is made with respect to that, or a revaluation made, and
then after all those facts are taken into consideration you make a
final settlement, you would not consider that a compromise.

Mr. Hartson. That is correct. We would not consider that a
compromise as provided for in section 3229.

Senator Kine. And yet the compromise spirit may enter into the
matter of those settlements, perbaps thousands of them.

Mr. HartsoN. Yes; and no doubt you have heard the suggestion
made by the witnesses or counsel to the effect that these are com-
promise adjustments. Well, that is not a compromise as we under-
stand it, according to the provisions of this section 3229.

The CHAIRMAN. But that is not the kind of a case that we have
before us now, Senator.

Senator Kine. No; I know that. I appreciate that, but 1 just
wanted to bring that out so that when we get those fizures from Mr.
Nash, if they show a much smaller angount than might be anticipated.
we will know just what cases are embraced, because I can comprehend
that there may be thousands of cases where assessments were made

.
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and afterwards reductions made and rovaluations. made, and the
amount of the tax collected, perhaps not more than 50 per cent to 80
per cent of the first assessment, and yet those would not be called
COIPromise cases.

r. Nasu. Senator Couzens, do you wish the compromises on
income tax, or do you want compromises on all of our taxes, oxcise
taxes, ete. 4

The CHamrmaN. Yes; those covered by the Income Tax Unit,
whether excuss profits taxes or—-— :

Mr. NasH. Of course the excess profits and the income taxes go
together, but we have so many other kinds of taxes.

The CuairMan. No: I mean just those which were settled on an
alleged compromise, on account of bankruptcy, etc.

Senator King. With respect to those others, the excise and admis-
* sions, etc., do they run into a great number, and is the amount
involved very great? ,

Mr. Nasu. During the war, Senator King, when the admissions
taxes were a new thing, and when the taxpayers were not familiar
with the existence of the law, we had to compromise a great many
cases. For instance, a man would be running a picture show in a
small town and be may never have heard of an admission tax. He
is required to collect that tax from the people who purchase admis-
sions to his theater. When our inspectors come around, chey find
that he has not collected the tax for, maybe, a year, and by checking
up from the serial numbers on the tickets that he has used, and from
other information they arrive at the approximate amount of tax
that appears to be due. No one can swear that it is the correct
amount due; there is no way of checking it up definitely, and we accept
such an amount as a compromise of his tax liability up to that date.

Senator King. But there are no large amounts involved in those
5{3};{35, going up into the hundreds of thousands and millions of

ollars.

Mr. Nasu. They run into a great volume in the number of cases.

Senator KiNa. Oh, yes; but I mean in any one case.

Mr. NasH. 1 would not say that any one of them runs into large
amounts. On income taxes, also, we have a great many compromises
for penalty and interest. I was just wondering whether you wanted
such cases included with the compromises of income tax liability ?

The CHaIRMAN. In this particular case, where there was an
$800,000 penalty, that was compromised bacause of the alleged
bankruptcy or insolvency that would be involved.

Mr. Nasa. We have a great many compromises for the old 50
per cent penalty for delinquency. In the old internal revenue law
we had a 50 per cent penalty if the taxpayer was even two days late
in filing his return. In many.instances there was a ver %ood reason
for failing to file at the proper time. There was probably a delay
in the mails or something of that sort, and the commissioner has
compromised, with the approval of the Secretary, such penalties.
The old statute also carried 1 per cent a month interest, and then
section 250 (c) of the 1921 act permitted the compromising of that
interest at 6 per cent a year, There have been a great many com-
promises of tﬁat sort on income taxes. But if we can confine this
request to compromises of tax liabilities only, and to such penalties
as accrue in those cases, it will not be a verv difficult job.
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The CuairMAN. Then, let us have that,

I want to correct something that I said in the record & while ago
concerning the Lincoln Motor Car Co. I think I was confused
in my statement in that connection. The settlement that I referred
to was the settlement of a war fraud case, and not a settlement of
income tax. I want to make that statement.

Mr. Manson. I would like to make clear again that we are not
taking the position in this case that this com}mny was solvent. We
do not know. We say that, prima facie, from such evidence as
appeared in the record in the Income Tax Unit, it was solvent, and
was able to pay this tax. Our criticism is that no proper investi-
gation was made to determine the ability of the Government to recover
this tax, and that criticism is both a general criticism to the effect
that, in any case, regardless of the previous history of the taxpayer,
a proper determination of the ability of the taxpayer to pay a tax of
the size of this should be made before so great a reduction in the tax
has been made as has been made in this case; but, in addition to that,
the previous history of this taxpayer is such that the acceptance of
the taxpayer’s statements as to its liability, or as to its financial
condition, was practically tantamount to negligence.

In this connection, I also wish to make it clear that no criticism
is made of the conduct of the solicitor in this case. The solicitor
indicated and requested a proper examination.

Mr. Hanrson. Now, Mr. Manson, before you proceed, in view
of what you have just said, I think it proper and appropriate for
me to say that 1 was personally present at all of the’ conferences
that took place when this tax lability was settled. 1 had several
hearings in my own office, before the matter was referred to Mr.
Blair, and then Mr. Blair held several conferences with the repre-
sentatives of the taxpayer and the representatives of the Govern-
ment. .

The matter went from Mr. Blair to Secretary Mellon, and Mr.
Mellon held several conferences, and I participated in those.

In view of what you have said, I want to assume my full responsi-
bility in the adjustment that was made, and I want to say that I
did not request or suggest to the Secretary or to the commissioner
that any additional or further examination should he made beyond
what was made in this case.

The letter which was written, and which Mr. Manson has read
into this record, does suggest that a complete audit be made. I
remember very distinctly the circumstances under which that letter
was written, that it would have been highly desirable to conduct a
complete examination and audit of all of the books of the subsidi-
aries of this company, but in view of the conditions, which seemed
to us to warrant, not hurried action, but action which brought
results within the immediate future, rather than to continue it over
an indefinite period, we consulted with everybody that knew any-
thing about it, and we made as complete an examination as we thought
was necessary under the circumstances, and then compromised on
that basis.

Now, as to a complete audit and examination, which would be
highly desirable—and nobody questioned the advisability of doing
that—this was a company tremendous in size, and it would have taken
an interminable time to complete an audit, bringing these facts from
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1920, down to January, 1924. We did have the company’s financial
statement, prepared by reputable people. We did have that checked,
not by Mr. Lewis alone, who was sent from Washington to New
York, and spent some 10 days or 2 weeks up there going over the
books and checking the balance sheet, but also by two internsl
revenue agents, who examined the company’s books in New York,
and who &ereafter were called to Washington by the commissioner
himself to confer with the commissioner and advise with him in the
settlement and final closing of this case.

I appreciate the statement that counsel has made, so far as I am
personally concerned, but I am here to take as much of the responsi-
gility in the settlement of this case as anyone else, an?! I do not want
the record to show that 1 advised something in the interest of the
protection of the Government which Mr. Blair and Mr. Mellon did
not feel justified in following.

The CuairMax. Is there any record, Mr. Hartson, of those various
conferences that vou had ¥

Mr. Hartsox. I do not believe there is a record of each conference
that was held. I think there is not.

The CuamMmaN. I should like to ask in that connection, then,
inasmuch as vou have been so magnanimous in accepting full responsi-
bility for the settlement of this case—-

Senator Kine. His full share of the responsibility.

Mr. Hartson. Yes; that is a better way to put it, Senator King.

The Cuamrman. Yes. 1 would like to ask, then, if consistent
with his conscience, he can tell the committee whether he proposed
any higher assessment during any of these conferences?

r. HARTSON. You mean a higher compromise settlement?

The Cramman. Yes,

Mr. Hartson. A higher amount?

The Cuamman. That is right.

Mr. Harrso~. Before this matter was called to the commissioner’s
attention, Mr. Chairman, I thought in my own mind and made the
suggestion orally to the commissioner that a compromise by the pay-
ment of $1,500,000 in cash would, in my judgment, meet the full-
ability of the company to pay, and yet not embarrass it financially
to the point of destroying it. The commissoner, after my recom-
mendation was forwarded to him, conducted conferences, which I
attended, and, as a result of those conferences, he became convineed
that they could pay more than the $1,500,000, the amount that I
suggested, and it was the commissioner who exacted from the com-
pany the satisfaction of the Shipping Board judgment, and thereby
made a net payment of substantially in excess of $1,500,000, which,
as I say, I would have recommended the acceptance of.

The Cuairman. I think you misht proceed, Mr. Manson, to com-
plete your statement for the record.

Mr. Mansox. I do not care to repeat, but in view of Mr. Hartson’s
statements, I want to call attention to the fact thoct I have read
into the record a written communication of both Mr. Hartson and
the revenue agents who made the previous examination of the
company’s books, that to determine the financial condition of the
company, it was necessary that an audit be made.
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To proceed now to show the exceptional circumstances here, and
the exceptional necessity for a most careful examination, 1 would call
the committee’s ettention to the following conditions:

The examination disclosed that the taxpayer’s income had been
understated and the payment of vaxes evaded by the failure to report
profits on sale of ships, reserves set up out of income, the failure to
capitalize permanent improvements, instead of which they were
charged as expenses, excessive depreciation charges and the failure
to regort as income the profit resulting from liquidating dividends
paid by the Mexican Navigation Co. As a result of the latter trans-
action the agents recommended that a penalty for fraud be assessed

ainst the taﬁpayer. Their report shows that on May 21, 1919,
the Mexican Navigation Co., a Mexican corporation 75 per cent
owned and controlled by the Atlantic, Gulf and West Indies Steam-
ship Co., went into dissolution, it having ceased doing business
ou April 25, 1918. On May 24, 1919, liquidators of this company.
A. R. Nicol, Albert Gilbert Smith and Gonzalo Abauno, the first two
of whom were president and director of the Atlantic, Gulf & West
Indies, respectively, declared a dividend of $1,000 a share on the
4,500 shares of the capital stock of the company.

That was a dissolution dividend, a liquidating dividend

On March 15, 1920, a final dividend of $156,123 a share waa
declared. On May 24, 1919, the Atlantic Gulf & West Judies and
its subsidiary, the New York & Cuba Steamship Line (Ward Line)
?\ﬁned 3,409 shares of the Mexican Navigation Co. stock, costing as

ollows:

Atlantic Gulf & West Indies, 2,409 shares_ .. . ... $1, 561, 863. 48
Ward Line, 1,000 shares. .. ... .. . . _._ ... _. 325, 000. 00

Had these two companies surrendered their stock, they would have
reccived the sum of $3,941,223.31 as liquidating dividend on their
3,409 shares of stock, resulting in a profit of $2,054,359.83, which
should have been reported as income. The records show that the
Atlantic Gulf & West Indies Co. received $3,941,223.31, the amount
of the liquidating dividend, during the month of March, 1920, how-
ever, in order to secrete the profit and avoid the payment of income
tax thereon, it issued to the Mexican Navigation Co. three noninterest
bearing demand notes in the amounts of $3,941,223.31-—that is the
exact amount of thatliquidating dividend—$20,410.84, and $38,365.85
making a total of $4,000,000. -

The CuairmMaN. Was there any evidence in connection with those
notes that they were for value received?

Mr. MansoN. They were just straight promissory notes, but the
point is that the liquidators of a dissolved corporation had no
authority to loan this money. Their purpose is to liquidate the cor-
poration and distribute the assets among 1ts stockholders.

Senator Kina. Well, did they not distribute moneyv ¢

Mr. MansoN. They did distribute money.

Senator KinNe. So those notes are mere fictions?

Mr. MansoN. As to the amount of the liquidating dividend, they
were merely fictions.

Senator King. Has the statute of limitations run against that
transaction !
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Mr. MansoN, It was all uncovered. Tho taxes were assessed and
are & part of the taxes which have been compromised.

Senator King. But L am asking if there was such a penal statute
violated by this concealment, has the statute run against thatt
If the transaction would constitute an offense, as I understand it,
the settlement of the tax would not relieve the taxpayer from prosecu-
tion for a crime, if he committed a crime.

Mr. Manson. Well, I think the penalties which were imposed
amounted to $830,000.

Senator King. If they were merely civil penalties, of course they
are wiped out, but I was wondering if there was any violation of the
criminal statute i this concealment.

Mr. Manson. I have not considered that feature of it.

Senator King. All right.

Mr. MansoN. These notes were issued in 1921 and autedated
March 15, 1920. The action of the treasurer of issuing these notes
was approved by the directors of the Atlantic, Gulf & West Indies
at its meeting in January, 1921, The transaction at this time shows
on the books of the company as a linbility in the form of notes payable
in the sum of $4,000,000 and asscts in the form of an investment in
Mexican Navigation Co. in the sum of $1,561,863.48.

Under date of June 15, 1920, three months subsequent to the date
of the payment of the hiquidating dividends above mentioned, the
Cuban American Terminal Co. was incorporated under the laws of
Cuba with Alfred G. Smith, president (president New York & Cuba
Mail Steamship Co.); Alexander R. Nicol, first vice president (presi-
dent Atlantic, Gulf & West Indies Co.); and Robert E. McBain,
treasurer (treasurer Atlontic, Gulf & West Indies Co.).

On September 23, 1920, the Cuban American Terminal Co., which
was organized in part with a view to transferring in due course the
assets of the Mexican Navigation Co., to a Cuban corporation with-
out a change of interest, authorized the proper officers to issue and
transfer to the Atlantie, Gulf & West Indies Co. 2,409 shares and to
the New York & Cuba Mail Steamship Co. 1,000 shares of its stock
in exchange for a like number of shares of Mexican Navigation Co.’s
stock owned by these companies, the president of the Atlantic, Gulf
& West Indies and New York & Cuba Mail Steamship Co. having
by letters dated September 21, 1920, offered to the Cuban American
'I{).rminal Co. this exchange.

The situation at this time is this: The taxpayer and its subsidiaries
owned the stock of this dissolved corporation, had received their
liquidating dividend, and had given back a note. Then this new
company Is organized, and the assets of the old company are trans-
ferred to the new company in exchange for this stock.

On February 9, 1921, the action of the treasurer of the Cuban
American Terminal Co., in turning in the 3,409 shares of Mexican
Navigation Co. to the liquidators of the latter corporation for cancel-
lation and accepting the demand note of the Atlantic, Gulf & West
Indies Co., dated March 15, 1920, for $3,941,223.31, was approved by
the board of directors,

The income statement of the Atlantic, Gulf & West Indies Co.,
dated December 31, 1923, indicates the receipt of dividends from the
Cuban American Terminal Co. of $3,941,223.31, which is the exact
amount, under the heading of exempt income (nontaxable). This
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is the amount of the liquidating dividend for the Mexican Navigation
Co.’s stock formerly owned by the Atlantic, Gulf & West Indies Co.

The revenue agents who made the report for the years 1918 to 1920
stated as follows:

It is desired to draw attention to the fact that the three corporations which
were used in the above transaction are all one in that they are owned and con-
trolled entirely by the Atlantic, Gulf & West Indies Steamship Co. The agents
were thorough and impartial in their investigation to ascertain the truth.

The writer of the mmn{mous communication was traced with the aid of the
Intelligence Unit, and while carrying a grudge yet found to be a man of intelli-

etice who had held a high official position with the Atlantic, Gulf & West Indies

0. and was the man who had made some of the original book entries. From
his statements we became convinced that this scheme originated with the presi-
dent, A. R. Nicol, and Myr. MacBain.

It never was a true transaction but was obviously concocted with the purpose
of evading tax. The completing of the scheme took almost two years, after many
discussions at board of directors meetings, where some of the directors hesitated
in being connected with the scheme and expressed fear of committing crime
against the Government and suffering necessary penalty.

Senator Kine. Whose statement is this?

Mr. Manson. This is the statement of the agents who made the
examination:

Mr. Fano, treasurer of the Ward Line, when examined by the agents, stated
it was a subterfuge to cover the real facts and the agents were right to tax same,
and that BMr. A. R, Nicol, president, was responsible for it.

In conclusion the agents desire to state that in their experience covering &
number of years assigned to fraud investigations, they have not found evidence
that could show more conclusively the brazen attempt to defraud the Government.
Therefore the penalties have been applied to the tax and this case is strongly
recommended to the Solicitor of Internal Revenue for prosecution.

It is believed by the agents that an attempt will be made by representatives
of the taxpayer (prior to receipt of this report in Washington) to make a2 full
confession of the facts, accompanied by a claim that same was a voluntary con-
fession, and therefore taxpayers are not subject to any action by,the legal division.

It is also suggested that the agents be present at any conference held at which
representatives of the taxpaver may appear to discuss the basis for the additional
tax and penalty recommended herein.

Another method of concealing income and therein evading the pay-
ment of tax by this company was effected by writing off depreciation
on its marine equipment at the rate of 10 per cent per year, whereas
prior to the year 1917, it had written off depreciation at the rate of 3
or 4 per cent. * :

Another instance of the effect of this taxpayer to conceal income
was in the matter of the replacement fund created in connection with
the loss of the steamshi assa Pequa, owned by the New York &
Porto Rico Steamship Co.; 100 per cent of the stock of the latter
company was owned ll))y the Atlantic, Gulf & West Indies Steamship

0.

This steamship, which has been chartered to the Republic of
France, was sunk by a submarine on July 7, 1917. On September
13, 1917, the owner of the vessel received compensation in the sum
of $940,000—-that is, this subsidiary of the taxpayer. The depreciated
value of the vessel at the date it was sunk was $187,528.80. The
taxgayer applied to the Commissioner of Internal Revenue for
authority to create a replacement fund for the excess of the amount
‘received over the value of the vessel at the date it was sunk, and .
the Commissioner of Internal Revenue granted the request under
authority of articles 49 and 50 of regulations 45. The commissioner
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authorized the company to make the replacement any time prior to
September 22, 1920,

Inder date of April 22, 1920, the New York & Porto Rico Steam-
ship Co. passed a resolution authorizing the purchase from the
Atlantic, Gulf & West Indies Steamship Co. of certain steamers in
order to release the cash and Liberty bonds held by the treasurer of
this replacement fund.

It will be borne in mind that this New York & Porto Rico Co. is
onc of the subsidiaries, and the taxpayer owns 100 per cent of its
stock, and that this purchase is made from the taxpayer.

The company then claimed that the Massa Pequa was replaced
by steamers purchased from the Atlantic, Gulf & West Indies Steam-
ship lines. However, no replacement was effected, as the steamers
were merely transferred from one unit to another, and no additional
steamers were received by the consolidated group. The effect of
this transaction was that the New York & Porto Rico Steamship Co.
realized a profit of $752,471.20, which it attempted to conceal as
such and evade the payment of tax thereon. Upon discovery by
the bureau of this transaction the company requested an extension
* to 1922, which was approved.

In the matter of depreciation, according to the revenue agents’
report, the taxpayer claimed excessive depreciation, which was dis-
allowed by the agents as follows:

1917 . Y $955, 647. 40
1918 L 5, 004, 276, 48
1019 LI 2, 853, 078. 69
1920 il 3, 124, 685. 20

In Secretary Mellon’s letter, above referred to, reference is made to
the fact that ‘‘almost all the assets of the taxpayer were subject to
prior liens.” It is assumed the prior liens refer to the funded debt
of the different companies which, according to the consolidated
balance sheet of December 31, 1922, was $34,572,000. In this con-
nection attention is invited to the statement of the taxpayer for the
year ended December 31, 1923 (Exhibit D), which provides for the
amortization of bond discount for the year. This statement shows
that bonds of the par value of $1,951,500 were sold during the first
four months of 1921 for the sum of $981,763.50, slightly more than
50 per cent of their face value. Whether or not other sales of bonds
were made at a large discount can not be determined without an
examination of the taxpayer's books for 1921 and 1922. It would
be possible to distribute carnings of the corporation by selling hond
issues in large amounts to the officers and other stockholders of the
corporation at large discounts.

he consolidated balance sheets as at December 31, 1922 (Exhibit
E), and as at December 31, 1923 (Exhibit F), are attached hereto.

The field audit for the years from 1918 to 1920, inclnsive, was made
as the result of an anonymous communication received by the Bureau
of Internal Revenue which was subsequently found to have been
w}rll:ittgn by a former officer of the Atlantic, Gult & West Indies Steam-
ship Co.

R is our position, to summarize the whole situation, that in view
of the fact that former audits had disclosed all of these attempts
of the taxpayer to evade taxes in enormous amounts, when it came
to the compromise of the taxes which were assessed as the result of
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the disclosures that the bureau made, the most of diligence should
have been used to ascertain the facts before accepting the company’s
statements as to its financial condition.

_Senator KiNa. One question: Did you pursue the matter suffi-
ciently to determine whether any of that funded indebtedness, aside,
possibly, from the point you last made, that they may have issued
these bonds for dividends, or what not, was incurred in the purchase
of property at grossly exaggerated values?

r. Manson. We do not know anything about that.

.Senator King. I have known of many cases where property was
taken over at two or three or four hundred per cent in excess of its
real value, and bonds issued for the purchase of the same. Of
course, I do not know anything about this case, and I venture no
opinion, but I would be very glad if the investigators would take the
time to pursue that matter a little further.

Mr. Manson. Inquiry was made as to the value of the stock.
Mr. Hartson stated that the stock was quoted at from $8 to $13 at
about the time this settlement was made. We have ascertained that
the stock has a par value of $100, which, at $8 a share, would give
the stock a value of 82,296,504, and at $13 a share would give it a
value of $3,731,819. :

The CuarrMaN. Do you know whether the stock went lower than
that at any time, or higher than that at any time?

Mr. Manson. It is my impression that the stock is worth more
than that now, but I am not sure ahout that.

Mr. HartsoN. I do not know, Mr. Chairman. 1 just have a faint
recollection that that was the range of quotations about that time.
I remember that at the time the representatives were here, the value
of the stock and the figure that it was being traded in at the exchange
was around the figures I have given. T am just using my recollection,
however.

The CrmairMaN. Will the investigators please find out what the
trend of that stock has been since this settlement?

Mr. Manso~n. We will find out what it has been.

The CratrmAN. All right.

Mr. Manson. I desire to call the attention of the committee to
the fact that the whole theory of this settlement has been: How
much can this company pay without embarrassment—not how much
can the Government collect if it enforces its rights. I do not care to
make any criticism of that policy. It strikes me that-it is a groper
matter for Congress to determine whether or not that should be the
policy of the Government.

The CuamrMAN. I think it is the most astounding case that I can
possibly conceive of, that after all of these attempts at fraud that
were made by the taxpayer, as disclosed by the records in the final
settlement, they got advantage of their attempts at fraud which
were made, and that no criminal prosecution, at least of record before
this committee, has been had.

1 would like to ask Mr. Hartson if he knows any reason why crimi-
nal prosecution was not started, in view of the recommendations of
the agents? .

Mr. HarTsoN. I am unable to say definitely, Mr. Chairman. Iam .
inclined to think that the statute had run against at least one or two
of the criminal charges which might have been brought against

.
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them. 1 do not want to say that definitely, but my recollection is
that the statute of limitations had run. Of course, the fraudulent
attempts made by this taxpaver to evade taxes were, as Mr. Manson
point- out, well known to us. We all knew it to he a fraud case, a
case where they had, in our judgment, deliberately attempted to
evade a tax. That, however, when it came to closing the tax liabil-
ity, was a thing, while materially important to put us on notice that
the representations of this cempany could not be relied upon to the
fullest extent, nevertheless, the proposition before us at the time,
was how much money we could get, and we thought we got all that
could be secured without throwing the company into bankruptey.
The stock was widely held; it was a big company, that had extensive
interests in this country, and, as I indicated a few moments ago,
it was the largest American-owned shipping company, and that was
brought home to us very strongly.

Counsel who apﬁeared for the taxpayer in this case was the firm of
Root, Clark, Buckner & Howland, than whom no more reputable
men practice before the department, and so far as the showing is
concerned that was made by counsel at the time this matter was
compromised, I am confident in my own mind now, and was at the
time, that it was made in good faith, and there was a full disclosure
made by the then representatives of the company when this matter
was settied.

I want to say one thing further, and in doing so I use my recollec-
tion, because I have not gone through the files for a_year or more.
Mr. Nicol, who was president of the company, and who, as was
brought out here, was doubtless responsible for the fraud which was
perpetrated by the company, was not in control of the company at
the time this matter was settled or compromised, but a Mr. Mooney
had succeeded to the presidency: a new element was in control of
the company at the time it was before us for settlement.

The Cuairman. I would like to ask Mr. Hartson, Mr. Nash, or
Mr. Greﬁﬁ if they can tell us of, or can recall any other cases, where
the stockholders were practically held harmiess as the result of the
Government making a settlement of this kind, and where an effort
to prevent a receivership was made.

Mr. Hartson. 1 recalY no other case, but I must say that I believe
there are other cases. I believe that a corporation that has been
guilty of fraud, and a flagrant fraud, and when it is discovered at
some later time, the effort is to convict, of course, and punish the
guilty. On the other hand, what is a separate thing from an attempt
to collect the full amount of tax and the civil penalties. When we
come to settle the taxes and penalties, it may be that the financial
condition of the company is such that it is not only desirable, but
it is our duty, as we conceive it at least, to get as much from that
company as we can, and still maintain it as a future taxpayer to the
Government. We feel that we will get more money in the long run
than if we exact the last penny from the company, which might
throw it into the hands of a receiver. Of course, one of its subsidi-
ries, the best known one, if not the largest and most important, did
go into the hands of a receiver, almost immediately after this com-
promise was effected, and it was charged—and I know nothing of the
inside workings of the company—that the reason why that was done
was because of the cash that was raised to settle this compromise and
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close the tax for the entire affiliated group, that there was such an
amount taken from this company, this subsidiary, as to not permit
it to continue business as a going concern.

Mr. Manson. 1 might alsosay that I have here a clipping—I do not
know what paper this is from—stating that an action was brought
by the receiver of the Ward Line against the parent company, upon
the ground that they claimed that tﬁ(\ taxpayer had unlawfully taken
$20,000,650 of the assets of the Ward Line while it was in control of it.

This clipping is as follows:

WARD LINE BUES ATLANTIC, GULF, & WEST INDIES ASKING $20,000,000

New York, July 23—

Senator Kinag. What year?

Mr. MansoxN. This is last July, 1924.

Suit was filed in Federal court to-day by Francis G. Caffey, as receiver of the
New York & Cuba Mail Steamship Co., operators of the Ward Line, against the
Atlantic, Gulf & West Indies Steamship lines and others, secking restoration of
approximately $20,000,000, which the receiver alleges the Atlantic, Gulf & West
Indies directors obtained unlawfully from the Ward Line.

The complaint charged that the Atlantic, Gulf & West Indies lines and their
directors controlled the votes of the directors of the New York & Cuba Co., and
through this control wrecked the latter line by takin? large sums of money from
its stockholders, bondholders, and creditors, which, if not diverted, would have
enabled it to continue as a prosperous steamship line.

The complaint alleges that in 1915, 1916, and 1917 the New York & Cuba Co.
declared and paid dividends amounting to $10,200,000, of which the Atlantic,
Gulf & West Indies lines received more than 99 per cent.

The CrairmMaN. I would like to ask Mr. Hartson if he contends that
it is the Government’s responsibility to hold $28,000,000 of stock, or
some value at least, in preference to collecting the Government'’s tax,
because, in this instance, the stock was not wiped out, and I do not
understand that the shipping would have been affected had there
been a reorganization and the stock and the equities of the bond-
holders retained. .

Mr. HarTsoN. Our attempt has been, Mr. Chairman, to collect the
full amou t of the taxes, penalties, and interest. There are cases,
and they are exceptional cases, but by reason of the great number of
cases that have come before the board they are large in number, too,
where the full amount of taxes and interest, and in some cases penal-
ties, can not be collected. The money is not there. We then try to
get as nearly the full amount assessed as can be secured.

Now, the point at which you have gotten the last nickel that can be
secured is difficult to ascertain in many cases. I must say, in frank-
ness here, that the most trying responsibility I have had as solicitor
of internal revenue has been to find out, to my own satisfaction, how
much a company could pay, or how much an individual could pay, in
these compromise offers, because in most of the cases it is my own
responsibility to settle those cases. I make the recommendation,
and in these ar%e cases, such es this one, they go to the commissioner,
and he personally goes into them, and the secretary in some cases goes
into them: but in the great run of cases they come through my office,
and the lawyers, after a field investigation has been made, make their
‘recommendation, and I hold conferences in some cases, and in others
the men in my office do it for me. It is frequently impossible to
determine just the largest amount of money that you can obtain. 1
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do not know at times where that point is. I use my own judgment:
I use the judgment of those who are assisting me in it, and it is not our
desire to let anybody off; but, on the other hand, it is our effort, and
our conscious effort--we do it purposely-—-to try to keep a going busi-
ness as a going business.  We try to keep it on its feet.

The Cuamrman. Do you contend that in this case, in view of the
prior liens, if you had collected the full liability of the Government,
these ships would have stopped, that the shipping would have been
affected ?

Mr. Hartson. | believe, as a going concern, if any more cash was
taken out of the business this company would have heen forced to
the wall. That is what I belisve. I believe a big receivership would
have resulted.

At the time that these nogotiations were in progress there was an
element in the Atlantic, Gulf & West Indies stock ownership which
was attempting to use the tax liability and the claim of the Govern-
ment against the company as a means of throwing it to the wall and
putting it in the hands of a receiver.

We felt that our settlement was good business. Now, we might
have gotten, Mr. Chairman, another $50,000; we might have gotten
another $100,000. I do not know, but we thought we got all we could
get. 1 am not sure that it would have been money in the Govern-
ment’s pocket, in the long run, to have gotten another $500,000,
assuming that that could not have been raised except by exhausting
the assets of the company to the point where its financial condition
might have forced it to the wall.

he CHAIRMAN. Well, I understand that, but I also know that
there are many reorganizations where the capital is wiped out, where
the corporations mave been made successful after they have been
written down to a basis where they could meke o retyrn. I still do
not understand that it is the business of the Government to waive
taxes for the purpose of preventing receiverships. I do not under-
stand that there is anything in the statute or that it is implied in any
statute that we must waive taxes so as to prevent receiverships.

Mr. Hartson. I think you will find nothing in the statutes. As
I have pointed out, Mr. Chairman, I think it is a question of ad-
ministrative policy. In view of the wide discretionary power which
the statute placed in the hands of the commissioner and the Secre-
tary it then becomes a matter of policy for them to determine, to
be generally used in the settlement of all cases, as to how far they
should go in getting money from taxpayers on these compromise
settlements. '%he money end of it, the point of view of getting all
the money that can be secured, is behind this policy that 1 suggested
has been followed-—of keeping the company a solvent and going
concern.

We have had this come up, Mr. Chairman, and it shows you the
ramifications of this question.

Assume, for instance, that we will not compromise except on the
payment of a sum of money which will and does throw the company
into a receivership.

Ther2 may be thousands or millions of dollars that that company
owes to its creditors, other business concerns in the country. If it
does go into a receivership or bankruptey, some of those claims are
lost to these creditors, these other taxpayers.



e

L

2044 INVESTIGATION OF BUREAU OF INTERNAL REVENUE

The CuairmaN. That is also true if a bondholder forecloses on his
bonds, or a mortﬁagor forecloses on his mortgage, and I do not see
why ve should %ace ourselves in a more insecure position than a
bona.iolder or a holder of a mortgage on a piece of protperty.

Mr. HartsoN. Mr. Chairman, my point is this: If we keep a
company going there is nothing written off the bondholder’s books,
no dnduction of a loss on his return, and on account of the claims of
one character or another that they have against this company they
write nothing off of their income tax returns because of losses having
been suffered through this taxpayer going to financial ruin. 1 have
seen cases—I do not recall the names now—but I have seen cases
where, if the company whose taxes were before us for adjustment
and settlement was not continued as a going concern, the {oss that
the Government would suffer by reason of other companies writing
off their losses because of the insolvency proceedings would more
than make up any additional amount thet we might be able to
collect against this taxpeayer.

Mr. MaNsoN. Just as a pure matter of mathematics, I can not
quite see the point.

For instance, we will assume that you have a dozen corporations
who are creditors of a corporation with whom a compromise is
effected. They are all paying taxes on their net income at the
rate of 1214 per cent. Suppose you fail to collect from the debtor
corporation. You lose 100 per cent, in what you fail to collect. If
you had collected it that amount might be written off as a loss by
other corporations, in which event you would lose 1214 per cent.

Mr. HartsoN. The explanation lies there, Mr. Manson, that it is
entirely conceivable that the liabilities of u corporation are very
great, so that if those liabilities are written off even at the rate of
1214 per cent, you have a sum substantially in excess of the difference
between what they offer to pay you in compromise and the small
sum in additicn thereto that you insist on getting.

We have cases like this: A company offers $100,000. It is in-
solvent. The liabilities, let us say, are $500,000. We think we can
get $150,000, and that they ought to pay that. But they will
not pay it, because they insist that they can not.

ow, the hypothetical case that I am taking is this, that if we got
the additional $50,000, which is an amount that we will compromise
for, because we believe the company can pay that sum, and should
pay it—if we get that, or insist on getting it, and it goes into bank-
ruptcy, then the other deductions for losses, even at the rate of 1214
per cent, will much more than make up that $50,000.

There are cases of that kind, as I say.

Now, it is not a matter that a single word of explanation will
entirely satisfar. There are a great many different elements that
must be considered, and there are no two companies just the same in
these compromise cases. There are different circumstances in
connection with each case.

Mr. Manson. I wish to formally introduce as a part of the
record the exhibits which accompany my statement.

v
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(The exhibits submitted by Mr. Manson are as follows:)

Exuisir A

In re: Atlantic, Gulf & West Indies, Steamship lines and subsidiary companies,
25 Broadway, New York, N. Y.
Mr. S. ALEXANDER
Head, Special Audit Division, Income Tax Unit,
Washington, D. C. JuNE 7, 1923,
Pursuant to a decision st an informal conference held in the solicitor’s office
on May 9, 1923, on the taxpayer's offer in compromise of additional income and
profits taxes for the years 1917 to 1920, inclusive, and penalty for the year 1920,
an investigation has been made of the financial condition of the various com-
nies.
pa'l‘he annual reports for the years 1921 and 1922 show the following net income
for the vears 1920 to 1921, inclusive:

1920, net income... - . - $148, 231, 01
1821, net ineome. - - o e 1, 781, 337. 19
1022, net 1088 . vt e mm——mam———. 3, 682, 736, 44

The adjusted net income for the year 1920 as determined by the bureau and
shown in revised letter, is $7,648,824.64, as compared with $148,231.01 shown
in the annua! report for 1921.

From monthly statements of the principal companies the net income and net
}mﬁs from operations during the month of March, 1922, and March, 1923, were as
ollows:

March
|
1922 1923
—
New York & Cuba Mall Steamship Co...... .o .o 1 ($907, 246, 50) | ($198,356, 00;
New York & Porto Rico 8teamship Co. .. ...vvnuevnniiiiiiamannancnananen | (45,417.58) (33,923.61
Bouthern Steamship Co...ooo i i iiieiiamav e eimmn e emaan ’ 30,670.42 2,599, (4
Mallory Steamship Co.... ... .. ... _..... , 763, 19, 746, 67
Clyde Steamship Co.. ..o i, .- 3 201, 519, 56
[nternational S8hipping Corporation - , 17,392, 41
Ban ANLono Co. .. e e cecvree v m————— 250,
Net Profit. ..o meicc e cce e mr v ne v nem e amasaeonnemnannn 7 , 11,228.08

Net decreise in income $68,260.22,

The income from operations of the various principal companies for the first
quarter ending March 31, 1922 and March 31, 1923, is as follows:

March
1922 1923
New York & Cuba Mail SLeamship CO. - .eeenreneeaeeennemoceemocaean (mv,oaa.zag (8368, 132 44)
New York & Porto Rico Steamship Co (41, 715, 12 (178, 104. 99)
(9 34,458, 14 12, 264,

(165,453, 14) | (32, 064.08)

,006.06 | 448, 143. 94

16,042, 70 37,699, 08

750. 00 750, 00

b (13 T SR (313,906.68) |  (82,532.71)

Net decrease in loss, $231,873.07,
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A comparative consolidated income account for the years 1921 and 1922 is
shown as follows:

Increase or
1022 | 1021 decrease
s e U N U [,
! |
(laxsmung FOVONUR .. o\ e e eeeecnucascaconcnnmncavsasnanns | 831,047 882,72 | $40,717,774.03 | (89,760, 892, 21)
aintenance and depreciation. ---| 8,180,785, 58 #, 200, 608, 45 1,860,177, 13
Total expenses (operating).. 32,570,070.49 | 35,650,446.22 | (3, 079, 460. 73)
Net income.......c......... Ll 3,582,730, 44 1 1,781,337, 19 5,364, 073.63
Lgu on8ale of VesBol. .. .. .onieeiiae it caan 2,085, 82252 |- < avemmmmeaafeecem e aeenana
Total 1088 08 1922, oo eeeeeeeee e eeanans (5,038, 258, %)l ................................

A comparative balance sheet fcr the years 1921 and 1922 is as follows:

Dec.31, 1022 | Dec. 31,1921 | Icreasc or
Cashonhandandinbank ... ... ... . cciiiiinicnsn $2, 686,434,090 | $2,047,118.76 639, 316. 20
Expenditure on account of unfinished voyages and
DUSINOES .« o eeaccccceaan e canancnsue - 2,704, 414.01 2, 506, 863, 79 107, 850, 22
Total 888088 . . .. criricriiarananeenaan. mnaman 08, 652,017, 58 | 103,484, 575,30 | (7,328, 557.83)
Bonded debt (Cotal) . ..oo.iee i cieiaiaea. 84, 572,000,00 | 35, 208, 600. 00 (633, 000. 00)
Receipts on account of unfinished voyages and business.| 2,210, 48,62 1,824, 355,05 305, 093, 87
Notes payable.. ... . riricicivrvremeaainncanne 919, 236,01 1,308, 135, 48 (388, 890. 44)
Accounts payable:
General ... . ieaiiieceeeeneamreamn e 4,001,223.81 | 5,043,840.43 | (1,882,623,62)
AgeNtE, .. . iiaieiciuoanenmuiiaanevoanaaaenas 238, 941. 06 204,412, 48 34, 528, 61)
Iunterest accruea on bonded debteduess and notes .- 254, 005, 22 281, 757, 04 28, 761, 82)
goupons payable. ... iiiiiiireiiaeicnsananuan 353, 778.60 632,375, 00 19, 400. 00
oserves: -
Ship replacement 4,903,468, 14 5,077,346, 04 (84, 877. 90)
Miscellaneous reserves 1,480,812, 70 1, 733, 508, 03 (252,608, 4)
Burplus 17,353,851, 18 | 22,301,182.41 | (4,047,631 28)~

The cash balance as shown by daily statements prepared by the various
affiliated companies is as follows (see Exhibit A):

May 19, 1923 .. oo e $1, 761, 329. 32
May 21, 1923 .. LI 1, 988, 536. 26
May 31, 1923 i 2, 030, 750. 81

A verification of the cash in banks of the principal companies was made as
at May 31, 1923, and the amounts were approximately the same with one excep-
tion. (See Exhibit A.) .

The companies have been making extremely heavy maintenance and deprecia-
tion charges thereby writing down its tonnage rather rapidly. A statement is
made in the annual reports for 1921 and 1922, that considerable improvement
and progress has been made toward placing the company in a better financial
condition. During the vear 1921 mortgages were arranged to cover the tanker
obligations, and during the year 1922 additional trust certificates of 31,800,000
were issued in connection with the payment for two tankers built by the Newport
News Shipbuilding & Dry Dock Co. which constituted the only increase in the
bonded indebtedness on the tankers. Through the operation of the sinking funds
the origina! bank loan of $6,000,000 had been reduced to $1,020,000 by the sale
of Liberty bonds of $2,000,000 and by the applieation of earnings from the
tankers. The total outstanding indebtedness on the oil tankers at the close of
1922 is $9,022,000, in addition to which there is the Atlantic, Gulf & West Indies
Steamship lines, 50-year 5 per cent collateral trust gold bonds of $13,000,000.
The interest on the tanker indebtedness of $9,022,000 is $603,340 and on the
company’s $13,000,000 collateral trust bonds, $650,000. There are also out-
standing $12,550,000, first mortgage 5 per cent gold bonds of subsidiary com-

anies, the interest on which amounts to $627,500, thereby resulting in a total
interest indebtedness for the year of $1,880,840, :

The profits from the operation of the tankers for the month of March, 1923,
are shown in the statement of the Atlantic, Gulf & West Indies Steamship lines
under Exhibit C. v
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It should be noted that the company reduced the bank loan of $4,900,000 to
$1,020,000 by applying the earnings from the tankers, but shows in the monthly
statemnont of the Atlantic, Gulf West Indies Steamship lines a net loss of
$3,422.93 for March, 1923, and a net loss of $85,345.14 for March, 1922, It
seems to be the practice of all the companies to offset any profit from operations
by excessive maintenance and depreciation charges,

Balance sheets and income uccount of the Atlantie, Gulf Oil Corporation
and Atlantic, Gulf & West Indies Petroleum Corporation, which companies
are not aflilinted hut controlled by the Atlantie, Galf & West Indies Steamship
linos, are attached to this report and marked * Exhibits I> and E.* It is noted
that the Atlantic Gulf Oil Corporation has deducted depreciation and depletion
of $3,626,356.20 from gross earnings $5,502,594.58, thereby reporting gross
earnings of $1,976,239.38.

From the annual reports it is shown that the companies have been operating
at & loss since the year 1921, However, due consideration muat be given to the
fact that excessive depreciation and maintenance charges have been made and
any profits that mav have been realized converted into losses.

Attention is also invited to the large outstanding insurance claims and agent’s
balances. A detailed statement of these accounts are shown in the attached
Exhibits ¥ and G, respectively. The agent’s balances are usually convertible
into cash from 60 to 90 days. There are algo outstanding general claims of
$969,763.89 and United States Government claims of $1,873,901.10,

It is contended by the taxpayer that the company is not in a position and could
not possibly pay the amount offered in compromise and would only be able
to do so through the personal indorsement of some of the stockholders. It is
requestod by the taxpayer that a conference be arranged, in event the offer
in compromise is not favorabiy entertained. In order thet all the facts and de-
tails pertaining to the financial condition of the varions companics may be
presented.

It is the opinion that while some of tlie companies are operating at a substantial
loss yet the fact must not be overlooked that excessive depreciation and main-
tenance charges have been made resulting in large deficits from operations, in
addition to which there arc large outstanding claims.

It is shown in the March statement of the New York & Cuba Mail Steamship
Co, (Ward line) that the loss from operation jor the month of March, 1923, was
$196,356 in addition to which there is an operating deficit of $2,534,558.34 as at
March 31, 1923, It is, therefore, apparent that this company has been sustaining
very substantial losses from operations and will not be able to continue in business
unless some improvement is noted.

The March statement of the Clyvde Steamship Co. reports a net profit for the
month of $201,519.55, together with a surplus of $795,025.85.

A consolidated profit and loss statement as at March 31, 1923, for the principal
compsanies only is as follows:

Profit Loss

Atlantic Gulf & West Indies Steamship Lines.. ... ... . ... ... $19,062,823.67 {... ...........
Now Yo't & Cuba Mall SteamshipCo. ... .0 ... .. . . .. oo e b 82,902,640, TR
New York & Porto Rico Steamship Co.. . ... ..o o0 ..o . ... . 45, 604. W
[outhern Steamship Co_.. . .0 ... ... U, D 152.617.4)
Mallory Steamship Co. ..o o i i i i e aiael e e i 2, 608, 845, 80
Clyde Steamship Co. e e e e A L L,240,109.79 0.0 Ll Lol
International Steamship Co.. .. .. ... . ... ... . L. 131,445.88 ......... ... ..

San Antonio Co... . ... oL Lol L Lo Ll e e e 00

14, 635, 400, 53

20,925, 159. 02 ! 6, 280, T38. 40

|
Profit and foss Mar. 3t,0023.... . . ... . . . .01
Profit and loss Deg. 31, 1922 (ull cotnpunies) ..., ... . . . .. l

i

i 17,453, 551 18

It will, therefore, be seen that the various principal companies as at March 31,
1923, were not as financially strong as at December 31, 1922, and that the condi-
tion of the consolidated group as at March 31, 1923, does not probably present
as good a showing as at the close of the vear 1922,

An examination of the consolidated balance sheet as at December 31, 1922, sub-
mitted in connection with the offer in compromise shows that the assets and lia-
bilities were valued in accordance with the consolidated balance sheet as at De-
cember 31, 1922, shown in the annual report to stockholders.  Ft was decided that

92019 25+-—pT1 12—--5
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an extensive investigation as to the correctness of the value of the assets and lin-
bilitios as at that date would be unnecessary in view of the fact that the trial
balance of several of the companies showed that they were valued with the amounts
as shown by the books and that they agreed with the values shown in the annual
report to the stockholders. )

An analysis of the consolidated balance sheet as at December 31, 1922, shows
that on the towi book value of fived assots of $73,778,681.53 there is a total
bonded indebtedness of $34,572,000 which would receive prior lien over Federal
income taxes if it isx decided to liquidate the company.

+ ‘The investment in the Atluntic Gulf Oil Corporation, which is capitalized for
$20,000,000, consists of $4,500,000 first mortgage bon:s, $1,000,000 second mort-

age bonds, and $1,000 qualifying shares, while the investment in the Columbia
g_vndivatc is $1,920,000.  Neither of the above investments are claimed to be
very profitable and the balance sheet as at December 31, 1922 of the Atlantic Gulf
Ol shows a deficit of $826,131.01. A balance Atlantie, Gulf & West Indies Petro-
leum Corporation as at September 30, 1922, shows acerued linbilities of £116,821
28, 4d. with total assets of £1,120,071 28, 4d. No balance sheet of the Columbia
Syndicate or Cia Maritima Cubana were obtainable.

It is my opinion and belief that the Atlantie Gulf & West Indies Steamship lings
and subsidiary companies are in financial difficulties and according to a statement
of one of the officers of the company mnay be able, through the practice of strict
economy to avoid bankruptey.  The true financial condition of the consolidated
group can not, however, be determined without a complete detailed audit. Ac-
cording to a statement of Mr. Mooney, the president, it has only been able to
continue in business through the loans obtained on the tankers from several
shipbuilding corporations, no provision has been made, however, for setting
up a sinking fund. While it may be possible to realize nearly the amount of
taxes and penalties due through liquidation it is not believed that it would be
advisable, owing to the state of the shipping industry and the large number of
ships idle on the market.

E. C. Lewis,
Iniernal Revenue Accountant,

N OTE.——Exhibits mentivned in this report are not with the file,

Exuisir B .

JuLy 20, 1923,
‘Re: Atlantic Gulf & West Indies:
Hon. D. H. Brair,
Commissioner of Internal Revenue:

After further deliberation the undersigned agents have agreed as to the amount
this corporation could without great diflicuity and embarrassment offer in com-
promise and state their opinions herewith and the method used in arriving at
such figure.

FACTS

To determine their exact financial standing at the present time would require a
detailed audit of all books and records of the consolidated group from the date
where previous examination left off to July 1, 1923, :

Since no such audit has been made, it became necessary for the agents to use
a financial statement prepared by this company as of January 1, 1923, together
with such other statements furnished by them as are of current date,

ANALYSIS OF FINANCIAL CONDITION

In determining the amount of cash this corporation could spare at once, con-
sideration has been given to various factors such as working capital the company
must retain to be solvent and its borrowing capacity at the present time, giving
further consideration to the fact that the banks have knowledge of the large tax
liability standing against this corporation.
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An examination of the balance sheet of January 1, 1923, discloses current or
liquid assets made up as followy;

Cash in bank. . . e s $2, 686,434, 96
Cash coupons. . ..o e abl, 775. 00
Cash with agents_ .. _________... i e 1, 618, 623, 93
Marketable secaritios. . ... ..o L. ._.. 127, 395, 00
Notes receivable. o 337, 624. 31
Accounts receivable, general oL L L., 841, 224, 83
Insurance claims. .. .. e aan e e e m e e 1, 650, 849, 49
Shipping Board claims. .. . ... .. ... . _______._.. . 1,661 363. 25
Muterials and supplies. .. e 234, 137. 00

1) 0, 709, 107, 77

To this amount the agents find there should be added $200,000, which represents
interest acerued and due on bonds of Atlantic Gulf Gil Co, which this corporation
owng, but failed to show on balance sheet, and which are first mortgages on the
property of Atlantic Gulf Qil Co. and on which the corporation can get a note
and have same discounted ai the hank. This makes total current assets $9,909,-
427.77. Against these are current liabilities which required immediate payment
of $1,991,641.49, leaving a balance of net current assets of $7,917,786.28 out of
which to pay the government any taxes due. Taking as a basis the eontention
of the agents that this corporation can pay $4,000,000 to pay this the corporation
would have to convert there current assets into cash and following is shown how
this can be accomplished and verifies the fact that same can be done without
great disturbance.

Our examination shows the current liabilitics average pe: month about $1,500,-
000.  Therefore, this corporation should have on hand this much in bank, but
does not require more. The statement shows $2,636,434.96 cash on hand.
Therefore, conservatively $500,000 of this can be paid to Government, leaving
$2,186,434.96 in bank for working capital. There is another $1,618,623.93 of
cash in the hands of agents due in 60 dayvs, this sum also to Government and in
addition, if claim against Shipping Board is good this amount to Government
making $3,779,987.1&.  After these payvments there would still remain with
corporation the following current assets:

Cashi o e e $2, 186, 434, 96
Cash coupons. .. ... o l...... 851, 775. 00
Mecounts receivable, 30 davs. oL oo L ... 841, 224, 83
Due from oil company ... ... ... .. .. ... e 200, 000. 006
Due from insurance company_.._ ... .. .. o 1, 650, 849, 19
Marketable seeurities. ..o . ... ... 127, 395. 00
Notes receivable. o L e e 337, 624, 31
Materials and supplies. . .. SUU e DR 234, 137. 09

Total .o eeo 6,120, 440, 59

This amount has therefore been arvived at without resort to borrowings.,  As
to this corporation’s ability to horrow, consideration must be given 1o the faet
that in addition to assets alveady wentioned  this corporation has investments
in honds of $3,009,375, which could be placed up as collateral without any other
notes or personal guarantees, and has in addition a tanker unmortgaged, present
market value $583,000.

A word as to bondholders of corporation. They are all secured by mortgage
on the marine equipment book, value about $77,000,000. But under no conditions
could these bondholders levy against any of the current assets or would there be
any occasion to.

f to avoid pavment a sort of receiveschip is gone through, the Governmnent
by taking immediate action could apply liens against sufficient assets to protect
their claims for any amount,

Sypnry L. Burg,
Internal Revenue Agent.
Frer T. MacDonaLp
Internal Revenue f‘gcnt.
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Exuwir C

' JANvary 7, 1924,
Avtantic, Gunr & West INnies STEAMSHIP LINES,
New York City.
Attention of Mr. Franklin D. Moouney, president.

Sir:  The Commissioner of Internal Revenue has considered the proposition
submitted on December 17, 1923, through the collector of iuternal revenue for
the sccond distriet of New York by the Atlantie, Gulf & West Indies Steamship
Lines and it subsidiary companies, viz, Clyde Steamship Co., Mallory Steamship
Co., New York & Cuba Mail Steamship Co., New York & Porto Rico Steamshi
€o. (of Maine), United States & Porto Rico Navigation Co,, The New York
Porto Rico Steamship Co., (of New York), Southern Steamship Co., Inter-
national Shipping Corporation, Jacksonville Lighterage Co., the Tampa Towing
& Lighterage Co., Clyde Steamship Terminal Co., Caroling Terminal Co., San
Antonio Docking Co., S8an Antonio Co., Wilmington Terminal Co., as a com-
promise of their taxes, penaltics and other obligations arising out of or conneeted
with returns for and payments of income, war profit- and excess profits taxes for
the vears 1917 to 1920 inclusive, and has decided with the advice and consent
of the Secretary of the Treasury to cloge the case by the acceptance of the follow-
ing terms, viz, $1,280,000 in lieu of any and all liabilities or obligations, whether
for tax, penalty, or of any other nature, ariging out of or in ¢connection with the
obligation to file returns for, and to make paymonts of, any income, war income,
excess profits and or war profits taxes for thie years 1917 to 1920 inclusive, or
arising out of or in connection with anv acts, events, transactions, omissions,
or replacement funds or other undertakings, relating to the receipt or accrual
during those vears of any income, gains, profits, or amounts or t{l)e accounting
therefor in any manner whatsoever, the New York & Porto Rico Steamship
Co. (of Maine), one of the subsidiary companies named, haviug relessed to the
United States the judgment of the Court of Claims in its favor against the United
States on account of the loss of the steamship Curolina amounting, with interest,
to approximately $1,351,000 and haviug released all other claimx of any nature
whatsoever growing out of the loss of said steamship Carolina.

Respectfully, .
Neuson T. Hawrson,
Solicitor of Internal Revenue.

Exumir D

Atlantie, Gulf & West Indies Steamship Lines and subsidiary companies --mem.o-
randum of bond discount, year ended December 31, 1923

{ Discount on 195,600 par Atlantic, Uulf & West Indies Steamship Lines 5 per eent collateral trust gold
honds, due January i, m.ws

’ Amount
Date sold Par g recetved Discount
BT T T U $13, 000. 00 $7, 650, 50 $5, 349, 50
LS T 14, 000. 00 8, 300. 00 5,691, 00
Feb, 1 10, 000. 00 5, 985, 00 4,015.00
Feb. 17 10,000.00 | 5,885.00 4, 115,00
Feb. 8. . ... e eme .. 19,000.00 { 11, 184.00 7,816.00
Apr. oLl LTI 1,885, 500.00 | 942,750.00 | 942 750,00
Total. ... 1,951, 500, 00 i U81,763.50 | 969, 736, 50
Lite period of bonds, May 1, 1921, to January 1, 1959 (37 years % months =152 months).
Discount per month. ... ot e e e e imeseaecmaneinn o aimeana £2, 145, 435
Discount absorbed 192! return (8 months). . fewmeie mmaieaaeaoeaee emmaeenames aaaaa 17,163, 48
Discount absorbed 1922 return (J2months).. .. ... oo iiiiiil . e e 25, 745, 22

Discount ahsarbed 1923 return (12 MOAS) . ..o r o it iiiimecie e e L ... 25,7452
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Atlantic, Gulf & West Indies Steamship Lines and subsidiary com
of foreign and controlled comp(muw—-mmpara!we consolidate

December 31, 1921, and 1922

1
1

ASSETS i
Capital assets: !
Fleet in commission. .
Shors properties. .. L
Good will nnd franchises

Tnvestment in forelgn subsidinries . |
Investmients  In associated  companics
(Compania Cabana de Nuw;!m'iun. net
Investient for 1921, inclusive) .. |
Cish in hmnds of trustees
Expenditures for aceounts of unfinished |
voyages .. o .
Current assots:
Supplies and repair parts..
Accounts and notes reeeivable.
Marketuble seeuritles.
Cash on hand and in banks | .
Cash for coupong payable . . .

LIABILITIES

(!m)itu.l Habilities;
.ﬂpilul stock -~
Common stock, authorized nnd
issued.
Loss: In tromm

Preferrod stock, authorized and
fsswed . ..o
Less: In trvmury

Minority stockholder’s interest in ~uh
sidiarios. . ..
Fundod debt, per exhibit .
Receipts on wecount of unfinished v uv.mw
Cureent liabilitios:
Notes and accounts payable
Acerued futerest on bonds, ete ..
Coupons payable.. ..

BN

Intercompany balanece (net) .
Heservos:
Heplacement of marine equipment ..
Deprecintion of properties und muip-
ment.. .- -
Miscellaneous ... . ...

Surplus. ..

¥ 287,062 shares.

Exummir F

192

75, 006, (087 31
4, 358, 510, 4O
12,204, 30, 37

2,124,874.02

11, 405, 286, 06
1785, 618, K6

2, 602, 932, 85

S2, 180, 52
6, 446, 853, 65
155, 6. 32
1,845, 21120
532,375, 00

!lH (HJ "2.! 04

240, 600, (00, 00
5, 036, 606, 00

20, 604, 000, 00
6, 257, 100.00
¥3, 742, 900, 00

128, 708, 300. 00

9,671, 12
35, 205, 000, 00
1, K29, 255,05

7,453,012, 80
981, 757,04
532,375, 00

Lo S, 67, 1N

3, 870, 141, Ky l

5,077, 346. 04

1%, 846, 261,80
1,732,4603. 19

20,656, 271, 03
19, 483, 036, 71 1

3. 61
|

9y

3 o

TiR, 013

Exumir I

- $U2, 21K, QIR 67 |-~

0 682, HU2. 59 [~

2051

‘mmcu, exclusive
balance sheet,

1022

$73, 470, 700, K3
4,071, 155,63
12, 504, 320, 37
e R0, (46, 170N
2,374, 274,02

&, 408, (40, 04
40,813,566

2, GO0, 882, h2

431, 444,85
6,507, 718,73
144, 871, 57
2, 519, 168,07
551, 775,00
— 10,244, 07%. 2"

ll'! Rl"», lnH 79

20, OO0, KN, 00
H, 035, ¢ ;00 00

'14 i .mo uo

W

10 000, 000, (0
6, ..u? 100, 00
H :1 (Nll o

- emd 26, 7008, 300, 00

R5, U89, 24

34, 572, 000, 00
2,210, 48,62

5, 08, 585, 1
I)F‘ (“'P“
KA1, 700,

- h, R0, 645,

35

3,411,300, 28

1, 2, 468, 14

18, 344, 116, 14
1,431, 674 4R

Allantie, Gulf & West Indies steamship Unes and subsidiary companies, ceclusive
of Joreign and contrelled componies —compurative consolidated balanee sheet ax

at Dec, 31, 1923
ASSELS

Capital assets:
Fleet 11 commission .
Shore properties ...
Goodwill and franchises.

. cmarmrm e

Investment in foreign subsidiaries (Exhibit 23

Investments in associnted companies (Exhibit 2) ..

Cash in hands of trustees......_..

Expenditures for account of unfinished vovngvc “ote. ..

1y

£70, 425, 466, 83
1, 104, 308. %0
12, 503, 977. 37

et LUl SNT, 043, R4, 00

23,371,274, 62
6, 121, 000. 00

221, 033, 0
2, 816, 006. 70
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'
Current nssets:

Supplicg aud repale parts. .o i $ ¥7, 000, 31
Necounts and noteg roceivablo. oo e e ), 264, 004, KW
Marketublo securltles. .. |22, a6, 57
Cash on hand nnd (o banks. . .o 2,004,370, 14
Cagh for coupons payable ... L. ol . 4m, 12, 60
e e 0, TOR, ORE, 43
Intercompnny balanees el ... ool ieiieei o e o wn m.‘s .'»2

!OR WK 5!4 4.’)

LIAMILITIEY
Capital stoek:
Common, nuthorized und fssued oo ool e o G000, 000, 00
Lass: In trensury L . e e e e e e -,ncm 400 On
- 1, 3, 400, 00
Preferred, nuthorized and ssaed 0 ool L0000 L o0 Ll L 20, 000, 000, (0
Less; Intrensury .0 0 0 . Ll e e e e e ﬂ.m,um.m
. H .l'..',h(l) o
e e QR TOB, 300, 00
#2, 164, 08
Minority stockholders’ interest fn subsidiarles.. .. .. .00 oo 3, 244, 000, 00
Bondea el oo o e e e e e 1,918, 273. 44
Hw«-imw on neeonnt of unfinished voyages, ete.. ... Sl
Careent Unbilities:
Notes nind secounts ru)nmv e e e eemeae e e 4, (03, M4, 70
Averued interest on mml»e. e, 0, 840, 64

Coupons payable. . | e e e e 400, M 2. 50

Tntercompany balanees (wet). ... ... e e A T Y |
Regerves:
Deprecintion of properties (. .. 9,187,087 42
Replacement of mnrine equipmment .0 oo i o 1 .m T8 30
- e B2, 608, 436, 21
Miscellaneous Lo e 16, 931, 85 HJI
sSurplus.oo.. o . b remaaiae e meieei v e - 104, 1Y, 414, h

b2rT, 003 shaves.
Exmmer ¢
L
Atlantio, Gulf & West Indies steamship Lines and subsidiary companivs - {nvests
ments in Joreign subsidiary and controlled cow panies eft out of consolidation
Jor year ending Dee, 31, 19.23

b o
, r!‘?\\'t'xs .
by x voofeanying | Crairying
Parvalie - Glnoover | value
Uopar value
The Santingo Termimd o L. .. $10, 200, o BT, 407, 67 l FLU, 007,67
The *nutinge Waiechouse Co P _,.um o, m,:.“-.s. ¥ T, 2047
Atlantie, Gulf & Weat indles Tratimg U ur(luluﬂull - 000,00 - oL L 25, (UKD, 1)
¢ unuumu ubnnn de Novegae hm e e e . 2?2 R0 . 272,500, 00
Cubnn-Amerfesn Terminab C 0 0 o0 Lo oLl ‘m..:ﬂ [L1] l lNM).hl 1, b6, 86, m
d e e
l,-.i ), (\U l 120, 's"l Hna .,.!.4,._,Ll$.!
1

Duvestiments {n cgssocioted com panies

Atlantie <hulf Oil Corporation, bonds L $1, 200, 000, 00
Atlantie Guif Gil Corporation, stock .- e e e e e e . 1, (HNY, (1)
Compmnin Muarititna, stoch e e e 100, (00, (6
Advanees in ensh to Colotinbia Sy ndiente for cluwolupxm»ul “of ail pu-qwnm L. I N s;n mm 1]

Tobul L el i saaan v ema e e e e e a4 e ane e e e n !»,A’l uun 1}

The Cuamyman, We will adjourn now, and will let you know later
in the duay as to whether we will want you to-morrow.  We do not
know as yet whether we will go on with the prohibition eases to-
morrow or with the income-tax features.

(Whereupon, at 12 o'clock meridian, the committee adjourned
until to-morrow, Wednesday, February 235, 1925, at 10 o’clock a. m.)

.
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THURSDAY, FEBRUARY 26, 1928

UNITED STATES SENATE,
SeLect CoMMITER TO INVESTIGATE THE
Bureatv or INTERNAL REVENUE,
Washington, D. C.

The committee met at 10 o’clock a. m., pursuant to adjournment
of yesterday. .

Present: ‘Senntor Couzens, presiding.

Present also: Mr. L. C. Manson, of counsel for the committee:
Mr, L. 1L, Parker, chief engineer for the committee; and Mr. Edward.
T. Wright, investigating engineer, for the committee.

Present on behalf of the Bureau of Internal Revenue: Mr. A, W,
Gregg, special assistant to the Seeretary of the Treasury; Mr. C. R.
Nash, assistant to the Commissioner of Internal Revenue; Mr.
Nelson T. Hartson, solicitor, Bureau of Internal Revenue; Mr. Janos
M. Willinmson, attorney, office of solicitor, Bureau of Internal
Revenue; Mr. S. M. Greenidgo, hoad engineering divisions, Bureau
of Internal Revenue; and Mr. John Alden Grimes, chief metals
valuation section, Bureau of Intornal Revenue.

The Cuarrman. You may procoed, Mr., Manson,

Mr. Max~soN. When we were considering the copper rovaluations,
the statoment was wade that the valuations as fixed by Mr. Graton
were afterwards checked, and many of the discropancies eliminated
before they were applied to the determination of the tax.

In that connection, 1 desire to call attention to the various valua-
tions pluced on the property of two compunies, the Annconda and
the Inspiration.

In the case of the Anaconda Co., the valuation claimed by the
company in its roturn was $184,152,965. The valuation of the
property by Mr. Graton was $132,125 101, According to the oflice
revision of Mr. Graton’s valuation, the valuntion *vas $188,713,192,
and the revaluation by Mr. Grimes i1s $51,865,822.

In the caso of the inspiration Co. - -

The Cuarrman. Just at this point let me ask you what basis the
tax was settled on,

Mr. Manson. The tax wus settled on the basis of the etfice revision
which is about $4,500,000 in excess of the amount claimed.

The Cuamsan. In other words, they ignored Mr. Grimes's vauluas
tion ¢

Mr., Mansox. Mr. Grimes's valuation is the revaluation that has
been ordered to apply to the 1919 and subsequent years' taxes.

The Cuarryvax. So far as the revision is concorned, that being
the one made by My, Grimes, it has boen made to apply in the yoar
1919 and subsequent years ¢

2055
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Mr. Manson. Yes,

The Cuairman. But that is ignored, so far as 1917 and 1918 are
concerned ? )

Mr. MansoN. Yes. In the case of the Inspiration, the value as
claimed by the taxpayer was $62,214,806. The Graton valuation
was $01,654,000. The office revision was 392,134,730, and Mr.
Grimes'’s revaluation was $17,292,074.

The CuairmMan. The same situation applies in this ease as applies
in the Anaconda ease?

* Mr. Manson. Yes,

The CuatrMAN. Is there any information in the records as to why
the office revision was so high?

Mr. Manson. Not that I know of. Do you know about thai,
Mr. Wright?

Mr. Wrient. No: I do not recall that it was. I think in that
memorandum the Chile Copper Co. was also mentioned.

Mr. MansoN. Yes. :

Mr. Wrient. And the office revision on all three of them was
wvery much less. They are now all Anaconda interests. Then,
Mvr. Grimes's vovision is still very greatly less.  There is o difference
of over $100,000,000 I think.

The CuairMAN. The cengineers, in checking these figures, must
have found something there to indicate on what basis, at least, the
buresu did revise those figures.

Mr. MaKsoN. 1t will be rocalled at the time Mr. Graton was on
the stand he testified that hearings had not been granted taxpayers
at the time he made his valuations. and that subsequently hearings
were granted the taxpayers. I assume that the office rovisions were’
based on the results of those hearings.

The CuammmMaN. And there was no stenographic report of what
took place in those hearings?

Mr. Wrignt. Mr. Chairman, these cases have been gone into in
aggregate figures, rather than in detail. The Anaconda case will
be taken up separately as a case in the near future. but we have not
gone into it in detail as yot, on the individual cases.

The CuairManN. When the taxpayer made his return, he set certain
valuations, which counsel has. just referred to. Did he later submit
a bricf changing those valuations to the valuations set by the bureau,
Mr. Wright, do you know? '

Mr. Wriant. I can not tell vou, Mr. Chairman.

Mr. MansoN. Wo will report on the Anaconda casc as an indi-
vidual case.

The CuatrMan. All right; you may proceed.

Mr. MansoN. The matter [ wish to present this morning refers to
tne revaluation of silver mines. Before going into the enginecer’s
report, ) will state that the only difference between the original
valuation and the basis of valuation upon which the metals valua-
tion section now stands, which is charaeteristic of all the valuations
with respect to silver, is a difference of price. The price fixed as the
basis for the original valuations was 65 cents an ounce, while the
price accepted by the metals valuation section is 57.78 cents per
ounce. ‘

Both in the case of silver and copper, the difference in price makes
an entirely disproportionate difference in the depletion allowance.

]
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For instance, in the case of copprr, the difference in price between
that aceepted by the bureau as its basis of revaluation, of 15 cents a
pound, and the price used by Mr. Graton, of 17.41 cents, makes a
vastly greater difference in the value of the metal in the ground than
the proportionate difference in the price, for this reason, that the
entire cost of the plant is deducted from the total expected profit,
and the operating expenses are deducted from the total expected
aggregate veturns for the ore. Thus, the entire difference in the
price is reflected in the valuation of the ore in the ground.

The situation with respect to the silver mines is set forth elearl
in the report of Mr. Wright, the committee’s engineer, from which
shall now read:

The history of the original valuations of silver mines dates back to 1919, and
is identieal with that of copper mines, as outlined iu office memorandum No. 8,

dated January 6, 1925,
Mr. J. C. Dick, entered the natural resources subdivision as a valuation en-

gincer in July, 1919, and was placed in charge of the valuatiyns of lead and
silver properties. Most of the early valuation reports bear his signature.

In December, 1919, Mr. Dick was appointed chief of the metals valuation
section, and in March he was appoinmd head of the natural resourcey subgiivisinn,

One or two only of the original silver valuations were marked *provisional,”
although the same valuation methods were used as were applied by Mr. Graton
in the copper mine valuations.

Hearings were conducted early in 1920 in some of the more important cases,
and the original valuations hecame the basis {ur the determination of tayes for
the vear 1917 and subsequent vears.

The protest by the $t. Louis Lead Co. and the Dse Run Lead Co. in July,
1921, caused the metals valuation section to start un investigation of the original
valuations, particularly as to the prices of siiver. It was found thet, as in the
case of copper, silver had been favored as to the expected average price as com-
pared with the zinc and lead prices used in the early valuations,

A price of 65 cents per ounce was used in the original valuations, while it was
determined by the metals valuation section that such average price should have
been 57.78 cents per ounce,

I might depart from this report at this point to state that there
will be offered as an exhibit a statement showing thoe prices of silver
over a 10-year period, and that the price of 65 cents used as the ox-
pocted price at which the product of these mines would be sold is
a higher price than had been obtained for silver since the month of
September, 1907,

he CrairMan. That did not include, of course, the price that
the Government paid under the Pittman Act, did it? As I under-
stand it, the Government paid as high as a dollar for some silver
under the Pittman Act.

Mr. MansoN. Yes; but these valuations were made as of March
1, 1913.

The CHairMAN. Oh, I see. '

Mr. MaxsoN. And as was brought out in a hearing the other day,
the only factors which could be considered were the conditions exist-
ing up to that date; and I am calling attention now to the fact that
the price used as the expected price for the purpose of figuring the
value of these properties was higher than the silver had bmungt nt
at any timo subsequent to September, 1907.

It 18 also shown by chart which will be intreduced as a part of
this report that the trend of silver prices from 1893 or 1894 was a
constant decline.

The CuairMan. Have you the average price convenient of the
silver from 1906 up to 19132

92019—25%—pr 12—86
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Mr. MansoNn. T have the average price for silver for 10 years.

The Cramyan. What is that?

Mr. Mansox. Prior to March 1, 1913, 57.78 cents, which is the
price used by the bureau under the present administration of the
metals valuation section as the basis for revaluing these mines.

The CHAIRMAN. Do you consider that a fair basis?

Mr. MAnson. I do. If there is anything wrong with that basis
it is in favor of the taxpayer, for the reason that the chart attached
to this report shows the trend of silver prices to be downward from
about 1893 to and after March 1, 1913, and with the natural trend
being downward to use the arithmetical average price for the pre-
ceding 10 years certainly gives the taxpayer all the advantages that
he is entitled to. :

Mr. Harrson. Do you know, as a matter of fact, that the price
since March 1, 1913, has been downward ?

Mr. Maxson. Basing my answer to that question on the graph,
I would say the trend has been downward.

Mr. Harrson. I do not know.

Mr. MansoN. That is, when you take into consideration com-
modity prices to get at the actual value of the silver, the trend has
been downward right up to 1922 ar 1923. There have been some
irregularities, of course, owing to the purchase of silver, under the
Pittman Act.

I will now continue with this report:

The expected average price for lead of 4.35 cents per pound, St. Louis, was
used in the ‘original valuations, while it was determined that 4.469 cents should
have been used. The ratio of the expected average price for silver of 65 cents
per ountce to the 10-year average price of silver, 57.78 cents per ounce, is 112.5
per cent,. ,

The St, Louis Lead Co., having asked for a revision of their valuations based
on the price of 5 cents per pound, on the basis that copper and silver had received
preferential treatment as to price, were informed that errors might have been
made in the determination of copger and silver prices, but ruch an argument
would not have been permitted to be the foundation for other errors. '

The same errors were found on investigation in the silver valuations as occurred
in the copper valuations, although not to such & marked degree, the principal
error being in the expected average price of silver.

The metsls valuation section, as a result of their investigation of the original
valuations, concluded that the copper and silver industries were receiving prefer-
ential treatment, and that a large amount of taxes was being lost by the Govern-
ment. It was developed also that uniform procedure should be adopted for the
analytical valuations of mining property.

On January 7, 1922, a memorandum (see Exhibit'D of Copper Mines Valua-
tion, 1:{. 1635, 1637 of pt. 10 of the record of hearings), way prepared by Mr.
John A. Grimes, chief of the metals valuation section, and forwarded by the
head of the natural resources division, Mr. Fay, to the commissioner, which
included certain recommendations for his eonsideration. Subsequently, other
memoranda were written to him aad various charts and tables submitted, which
placed the entire subjeet in comprehensive shape before the commissioner.

During the summer of 1922 a hearing was held before the Commissioner of
Internal Revenue with representatives of the large copper producers. It ap-
pears, however, that the silver producers were not invited to this hearing, nor
were they given an opportunity of gxpressing their views in connection with the
subject of revaluation of their properties.

On December 11, 1922, the Commissioner of Internal Revenue, D. H. Blair,
with the approval of the Sccretary of the Treasury, A. W. Mellon, authorized
(Exhibit B) the revaluation of copper and silver mines, for the purpose of de-
termining their tax liability for 1919 and subsequent vears, in accordance with
the recommendations of the metals valuation section, ‘

The order for this revaluation was included in the record in connection with
the copper revaluations.

-
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Pursuant to the above order, the metals valuation section proceeded immedi-
ately with the revaluatipn of copper mines.

In connection with the silver properties, however, revaluaticns were delayed
until after the more important copper properties had been completed. An ex-
amination has been made of the files pertaining to silver properties, the results
of which are incorporated in the accompanying tabulation. From the recapitu-
lation of sheet 3 thereof—

This tabulation that J refer to is Exhibit C, which I will offer-—

it will be noticed that from the vecords of the metals valuation sc:tion there are
180 silver producers, of which 85 do not appear to have had tax cases before the
Income Tax Unit, leaving 95 silver producers whose cases are concerned in the
valuation section. Of this number, 54 culy are subject to revaluations, and of
which 11 have been completed.

The following summary is shown for the 54 cases subject to revision:

Of the 11 valuations completed, the original valuations, according to the
Dick valuations, are $37,517,093. The revised valuations made by the metals
valuation section are $23,867,524, a difference of $13,049,469, or a difference of
157.19 per cent. ‘

The property of the remaining 43 companies was valued at $100,431,047,
Applying the same percentage of difference to those companies, the revised valua-
tions would be $63,804,232 a difference of $36,536,815. In other words, if that
same percentage of difference is applied to all 54 companies, that is, to the remain-
ing 43 companies, the original valuations of $137,948,140, would be revised to
$87,761,856, or a difference of $50,186,284.

In order to get at a total figure for reduction in valuations and in additional
tax reflected thereby, it has been necessary to compute and estimate such reduc-
tion, using the same ratio for the 43 cases yet to be revised as is shown in the
11 cases completed.

Agsuming that the estimated revised values for 54 cascs, amounting to
$14,563,976, will be increased 15 per cent in conference, the corrected totals for
estimated revaluations of depletion for the 54 cases is as follows:

Original valuation.. ... ... . il $92, 265, 344
Revaluations. .. .. o e iiimaiaaas 51, 248, 572
Reductionin values. - ... .o iioaan 41, 018, 772

With a tax rate of 1214 per cent on the reduction in vajuation deductions, a
tax of $5,127,096 is indicated for 1919 and subsequent vears. In some cases, it
has been found necessary to revise the invested capital valuations, but it is not
possible to give an estimate of such reductions in total.

It will be noted at this point that that difference in tax is indicated for 1919
and subsequent vears onlv, and does not inelude any excess profit taxes, or war
profit taxes, which would amount to a great deal more than those figures, if
these valuations were made 1o apply for 1918,

The CnairmaN. And 1917, too? .

Mr. Maxsoxn. Yes.

The CuairmMax. Have vou taken any specific case and figured what
it would have been in a specific case?

Mr. Maxsox. We have not as yet.

The Cuarrman. You will do that, will you?

Mr, Maxsox. We will do that. We will present at least one
specific case.

As noted above, 11 out of 54 silver properties had been revalued.
When, on April 11, 1924, the commissioner, with the approval of the
Secretary of the Treasury, rescinded his order of December 11,1922,
as relating to silver mining companies (Ixhibit D).

TrEASURY DEPARTMENT,
Washington, Aprit 11, 192,
Memorandmn for My, Bright:
Attention Mr, Greenidge.

Under date of December 11, 1922, the Seeretary of the Treasury approved an
order of the commissioner to revalue copper mining companies for the purpose
of determining their tax ligbility for 1919 and subsequent vears,  In said order
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.

silver mining compuanies were inadvertently mentioned. In view of the fuct that
numerous hearings were granted to copper mining companies and the silver
mining companies were not notified of auch hearings and had no hearing and that
silver mining was not discussed in the various meetings and it was the intention
ai the time to rovalue only copper mining companies, vou will, therefore, ignore
all reference to silver mining companies to said order.

D. H. Buam, Commissioner,

A. W, MeLLox,
Secretary of the Treesury.

Approvod:

- The metals valuation section has made a careful study and investi-

gation of selling prices of metal, and have adopted the arithmetical
average price method for the 10 years preceding the busic date,
except in the eases of metals for which such an average price is not
availuble, or for which the price trend during the 19-year period is
atrongly and conclusively up or dewn.  Exhibit £, herewith, shows
the computations in arriving &t the future selling price of silver ot
$7.78 ecente per ounce.

When the commissioner’s memorandum of April 11, 1924, which
18 the memorandum rescinding the ordee for the revaluation of the
silver mineg—-—

The CramMan. That order of April 11, 1924, must have been
changed subszquently, if you had some revaluations, must it not?

Mr. MansoN. These valuations were made in the interim. The
order for the revaluation of both copper and silver mines was made,
as will be recalled, in December, 1922,

The Criairvax. Yes; I understand that, but do vou understand
that only these 11 companies are being revalued now?

Mr. Manson. Only those 11 companies have heen revalued.

The Cuamman, Are the other companies being revalued, or are
they not being revalued?

Mr. Manson. As I understand, and as T will show here, the work
has been ordered stopped.

It appears that when the commissioner’s memorandum of April
11, 1924, was received by the metals valuation section, there was
considerable uncertainty as to whether, in fact, this memorandum
constituted the direct order to stop the work of revising the silver
mine revaluations.

[ might say in thet connection that that difference of opinion
arose in this way: :

It was uaderstood by the metals valuation section that no valu-
ation must be put into effect for the purpose of determining tax
until the taxpayer had had a hearing, but it was not understood by
the metals valuation section that the work of revaluing these prop-
erties for the purpose of determining whether or not a revaluation
should be put into effect had been stopped. By reason of that
doubt, an effort was made to go ahead with these revaluations for
the purpose of determining the difference between the valuations as
previously fixed and the valuations as fixed on a proper basis.

A large number of silver mines cases were in the department for
action and it was necessery either (o forward these eases to the andit
Jor the determination of 1919 taxes on the basis of the original
valuations or to proceed with the revision of such valuations.  The
chief of the metals valuation section was unwilling to take the
responsibility of approving the original valuations for tax computa-

Al
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tions and referred the matter to Mr. Greenidge, head of the engineer-
ing division. Mr. Grimes, chief, Mr. Donahoe, assistant chiof, unid
Mr. Graigue, valuation engineer, had » conference with Mr. Greon-
idge shortly after the receipt of the commissioner’s letter of April 11,
1924. These gentlemen took the position that the commissioner’s
letter was indefinite and that the section should receive positive
instructions in the matter of definitely stopping the revaluation of
silver mines.  As a result of this conference, Mr. Greenidge addressed
a memorandum dated . Pril 17, 1924, to the metals valuation sec-

tion as follows (ISxhibit F):
Incomr Tax Unir,
Fsamnesming Division,
April 17, 1924,

Memorandum to Mr, Grimes, chief, metals valuation section, in re revalustion

of silvnr mining companies aud commissioner’s metmorandum, dated April 11,

1924,

The last sentenre of the rommissinner’s memorandum, noted above, states

among other things:
“It was the intention at the time to revalue only copper mining companies.”

This, T take it, is insuflicient instruetion for this division not to revalue sny
metal producing companies other than eopper unless, of course, fraud or gross

error can be elearly demonstrated.
You are therefore direeted not to revalue silver mining companies.
8. M. GREENINGE, :
Head of Division.

This memorandum was taken as a definite order and the work of
revaluing silver mines was abandoned. Subsoquently and on June
18, 1924, Mr. Grimes addressed o memorandum to the commissioner
(Exhibit G) on the subject of silver revaluations. The matter of
silver revaluations was again presented, but in a more specific and
detailed munner, for the consideration of the commissioner. Reasons
weroe presented for such revaluation in order to equalize the treatment.
of taxpayers in the same industry as also between industries. Many
exhibits were attached to this memorandum in proof of the position
taken by the metals valuation section. The commissioner was again
requested to consider the matter and, if possible, to restate his
order as pertaining to silver mines covered by his memorandum of
December 11, 1922. It would appear that this memorandum has
never reached the commissioner, inasmuch as a reply to same has
never been received by the metals valuation seetion. A matter of
such importance would certainly have been given consideration by
the commissioner if the memorandum of June 18, 1924, had been
received. It is learned on inquiry thot the commissioner does not
recall ever having received this memorandum, but a search having
been made, discloses that the memorandum is now in his files, but
lncks the receiving stamp of the office. so that it is impossible to say
when or how it got there.

At this point I desire to call attention——-

The CuairMaN. Just a minute. How long is that letter of Mr.
Grimes which is directed to the commissioner? Is it a long une?
I see you offer it as an exhibit.

Mr. Manson. It is four pages long.

The Cuarrman. We will let it go in as an exhibit, then. ‘

Mr. Mangon. 1t was my intention at this point to call attention
to this letter, Exhibit G, and to call special attention to the fact that

this letter is dated June 18, 1924.
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We are unofficially advised that although the commissioner has
not revoked his letter of April 11, 1924, he has verbally approved
and ordered the metals valuation section to proceed with a revision
of the silver mine valuations, ’

The CHamrMAN. You say you are “unofticially advised?”

Mr. Manson. We were unofficially advised about 10 days ago that
the commissioner verbally instructed the wmetals valuation section to
proceed with the reveluations.

Mr. Grimes is present here, and if the chairman desires to examine
him as to that he may do so.

The Cuamy. N. T would like to ask Mr. Grimes if Le has been
officially notified to revalue the silver mines.

Mr. Grives. I ealled on the commissioner in person about, [
should say, three or four weeks ago, the time getting pretty short
in which we could revalue for 1914, and the compus=sioner assured
me &t that time that we would be given permission to revalue.

I prepared a letter to taxpayers in the mining industry asking for
waivers for 1919, informing them that if waivers were not received
it would be necessary to put a jeopardy sssessment on in the tax
interest of the Government, ﬂn(f that letter was forwarded to the
commissioner’s office and returned, approved by him, with slight
revision, and has now been sent out to all of the taxpayers in the silver
mining industry.

The CHairmaN. So that vou interpret that as an instruction to
proceed with the revaluations?

Mr. GrivMes. The commissioner informed me at the time that he
would give us written instructions.

Tue CHAIRMAN. But he has not done that up to date!? .

Mr. Grimes. No; we have not received them to date.

The CuarrmMaN. Well, are you proceeding, or are you remaining in
status quo?

Mr. Grives. No; we are proceeding.

The CaarrMAaN. Under the oral instructions!?

Mr. GriMes. Yes, sir.

Mr. HarTtsoN. So that nothing further, or nothing in addition,
could be done had the instructions been in writing?

Mr. Grimes. No.

Mr. HarrsoN. To what has been done under the oral instructions?

Mr. Grmmes. No. .

Mr. Grecg. One more question, if I may be permitted, Mr.
Chairman:

Did not this letter which you prepared and sent to the different
silver mining companies contain a statement that a revaluation of
their properties was contemplated ?

Mr. Grives. Yes; under the order of December 11, 1922,

Mr. GreGe. In other words, this letter was recently approved by
the commissioner, about 10 days ago, asking for waivers for 1919, and
astating that the rovaluation of their properties was under consider-
ation?

Mr. GriMEs. It stated that it had beea ordered on December 11,
1922, ’

Mr. Greea. Was the approval of that by the commissioner
sufficient to justify vou in gomng ahead with the revaluations as you
have been? :

“»
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Mr. GriMEes. Yes; we have boen going right ahead with them.
There has been no delay on that point,

The Cuatrman. Well, what happened between June, 1924, and the
time three or four weeks ago that you mentioned? Did you coutinue
tho revaluations during that period ¢

Mr. Grimes. No, sir.

The CHarrmMaN. I think that is what Mr. Gregg is wrong on. Mr,
Grogg gave me the impression that there was no let-up.

r. Greso. 1 did not mean that.

The Cuarrmax. Between the time of that letter to the commis-
gioner in the matter of the revaluations——-

Mr. Greaa. [ did not mean to give that impression. Perhaps
I did not make myself clear.

The point I wanted to bring out was that this letter of some two
or three weoks ago, which was approved by the commissioner, asking
the silver companies for waivers, stuted that a revaluation of the
silver companies for waivers, stated that a revaluation of the silver
industry was contemplated, and was sufficient to justify Mr. Grimes
in doing what he has done since that dete in revaluing the silver
properties. , A

he CuairMan. Do you know, Mr. Gregg, what happensd between
June, 1924, and this recent date, concerning the revaluation of the
silver mines? :

Mr. Greae. No, sir; except what Mr. Grimes has just said, that
nothing was done. He held it in abeyance pending action by the
commissioner.

The CuamrMAN. Do you know what hocame of your letter, Mr.
Grimes, that was written in June, 19247

Mr. Grives. I know nothing about it from the time it left my
hands. I took some time in preparing that letter, something like
six weeks, or maybe two months, after we got the commissioner’s
letter of April 11, 1924, and as soon as I could get the letter prepared,
with the exhibits to go with it, I took it to Mr. Greenidge’s office to
deliver it to him. I had his assurance that it would be forwarded to
his superior officer. Mr. Greenidge was not in his office at. the time.
I left the letter with Mr. Greenidge’s assistant. 1 was leaving on
field work either that day or the next, I believe, or, at any rato, within
two or three days. I left it with Mr. Griggs. in Mr. Greenidge’s
office. That was the last I ever heard of it.

The CuamMaN. Is it the custom or the rule that communications
addressed to the commissioner should pass through your chief first?

Mr. Grimes. Yes, sir, E

The CuatrmaN, Is Mr. Greenidge here?

Mr. GREENIDGE. Yes, sir.

The CuairMaN. Do you know what bhecame of that letter, Mr
Greenidge, that was left in vour office in June, 1924 ¢ .

Mr. GREENIDGE. I took it personally to Mr. Bright's office. We
discussed it, and Mr. Bright and I personally took it to the com-
missoner’s office, and we discussed it there. ,

The Cuamman. About what time was that, would you say? .

Mr. GREENIDGE. A matter of a few days only after that. .

The CrarMan. Does that account for the fact that there is no
receiving stamp on the letter in the files?

Al
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Mr. Greenmce. Undoubtedly, because the letter, and I think the
copies, was roturned by the commissioner to Mr. Bright and myself,
along with a number of other communicentions on the silver-revalun-
tion subject.

The CuatrmaN. When were they returned?

Mr. GreeniGe. I think at the time wo discussed it with the
commissioner. If not at that meeting, it was at a subsequont meeting.

The Cuairman. How do vou account for the time that has elapsed
%mgwcun then and the more reeent date that Mr. Grimes has referred

0

Mr. Greenenar, That is necounted for, Mr. Chairman, by the fuet
that during the discussion of the silver-revaluation mattor, I prepared
a. proposed order for ine commissioner’s signature deferring tho re-
valuation of silver-mining companies, I think, until the end of the
venr 1921-and I am speaking from memory now, but [ think that
was the your--und the proposed letter L had prepared for the com-
missioner’s signature received Mr. Grimes's approval, and when Mr.
Bright and I talked it over with the commissionor, as I recall it now,
the decision arrived at at that time was that if the revaluation of the
silver mines was not necessary for immediate taxes, we would defer
it until we could get some of the work which was piled up on us he-
hind us, and give the matter such consideration as it merited at a
later date. T have a distinet recolleetion of having discussed it with
Mr. Bright, and an equally distinet one of having communicated
that to Mr. Grimes, but he seems to have no recolleetion on that,
as he stated.

The CoarmaN. So that we are to understand that along in June,
1924, there was a tentative agreement to revaluo the silver proper-
ties, and that the matter was allowed to romain in status quo from
June, 1024, to February, 1925, because of the volume of nt,-l[l(‘r work
which you had to do. Is that a correct understanding ¢ ,

Mr. Greenibge. No; not entirely on account of the volume of
other work, Mr. Chairman, but largely oun account of the fuct that
tho revaluations to commence at a luter date had received Mr.
Grimes’s approval.

The Cuarrman. In other words, then, you were to leave out the
years 1919 and 1920, and start with 1901 and take in the subsequent
years; is that the ideat

Mr. GreenNipge. 1 think it was, sir.  That memorgndum is in the
file, and wo can definitely fix that date. My memory is that it was
at the end of the year 1921,

The CuairMaN. Just why did you reach the conclusion in the cop-
per cases to reach 1919 and subsoquent yoars, and in the silver cases
to use 1922 and subscquent years!

Mr. GreeNIDGE. As regards the copper end of it, sir, I do not
think I can answer you, but as regards the silver end of it, I can.
Because there were a namber of clements in connection with the silver
revaluation that did not necessarily appear in the copper. The
principal one, and I think the one on which the whole question turns,
is the amount of assessable tax because of the silver vevaluation and
because of the amount of refunds that will result from the raising
of the lead price, which practically counterbalance each other.
believe I am correct in that, am X not, Mr. Grimes ¢

Mr. GrimEes. I think so. -
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The Cuamrmax. Do I understand from that, then, that the same
corporate interests own the lead and the silver?

Mr. GreeNmee. No,sir: thevdonot.  The lead minos of Missour,
Kunsas, and Oklnhomn produce very little silver. but someo of the
silver-producing mines do carry lead. of courre, such as the Coeur
d’Alens and some in Utah.

The Cuareyman. “hen, as I undemstand it, when you referred to
the lead and the silver counterbalancing ench other, the result of
that would bhe that the lead people would be penalizod, and the silver
mines would reeeive ('mmith'nﬂ)[‘o of an advantage?

Mr. Greexipce. No, sir. The lead producers would receive re-
fund-, a5 T understand it.

The Crarmsan. But vou were not proceedine, as | understand i,
with the tend companies on the refund feature.

Mr. Gerextoce. Not 1 do not know that | would place that con-
struction on it exnctly. It would be a counterbalancing feature on
the part of the Government, and a very large portion of this money
which would be refunded would al:o be alssossng)iv and the penalizing
of it, if any did come, would come to those companies that did not
{wmlum any silver: but with a vevaluation of themn all, there would
e no penalizing.

The Coamman. But a peculiar situation, as it appear: to the
chairman, is that you should counterbalance, from the Government'’s
point. of view, one industry with another industry, regardiess of the
merits in the situation as applied to either industry.

Mr. GrerNinge. When you come to look at it in a large way, Mr.
Chairman, vou may take this view, I think, that the revaluation of
all the silver producing mines, and the resetting up of their books on
this new basis is not a small task., It will be an expensive one. A
very considerable sum of money will be expended, and energy, and
in addition to that, there will be ?ittlo assessuble tax as a result thercof.

The Cuatryvan. Well, T understand that, but I am still in a quan-
dury to know why vou held up the lead industry’s refunds, to which
you say they would be entitled if a proper basis of valuation was
used?

M. Greexar. That is the same basis of valuation?

The CnateMax. Yes: because of the fact that yvou did not want to
tuckle the revaluation of the silver mines, on account of its being so
large a task.

Mr. Greenicr. Well, it is not a small task, Mr. Chairman.

Mr. Harrson. Mr. Greenidge-—if T may interrupt, Mrv. Chair-
man - are you =tating vour personal views ss to this, or are you at-
tempting to outline the views of the commissioner, when you speak
about the offsctting of the silver tax against the lead tax?

Mr. Greentar. Noj I am not cither expressing my personal views
or the ideas of the commissioner on the matter. I am simply tians-
ferring to you gentlemen the various points that were discussed at
those meetings that we had concerning the silver revaluation.

The Cuamrman. So vou did discuss this at those hearings or con-
ferences; that is, the question of offsetting the lead refunds with
additional assessments to silver?

Mr. Greentwae.  Oh, yes, sir.  That has been, at least as far as
I can remember, hefore us all the time.
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Mr. HartsoN. Conceding that it was discussed, Mr. Greenidge,
you do not mean to say—and I want to get this squarely before the
chairman and the committee—--you do not sean to say that it was
on such a proposition that the commissioner delayed revaluing the
silver properties, and that that was his reason for withholding action
during the period from April, 1924, until February, 19253

Mr. GReeNmGE. No; I do not say that was the only reason.

Mr. MansoN. What was your recormmendation to the coinmis-
sioner, Mr. Greenidge, with respect to taking the action recommended
by Mr. Grimes?

Mr. GreeNmGE. My recommendation was that the revaluations
take effect as of the date that has been agreed on by Mr. Grimes, |
think, as I said before, the 1st of January, 1922,

Mr. Maxso~. Mr. Grimes had refrained from approving these val-
uations for taxes for 1919, had he not!?

Mr. GreeNIBGE. No: [ do not think so.

Mr. Manson. Wasn’t that what brought this matter to a head?

Mr. GrReeNDGE. His refraining from approving them for 1919

Mr. Manson. Yes.

The Cuairman. Mr. Grimes is here, and I think he can answer for
himself.

Mr. GReeNIDGE. He could answer that. I could not.

Mr. Grece. May I throw a little additional light on that? I have
been tryving to think when I discussed with the commissioner this
matter of the revaluation of silver. It was never done at any formal
conference. It was done in the most casual manner. I had a great
deal to do with the original order revaluing the copper, and I suppose
that is the reason that he brought it up with me. These points weré
brought out and this may be responsible for the delay in that period.

In tho silver industry a great deal of silver is produced—probably
my terminology is not correct—as a by-product. The mines are not
primarily silver mines. The question arose as to the extent to which
we should go in revaluing the silver, in view of those conditions, It
secmed rather obvious that we should not go to the work of revaluing
of the silver when it was just a by-product of very minor importance,
and some definite rule or policy had to be laid down as to the ques-
tion of revaluation. The original order made the revalnation apply
to the vears 1919 and subscquent vears, as it did in the case of
copper. I never discussed with the commissioner the matter of
the vears to which it should be applied, but in my own mind it was
the same years, 1219 and subsequent vears; but there was this ques-
tion of the extent to which we should go, and 1 think it did really
deserve careful consideration.  We never came to anv conclusion on
it, and nothing was ever dene, although we discussed it.  Since it
was not a pressing matter, we did not take any definite action with
reference to the silver industry, though, of course, as you know,
action was taken to got in 1919 prior to the runping of the statute.

The CHAIRMAN. You may proceed, Mr. Manson.

Mr. Maxson. I would like to ask Mr. Grimes this question: In
making the revaluation of copper mines, where silver was & by-
product of a copper mine, what price did you use!?

Mr. GriMEs. 37.78 cents.

Mr. MaxsoN. In other words, in connection with the copper-mine
valuations, you valued silver deposits on the basis of the revalua
tion that you proposed to make for the silver mines?




INVESTIGATION OF BUREAU OF INTERNAL REVENUE 2065

Mr. Grimes. Yes.
Mr. MansoN. So that if the original valuations were permitted
to stand for 1919 and subsequent years, the copper producers would
receive a valuation for silver on the basis of 57.78 cents, and the other
silver producers would receive a valuation on the basis of 65 cents.
My, Grimes. Yes, sir
Mr. Greaa. May I make the point there, Mr. Chairman, that the
bureau has taken no action limiting the revaluation of silver to 1921
and subsequent years. As a matter of fact, the indication is, from
the letter of Mr. Grimes, approved by Mr. Blair, that the revalua-
tion, if applied, will go back to 1919, because it was with reference to
1919 that Mr. Grimes's letter applied. Is not that correct, Mr.
Grimes ¢
Mr. Graves, The onginal mstructions of the commissioner, of
December 11, 1922, have never been ehanged with respect to copper
revaluations,
My, Grece. I was speaking of silver.  If 1 said copper, 1 meant
silver.
Mr. Grimes. The silver revaluation is being applied for 1919 and
subsequent years.
Mr. Grece. I just wanted to bring that out.
The Cuammman. All right, Mr. Manson.
Mr. Maxson. Did you ever agree to the proposition that that
silver revaluation should only be applied to 1921 and subsequent
ears ! .
! Mr. Grimes. I had no objection to the commissioner fixing any
veur for the revaluation that he thought was proper. The silver
production is, we will say, 25 or 30 per cent as a by-product from
copper ores, and about the same proportion as a by-product from lead
production. The balance is somewhat in the same proportion as
the silver produced with gold. Sometimes the silver predominates
and sometimes the gold, and neither of them could be mined sepa-
ratelv. Those industries, the gold-silver, the lead-silver, and the
copper-silver industries, comprise probably 90 per cent of the total

roduction, the other 10 per cent being about equally divided as

etween the by-product of zinc-ore production and the production
of silver only, where the silver value in the ore would yield & profit
without any other metals being present. About 30 per cent of the
silver was revalued with the copper. About another 30 per cent is
produced with lead, and the same rule of time and the 10-year
average price for lead and silver would nearly balance in that 30
per cent.  Of course, what was taken away from the price of the
silver would be made up in the price of the lead; so that the silver
revaluation instructions of April 11, 1924, only applied to about
40 per cent of the silver production.

'l“lw Coamyan. Let me ask you this: What suggested the idea of
revaluing the silver mines from the end of 1921, as Mr. Greenidge
has stated, and subsequent years, instead of going back and using
1919, as vou did in the copper cases?

Mr. Grives. 1 think a number of silver producers made very
strenuous protest that they had not been granted o hearing.  There
was considerable doubt as to the legality of the commissioner’s order
to revise the silver-mine valuations unless the silver producers had
been given a hearing.
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.

The CuairMan. Oh, yes; I understand that, but what I mean is
as to the change of the dates. [ understand the doubt on that ques-
tion, but I do not understand why in one case it was suggested that
you take the end of 1921 in the silver cases when you had adopted
as far back as 1919 for the copper cases.

Mr. Grimes. I think that was mainly on the ground that the
people who were protesting most strongly would agree to the reval-
uation if they di«f not have to change their books and the distribu-
tion of dividends to stockholders.  You see, the depletion dividends
are tax-free deductions to taxpayers. That would involve the sudit
not only of the silver mining companies alone. but a reaudit of the
!mrsnnn,l returns of stockholders on the tax-free deductions that had

een distributed in depletion dividends.

The Ciatryan, Then, the principal reason for that consideration
wus the protest of the taxpayer?

M. Gurmes. Yes.

The Cuarrvan, Go ahead, Mr. Manson.

Mr. Grives. 1 think the order should be put into effect with as
little disturbanco as possible.  You have, perhaps, 60 or 70 copper
companies having 100,000 or 150,000 stockholders, and there was a
distribution of (repl(etimx dividends made on the basis of a prior
settloment of the valuation questions with the Government, or an
apparent settlement, and to disturb that would disturb not only
those 60 or 70 copper companies, or the 60 or 70 silver companies,
but a very large number of individual returns.

The Cuarrman. I understand. You may proceed, Mr. Manson.

Mr. Manson. There is one other thing that I would like to be
clear on. That is that if the revaluation of copper mines already
ordered is carried into effect in determining the tax of the copper
companies for 1919 and subsequent years, about 30 per cent of the
silver production will be taxed on the basis of the new valustion for
silver, while the balance of it will not. Is that correct?

Mr. GRIMES. Yes, sir; 30 per cent would probably make very little
difference.

Mr. HartsoN. That is assuming, Mr. Manson—and I think your
question did not make that assumption —that no subsequent reval-
uation was made of the balance of the silver properties.

Mr. Manson. Yos.

The CuameMaN. Yes; I understand that.

Mr. HarTtson. Yes. I knew Mr. Manson intended to convey that
idea, but his question did not include that.

Mr. MaNsON. Yes. ‘

The Cuairman. All right, Mr. Manson.

Mr. MansoN. That is all I care to present in connection with that.

The Cuaryan. Have you covered the silvor situation completely?

Mr. MansoN. Yes; I have.

Mr. Greaca. We have one matter that we would like to state in the
record, Mr. Chairman.

. You asked the bureau whether it intended to revalue copper mines
for 1917 and 1918, or just for 1919 and subsequent years, when the
copper situation was under consideration by the committee.
he CHAIRMAN. Yes; but I thought I got an answer in the hoaring
before the Finance Committee.
Mr. GreGG. Yes, sir; but I wanted it in this record, too,
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The Cuamryan. All right; you may proceed.

Mr. Greca. Before answering it 1 shall again review a little of the
history of the copper valuations,

As you know, i 1919 the copper companies’ returns had never
beon audited.  The taxes had been paid on the basis of the valua-
tions determined by the copper companies and shown on their returns.
At that time it was thought that a great deal of additional tax was
due from the copper companies, and as a necessary step in making
the audit to get that additional tax--and the Government was badly
in need of revenue at that time - Mr. Graton was brought in to value
the copper mines.  His experience in copper matters was brought out
in his testimony before the committee.  He was secured because it
was thought that he was the most competent person to valuo the
copper properties that we could get.

Hu made his valuations, us he pointed out, on the basis of the data
which he found had been submitted by the taxpayers.  He did not
eall the taxpayers in for hearings or consult with them in making his
valuations,  He valued the majority of the copper industry and
murked his valuations ¢ provisional.”

Subsequently he resigned, and those who took over his duties held
these conferences with the taxpayers, and final valuations were made
on the copper propertics. The taxpayers were notified that they
were final, and they were agreed upon between the representatives
of the taxpayers and the representatives of the Government.

Subsequently, in 1922, Mr. Grimes called attention to what he con-
sidered errors in those valuations. The matter was then put up to
the commissioner as to whether he wanted to revalue the properties
of the different copper companies.  Before making any decision he
had his assistant commissioner, who at that time was Mr. C. P. Smith,
hold conferences at which representatives of the copper companies
stated their views and their position and Mr. Grimes stated his.

The Cuarrvan. Mr. Grimes has appeered to be a very valuable
agent of the Government, has he not ?

Mr. Greaa. Yes, sir; he certainly has.

After those hearings it was concluded that the valuations that had
been placed originahy upon the copper companies were excessive.
The situation, however, was this: Those valuations had been made
by competent mining engineers and had been approved by the assist-
ant commissioner at the time they were made, Mr. Callan, and by
the commissioner, Mr. Roper.  The differences which were subse-
quently developed between Mr. Grimes and Mr. Graton, with refer-
ence to those valuations, were primarily differences of judgment.

At the time that this matter eame up for decision- -

The Cuamyan. Just a minute there. Do vou mind my inter-
rupting you!?

E\ir. Greaa. No, sir,

The Cnaigrman. You say  the valuations were  differences in
judgment?

Mr. Grraa. 1 said they were primarily differences in judgment.

The Cnarrman, It is fortunate that there is always something
subsequent to a prima facie case, isn’t it?

Mr. Greca. T think the big differences were differences in judg-
ment. I think Mr. Graton brought that out, and think Mr. Grimes
will agree with that.
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The Cuairman. If that is true, how do you account for the great
variation between the copper companies’ own valuations, the burean’s
valuations, as arrived at by Mr. Graton, and the subsequent valua-
tions as arrivid at by Mr. Grimes¢ '

Mr. GreaG. There were big differences in all three of the valua-
tions. There were threo di&erences in judgment, the difference
between the judgment of Mr. Graton, the judgment of the engincers
for the companies, and the judgment of Mr. Grimos.

The CHairMAN. You do not want the chairman to understand,
though, that these judgments were not biased by motives?

*Mr, Greaae. Oh, I think the copper companies, probably in some
cases, but not in all, put a fairly high value on their properties.

The situation, as it was presented to the commissioner, was this:
The taxpayers’ cases for 1917 had been finally closed, and in n great
many instances they had been finally closed for 1618, Thev had
been closed by competent mon, men who were fully advised us to the
facts, and honestly, and I think intelligently decided.

The CralrvMaN. Are we to understand that you think that Mr.
Graton’s valuations were intelligent valuations?

Mr. GreGo. I think Mr. Graton is a very intelligent mining
engineer, and very familiar with the copper industry.

he CuairMAN. I am not disputing that; but I asked you if you
thought the copper valuations are intelligent valuations?

Mr. Gredo. &es, sir. 1 do not think it was a coerrect valuation.
I considered the question personally when it was up. and I thought
we should revalue, after going into it myself personally, but I do not
mean to say that Mr. Graton’s valuations were mathematically
wrong. I just thought that he had made mistakes in judgment.

The copper industry at the time that this question arose was in a
bad position. We all know what the copper industry went through
in 1920 and 1921. They made very strong representations that the
assessment of these big additional taxes for prior years would put a

eat many of them into bankruptey. It certainly would have

nancially embarrassed a large number of them.

So we had a situation where we differed, in a matter of judgment.
from honest, intelligent predecessors, who had considered the same
question.

The CuarrMAN. You will remember that, at the hearing before the
finance committee, I made the statement that- the great power in
the hands of the commissioner made it possible for him to break
industries, and Senator Smoot asked me in what respect the com-
missioner could break an industry or a concern. I di«Fnut have the
details of this Atlantic, Gulf & West Indies case and these other cases
in mind at the time, but the developments here since the hearing
before the finance committee do indicate the great power of the
commissioner to break or make an industry, do they not¢

Mr. Grece. I think probably Senator Smoot, in questioning that,
did not have in mind the excess profits tax.  He was probably think-
ing of the income tax on corporations. He knew about the excess
profits tax. There is no question but what the commissioner has
tremendous power. He could, in many instances, break an individual
concern, and in some instances even an industry, by taking arbitrary
and unjustifiable action.
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As I say, these valuations have been made by competent, intelli-
gent, honest predecessors, and the taxpayers had been advised that
bhg{y were final for 1917, and in a good many casos for 1918,

he copper industry was in a bad financial position. The assess-
ment of this large additional tax for prior years would have crippled
the industry badly; so what the commissioner decided to do, and
his action was approved by the secretary, was to leave the valuations
for the years which had been closed in whole or in part, 1917 and
1918, closed, and to revalue for 1919 and subsequent years.

That assured a fair excess profits tax from the copper companies,
because they paid a fair excess proiits tax, even on the excessive
valuations for 1917 and 1918, and would also get an excess profits
tax for 1919 and 1920, and if any of them were liable, for 1921, and
would insure a fair tax in the future from the industry. But it was
decided not to go buck and recpen 1917 and 1918,

The bureau intends to adhere to that position, tuken in the order

.of the commissioner of December, 1922,

Mr. Maxson. Mr. Chairman, I would like to make a statement
in that connection.

The CuammaN. Yes, Mr. Manson.

Mr. MansoN. I would like to call the committee’s attention to
several factors, as to whether or not the differences in these valuations
alll'e matters of judgment or the competence of the men who made
them.

It will be recalled, in response to questions of mine, Mr. Graton
testified that prior to making these valuations he had had no ex-
perience as a valuation engineer. He also testified that he had had
no experience as an operating mining engineer. 1 question the
competence of a man a3 an expert to value these copper mines, who
had had no experience, either as an operating or as an appraisal
engineer.

s to the matter of judgment, it will be recalled that the basic
ﬁrice adopted by Mr. Graton was in excess of the basic price claimed

y the companies.

Mr. Grece. May 1 interrupt?

Mr. MansoN. That might be a matter of judgment.

It will be recalled that Mr. Graton admitted that if the life of a
mine exceeded the life of its equipment, the additional plant re-
quired to operate the mine to the end of its anticipated life should
be deducted from the anticipated profits of the property. That
might be a question of judgment; but there was no difference of
judgment between Mr. Graton and Mr. Grimes upon that point.
Therefore, there is no difference in judgment.

It has been shown in the record that Mr. Graton made errors in
his valuation, in some ivstances by estimating the life of mines at
a number of yvears which would exceed the estimated life of the
equipment, and he made no provision for the additional equipment
necessary to run the mine to the end of its estimated life. 1t will
be remembered that Mr. Grimes conceded that in many instances,
and. as ¢ rule, the further you go into u mine, the lower will be the
grade of the ore, and that fact must be taken into consideration in
making a valuation.

Therefore, there was no difference of judement as hetween Mr.
Graton and Mr. Grimes upon that question.
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It has been shown, however, in the record, that in some instances
Mzr. Graton overlooked what he admitted in the record here it was
his judgment should have heen considered.  In other instances, Mr.
Grimes admitted that whero it was anticipated that a higher per-
centage of recovery of ore would be made that the past experience
had been shown, that an additional expense element and equipment
element was necessary to be considered in order to take care of that
higher percentage of recovery.

)1t has heen shown in the record that, while there is no difference of
judgment between Mr. Graton and Mr. Grimes as to the necessity
of providing for that additional element of expense. in the cuse of
some of these valuations Mr, Graton has absolutely overlooked it.

What Mr. Geaton saic was this: On the one hand. he testitied

that he had added about one cent to the anticipated operating ex-
wenses to take eare of the higher operating expenses in the future,
ilo afterwards stated that he had added something to the priee of the
copper over and above what the companies had elaimed, and in,
response to a question of mine he admitted that the addition to the
price of copper was the same addition that he had made as being the
anticipated increase in operating expenses.

So that while he provided a factor of safety to take eare of antici-
pated additional operating expenses, he then took it wav, he nullified
it, in the shape of an addition to the price of copper.  Therefore, the
result is that if he was right in anticipating an increase in operating
expenses —a thing which he undoubtedly should have done -the
increase in the price of copper over what the companies claimed was
an actual inevease in profit to them.

The Cuamyas. 1 do not think the committee will have any
difficulty in arriving at the truth on the question of the comparative
intelligence used in the two methods used in the appraisal or the
results obtained.

Mr. Greaa. May | ask just one question?

The Cisinyman. Yes,

Mr. Geraa. Do you think that beeause the taxpayer eluimed, for
example, a futare value of copper of 16 cents, if, in the bureauw’s judg-
ment, the future value should b 17 cents, we should not increase the
value?

Mr, Maxson, ©assume that the copper industry, as a whole would
be most competent to determine what they counld naturally expect,
and I assw .e that they would ask for all that they felt they were
entitled to.

Mr. Grege. Well, that is an assumption.  There is no use of our
having a joint debate here over the merits of Mr. Graton and Mr.
Grimes, Mr. Chairman. 1 have said that I, myself, took part in
the confecences, where it was decided to reopen for 1919 and sub-
sequent years.

The Cuaryax. In doing that, in substance, at least, you agreed
that Mr. Grimes’ method was more sound than that of Mr. Graton!?

Mr. Gueca. [ agreed that Mr. Grimes' valuations were more
nearly correct than Mr. Graton's, ves, sir.

The CuamrmaN. Yes.

' Mr. GreaG. Yes; but 1 think Mr. Grimes will admit that he has
bad the benelit of many years of experience on the part of the Bureau
on these questions,

-
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There ure o couple of points that Mr. Manson made, and I want
to bring it out. In the first place he aaid it was the difference in
judgment, possibly—-—-

1e Ciuateman. Oh, T understood him to say that there was no
difference in judgment.

Mr. Greog. He said there might possibly be a difference in judg-
ment in the fact that in some cases Mr. Graton increased the valua-
tion placed by the copper companies on their own properties.

Mr. Mansox. No; 1 did not make that statement.

Mr. Grraa. That was the first statement you made. May 1 ask
the reporter to read Mr. Manson’s statement, so that 1 will be
clear as to what he did say?

Mr. Mansox, Well, T ean add that statement now so that we will
not have any dispute abont it.

The Cuarmrman. Let us see what the vecord says about it.

Mr. Grece. Wiil vou read that statement of Mz, Manson’s.

(The reporter read as follows:)

Me. Mansen. T would like to call the comniitee’s attention to several factors,
as to whether or not the differences in these valuations are matters of judgment
of the competence of the men who made them,

It will be recalled, in response to questions of mine, Mr. Graton testified that
prior to making these valuations he had had no experience as a valuation engi-
neer. He also testified that he had had no experience as an operating mining
engineer. I question the competence of o man as an expert to value these
copper mines, who had no experience either as an operating or as an appraisal
engineer.

3 to the matter of judgment, it will be recalled that the basic price adopted
by Mr. Graton was in excess of the basic price elaimed by the companies.

That might be a matter of judgment.

Mr. Grede. That will be sufficient.

Do you mean by price the price of copper, Mr. Manson?

Mr. Maxson. Yes, certainly; the basic price of copper.

Mr. Grece. You added later, when vou came to it, that although
he added 134 cents to the expense, Mr, Graton testified, te the anti-
cipated cost of production, he then took that off by adding it to the
price of copper.

Mr. Maxsox. By adding it to the price of copper.

Mr. Grrca. [ remember very distinetly what that was, and I think
what Mr. Graton made very clear was this, that he added 134 cents
to the expense of production to take care of any future rise.  He said
he thought that was very high.  Then, in speaking of the price of
copper, he did not state that he had put 134 cents onto the price of
copper, higher than what he thought was right, to counterbalance
that item. ITe said that oven if his price was in excess of the price
set by the industry itself, the difference was more than offset by what
he had added to the cost of the production.  He set the price of copper,
and he so stated, at what he thought the average price should be,
but he did not state that he determined what he thought the price
in the future of copper would be, and then added 134 cents to it.

But, as | say, T do not think there is anv need of our entering into a
joint debate as to that, T admit that T do not know enough about it.

However, as to one point, as to Mr. Graton’s competence, I have
speken to Doctor Adams, since Mr. Graton testified, about the con-
ditions under which Mr. Graton was emploved. Doctor Adams was
in the bureau and held a very high position at the time. He was con-
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sulted, and they went over the people available, the people they
thought they might possibly secure, to come down here and make
these valuations.  They knew that there were mining engineers more
fumiliar with copper valuations than Mr. Graton was, that there
were mining engineers that were better knowa nationatly, who had
greator reputations, but they decided that the best man they had any
chance of securing to come down here, considering whut they had to
offer as inducement, was Mr. Graton. That was the reason ho was
employed.

There is no use in debating it any further. [ have made a state-
raent of our position on the copper revaluations, and I think the points
really narrow down to a difference in judement.

- The CpairMaN. The committee has u right to assume from the
testimony today that due diligence has been exercised to revalue the
silver mines ¢

Mr. Grega. Absolutely; yes, sir.

Mr. Manson. T wish to formally introduce us a part of this record
the exhibits accompanying the report of Mr. Wright, the investigating
engineer for the committee. | '

{The exhibits submitted by Mr. Manson are as follows:)

Exusir A
Frenuany 24, 1925,

Mr, L. C. Maason, counsel, Senate Committee for Investigating Burcau of
Internal Revenue.

Office Report No. 20.

Subject: Silver mines revaluations.

NTRODUCTION

The history of the original valuations of silver mines dates back to 14
is identical with that of the copper mines as outlined in office memorandum No. 8,
dated January 6, 1925.  Mr. J. C. Dick entered the natural resources suhdivision
a8 & valuation engineer in July, 1919, and was placed in charge of the valuation of
lead and silver properties.  Most of the early valuation reports bear his signature.
In Docember, 1919, Mr. Dick was sppointed chief of the metals valuation seetion
end in March he was appointed head of the natural resources subdivigion, One
or two only of the original silver valuations were marked “ provisional” slthough
the same valuastion methods were used as were employed by Mr, Graton in the
copper min2 valuations. Hearings were conducted early in 1920 in some of the
more impertant cases, and the original valuations became the basis for the deter-
mination of taxes for the year 1917 and subsequent vears.

PROTEST BY LEaD INDUSTRY

The protest by the St. Louis Lead Co. and the Doe Run Lead Co. in July, 1921,
caused the metals valuation section to start an investigation of the original valua-
tious, particularly as to the prices of silver. It was found that, as in the case of
copper, silver had been favored as to the expected average price as compared with
the zine and lead prices used in the early valuations,

A price of 65 cents per ounce was used in the original valuations, while it was
determined by the metals valuation sections that such average price should have
been 57.78 cents per cunce. The expected average price for lead of 4.35 conts
per peund St. Louis was used in the original valuations while it was determined
that 4.469 cents should have been used.  The ratio of the expected average price
for silver of 65 cents per ounce to the 10-year average price of silver, 58.78 cents
per ounce, is 112.50 per cont.  Applyving this percendage of 112.50 per cent for
gilver to tim 10 year average price for lend of 4,169 cents per pound would give
an expected average price of 5.028 cents per pound,

The St. Joseph Lead Co. having asked for a revision of their valuations hased
on & price of § cents per pound, on the basis that cuf)pcr and silver had received
preferential treatment as to price were informed that errors might have been
made in the determination u% coppier and ailver prices, but suel an argnment
would not have been permitted to be the toandation for other ervors.
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BRRORS IN VALUACION

The same errors were found on investigation in the silver valuations as occurred
in the copper valuations, although not to such a marked degree, the principal
error being in the expected average price of silver.

RECOMMENDATION TO THE COMMISSIONER

Metals valuation gection, as a vesult of their investigalion of the original
valuations, concluded that the copper and silver industries were receiving pref-
erential treatment and that o large amount of tax was being lost by the Govern-
ment, It was developed also that uniform procedure should be adopted for the
aualytical valuations of mining property.

On January 7, 1922, a memorandum (see Kxhibit D of copper mines valuation,
pp. 16351637 of No. 10 of the record of hearings) was prepared by Mr. J. A,
Grimes, chief of the metals valuation section, un(f furwar(‘cd by the head ot the
natural resources division, Mr. Fay, to the commissioner, which included certain
recotnmendations for his cousideration; subsequently other memoranda wery
written to him and various charts and tables submitted which placed the entire
subject in comprehensive shape before the commissioner.  During the suinmer
of 1922 a hearing was held before the Commissioner of Internal Revenue with
representatives of the large copper producers. It appenars, however, that the
silver producers were not invited to this hearing, nor were they given an oppor-
tunity of expressing their views in connection with the subjeet of revaluation of
their properties.

COMMISSIONER'S REVALUATION ORDER

On December 11, 1922, the Coramissioner of Internal Revenue, D, H. Blair
with the approval of the Secretary of the Treasury, A. W. Mellon, authorized
(Exhibit B) the revaluation of copper and silver mines for the purpose of deter-
mining their tax liability for 1919 und subsequent vears in accordance with the
recommendations of the metals valuation section.

DrcEmBER 11, 1922,
Memorandum for Deputy Commniissioner Batson
(Atention Mr, Fay, head natural resources division.)

Reference is made to the memorandum prepared by Mr. Grimes to the come
missioner, dated January 7, to Mr. Fay's memorandum to you, dated February
7, to vour memoranduin to Mr. Iay, dated February 16, and to the various
memoranda regarding the tax linbility of copper companies for 1917 and subse-
quent vears.,

ull consideration has been given to the question, and it {s concluded that for
1919 and sunsequent yvears the valuation of the ore bodies of copper mines should
be revised.  The price of approximately 15 cents a pound, recommended by the
natural resources division, and the 10 per cent interest rate, are approved for
the purpose of discounting to the present worth, The Incoms Tax Unit is
authorized and instructed immediately to procced to the revalnation of the
copper and silver mining eompanies for the purpose of determining their tax
linhility for 1919 and subsequent years in accordance with the recommendation
heretofore made by it,

D. I. Brawm,

Commiassioner of Internal Revenue,

A, W, MeLroy,
Secretary of the Treasury.

Approved:

SILVER MINES REVALUATION

Pursuant to the above order, the metals valuation section proceeded immedi-
atelv with the revaluation of copper mines.  In counection vith the silver pro-
perticx, however, revaluations were delaved until after the more hmportant
copper properties had been completed,  An examination has been made of the
filex pertaining to silver properties, the results of which are incorporated into
the accompanying tabulation (Exhibit.(), From -ecapitulation of sheet 3
thereof, it will be noted that from the records of the Metals Valuation Scetion
there are 180 silver producers of which 85 do not appear to have had {ax cases
before the Income ’i‘n.\: 'nit, leaving 95 silver producers whase cases are con-
cerned in the valnation section.  Of this number, 54 only are zubject to revalua-
tions, and of which 11 have been completed.  The following summary is shown
for the 34 ca<es subject to revision.
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. Silver mine revaluations
VALUATIONS FOR DEPLETION AS OF MARCH 1, 191}

+
Nutnber ' E.;fx?:"‘l‘
of com- Original | Revised Difference 10 re-
panies (R L

Completed BU| $37,517,008 | $Z0,H67, 624 | 815,680,409 |
To be revised, estimated. 43 100. 430,047 | 63, 604, 282 u., ws sin ! .

Towal ... ...

VALUATIONS FOR DEPLETION A8 OF JANUARY 1. 1919

o e e mmm mesn mmmmwne © m s s mmem e eme s mane s amemim ueseins mwemaer e e e e e s v ’.‘

l
B
o

e | ' 137, 018, uol R TOL RS0 | 50,190, 20 | 1AT 10

|
(.ompletm . . . ! 10 #2020, 620 | R10, 209,035 1 $10,001, 586 |,
To be revised, estimated . ! 3 T2, 7'.!3 .M. 304, uu sos .m m.
fatal .. LA ..'(hl. .(H ‘“ W3, Ulh 7, .m. M»\ 20T 08
Adid 15 por cent, mr incrcu,ws. i vomtor- | . '
ence . N B 6, 154, i, . .
Corrected total ..., .. .. el al : \)-. .’ﬂ.'). 31 | G128, 0T2 H, 016,772
Additionsl taves Indwmul 41 mn.“:' !
' M RARLTH
!

at 121 per cont .. A

In order to get at a togal figure for reduction in valuations and in additional
tax reflocted thereby it has been necessary to compute and estimate sueh redne-
tion using the sume ratio for the 43 eases vet to he revised a3 is shown in the 11
cases completed. Assuming that the estimated revised values for 31 cuses
craounting to $44,563,076 will be increased 15 per eent in conference, the cor-
rected totals for estimated revalustions of depletion for the 54 cuses is us follows:

Original valuation. . o £02, 265, ';H
Revaluations . . . . S ) . 51, 248, 5
Reduction in values. .. . .. 1§, Ul4, 77“

With a4 tax rate of 1284 per cent on the rwim'!mn in \uluatum deduetions,
tax of $5,127,098 is indicated for 1919 and subsequent vears.  In some caseas
it has been found necesnry to revise the invested eapital valuations but it i
not possible to give an estimate of such reduetions in total,

As noted above, 11 out of 34 sitver properties bad been revidued. When on
Aprit 11, 1924, the commissioner, with the approval of the Neeretary of the
Tmusur_v, rosvindvd hix order of December 11, 1922, as relating 1o silver miviug
companies (Exhibit D).

TREASURY DEFARTMENT,
Washington, April 11, 1924,
Memurandum for Mr. Bright.
(Attention Mr. Greenidge.)

Under date of December 11, 1922, the Neceretary of the Treasory 'lpprnu-rl
and order of the commizsioner o revalue eopper mining companies for the
purpose of determining their tax liability for 1919 and subsequent vears,  In
said order silver mining companies were inndvertently mentioned, I view of
the fact that numerous hearings were granted to copper mining companies and
the silver mining companies were not notified of sueh hearings and had no hear-
ing and that silver mining was not discussed in the various meetings and it was
the intention at the time to revalue only copper mining companies, vou will
therefore, ignore all reference to silver mining companies to said order,

D. H. Bramg, Commissioney

Appmved

. W. MeLvoy,
bccre!ary of the Treasury.

LAWEB AND REGULATIONS

Since the saine law~ and regulaticns are concorned ia the silver eovaluations
as are discussed in the report on the copper revaluations, which has already been
presented to the commnittee, same will not be repeated here.

-
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PUTURE BELLING PRICE OF METALH

Metals valuation seetion made careful study and investigation of the selling
prices of metals and bave adopted the artithmetical average price method for
the 10 years preceding the basic date, except in the cases of metals for which
sueh an average price is not avaitable or for which the price trend during the 19-
vear period is strongly and consistently up or down (Exhibit E) herewith shows
the computations in arriving at the future selling price of «ilver 37.78 per cont
per pound,

STATUS OF SILVER HEVALUATIONS

It appears that when the commissioner’s memorandun of April 11, 1924, was
received by the metals valuation seetion, there was considerable unceriainty
as to whether, in faet, this memorandum constituted a direct order to stop the
work of revising the silver mine revaluations. A large number of silver mine
siaes were in the departiment for action and it was neeessary cither to forward
these cases to the audit for the determination of 1919 taxes on the basis of the
ariginal valuations or to proceed with the revision of such valuations, The
chief of the metals valuation section was vnwilling to take the responsibility of
approving the original valuntions for tax computations and referred the matter
to Mr. Greenidge, bead of the engineering division,  Mre, Grimes, chief; Mr,
Donahove, aasistant chief; and Mre, Craigue, valuation engineer, had a conferenee
with Mr. Greenidge shartly after the receipt of the commissioner’s letter of
April 11, 1921, These gentlemen took the position that the commissioner’s
letter was indefinite and that the <ection should receive positive instruetions in
the matter of definitely stopping the revaluation of silver mine.  As a result of
this conference, Mr, Greenidge addressed & memorandum dated April 17, 1924,
to the metals valuation cection as follows (Exnibit F):

IncodMe Tax Usrr, ENGINEERING DivistoN,
April 17, 1924,
Memorandum to: Mr. Grimes, ehief metals valuation section,
In re: Revaluation of sitver mining companies and commissioner’s memorandum,
dated April 11, 1921,
The last sentence of the commissioner’s memorandum, noted above, states
among other things:
Tt was the intention at the time to revalne only copper mining companies.”’
This, I take it, is insufficient instracetion for this division not to revalue any
metal producing companies other than copper uniess, of course, fraud or gross error
can be elearly demonstrated,
You are, therefore, directed not to revalue silver mining companies,
N, M. GueeNar,
Hrad of Division,

This memorundum was taken s a definite order and the work of revalming
silver mines was abandoned.  Subsequently and on June 18, 1924, Mr. Grimes
addressed o memorandum to the commissioner (Fxhibit G) on the subject of
silver revaluations,  The matter of silver vevaluations was again presentead but
in a more specific and detailed manver for the consideration of the commissioner.
Rewsons were presented for sach revalnation in order to equalize the treatment
of taxpayers in the same industry as also between industries.  Many exhibits
were attached to this wemorandsiin in proof of the position taken by the metals
valuation scetion.  The connmnissioner was sgain requested to consider the matter
and, if possible, to reinstate his orders as pertaining to silver mines covered by
his memorandum of December 11, 1922, It would appear that this memorandum
has never reached the comiaissioper inasmuch as @ reply to same has never heen
received by the metals valuation section, A matter of such importance would
eertainly have been given consideration by the commissioner if the memorandum
of June 1S, 1924, had been received. It is learned on inquiry that the com-
missioner does not recall ever having received this memorandnm, but a search
having been made, discloses that the memorandum is pow in hix files, but lacks
the recciving <stamp of the office so that it is impossible to say when or how it
ot there.

We are uneflicially advised that although the commissioner has not revoked
his letter of April 11, 1924, he has verbally approved and ordered the metals
section to proceed with a revision of the silver mine revaluations, The metals
section has been instructed to call 8 hearing for the silver producers and to obtain
waivers in all eases where pecessary, A form letter, ax per Fxhibit H herewith,
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has been sent to all silver producers and in case waivers are not fortheoming
jeopardy assessments will be sent out as per section 274 (d) of the revenue act of
1924.

Ahout 28 per cent of the silver is produced from copper ores and price corree-
tions have been made for silver as well as copper in the copper revalustions,
covered In office report No. 8.

The balance of the silver produced comes from ores in which it is associated
with other metals., Approximately 26 per ecent is produced from lead-silver
ores, 35 per cent from gold-silver ores, and the balance from comples zine and
strafglxt silver ores. The Jlist of silver mines involved in this report, therefore,
concorns approximately 75 per cent of the silver production, In revaluing these
silyer properties, the revised Ten Year Average Prices for Mctals, adopted by
the metals valuation section, has been applied to the associated metals also, In
the caso of the lead-silver mines this results in & substantial revision upward
for the lead and downward for the silver values.

CONCLUBION

The question of revising the original valuation of silver properties, and of
finally determining their tax liabilities should be considered in ity entirety; that
is, a8 to the periods before 1919, and after,

First. As to whether additional tax liability should be determined based on
the revaluations, for the vears previous to 1819,  The commissioner's order does
not cover this and doubtless such action would involve somewhat different legal
aspects, together with certain moral and economic questions.  Neverthelesg, the
facts remain that the silver companies made large profits during 1917 and 1918
and paid comparatively small taxes, Some $5,000,000 in additional taxes from
silver properties is estimated to be involved for the years 1916, 1917, and 1918,

Second. As to whetber the additional tax liability for 1919 and subsequent
vears has, as a matter of fact, been authorized by the commissioner and whether
same will be finally determined, assessed, and collected.  Additional taxes are
involved from the silver industry in the amount of $5,127,096 for the year 1919
and subsequent vears, which in all equity should be forthcoming,

Respectfully submitted.

Evwarn T. Wuianr,
Investigating Engineer.
Approved:
I.. H. PArker,
Chief Enginerr.

Exumir B
Drcemprur 11, 1922,
Memorandum for Deputy Commissioner Batson.
(Attention Mr. Fay, hend natural resourees division).

Reference is made to the memorandum prepured by Mr. Grimes io the com-
missioner, dated Janaarv 7, to Mr. Fay's memorandum to vou dated February
7, to your memorandum to Ar. Fay dated February 16, and to the various memo-
runda regarding the tax liability of copper companieg for 1917 and sabsequent
vears,

Full consideration has been given to the guestion and it iz concluded that for
1919 and subsequent years the valuation of the ore bodies of copper mines should
be revised, The price of approximately 15 cents a pound, recommended by the
natural resources division, and the 10 per eent interest rate, are approved for the
purposc of discounting to the present worth.  The Income Tax Unit is anthorized
and instructed immediately to proceed to the revaliation of the copper and
silver mining companiecs for the purpose of determining their tax lability }or 19i9
and subsequent years in accordance with the recommendations heretofore made

by it.
’ D. H. Brarg,
Commissioner of Internal Revenue.
Approved:
A, W. MeLwow,
Secretary of the Treasury,

TR £% AR




Exnisit C

Silver valuation stalistics

CASES VALUED AND REVALUED—WORK COMPLETED

Name of compminy

Butte & Superior Mining Co.__...._.
Chief Consolidated Mining Co ..
Cusi MiningCo. ... .. ...
Dregon Consolidated Mining Co
QGrand Central Mining Co
Hercules Mining Co. ..
Yron 8ilver Mining Co__ ...
New York, Honduras & Res
Rico Wellingten Mining Co.__ ...
Tamarsck & Custer Consolidute
West End Consotidated Mining Co._.

B < S

! No change.

Invested eapital in dapletible assets

As of date of acquisition

7
AsofJan 1, 1819 :
i

Origine} | Revised Difference  Original

! i

2,054,299 | $2,944,200 ... ... :

O R T A B IR T

IR e e
(%

6,807,053 16,672,66¢ |
. i

R, 356,712 2,943,

HOANIATE AVNHILNL 40 AvaLNg 40 NOLLVOLLSHANI

LL08



Sitver raluation statistics—Continued

5
CASES VALUED AND REVALUED—WORK COMPLETED—Continued
Values for depletion
State Neoane of company Asof Mar. 1, 1813 Asof Jan. 1, 1619 Remarks
—— . ‘ e e —
Grigipai *  Revised | Difference Origins! Revised Difference
- —— e ___.-: o ——— e e v ———— - —— ———— et — ' ' —— e+ — - R '- -
\e\\ Yok ... ' Butte & Superior Mining Co_.._. ... $13, 054, mu $7,425,668 b g5,625, 332 $7,826, 762 R3,622.397 © $4, 20,165 .
tah. . . .. __t Chiel Consolidnted Mining Co.._. .. 3,438, 967 ¢ 918,772 t 520, 195 i, 826, ¢ G, 384 #46,471  Value remsining at Jan. 1.
' : : 1919,  includes cost of
. : 1 I%ureka City property in
: ‘ y ! 1915
Bhnos ... CasMining Coo oL iiaiaaas i, 589 000 - 1,361,300 | ~ 172,300 . 652, Gn7 TIL N —-70, 132
Utah ... Uragon Consolidated Mining Co.. 554, 060 * 320, 060 264, 600 454,425 252, 858 201, 566
Po ... Grand Central Mining Co._ ... . ... 51.3, 571 338, 331 177,240 ¢ 33:3,218 260, 520 | 135, 6us | Invested capital determined
. : . by special assessment.
fdaho. ... ... ...0 Herenlex Mining Co. __ .. ... e man T 12,124,486 - B, 762,371 3,362,108 4,453, 052 1,067,523 ° 2,465,529
Colorado. ... ...} Iron Silver Mining Co .. ... ... : 414,453 ; 382, 043 62,410 75,431 13,041 . 62,410 | lnives*et(ii capital determined
; ‘ : ¢ by audit.
New York . ... ... \fw York, Hondurss & Resario Min | 2,422,947 1,628, 681 ; 791, 266 1,380, 345 722,99 ! 357,448
n ' - : :
Utah.. .. . ... RicoW e.lmg!ou Mining Co __...._.... : 350,158 | 46,300 | 2R3, 846 317, 208 ®, 315 308, 433 |
idaho. . i"ﬂmarwk & Caster Consolidated \im- ' 1, 518, 200 2 .20, 412 2,497,788 3,947,430 L63G 157 | 2319.253
. - H { . .
Californin . . w pea !-nd Consolidated Mining Co.....] 738, 257 ¢ 563, 877 234, 550 239, W3 117. 296 i 122,697 | No dsta on invested capital.
i Total. .. ... ... l_.........p 3517083 23, 867, 624 13, 649, 469 21,240,621 16, 23, (45 i 16, 9351, 556 . 2
CASES 's‘ &Ll’ D ﬁl T NOT RE\"ALL ED—TC BE REV AIA E.i)
1 ) :
Enve'itedb{(l‘{:;ig:;x depleti- | Values for deplotion
~tite Name of company - -1 - h!sk fate Ty Hemarks
I Originul, as i Or:gmal as . Original, as  Original, as
, ofdsteof | oflan. i, of Mar_ 1, | oiian 1,
‘E acquisition 1919 i3 ; 19 :
——— o ——— - -~ - e e s e -% t U | ; - e—
. . . ' i . Per cent :
New York.......... American Stoelting & Refining €0veeeiac imneeiananas [ | SO 16 %15,i89,001 | $14,004, m
Mussachusetis .. Binghum Mines €O .o vvelae oo P ta25,618 | 3494683 ... 1,525,293 | 533, 483
Califernia. . Bunker Hill & <uflivan Mining & Concentrating Co.__. 3,576,35¢ 2,917, 00% .. 13,396,000 1 15,900,842 |
R

8L0%
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L

Montana........... PButte Copper & Sine Co. . - . . .. ...
Idabo...... ... .« Caledown Mining Co . . ... ...
H
:
California. ... .0 Califunis Rand Silver Coo L 0 L.
New Yourk. et Clpea Xines oL, L o I .

Montuna WA ChurkLir e e e s .
(U ¢ LH’L Montinag Kealty o LT

Colorado. . S Calorsdo Bupetior Maming Co
New York. ~ Coasuliituled tnterstute ..‘ml' an Mg Co.

Po___. -+ Elko Prince M.ning Co.. el

Da... CEL Potoesi Muning Co .

Do... F: terud Mining & \nlrmngi a

Do.... Fresttilo Co . _._.

Gold Hunter \!xnmy & Smeltinz Co
Guansjusto Conseli uted Miming Co
Heda Mining Co .0 .. ..
Washington ... .. Idsho Contipenial < ¢ 0., .

Colorado ‘luaho ML R. & V. & T. Co_ .
Iron Blossom ¢ unmhr!a! ed \2:“
Loonipe Minng & Smelting Co .

California. ... .0 William Kent

Himols. ... .._.. ..} Latest Out Mining & Smelting Co .. .. ... ... ...
Califorria. oo ...o..0 Minas Pedruzzing Gold & 2leer Mining ¢

New Mevievo oo Mogollon MisesCo.o 0 .0 (0

Nevadd ... ... . | Afort.na Tr nepahl Mines oL

Pepnsylvanis .. | Nevwda Waonder Aining Co_
. Optario Silver Mining Co. .
Ophir Hili Consolid«te? Mining Co ..
Prince Constl dated Mining & Spu tg.xwe N
Sjiver King Condition Mines Co. .o ... .. . .
oo Nidver Ring Consolig md Mnd, T AN
ceeoe o Siver King ol .\rm,am
California .. . . Slate Range Mineruds Co.
Utsh...._._...... . ~outh Hech: Mires Co
Califorma__ ...
Pennsvivanin
Neow Yark.

.. Tecopa Cansclidated Mining Cn

-, Tunopah Belmont Dovelopnient Cn
' Tnnnp.zh Futension \imn‘;. o

Penpsyivani Tonepah Miteng Co .
Washington. ... ... United Silver Copper Co .
Massachusetts. ... Utah Apev Mining Co. .
California. . __..____. Yellow Pine Minine Co .
i Fetal

o,
1,236, 661
s M
T 0000
47, 150
1,132,000
CHLAT
410,040

026,008

112,64
1.‘317.“3‘) .
3UIT 000
15,540
2 WA 36
e U SN
l‘\ f}lﬂ

L2, N2

745,368 ©
2, 24486

2/670.746

10353, 906
i, 893,106 ¢

11,951
1,376,050 |
21 9&;

t

Ungg'mas vaiue speculstive,

cn.
Ansconda offer in 1918 In-
cludes discovery allowed
in 1418, Discovery value
=8 of Dec. 19, W19,

PO -t I | t|:. foreign corporation
38,38

Jan. 1, 1918,

Invested capital in ores only.

On cost.

Invested capital not deter-
mined

e LuTS.RET LWDLESG
SN RN 457421
.......... WO L 04T THGZ4, TR oo

t D termined hy audit,
# Incunplete data.
¥ Not cosnputed by metals sevton.

¢ Campated an rar value of \tock,

¢ Not cetermured by section.
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Silver valuafion statistics
CASES VALVED AND REVALUED—FOR SPECIAL REASONS

0803

Investad capital in depletihle assets

date e of v - s of da isiti <of ] ) + Hate
State Numie of eoinpuny . As n!dr“‘kinri acquxsmm{ o o _.\s of Jan 1».‘197173 o revided
Original Rovised Differcnce Oiriginal Revised Diflerence

T Percent
........ e Ll 236, 2653 325, 504 — &y, Tl T, 652 $196, 79 ~$i0R 627 ... ...

CASES BEVVLUVED oNIY

Colorado ... _ . _ .. Humboit Mines (n

California ... .. . . iginal Minfug & Milmg Co. .. .. .. . N e e eeee i il el 12
Values for dephetion
State Name of compan: Asof Mar. 1, 1913 Asof Jan, 1. 1919 Remarks
Original KRevised Difference Uriginal Revised Diference
Colorude. ... . ... Humbelt Minex€Co. ... . __ . 2254, 263 E SYANRUE] — 569, i 20, 652 214G, 674 —~&106, AZT B:ssn]e! o Tevision of cont in
Fuly, 1918
i FASES REVALUERD oNLY
Calttni ... .. Original Mining £ Milling Co. . e el WL L L L. $6.632 ... ... .. Mootly 8 gold producer.

+ Nodata
CARES VALUED, BUT NOT REVALUED -NONE NECESSARY ~

SAVNHALNL 40 QVAUOH A0 NOLLVOLLSIANIT

avested capital in - e 1 Yorinr
depletitle asels— Valtes for depletion
Srale Nutue of conpan) — - - . Riskrute —— =+ e Hemarks :;:
Asof date ol Asof Jun. 1. “Asuf Mar 1, Ssof Jan. 1, . z
ACitiNitorn 1919 1913 1919 :/
- —_— —— e e —————— [, - - ——— e e en - B [ - - — -—
o
) ) Percent =
New Yorko oo o0 Alvarade Mummg o0 850 e o . {4 S, e, w30, 14T £5,0i8 645 Value bated on offer to purchase 75 to
i per cent of stock of company late
in 1912
Pennsyhvania ot Ampare Muning oo o 0 0 L 0 BN e RERITC RS 1,629,390 Metals section meme July 25 1922,
) recoinm.end evtensions for 1¥lY and
. 1920 on basis of old valuation.

m'



Montana. .. .. .. Angelica Mintng & Developrent Co._.. .. : $146, 728 $139, 109 134,109 Based on cost. .
Massachusetts. . . Bnllion Beck & Champion Minng Co. . . Y e 17475 Not analytieal sppraicat
Celoradn | - . Carborern Mines & Reduction o i e .l 5, N6
Uish Cardif Mining & Milling Co. . 1 e e 327,993 .
Californiy - -- Cerro Gordo Mining (o0 7T T 0 REH P 163, 364 ) 103,38 Based un cost.
188 5:1: DN, - Colorade Consolidated Mines (. 1.7 770 P44, 043 [ 3 .. Bused on cust. No uperating profits,
No depletion figured. .
Do. .. - Columbus Revall Consolidate:] Mining Coo_... W5, 432 o3, 162 0,162 Neo valuation on cost. Depletion
” elsimed on discuvery but not ailowed.
Do... . - Dalv MiningCo. ... . . th e e . 224.222
Po._ ... . Duly West Mining ("o | T 5378 TS 521, i 127,323 Not huwed on engineering appratsal.
Do. ... _ . - betr Trast Alining Co. . .7 L tiy . Ralid
Colorado. ... ... .- Down Tewn Minesty . 10 7 92, G4y 382 460 $62, 40 Based on cont .
Arizona..._ ... _ - Duquesne Mining & Reduction t o L ey e w2, 852 Depletivn hused on cost. Ut of busie
ness iyvly.
New York ... . Espersnza Mining Co.. ... . 446, 163
Cualifornia - Fureka Holly Minieg e .00 (77 77T 12%.513 | Based un cont
IR . - Fuairview Rourd Mountsin Aliges Co | 19, %4} Norevaluation. N depletion «lame],
Colorado . - Fanny Rewhnes Mning Co. . 0 7 LK
Da o 0 O 0 Leadsilie Hadin Sning Co . 07T R WeN3 - Boased o0 oot Bought in 1637
Massachusetis_ . Liberty RBell Gald MimngCo.. .. . . ORI
California CMaeNaman MUR N On T T ceeesseeee.o ) Basedoneost. Revalustion by O 0,
’ PoGineges am fuld No record in sec
S oo,
rab . R Mehiean Ctal Consobred g1 Mg 0 . BRIt RGN SO0, 0 203 5w !
Colorade . Wountam Top Minmpz e . 7 T . FEE 2 A 666 144, 438 136 56
Nevada - ..of Nevada Packard Mines Co. P R e T3 135, tuy HE R T
Bo.. . Neviels Unintedd Mings Twasing o . . B T 15, A1k IV H616 T Oreanized 1 1913, Depletion bued on
i £t
Californsy | -. 0 Pelrero Mining Co . HEERNIHY 128, A2 a5, 01y 25,02 ° Capived wdditions in 191% of £30.000
[ 131 S e Peesidio Mining Co R R e e oL a1 146,232
Washington. .. Quilp Gold Miung g . . 4 .. .. 3n, K36 .. Nodepletion claimed or slowed.
Do .. . Standard Stiver Lead Mining Co .. [ ... 135, sy
Ceh . ____ 7| Tintice Mining & Duvelopment Ca . by I . 152, (s
Do . . -we-oj Tintie Standacd Mining Co.. 0 s e 10, 641 D Iicnvery m IsIT
Colorwie -t Toemboy Gold Mines Co. (L 1 L HIEE S AN in 10241, 3 > ' Bised un operating profits.
o, .. —ooy Yolusiteer Muminge Co o t- ~ 25, A5 ‘
Be.. o Waener Development Mining Ca_. ] . " e e 0 PR In develspment stage.
Missouri . ... - Wellineton Mines Co. e .. ol w22 TL3us L L EAAT XY
Coloradn. . . . Western Mining Co. . e L. . ONE 025 U8, 476 Hd 4, H00
Utahh . . P Wilbert Stining Co. | el I BAET L. 3T
Ohio. . C Woymen MinmmgCo 0 T . 4y a7, i Hused on lessor's ineon ¢,
Colorwdo. . . Yak MOM & T. Co o0 0 0 T . 457,015 i i Prapeity sold in it17.
’ Total. .. .. .. T, @474, £330 LEONIZE L TR522 13,200, 0% |

! Detelmned by audit,

T Not made; net in exXCeS-profits class,
PNt conLputend

ENa Lata i secuon,

3 Notdetermined by s tals <eetion,

* Noinvested cupnt
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Ftate

Crah. .. ... ...

Nevada. ... t
Washington . .. L
New York...... ... 4
California._...._..

Nevada. ... .

California .. .. 2

Tevis . .. B

Aassachusetts.

New Meaxivo.

New York..
Do

__. Fewern Mining Co. ... .. -
Grapite  Bi-Metallic  Consoli- |

Name of eompany

Alaxy Mining Ceo. L.
¢ Alameds Mining Co -
.. Alta Tunnel & Tran<portation

3 .\ma'igzmmv.ml Silver Mining Co

Ameriean Fork Exaplotation Co..

'A Ameriean Mining & Faplors-

tion Co.

i Armstead Mines (Ine.). e
Atias Mining & Mifhngz Co.._

Bay State \immb & Develop-
ment Co.

Ripeont Silver Mining Co.. ... 0
| Black Mines (Iney.. ... .. 3
| Black Hlawk Consolid:
Mines Co. H
i Boston Montana Corporation..

Bristol Silver Mines Co ... ...

: Brumswick Conzodated Gold

Afining On.

. Casewde Sibver Mines & Mills .
Cash Boy Consolidated Mining

Co. ;
(.'()Ollr‘d'.-\h‘-ni' Cresvent Min-

ing Co.
Coasolidated  Curtes  silvur
Mines Co. .
Consolidated Virginia Mining

o.
Consplidated West Eatension
Simen Mines Co.

Cucharas Mininw Co.. .o ...
Cusi Consohidated Mining Ul
Denbizh AMinint Corpor: siog . .
El Centro \imm’ & Millinz Co.
El Rayo Mine: Co, .
El Salvador Rilver A
Emrma Silver Mines Uooo oo
Enterprise Mining Co ... ..
Jistella Mining Co. ... . ...
Evergroen Minss Co.

dated Mining Co.

+
Silver valuation statistics
CASE> NOT VALUVED OR REVALUED
i | . .
R Eemarks i State ! Name of coinpany Remarks
: i
No depletion claime L 33 Vtah.. ... ... § Knight Investment Co._ ... .
130. i Missouri. ... ... Lurky Tig o Combinativn tiold | No depletion claimed. A hold-
N returns in metal section., i ¢ AMipinz e ing eompanv,
Y OAfgssachusetts. ot \1.!_\(-:!;(' Mines On | . No record of cawe.
No depletion claimed. : Washington ... _.. t Marsh Mines Consolid inted
Do. * . Ainss Co.
1o, A O -1 - PR “ AMontana Bingham  Consali-
b . duated Mining Co.
Do . \ew Yoz‘k ....... 2 Muontezuma Sihver Mines €a.
o. . Da... Nevada Siiverficlds Co.. ... . 1 N record.
e, Do... .. Niearagua Mininz Coa ¢ Warecord. Ne procluction.
" California © Northern Light Mining O o A gold ruine.
No record in metuls section | Do..... Nuostra Senora Mime. . . In developrnent stage until 1920,
No depietion claims . + Pempsylvana. ... Pittsburgh blaho Co. (Lut) '
No record in seetivn, P Utsho Lo - Ramshorn Mines o ... -... Not incorporated until 1819,
;l Oregun._ . - Bani & ‘\fmzer e oo .... Nooporations until gne
No depivtion chiimed. + California Resene Enda Mininz © e.. ] Na record of case.
Nu rerord in <ectien. - New York . . .. - Rie #laty Mininz Ca. ... Na depletion.
No depletion eluimed. A 9 £ ¢ SO - Ruocher de Boule Copper Co ... Nodaty., No ey inveived.
CoNevada L L. . Lochseter Silver Cosperaiion L .
Claims not substantisted. Vo Californiu. .. o L. Round Mouncain daning Cool bo.
No recard in section, o lduhel o 0 0 RubviSilver Minsk Corporation ;
- Califernia.. ... (.0 Sainl Leuis Mininz Qoo ... .. No record.
Nv depletion claimed. o Peansylvamiy oo .0 Xan Tov Miniuz Cooo L. Do.
i, Utah. oo .__...0 Sills Min! nrCo.. -
Da. 1 Do._. c.osilver Canvon Min
i Colorado.......... T Sitver ﬁulvh Minin: Co. ... ..
Nu record in section. * Massachusetts L ~m‘,wg er Union Mininz Co .
+ New Meuzoo. ... Socorro Mimn: & \{tl.mr( ... Jperated gt loss 1917, 1918,
Da. PNew Yok o..... i S-}gth Utah Slines & Soeolting |
. 1 c‘ .
Do. © Newuds......__...0 Spraee Monireh Connlijuted !
Ne. h"lrﬂ ion claim: ¢t Alining Co.
Cti i West Vipginin. .. SW“L\'iikJ tzl-er & Copper Min-
1)w~.ct=on a6t susstantisted. . . a2 Co.
Ttahoo o oo...... TJ(‘O na Censolilited Mining
No depletion clalited. o
Do. ' Do, © Tintie Mitiing To. ... o L .. .
Do. ) Do... . Tmtie Standard Milling Co N
Do. . Nevada........... ‘ Tonapat Divide Minizg Co...." No depletion. In development
Do. ; . siage until 1919,
D, K Do ... CTonipan \i Jway Censoibiated .
H \I ainz C

° | Californis. . ......;i Union (,on:olxd.&cd Mining Co.:
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Oklahoma.. . ...} Guarajuate Reduction & Mizes , No depletior sllowed. + Ctah-..ooooo ... " Utah Metal & Tuane! Co.______ Lo
I Co. i ' Do..____...._.. Utsh Silver Lead Mines........! in dsvelopment stage.
Tesho .. Hamburg Mines Co._. . No recard. . Montana_ ... __ * Ureris Mining Co.._.._.___ ... i
Coloradn.. | ¢ Hawpten Censclidated Ain=s’ Na depiction allowen. Ciah. o ... .. " Victor Consolidated Mining Co.!
o, Do ... ... Vipont Silver Mining Co_...__.i
Montonn . " Hemlock silver Lasd Mining Dao. Arfzopa. ... _.___._! Vulean Consclidated Mini gCo-E
P Ce Califoipia. ... __ " West End O{:o:ecs Mines Co.___|
dahn. . | .- ; Harn <ibver Mimng Coa. . ba. Nevada . _..______ White Caps 3 tining Co...._____
Wioming . ... Iron Biossom Minmg Co . _ ¢ Massachuset - Yosemite Mines Co...__ -i No record. .
Penmsylvania. . Jim Butler Tencpah Mining Co. New York iYuken Gold Co_...____._. " f Silver in ore negligibie.
RECAPITULATION
— e e — [ I ————
! Invested capital in depletible assets
Num- ‘ — - et
b‘frfef’f : Summary As of date of aequisition i Asof Jan 1. 1919
itueers ¢ z ; -
Original Revised Difference ; Original ! Revised Diflerence
f
e e —— : ; :
it Cases valued and revalued—Commissioner's ordems, .. $23,1580,557 | 86,507,653 816,672,664 | 85,354,712 $2,943, 000 i85, T, i
83 Casesvalued toberevalued. . 7 363,905 .. ... .. © 15,515,333 .. :
i B e T
1. Cuses valued and revalued. specinl reasons.. ..
1 Qusesrevaluedonly. . .. el
39 Guses valued, no revaluation nevessary ..
35 Casesnot valued orrevained LTI T e
) Grand totad.._ .. .. . e e .

1 No data.

H
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RECAPITULATION

—L{ontivhed.

Vslues for depletion

¥80¢

i
Num- ; Lo - - - - - - coTe - - !
ber of | s ’ As of Mar. 1, 1813 Asof Jan 1. 1610 ' Remarke
pro- Sunrnnasy S Of Mar. 1, 131: Originai s A Original | ’
dJucers | - - . tores tore- -
; Orginal ' Revised  Difference | "™ Orjginal | Revised . Difference . ‘300 §
i : S
. : :
' : i Perceni : Pereent .
il Cfsee valued and revalued—Commis- 37,707,005 223,887,624 © $13, 846, 480 IATI8 325,240,621 RIN 20,030 1A GNI, ARG - 90T 08 Not coemlete;
sioner’s orders. - ’ some rases ge-
3’rm:m<* hy su-
it
43 Cases valued 1o be revalued. ... WG, $31, 47 63, 894, 232 - 38,536, 815 R ST TLOUM, T2 34,304,941« 36,710,782 . 2.4 i
5 Totwlo o oo .. ... 137,948,140 - 87,781,856 - 50, 186, 284 157. 19 92, 285,50 H 44,563,976 1 47, 701, 36x P L
1 Cases valued and revilued, speciul ressons 25,263 325,554 . —6u.W . T8I2. 90,02 iva 59 T Y A
U tasesrevaluedonly..___ .. 5, 204 93, 204 ‘ O, 632 70, 632 '
3y ( uSes vaiued, no revaiuation BeCCESary, i 7O 522 19,704, 322 13, 220, 259 13, 220, 234
¥ Tases not valued or revalued | [t b L LT T
180 Gandtorad ... . 13, 013, 129 107, b8, 136 5&116,993 144 45 iﬂn,ﬁiﬁ,%' © B051, 546 1 47,304,741 F 2.3 5 T
3
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Exwmmr D

TREASURY DEPARTMENT,
Washington, April 11, 1924,
Memorandum for Mr. Brigur.
(Attention Mr. Greonidge.)

Under date of December 11, 1922, the Secretary of the Treasury approved an
order of the commissivner to revalue copper-mining companics for the purpose of
determining ‘their tax lisbility for 1819 and subsequent yesrs.  In said order
silver~-mining companies were inadvertently mentioned. In view of the fact
that numerous hearings wore granted to copper-mining compusuies and the
silver-mining companies were not notified of such hearings and Lml no hearing,
and that silver mining was not discussed in the various meetings nnd it was the
intention at the time to revalue only copper-mining companies, you will there-

fore ignore all reference to silver-mining compunies in said order,
. H. Buam, Commissioner,

Approved:
1{). W. MELLoON,

Sceretary of the Treasury.

Exaanir K

Silyer (E. and M. J. prices al New York)—Computation of March 1, 1913, ¥0-year
? average price

Year January | Fobruary| Muarch April May June July

.................... W 4872 50, 46 511 52,48 53 92
g 57.502 | 56.741 54, 202 58,430 | 85.673 48, 006
60.690 | 61,023 A8, 046 56600 | 57.832 1 58428 58.816
65,288 | 66.108 | 64,507 64,786 | 66,976 | 65,34 05. 108
68,673 | 68,836 47.519 65.402 | 165,971 1 07000 68, 114
55,678 | 66,000 { 55.365 85,505 | 52.905 | 53.643 83.118

A3 705 83221 KALT4S 53, 425 53,4 53.043 63,630
66.200 | Ab.(M3 58,375 &9, 207 60.880 { 81,200 854
62. 634 L1 V2 POVVIRISRUIY BURNPIIE SRR ORI -

|
October

Novam- | Decom-
’ r bor Total
60,36 ' 188,12 56,876 |  $7.375
57923 BR.ABS | 60663 1 686,603
62,034 63,0 | 64850, 7TH.22

69. 523 70.813 £9. 050 801. 495
62.415 | BH.G77 | 54,565 | 783,008
ALABL . 40.047 | 4B.7 635, 388
50923 50.703 | 52.228| 618,021

t Later prices used,
‘Total for 120 months, 6,933,581 cents.

233,561
QL;-;%&-H.?K cents per cunce, the 10-yeur aversge price of silver at Mar. 1, 1913,
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Exmsrr F

Income Tax Unrr BEncinesuisne Divikoxs,
' April 17, 197,
Memwworandmn to: Mr. Grimes, ehief, metals valuation section,
In red Revaluation of silver nining corapanics and cominissioner’s memoranduon,
dated April 11, 1924,
The last sentence of the commissioner’s memorandum, noted above, shates
among other things:
“Jt was the intention at the time to revalue only copper mining companies.”™
This, T take, it, is insufficient instruction for this division not to revalue any
metal producing companies other than copper unless, of course, fraud or gross
errer ean be elearly demonstrated.
ou are, therefore, directed not to revalue silver mining companies,
N, M. GreenNmbar,
Head of Divizion.

Lxwmrr G
June 8, 192/,
Memorandum to the commissioner.
Through Mr. 8. M. Greenidge, head, engineering division, and Mr. J. G. Bright,
deputy cornmissioner, income tax unit.

Reference is made to your memorandum of April 11, 1924 to Mr. Bright, in
which your previous instructions with respect to the revaluation of silver minin
companies, contained in your memorandum of December 11, 1922, were rusoindw{f
on the grounds (1) that the silver mining compaies were vot accorded a henring
(2) that the revalustion of silver mining compnaies was not discussed in the
various meetings held in 1922 and that it was the intention at that time to revalue
only copper mining companies,

It is truc that the silver mining companics were not accorded a hearing with
respect to revaluation jand that the question of revaluation of the silver mining
companies was not discussed in any publie hearing, but there seems to be some
nisunderstanding as to whether or noet it was the intention of the Natural
Resouree Division at that time to ask for authority to revalue silver as well as
copper mining companies,

In view of the fart that T am the only person now rempining in the Income
Tax Unit who had intimate knowledge of, and participated in the numerous
diseussions during 1922 with respeet to revaluation, T am taking the liberty of
again presenting the matter of the revaluation of the silver mining companies to
vour attention, That the guestion of the revaluation of the silver mining companies
was presented for the consideration of your office at the time when copper reva-
luntion was eonsidered, is attested by various memorandn prepared in thast
connection, of which exeerpts are attached to this memorandum, as Exhibits Ao
H, incinsive,

The original request Tor vour permission to revalue is covtained in a memoran-
dum prepared by O. R Hamilton aud Jo A Grimes of the metals valuntion
section, with the approval of AL H. Fay, head of the nataural resources division,
which memorandum is dated January 7, 1922, The request was made becsuse
there were apparent inequitios and diserepuncies in the methods of valuing the
mines of different metnl mining industries, in use by the Ineome Fax Unit.  In
the memorandum of Junaary 7, 1022 {represented for your consideration prior
to the hearing accorded to the copper mining companies on June 30, 1922),
and in the memorandum of July 25, 1922 (prepared in rebuttal of arguments
advanced by the copper mining companies in bricfs and at the conference of
June 3, 1922, the Income Tax Unit presented a number of geners! prineiples of
valuation for vour approval,  These general prineiples apply to all metal mine
valuations, irrespective of the ractal produced, and were approved in your
memorandum of Deeember 11, 1922,

The metals valuation section, engineering division, Incorie Tax Unit, has
made an evhaustive study, in which at least o dozen men ave participated for
over four vears, with a view to developing svstematic valuation methods which
would he equitable to the Government and to all metal mining taxpayers;
capable of administrative application to ineome tax valnation work; and in
harmony with the consensus of opinion and the best practice of authorities on
the subject of mine valution.  That the methods developed are not ineguitable
to any taxpayer, and in fact very liberal, is conclusively proven by the fact

Xt s
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that in more than four yvears only two court actions have been fnstituted in
which the ethods of voaluation were at issue.  That the methods developed
have the interest of the Government constantly in view, can be proven by the
records of the metals valuntion seetion.  In the revaduation of the e pper mining
companies for 1919 snd subsogueat yvears, the Jaoanry 1, 1919, valae remainiog
for depletion eomgled from the first 33 revaluntions to be completed, hav been
rediced from $1,108.9:43,738 allowed by the original or provisional valuations
to $242. 285,679 allowed in the revalugtion authorized by yvour memorandum of
Deeerpber 11, 1922, The coppoer revaluaiions results just swumarized are not
diie to anv drastic aetion bat are conwistent with the methods applied to and
results obtained from the valuation of the other metal industrles, with the so'e
axcoption of the silver industry, for the revaluation of which your permission
iv now requested, A summary sheet of the results of valaution work perf rmed
by the metals valuation section from July 1, 1923 to April 30, 1924, is attached
as Exhibit I,

These data are cited as confirmatory evidenee to the contention that the work
of the ractals valuation seetion has improved and advanced sinee the ineeption
of the section late in 1919, The statement is frequently heard when guestions
of improvement, of valuntion methods are diseussed, that Mr. this or Mr. that
was o very able engincer, and that the opinions he advaneed or the guesses he
mude are as good as could be done then or can be done now. The engineers
at present in the metals valuntion section are not claiming judgment superior
to that of the engineers who initiated the work of metal mine valuation, but
thev are claiming that safliciont data hag been gathered and that a safficient
test of valuation methods has heer made by their application to actual problemns,
to ennble any reasonnble person 1o see that a few improvements are possible
and that a few inequities exist in the methods of valuation originally adopted.
Such inequities and errors were inevitable under the conditions existing when
this seetion was formed, and it is icomarkable that so fe'v have become evident,
But the errors which bave been made ghould be corrected at the earvliest ponsible
date if the Bureau of Internal Revenue expects to hold the confidence of those
tanpavers who receive no financial benefit from the perpetuation of such errors
and who are fully aware that they exist,

The principal ineguity existing at present in the methods employed in metal
mine valuation is the price of silver used in the valuation of silver mines,  Tor
copper mine valuation under vour instruetions of December 11, 1922 and ex-
peceted future price of H7.78 eents pn ounce has been established for silver,  For
other mrtal mines under vour instructions of Apri! 11, 1924, the expeected Tuture
price of silver as at March 1, 1913, is 65 cents an ounce.  For irou, copper,
lead, and zine mines the Mareh 1, 1913, expeeted future prices for whiek their
products will be sold are determined in a consistent manner on a statistical

-basis,  The expeeted fature price of silver ax at Mareh 1, 1913, was determined

by pure guesswork and is most iseonsistent with determinations of other metal
prices nnd highly ineqguitable to producers of other mietals,

For the purpose of illustrating the ineqrity of allowing valvations to be made
on the basis of 1 656 cont an ounee Mareh 1, 1913, expeeted fature price for silver
as agnrinst the npproved prices for wwon, copper, fead, and zine o ehart is attueched
to this memorandum as [shibit J.

If prices were equitably determined for each of those metals, the price trend
line for ench, wonld be on the 100 per cent line at March 1, 1913, When too
high o price is used for any metal as at Maceh 1, 1913 6 comparison with other
metals, the price tread line for that metal will be below the 100 per cent ine at,
March 1, 1913; and, vice versa.

Three other charts are aitached, indicated us Exhibits K, L, and M. These
eharts iflusteate metal price trends and show conchusively that if the expected
futnre price of copper of 16.25 cents ¢ pound was incorreetly defermined on a
price trend basis as ut Mareh 1, 1913; the silver price of Gh-cents an ounce at
Mareh 1, 1913 was even more incorreet on a price trend basis and should be
revised.

In a large number of appraisals of mines by reputable engineers which have
heen furnished to the Tneome Tax Unit within the last four years, not one, to
the best of my knowledge and bhelief, is based apon an expeeted future price of
silver in exeess of 60cents an ounce at any date within the period 1909 to
1915, If desired, a confidential list ean be furnished showing nume of mine,
person or corporation for whom report was made, name of enginecr, and price
of sitver used in his valuation.

02019--201-pF 12———-8
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If wny further evidenee of any nature is desired in support of the contention
that the allowance of a March 1, 1913, expected future sales price of 65 cents nn
ounee for silver is ineguitable to the taxpayers in other luvta% mining industries,
and that the 65 cont price is excesstve, ¥ am confident that the evidence ean bhe
obtwined if vou will indieate the nature of the evidenee sought,

The metals valimtion seetion therefore requests that youw again eonsider il
request. for pevnassion {o revalue the mines of the silver miuing fndustry onon
basis consistent with the methods cmployed in ather industries, and in accord-
ance with the principles snd methods which yvou have approved for use in the
revaluation of the copper mining industey.  The values previously allowed for
silver mines as at Mareh 1, 1913, and for invested eapital in a few instanees, are
exeessive,  The depletion rates allowed for the vears 1013 to 1923 might be
regarded as reasonable even when based on the existing values.  For your
informution, if you desire to hold conferences and hearings with the silver mining

“industry, lists of the wore important sdver mining companies are attached to
this memornndum,

Your nuthority is also requested for delegation of authority to the heand of
the engincering division to order vevalustion for yvears in which tax returns are
open, in any ease in which the original valuation i, made on g basis inconsistent
and inequitable in comparison with valuations allowed to competitor taxpayers
in ap industry. A revaluation is always made at present when the valuation is
inequitable to the taxpaver, but ix almost never made when the original speeifie
valuation is inequitable to the Government and competitor taxpayers hecguse
the procedure is so complicated that authority ean seldom be obtained,

Joun ALpeEN GrivEs,
Chief Metals Valuation Section.
. 7. Dovanor,
Aasistant Chief Metals Valuation Section.

B e ———

Exnioir A oF G (Graymes Revonr)

EXCERPTS FHOM MEMORANDUM TO THE COMMISSIONER BUREAU OF INTERNAL
: REVENUE

Jaxuvany 7, 1922,

Page 10 The metals vatuation cection of the Income Tax Unit presents for
vour consideration the following recommendations for the standardization of
valuations by analvtic appraisal methods within the metals valuation seetion —

(1 That u «tandard basis for the determination of expected futare sales priced
of the common metals be adopted.  The metals valuation seclion snggests that
the grithmietical average price for the 10 vears preceding the basie date be
adopted as the cxpected future sales price, exeept i the ease of metals for which
sueht o avergre price is not availuble or for whicl the price trend during the
10 vears' period s strongly and consistentiy up or down.

(Four other recommendntions then follow as fo standardization of valuntion
nicthoadso . ’

Pace 20 The changos in valuation methods outlined above will apply to all
elaxses of metal mine valuation,  The effeet of the chauges, however, will be
felt. ehivfly by the copper and silver mining industries, :

Page 1 There eon be no question that gross ervors huve heen made in the
provisional valustions of many of the copper mines, and that the basis of valu-
ation for copper and silver mines will have to be changed if these industries are
not to receive preferential treatinent in comparizon with other metal mining
industries, -

Page U1 The metals valnation section respeetfully requests deeision of the
following question:

Question (3): *“Are the principle< of valuation vecomuuended in this meno-
randum approved subjeet to any Hmitations imposed by the auswers to the two
questions preceding?'’

'y
Deputy Comnissioner.
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Exmrr B oor G 'Crives Revouwn)

EXCEITH FROMW MEMORANDUM OF FFRICUARY ¥, 1072, FROM A 4. Fui, BEAD OF
NATURAL RESDURCES DIVISION 1O DEPUTY COMAMESSTONUR Lo WL b vesoN
Page 1: Among these valuedions were 30 oc 10 dividend paving eopper mining

compunics and some silver miniug companies,

Page 2: However, in many of the<e eases the valuntion giver the dividend
puving copper and silver mining compunies wax in eeror, ad high compured
with «onl mining, oil wells, wad other mineral indastries, resulting in a vome-
puratively low tix rate

foxmmer C or G (Grives Revowee)

EXCERYTS FROM MEMOHRANDUM OF FEBRUARY 4, 1012, FROM DLEPUTY COMMIt-
HIONEHR B, H. BATSON TO A, H, PAY, HEAD OF NATURAL RESOURCES DIVISION

[ bave given much thought € the attached memorandum with respect £ the
revaluation of copper and silver mines for 1917 and subsequent years.

1 suggoest, therefore, that you arrange for g conference with representatives of
the industry.

As the situation now stands, if we were to reach a deeision without consultae
tion with the industry we will douhtiess be charged witix haviug broken faith with
the industry.

1. H. Barsox,
Dapudy Cammissioner.

Foxiser D oor G (G~ Rerors)
EXCERFT FROM MEMORANDUM TO MK, B, H, RATHON, DEFUTY COMMISSIONER

Avnrn 1, 1022,

Ina-much as the tax vear of 1917 i involved in 1 number of copper and silver
mines, the period during waich these additional tuxes, if any, may be eallected
and assesse'd with end about Moveh bonest vear, eaving onhy about 11 months in
which to make revabuations and ecomplete wadity of these vawes,

I would respeetfully requese that the matter b taken ap with the conimis-
sioner and see if there is ane wov in which an early anewer av £ poliey may be
abtaine §

A MWy Hewd of Divesion.

Foxvuneae Boor G thaustes Borowr

From June 21 {o June 23, 19322, coprosentatives of several of the prineipal
copper-prodieing companies were notified by letters signed by the eonniissiouer
that o hearing woull bhe held up an the sabieet of revalhation of copper wines on
June 30, 1922, 0t 10 00 g in the oftice of the commissiner,

The hearing was beld as seheduded, on Juve 30,0 10220 a0 10 s . b o the
office of Mr. Beal, the Assistant Secrotary of the Prenvoey, aned ae Mreo Beal was
ill, Mr, O, P Simith, the Assistant Conovissioner of Losernal Hesenue, pre-i e,

Bricfs and oral argument were presected by atforney s, epgineers, and other
represeniatives of (he copper-vining companies,

In reply o these briefs and argiments memorands were prepaved he the
income tax unit, which only mentioaed sibhver-mine validioms incidentadiyv, - A
these mieniorsnda were in answer o snecilie arguments lhvaneed by the repres
settatives of the copper mining indosiry: and us copper-mine vevolimrion wae
far mire ioportant in dolloes than was ~ilver-amine revafuation; and as it followed
that, if the basis of determination of the Marel 1, 1018, expected futare price of
1625 cents i pound for copper should he revised Foean ot wes fneonsdstont with
determinations of expected future prices for other meials, the M arch 1, 1012,
expected price of 65 cents an onnce tor silviy snoubl abvo be pecised, as it was
even more inconsistent with other mctal prices than was the 16225 cent price for
copper

oveerpts from these menoranda follows
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.

Esumr I or G (Guimes Reront)

ENCERV D FROM MEMOEANDBUM TO THE COMMISSIONER

Juny 25, 192,

Page o3 Printed briefs were filed to show the inequitable treatment of the lead
and zine indistries in comparison with the copper and silver industeies,  The 8t
Joseph Fead Co was informed that ervors might have heen made in the determi-
nation of capper and silver prices, but that such an argument would not be p r-
mitted (o be the foundation for other ervors,

Page 30 The conunissioner was asked to permit the reviston of copper and silver
vithuntions to o rensonable basiy, consistent with the methods employed in other
vilitions, and (o eliminate extravagant allowanees of paid-in surplus previously
muade.

Page 1E Ten-yvear avernage prices have been uwsed in the valnation of iron,
lead, zine, and other mines. Silver and copper alone depart fmm this practice.

Pace 168 This memorandum mnhum in brief form the arguments which the
metals valuation seetion advanees in support of the following conelusions:

(3) That copper and silver prices ased in the valuations shonld be revised in
order that other taxpayers do not hear the burden of tax which should be borne
by these industries, or that all other metal prices be computed on the trend
theory and large refunds of tuves made by the Preasury,

Deputy Conanissioner,

Exmoir G oor G (Grives Repont)

EXCRRPES FROM MEMORANDUM YOI MR, BATSON

Attention of Me. Fay.
Ocronenr 9, 1922,

Shorthy after Mre. AL HL Fay beeame the head of the natural resonrees sub-
division, the St Joseph Lead Co. rafved a strong protest against the price of lead
used in the valuation of their mines,  Printed briefs were tiled ) show the
ineyuitable treatment of the lead and zine industries in comparison with the
copper and silver industries. The St. Juseph' Lead Co. was informed that errors
might have been made in the determination of copper and silver prices, but that
surh an argument would not be permitted to be the foundation for other
Creovs

The conunissioner was asked to permid the revision of copper and silver valu-
ations to o rosonable basiy, consdstent with the methods emploved i other valua-
tions, and U elimbnade extrvagsnt allownnees for paidein surphis previcusty
e,

P convineed that the overwhehming weight of evidenee i<t the offect that
tue price trend method s not the method accepted by most authorities in valn-
mg ore bodies,

The valuations of copper and silver mining companies should be made along
the sme lines as the valuations of other metalanining compunies.  The ineome
tax unit i authorized and instracted to proceed to the revaliation of the copper
and silver mining companies in aceordanee with ids recommendations.

C. P. Sstrru, Acting Commissioner.

Examire H

(Refer to Bxhibit 13 of the report.)

Exupir I

{itefer to Kxhibit D of the report.)

TSRt - v g L -
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List of the more vmportant silver produces s

hnm U nited States Geodoglogd Survey Reports Addeesses may be found in the alplabedivc 3ot ol alver
1 \ |
prodhiteen

1
i

Order of fuportanee by veors

e o prothaeey . s -
196 HH7 141s AT S TR (TP

Ascninda Copper Mg Co 1 o ] 1 ! ! |
Heseutes Minng Co 2 A 1 I~ [ Kl
Tonopah Belmont Development Ca L K] b l " 9 " [
Butte & Supafor Mining Co N K 1 n
'rm.u,.;m Fvtension Mimmge Co s 10 ] { N i 1
Chict Comvolidated Mining Co [N B K4 2 21 2
Tonopah Mining, Co 7 I n 14 1! 1"
iluulwr Hill & Sullivan \Huinu( « ~ [} 1 o F

Caledonin Mining Co . R u 14 20 R ;
Federal Mining & smelting Co .. . . 10 3] 1 16 1y N
United Verde Copper Co A I v h 12 i
North Butte Minmg Co . e e 12 i (K] N 1
hllur King Coatttion Mg Co It RN 20 20 a2

Culumet & Arizona Minag Co 14 13 12 v iN 't
Hecky Mining Co 1h " l o 1] i n
Green 1 Clevelnd Minmg Co 16 th '
Kennecott ¢ upper o 17 Ny !
Copper Queen Consohidated Mitine Co B 7 a8 REN A
Jitn Butler Tonopah Mining Co 10 i | :
Nevidi Waotndey Mining Co 20 N . . i
Presidio Mining Co 21 2 PO 1 20 20
Tron Blow on, Consolidated “Minme Co 21 ! P A
Uiited States Ssmelting, Refimng & \Innm'( o R . 2 2 l 20 . 15
West bEad Consolidated Mitnng Co. . a4 I [l 150 0
Sggter Vingon Mining Co . .. . I 5 ! 1
Tioie Standurd Minnge Co . . .. i 4 3! K
Ontarvio =ilver Vimne Co P ) . 15 22 [ 1
Fatnck & Custer © ons didated \Inun-w o .. TH R
Pl Orhie Aning Co . } In 1y 1! bt
Duvi-Daly Copper o e e 2 16 [ h
! tah Apes \Hnim.( 0. . B 2 . |

Californio Wamd Shver (ne . . N i
Fagle & Hue Bell Mining Co ' ut ! I
Vipant stdver Mining Co . . S 22 3]
Daly Wt Mining Co R L e P 2
Rochester Sitver Corporation e e . L . i 1
Ringham \ines Co el e e . . B P i )
Judhze Mimng & SmeltoR Co L vnnenicninn e |- U T N o 2

i : t

MEMORANDUM
. Apman 12, 1921
Ay, S0AM. Guiexiar,
Head Fugincring Divisin:

The principal silver mining compuanies, exelusive of the companies produoeing
hoth copper and silver, are given in the following lst, which will comprise be-
tween SO and 9) per eent of the silver production, exclusive of that produeed in
connection with copper, O Denotes the more important produacers in the
United Mates

Ajux Minivg Co,, Spokane, Wash

Vlameda Mivine Co,, Wallnee, 1 ﬂhn.

Mta Tunvel & Transportaton Co,, Salt Lake City, Utnh.

*Alvardo Mining & Milling Coy, New York, N.

Amatgamated Silver Mines Co., Helena, RMont,

American Fork FEsplorution Co,, Ameriean Fork, Utah,

American Mining & Fxploration Co., Salt Lake City, Utab.

Amparo Mining Co., Pliladelphin. Pa.
Avgeliea Mining & Developrment Co., Wicks, Mont,

Arnn tead Mines thnel), Talache, Id: ,hu.

Atlas Minivg o Millirg Co., Oursy, Colo.

Bay state Mining & Deve lupnwnt (0., Salt Lake City, Uinh,

Bingbam Mines Co., Boston, Mass.

Bipont Silver \lumuz o, Bpokane, Wash,

Riznek Mines 4ln<' . HNalt Lake City, Utah,

Black Howk Consojidated Mines Co., Milwaukee, Wie,

Bu-ton-Montant Corpor: l!:nn, utte, Moni,

Britol Sibver Mines Cogosadt Fake Crity, Utah
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Brunswick Connolidated Gold Mining Co., Grass Valley, Calif,
Bullion Back & Champion Mining Co., Boston, Mass,
*Runker Hill & Sullivan Mining & Concentrating Co.,, San Franasco, Calif,
*Ruatte & Superior Mining Co., New York, NU Y.

*Clale fouin Mining Co., Kellogg, Tdaho,

*Culitorain Rand Silver (Inv), Bakersdield, Calif.

*Cardiff Mining & Milling Co., Salt Lake City, Utah,
Caueade Silver Mines & Mills, Batte, Mont.

Cash Boy Consolidated Mining Co., Reno, Nev,

Coeur d’Mene Creseent Mining Cr., Spokane, Wash.

Cerro G ordo Mines Co,, San Jose, Calif.

*Chiof Consolidated Mining Ch,, Salt Lake City, Utah.
*Cineo Mines Co., New York, N Y,

eHlorado Consolidated Mines Co., Provo, Utah,

Columbus Rexall Consolidatad Mining Co., Salt Lake City, Utah,
Colorado Superi © Mining Co,, Telluride, Chlo.
Consolidate 1 Cortez Silver Mines Co,, New York N Y.
*Con-olidatd Inters‘ate Callahan Mining Co., New York , N. Y.
Consolidated Virginia Mining Co., San Francisen, Calif,
Consolidated West Eoxtension Simon Mines Co., Mina, Nev.
Cubo Mining & M Hing Co., Chicago, Til.

*Cusi Mining Co., Chicago, N1,

*Daly Mining (o, salt Toke City, Utal,

Cusi Chnsiruet’'on Cog, B Paso, Tex,

*Dalv West Mining Co., Salt Lake City, Ftah,

Denhigh Mining Corporation, Boston, Muass,

Down Town Mine< ), Leadville, Cola,

brag o Consolidated Mining Co., Prove, Utah,

*Foagre & Blue Bell Mining Ch., Boston, Muaas,

B Centro Mining & Milling Co,, Lordbharg, N. Mex.

ko Prinee Mining Co., New York, N Y.

FE1 Potosi Mining Co., New York, N Y.

I Bove Mines (, New York, N Y.

b Salvador Silver Mines Co. (Ined, New York, N Y,
Emma Silver Mines Co., Sult Lake City, Utah.

Fnterprise Mining Co., Kelloge, Bdaho,

Esperanza Mining Co.,, New York, NUY

Estella Mining Ch., Los Angeles, Cabf,

Fureka-Hollv Mining Co., San Franeisco, Calif.

Evergreen Mines Co,, Denver, (e,

Fairview Routd Mountain Mines Co,, San Praneiseo, Calif.
Fauny Rawlings Mining Co., Colorwdo Springs, Colo,
*EPoderal Mininy & Smeling Coo New York, NOY.

Pemdnd Mintong o), sult Lake Cite, Cah

Graod Coutend Micing Col, Prove, Utab

Giranite Bi-Meudlie Constraction Minine o, St Louis, Mo,
*Guanajunta Constraetion Mindog & Milling Co., New York, N. Y.
*Guanajuaty Reduction & Mines Co,, Columbus, Ohio,
Hamburg Mines Co,, Salt Lake Cite, Utah,

Hampton Conzolidated Mines Co., Denver, Culo,

FHecla Mining Co. Wallace, Tdaho,

Hemlock Silver Lead Mining Co., Saltese, Mont,

*Hereules Mining Co., Burke, Idaho.

*{orn Silver Mines Co,, Sadt Lake City, Utah,

Howe Sound Co., Yew York, N Y.

Humboldi Mines Co., Telluride, Colo,

Tdaho Continental Co., Spokane, Wash,

Tdaho Mining, Heduction & Transportation Tunnel Co., Idaho Springs, Colo,
flron Blossom Consolidated Mining Co., Prove, Utah,

Tron Blos o Mining Co., Laramie, Wyo.

*Tron Silver Mining Co., Leadville, Colo.

Jim Butler Tonopah Mining Co., Philadelplis, Pa,

*Judge Mining & Smelting Co., Salt Laks City, Utah.
Knight Investinent Co., Salt Lake City, Utal.

ftatest Ont Mining & Swmelting Co., Aurora, T

Liberty Bell Gold Miniog Co., Boston, Mass, )
MaceNamara Mining & Milling Co., 8an Franciseo, Calif.
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Mnunijestic Minos Co., Boaston, Masa.

*Mamimn »th M'mmz Co, 8t Lk City, Utal.

Marst Min s« Consmidated, Spokane, Wauh.

Michigan-Utah Consolidated Mines (), . Salt Lnke City, Uiah,
*Mogo n Mines Co.,, M ogollon, N. Mox,

Montana-Bingham CHusolidated Mining Co,, Salt Lake City, Utlah,
Moantana-T mopah Mines (1), Tonopah, Nev.

Montezuma Silver Miaes Co., New 'g(nrk, N. Y.

*Nevada Packard Mines Ch., Reno, Nev.,

Nevads SilverSelds Co,, New Yurk, N. Y.

Mountain Top Mining Co Ouray, COolo.

Nevada Wonder Miniug Co. , l’hlladclphm, Pa.

*New York & Honduras Rosario Mining Co., New York City.
Nicaragus Mining Co., New York City.

Northern Light Mmlng Co., San Francisco, Calif,

*Ontario Silver Mining Co., Salt Lake C lt}, Utah.

*Ophir Hill Consolidated Mining Co., Ophir, Utah.
Pittshurgh-Idaho Co. (Ltd.), ]’ittshurgh. Pa.

Presidio Mining Co., San Francisco, Calif.

Reseue Eula Mining Co., San Francisco, Calif.

Rico Wellington Minin 'Co. , Provo, U tah.

Rio Platu Mining ( o., (ch York, N. Y.

Rochester Silver Corpor zmnn, Ro('hmt(‘r, Nev.

Round Mountain Mining Co., San Francisco, Calif.

Ruby Sitver Mines Corporation, Tdaho Falls, Idaho.

San Lonis Mining Co., Suan Franci isco, Calif,

San Toy Mining Co., l’xltsl)urgh Pa.

Sells \hmng Co., mm Lake City, Utah,

Nilver (‘anyon Mmmg Co., Salt Lake City, Utah,

Silver Guleh '\llmng Ju., Denver, Colo,

*Silver King Coalition, Salt Lake City, Utah.

Silver King of Arizong, Mining Co., Superior, Ariz., or New York City.
Slate Ravge Minerals Co., Bakersfield, Calif.

Smugsler [Tnion Mmmgf 'v., Buston, Mass.

South Heela Mines Co,, n.;lt Luke C xt\, Litah.

Houth Utab Mines and Smelting Co., New York, N Y.
Bpruce Monareh Consolidated Mining Co., Wells, Nev,
Standard Silver Lead Miuiug Co., Spokane, Wash,

Swostika Silver & Copper Co., Huntington, W. Va,
Tumarack & Custer Consolidated Mining Co., Wallaes, Idahe.
Tecomi Consolidated Mining Co., Salt Lake City, Utah,
*Nitver Ring Consolidated Mining Co., salt Lake City, Hiah,
Teeopa Consolidated Mining Co., Peeopa, Calif.

Tuintie Milling Co., Prove, Utah,

Tintic Mining & evelopment Co., New York, NOY.
riatie Standard Miniug Co., Salt Luke (,‘i(}‘, Utahs.

Tintie Standard Mitling Co., Salt Lake City, Utah,

Turopah Belmont Desvelopinent o, Phile ui(lpht 1, Pa.
Tonopah Fatension Mining Co., Ne A York,

Tovopah Midway Consolidated Mining (o, lnnn;nh, Nev.
Tonopah Mining Co. of Nevads, Philudc!phin. Pa.

Union Consolidated Mining Co,, San Francizeo, Calif.

United Silver Coppoer Co., Spokane, Wash,

*United States Smelting, Refining & Mining Co., Boston, BMuss,
Utah-Apex Mining Co., Fall River, Mass,

Utah Consolulated Mining Co., New York, N, Y.

*'tah Meta! & Tannel Co., Salt Lake City, Utah,

Utah Nilver Lead Minees, salt Lake City, Utah,

Utopia Mining Co., Dllon, Mout.

Victorin Consolidated Mining Co., Sult Lake City, Utah,
Vipont Silver Mining Co., Salt Lake City, Utal.

Videnn Consolidated Mining Co., Tuceson, Ariz.

Wellington Mines Co., Kunsas City, Mo,

West Eod Consofidated Mining Co., Oakland, Culif,

West End Opoteen Mines Co., Gaklural, Calif,

*White Caps Mining Co., Tonopah, Nev,
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Withert Mining«(Co., Salt Lake City, Utah,

*Yak Mining, Milling & Tunnel Co., Leadville, Colo.
Yeltow Pine Mining Co., Los Angeles, Culif,
Yosemite Mines Co,, Baston, Mass,

Sirs: On December FE, 1922, the Commissioner of Internal Revenue and the
Seeretary of the Tressury authorized and direeted the Income Tax Unit o
revalue silver mines on a basis consistent with that used in the valuation of other
metal mining properties. Such revaluation applies to all returns for 1914 aud
later years unless written agrecwents have been made with the commissioner
under the provision of section 1312 of the revenue aet of 1921 or seetion 1006 of
the reventie act of 1924,

Lnsmueh us the silver mining companies were not aceorded o hearing prior
to the issnanee of this order, it s deemed advisable to give representatives of
the companies an opportunity to be heard before a general revaluation of ihe
silver properties is made. You will be advised prompuiy of the time and place
for you to appear,
= o give you suflicient opportunity to make such a showing as vou may desire
in this connection and to proteet the Government's inferests against the rnning
of the statute of Hmitations, request is made that you exeente the attached waiver
consenting to the assessment of any additional tax that may be found due in
accordance with seetion 278 of the revenue aet of 1924, This waiver ~hould be
returnied to this office within two weeks from the date of this letter,

In the event vou decide not to fill a waiver it will be greatly appreciated if
vou will notify this office to that effect. If o waiver is not filed it may be necessary
fo make u jeopardy assesanent us provided for by seetion 274 (d) of the revenue
uet of 1924 Should a jeopardy assesstuent he wmade the colleetor of internad
revenue for vour district will accept o claim i abatement when supported by
a suflicient bHond to cover the amonnt of the assessment.

Your reply should be addressed to the Commissioner of Toternal Revenne,
Washington, 12, €*, for the attention o” I'Ilikn:MJAG,

Kespectfully,
J. G Buanr, Deouty Commissioner,

The Cramrmax, During one of the hearings this week, 1 asked
Mr. Nash if he could give us the number. or the total amount -
volved T am not sure which  of the compromize made in tax settle-
ments, beeause of the inability to pay through possible insolveney or
hunkmgtvy proceedings,

Mr. Nasn. They are gathering that informazion m the solicitor's
office, M. Chairmuan, {tis going to take several days to compile 1t
and get it together. The committee will hav <1t as <oon ns we have
it ready.

AMr. Maxsox, May | ask whether in compiling that infornution,
you are naking alist of the cases?

Mreo Nasie We were not making a list. - Mre. Box ealled me yes-
terday and asked meif we would make a tist of all offers of S100.000
or more sinee 19210 We found, Mr. Chaivman, that the reeords
prior to 1921 were not very complete. L expuained that to Mr. Box,
and he said, f we could get him the cases sinee 1921, it would e
agreenble.

Mr. Maxsos, He took that up with vou, did he?

Me, Naan Yes, sirn

The Coarraran, s that arrangement satisfactory ?

Mr. Maxson. Yes.

The Cuareyan. To oo back to 19211

Mr, Maxson, Yes

The Crrarsean, T would Hike to ask if that will inelude the Lincoln
Motor Car Company, beeause that is =till e my wind. T suppose
that is becanse it is an stitution in my home town, In that case

.
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the Government assessment of income taxes or excess profits taxes -
I am not sure exactly which —-exeeeded some four million dollars, and
the enforcement of the collection of that tax really put the company
into a receivership. I only desire to straighten my own mind out
on the subject, so as not to go away with a wrong impression.

Mr. Harrsox. I would be glad, Mr. Chairman, to find out just
what was done in the Lincoln kflotm' Jar Co. case with regard to the
assessment. and possible compromise of its tax, and I will inform the
Chairman.

The Coamrmax. Ave you through now!?

Mr. Griae. Can you give us an idea as to the future action of the
commitiee, within the next three or four days?

The CuairMax. 1 do not know that I can, beeause I am sitting
here nlone, and do not know just what my colleagues are going to do.
U do not know just what their program is, assuming that the Treasury
Department allows this rvsol‘ulinn to go through to continue the
work. It scems incumbent upon me to at least confer with my
colleagues as to what they wish to do: but so far »s the next few days
are concerned, I want to have at least one or two more days on the
Prohibition Unit heeause, in so far as I am concerned, and speaking
only for myself, I hope to close up that feature in o few days, so that
we can get it out ofl the way and concentrate on the Income Tux
Uit of the bureau.

I do not know whether Mr. Manson has anything specific in mind.

Mr. Maxsox. I think I could go ahead to-morrow. If you want
to hold a hearing on the Prohibition Unit to-morrow it will please
me very much.

The CuairMan. What do you have in mind for to-morrow?

Mr. Maxson. I have some oil matters.

The Cuairman. I think we had better go ahead on these oil
matters to-morrow, because I want to talk with Mr. Pyle about
closing up this prohibition question.

| We wih go ahead on the oil cases to-morrow, if you are ready with
them,

Mr. Harrsox. Mr. Chairman, the bureau may very possibly have
some matters to present at the hearing to-morrow, and will probably
occupy a fair share of the time of to-morrow’s session. e have
two or three cases that we would like to repl¥ to, and Mr. Manson
need not plan to take up the entire session, if he will permit us to go
ahead and consume a portion of the time.

The Cuoamyan. We will adjourn, then, until 10 o'clock to-morrow
morning.  We will allow Mr. Manson to proceed at that time, and
then, when he is through, we will let the burcau put in their replies.

(Whereupon, at 11.35 o’clock a. m., the committee adjourned
until to-morrow, Friday, February, .27, 1925, at 10 o’clock a. m.)






INVESTIGATION OF THE BUREAU OF INTERNAL
REVENUE

FRIDAY, FEBRUARY 27, 1925

UNITED STATES SENATE,
SeLrer COMMITTEE TO INVESTIGATE THE
Burrau or INTERNAL REVENUE,
Washington, D. C.

The committee met at 10 o’clock a. m., pursuant to adjournment
of vesterday.

Present: 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 enginecr for the committee.

Present on behalf of the Bureau of Internal Revenue: Mr. A. W.
Gregg, special assistant 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. S. M. Green-
idge, head, engineering division, Bureau of Internal Revenue; and
ll\{’h-. W. N. Thayer, chief of the oil and gas section, Burcau of Internal

evenue.

Mr. MaNsoN. At the time we were considering the Atlantic, Gulf
& West Indies matter, the chairman requested counsel for the com-
mittee to investigate the present market value of the stock.

On December 31, 1922, there were 146,934 shares of common stock
outstanding.  The high quotation on January 2, 1924, which is the
date that this offer was accopted, was 1514,  The low was 1534 and
the average was 154%. The market value at that date of the common
stock, that is, on January 2, 1924, was $2,300,974.88,

On February 21, 1925, the high quetation was 3214; the low was
30; the average 314 and the market value of the common stock on
that date was $4,648,006.13.

On December 31, 1923, there were 137,429 shares of preferred stock
outstanding. The high quotation on the preferred was 1314 cents,
the low was 1234 the average 134, and the market value as of Janu-
ary 2, 1924, was $1,803,755.62.

As of February 21, 1925, the high quotation on the preferred was
43: the low was 42 the average 4234, and the market value of the
preferred stock was 85,840,732.50.

The total shares of common and preferred outstanding on Decem-
ber 31, 1923, was 287.063.

On January 2, 1924, the market value was $4,113,730.50; and on
February 21, 1925, the market value was $10,488,738.63.

The source of these quotations is the Commercial and Financial
Chronicle.

2097
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The Cuamman. It would have paid the Government to have takea
the stock for this elaim, would it not? .

Mr. Manson. Yes,

Mr. MansoN. Mr. Fay has some additional oil matters to present
this morning.

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

Mr. Fay. 1 huave just a brief note here, Mr. Chairman, on the
Alpine Oil Co., the company that made the discovery in this Eldo-
mﬁo (Kans.) field, wherein the Gypsy Oil Co. et up a valuation on
the Shumway lease. ‘

This Alpine well was drilled, perhaps, half a mile from where the
larger wells came in.

Referring to discovery valuations for the extension of Eldorado
P(ml on which the Gypsy-Shumway lease was situated, as has already
een stated, the Mpine Oil & Gas Co., of Kansas City, dvilled the
original well that discovered this oil pool.  This discovery well was
one-half mile west of the Gypsy well and was diilled in Maveh.
1917.  Well No. 1 of the Alpine Co. came in with an initial produc-
tion of 250 barrels a day, and in accordance with both luw and regu-
lations, this taxpayer was entitled to set up a discovery valuation
for this well.  However, in checking up the income-tax returns for
this_corporation for the vear 1917 it contained the notation “no
Rmducmm for 19177 The 1917 retwrns were audited and elosed
April 8, 1919, on the basis of the company not making a elaim for
discovery valuation, nor making any claim for depletion on cost
basis. This company had a “paid-up common stock” of $19,500
and was operating on borrowed money to the extent of $4,500.  Ap-
parently this taxpayer sold this lease but he does not state the price
received. He places the value of the lease as $15,000, being the par
value of the common stock less the borrowed capital. He sets up
$8,478.94 as operating expenses, making a total deduction of 323,-
478.94. The return, howcver, does not show in any way the amount
of moncy actually received from this lease when sold, if sold.  The
case was closed, as stated above, with *“no tax due.”  The taxpayer’s
return for the year 1919 shows a loss of $7,007.  'The returns for 1918
and 1919 were closed July 16, 1923, with “no tax due.”  This stato-
ment is submitted to show that the real discoverer received no credit
therefor, while those who followed up and drilled offset wells hene-
fited by the Alpine discovery.

The CrairMAN. They discovered it?

Mr. Fay. They discovered it: yes.

The Cuamman. But they made no discovery elaim! ‘

Mr. Fay. They made no discovery claim to which they were
entitled.  That is their fault, but I would judge. from what little
information we can get on the returns, and they are very meager,
they have apparently sold this lease to some one, and then they have
detlucted from the sale price the par value of their stock, $15.000, as
representing the value of the lease: but in their returns they show
;unincome of any kind whatever, cither from oil or from a sale of a
case. :
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The Chnamsan, Where did vou get the information that they sold
it. then!

Mr. Fay. "The only line [ have for that is on the income-tax return
under “cost of property sold,” and opposite that they set 15,000.

The Cuammas. TIs it not unusual tllmt the burcau did not make an
inquiry as to what they got for it when they sold it?

Mr. Fay. It looks like it might have been.

The Cuamman. I should think that the sale price would have
beon o part of the income of the taxpayer.

Mr. Fay. It would have been. Now, T have been able to work up
frem the return of the lessors, their interests in the Shumway lease,
which was operated by the Gypsy Co.. the two lessors owning the
major portion of the rovalty are Ao G, Winchester and G. 11 ti{un—
ter, and this has a bearing on the apportionment of value as between
lessor and Jessee,

LESSOR'S BQUITIES

As regards the equitable apportionment of the valuation of a lease
as between lessor and lessee, 1t has been brought out in previous
hearings that the Gypsy Oil Co. reccived a depletion unit of $1.528
per barrel on its well No. 1, and a composite unit of $1.466 per barrel
for its entire lease (Shumway) of 160 acres.  Mps, Atlanta G. Win-
chester, a co-lessor in this ease, received an income from five-eighths of
one-gixteenth rovalty in this lease.  The lessor claimed a discovery
valuation within 30 days of date of discovery and the well was valued
by the unit on the basis of $1.70 per barrel (depletion unit, $1.0833)
for oil, while the Gvpsy Co. (lessee) set up its valuation on the basis
0 1.90 per barrel for oil, the posted price on the 31 days after dis-
covery, which set-up was also allowed. The lessor taxpayer also
set up discovery valuation on wells Nos, 2, 10, and 23 at the market
price of ail, resulting in a composite depletion unit of $1.1612, while
the composite allewed the lessee taxpaver was $1.466.

It should be remembered that the lessor has no operating costs,
no drilling costs, in fact no expenses connected with the hanﬁling of
“his oil.  The lessce bears all the drilling costs, operating expenses,

and delivers to the lessor oil in storage, or monthl‘y‘ payments based
on pipe-line runs.  The differential as between lessor and lessee of
the present worth of a barrel of oil over the four years life of the
well at the date of discovery is the cost of operating and develop-
ment.  The lessee’s cost of pumping and running o1l into tank or
line is 32 cents per barrel, and 4.6 cents for development cost, mak-
ing a total cost of 36.6 cents per barrel.  This is the differential as
between lessor and lessee. ¢

Since the department has allowed the lessor $1.0833 per barrel as
representing the value of a barrel of oil in the ground for well No. 1,
and from which no operating cost is to be deducted, the value of the
oil for the lessee on this basis should be this amount ($1.0833) less
the operating and developing costs (36.6 cents), which would give a
net value of $0.7173 per barrel, instead of $1.528 that was claimed
by and allowed the lessee.  The underground reserves as estimated
for the lessor taxpayer were 513,810 Barrels as of 1917. The oil
and gas section estimated that 85.8 per cent was actually produced
in 1917 and 1918, a period of 18 months. The 1918 production
amounted to 54.4 per cent of the total estimated production. The
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lossee taxpayer claimed and was allowed 95 por cent of the estimatod
production as returnable during the first 12 months while the lessor
was allowed 85.8 per cent as returnablo in 18 months.

I have hero as Exhibit No. 1 a copy of the valuation given by the
oil and gas soction.

On July 1, 1917, G. H. Hunter purchasod a royalty interest (one-
sixth of one-sixteenth) in the Gypsy-Shumway lease for $11,250
and set up discovery valuation based on Gypsy well No. 6 which
was brought in October 19, 1917,

On May 21, 1917, the Carter Co. drilled discovery well No. 1 on
the ‘Orban 40 acres adjoining Gypsy Shumway. The Cuarter dis-
covery area overlapped the Shumway lease to such an extent that
wells Nes. 1, 5, 7, and 9 were drilled on what the regulations defined
as proven ground.

he Income Tax Unit ruled that inasmuch as the Carter well
No. 1 Orban proved the western part of the Shumway leuse, the tax-
payer (Hunter) had purchased a proven area and was denied dis-
covery valuation on the area drained by Gypsy wells Nos. 1, 5, 7,
ana 9, and allowed depletion on cost only for this area. Four dis-
coveries for depletion were given on the remaining area, and the
cempesite depletion unit allowed the lessor was $0.92688 por barrel
for the same cil that the Gypsy Co. was allowed $1.528 per barrel
on discovery well No. 1. The composite depletion unit for Gypsy's
four discovery wells was $1.466.

The lessor had no expenses connected with his production, while
the Cvnsy Co. had all the operating expenses, development expenses,
and the pumping of royalty vil, yet it receives this large depletion
unit. If Hunter's oil was worth only $0.92688 per barrel in the
ground, certainly the Gypsy oil should have been less than this by
the amount of development and production eosts, namely 36.6 cents
per barrel, leaving the depletion value for Gypsy Co. 56.088 cents
per barrel instead of $1.166 por barrel as claimed by and allowed
the lessee taxpayer.

Section 214, act of 1918:

In the ease of leases, the deductions allowed by this pavagraph shall be equit-
ably apportioned between the lessor and lessec,

G. I1. Hunter set up his appraisal data on October 27. 1921, giving
his ‘date of valuation as August 25, 1917, The date of August 25
is one week after the price of oil had reached the $2 mark, which
may be one reason for setting up this date instead of a date prior to
August 14, 1917, when oil was selling at $1.70 per barrel. The
lessee taxpayer in this case was given a discovery valuation on well
No. 1 which came in about two weeks after Hunter purchased his
lessor interest. Hunter is properly denied discovery value on a por-
tion of this discovery arca covered by Carter Well No. 1, but at the
same time he sets up his discovery claim _on Well No. 6 which is
drilled within the proven arca of Gypsy Well No. 1. This latter
well came in October 9, 1917, with an initial production of 7,296
barrels. The use of this well has two effects with reference to his
discovery valuation:

. (1) It was larger than was No. 1 which would give him larger
reserves.

. (2) Price of oil was 30 cents higher than it was when Gypsy well
No. 1 came in.

Al
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It is questionable whether he has the right to set up discovery
valuation on well No. 6 which was drifled within the discovery area
of well No. 1 when he had been receiving royalty oil for about three
months from well No. 1 and on which the lesseo had set up discovery
value. It seems that whatever valuation he should have set up for
this particular aren outside of the portion of this tract that was

roven by Carter well No. 1 should have been based on Gypsy well

0. 1. The lessor aceepts Gypsy wells 2 and 10 for discovery valua-
tion as set up by the lessee taxpayer; however, he does not accept
well No. 33, which came in April 12 at 100 barrels per day, upon which
the lessce taxpayer claimed and was allowed a discovery valuation.
The lessor sets up well No. 36, which eame in April 14, 1917, with an
average daily production of 600 barrels. This again gives the lessor
an undue advantage over the lessee in the total number of barrels
available for valuation and does not, in accordance with section 214,
act of 1918, equitably distribute value as between lessor and lessee.

While the lessor has been given a much lower depletion unit than
the lessee, the claim set up and allowed the lessor does not come within
the rogulations on two counts, namely:

(1) The date of valuation for the first discovery being 10 days
beyond the 3G-day period for the first well and about 6 weeks before
well No. 6 eame in and upon which he claims discovery.  Apparently
he has used August 25 as an average date and ono that is conveniently
within the $2 oil price.

(2) The lessor should have confined his valuations to the same
wells that the lessce did. It would have been just as proper for the
lessee to have set up values on these other wells as for the lessor,
but the intont of the law and the regulations is that the discovery
valuation should be set up on the first commercial well that comes in
outside of a proven area.

As Exhibits Nos. 2 and 3 1 will file statements showing the valua-
tion as allowed by department on this purticular lease.

Now, applying these lessor values and assuming that the value
allowed by the department represents the value of a barrel of oil in
the ground, I have taken this and applied it to the lessce’s interests,
on which I have a few notes. ‘

LESSEE'S VALUATION BASED ON LESS0R'S VALUES

Details of the valuation of the lessor’s equity in the Shumway lease
are given in the foregoing pages, both of which are supported by a
copy of the valuation report prepared by the income tax unit.  Assum-
ing that a proper valuation has been made for the lessor’s interests,
this figure may rightly be applied to the estimated reserves of the
lessee to determine the value of his holdings as of the same date,
namely, 1917.  The lessee for well No. 1 has estimated 5,339,014
barrels as his reserves for 40 acres. The depletion unit allowed
Mis. A. G. Winchester, lessor (five-eighths of one-sixteenth), for this
particular arca is $1.0833 poc barrel. Assuming that this is the
correct value of a barrel of oil in the ground, as determined by the
income tax unit, then tho lessee’s interests should be this amount
less all operating and development expenses.  The lessee taxpayer’s
estimate for operating costs, which should include the cost of pump-
ing the royalty oil, 1s 32 cents per barrel, while the development
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costs, based upon the necessary additional wells, amount to 4.6 conts,
or a total of 36.6 cents per barrel for delivering the oil into the pipe
line. This differontial as between lessor and lessee deducted from
the lessor's depletion unit ($1.0823 minus $0.366) leaves $0.7173 to
be applied to the lessee’s reserves above noted.  This, then, would
give a value of $3,829,675 as the lessee’s interest in the 40 acres, for
which the unit previously aliowed $8,190,392, a difference of nearly
$5,000,000.

Taking into consideration the discovery values allowed the lessor
(Winchester) for the additional wells Nos. 2, 10, and 33, and com-
binifig the total values and reserves of these discovery areas with
area No, 1, gives the composite depletion unit of $1.1612 per barrel
for the lessor’s interest then in the entire 160 acres. The lesseo’s
interest then in the entire lease should be this depletion unit
($1.1612-0.366) minus the operating and development expenses of
36.6 conts or $0.7952. This unit applied to the lessoe’s reserves of
6,836,804 barrels would give the value of the lessee’s interest as
$5,436,698, for which the lessee taxpayer (Gypsy Oil Co.) was allowed
in 1921, $10,020,325, with a composite depletion unit of $1.466 as
compared with $1.1612 for the lessor.

A further discrepancy as between lessor and lessce is shown in the
valuation of lessor Hunter’s interests in this property. Hunter pur-
chased on July 1, one-sixth of one-gsixteenth royalty interest in the
160 acres for $11,250. A\ small portion of the area had rightly been
considered by the department as proven area, und on this he had
beén given depletion on cost of about 13 cents per barrel. Howoever,
Hunter sets up 4 valuations on the remaining territory, and has
received from the department a depletion unit of $0.9268 per barrel
as a composite unit for his interest in the 160 acres as compared with
the composite of $1.466 for the lessee. It will also be noted that
there is a discrepancy as hbetween the two lessors, but this is probabl
justifiable on the basis that when the composite unit was determined,
a portion of Hunter’s oil was valued on cost, and would, thoerefore,
reduce his depletion unit to some extent. Now, applying the value
of the lessee’s oil ($0.9268 minus $0.366 equals $0.5608) in the ground
as determined on the basis of Hunior's interest, it gives a value of
$3,834,130 for the entire 160 acres, for which the lessee taxpayer was
allowed $10,020.325. The following table shows the comparative
results.

ettt e 7 Mo a6 S e e 8 e b e o o2 = 8 e e A o e e <k i ettt w e e e

T.essee’s Interest

Well No. 1, | Eutlre 160

40 acres acres
Value claimed 'by and allowed 1888€0. . .. ... .. oo miieinriaciaciaane camana- $8, 161,308 | $10,020,3256
Value based on Lossor WiInehester... ... ... iu oo ictiammrccsiasnssamanas 3, K29, 675 5,438, 698
Value based on Lessor HUnter.. .. ..o eoiemnoimaccrcascarammenaaevenannnan 2,904, 119 3,834,180

Excess valuations allowed.......__. 4,719, 50 5, 384,911

1.
g.
g: Average of valuations 2and 3...__.. 3,411,807 4, 635,414
6. Fxcess VAIIALION, POF COMbarne e canvcvnmreemacmseaamanamedmacanceamamcanas 130.3 116.17

On the 160 acres, the lessee claimed $10,020,325, on which was
allowed the value based on the Winchester lessor interest, of $5,-
436,698. The value based on the Lessor Hunter’s interest was
$3,834.130. The average of these two valuations of lessor interosts

-
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would be $4,635,414, leaving an excess valuation for the lessee, of

$5,384,911; or, reduced to percentage, an excess valuation of 116.17
er cont,

P It will be noted from the above table that the excess valuation

allowed for lessee’s interest in discovery well No. 1 was 130.3 per

cent, while the excess valustion for the entire 160 acres was 116,17

per cent.

Figures compiled from the records of the Internal Revenue Bureau
show that from March 1, 1913, to the close of 1919, the Gypsy Oil
Co. was allowed discovery valuations to the oxtent of $27,188,170.
This amount includes the $10,020,325 as mentioned above. This
Shumway lease represents more than one-third of the entire dis-
covery valuations allowed during the seven years, and therefore may
be considered as fairly representative of the other discovery valua-
tions. Since the lessce’s interests in the 160 acre Shumway lease
were given a valuation of 116.17 per cent in excess of the average
allowed on the basis of the two lessors, it shows that a proper valua-
tion for the discovery values during the seven year period should
have been $12,577,217.19 instead of $27.188,170.40. In other
words, during this seven year period, assuming that the valuations
allowed tho %cssors in the Shumway lease are correct, this lessee
taxpayer has received excessive discovery valuations to the extent
of $14,610953.21 for the seven years to the close of 1919, This
is for the Gypsy holdings only.

The CuamrMan. That is a subsidiary of the Gulf OQil Co.?

Mr. Fay. That is a subsidiary of the Gulf Oil Co.; ves. sir.

The Cnairman. Can anyone tell us just what difference that
made in the taxpaver's total tax?

Mr. Parker. The taxpayer was in the 30 per cent bracket in
1918, and in the normal bracket in 1919, That was about 1215 per
cent. It would be very rough, but yvou could estimate it somewhat
on that basis. Whatever the deduction was, it would make o differ-
ence of about 30 per cent of the tax, but you would have to know
the depletion which would be taken off each year. It would not be
on the amount of vatuation. T ean probably get you those figures.

The Cuairman. I think that would be interesting, so the com-
mittee could get a complete story of just what this reallv meant.

Mr. Maxson. T will ask the reporter to ingert in this record the
oxhibits accompanying Mr. Fay’s statement.

(The exhibits referrad to are as follows:)

Exunmir No. 1
OIL AND GAS VALUATION BECTION
{Lessor, Butler County, Kans.)
Mrs. Atlanta G. Winchester, Greenwood, Ind. Taxable vears 1918-19. No
valuation of prior years has been made by this section. Depletion «omputed

upon discovery. Valuation due to discovery, $526,932.16. Price of oil at dates
of discovery:

Well No. 1, July 25, 1017 e o cemeeeiee e e e $1. 70
Well No. 2, Oct. 19, 1917 _ . oo e e 2. 00
Well No. 11, Rov. 23, 19017 et e mcme e e em 2. 00
Well No. 33, Apr. 12, 1918 e oo ceeme e mmem 2. 26

Depletion units. .. ... ecvercecveeccmere——mmm—————— e 1. 0833
Do
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Depletion )
—— . Ly, O UV U
Depletion claimed

Taxabl Grosslnenmme | . .| Doplotion

oxuble year from wil allowahle.
Return Form O ,
1) L SO EP R P $447,358.62 | $227,074.19 | $285, 663, 01 $X27,099. 0
1117 O e sae e aa e - I 67, 831. 01 21,627 49 19,833, 46 19,332. 76

Discuasion: Taxpayer receives an income from five-cighths of one-sixteenth oil
royalty in the NE. 34 of section 11-26-4, Butler County, Kans. The workin
interest in this property is controlled by the Gypsy Oil Co., of Tulsa. On March
28, 1018, a one-eighth of onc-sixteenth interest was deeded to each of her three
ch{ldren, viz: Clyde and Oscar Winchester and Mrs. Olive A, Core. This trana-
action has been investigated by this office and proven to be bona fide.

Of the total estimated underground reserves (513,810 barrels) accredited tax-
payer as of 1917 fully 85.8 per cent were produced in 1917 and 1918, The 1918

roduction above amounted to 54.4 per cent of total estimated production;
ence the apparently excessive amount of allowable depletion in 1918.

Recommended by-—

J. H. Simmons,
Engineer.

W. 8. THAVER,
Chief of Section.

Approved by—

June 26, 1923,
Sxmeir No. 2

OIL AND GAS VALUATION SECTION
Lessor, El Dorado field

George H. Hunter, 1005 South Washington Avenue, Wellington, Kans, Tax-
able year 1917,

Depletion claimed inreturn___ .. ... ... .. e None.

Depletion claimed in Form O. ... ... . i cimaeean $3, 374. 89

Depletion allowablo. . . o e 3, 374. 89

Gross income fromoil .. . ... ... e ——- 48, 177, 99

Depletion unit_ . .. . ... . ... e . 1387
On cost,

Discussion: Taxpayer owns a one-nincty-sixth royalty interest in the Shum-
way property, for which he paid $11,250. The depletion claimed is on cost.
axpaver also has another rovalty interest upon which no depletion is elaimed.
This case is forwarded to audit for immediste action on the year 1917 only.
Recommended by-— .
H. E. W., Engineer.
Approved by—
RussgLl BeaLw,
Chief of Section.
Ocroser 28, 1922,

wxumsiT No. 3
OIL AND GAS VALUATION SECTION

George H. Hunter, Wellington, Kans. Taxable years 1918 to 1921, inclusive,.
Year 1918: .

Depletion claimed, retuen. . .. ... $34, 659, 60
: Depletion allowable. ... oo 41, 846. 89
Depletion unit on cost and discovery . ... ocnon e 02688

Gross income from oil sales.. oo e 49, 860: 67
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Year 1919

Depletion elaimed, return. . . oo e R2, 28,08

Depletion allownble, ... ... . . . ., B A § VN 1)

Gross inconmie from oil sales .. e ... 61,514 406
Yenr 1920;

Depletion elaimed, return . o 3, 697. 50

Depletion allowable . . . e e e 2, 398. 09

Gross income from il sales . o . 8, 970. 00
Year 1921

Pepletion claimed (Form ) L e e None.

Depletion allowable. .. ... e e 1, 795. 37

Disenssion: Taspaver purchased a onc-ninety-sixth royalty interest in the
shumway lease, Eldorado field, on July 1, 1917, At that date, a ]l)urtiuu of this
lease was proven oil territory as defined in regulations 45, article 220 (a) (2)
beenuse of well No. 1 (M. Orban, 80 acre lease) which was drilled May 21, 1917,
with an initial daily production of 895 barrels. It is held, therefore, that Nos,
1, 6, 7, and 9 on the Shumway lease came within the scope of the Orban discovery
well; consequently apprecintion due to discovery on these wells has been dis-
allowed,

Four discoveries have been allowed—-three on $2 and one on $2.25 oil.  The
portion of this lease proven as of date of purchase has been given a share of the
purchase price proportionate to the production of the wells drilled thereon.

The wide varintim existing between claimed and allowable depletion in 1918
and 1019 is due to the fact that depletion, in taxpayer’s Form 0, is based on
barrels paid for each year instead of actual yearly production runs,

Taxpayer's Form O does not include 1921 production, however, allowable
doyletmn for this year has been ealculated from data submitted in lessee’s Form 0.

tecommended by

J. J. SiMMmoNs,
Engineer.

Approved by -

RusskLL BEALL,
Chief of Section.

Fesruary 19, 1923,

Mr. Maxson., We have two other itehis in that connection here
with reference to the Gypsy Oil Co.

Mr. Fay. Excuse mo, Is that the Gulf Production Cot

Mr. Maxsox. No: what I have before me is with reference to the
Gypsy Oil Co,

In the proceedings o few days ago, as reported on page 1926 of
volume 11 of the hearings, I gave the valuation placed on several
leases of the Gypsy Oil Co., and the chairman at that time requested
that we ascertain the prices of oil that were used in fixing those
values. 1 have a statement here giving those prices which T will
insert in the record at this point. I will furnish you with a copy of it.

Mr. Hawrson. All right.

(The statement referred to is as follows?)

Gypsy Oil Co.—Dircovery valualions

e } '
| s Actusl Price
i ¢ Come-
R ) ; rice per i used in
Nune of lease Net recoipts | Valuation (;(12:&) sl 'l"":a‘é » :‘t’:,ifl‘:n Et"‘:';‘::i?; vul(l:)r:)l:nn
| [ faetor  Vonart | barrel)
RV U ASS——— N R -
Leons Fife (p. 8) $730, 109, 00 16!863,14500] 798| o075 $1.00
leonn Fifo (p. 7). .. ... 249, 15800 16 | 21, 548.00 7.96 . &5 1.G0
Laonn Fife (p. 7) .. 47, 426. 00 6 } 1,346.00 . 2,76 1.20 1.20
Teona Fife (p. 8) 2, 728. 00 [} 844,00 276 1.3 1. ?0
Leona Fife (p.8).. ... \ 20, 696. 00 16 1, 700.00 - 7. 06 1.7 1.70
Eliza Howe (p. 3y .. .. . 71,702.00 65, 995, 00 18 35, 707.00 ; 08 il 1.0
Eliza ilowe (p. 4) .. .. 19, 204. 60 18, 570. 00 @ | 636.00 | 3.3 40 LN
Potub.............| 1,256,694.00 | 1,161,640.00 | ... ... ; 05,014.00 ... -
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Mr. Manson. In connection with the Gulf Produetion Co., which
I undemstand is a subsidiary of the Gulf Refining Co., we have
secured data on 53 leases, showing the total expected receipts, the
valuation, the total profits that were contemplated by those valua-
tions, composite discount factors, the prices of oil upon which the
valuations were based, and the approximate life, in yewrs, which I
will also insert in the record.  This covers 53 leases, as T say.

(The statement referred to is as follows:)

Gulf Production Co., Book 1180--Discorery raluation

NORTH TEXAS, ELECTRA, AND EARLY BURKBURNETT

FIEL DS

Total 3 " . ) ] Approxi-
) . Total T'otal Compaosite | Price per | 34 50
Page ﬁ;’gﬁ;r‘,ﬂl valuation profits | diseount | barrel i "(‘;::wl‘g'
1
1
Per cent 1
$144, 620,00 $128, 216, 05 | $16, 400, 05 11. 3401 $2.00° i1
41), R40, 26 30, 214. 26 | 4,042.00 11, 3101 AN 11
71,897, 00 43, 743, 81 8,163, 1 . 3401 2025 It
i, 736, 25 147,824, 19 | 18,908, 06 11, 3301 2,25 | 14
72, 105.00 63,028, 224  §,176.7R8 1L 2.0 1t
74, 641. 53 66,177, 11 4, 404, 42 11. #4401 220 14
19K, 48, 00 175,607.78 | 22,461, 22 1. 3101 155 14
70, 728.00 68,026,97 | . 8,701.03 1. 3101 156 it
20, 304. 00 18, 001. 51 2, 302, 49 11, 3401 Lo 1
22,874, 50 20,270.62 | 2,508 BR 11, 340 1. 60 T
322, 655, 26 280,005 H2 |36, 580, 43 13401 1Las "
252, 800, (0 224, 142,28 1 28,667, 77 11,3400 2,020 14
287, 740, 00 256,105, 560 1 32,620, 44 11,3100 22k it
422,072, 50 N5, 599, 15 | 36, A2 34 1 4m 2,25 1
206, 403. 75 236,274.¢9 | 30, 220,66 113101 225 "
55, 081, 00 4R, 817.03 | 6, 243.97 1 3401 220, 1
54,530 00 #9,612,22 ' 6,217.78 1L 3101 290 i1
IN3, K04, 00 162,060, 44 | 20,443, 56 13400 | 2,00 "
TR 50 | 60,223.43 K, 85007 | 1L3400 2.2 14
23, 112,00 20, L0881 1 2,023, 19 VL 3401 ) 11
212,070. 60 | 188,021, 04 | 24,049.02 11, 3401 225 )
150,473, 75 . LHLITL A3 | 18,082, 22 11 341 D20 11
1% 40, 00 AN, 641 00 1 49, 700.44 | 113401 170 "
42, 33,0 Wi, 02156 4,700 04 Al 225 R}
B67, 560,00 25, 086,31 1 41, 682 6¢ L3 2,00 H
SO, 520 00 THLIRS 45 ) 0, 13000 L3400 [ "
W, 642,60 32,486, 76 . 4, 155 AT 2,25 1
INE RN, 25 163,922, 62 20,968, 6 ST 240! 1
01, 216. 00 4 BT, 06851 1 11,250, L340 2.00 14
. 136, 163, 40 120, UN8. 32 15,475, “3401 | 130 1"
Total. . ... ... V4,902,077, 50 ; 3,053, 10D, 46 i 509, B8, 1 L &
i i !
FASTLAND AND VICINITY (TEXAS
$34. 308,00 £33, 505,47 i $MI2, 63 < 25! 4
A 240, 4%0, 00 ! 244, 141,07 | 5,838,038 L300 1
e e i 16,313.00 406, 500, 43 | 9,722 57 2o Kt
e 270, 415.00 204,000, 73 | 6,315, 27 | 2 25 2
' T29, 82,00 707,450, 45 1 16, 026, 66 TN 3
e e LA40,654.00 1,407,243, 30 i 83, 450, ¢4 2,20 3
. L K23, 040, 75 SUL44T.96 7 1LA32. 70 2.0 3
i S40, 893, 00 M21, 050,46 (19, 633,54 3
s 370, 61807 RURIE T 2 B ) MR 3
. L 1,0 K02 00 FORBO, 505, K2 0 42, 208, 1N ! 1
b L s3I T 1, 1M, 482,08 | 25,448, 72 ! 2z 4
.- 153, K70, 00 150, 98,08 1 3, 501,02 AL ) 3
1,047,533, 00 1,004,417 85 0 43, 315,65 2,820 a2 H
.. Nik, 925, 00 N3, 378, 50 | 10, 546, 41 2,208 2,25 K3
A 252,438 60 216,720.05 | 5,611.65 Pyl 27h 3
. K03, 270 14 TN, 415,01 | 17, K64, 12 2, 2239 220 B
228 [ 06, 781, 6% 94,6004 | 2, 151,69 | 2,2030 300 3
. Lo 21.774. 40 206, %4236 1 4,942 04 ; 2,223 . 2.0 3
WS . O B2, 16788 24T A8 011 67,654,597 ! 2,200 225! 3
ny.. . A ! 177, 148,75 174,200 14 | 3.030.61 | 2,208 2,201 3
A . . C2uB2,620.00 . 2,212,808, 44 | 50, 31K, 54 | 2, 2230 4 2,25 3
1046, 502,25+ 1,023, 238,86 | 24,274,349 ! 2, 2289 225 3
23, 200. 00 22 000.67 | s A | Zumy; 225 3

19, 035, 0846, 72 |

1
i
H
h
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The Cnarrman. Do you give the nnme of the lease, or the number
of what?

Mr. Maxsox. We give the page number of the claim.  Is not that
it, Mr. Parker?

Mr. Parker. The page number and also the volume number of the
Gulf Production Co.’s claim; yes, sir.

Mr. Maxson. That is all I'have this morning.

Mr. Harrson. 1 desire to ranke a brief statement setting forth the
burean’s position in the Houston Collieries Co. case, that having
been referred to by Mr. Manson some days ago.

The Camrvax. That is a bituminous coul company?

Mr. Harrson. Yes: that is a bituminous coal company.

Counsel for the committee has eriticized the settlement of that
ense beeause the bureau allowed the taxpayer to write off or amortize
the cost of three leasos of coal land rather than to deplete on the
unit bais as the coal was taken out of the mine.

The leases in question were acquired in 1902 at a cost of $477,610.84,
and we e to extend for a period of 30 yvears, with a right of renewal
for 30 years.

The taxpayer elaimed that the cost of leases should be written off
on the basis of a 30-year life.  The unit. contended that this cost
should be written oftf on the basis of tonnnge mined.  The committee—
that is, the committee on appeals and review--decided that an aliquot
patt of the cost should be written off each year on the basis of the
original life of the lease, without reference to the extensions.

t is the contention of counsel for the committee that the writing
ofl of o lease as provided for in article 109, regulations 62, has no
proper applieation in the cuse of a lease of mineral: that the recovery
of tne cost of a mineral lease is properly obtained througiv depletion
allowanees, and not properly written oft in the manner of an ordinary
lease.

Counsel’s position apparently is that the writting off of this lease
was properly a part of the allowance for depletion. The bureau
eontends that this is not correct.  The taxes involved in this cese
were for the year 1917, and under the revenue act of 1916, as amended
by the revenue act of 1917, a lessee of mineral lands was not cutitled
to depletion.

The allowance in this eaze was granted under a different provision
of the law, namely, that of permitting the deduction of ordinary
bue thess expensies.

The view of the burean is that an mmount paid as a bonus for a
mineral lease is advaneed royalties, such view being supported by the
decision of the Supreme Court of the United States in the case of
United States v. Biwabik Mining Co. (247 U. S, 116), in which the
following remarks of the District Court in the same case were quoted
with approval:

The defendant paid $612,000 for the lease under consideration and in addition
assumed the payment of the royalties stipulated for therein. This may be
properly and justly considered payment in advance of an increased royalty, ete.

Royalties are in the nature of rent, and are an expense to a lessee.
Being an expense, they were deductible from gross income, under
the provisions of the law relating to the deduction of ordinary and
necessary business expenses.  (Section 5, revenue act of 1916.)



//"

2108  INVESTIGATION OF BUREAU OF INTERNAL REVENUE

They are not depletion deductions under the revenue acts prior to
1918, and are not properly treated under article 210 (b, vegalations
62, us suggested by counsel.

The dixtinetion between allowances for depletion and for ordinary
business expenses was bronght out in Law Opinion 615, dated August
15, 1918, waich dealt with the rights of a lesseo of mineral land under
the revenne acts of 1909, 1913, and 1916, It was there said.

But beeause no allowance for depletion enn be made in the case of a lesser, it
does not follow that he is entitled to no relicf.  Under the provisions of the statutes
authorizing the deduction from gross income of the ordinary and necessary
expenses of the business, the lessees may deduet rovalties paid as such necessary
expenses, and in the event that he paid a lump sum for his lease, that may be
considered rent paid in advance and may be apportioned over the life of the lease,
for the purpose of deduction, as provided in articles 171 and 172 of regulations
No. 83 (revised).  Although the theory of the regulations is inexact in appenr-
ently treating such deductions by a lessee as o return of s eapital invested, the
right result is reached. See also article 140,  But there is no tenable ground
under the existing or prior statutes for taking the value of the lease as of March
1, 1913, as & basis for deduetions.

This conclusion is strengthened by the proviso in seetions 5 (h) and 12 (a)
of the act of 19106, referring to depletion, that when the allowance authorized
shall equal the cost, or in case of purchaxe made prior to Mareh 1, 1913, the fair
market value as of that date, no further wllowance shali be made. The use of
¢ purchase”’ tends to indicate that the deduction for depletion was not meant to
extend to a lesses, and even on the assumption that it was the proviso, limits
the allowance to the cost, exeept in the case of o purchase (not a lease) made
before March 1, 1913,

It isx accordingly held that under the acts of 1909, 1013, and 1916, the lessee of
a mine may deducet fromn gross income the ratable cost of his lense, together with
royalties, ax an expeunse of the business, but is not entitled to any allowance for
depletion or otherwise based upon the value of his lease as of March 1, 1913,
if acquired prior thereto.

In Solicitor's Memorandum 1245, dated November 5, 1919, it
was stated that:

‘The departmment has held, after eareful consideration, that under the act of
October 3, 1913, and the revenue aet of 1916, the lessee of & mine may deduct
from gross income the ratable cost of his lease, together with royalty as an ex-
pense of the business, but is not entitled to any allowance for depletion or other-
wise, based on the value of his lease as of March 1, 1913, if acquired prior
thereto.

Regulations 33, revised, also provide in article 8, paragraph 113,
that:

Where a leaschold is sold for a specified sum, the purchaser may take as & de-
duction in his return an aliquot part of such sum each year based on the manber
of vears the lease has to run. ’ )

From the foregoing, it is clear that the bureau has recognized that
an aliquot part of the cost of a lease, based on the number of years
the lease has to run, may be taken as a deduction for each year. [t
is also apparent that prior to the revenue act of 1918 there was no
provision of the law or regulations v hich would require a lessee of
mining property to amortize the cost of his lease on the basis of
tonnage mined. As stated before, this case arose under the revenue
act of 1917, which was an amendment of the revenue act of 1916.

With respeet to bonuses paid for ordinary leases—not embracing
mineral lands-—there have been a number of rulings of the burcau
holding that the bonus should be amortized over the original term of
the lease without regavd to the right to renew. The ruling under
consideration conformed to these rulings.

-
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Whether or not the ruling in the present case should be applied to
cases mvolving vears subsequent to 1917, is » question which was not
before the committee on appeals and review.

In the revenue acts of 1918 and 1921, Congress extended to lessees
the right to depletion, and under these acts depletion is intended to
return to the lessee the March 1, 1913, value of his property, or, if the

roperty was purchased subsequent to that date, the cost thereof.

f tLe lessee’s cost 1s returnnble through depletion allowance, it would
appear that under the regulations the allowance should be ealculated
on the tonnage basis rather than on an aliquot part of the cost.  Such
a method would be in accord with Artivllu 210 (b), Regulations 45
and 62, which provides:

(h) When the value of the property at the basic date has been determined,
depletion 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 maltiplying the unit value for depletion, so determined, by the
number of units sold or produced within the taxable year. The depletion dedue-
tion for the taxable vear is subject, however, to the limitation contained in article

201 (h). In the selection of a unit for depletion preference shall be given to the
principal or customary unit or units paid for in the produet sold.

The Cualrman. Let me ask you this question:

Assume that at the end of or in the middle of the thirtieth year the
lessee sold his lease say, for a million dollars, under the option which
he had to extend it for thirty vears more, and that he sold i1t to a com-
pany which he also owned.  Under that ruling he would be entitled
to deplete or amortize, or whatever vou call it, that $1,000,000 for the
succeeding thirty vears, would he not!

Mr. Hartson. 1 do not so understand it, Mr. Chairman, and |
want to amplify this statement that 1 have made by a further explana-~
tion, which may not have been clearly brought out by what 1 have
already said, namely, that for years subsequent to 1917, under the
law, a lessee was entitled to an equitable apportionment of the deduc-
tion for depletion, I believe that in those years the depletion should be
computed on the so-called unit basis.  In other wwnl]s, I am prepared
to concede that Mr. Manson's position is correct as to what should
have oceurred in this case for 1918, and subsequent years, because of
the change in the law; but this case and the opinion which was objected
to so strenuously by Mr. Davis, the chief of the coal valuation section
of the unit, are before the committee for the year 1917, It came up
in that way, and was settled, I think, properly, under the law at that
time.

Now, in answer to the chairman's question if, for 1918 and subse-
quent years, the depletion had been computed on a unit basis, there
would have becn an exhaustion, assuming that the coal had been
nmined during those vears, of the assets to a point which is readily
ascertainable, and then the cost or the purchase price for which sold
would have been based with that depletion clearly in mind.

Mr. Maxsox. Take the situation just as it was in 1917, and assume
that the taxpaver is permitted to deduct business expenses, of which
royalty would be one.  Let us assume further that he took his de-
duction at the rate of one-thirtieth of the total amount of the bonus,
and paid for this lease each year up to the end of the thirtieth year,
but mined no coal. It is very clear that his right to renew would be
at least as valuable, in view of the fact that the coal became searcer.
it would be very much more valuable than the price that he originally
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paid for that lease. He has sacured as a deduction the entire purchase

rice or the entire bonus of the lease, and he still has something that
18 more valuable than what he started out with. There is no question
but that the purchaser of that lease would have the right to deplete
under the depletion statutes. Assuming that the !aw had not been
amended and was still in the same condition as it was in 1917, the
purchaser of that lense would have a right to deduet, as a business
expense, the purchase price of that lease over the period over which
it runs. .

My position with respect to this ease is thai the statute with
reference to depletion does not meke any difference, that the deple-
tion statute merely expresses in clear language the right that a mine
owner had prior to the passage of the depletion statute, namely, the
right to deduct the cost of something that was consumed in his
business, and that under any rule of sound ceonomics and in accord-
ance with the principles stated by the solicitor, the bonus is merely
a prepaid rovalty. Yt. i clear that that bonus should be distributed
and (}oducted as royalty; and it would be distributed and dedueted
upon every theory that it is a prepaid rovalty, and royvalty would
be distributed and deducted in accordance with the actnal depletion
of the property.

The Cinairmax. Mr. Hartson, vou said a while ago that the con-
tention of counsel was correct for 1918 and subsequent, years?

Mr. Harrsos. 1 have, yes, to this extent: | think, starting with
1918, depletion should be computed on the unit basis, namely, upon
the bais of the coal as mined, rather than on the exhaustion of the
“term of the lease,

T2 Ciaarrvan. Well) what was actually done?

M:r. Harraox. I do not know, and 1 have no information on that.
I am prepared to say that if the ruling that was made for 1917 was
to b» umtformly applied for 1918 and subsequent vears, 1 thionk it
was wrong,

Mr. Manson. T do not know, myself.

The CuamrMaN. Who examined that case?

Mr. Manson. Mr. Wright. I will have that looked up.

Mr. Har sonN. We are looking it up ourselves, but we have not
had an opportunity to verify it; at lcast, I havo not. :

The Cuamsan. Entirely rogardless of that, [ still think that what
would actually happen would be that if the lease was sold at the
end of tho first 30 years, on the hasis of the option, the bureau
would give credit for deductions for the price paid for the lease in
subsequent years.

Mr. Har son. I do not know as I understand the chairman’s
question or statement.

The value of a lease at or near its expiration would be based almest
entirely on whether there was any coal left in the ground, of course.
If coal was left in the ground and the law had not been chianged,
and they hed gotten back, so to speak, their original expenditure or
investment in this property, without having mined any coal, then I
think the Income Tax Unit would treat the amount received entiroly
as income for that year. Everything received would be income
«and except for the possible difference in rates, the transaction would
wash itself out, andpit would be as broad as it is long; but that is all
based on the assumption, as I understand it, that the law had not
been changed.

-
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Now, I think with the law changed, permitting and requiring the
unit to base its depletion on the method of computing on the unit
basis, then, if no coal was mined, there would be no depletion de-
ductions for those subsequent vears.

The CuairMAN. Lot me put it in another way:

Assuming that the law had been amended and that the tax was
12Y% per cent; assuming further that a new taxpayer bought this
mine, with 50 per cent of the coal left, would not the bureau allow
a deduction from the taxpayer's taxes for amortizing or dopleting
the amount paid for the mine?

Mr. Hagrson. If the coal was exhausted by 50 per cent of what
had been estimated to be in the ground and a sale took place, there
would, under the law, have been a depletion allowance to the tex-
payer in such an amount as would properly be based on the amount
of coal mined, and, of course, that would figure into the amount
that the purchaser would pay for the mine.

Mr. Manson. Yes; but, Mr. Hartson, is it not true that any
purchaser of » mining property or a mining lease is entitled to deplete
the cost, regardless of what taxes he paid or regardless of what allow-
ances were made to tho previous owner of the property?

Mr. Hartson. That is true, Mr. Manson.

Mr. MansoNn. That is what I was trying to got at.

Mr. HartsoN. But the price that the purchaser would pay is
prodicated entirely on how much coal is left in the ground.

The CuarrMAN. Yes.

Mr. HarrsoN. But if the prior owner had depleted it to the point
that only 50 per cent of what was originally there remained, then
the price or cost to the new purchaser would be reduced by that
amount.

Mr. MansoN., My point is that in this ruling the committee has
failed to distinguish between the purchase of the use of property and
the purchase of property which may be consumed. In the case of
purchase of the use of property, that use is exhausted as time runs on,
regardless of whether any actual use is made of the property or not.
In the case of the purchase of the right to use property——

The CuairmaN. I understand that, but what I am trying to get at
is this. This practice will enable a coal mine to be pyramided as

ears go on, so that the taxpayer pays little or no tax, or the owner,
m view of the fact that there was practically a 60-year lease, as 1
understand it. That would not apply in all cases, but it would apply
in this particular case, or in cases where there were long leases. In
other words, if this lease which was originally, in substance, a 60-
year lease, that is, a 30-year lease with an option to renew for 30-
years more, during that time transfers or sales of that lease can be
made to new buyers as time goes on, and the price so paid would
be pyramided, so that the value of the mine would be so high, and
therefore depleted to such an extent each ycar as to make the tax-
payer almost free from the payment of taxes.

r. HarTs0N. I do not think that is true, Mr. Chairman, I can
not see how the value would increase in subsequent transfers, unless
there had been no exhaustion of the coal, and further assuming that
the price of coal had gone u}), and of course that is a thing that very -
readily might occur. But if the coal had been exhausted during the

92019—25t—p1 12—9
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ownership of the present owner, the depletion that that owner would
be entitled to would be on the basis of the coal he takes out. If he
took it all out within 29 years, then, of course, this option would be
worthless to anybody else to continue on. He could not sell it to
anybody and he would not care to exercise it himself and continue
to mine, because there would be no coal left. But if he had taken
out 50 per cent, then he would have a mine which had coal existing
there yet to a very substantial degree, and if he suld it, the price
would be arrived at with knowledge that he had only so many tons
of coal left in the ground. If he continued to mine it for the sub-
sequent 30 years, and exercised his option, then there would not be
any double depletion allowance. The depletion would go on from
the point where it had left off under the old or first 30-year lease.

ow, I do not really see that such a policy of depleting on the unit
basis, which is the basis that counsel contends for, and which I think
I have stated I concede is the proper one, that any such miscarriage
as the chairman suggests would result from depletion on that basis.
At any rate, the law recognizes it and the bureau has recognized it,
and I have not heard any very serious criticism of that manner of
depleting.

Counsel’s criticism hero is that we pmﬁnsvd in this decision of the
committee on appeals and reviews ‘to- allow this taxpayer a yearly
deduction because of the exhaustion of the lease through the runnin
of time, rather than the oxhaustion of the mineral in the ground, and,
as a result of that, so counsel argues, at the end of the 30 years, thereo
might have been no coal taken out, and the taxpayer would have
gotten back, so to speak, his entire cost through the deductions for the
amortization of this lease; that the coal was still there in the ground,
and he could exercise his option to dispose of the lease, or mine it
himself, and have both the return of the money he orig:nally paid and
the opportunity to deplete on the theory that the entire coal was there
in the ground.

That would be true, assuming that the 1917 law, which did not al-
-low depletion to lessees in the case of minerals, had remained in effect.

Now, I do not know what was done with this case in 1918 and subse-
quent years. It would not surprise me if they had followed the
recommendation of the committee on appeals and review for 1918,
and possibly subsequent years. If they did that, I think it is wrong,
and should be changed. : :

Mr. Fay. Mr. Chairman, may I interpose a-word here? I was not
at the heering; I did not appear at that hearing, but I would like to
say a word with reference to the question you asked.

The CramrMAN. You say you want to make a statement?

Mr. Fay. Just a short statement, to more or less clarify the answer
that Mr. Hartson has given you.

The CHAIRMAN. Yes. .

Mr. Fay. Assuming that the originel owner had mined his coal
out to 50 per cent of his reserves at the end of 30 years, and he
sells that mine to somebody else. The other party pays a stipulated
Erice for it. His entire degletion will be the stipulated price, divided

y the remaining tons in there. He would secure his depletion on the
. remaining amount, based on the actual amount that he paid for the
property, regardless of what happened before. .
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The Cuarrmax. That is what I contend, in spite of the fact that
the original cost of the mine had been entirely returned to the tax-
P“K;r- . -

r. Hartson. Noj; the original cost of the mine had not been
entirely returned to the taxpayer if he only mined 50 per cent of it.

The Cuammman. Oh, yes, it had, because you allowed it on the
30-year period. In other words, you took off one-thirtieth cach
year, and at the end of 30 years you thereby returned the entire
investment, in spite of the fact that at the end of 30 years he may
have sold it for twice as much.

Mr. Gregc. Mr. Chairman, there are two objections still pointed
out to thesettlement. The first is that the depletion in this case should
be based on the units produced, as the 1918 and subsequent acts
provide. Counsel says those acts are just in clarification of the prior
acts, and I am inclined to agres that that is correct; but it is not what
the courts have held. The question arose under the 1916 and 1917
acts as to the right of a lessee to deplete on the basis of units pro-
duced. The bureau took the position that they did not have such a
right. The question went to the court, and in the Mowhawk case—
and I can not give you the citation of that——

Mr. HartsoN. I have it here.

Mr. Grece. You have that citation here?

Mr. HarrsoN. Yes. Itis 247 U. S, 116.

The CarMAN. I understand what you are getting at, Mr. Gregg,
but the point that stands out in my mind is that this was practically
a 60-year lease and was depleted in 30 vears. That is the great
objection that I see to the settlement, notwithstanding what the
court may have said as to other cases, where the situation was not
the same. For example, in the cases cited by Mr. Hartson, the
question of an option to continue the lease for another 30 years was
not involved. In the cases he cited, it was assumed from the cita-
tions that there was a specific time in which the leases ran out, or
the contract was closed; but in this case one of the objections of
counsel, as | understand it, was that the lease was amortized over
30 years while it really had a 60-year period in which to run.

Mr. GreGa. Then the only remaining objection is that the deple-
tion was not based on a 60-year period, but on a 30-year basis?

Thf CuairMaN. That is one of the criticisms, and I think it is
sound. ‘

Mr. GreGca. Of course, we have taken the position consistently,
that the right of renewal in the case of a lease does not affect the
lease; that we are bound by the terms of the lease, and not by the
fact that a right of renewal exists.

Mr. MansoN. When a man buys, if he buys a lease for 20 vears,
with an option to renew, that is, if the lessee has the option to renew,
the lessee buys the right to use the property for 40 years. Ile mayv
surrender that right at the end of 20 years, but he actually buys the
right to a 40-vear use. .

Mr. Grece. Well, I think the matter of the right of renewal does
raise a difficult point. :

Suppose you take a commercial lease, for which a bonus is paid.
You have the question there of whether the bonus should be spread
over the life of the lease, or over the life of the lease plus the period
of the renewal. Suppose you spread it, as counsel suggests, over
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the life of the lease plus the period of renewal, and at the ond of the
lease the taxpayer does not renew?

The CuairMaN. That is his loss. That certainly is his loss, be-
cause, otherwise, he would have the lease for 20 years, without
having any bonus upplied, and he would have gotten credit for it
in his income tax.

Mr. Grease. He would not have gotten credit for all of his deduc-
tions.

The CuairMAN. He has gotten credit for it over 20 yoars. I am
tal}cing about what the practice of the bureau was in spreading it
over the period before the option.

.. Mr. Greaga. He is all right in that case, but if he does as counsel
suggests, it is all wrong in the particular case.

e CHATRMAN. That is where you end I disagree, because I do
not consider it is all wrong. I consider, as counsel contends, he
bought the right of the use of the property for 40 years, and not the
right to have it only for 20 years. If he does not care to exercise
the option, that is his lookout. If he has paid for the right for 40
years, and only wants it for 20 years, it is no concern of the Govern-
ment if he does not use it for 40 years.

Mr. GreGa. You would not still continue to give him a deduction
i)f an? aliquot part of the bonus payment after he surrendered the
ease

The CuairMAN. Oh, no; but he loses when he fails to use the
prcﬁert for as much as 20 years.

r. GREGG. Then he loses half of Lis deduction.

The CHAirRMAN. Certainly; but he bought the right for 40 years,
and he only used it for 20 years. When he came to the end of the
20 yoars he knew all that, and then exercised his best judgment.

Mr. GrEGG. I do not follow that.

Mr. MansoN. Suppose you had a lease for 10 years, for which you
p?i:;l a bonus. You get one tenth of that as the deduction for each
of 3 years.

The CHAIRMAN. For each of what? - .
Mr. MansoN. For each of the first 3 years. At the end of the
third year, he agrees with the lessor to cancel that lease. You have
exactly the same situation there as you have in the case of a 10 years’
lease with a right to renew. If the thing has a value, the thing which
you have paid for, and it was deducted over the period, the period
over which deduction should be made is certainly the period over

which the value should be spread.

Mr. Harrson. There are some complications there that have not
been brought to light. Most of these options to renew are based
upon the possibility that the parties can get together on a new basis
for renewal.

The CuarMAN. Oh, yes; I understand that.

Mr. HartsoN. Which may involve an entirely new cost to the
taxpayer. ‘

e CHATRMAN. Oh, yes; I understand that. In that event, of .
course, that is different; but we are talking about where the option
does not carry new terms.

' Mr. HartsoN. Well, you will find, Mr. Chairman, I think, very
fow leases which have an option to renew where the terms remain
identically the same. :

-
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The CoairMAN. That may be true, but oftentimes the terms are
stated, so that the bureau has the figures on which to base it. In
the case of an option to renew, where new figures may be the subject
of negotiation, then I confess the burean must amortize the honus.
over the first period; but w'iere the terms are settled, or where there
are no terms entering into it at the expiration of the first period,
then 1 think it is perfectly simple for the bureau to arrive at the
amount of amortization for the bonus.

Mr. Manson. In this case, the lease provided that it may be
renewed at the same royaltf rate without a bonus.

The CuamrMaN. Yes. Have you anything further, Mr. Hartson?

Mr. HagrrsoN. Mr. Chairman, I have something to say at this
point with regard to the Pond Creek Coal Co. case.

Counsel’s criticiams, 1 think, can be set forth in two general
statements.

The first is that no paid-in surplus should have been allowed
because of the specific provision of section 207 of the revenue act of
1917, notwithstanding the provision of article 63, regulations 41.

The other criticism is that the valuation of the coal land at date
. of acquisition, as arrived at by the committee on appeals and review,
was clearly in excess of the true value,

I think counsel stated that the engineers of the unit had allowed
a value of $137.50 per acre for a portion of the land which was accessi~
ble to railroad transportation, but had allowed only $35 per acre for
the portion of the land which was not accessible. The committee
changed this allowance to $137.50 per acre for the entire tract, with<
out hearing the engineers” views on the case.

With reference to the first point, Mr. Gregg's statement as to the
origin and basis for article 63, regulations 41, which provides for the
allowance of paid-in surplus under section 207 of the revenue act of
1917, should be sufficient to show the validity of this regulation.
But if there is any doubt as to the intention of Con;;ress to agprova
this regulation by its enactment of the revenue acts of 1918 and 1921,
such doubt will be removed by a reading of the statements of the
Senate Finance Committee reporting the revenue act of 1918 to
the Senate. .

In the report of the committee, dated December 6, 1918 (p. 13),

the following language appears:
INVESTED CAPITAL—TANGIBLE PROPERTY PAID IN FOR BTOCK OR SHARES

In its definition of invested capital the House bill provides that tangible
property paid in for stock or shares may in no case exceed the par value of the
original stock or shares specifically issued therefor. Such a limitation would
work grave injustice in case of highly conservative corporations which have
acquired property for stock or shares, the par value of which was (at the date
of acquisition) materially less than the actual value of the tangible propert
toquired. The committee recommends, therefore, that where the actual cas
value of such tangible property is shown to the satisfaction of the Commissioner
of Internal Revenue to have been clearly and substantially in excess of the par
valuia of the stock or shares paid therefor, such excess shall be treated as paid in
surplus, : .

his amendment seeks to enact into law the substance of a regulation of the
Treasury Department, which has worked well, and which has not led either to
abuse or the filing of an excessive number of claims. It is highly important
that this regulation be placed on a more statutory basis and continued.
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The amendment, proposed consisted of adding the following words:

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 substan-
tially in excess of such par value, in which case such excess shall be treated as
paid in surplus.

Mr. Manson. There is no provision making that expressly retro-
active, and it is & well-settled rule of statutory construction that
unless a statute is expressly made retroactive it shall not be so con-
sidered.

Mr. Hartson. Congress had definitely in mind what the depart-
ment had dono by these regulations, and the Finance Committee
report stated that 1t is highly important that the regulation be placed
on a statutory basis and continued. [ think that language is very
significant, in view of what was done.

The Cramrman. I think so, but I wonder why they did not make
1L retroactive in the act itself.

- Mr. HartsoN. I do not know. I can not answer that, Mr.
Chairman. .

* Mr. Fay. Mr. Chairman, I can give you the history of that particu-
lar case to some extent.

The CHAIRMAN. You mean the Pond Creek Coal Co. case?

"+ Mr. Fay. The Pond Creek Coal Co. case. I do not consider it so
much a question of whether they should be allowed »a paid-in surplus,
but how much paid-in surplus is involved.

Mr. HartsoN. Yes; I understand, Mr. Fay, and I will refer later
on to your views cn this case. I know that you have criticised the
settlement.

Since article 63, regulations 41, was thus specifically approved by
Congress in the revenue act of 1918, and also in the revenue act of
1921, there can be no legitimate doubt as to its validity.

The second point of criticism relates to the valuation of $137.50
per acre for the entire tract, as arrived at by the committee on appeals
and review. The record of the case shows that several valuations of
this property were prepared, and that the opinions of the engineers
in the bureau as to the value changed from time to time. The first
valuation was approved September 9, 1919, and allowed $137.60 per
acre for 9,448 acres and $35 per acre for 17,875 acres of the property.
The company protested this valuation, and had several conferonces
with the then heads of the coal valuation section and natural resources
division. In one of the subsequent valuations it aYpears that the
company was granted a value of $180 per acre for depletion purposes.
It appears further that in a conference with the members of the natu-
ral resources division the company agreed not to press its claims for
the valuation of $180 per acre if the unit would grant a value of
$137.50 for the entire tract.

The notes of the conference, in so far as they are material, are as
follows:

JANUARY 29, 1921

Conclurions: That $137.52 per acre, value for the entire property, wouid be
acceptable by taxpayer, and that valuation section would revise case, seeking to
reconcile the estimate with the amount. T

AIT.
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SECOND CONFERENCE
Januany 29, 1921.

Issues discussed: Basis for surplus and differential in valuation, if any, be-
tween date of purchase and basic date,

Conclusions: That little, if any, appreciation occurred in this period and that
$137.50 an acre for cntire tract probably .reflected a fair value for both dates.
Hearing adjourned until Baturday at 11,30 a. m.

Govorrey M, 8. Tarr,

Chief of Section.

Mr. Tarr,

Mr. Tait and Mr. Dick, who held these conferences on behalf of
the natural resources division, subsequently left the service, and a
question then arose as to whether the allowance of $137.50 had been
made for both depletion and invested capital, or only for depletion.
It was contended by the company that the allowance was proper,
and that inasmuch as it had been agreed upon by the bureau, this
agreement should be adhered to.

On presentation of the case to the commissioner, it was referred
to the committee on appeals and review, which, after consideration
of the record, and of tﬁ ¥

Interviewed by J. C. Dick (head).

e statement from Mr. Fay, head of natural
resources division, as well as statements from the taxpayer, arrived
at the opinion that the Bureau had agreed upon the valuation of
$137.50 per acre for the entire tract, and that the taxpayer was
entitled to this valuation. This opinion was the unanimous con-
clusion of the nine members who constituted the committee at that
time.

From the foregoing it appears clear that there was a difference
of opinion bctween the engineers of the bureau as to the valuation
allowable; that the case was carefully considered by the committee
on appeals and review before its decision was arrived at, and that the
opinion was the unanimous view of the nine committee members.

ether an engineer appeared before the committee is not shown,
but the committee was in possession of a statement of the case
prepared by the engincers of the natural resources division, under
date of January 6, 1922, :

The result reached by the committee may or may not have been
correct, but the case was given careful consideration, and it is by
no means certain that the same result would not be reached by a
reconsideration of the case at this time. ‘

There is attached here a chronological history of the case, which
merely states the steps that it went through. T do not think it is
material to read that into the record.

The CuamrMaN. I think that in all such cases the burden of proof
ought to be on the taxpayer, but we have not heard any evidence
here that the taxpayer proved that it paid any such amount as this,
either in cash or in tangible property, or anything else, as a matter
of fact. I understand that this statute is only intended to take
care of somebody or some concern that pays in more than the par
value of the stocﬁ shows it to have paid in.

Mr. HartsoN. That is true, and in order to ascertain it in this
case, it is necessary to determine the value as of date of acquisition
of this tract of land.

The CmairmaN. I do not so interpret it. I think the burden of
proof is on the corporation or the taxpayer to prove that they
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actually paid in more than the par value of the stock, and the ques-
tion of the value of the property is not involved.

Mr. Hartsox. Is not that just the point, Mr. Chairman? In
cases of transfers of profperty in exchange for stock, if the property
has a value in excess of the par value of the stock, and conceding
that tlic burden is on the t.axpa(yer to establish that value, then
certainly, under this Article 63, of Regulations 41, they are entitled
to a paid-in surplus for that excess.

It comes down to a question of value of the property.

hMr. MansoN. As I remember the facts in that case, they are
these-—

The CrairMAN. Let us get this question of policy out of the way
first. 1 have heard no evidence that the taxpayer proved that the
property was worth the amount allowed by the Bureau. In other
words, the burden of proof is certainly upon the taxpayer.

Mr. HartsoN. I agree with you.

The CuairmaN, And there 18 nothing in the record to show that
the taxpayer proved that this value was so much higher than the
value placed on it by the engineers.

Mr. HagrtsoN. I think the record does show that these nine com-
mittee members were satisfied that .the taxpayer’s showing was
8ufﬁ(i‘»ient to warrant the inclusion of that excess amount as paid in
surplus. ,

he CuairMAN. That is probably true, but I mean there is nothing
that anybody, in after days, or in after months or after years can
produce; there is no evidence that they can produce to prove the
tax[ﬂxyer 's contention. In other words, it is just proved in the minds
f the committee. So a court settles a case like that. If a judge
dies, the record does not die with him; but in this case, apparaently,
the record dies when the individual dies, because there 18 no docu-
mentary evidence to sustain the taxpayer’s contention. All they
did was to satisfy the minds of the particular men who heard the case.

Mr. HarrsoN. I think they must have done that by come docu-
mentary evidence, and not knowing just what that was, I think the
files will show, Mr. Chairman, the %asis for the taxpayer’s claim for
that value per acre.

The CoairmaN. If that is so, then my contention is still right,
that it is not in the record. '

Mr. Hartson. It is not in this record?

The CuarmMaN. No.

Mr. HarTtsoN. Yes.

The CHARIMAN. And of course that is the only thing that we
have to go by here.

Mr. HartsoN. I shall be very glad to attempt to——

The Cuairman. I think it is incumbent upon our counsel, as well
as upon the Bureau, to submit some evidence to explain the conten-
tion or the conclusions that were reached by the Board.

The Cuairman. I shall be glad to go through the files and
determine whether there is any evidence to support the taxpayer's
claim for an increased value because of this.

Mr, Manson. If we go back to the facts here, we will clear this
up. The question of the value was not before the committee. 'There-
fore there could not be any evidence taken on it. The question be-
fore the committee was whether the engineers for the bureau had

-
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entered into agreement to allow a value upon the entire tract of
$137.50 ai acre, or whether the value determined by the engineers
of the bureau was $137.50 an acre for 9,000 acres, and $35 an acre for
the rest of it.

Mr. HarrsonN. Mr. Manson, conceding that, for the purpose of
discussion here, your statement is correct, the files, I believe, show the
basis for the engineers’ findings that were originally made, which the
taxpayer contended was a final and conclusive determination. In
other words, coneeding that the evidence might not have been sub-
mitted to the committee on appeals and review, it seems to me the
files must show that the taxpayer did introduce evidence before the
natural resources division which warranted the engineers down there,
some of them, at least, in stating to the taxpayer that this $137.50
for the entire tract should be the basis for the allowance. It was on
that agrecement that the taxpayer went to the committee to have it
sustained and upheld.

Mr. MansoN. As to that, Mr. Fay was head of the section at that
time, I believe. He is here, and he apparently knows something
about it. I suggest that the committee 'imar him.

The CHaiRMAN. In the$ connection, I do not think it is of par-
ticular interest to this committee to go beyond the records, as has
already been stated, the committee would like to know what the
records show, and not what somebody remembers. In other words,
my whole criticism is that the records in the settlement of these
enormous cases are incomplete; that the bureau is remiss in protecting
itself by not having stenographic records of the settlement of these
cases, and I am particularly reminded of the desirability of that by a
stupid remark made by a very able Senator in the last few days in
which he said, when expressing his opposition to this investigation,
that he was in favor of having & committee of Congress investigate
the Supreme Court and go over all of its decisions for a period of
five years, and to have all of the attorneys who lost their cases to
appear before the committee and tell the committee wherein they
disagreed with the Supreme Court. Of course, the absurdity of that
is apparent, but the analogy is not so terribly bad if the bureau had
the same methods to hear cases that che Supreme Court has, or if
‘there was a record made of the arguments for and against a settle-
ment that might be looked up, so that it could be ascertained how
they reached these conclusions. Then, of course, there would be no
necessity for this investigation, because it would be open for any-
body to go in and find out how you arrived at these conclusions, the
same as you can go in and hear the Supreme Court and find out how
the Supreme Court reaches its conclusions.

I think, if I were charged with the resgmnsibilities that the Com-
missioner of Internal Revenue is, or the Secretary is, in this matter
I certainly would not let these cases go by without having a record
showing why the conclusions were reached and how they were
reachcg

Mr. HarTsON. I think the Supreme Court records themselves
might be incomplete if the Supreme Court had to pass on the number
of cases that we have to pass on.

The CBAIRMAN. Oh, yes; I think that is true, but still you might
say that that was equally true of the Federal Courts, and yet all
the Federal Courts have as much to do as the bureau in controverted
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cases, but, not in the aggregate, of course. They do not have as
many cases as you do, but by no means is there such an enormous
percentage of the bureau's cases controverted. In other words, out
of these 53,000,000 tax returns that Mr. Gregg testified to before
tho Finance Committee that had been returned, I think it is safe to
say that a very small percentage of the aggregate were contested
cases.

Mr. Hartson. I made the statement—I do not know how long
ago, but early in the hearings of this committee—that, in my opinion,
it would be highly desirable to have a court reporter present to take
down every word that is said by counsel for the taxpayer and by the
representatives of the Government in all important conferences.

he CHAIRMAN. There is no doubt about it, and you do not even
need to transcribe the notes. You could have them put into the
files, to be transcribed later on, if needed. It would be well worth
while to have those notes, because, then, anybody could tell from
the records of the bureau what was said in tKeae cases; but no one
can find out now, after the cases are closed, in a year or so, or even
a week or so afterward, if the employes have happened to resi
from the bureau, just what was sai , or what influence was brought
to bear, to get a favorable decision. I am willing to assume that no
influence, or no improper influence, was used; but you always leave
the situation open to suspicion when the taxpayer gets a settlement
that some engineer or some other employee thinks was unwarranted.

Mr. Fay, Mr. Chairman, may I make a correction of Mr. Hart-
son’s statement regarding my connection with that?

The CHAIRMAN, Yes.

Mr. Fay. Mr. Hartson made the statement there that I, with
others, had agreed to $137 an acre.

- Mr. HartsoN. I did not so intend to quote you.

Mr. Fay. Well, that is the way you read the statement.

Mr. HarrsoN. I do not believe you did, Mr. Fay.

Mr. Fay. I have a written statement in the case, where I agreed,
or acquiesced, I should say, in allowing $137 an acre for about 9,000
acres, which had previously been passed upon by Mr. Talbert, and
one of the engineers who applied this amount-to only the 9,000 acres.
I strenuously objected to applying the $137 an acre to the 17,000
acres that was on the other side of the mountain, and I held that
at $35 or $37 an acre. '

The CaAirMAN. Have you anything more to put in, Mr. Hartson?

Mr. HartsoN. I have not this morning, Mr. Chairman.

The CpairMaN. Have you anything further, Mr. Manson?

Mr. Manson. No.

The CrairMAN. Have you substantially reached the end of your
criticisms of the oil section?

Mr. Manson. No, indeed. :

The CHARMAN. You have something more?

Mr. MansoN, Yes. We have reached the end of our discussion of
the Gulf case.

The CrAIRMAN. In that connection, I think the committee would
be very inadequately supplied with information if we did not have
some reference to the taxes that were actually Said by the Gulf Cor-
poration during the years under discussion, and what, in the opinion
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of counsel, should have been paid had a proper depletion been used.
1 used the word “proper” because counsel charges that improper
ﬁizurcs were used there. In other words, we do not get any picture
of it, and all of this is an academic discussion. It should be reduced
to a question of the tax, if we are geing to understand what the whole
thing means; so I suggest that counsel get these figures and give
them to us, so that we ean understand what it means in dollars and
cents.

Mr. Maxsox. T will do that.

The Cnamrman. Have you anything for to-inorrow, Mr. Manson?

Mr. Maxson. I do not think we have anything for to-morrow.

The CHairMAN. You have nothing for to-morrow?

Mr. Maxnson. No. ‘

The CuairManN. What has Mr. Box done with any of those con-
solidated cases? Has he any of them ready?

Mr. MansoN. I understand he has some of them practically ready.

The CrairmMan. You had better talk with him and find out if he
has any ready. I want to keep things going, if it can bo done without
any undue inconvenience to the staff or to the bureau. Our time is
limited, and these things stretch out longer than we expect them to.

I wish you would find out from Mr. Box whether he has anything
to present to-morrow, and then call up Mr. Hartson and Mr. Gregg
and let them know.

Mr. Manson. I will do that.

The Cnairman. Do that as early as possible.

Mr. Manson. Yes.

The Cuarrman. Unless you hear otherwise, we will have no meet-
Ing to-morrow.

(Whereupon, at 11.35 o’clock a. m., the committee adjourned until
to-morrow, Saturday, February 28, 1925, at 10 o’clock a. m.)
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UNITED STATES SENATE,
SELECT COMMITTEE TO INVESTIGATE THE
BUREAU OF INTERNAL REVENUE,
Washington, D. C.

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

Present: Senator Couzens, presiding.

Present also: Mr. L. C. Manson, of counsel for the committee;
Mr. George G. Box, chief auditor for the committee.

Present on behalf of the Bureau of Internal Revenue: Mr. A, W.
Gregg, special assistant 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. S. M.
Greenidge, head engineering division, Bureau of Internal Revenue;
Mr. John A. Grimes, chiel metals valuation section; Mr. Sidney
Alexander, Income Tax Unit; Mr. Granville S. Borden, valuation
enginceer, valuation division; and Mr. Alexander R. Shepherd, en-
gineer, metals valuation section.

Mr. Harrson. Mr. Chairman, this is the bureau’s reply to coun-
gel’s further criticism of the adjustmeunt in the case of the Aluminum
Co. of America. _

Counsel takes the position that the bureau failed to consider the
years of peak production of the Aluminum Co., namely, the years
1919, 1920, andp 1923, in calculating the value in use of the company’s
property. Comparisons are made, showing that by taking an aver-
age of the years 1919 to 1923, or an average of the years, 1919, 1920,
and 1923, a much greater value in use would have been obtained
and a smaller amortization allowance would have been granted than
was actually granted. He further shows that by using the peak
year of 1920 alone, which counsel contends was the best year to use,
the result would be a still greater value in use and a smaller amorti-
zation allowance.

In answer to this, it may be said that the use of the average of
the production for the three years 1921, 1922, and 1923 was not
peculiar to this case but was the established practice of the bureau.
As has been stated before this practice was adopted for two reasons,
first, because the official termination of the war was March 3, 1921
(see joint resolution of Congress, 41 Stat. 1359), and, second, be-
cause the average for these three years was unquestionably more
representative of normal postwar conditions than was the average
of 1919 and 1920. The years 1919 and 1920 are %enerally known
as years of postwar inflation and are recognized by all who have given
study to the subject as not representing normal postwar conditions.
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It is true thiat the Aluminum Co., as well as a number of other busi-
ness concerns, enjoyed large business during 1919 and 1920, bat in
1921 the same concerns were undergoing a most severe business de-
pression, which brought many of them into bankruptcy.

In support of these statements reference is made to the report of
the Congressional Joint Commission of Agricultural Inquiry, which
was issued as report No. 408, House of Representatives, and ordered

rinted under date of October 15, 1921, The following is quoted
rom Part II, pages 42 and 43:

Beginning in March, 1919, the situstion changed, and we entered upon a
period of tremendous inflation, increase in prices, unbridled speculation, and
extravagance. This change in the situation was first apparent on the stock
exchnnge. By March, 1919, transactions on the stock exchange numbered
21,174,184 shares, amf by May had increased to 34,236,574 shares, and by
October, 1919, had reached a total of 36,886,384 shares. The high wages of the
war period continued. The personal restraints which considerations of patriotism
had induced the Keople to adopt for themselves were in large measure abandoned.
The restraints which the Government imposed upon individuals and upon indus-
try, including those of the Food Administration, the War Industries Board, the
Railroad Administration, the Capital Issues Committees, and the various other
measures designed to restrict personal expenditures and use of credit were one
by one removed. Thousands of persons who had bought Liberty bonds sold
these bonds or converted them by one method and another in high-priced land,
worthless oil stocks, etc. There was an orgy of spending. Merchants could not
get goods from the manufacturer as fast as theyv could be sold,

Prices rose with tremendous rapidity, as indicated by the indices of various
commodities of the Bureau of Labor Statistics. A comparison of the indices of
prices for March, 1919, with May, 1920, is shown in Table 7.

* * " » * * *

In the spring of 1920 evidences that deflation was at hand began to multiply.
Exports of farm products, particularly continued to decline in volume. Domestic
consumption in many lines also began to decline; the stream of production
flowing from the farmer to the consumer began to back up in the channels of
distribution, although higher discount rates and tight money, like dikes erected
along the banks of the stream, served as influences to keep goods flowing in the
channels of trade, notwithstanding the obstacles of declining prices and slacken-
ing demand. As demand fell off the difficulties of disposing of the crop of 1920
fncreased. Prices fell far below the costs of production, which were higher in
1920 than in any preceding year. The receipts from farm products grew con-
stantly less and less adequate to liquidate the indebtedness against them and to
provide for new production. More and still more credit was required to finance
new production and to carry goods of 1920 production until they could be moved.
The process of.forcing these goods upon the market, in the face of lessening
demand, served to still further force down é)rices, and as prices dropped, the

roceeds of the sales of goods became léss and less adequate to pay the accumu-
ated debts made in producing them. Thus customary credit requirements were
embarrassed because costs of production could not be liquidated at current
selling prices, and the interest costs of carrying the goods until a better market
could be obtainec had to be added to the losses incident to declining prices.

Toward the end of 1919 the demands of the consuming public reached such
proportions as to develop on the part of the retailers a kind of buyers’ panic.
A supply of goods adequate to supply this extravagant demand was not forth-
coming. Then the wholesalers and merchants began to experience a sudden and
marked increase in their orders, out of all proportion to even very prosperous
conditions. This was the direct result of duplication. Many large firs finding
themselves unable to supply their customers, had adopted a policy of allocation,
giving to the buyers only a percentage of their orders, and endeavoring to dis-
tribute the supply as equitably as possible This forced or led many retailers
to glace orders, with a number of different firms, where perhaps they had dealt
with but one heretofore. By placing two, three, or four orders for the same
amount of goods they were able then to obtain, perhaps, in this way the full
amount of the supply they desired.

This led to a runaway market, a purely sellers’ market, and gave a wholly
fictitious impression of the probable demand of the coming year. 'As the mills

b ]
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running overtime began to catch up with these orders, and to ocomplete
deliveries, the retailers suddenly found themselvea with far larger stocks than
they had anticipated, while on the other hand the rapid rise in retail prices had
brought about a distinot, though probably at the time grossly exaggerated,
curtailment of the buying power of the public. It was inevitable that this bubble
of inflated prices must burst at some time, and the first warnings that it was
coming were found in the cancellation of these duplicated orders. These cancella-
tions, moderate at first, soon became, as the fall in prices progressed, simpl
an avalanche and so far as the most careful investigation discovers, it was this
wave of cancellation, the fright which accompanied it, and the exhaustion of
credit which preceded it which were the main or precipitating causes which
carried prices down in such a headlong fushion. While there were probably many
to anticipate a fairly drastic reaction from the unexampled boom of 1919-20,
there were few probably, and posgibly none, really to anticipate the tremendous
decline which actually took place. Records of price changes run back now to
the heginning of the nineteenth century. In this period of 120 years the debacle
of 1920-21 was without parallel.

In view of the conditions above described, and that is quoted,
Mr. Chairman, for the purpose of showing that conditions in 1919
and 1920 were purely ficiitious, the first year being one of inflation
and the next year being one of tremendous deflation, and the result
of it was that those two years were excluded in the use of this formula,
so-called, which the bureau used in computing the amortization
allowance as not being directly representative of postwar years.

The CuarrmaN. Just when was the first amortization act passed
by Congress?

Mr. Hartson. In 1918, It was the act of 1918. It was not
passed until the spring of 1919, I think.

| The Crairman. When did the bureau first consider applying
that act?

Mr. HartsoN. Of course, the returns that were filed under that
act started to come in in 1919. I imagine that the cases which arose
when those returns were audited, or came up for audit, were up for
settlement along in 1920, 1921, and those years. Investigations, as
the committee has learned, were made in 1921, some of them not
until 1922, and some of them not until.1923, although they covered
those war years.

The CHAlRMAN. How many cases were settled in 1920, do you
think, before you had reached any such conclusion as this? -

Mr. HartsoN. I have not any figures, Mr, Chairman, but I
should say very few—-very, ver t)craw. I think the cases for the war
years involving amortization alﬁy)wances are much the same in point
of time of settlement as some of the other difficult provisions of the
law which the bureau has had to administer.

As the chairman has discovered here in this inquiry, the more
difficult cases have been settled last, and there have been cases
settled right through this postwar period, 1921, 1922, and 1923, but
they were not settled immediately after the years involved.

he CuairMAN. When did you first decide upon the policy of using
the years 1921, 1922, and 1923 to arrive at postwar production?
r. HartsoN. I could not answer that definitely. I really dc
ilot know, Mr. Chairman. I think it was done sometime in 1921 or
422,

Tht; CHAIRMAN. Then, for all prior settlements, you used what
years

Mr. Hartson. I think that this formula, which is the only method
which requires the use of a postwar period in computing the amor-
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tization allowance, was itself not conceived of, nor followed, nor

adopted, until we were well into this postwar period 1921 or 1922.
I do not know just exactly when that was adopted, but about that

~ time.

The CHArMAN. I would like to ask Mr. Manson if he knows
when they adopted that policy of using those years for postwar
production?

Mr, Manson. I do not know definitely, but the indications are
that the statement just made by Mr. Hartson is correct.

The CrareMaN. That would result in a situation that in all cases
where they were settled prior to this being adopted, they were
gettled on a much more favorable basis to the Government and un-
favorable basis to the taxpayer than subsequent settlements.

Mr. HartsoN. No, Mr. Chairman, I do not believe that is true.
This should be borne in mind, that this formula, which, as the chair-
man knows, was used in the settlement of the larger and more diffi-
cult cases, which it seemed to the bureau were impossible of adjust-
ment and settlement and closing in any other way, was not used in
the earlier period, and it was during that period, when only the
simpler cases were closed, where this formula would not have been
used in any event; so that I think that in cases where the formula
was used and where the officers of the bureau thought it could be
used, it was used in all cases. I do not believe that there were some
difficult cases settled before the formula came in, and others remained
to be closed under the formula. I do not believe that is the situation.

The CuArrMAN. In the settlement of these earlicr cases, then, just
how was the degree of amortization arrived at?

Mr. HartsoN. Well, Mr. Chairman, this is my answer to that:
The simpler cases, which involved a claim for amortization, and which
further were based on the value in use of facilities during the postwar
period, were settled by detailed examination of the very fow facilities
which that taxpayer installed. Therefore, two things came about.
When the case could be settled immediately, because 1t was a simple
case, it was not postponed until negotiations extending over a long
period of time were concluded. Secondly, it was not necessary to
use any formula in such cases, and the formula was therefore not used.

The “mAaIRMAN. I understand that, but I do not understand how
you arrived at amortization if no formula was used. You say it
was not necessw in those cases. Then how did you arrive at
amortization ¢ as it on the basis of the fact that the whole facility
claimed by the taxpayer was out of existence or not required at all?

Mr. HartsoN. Mr. Chairman, it would depend on the facts in a
particular case. If it were a simple case, which involved the neces-
sity to determine the postwar value in use of a single facility, the
engineer would have made an inspection, and would huive, by an
examination of the facility itself, come back and said, ‘‘ chat facility
is in such a degree of use,” and by an examination of that facility
he could determine the percentage of value in use of that facility
without the requirement of going into any complicated formula to
determine that.

The CrairMAN. When the formula was adopted, and subsequent!y
thereto, was used, the bureau, of course, knew the exact conditions as
to the requirements of the taxpayer, and also knew whether there
had been any extension of facilities over that period of time, and if

-
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it did show that there were extensions and more capital investments,
does Mr. Hartson think that amortization was justified ¢

Mr. Harrson. I think the bureau had information, or could have
had information, which would indicate the nature of capital expendi-
tures, and the purpose for which they were being made. It is quite
possible that big capital outlays might be made by a company which
would not involve the investment in more facilities of the kind and
character which were installed during the war, or on which amortiza-~
tion was claimed.

The Cuairman. Oh, yes; but-——

Mr. Hartson. Now, I agree with the chairman that if a company
did make big expenditures to acquire more facilities of the same
character that were acquired during the war, and on which amortize-
tion was claimed, that 1t seems difficult to believe that that taxpayer
is entitled to any allowar.ce because of reduced value in use of the
facilities which he installed during the war.

The CHAIRMAN. In order to clear up this situation, it seems to me
that the bureau, in cooperation with the committee’s counsel and
assistants, might exhibit to the committee some evidence to show
how these cases were scttled prior to the adoption of this formula, so
that it may be evident that no injustice was done to taxpayers whe
promptly settled their cases.

Mr. Hartson. I think there were very few cases, if any—1I do not
know of any—where the formula would nave been used in any event,
that were settled during those early years. It is only the big cases,
only the cases where detailed examination of each individual facilit
seemed impracticable from the standpoint of the bureau, in whicﬂ
they have felt it necessary to use the formula.

The CHAIRMAN. And, of course, those were the cases in which the
Government had the greatest interest.

Mr. HartsoN. Yes; there was more money involved, from the
standpoint of the Government.

The CuairMAN. In the case under discussion, I think counsel
should find out, although the record may show it, but if it does,
it has slipped my mind, whether these extended facilities were of
the same kind of ?acilities, on which amortization was claimed by the
taxpayer?

Mr. MansoN. We endeavored to find that out, but the letter of
the taxpayer, showing the information as to capital expenditures,
which, in this instance, involved something over $46,000,000, if
my memory serves me right—over $40,000,000, anyway—of capital
expenditures made subsequent to the war, stated that it was imprac-
ticable to furnish any more detailed information than the gross
amount of the expenditures. I know of no way whereby we can
secure that information without having some member of our staff
make a field examination. )

In the Steel case, we exhibited, in connection with our presentation,
details showing the purpose for which capital expenditures were
made, and made a partial check showing that the same facilities
had been added since the war as had received amortization allow-
ance; that is, amortization had been allowed on the same kind of
facilities as had been added since the war. We did not make a com-
plete check on that, but we presented a substantial list.
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The CuairmaN. I think, in the interest of this case, and so that
we may have no misunderstanding about it, it is incumbent on the
taxpayer to give the committee or the bureau—1I do not care which—
the deatils of these capital investments, so that they may be com-
pared with the items on which they claimed amortization, to sce, in
Justice to everyone, whether or not they were the same kind of
particular articles on which they invested capital, and on which they
claimed amortization.

Mr. Harrson. Of course, even on facilitics which they installed
during the war, and conceding that they installed more of the same
character of facilities after the war, they would be entitled to claim
amortization on those installed during the war, because of the post-
war replacement value. That is another method of computing the
amortization allowance, which does not involve the value in use of

“these facilitios.

The CuairMAN. I understand that; but I understand further, if
I remember correctly, that there was no claim made for the dif-
ference in coats.

Mr. MansoN. There was none, but in making our computations
of the probable amount of tax involved, our enginecers made an
allowance of 20 per cent. In other words, we claimed, if I remember
right, that the difference ir. tax was about $2,150,000. Had it not
been for the rough estimate we made of the difference between
the postwar and the war cost, the 20 per cent difference in tax
would have been in the neighborhood of $10,000,000.

The CHAIRMAN. Will the bureau see if you can arrange that and
get it to the committee?

Mr. Hartson. An effort will be made to do that, Mr. Chairman.

Now, to continue with my statement.

In view of the conditions which have just been described of the
postwar deflation, it was obviously unfair to taxpayers in general to
consider either 1919 or 1920 as normal postwar fyemm, and 1921,
being a year of depression, it was equally incorrect from the Govern-
ment’s viewpoint, to use this year alone as a basis for determining
postwar value in use. It was accordingly decided that the average
of the years 1921, 1922, and 1923 afforded the most equitable basis
of determining such value in use.

Counsel has stated that it is necessary to consider the year 1920
in calculating value in use, and that this year forms the best basis
for such determination under the formula used by the bureau. This
is clearly a biased and unfair criticism. As shown' before, 1920 was
an abnormal year, not only in this industry, but in many others, and
to determine whether a taxpayer was entitled to amortization on
the basis of the use which he made of his facilities in this one year
would have been manifestly unjust and contrary to the intent of
Congress in passing the amortization provisions of the law.

The CHairMAN. Just at that point, we might assume for argu-
ment’s sake that that statement is correct, but when you assume to
use estimates for 1920 and 1923, which estimates I assume princi-
pally had in mind the very great slump of 1921, I think that was
equally unfair.

. Mr. HartsoNn The record in this case, Mr. Chairman, with regard
to the estimates that were used by the Bureau, is a very good one.
The estimates that the Bureau made of production for those post-

.
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war years, and at the time they made the estimates they did not
have the actual figures, were substantially correct. There was not
a very great margin of error, although there was a slight one.

Mr. Manson. There was only three and a half per cent difference.

Mr. HagrTsoNn. In other cases we missed it a great deal, but in this
case we came very close to it, I think. ‘

The CuairMaN. Yes, but you understand I am not criticising it as
to this particular case, because all through this investigation I am
having in mind more the generel practice, and am only using cases
as the basis for discussion.

Mr. HarrsoNn. Yes.

Mr. Manson. I would like to observe here, if 1 might be permitted,
that the extract from the report of the committee on agricultural
inquiry seems to indicate very strongly that 1921 was an abnormal
year, even more so than 1919 and 1920 were.

The Cuairman. I reached that conclusion myself from the read-
ing of the extract.

Mr. MansoN. Yes; and I might suggest right at that point that
if 1919 and 1920 were to be excluded upon the ground that the busi-
ness done during those years was the result of over-stimulation, it is
quite clear to my mind that 1921 can be well compered with ‘‘the
morning after.”

Mr. Hartson. Of course, Mr. Manson, that is not the only reason
why the years 1921, 1922 and 1923 were used as the postwar years.
This is one of tho reasons, as has been pointed out.

The fact that 1921 was, in fact, and in law, a postwar year, the
war having formally been rou%ht to an end early in 1921, seemed to
make it necessary for us to use that as the year after the war had been
formally closed in our computations, and to use that alone as was
pointed out, seemed to us to be unreasonable; so we averaged that
with the two succeeding years.

This discussion brings this out, it seems to me, that Kou can, in a
particular case, pick one year, exclude another, or take two years
and exclude two years, or vice versa, and you can reach any result
that you choose to reach by the selection of particular years after
you have the history of it behind you. But here was the Bureau,
in 1921 and 1922, M)IZ Chairman, trying to settle these cases. They
had to adopt, so it seemed to them, a method which would have general
application in cases of the same character, and they tried to steer
a consistent course. In some cases it worked to the advantage of
the taxpayer, possibly, to pick arbitrarily three years, and to exclude
others, but in the next case that came along it might have the oppo-
site result, and yet it seems as though this selection of those three
years, and I rather think, personally, it was a wise selection to take
those three years and use them uniformly, when this formula was
being applied, in preference to any of the other years that might
have been taken—reached a reasonably fair result, assuming that
the figures and factors which had been the basis when this formula
was used were reasonably correct as well.

The CuairMaN. I observe that counsel for the bureau lays stress
upon the resolution passed by Congress declaring the war at an end
which I think is rather techrfical; but in view of the fact that they
did not wait for the war to end when they settled the other amorti-
zation cases, I am just wondering how they came to settle cases
before the war ended ¢
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Mr. HartsoN. Mr. Chairman, in those cases that the chairman
has reference to, that were closed before the war ended, I think the
would not amount to 1 per cent on the total number of cases, and)i
think they were such simple ones that it would not be difficult to
determine, with some degree of accuracy, without the use of any
formula or computation, what amount of amortization the company
would be entitled to.

The CHAIRMAN. That may be true, but still you could hardly
arrive at the postwar cost before the war ended, could you

Mr. HarrsoN. I can concede, Mr. Chairman, that it would be
difficult to determine the postwar cost of a facility in 1920, when
later years might cause you, with the information then available, to
reach an entirely different result. Of course, the arswer to all of
this thing is that we are trying to settle our cases; we are trying to
close our cases.

The CuairMAN. Yes; I understand.

Mr. HarrsoN. And we had to close them from day to day. We
tried to close them as they came up, rather than keep them all for
some distant date in the future, and settle them all at a definite
date. We could not do that.

The CHAIRMAN. d am not criticizing the bureau for settling these
cases as promptly as possible. In fact, if I should criticize the
bureau, it would be for the delay. But it seems to me that the
bureau is stretching a point by using the resolution passed by Congress
in 1921 as determining the end of the war, when they knew that the
war ended in 1918, and, in practice, had been proceeding on that
basis long before the resolution was passed by Congress determining
the end of the war.

Mr. HarrsoN. We had this situation, Mr. Chairman: 'This is a
bit of history that I think will clear that poiut up. The 1918 act,
as I remember it, and I may be in error about it, put a limit of three
years from the end of the war——

The CuairMAN. Which, in fact, was 1918?

Mr. HARTSON. A three-year limit within which redeterminations of
amortization allowances could be demanded by a taxpayer and
effected by the commissioner on his own motion. The 1921 act caine
along, and instead of using a three-year period, put a definite date in
the %uture, which was March 3, 1924, as the limit within which
redeterminations could or had to be made. So that the war was over
when the 1918 act was passed; I mean by that the armistice had been
signed when the 1918 act was passed. '

The CrAlRMAN. Yes.

Mr. HarrsoN. And they made a three-yvear limit from the termina-
tion of the war. When that law was put into effect and was placed on
the statute books, it required us to attempt to get the cases closed
before the end of that period. Then the 1921 act further extended it.

The CratrmaN. But when they passed the 1918 act in 1919,
Congress knew that the war was over.

Mr. HartsoN. They knew that the armistice had beer signed.

The CrarrmaN. They understood that the war was over, and they
used a three-year period; so it seems clear to me that there was no
basis for the bureau to use except the years 1919, 1920, and 1921.

Mr. HartsoN. That might well have been true during the time the
cases were being settled under the 1918 act, but I have tried to bring

.
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out, Mr. Chairman, that we were not settling cases under that act.
It was not until the 1921 act came into effect that we started to close
these cases, about which counsel seems to have some criticism. Now,
there might have boen a few cases which the taxpayer and the Govern-
ment could agree on, and we settled and closed those without refer-
ence, maybe, to the postwar value in use, using, possibly, the scra
value of the asset or the postwar replacement value. It woul
require some knowledge of postwar conditions before that determina-
tﬁqn could, be arrived at. There is no exact answer to any of these
things.

The CHAIRMAN. I understand that.

Mr. HarTtson. It is a difficult thing to satisfly everybody on.

The Congress itself realized that the cffect of the war on a tax-
payer’s business could not be determined in 1919, or 1920, and because
of such fact, specifically provided that the taxpayer might have the
original deduction for amortization reexamined by the Commis-
sioner of Internal Revenue at any time before March 3, 1924, and if
found to be incorrect, the tax liability should be redetermined.

The CHAIRMAN. At what time in 1921 was that act passed, Mr.
Hartson ?

Mr. HarTsoN. It was approved and became effective on November
23, 1921.

The language of the revenue act of 1918 in this respect was that he
might require a redetermination at any time within three years after
the termination of the war. In the revenue act of 1921, the specific
date, March 3, 1924, was used, and it is to be noted that this was
actually three years after the official termination of the war. It is,
therefore, the position of the bureau that the use of the years 1921 to
1923 and the elimination of the years 1819 and 1920 was justified.

Counsel states that the demand for the company’s products fluc-
tuated from month to month, as shown by the records of one of its
plants, and he states that if the demand fluctuates, the capacity
required to fill the demand will exceed the average capacity as figured
on a steady demand for the entire year. He draws the conclusion that
the plant requirement is thus better reflected by monthly capacity
than by annual capacity, and that the annual capacity should be
arrived at by multiplying peak monthly capacity by twelve. This
method of arriving at capacity is not considered sound. In the firet
place, it assumes that the production of the Alcoa, Tennessee, plant,
which was the one under consideration, is controlled by demand, and
thai the capacity was, therefore, based on demand. However, the
Alcoa plant is one which is operated by water power, and it is situated
in & locality subject to droughts and shortages of water. Therefore,
to take the capacity for a peak month and multiply such peak ca-
pacity by 12 would eliminate the periods of small capacity due to
water shortage, and would result in attributing to the plant a greater
capacity than it, in fact, possessed. The argument predicated upon
this presumption is, therefore, believed to be unsound.

The CHairMan. The argument would be sound, then, if it was an
electric power plant, wouﬁ it not? )

Mr. Hartson. I think it might be sound, certainly, if the ability
to produce was constant during the war. I have been told personally,
that this water power plant down there is one that, during the dry
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months, is unable to function at anywhere near its capacity. The
result of that is that they build up a fictitious production during
months when they have power, in order to tide them over the dry
months, and their average production during the year better reflects
what their true cal.pacity 1s.

Mr. Manson, 1f I might be permitted to interrupt at this point,
I will say that in studying the tigures of monthly production of the
Alcoa plant, I had in mind the fact that that was a water power
plant, whose production would be influenced by the supply of water,
and I was very much surprised to see that there was no relation be-
twéen the production of the plant from month to month and the
periods of the year when water would be scarce or plentiful.

The CuarirMaN, So, in effect——

Mr. Manson. There is an exhibit in the racord of the case showing
production from month to month. I have not the figures in my
mind, of course, but I did have in mind the very point that counsel
calls uttention to, and in studying these figures 1 studied them for
the purpose of ascertaining whether or not the variations would
show a slack period during the middle of the summer, when water
would be scarce, and during the middle of the winter when the
ground in the mountains would be frozen and water would not be
coming down. I discovered that there was no relationship
between the peaks that I used, which showed a variation of about
25 per cent—from 25 to 30 per cent. There was no relationship
between those peaks and the calendar months of the year, that is,
between the dry and wet seasons of the year.

The Cuammman. All right, Mr. Hartson.

Mr. Hartson. Counsel has called attention to a letter from the
company, in which it is said that capital expenditures aggregating
$42,043,585.06 have been made since the war, and he draws the con-
clusion that a part of these expenditures must have been for the
purpose of increasing the company’s plant capacity. Attention is
directed to that portion of the letter referred to in which it is said
that these expenditures were made by the company for plants in
the United States and for those in foreign countries. As to the plants
in foreign countries, no amortization can be claimed, and their
capacities have no bearing on the present question. The expenditures
for them are, therefore, immaterral, and there is nothing to indicate
whether or not a greater part or all of this $42,043,585.96 was
expended on the foreign plants. .

he chairman has asked for figures on that, of course, and we will
attempt to secure them.

Counsel has referred to a re;f)ort, of the Federal Trade Commission,
and has quoted extracts therefrom, tending to show that the officers
of the aluminum company made statements to the effect that there
has been a shortage of ingot capacity during some period. He
further draws attention to the fact that the amortization claim is
bnsed on an excess of ingot capacity. When these alleged statements
of the company’s officers were made, or to whom they were made,
or in what connection they were made, or to what period of time they
refer, does not appear. It is submitted that they are entitled to but
little weight. '
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With reference to these quotations, counsel stated (p. 2906):

1 do not read this into the record with the idea that this is the kind of proof
that, were I making a determinaticn of amortization in this case, I would enter-
tain. I do read it into the record for the purpose, however, of showing that there
was extant in this report the kind of proof which should have put the bureau
on its notice that inquiry along, thesc lines should be made.

Upon inquiry at the Federal Trade Commission, it was found that
the report from which these quotations were taken has not yet been
printed, and that the statements were taken from a mimeographed
summary of the report which was prepared in October, 1924, and
which has not been generally published. To charge the bureau with
failing in its duty because it did not have knowledge of the activities
of an entirely dissociated branch of the Government, mrticularly
when those activities had taken place long subsequent to tlhc bureau’s
action on a particular case, is wholly unreasonable. Such statements
have more the appearance of mere faultfinding than of helpful
criticism.

The criticisms of counsel relating to the failure of the bureau's
enfineers to make a detailed examination to determine the salvage
value of amortizable facilities, their comparative life and their differ-
ences of. efficiency have already been answered in this case. It was
shown in this answer that the plan was impracticable, because it
involved more time than was available, that it would have involved
hardships to many taxpayers, and that it would have been of doubtful
value in producing adgitlonal revenue. oo

With respect to this latter point, attention is directed to the fact
that another of counsel’s criticisms which sounded as grave as these
turned out to be wholly detrimental to the Government’s interests
when actually put into practice. The criticism now referred to is
that pertaininlg to the allowance of amortization on this taxpayer’s
steamships. It will be remembered that counsel insisted that the
engineers, after making this amortization allowance, which included
an allowance for the steamships, should have learned that the tex-
payer had later sold its ships and should have made an examination
to determine whether the price received for the ships exceeded their
residual value—such value being calculated by deducting from the
original cost amounts allowed for amortization and depreciation. It
was then argued that if the price received was greater than such
residual value, the allowance of the bureau was improper apd should
be recalculated.

It will be remembered that upon following the method suggested
it was found that the price received by the taxpayer was not greater
than the residual value as above calculated, but was very much
smaller and that by following such method, the taxpayer’s amort-
ization allowance would have been increased instead of decreased.

The CramrMAN. At this point, let me ask you whether the tax-
payer deducted his loss on tlile sale of these ships?

: r. HARTSON. Yes; he deductad his loss whenever the sale took
place.

The CHAIRMAN. So that, in effect, it means that he did get his
full loss on the ships, either through amortization, or through loss
[0 Cama

Mr. HartsoNn. That is not the fact, Mr. Chairman, because hLe
took his loss at a 1214 per cent rate. At any rate, the rates had
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changed, so that if he did not do that, which, upon reflection, I am
inclined to think he did not, because that is a provision of the 1924
act rather than of any prior act, it did not result in the same benefit
that he would have received had it been computed against his war
profits under the excess profits tax rates during the war years, such
as would have been derived by him had he been permitted to increase
his amortization allowance. .

It is not unlikely that the proposed method of considering salvage
value, useful life and -differences of efficiency would have similar
results.

As the case now stands, it appears from the calculations of our
engineers that had the actual production figure for 1923 been used
instead of the estimated production figure, in which there was a
difference of 3.5 per cent, the amortization allowance would have
been $587,139.75 less than was actually allowed. On the other hand,
if taxpayers were granted all of the amortization on its steamships
to which it was ontitled, the allowance would have to be increased
by $1,201,437.00.

Under the circumstances, the recomputation of these allowances
does not appear to be advisable.

The CmAlRMAN. You may proceed with your case now, Mr.
Manson.

Mr. Mansgon. This is the case of the individual tax of William
Boyce Thompson for 1918.

he CaAlRMAN. Where does Mr. Thompson live?

Mr. MansoN. In New York.

The CrairMAN. Do you know what his business is?

Mr. Manson. Capitalist, I believe. I do not know of any other
business.

The amount of tax involved is $573,001.72.

This case is an important case, not only from the standpoint of
the amount of tax involved, but because it discloses a laxness which
we believe to be symptomatic in checking losses claimed as deduc-
tions.

Our statistical investigation has disclosed the fact that losses on
the sale of stocks and bonds claimed and allowed as deductions are
the most important factor in determining the rise and fall of income
in the high-tax brackets. They perhaps amount to more than all
of the other factors which influence the rise and fall of incomes in
the high-tax brackets. For that reason the system employed in the
bureau in checking those losses is a very important consideration for
this committee.

This case further discloses that in spite of all the checks and reviews
which have been described to this committee as the means of pro-
tecting the Government’s interests, it is possible for the heads of two
divisions, by cooperation, to fix & tax, and in spite of the best efforts
of conscientious employees working under them, to keep from the
responsible officers, such as the solicitor and the commissioner
himself, the information such as goes to the liability of the taxpayer
to lia.y a tax; so that, for those reasons, this case involves a great
deal more than the amount of tax involved.

+ In the original return in this case, filed in March, 1919, this tax-
ayer made deductions for losses on sale of stocks and bonds amount-
ing to $597,479.66.

~
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The 1918 form of return, in Schedule D, calls for the following
. information to be supplied by a taxpayer who reports a profit or loss
on the sale of land, buildings, stocks, bonds, and other property

The CuairMaN. Is that the form used by the taxpayer in this case?

Mr. MansoN. That is the form used by the taxpayer in this case,
the form supplied by the bureau for reporting the 1918 taxes.

The CuairMaN. This was the taxpayer’s return made for the year
1918, although filed in 1919, was itr .

Mr. MansoN. Yes; that 1s it. In the first place, this form calls
for the kind of property upon which the profit or loss is required to
be stated, the year the property is acquired, the name m((il address
of the purchaser or broker, tho sale price, the original cost of value
of March 1, 1913, the cost of subsequent improvements, if any, and
the depreciation sustained.

The instructions printed on this form provide as follows:

If the profits or losses on sales made through any one broker aggregated
$1,000 or more, report the transactions on a separate line, with the name and
address of the broker.

In this case, a copy of Schedule D of the taxpayer’s return is our
Exhibit A. There 18 no detail as to the kind of stock or the kind of
bonds. The only date as to the year acquired is 1913 and since.

Under the name and address of purchaser or broker is the word
“various.” The total sale price of stocks and bonds is included in
three totals, and the original cost or market value on March 1, 1913,
is also included in three totals. The losses are carried out in one
total of $597,479.66.

I offer that as our Exhibit A.

When this return was audited, the auditor prepared a letter for
the signature of the deputy commissioner, which as is follows:

SEPTEMBER 4, 1923,

Mr. WiLniamM Bovce TaoMPSON,
14 Wall Street,
New York, N. Y. :

Sir: Reference is made to your income tax return, Form 1040, for 1918,

1t is noted in Schedule D that you reporied a loss of $597,479.66 from the sale
of stocks, notes, and bonds. With reference to each transaction you are re-
quested to state:

(a) Kind of security.

(b) Date acquired.

(¢) Original cost of each security.

(@) If acquired prior to March 1, 1913, the market value as of that date.

(e) Date of sale.

{(f) Sale price of each security. . .

{g9) Whether $4,437,590.64 represents the actual sale price or th> inventory
value furnished by your broker. .

In Schedule A you deducted $26,066.02 as salaries and wages paid. You
are requested to state whether this item includes any withdrawals or salaries
paid to yourself or your wife. If 8o, state the amount or amounts.

Please give this matter your prompt attention and in your reply refer to
IG PA 3 MP-302.

Respectfully,
J. G. BRIGHT,

Deputy Commissioner,

By - - ]
Acting Chief of Section.
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The Cuairman. Who was the acting chief of section at that time?

Mr. MansoN. It does not state.

I offer that as'Exhibit B.

On September 4, the taxpayer furnished a statement, of which
Exhibit Cis a copy. In this statement, the various transactions are
apparently separated, but with one or two exceptions there is no
description of the kind of stock; there is no date as to sale, that being
designatet, as I say, with one or two exceptions, as October and
November, 1918, and many of them just 1918, There is no name of
the_purchaser or of the broker to whom the sale was made.

Among other items claimed for here is ‘“Foreign excnange.”
There was claimed on that a loss of $280,022.36. There is nothin
to indicate whether an exchange was disposed of, or what sort o
“Foreign exchange” it is. In fact, there is nothing upon this state-
ment furnished By the taxpayer, in respounse to this letter, which
would enable any auditor to make an intelligent or effective check
upon these trancactions.

It is submitted that if a taxpayer is required to state the kind of
stock upon the sale of which he claimed a loss, is required to give the
date of its purchase; so that the value of that stock as of that date
can be verified; is required to give the. date of the sale, so that the
value of the stock as of that date can be verified, and is required to
give the name of the purchaser or the broker through whom the sale
18 made; so that that fact can be verified, the mere fact that the
taxpayer furnishes that information is almost as effective a check
as though that information were afterwards verified, because a tax-
payer who knows that he is sup{l)lying information which makes it
possible for the bureau to check the transaction and find out whether
the facts returned are true, is deterred from reporting & loss which
does not, in fact, take place.

The CrairMAN. Did your investigation disclose any evidence
that the taxpayer’s books were audited by an auditor?

Mr. MansoN. They were not.

The CuaieMAN. Do you know whether they have been audited
up to date?

Mr. MansoN. 1 do not know whether they have been audited up
to date, but no field examination of this claim was made.

The CHAIRMAN. You say you do not know whether the taxpayer’s
books at the office were audited up to date?

Mr. MansoN. I do not know whether they have been audited
since. There is nothing in the files to indicate that they have been
audited.

The CHAairMAN. That is interesting, because the representatives of
the bureau have been checking the chairman’s income tax for three
weeks, and have been going to great pains to find out whether I
have done the Government out of anything or not.

Mr. MansoN. There is nothing in the ﬁ%es to indicate that any
examination of this taxpayer’s books has been made.

After the receipt of the statement to which I have just referred,
an A-2 letter, notifying the taxpayer of an additional assessment of
$482.16 was sent out on October 17, 1923. This A-2 letter, in
effect, allows all of the deductions claimed for the loss on the sale’
of stocks and bonds claimed by the taxpayer, for the reason that it
does not disallow any of them, and assess an extra tax.

-



INVESTIGATION OF BUREAU OF INTRRNAL REVENUE 92137

The CuairmaN. You say “in eifect.” 1In actuality it does.

Mr. MansoN. Yes. The extra tax of $482.16, notification of
which is carried by this letter, contains a statement which is as
follows:

In schedule G you failed to report $57.55, the amount of tax paid for you at
the source, on tax-free covenant bonds. On page 1, line 16, you reported
$4,003.75 as the value of stock dividends received. In the schedule submitted
with your letter of September 21, 1923, you gave this value as $4,503.75, a
difference of $500. Stock dividends do not constitute taxable income; how-
ever, the profits realized from the sale of such stock is taxable income in the
year in which the sale is made.

These adjustments increase your net income subject to tax at 1918 rates by

A

$4,561.30. The surtax on $35,421.61, the corrected amount of met income in
excess of the exemption of $5,000, is $3,490.11. = Siuce $2,950.40 has been as-
sessed, and $57.55 was paid for you at the source on tax-free ¢ovenant bonds,
there is due an additional tax of $482.16.

The CHairMAN. And the actual tax paid by the taxpayer in that
year on the basis of approximately $35,000 net income?

Mr. Manson. Yes. Well, $35,000, plus $5,000.

The auditor who handled this return, Miss Megarity, is no longer
in the section. Mr. Box, our auditor, interviewed the chief of the
subsection—-~ y _

The CHAIRMAN. Do I understand that this lady to whom you
have just referred is in the service, but not in the section?

Mr. MansoN. We do not know whether she is in the service, but
she is not in the section.

The Caarrman. I see. L :

Mr. MansoN. Mr, Box interviewed the chief of the subsection
where this case was handled, a Miss Powers, as to whether it was
customary, where the schedule did not contain the information
called for, and where the information supplied by the taxpayer was
not sufficient, to make the basis of an effective audit, to allow the
deductions under those conditions. She stated to Mr. Box that
they not only made no check except on the totals, but there was no
information on file in that section from which a check could be
made; that no attempt was made to determine whether or not the
prices at which the stock is reported bought and the prices at which
1t is reported sold conform to the market price as of those dates, and
that if an auditor attempted to make that sort of an audit of these
returns the production record of that auditor would be so poor that
he or she would probably be removed from his or her position.

The CuAIrRMAN. It seems to me that counsel ought to have sub-
penacd the person who made that statement.

Mr. MansoN. Well, I can do so, if the chairman desires it.

The CuairMAN. It might be desirable, although, of course, the
witness is on notice now, and it might be somewhat embarrassing,
and different had the witness been subpoenaed in the first instance.

Mr. MansoN. Notwithstanding the fact that the information
called for by the schedule was not supplied and the information
called for by the letter was not sui»plied in sufficient detail to form a
proper audit of these deductions, I propose to show hereafter that it
was held by Mr. Alexander, in a conference with the taxpayer, that
the fact that this A-2 letter was sent out for $482.16 %arred the
Government from reopening and reauditing and redetermining the
propriety of these allowances.
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In the fall of 1923, Mr. Granville S. Borden and Mr. William H.
Craigue, valuation enF'meers of the metals valuation section, discov-
ered that a man by the name of McConnell had sold zine lands and
leases in 1918, upon which he made a profit of approximately $600,000.
When MecConnell was notified of a proposed tax upon that trans-
action, he protested that tax, and set up the fact that this taxpayer,
William Boyce Thompson, had financed his deal, and that they were
equal partners in the transaction. This property was sold in 1917;
that is, an agreement to sell was entered into in 1917. In that way,
the fact that Thompson had a half interest in this profit was brought
to the attention of the metals valuation section.

The metals valuation section then requisitioned the returns of
Thompson and McConnell, and discovered that they had made no
. returns of any portion of the profit on the sale of these zinc lands.

An A-2 letter, which is our exhibit E dated February 12, 1924,
was sent out, assessing a tax of $573,011.72, based upon the disallow-
allowance of the deductions for the losses on the sale of stocks and
bonds, and upon Thompson’s share of the profit on the sale of these
zinc lands.

The CuairMAN. This A-2 letter, you say, was sent to Thompson ?

Mr. MansoN. This A-2 letter was sent to Thompson on February
12, 1924. This is our Exhibit E.

On February 28, 1924, Mr. C. Kelsey and Mr. T. D. Thatcher, of
the law firm of Simpson, Barlett & Thatcher, representing Mr.
McConnell and Mr. A. G. Dodge, representing Mr. Thompson, had a
conference with Mr. Alexander. Notwithstanding the fact that the
discovery of this transaction with reference to the sale of the mini
lands had been made by the metals valuation section, that the metals
valuation section had given a notice and had given these taxpayers a
hearing, and had all the information with reference to this transaction;
and notwithstanding the fact that under the organization of the
income tax unit the determination of the values of mining property
is a matter exclusively within the control of the metals valuation
section, neither a representative of the metals valuation section nor
an auditor who knew anything about the deductions for losses on the
sale of stock and bonds, was brought into this conference. This con-
ference was held by Mr. Alexander alone.

The report of that conference is our Exhibit F.

That letter is signed by “S. A.,” those being the initials of Mr.
Alexander, ‘“Head, Natural Resources Audit Division.”

I would now call especial attention to the fact that this was a case
in which it was known at the time it was held by Mr. Alexander that
these stock losses would not be reopened for consideration. It was
known that this taxpayer had failed to return a profit made on the
lands in this mineral case, a fact sufficient to have put the bureau
upon notice, even though 1t is not their practice in all cases to make
au effective check of losses where they run as they do in this case, to
over & half million dollars. )

The Cuarrmas. In that connection, (he tuxpaycr claims that there
was no profit made; so how could a profit be returned ?

Mr. MansoN. Well, I am coming to that.

* There was at least a claim on the sart of the metals valuation
section that there had been a profit made.

-
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The CrAlRMAN. Well, you would not criticize the taxpayer for
not roturning it if there was not any profit, would you?

Mr. Manson. Taking all the facts in this case into consideration,
I would criticize the taxpayer, for this reason: It is shown here that
this land was purchased in December, 1912; that there was no activity
in this field and nothing took place which would enhance the value of
the property from December, 1912, to the 1st of March, 1913;
that the land was purchased for approximately $10,000; that after-
wards improvements were made on it which would run the cost of
the land, with the developments, up to about $18,000; that nothing
transpired after that until Germany seized the zing fields in Belgium,
and the price of zinc was immediately boosted in this country, in
1914; that great activity took place in this field in 1914 and 1915;
that the price obtained for this property in 1917, that is, tho price
fixed in the contract of 1917, was entirely due to enhancement in
the value of zine, which began in 1914,

The Cuairman. What was the property sold at?

Mr. Mavsoxn. About $600,000.

The Cuairman. In spite of the fact that it cost them about
$lO{,0()40 and they cold it for $600,000, the taxpayer claimed no

rofit |

P Mr. Manson. They reported no profit at all, Even though there
had been some enhancement in value, and in spite of the claim of the
bureau that there was none in the three months’ period from the time
they purchased the property until the Ist of March, 1913, the
fact that war conditions in Europe boosted the price and the demand
for zinc tremendously in this country would create at least a part of
the profit; so it can not be said in this case that the taxpayer was
warranted, under any conditions, in not reporting some profit on that
transaction.

The CRAIRMAN. What did the taxpayer claim the property was
worth on Marck; i, 19137

Mr. MansoN. He claimed that the property, together with the
improvements made upon it, was worth just what he got for it.

he CuarrMaN. The burden of prool, was on the taxpayer to fix
the value as of March 1, 1913, is it not?

Mr. MansoN. Absolutely.

The CaairMaN. And he submitted no proof fixing the value?

Mr. MansoN. And he submitted no proof fixing the value.

The engineering division had given him 30 days within which to
supﬁly data as to the value as of March 1, 1913, after a conference
with the taxpayer. Such data was never supplie«i. The engineerin,
division ascertained that he had consulted an engineer and ha
attempted to get an engineering valuation, but had not succeeded
in doing so. )

The CHAIRMAN. When was the case closed as to this particular
transaction ?

Mr. Manson. I am just coming to that.

On April 14, 1924, Mr. Grimes, the chief of the metals valuation
gection, sent & memorandum to Mr. A. M. Greenidge head of the
engineering division. This memorandum sets forth the facts which
I have just rouglhly sketched. o

Copy of that letter is introduced as our Exhibit G.

The CuAIRMAN. You say that was dated in April, 1924%
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Mr. MandoN. That was dated April 14, 1924,

It is apparent that there are some questions of law involved here.
In the first place, as to whether the transaction out of which this
profit was derived was consummated in 1917 or 1918 is clearly a
question of law. Second, whether or not the failure to return this
tax or to return this income constituted a fraud which would prevent
the statute of limitations running against the tax is another very
clear question of law.

For reasons which will be hereafter explained, on April 28, 1924-—
that is, two weeks after this letter to Mr. Greenidge—there was pre-
pared for the signature of the deputy commissioner, by Mr. Borden,
an engineer in the metals valuation section, a communication directed
to the solicitor, requesting the solicitor’s opinion upon the questions
of law involved in this matter, two of which I have just mentioned.
This communication is our Exhibit J. :

The CuairMaN. Did that letter get to the solicitor?

Mr. MansoN. That letter, we have ascertained, had not reached
the solicitor’s office last Saturday. The date is April 28, 1924.

The CuairMAN. In other words, after 10 months, it had not reached
the solicitor?

Mr. Manson. It had not reached the solicitor’s office yet.

Qur Exhibit H is a written statement of Mr. G. S. Borden, valua-
tion engineer of the metals valuation section, which throws additional
light on this situation.

The CuamrMaN. The Mr. Shepherd mentioned was the special
conferce, was he not?

Mr. Maxson. Yes. Mr. Shepherd was the special conferee of the
Engineering Division.

s this engineer has stated, he made the kind of report that Mr.
Shepherd instructed him to make. That report is Exhibit I, dated
December 3, 1924, I am not geing to read this report in full, but I
do desire to call the attention of the committee to the fact that the
very first statement in this report is a ruling upon a question of law,
namely, ‘‘ The statute of limitations has run against the claim for
additional taxes for the year 1917.”

That was and is one of the most important questions in this case.

Here we have this situation, identical as in the Penn Sand & Gravel
Co., an engineer knowing that the ends of justice are being defeated
by & taxpayer, sends a protest in writing to Mr. Greenidge. That
protest is ignored. He then goes to the solicitor, the law officer of
the Bureau of Internal Revenue, an officer appointed by the President
and confirmed by the Senate, and put there lf)or the purpose of passing
upon questions of law. There he is advised by au assistant to the
solicitor to put his case in writing and submit these questions of law
to the solicitor, in order that they may be determined in the way
provided by law. That communication has not as yet, or at least
up to Saturday of last week, had not as yet reached the solicitor.

It is my position that regardless of the merits of this particular
case, the manner in which this case has been handled shows that, in
the first place, there is an entire lack of that effort which is absolutely
essential for the proper check of deductions claimed for losses upon
sales of stocks and bonds. '

In the second place, this case establishes as no other case which
has yet come to my attention establishes, the correctness of the
position taken by the chairman before the Finance Committee, when
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he said that some system of appeals or review whereby the Govern-
ment will get some protection and whereby the subordinates of the
Income Tax Unit, who have a knowledge of the facts, who are cor-
scientious in their work and are trying to protect the Government,
may have an opportunity to be heard.

he CHairMAN. To my mind, this develops a most astounding
condition, and I think the members of the giumau here must be
impressed with the power of an individual, one solitary individual,
to so route a case through the bureau as to obtain anything he desires,
and yet the head of the hureau or the solicitor, would know nothing
about it. It seems to me that that is incomprehensible. 1 have not
heard of this case before. I do not know how it came to the attention
of counsel, but if one man by the name of Alexander can steer cases
through the bureau, wiping out all the work of the metals valuation
section and the auditors of the solicitor’s office, and even the com-
missioner himself, it is a most astounding situation that exists. Of
course, I presume that there is some explanation yet to come to the
committee, but, as presented, it is most astounding to learn that such
a thing is possible.

Did you ever hear of this case before, Mr. Nash?

Mr. Harrson. 1 think, Mr. Chairman, the bureau ought to be
given further opportunity to consider what has been said, and reply
to it later. I think, in view of the fact that representatives of the
bureau had not known of this case until counsel called it to their
attention on Saturday, I think we would prefer to have nothing said
by the representatives of the bureau at this time, and 1 would ask
that it be continued, and we be given an opportunity later on.

The Cnamrman. 1 would like to ask that the bureau present this
case to the commissioner and the Secretary of the Treasury for
immediate consideration. 1 think this is the most astounding situa-
tion that I can conceive of and I can not conceive of any reply which
could contradict this apparent evidence. It does seem to me that
it is of such importance that the Secretary of the Treasury and the
commissioner ought to know about it, because, as I say, it is astound-
ing to me to know that such a condition has existed.

Ar. Manson. I wish to submit for the record our Exhibits A to J,
inclusively.

(The exhibits submitted by Mr. Manson are as follows:)

Exuimir A

William Boyce Thompson—=Schedule D, 1918 Income Tax Return
D. PROFIT FROM SALE OF LAND, BUILDINGS, STOCKS, BONDS, AND OTHER

PROPERTY
i
. i Cost of :

Name and Originul cost b ont Deprecia-

. . address of . or market | S30SCQUENt 1o, foibse.

Kind of property | Year acquired purchaser or Sale price value, Mar. 1, lx;llg;-‘r‘(;v?; quently
broker 1913 ﬂny' sustained

1 2 3 | 4 5 6 7
—— I . JUUERRE RS
Stocks, ete......... Mar, 1, 1013, | Various..... $1,012,462.42 | $2,315,174.24 | |eaieaias
and since.

BLockS. ..o [ 11 VRN DU do....... 62, 100, 50 155,81L.62 | oo feeiiamiaaa

Bonds_............. |- L+ 1+ TR do...... 2,403,027.72 | 2,564,288 44 |.coeonnini[raraneeann

Net profit from sales (total of columns 4 and 7 . ; .
minus total of columns 580d 6) . oo covvevnnn. s 4,437,690.64 | 5, 035,070.30 {revmmenaeaes $597, 479, 66

3
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. Examir B
LETTER REQUESTING DETAIL OF SECURITIES TRANBACTIONS

SerTEMBER 4, 1923,
Mr. WiLriam Boyor TaOMPSON,
New York, N. Y.

Sir: Reference is made to your income tax return, Form 1040, for 1918,

It is noted in Schedule D that you reported a loss of $597,4’59.66 from the
sale of stocks, notes, and bonds., With reference to each transaction you are
requested to atate: :

a) Kind of security.

) Date acquired,

¢) Original cost of each security.

If acquired prior to March 1, 1813, the market value as of that date.

e) Date of sale,

(f) Bale price of each security.

(9) Whether $4,437,590.64 represents the actual sale price or the inventory
value furnished by your broker.

In Schedule A, you deducted $26,060.02 as salaries and wages paid. You are
requested to state whether this item includes any withdrawals or salaries paid
to vourself or your wife; if so, state the amount of amounts.

lense give this matter your prompt attention and in your reply refer to
IG:PA:3:MP-302.
Respectfully,
J. G. Brigur, Depuly Commissioner.



ExaisiTr C
STOCKS, ETC.

§ { 30 iginal cost ! Mark ;
! . . ‘Original cost,!  Murke:
Boltemi Kind of security Date acquired Shares or Mar. 1, v:sm; Aan Date of sale Sales vajue \{!lug p!er -;;Y;‘;re
T ; 1913, value | 1613 ar. 1. ¥
ro | _ _
2 1 Mines ¢ Smeri :
! ¢ i'ne; .0' of America stock before Mar. [ .o ; 25,384 shares......... $88, 152 00 f& 132 00 :{{F;er ,iug, 6 1o Dec. £34, 171.90 | &3 per <hare.
3 Mligfg Co. of America stock after Mar. 2, §oeeeo oo .. " 24,413 shares. ... _. 73, 61158 Ei L 6 8.
e ) 73,621. 00 i ............ May, June, Decem- |  57,679.04
her, 1918
93,500.00 . ou oo Iulréeig and Oectober, 111, 860. 08
oy lag. % Og } _________ { ?angu;é}» to December, 174, 980. 06 | See rate helow.
66298535 1..........| Februars to Decem- | 858,180.10
i T,
248,355.58 L. ... } Oe»ober, November, | 246,031.50 ¢
P 3
290,752.25 (oo i S | 1247060 |
15, 500.00 .. T | i750000:
5168111 f.. i 23,200.09 ;
20.037.40 | [ 18,000 00 |
18,512.50 .. 16, 500.00 |
106, 517, 77 | 123, 500.00 ¢
i
G, $00. G0 46,020.00 |
- 16.00 8.00 | $4 per share.
21 \ev..da (‘onsnhdated Copper Co. stock | o aniaeneaaae. tshare .. ............ 7. ; 13 per share.
before Mer. 1, 1913, 00 : 18.% 17.00 | 313 pe
22 Stoek ..l . 86,430, 00 121 06 1
b L, SR 400. 00 300. 00
26 Patents. ... ... 112. 50 112.00 |
27 | Foreign exchange. .. .. ....eooooe o ooo.l.. 300, 022. 36 20,000.00 ;
30 | Loap to mining COMPANY .- oo 125. 00 .50 7
31 | Loan to Storm King Stone Co.__..___..._. 280. 100, 06 f
32 | Mines Co. of America stock hefore Mar. 1, 4,129. 58 1, 7600, 64 | 33 per share.
33 ' Paid fees of experts investigating various 14,345 50 i o e e SR !
undertakings entered into for profit. ‘ e i ) i
; POLY -+ IR S | 281507428 . o242

NoTE.—The par value of a stock dividend received was added to the cost of the original stock purchased. 1!: of t re shares, including the stock dividend. were soid during the
year. 'The par value of the stock dividend was, however, reported as incorne on the original return under item 12 {8y, viz: 34,503.75.

AONTARH IVNHIINI JO NVIUNT 40 NOILLVOLISHANI

3 4 §Y



Exnaisir C—Continued

- BONDS ¢
1 § .
Oricinal ecst,’ Market | L .. ;
Item Kind of sceurity Date acquired Sheres or Mar. 1, ;vajue M r. ! Date of saie ! Sales value | ¥ ;‘é“e "f’lstg‘s"e
1013, value | 1,1913 | ' Mar. 1,
—— o —— ; P
11 Sle:[py Iliollgole{ Country Clubbondsbefore | .l ... $2,000.00 , £2,000.00 ; Oct.31,1918. ... .. .o $1,600.00 | Par,
viar 3. H ‘
- 12 | Railroad Co. notes 29,628 ... % April, 1818 ... ... i 30,000.00
13 | Industrisl corporation bonds 57,975.00 ... ...... June, 918, . ... ..... T 56,358,587
14 | Foreign Government bonds._......._..... 395, 465. 42 Febwar) and June, |
L3 SO s [+ S 89,261.18 .
18 United States Government bonds. 51 51;: ggg co
25 . .do.___.ollIITITIITITITT 500,
8 Forexgn QGovernment bonds... 489, 500, 00
. 29§ United States Government bonds $62,300.00 ¢

Washington Railway & Electric
notes.

October, 1918 ...
1

$1,000. 79

Storm King Stone Co. notes. 340 65
Iona Gold Mining Co. notes 0.
H.R.C.C PO 41,000, 00
Zinemines Co. notes. . . 51,822.60
Total. e eaean 155,611, 62 °
X S SN SUUU —e-oi $,085,070.30
‘ ‘ 4,437,590, €4
Bosselaimed. oo e e fprmmeemenmannannann 597,479, 66
H
1 Loans made over a period ending July 10, 1917.
b made over a period endinZ June 17, 1914.
3 Loans made cver a period endmg Mar. 26, 1913,
N AR T e St S AR

¥vio

HNNTALY TVNHALNT 40 AVIYNE A0 NOILVOLLSHANI
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Exuisir D

TREABURY DEPARTMENT,
Orrice or CoMMIBRIONER OF INTERNAL REVENUE,
Washington, October 17, 1923,
Mr. WiLtiaM Bover THompsoNw,
14 Wall Street, New York, N. Y,

Sir: An examination of your income tax return for 1918 discloses an additional
tax liability of $482.16, as shown in detail in the attached statement.

In accordance with the provisiona of section 250 (d) of the revenue act of 1921,
you are granted 30 days within which to file an appeal and to show cause or
reason why this tax or deficiency should not he paid. The appeal, if filed, must
be aldressed to the Commissioner of Internal Revenue, Washington, D. C.,
for the spevific attention of IT PA 3, MP 302 App. '

Treasury Decision No. 3492, setting forth the privileges of taxpayers in cases
of appeal, is attached for vour information and guidance.

here a taxpayer has been given an opportunity to appeal and has not done
k0, #s set forth above, and an assessment has been made, or where a taxpaver
has appeale 1 and a9 assessment in accordance with the final decicion on such
appeal has been ma le, no elaim in abatement of the assessment will be entertained.

This assessment is in ad lition to all other outstanding and uupaid assessments
appearing upan the eollector’s lists,

Payment should not be made until a bill is received from the collector of in-
ternal revenue iy your district, and remittance should then be made to bim,

Respectfully,
J. G. Brigur,
Deputy Commissioner,

M
Assistant Head of Division,

STATEMENT
CcroseR 17, 1923,

In re Mr. William Boyce Thompson, 14 Wall Street, New York, N. Y. Ad-
ditional tax, 1918, $482.16.

In S:heduie G you failed to veport $57.55 the amount of tax paid for you at
the source on tax-free covenant bonds. On page 1, line 16, you reported $4,-
003.75 as the value of stock dividends received. Tx the schedule submitted
with your letter of September 21, 1923, you gave this value as $4,503.75, a
difference of $500. Stock dividends do not constitute taxable income; however,
the profit realized from the sale of such stock is taxable income in the year in
which the sale is made. ,

These adjustments increase your net income subject to tax at 1918 rates by
$4,5661.30. The surtax on $35,421.61, the corrected amount of net income in
excess of the exemptim of $5,000, is $3,490.11. Since $2,950.40 has been as-
sessed, and $57.56 was paid for you at the source on tax-free covenant bonds,
there is due an additional tax of $482.16.

Exupir E

Fernuary 12, 1924,
Col. WM. Bover TroMpsoN,
14 Wall Street, New York, N. Y.

Sir: An examination of your income-tax return for the vear 1918, together with
information submitted therewith, has resulted in an additional assessment of
$£573,011.72, the details of which are shown in the attached statement,

In accordance with the provisions of section 250 (d) of the revenue act of
1921, yon are granted 30 deys within which to file an appenl and to show eause or
reason why this tax or deficiency should not be paid. he appeal, if filed, must
be addressed to the Commissioner of Internal Revenue, Washington, D. C., for
the specific attention of IT HR ¥F-1, HCH-4459 App.

It appears reasonable and fair, in the event that you desire to appeal from the
conclusions set forth in this letter with respect to the adjustments for the
year 1918, to request that you sign and return the inclosed form of waiver,
agreeing to an extension of time of one year beyond the statutory period
of limitation, of the statutory period of limitation as extended by waivers already
on file with the bureau, within which additional tax may be agsessed. This wi
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avoid the necessity of making an immediate assessment and afford the unit
sufficient time to proceced in the regular manner to the consideration of the
merits of your appeal or the additional information you desire to submit.
Treasury Decision No. 3492, setting forth the privileges of taxpayers in eases
of w)peal, iy attached for your information and guidance.
here a taxpayer has been given an opportunity to appeal and has not done
80, as set forth above, and an asscssment has been made, or where a taxpayer
has appesled and an assessemnt in accordance with the final decision on such
appeal has been made, no ¢laim in abatement of the sssessment will be entertained.
his assessment is in addition to all other outstanding and unpaid assessments
appearing upon the Collector’s lists,
’ayment should not be made until a bill is received from the collector of
intefnal revenue for your district, and remittance should then be made to hi.
Respectfully,
J. G. Brigur,
Deputy Commissioner.

BTATEMENT

Col. WM. Bovce Tuompeson,
14 Wall Street, New York, N. Y.

A svuepsis of your return for 1918, appears as follows:

Block B, director's fees . . o et e e $750. 00
Block D, stocks and bonds. .00 Lo None.
Block 1, patents. - o L L e enei e B, 62487
Block I, interest on tax-free covenant bonds_ ... ... ... _..... 2,877 51
Tax paid at source. ... ... e e e e m 57. 55
Block G, miscellaneous income. - .. - .. ..o oo, e 08, 653. 46
Botal . e e 105, 963. 58
Block A, oftice management loss._ .. ... ... .. ... ._.. e 8,131 60
‘ 97, 831, 08
Blocks H and I, general deductions. o . .o oo oL 42, 079. 76
Balance. . oo e cdmcmi e m— e b5, 752, 22
Line K-a, dividends . - - .. e mamnana 574, 187. 42
Line K-b, taxable interest on bonds. . oo o ooLo0 3. 447. 88
13 7 ) U 633, 387, 52
One-half of profits on sale of mineral lands. . oo oo aaaas 291, 100, ¢O
thTet income subject to surtax. ... 924, 457. 52
068!
Dividends. o . . - oo $574, 187. 42
Taxable interest on obligations "of the United
States. e ircnaccceccnma————— 3, 447. 88
Exemption. .o oL " 1, 000. 00
e 578, 635. 30
Balanee. . oo o e 345, 852, 22
Amount subject to tax at 6 percent. . ______ ... _..____ 4, 000. 0O
Balance subject to tax at 12 percent_ ... ... .. ___._ 341, 852, 22
Normal tax at 6 percent. ..o ceaam—as 240, 00
Normal tax at 12 per cent ... oo oo oo 41, 022, 27
SUP A e e e e e 535, 182, 01
Total. .o o ————————— 576, 444. 28
Tax previously assessed:
riginal returns, Mar, 15, 1819 ... .. $2, 950. 40
«  Additional assessment, December, 1923, page 35,
lHne 2o ——— 482. 18
e 3,432, 56

Additional tax due........ N e mcmemeeem e mm e 573,011. 72
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The loss from the sale of stocks and bonds shown on your return under Block
D as $597,479.66 has been disallowed.  Details, such as name of broker, detes of
purchase and sale, and full deseription of each transaction, when the amount
involved is in excess of $1,000, should be furnished. In the case of foreign
otchange, the losa is allowed only in the event of disposal,  From detuils furnished
by you it is not apparent that vou disposed of your holdings.

In regard to the profit on the sale o;‘ mineral land, vou are advised that of the
#1le price, $650,000, a sum of $50,000 way paid as & commission. The transaction
was completed in 1918, and sg no rortiou of the profit has been returned in any
year, the amount received, $291,100 will be assessed at 1918 rates.

This amouut has been computed ag follows: :

Sale prico. . ... __ . ... e e e m——ma - ma——— $650, 0G0
Cormission . .o oeo e ow e eeee e e o e e e 50, 000
Balance..... e aaan e e e e 600, 000
OBt o e e e e 8O 00D
Development .o e e &, 800
e 17, 800
Profit on transaction. oo ... .. ..o . ...o-o... 582,200
One-half Wiy, B, Boyee Thompson . ..o ... ... . .. * 201, ]()0
One-half O, ). MeConnell .- ‘ - e e L2014, 100

Exmsrr I©

CONFERENCE REPORT
Feeroary 28, 1924,

Taxpavers: Col. William Boyee Thompson and Mr, 0. J. MeConnell.

Address: New York.

Represented by: Me, €. Kelsev and Mr, T. D. Thatcher (with the lnw firm of
Simpson, Bartlett & ‘Thatcher) representing Mr. MecConnell; Mr. A, G.
Dodye representing Colonel Thompson.

Isstics: By A-2 letter dated February 12, 1924, taxpavers were advised of
proposed additional tax for the year 1918, due to the apparent profit made on the
snle of leases in the vear 1917, The taxpavers elnim that the value of Mareh 1,
1913, plus subsequent expenditures which have not been taken into consideration,
was cqual to the price for which leases were sold in 1917.  In view of the lack
of information and data in the files, the taxpavers were requested to submit a
copy of the contract in order to determine whether the sale was in 1917 or 1918,
and any information that would be helpful to the unit in determining the value
of the property on March 1, 1913, or abont that time. It was also agreed to
submit a waiver for the year 1918 in the ease of Colonel Thompson.

Regarding the disallowance of an item of $597,479.66 from the return of Colonel
Thompson, it was brought out by the representatives that this matier had been
adjusted by the bureau in a prior communication under date of October 17,
1923, in which an additional tax of $482,16 was shown, and that the bureau
should not again bring up a matter that has heen formerly closed.

It was agreed with the representatives that the question of stock losses would
not be reopened,

The information as enumerated above is to be supplicd within the next two

weceks,
(Signed) S. A,
Head Natural Resources Audit Division.

Examsir G
Arrin 14, 1824,

Memorandum to Mr. 8. M. Greenidge, head engineering division, .
In re: Col. William Boyee Thompson and O. J. McConnell, New York City.

In the course of the work performed by the metals section during the past
vear in connection with checking returns of income from royalties and sales of
* mining leases on mincral land in the tri-State mining district of Kansas, Missouri,
-and Oﬁlnhoma, it was ascertained from returns of information of certain operators
and gublessors (substantiating their deductions on account of royalty payments
or bonus payvments for leasehoids) that one O. J. McConnell had been paid
approximately $200,000 in 1917 and $400,000 in 1918 as consideration for sub-
leases or sales of mineral property.
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Consequently, the case of O, J. MeConnell was requisitioned and it was ascer-
tained from the returns that these amounts had not been returned therein. A
waiver was reccived on the 1917 return in time and the tax assessed. In Nc-
vember, 1923, this taxpayer, with certain legal representatives, appeared in con-
ference in which a protest was prosented claiming therein that the March 1,
1913, value of the lands sold and subleased were worth the sales price, hence
there was no profit to return in the years 1917 and 1918, No evidence of value
was presented with the exception of an affidavit of one Thomas Lennan in which
he gave an opinion of a value of $500,000. The contentions of the taxpayer were
denied, but he was given a 30-days extension in which to submit engineer's
reports as to the value as of Mareh 1, 1913,

Granville 8. Borden and William I, Craigue, valuation engineers of the
metgla section, were on field duty in this district during the next 30 days (De-
cember, 1923). While in Joplin they were interviewed by one . L. Koelker,
& mining engincer, who had been employed by Mr. MceConneli to report upon
the value of the property as of March 1, 1913, as to the nature of the report
required, inasmuch as there were only four drill holes on the property as of this
date. During the course of the work in the field it was ascertained that Mr,
McConnell had made no discovery prior to March 1, 1913, and that the tract in
question was 4 or § miles distant from any producing property. In con-
ference with variou: disinterested parties well qualified to give evidenee, the fact
was conclusively proven that the mineral land in question was uideveloped and
that it was unkunown s ef Mareh 1, 1913, that the property contained a deposit
of exnnerdid ore,

Dharing the work in the field it was ascertained that MeCounell was the partner
of Col, Willinm B. Thompson, of New York Citv, in thiy enterprise; i, ¢., these
two parties were to share couglly in any profit; Thompson was o contribute the
cnpital and McConnell the services.

Fhe engineering data which the taspayer agreed to furnish in the November
conference was not submitted in the time specified, and then even after another
thirty days extension the data failed to appear, and s far as this section has been
informed, the data has never been presented. (It is presumed cither (1) that
the report of Koclker was not satisfactory or (2) that Koelker refused to jeopar-
dize his reputation as an engineer by placing a value on the showing made as of
March 1, 1013.)

In January a valuation report by the metals section recommended the assess-
ment for 1918 against McConneli of approximately $100,000 (one-half of $200,000)
and for 1918 of $20),000 (one-haif of $400,000). (A small deductin was granted
as the major portion of the proporty was acquired in 1912 for $16,000 at execution
sale.) A« the taxpayver at this time had had ample opportunity to substantiate
the value as of March 1, 1913, and had failed, this reesinmendation should have
been conclusive as to the adjudication of this issue by the unit,

The 1917 and 1918 returns of CHl, William B. Thompson had been requisitioned
by this scetion from personal audit division, The statule of limitation had run
against the 1917 claim for additionat tax so that the Government lost a tax on
$100,000 additional income (in the high surtax bracket) due to the failure of Mr.
Thompsm to return the amount received from the sale in 1917.  In the course
of the audit of the 1918 return, it way rovealed that losses of $397,479.66 had
been taken without any substantiation, some of which were prima facie not
allowable. The auditor proposed to assess the tax for 1918 in A-2 letter dated
February 12, 1921 adding ¢ incone approximately $200,00) whiclt was received
from sale of minerai lands and leases in Oklahoma and $397,479.66 by disallow-
ance of the losses which had never been investigated and some of which were
clearly not allowable as losses,

The additional tax for 1918 on this basis amounted to approximately one-half
million dollars ($50,000),

Within the past few days the fact has been ascertained that Mr. MceConnell
and Mr. Thompson have had a conferenee in the presence of Mr. 3. Alexander,
head of natural resources audit division, alone on February 28, 1924, A copy
of this conference report (the original is initialed by Mr, Alexander). is attached
hereto.  No other representative of the audit division or any member of the
engincering division was present in this conference.

n view of the efforts expended by this seetion, not only in ascertuining the
tax liability in this case (which would have been barred by the statute of limita-+
tions were it not for such efforts) but also in investigating the value of these
properties as of March 1, 1913, by field work, it feels justified in expressing its
:g:m_tiou at the fact of it being deprived of jurisdiction by Mr. Alesander over

is issue.

-
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In the conference report written by Mr. Alexander, he stated, *‘In view of the
lack of information and data in the files, the taxpayers were requested to submit
& copy of the contract in order to determine whether the sale was in 1917 or 1918,
and any information that would be helpful to the unit in determining the value
of the pm{)erty on March 1, 1913, or about that time."”

If Mr. Alexander had referred to the metals valuation files he could have found
no less than two copies of the McCounell-Hegar contract submitted in cases
of Golden Rod Mining & Smelting Co., Boston Miami Royalty Co. and
Miami Zinc Mines Co. If Mr. Alesander had referred to the metals valuation
files he could have ascertained that the payments were not made according to
stipulations.on the face of this instrument and he could have ascertained exactly
how they were paid.

The failure on the part of Mr. Alexander to have an engineer from the metals
scction present at this conference has clearly served to delay the assessment of
this tax several months. The fact that the mineral land had little or no value
in excess of the cost as of Mareh 1, 1913, could have been proven conclusively
from the evidence on hand as of February 28, 1924, The taxpayer had been
requested in the November, 1923, conference to present engineering data in
support of the alleged Mareh 1, 1913, value and he promised to do so in 30 days.
No engineering data was furnished.  In the conference beld by Mr. Alexander
February 28, 1924, he implies a waiver of the necessity of the engincering datg
but requests a copy of the contraet as additional information (although there
were copics of the same nlready in the files),  The closing of the ease has been
delaved in the megntime and to-dav the tax ix not yeb assessed.

As the case of Thompson is to be reopened upon the basis of thix failure to
report income (which ix very close to being fraud), there seems no reason, in
the opinion of this section, why the issue as to the heavy losses on stock sales
can not be investigated before the case is finally closed. If Mr. Alexander’s
statements in conference to the taxpayer (which involves in itself about $300,00
additional tax lability) on this point do not bind the unit conclusively, it is
recommended that the losses be investigated in accordance with common pro-
cedure in other cases. Such a procedure in this case appears to be a failure
to administer justice when compared to the procedure in many analogous cases,

It is also recommended that the cases of McConnell and Thompson he sent
to special adjustment section and that the cemmissioner file 1917 “excess
profit<" tax returns for both parties based on an inceme of $100,000 cach for the
yeir 1917 derived from a trade or business in Gklahoma. Tlis section Las
clear proof that it was income from their trade or business, and that they had
capital invested. Under present conditions it would be opparontly futile to
offer si1ch a recommendat.on to the natural resources audi  division, as an
eTo:¢ on the part of the auditor would pr bably in a similar mauner Le nulliﬁcfi
The fact can be proven conclusively that no reas nable man would place a
value of $650,000 on these lands as of March 1, 1913, and under these circum-
gtances it is the opinion of this scetion that the failure to return any profit is a
clear cise of fraud.

Mr. Alexander has propased to close the 1918 case on an additional tax of
$152.16, although it is a well-settled rule of procedure that & case may be reopened
upon any additional evidence of additional tax due (such as evidence presented
in the metal valuation reports).

Reference is made to the following citations:

IT. 1966, TI11-14-1474 (p. 8):

“The fact that a previous commissioner by an erroncous construction of the
law abated an assessment of tax legally due to the United States does not prevent
the collection of such taxes by the United States in the manner directed by
statute. Therefore, any taxes found to be due may again be assessed, notwith-
standing previous abatement thereof, subjeet to the running of the statute of
limitations.”

I'T. 1968, T1I-14-1479 (p. 14);

“Returns may be reexamined and the tax redetermined and additional assess-
ments made as the commissioner deems advisable, within the prescribed time
for assessments, unless an agreement is made closing the -9se under section
1312 «f the revenue act of 1921, T. D. 3240 (CB-5-313) does not prohibit
such procedure.”

Tais is but one of several recent instances in which Mr. Alexander has at-
tempted to settle e ginecring questions with taxpayer’s representatives without
consultation with, or authority from, the engineering division.

Jou~N ALDEN GRIMES,
Chief Metal Valuation Section.
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. Exnmir H

ENGINEER G. 8. BORDEN'S STATEMENT

’

Memorandum in re William Boyce Thompson, income tax returns for the years

1917 and 1918.
FEBrUARY 28, 1925,

Puarsuant to requoest of Geo. G. Box, chief auditor, I am submitting the fol-
lowing statement s:

1. With regard to the reasnns why statement of April 14, 1921 was forwarded
to Mr. Greeaidge by Mr. Grimes, chief m :tals valuation seetion.

Mr. Willinm II. Craigue and myse'f, during a field investigation in Picher
Okla,, in December, 1923, ascertained that Col. Willinm Boyce Thompson had
received approximately $320,000 profit from the sale of mineral lands during
1917 and 1918, His returns for those years were requisitioned and the faet
uscertained that he had not returned any portion of this income.  The metals
valuation seetion forwarded a memorandum to the natural resources division,
attached to the 1917 and 1918 cases, recommending assessment of the tax based
on this additional income. At thix time (January 19, 1921) the natural rescome. s
audit division and the engineering division were located at 'Pwentieth and C
Streets NW,  ‘The auditor of the natural resources audit division, Miss (8l -abeth
Harl, who reecived the cases of Willinm Bovee Thompson, consulted verbally
with the engineers with regard to these enginecring matters, and in the course
of such consultations, informed the metals valuation seetion of the faet that
she had proposed an additional ns=essment of approximately 8500,000, due to
the inerease of income from the sale of mineral properties, and the disallowance
of the losses elaimed by the taxpayver of approximately $597,000 from the sale
of securitics in 1918,

Later on Miss Hart complained that the head of the natural resources andit
division, Mr. Syduey Alexunder, had held a hearing with the taxpayer in protest
against the proposed additional assessment; and that neither she, nor any con-
feree, nor any engineer had been present at this conference; furthcrmore, that
Mr. Alexander had conceded to the tax-paver that the matter of the |:sses from
the sale of the securities would not be reopened, but would be dropped. Miss
Hart stated in conelusion that she would not work the case upon this basis,
even if it were at the sacrifice of her position.  In reply to this complaint, Mr.
Giimes requested Miss Hart to route the case back to the metals valuation
soeLion,

I be'ieve it was about the time that the case waq received in the metals valua-
tion section from the natural resources audit division, that Mr. Grimes, with
my assistance, prepared a memorandum to Mr. Greenidg:, head of the engi-
nezring division, under date of April 14, 1921, in whizh he recited the procedure
and farts in the caso and recommended that the case of Colonel Thompson be
se1t to the special adjustment section and that excess profits return be filed by
the Commissioner for the year 1917, showing & net income of $200,000, from
trade or business.

2t.t With regard to the reasons why I was sent to the solicitor’s office on this
matter.

As we had no reply from our memorandum to Mr. Greenidge, as to what
action we should pursue in the matter, Mr. Grimes (I believe about April 27,
19241) requested that I go to Mr. Arundel, assistant solicitor of internal revenue,
who had been handling many matters relative to mining at the solicitor’s office
in the past, and state the facts and procedure to himn, and request his advice
a3 to the way to proceed. Pursuant to this request, I recited the facts to Mr.
Arundale, who instructed me to return to the metals valuation section and pre-
}mrc a statement in written form and forward it with the case to the solicitor
or his attention, together with questions which the metals valuation section
desired to have answered.

3. With regard to the report to the solicitor by the metals valuation section.

Pursnant to Mr. Arundel’s verbal advice, a memorandum was prepared on
April 23, 1924, attached to the case in due form, and routed therewith, through
channels which I believed would be through the offices of the engineering dis-
tribution center, Mr. Greenidge's office, office of Mr., Bright, Deputy Com-
misgioner, to the Solicitor, 1 believe from subsequent events that this case,
with the attached memorandum to the solicitor, was routed from the engineer-
ing distribution section direct to Mr. Alexander’s office, head of the natural
resources audit division. I have reasun to believe this memorandum was never

.
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forwarded to the solicitor’s office, and I know that we never had any reply from
the solicitor’s office with régard to this memorandum, or to the queries contained
therein,  There is nothing in the records of the case to show that this memorandunm
was forwarded any farther than the office of Mr. Alexander or Mr. Greenidge.

4. With regard to the instractions which T received from Mr, Shepherd, special
conferee of the engineering division, about September 1, 1924,

I heard nothing about the status of this ease or nothing in regard to any action
faken in this case, from the time that it was routed out of the section, with the
exception of such rumors concerning the fact that the case was on Alesander’s
desk at one time, until approximately September 1, 1924,

At that time I was ealled to the office of Mre, Greenidge and advisel by Mr.,
Shepherd that he had the case before him, and that I should take the caseand
revise my former reports to a coneise statement of the facts; and that 1 should
exclude all matters not within the jurisdiction of the engineering division; and
finally, that T had cveceded my authority in my past actions with regard to this
Cibst,

Pursuant to Mr, Shepherd’s instruetion, which 1 presumed was in accordance
with the authority of the head of the division, I took the ease from the office of
the head of the division, where it was at that time, back to the metaly valuation
seetion, and made such a report as Meo Shepherd had insteaeted me to dy 1
returned the ease to Mr. Shepherd and I presume it was routed to the personal
andit divizion for audit on the basis of this revised report,

GuranvitLi S, Bouronn,
Valuation Engineer,
Exmmpir 1

VALUATION REPORT BY MRITALS SECTION

SerreMmpir 3, 1024,
inre: Col. Wi, Boyee Thompssn, New York City.
1918 taxes: Waiver ou file.

Th;\‘ﬁt;uute of limitations has run againsi the claim for additional taxes for the
yvear 1t .

This taxpaver shared one half of the profits derived from the sale of mineral
lands by O, J. MceCoune Jto Denman Blanchard.  The sales price was $650,000,
of which §£30,000 was paid in the vear 1917 and $200,000 in the vear 191K,

The taxpayer has protested the proposed assessment by raising the de‘eqse that
the value of the land sold as of Mareh 1, 1913 was at least equal to the sales price.
The taxpaver has failed to substantiate this elaim or to rebut the evidence on
file in this office showing that the propertics sold had only a nominal value as of
March 1, 1913.

. ]'ll‘hc property sold to Blanchard for a eonsideration of $650,000, consisted of the
olowing:

(1) I"gc stmple subjeet to ten year term of 8, C. Fullerton (at the date of sale
the term had run 5 vears) on 200 acres located on the N. 14 of the NE. 14; N. 14
of the NW. 1 of see. 20; and the SW. 1{ of the SE. Y of sec. 17; all in township
29, range 23, Ottawa County, Okla.

This property was acquired by MeConnell at execution sale levied on Quapaw
Indian, Netta Tract, and sold in December, 1912 by sheriff on account of debtors,
to McConuell for $9,200. (Note the date of this sale is four months prior to
March 1, 1913)

2) Aleaschold rovalty right to 7 per cent net royalties in the gross produetion
from the Cardin tract consisting of 200 acres located on the NE. 14 of sec. 29 and
the SW. 14 of SE. 14 of see. 20; all in township 29, range 23, Ottawa County,
Okla, The lease was acquired without cost in September, 1913, for 8 per cent
royalties, In 1915 McConncll subleased to the Nichols Williams Zine Co., and
the Mihoma Ziac Co., and the Bulls Eye Zinc Co., for 16 per cent royalties of the
gross produetions, The overriding royalties of 7 per cent was sold as part of the
consideration for the $650,000. 1t is evident that no deduction is allowable as
the royalties were acquired without cost after March 1, 1913,

(3) A leasehold royalty right to 8 per cent net royalties in the gross production
from the Kenoyer tract consisting of 200 acres located on the 8. 14 of the NW. I
N. 14 of the SW. 14 and the SW. }{ of the SW.}4, all in section 20, township 29
range 23, of Ottawa County, Okla. This lease was acquired without cost in
September, 1912, for 10 years. The lease carried & burden of 7 per cent royalties
to the fee owner, 8. A, Kenoyer. In 1915 McConnell subleased the property to
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the Boston Miami Lead & Zine Co. for 15 per cent royaltics in the gross produc-
tion. It was the 8 per cent overriding royalty that passed as part consideraion
to Blanchard for the $650,000. The overriding royalty was sccured without
cost after March 1, 1913.

Price paid by vendee for ropertgr ................................... $650, 000
Amount paid as commissionto R. 8. Hagar. . ... .. . ... .... 50,000
, Price paid to McConnell and Thompson__.. . __.. ...._._._ 600,000
Selling price. - - - oo oo-n.. S e .. ...... 600,000
One-half selling price to Thompson. .. ... ... . .. ... ._..... UMSNOQO,_O(’N)

«Costfeelands._ ... .. $9, 200

Development. . ... ... ... . ... e e 8, 800

' 18, 000
One-half cost to Thompson. .. ... ..o it e e 9, 000
Profit . . o e .. 201,000
Amount of sales price received l_)iy Thowmpson in 1917 ... . . . ) ’00,2]50
Return of capital allowed in Y917 _ ... ... ... . . . . 9, 000
Profit won in 1917 which is taxable income . ... _ = 191,000
Amount of sales price received by Thompson in 1918 ... ... .. . 100,000
Profit won in 1918 which is taxable incosne. .. _ ... .. . _.._.. ... . 100,000

As the statute of limitations has run against the 1917 case the tax can not he
collected that is duc from the profit on the sale won in 1917,

The tax based on a profit won of $1006,000 in 1918 should be assessed.  Under
article 13 of regulations the surtax computed from this income can not exzeed
?201,8(1)3 (which is 20 per cent of the $100,000 sales price reccived by the taxpayer

n ).
GranviLLe 8. Bounen,
Valuation L..gineer.

JouN ALbeEN GRrIMES,
Chief Metals Section.

Exmisit J
MEMORANDUM TO THE BOLICITOR

ArnriL 28, 1924,
In éft 0. J. McConncll, New York City; Wm. Boyce Thompson, New York
Y.
(Attention Mr. C. Roger Arundell, assistant solicitor.)

Pursuant to verbal instructions of C. Roger Arundell, assistant solicitor of
of internal revenue, the entire files of the aforesaid taxpayers are forwarded for
rulings on the following legal questions:

(1) Under the statement of facts to be recited in subsequent paragraphs, are
ilg;l;}; or both of the aforesaid taxpayers liable for excess-profits tax for the year

(2) Under the statement of facts, is William B. Thompsen liable for penalty
on the basis of fraud for individual income tax for the year 1917 based on the
income from the sale of mines which was not returned and upon which no assess-
ment could be made because the statute of limitations had run before the income
was ascertained by the unit?

If actual fraudulent intent can not be established, would the proof of negligent
failure to return and amount which can be clearly shown that the taxpayer
k. ow'ne'v realized during the year, defeat & deferse on the statute of limitations?

(#) Under the statement of facts, is Q. J. McConnell liable for penalty in
a"ditin t, the amounts already assessed for the years 1917 and 1918 on aceount
o{) 1lg,;lure to return the profit derived fromn the sale of mines during 1917 and

>
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(4) Under the statement of facts is Wi, B. Thowmpson liable for penalty in
addition to the amount already assessed for the year 1918 on account of failure
to return the profit derived from the sale of mines in 1917 and 19187

(5) Is the 1918 return of Wm. B. Thompson subject to review in its entiret
being reopenod because of new evidence proving fatlure to return income whic
he realized in 1918, or will a former asscssment for the year 1918, without field
examination and an oral waiver of the right to review certain items by the head
of the natural resourees audit division in conference with the taxpayer, yrevcnt
the further review of an item of $597,479.66 losses claimed as o deduction

(6) Is the claim by Wm. B. Thompson in the appeai brief in protest to the
Ymposcd 1918 assessment based on the fact that the transaction (McConnell-

lager agreement) was closed in 1917, and the statute of limitations had ruu
against, the 1917 return, a good defeuse, although the instrument is clearly a
eomtract to sell and not a contract of sale, and title remained in the vendor until
the vended had fully performed (which was sometime in 1918)?

FACTS

A. As to procedure: In the course of the work performed by the metals valua-
tion seetion during the past year in connection with checking returns of income
from royaltics and sales of mining leases on mineral fand in the tri-State mining
district of Kansas-Missouri and Oklahoma, it was ascertained from returns of
informstion of certain operators and sublessors that one O. J. McConnell had
been paid approximately $100,060 in 1917 and $200,000 in 1918 as consideration
for sublenses or sales of mineral propertics.  As a consequence thereof the case
of 0. J. McConnell was requisitioned and it was ascertained from his relurns
that he had either fraudulently or negligently failed to return the amounts
reported paid to him,

In June, 1923, a tax of $121,712.20 was proposed as an additional tax for the
year 1917, In November, 1923, this taxpayer with certain legal representatives
appeared in conference in which a protest was presented claiming therein that
the March 1, 1913, value of the lands sold and subleased were worth the sales
price, hence there was no profit derived from the sales in 1917 and 1918, no
evidence of value was presented at this conference with the exception of an
affidavit of one Thos. Lenan, in which he gave an opinion that the properties had
a value ui $500,000 as of March 1, 1913.  The contention as to value were denied
but McCo.anell was given 30 days within which to submit engineers’ reports to
prove the value claimed.

Granvillr 8. Borden and William H. Craigue, valuation engineers, were on
ficld duty in this district o portion of the following 30 days (December, 1923).
In the course of their duties there they seeured conclusive proof that the properties
formiug the subject matter of this controversy were mere prospects upon which
only four drill holes had been drilled prior to March 1, 1913; that the drilling was
about 3 miles distant from any operating property; and that the tremendous
appreciation occurred during the years 1915 and 1916 when there were numerous
new discoveries made upon the tracts coupled with the war prices for zine. The
engincers also ascertained while in the field that 0. J. McConnell was the partner
of Col. Wm. B. Thompson, of New York City, in this enterprise; that is, these
two.tpzlurties were to share equally in the profits, each contributing half of the
capital.

he engincering data which the taxpayer agreed to furnish in the November
conference was not submitted in the speeified time, and then, even after several
repeated promises and extensions of time, the data has failed to appear. It was
ascertained in the field that K. L. Koelker, a mining engineer, had been employed
to make the valuation so it is presamed that (1) the report was not satisfactory
or (2) that Koelker refused to jeopardize his reputation as an engineer by placing
4 value upon such a prospect as of Mareh 1, 1913. ,

Upon the return of the engincers, the returns of Win, B. Thompson for 1917
and 1918 were reyuisitioned from the personal audit division. It was ascertained
that he, too, had failed to file an excess-profit tax return for 1917 and to return
a3 income the profit derived from this transaction. In January, a valuation
report by metals section recommended the assessment of taxes based on these
profits which amounted to approximately $200,000 additional ineome for each
one for the year 1917 and $100,000 additional income for each for the vear 1918,
A small deduction from the gross receipts was allowed as the cost of the fee
property in December, 1912, amounted to §9,200, a price paid upon acquisition
of exceution sale.
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The auditor of the natural resour:es andit division eould not asscss the addi-
tional tax ageinst Thompson for the year 1917 as the statute of limitations had
run.  An overassessment was allowed on the basis of the elaim for abntement of
McConnell's due to the portion whith Thompson had received,  The review of
Thompson’s retuen for 1918 showed that the personal audit division had not care-
fully reviewed a loss deduction of $597,479.60, and that no revenue agents report
for the yvear had been filed, #o the auditor of the natural resources division disal-
lowed the item although a previous assessment had been made for the same year,
This action was in harmony with the ralings cited I't, 1966, UTI-14-11471, and
I'T. 1968, ITI-14-1479.  On February 12, 1924, the proposed assessment for 1918
was mailed to Thompson, based on additional income of approximatelv $100,000,
representing the ineome received from the sale of mining property, and $397,479.66
of losses not substantiated.  "The proposed additional tux amounted to $573,011,72
in addition to the former assessment by the personul andit division, $132,16,

On February 28, 1924, 8. Alexander, head of the natural resources hudit divi-
sion, held a conferencee with these taxpayers in which no other representntives of
};‘l:c audit or engincering division were present, A copy of the report is in the
iles.

In this conference report Mr. Alexander has not diceuzsed any reasons given
by the taxpayer for not submitting the engineers’ reporte formerly promised; or the
subject of excess profits tax for the year 1917, or the question of frand or negli-
genee which had heen proven quite conclusively as the resnlt of the investigation
in the field by the metad seetion. However, Mr. Ale<ander in the reports states
that he told taxpayer that the losses of $597,479.66 would not be investigated
agnin,

The present status of the case is as follows:

0. J. WCONNELL,

1917: Tormerly assessed on profit from entire transaction $121,712.29.  Claim
for abatement, after ascertaining Thompson was a partner, allowed for $64,767.39,
leaving $56,044.90. An appeal against the assessment of the balance is on file,

No excess profits tax return was filed aithongh the record shows beyond a
reasonable doubt that the income was derived from his trade and business.

1918: A proposed additional assessment for $36,438.22 was sent February 13,
1921, A protest reeeived March 27, 1924,

WM. B. THOMPSON

1917: Abatement claim allowed, $186,762.70.

No excess profits tax return was filed, althongh the facts show the taxpayer
was financing the enterprise and interest to the extent of receiving reports of
progress.

1918: Additional assessment of $482.16 on October 17, 1923.

Second additional assessment proposed February 12, 1924, of $573,011.72.

Protest and appeal reecived April 4, 1924,

G. 'As to merits: The property which comprises the subjeet matter of the sale
consists of: (1) Fee 200 acres located on the N. 14 of the NE, !{; N. 14 of the
NW. 1{ of sec. 20, T. 29, R. 23, Ottawa County, Okla., The taxpaver acquired
the fee in December, 1912, subject to a term of 10 years to 8. C. Fullerton, at
execution sale, for $9,200. This tract will hereafter be referred to as the fee land.
(See Exhibit C.)

(2) Lease 200 acres located on the 8, 14 of the NW. 14, N. 14 of the SW, 14
and the SW. 14 of the SW. 4 of sec. 20, T, 29, R. 23. This tract was leased for
10 years from 8. A. Kenoyer and Felicia Kenoyer without bonus September,
1912, The lense carried a burden of 7 per cent royalties to Kenoyer. Here-
after this tract will be designated as the Kenoyer tract.

(3) Lease 300 acres located on the SW. 14 of the SE. ¥ of sec. 29, T. 29, R,
23, and the NE. 4 of sec. 29, T. 29, R. 23, This tract was leased by McConnell
from Louis Cardin without bonus in July 1913 (note the date was subsequent
to March 1, 1913), Hereafter this tract will be referred to as the Cardin tract.

In April, 1917, McConnell made the deal with Hagar, who assignued to Blanch-
ard & Co. interest of Boston (Hagar was merely acting as agent). Blanchard
& Co. organized various operating units and assigned certain subdivision of the
tract to different ones, together with certain aliquot portion of the cobligation
to pay McConnell, The Miami Zinc Mines Co., one of the companies organized
by Blanchard, sceured title to the fee land for which it paid McConnell and

-
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Thompson $450,000. The leased lands were subleased to the LaClede Lead &
Zine Co., Dorothy Bill Mining Co., and the Golden Rod Mining and Smelting
Co., and for thesc subleases McConnell and Thompson received $200,000,
These payments were made during the vears 1917 and 1918,  Of the $650,000
the taxpayer admits $50,000 was paid as commissions; $400,000 was received
in 1917 and $200,000 in the vear 1918, For more complete recital of the con-
veyances of title to the fee and leaseholds refer to the valuation report by metal
gection, in re Blanchard & Co., Miami Zince Mines Co., et al, & copy of which
is attached hereto and marked “Kxhibit A.”

As the Cardin lease was secured without cost after March 1, 1913, no de-
duetion could be allowed from sales price on account of this lense,

Deduction allowable against the $600,000 received will be the cost or March
1l, 1913, value of the fee land and the cost or March 1, 1913, value of the Kenoyer
ense.

The following evidenee is given to prove the failure on the part of McConnel
and Thompson to return the profit derived from the sale of these mining proper-
ties was fraud.

The taxpavers having returned nothing from which the unit would have
knowledge of the transactions now relics on the defense that the March 1, 1913,
value was equal to the sales price, hence there was no profit to return.

Starting with the axiom that the market value of the properties in April, 1917,
waa what they were sold for on that date between o willing buyer and a willing
seller, the taxpavers, in order to support, their contention, nmiust prove a value as
of Murch 1, 1913, of the properties they owned as of that date, equal to the sales
price in April, 1917, In other words the taxpayers’ contentions are based on
the fact that the properties did not appreciate in value between March 1, 1913,
and April, 1917,

It is belicved that the following evidence will prove conclusively not only
that the taxpayers’ contentions are wrong, but also that the taxpayers knew of
the appreciation which occurred and have willfully endeavored to defraud the
Government out of taxes:

1. Appreciation in general in the Picer lead and zine district between Marceh 1,
1813, and April, 1917.

The following quotation is taken from an affidavit on file in this office by H.
A. Buchler, State geologist of the State of Missouri, relative to the development
of the Picer lead and zine district. It is in the heart of this district that the
praperties in question are located.

“Prior to 1912 no svstematic prospecting had been done in the Picher region;
one or two strikes had been made on upger runs and small mills erected. The
Commerce Camp to the southwest had been devcloped several years and was
& producing eamp. The deeper ore horizon had a general trend to the north-
east toward the old eamps of Galena and Joplin and this fact, together with
strike on Tar River drew attention of Miama, Okla., parties to the possibilities
of the entire undeveloped region between Commerce and Joplin, and in 1912
and 1913 first leases were taken over practically the entire area to the Kansas
State line. In order to hold the leases drilling was started immediately.

“During 1914 and 1915 the continual discovery of exceedingly rich ore coupled
with very high prices due to an acute shortage of zinc attracted nation-wide
attention, and soon resulted in a rush of investors and engineers to the field.
Hundreds of drill holes were started and strikes were reported almost daily,
The condition stimulated feverish excitement, boosting prices and rushing de-
velopment, * *

“I'rom 1915 to 1918 the district experienced & phenomenal period of develop-
ment, and enthusiasm unequaled in the annal of mining in this country.

‘“Throughout the history of the Missouri, Kansas, Oklahoma zing fields lease
owners have reaped wonderful returns,

“In addition to royalties lease holders demanded inrge bonuses as a sale price.
In 1916 and 1917 this price was frequently out of all proportion to the actral
doveloped worth, although the development at that time indicated extensive
o018 bodies of hitherto unknown richness,

“The bresking out of the World War in August, 1914, totally changed the
whole basis for the fixing of prices for the zinc industry. With Germany con«
trolling her own and the zinc industry of Belgium, the remainder of Furcpe
was practically bereft of any source of supply save the United States. The
Allies were forced to obtain their zine, an important war metal, from America.
With America, hitherto producing only sufficicnt metal to supply her own needs,
this demand of a limited supply iinmediately made itself fcit and a rapidly rising
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market fof zinc from ore to the metal and all its product« resultel.”  (Aversvo
rices of zin: con:entrata by mnths during interval March, 1913, to Ap..d,
917, ia given in Exh.bit B.)

Raferanze is made t) the frilowing quotation from sn article written by Mr,
R. C. Allsn, eoniulting m'nin g engiacer and glogist, former State geplogist of
Michizan, 21d formar me nbar of the Faleral tax advisory board:

“The ectrardinary davelrpmont of the Miami field daring the war had all
of the famn liar charactarstios of the byom poriod of a banaisa eamp of the
Woast., It was ozcusionad by the spectaza’ar rige in tho price of zinc in 1915, the
diszovery not 1ong prior therato of extrasrdinarily rich dzposits of zine hlende
by drilling in this fizld, and tha commn beliel of zinc oparatirs that unpreced-
ent:lly hiry prizes for zins would pravail throughiout thy war. It will be re-
call:1 that the Boalgian zine smolters had been captured by the Germans in the
summer of 1911 at a timz when consumption of zine in manufacture of muni-
t'ons was rapidly mounting. There followed competitive buying of ziue in the
United sStates by agents of the entente nations, with the result that the Joplin
base price of 60 per eent zine blende concentrates shot upward from $45 per ton
on January 1 to ¥104 per ton at the end of July, 19135, veaching even higher figures
in the early Part of 1916. This ‘skyrocketing’ in price of zine was the impetus
which brought on the amazingly rapid developiaent of the Miami district. In
1914 the mines on the ore ‘runs’' of the old commerce field (1) were nearing ex-
haustion and those in the vicinity of Lincolnvilie (Iig. 2) had been proven tooe
lean for profitable working. The operations at Lincolnville, Peoria, Galena, and
other points fringing the Ozark hills, together with the general gevlogy of the
regicn, had indicated the possible occurrence of ore bodics in the limestone-chart
beds which under cover of shale underlie the plains to the west as they do the
surface in the hill country where they have been mined for <. half cer:tury. Ahout
1908, Messrs. Robinson and Coleman, of Miaini, turned the possibility into
reality when they discovered the ‘runs’ at commerce. By 1914 prospecting by
drilling had been carried northward from commerce demonstrating a wide ex-
tension of ore-bearing territory in that direction in what is now the Miami ficld.
In 1914-15 drilling operations rapidly multipiied the early discoveries, but it
was not until 1916 that mills were brought into operation. The rapidity of
development is shown in the following table:

TaBLE 1.-~Growth in productive mill capacity of Miami zinc field ?

|
Capngit, - umuln-
Number of . : live

Date Mills por ﬁ)'l.ullﬂ" « aclty,

Y vork tons
Jan, B, JUiB. . i cenian ccnnaa RN e Cwme None. None. J.oocovnnna.
Jan, 1, 1007 . e e e e mieneamene e e a . 30 18,300 18, 400
Jan. 1, 1918 ... 42 26, 700 44, 000
Jan. ), 1819 oL .. AT . 68, 770
June 1, 1919, . cnneennn 24 12,100 80, 8i0
b T S el 143 80,870 [ ..o

“This amazingly rapid development could not have taken place in peace
times. It is distinctly a war phenomeqon. The discovery of the possivilities
in this field happened t» precede by a few months or a year the spectacular rise in
the price of zine referred to above. The war demands for zine, particularly
high grade zine ore needed in the production of special products of the metal,
found here an easily accessible supply which could be rapidly developed for

roduction. Never before in the 60 years of zinc mining in the district centering
n Joplin had such a prospect for quick profit presented itself tu the zince miners.
. Accordingly, with the fluidity characteristic of mining capital, money flowed
into the development of the Miami ficld, abandoning the older districts where
the ores ave of lower grade.”

. 2A A;:p{(évii?tiOIn of the specific properties during the interval March 1, 1913
o Apeil, . :

The entire cost of the fee lands acquired at execution sale December, 1912
(threec months prior to March 1, 1913), was $9,200. The Kenoyer lease was
acquired in September (six months prior to March 1, 1913) without cost.

.
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The taxpuyer contenls the fee land appreciated from $9,200 in Decombor, 1012,
to $152,000 on March 1, 1913; that the Kenover lease appreciated a value from
nothing in Seoptember, 1012, to $200,000 in Mar:h 1, 1913; it is a'so contended
that i appreciation in va'ue oceurred on the fee lanid, or the Kenoyer tract
botween Mareh 1, 1913 and Aprl, 1017; and that n» appreziation occurred on
the (llurd:n; tract from the date of acquisition in July, 1913 to the date of sale in
April, 1917,

Recor 15 show that as of March 1, 1913, there was no diilling on the fec land and
that there were only four 1 ~les drilled on the Kenoyer tract, Records show
that the nearest operating mines to these propertios were at Commeree, 3 or 4
miles distant, and that there were no ebhsor disznveries of ore on any land as of
the date than the Bluebird tract, sbout 134 miles distant.

Records show that the subsegquent attempt of McConnell t9 exploit the ore
proven by the four drill holes that were down as of March 1, 1913, reasulted in
an economic failure; that the mine was abandoned; that the mill was torn down
and removed. A well-known operator and mining engineer of the district in
writing on the history of the development of the district has made the following
statement:

“Q), J. McConnell made a discovery of ore by drilling earlv in 1913 one mile
northeast of the Bluebird mine and later in the year sunk a shaft and built a mill.
However, he never found pay dirt and the mine remained a compiete failure up
to the time the MceConnell mill was torn down and removed."”

The taxpayer’s own statement confirmns this by their claim of $75,000 as oper-
ating losses as a deduction against sales price.

Records show that all the other equity claiming discovery value on these tracts
have made affidavits to the fact that the tracts were not proven tracts on the dates
discovery ix claimed, none of which are prior to the year 1915. (See valvation
date of 8. C. Fullerton, W, W, Dobmm, Eagle Picher Lead Co., Louis Cardin,
8. A. Kenover, Boston Miami Royalty Co., Golden Rod Miring & Smelting Co.)

It is a matter of record that the ore deposits at Commerce had heen proven
by March 1, §913, to be erratic in their grade and oecurrence, and tl at the con-
tinuity of the ore deposit could nnt be predicted with any degiee of cortainty
hevond the walls of ore exposed.  Even now after a decade of drilling and study
of the geological conditions in this field a drill hole is no more than & qualitative
test, and is in no way a basis of predicting a measurable quantity of ore. - Hence
four drill holes in ore as of March 1, 1913, in this tract can not be considered to
have much weight in computing appreciation in value, The test of value is not
future anticipated value but actual cash ‘“market value” of the property as of
March 1, 1913. The unit does not deny from a retrospective view that these
preperties had an unknown vatue as of March 1, 1913, of $650,000 but it believes
only definitely determinable, accurately ascertainable value as of March 1,
1913, ean be used for the purpose of computing deductions from sales price.

The fee land was acquired by MeConnell in December, 1912, 8. C. Fullerton
a few months prior to the exeeution sale secured a 10-year lease from the grantor
o McConnell without cost.  No development worl: had been done on this tract

rior to March 1, 1913, In October, 1913, 8. C. Fullerton subleased to the
Yicher Lead Co. at 1214 per cent royalties. A dispute arose between Fullerton
and McConnell as to their royslty rights and it was conspromised on the basis
of a 614 614 per cent so that McConnell then owned the reversion and a 634 per
cent rovalty interest in the lease. Soon after October, 1913, Picher Lead Co.
started drilling on the Netta and Perrin tracts (80 of the 200 acres of the fee land)
and by Junc 1, 1916, when the lease on the fee lands were sold to Eagle Picher
Lead Co. for stock they had definitely proven the existence of ore bodies on the
two tracts which contained approximately 1,779,715 rock tons or 133,405 tons
of concentrate. Between October, 1913, and June 1, 1916, the Picher Lead Co.
had sunk ‘two shafts and built two mills on these tracts, and before April, 1917,
the Kagle Picher Lead Co. had successfully operated the mills and were paying
MecConnell 614 per cent of the gross production from ores mined on these tracts.
Presuming the taxpayers kiew of this development they could reasonably ex-
pected even on a normal priee for zine of $43 per ton, over $350,000 in royalties
from thesc two 40-acre tracts alone.

On the Kenoyver tract, considerable drilling had been curried on during the
vear 1915 on the SW. }{ of the NW. ¥{; on about January, 1917, McConnell
made 8 contract to lease this 40-acre tract to the LaClede Lead & Zine Co. for
£70,000 and 15 per cent royalties (8 per cent above the 7 per cent for which he was
liable to Kenoyer). This contract was subsequently assigned to Blanchard and
made a part of the Hagar agreement and the $70,000 subsequently paid by
LaClede formed part of the $650,000 purchase price.

T
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There was. considerable drilling on other parte of the Kenoyver tract during the
interval of March 1, 1913, and April, 1917, but the location and amount is not a
matter of record at this time in this office.

Records show toy that between the dates of aequisition of the Cardin lease in
July, 1913, and April, 1017, there was a considerable amount of drilling done by
the Nichols Williams Zine Co., the Mihowma Zine Co., and the Bulls Eye Zine Co.,
but the extent and loeation is not a matter of record in this oflice at this time,

&9 in conclusion it is evident that between March 1, 1913, and April, 1917, in
addition to the general development aund the boom period in the field, the MeCon-
nell tracts were keeping pace, if not actually exceeding the rate of apprecviation
of similar properties; during the interval we find the following events tending to
appreciate the value of the McConnell tracts; about 200 drill holes had been sunk
two or more mills had been built; two or more shafts had been sunk, at least one
mine had been successfully operated in 1916; the price of zine had risen from $44
to $71.35 per ton; Tmnsgortation facilities had been improved; and the dis-
coverles coupled with high zinc prices had attracted capitalists and brought
about & mining boom.

In April, 1917, the taxpayers contracted to sell for $650,000 and now although
the facts outlined above were in their knowledge at the time, thev contend
that they made no profit on the sale as there was no appreciation of the properties
between March 1, 1913, and April 1917. No reference was made to this sale in
either of the ta.\'pa{crs' returns for the years 1917 or 1918, and if the metals section
had not made special efforts to ascertain the tax liability they would have escaped
all linbility. The taxpavers’ own records show that the income was derived from
their own ‘‘trade or business’’. On this point no better evidence is necessary
than McConnell’s admission in the file,

Under the facts as outlined above the unit requests rulings by the solicitor
which will be mandatory as to the method of procedure on the question of law
outlined at the commencement of this memorandum.

’
Deputy Commissioner.

Exumir 8 or J

Monthly average prices of zine blende ore at Joplin, Mo.

rmes et - [P — )
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The CHAirMAN. Have you anything for to-morrow, Mr. Manson 4

Mir. MansoNn. Yes.

Tho CuaairMan. Counsel for the commitice says that he wants to
go ahead and present some statistics in the record to-morrow.

Mr. Manson. Yes; I will let you know what they are. I do not
know myself, as yet.

The CuairmaN. Then we will adjourn until to-morrow morning
at 10 o'clock.

... (Whereupon, at 11.40 o’clock a. m., the committee adjourned until
morrow, Tuesday, March 3, 1925, at 10 o’clock a. m.)



