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Pursuant to permission to reply after June 1, 1925 (page 3208),
the following, with criticisms of committee’s staff, is submitted for
the record by Mr. Manson, general counsel for the committes:

TREASULY IDEPARTMENT,
Washington, July D, 1225,
Hou, Janes CouZens, .
Chairman Keonate investigating Committee, .
United Ntates Sconate.

My Drar Senaton: [ am. atteching hereto memoranda which have been pre-
pared in veply to the criticlsms of the Sennte lavestignting committee In the
cases of DI & Colling Co., Philadelphia, Pa.; Watab Pulp & Paper Co., Sartell,
Minn.; and Westinghouse Alr Brake Co., of Pittsburgh, Pa.

Will you be good enocugh to have these memoranda inserted in the officlal
records of the fnveatigating committee?

Sincerely yours,
D."H. Brag, Commlissioner,

-

Dice. & Cowring Co, 140 Norta SixrH STREET, PHILADELPHIA, PA.,, CALENDAR
YEARs 1017 Anp 1018

This case presents two lssues;

(1) Whether the then natural resources audit division had jurisdiction over
the determination of depreclation in the audit of returns coming under the
category of ** timber concerns,” and

(2) Whether the rate of 10 per cent depreciation ¢n machinery of & paper
and pulp concern is unreasonable.

With respect to the jurisdictional question, wiil suffice to call attention to the
varjous office orders of the Income Tax Unit, outlining the organization of the
unit, and the functions of the respective divisions. Special attention 1s called
}ouomce order No, 280 (February 2, 1020), paragraph No. 52, which is as

ollows :

“The timber valuation section, wh'ch will determibe the value of timber
property as of dates significant under the lav', and determine reasonable deple-
tion deductions in connectlon with these returns.”

Numerous reorganizations have occurred subsequent thereto, and by reference
to office orders outlining the functions of the respective divislons in consequence
of such reorganizations the functions of the timber valuation section wili be
geen to have remained the same. Refer to office orders No. 420, October 1,
1820; No. $97, October 20, 1921; No. 621, January 3, 1622; and No. 715, Feb-
ruary 21, 1923,

With respeet to {ssue No. Z, a8 to whether a rate of 10 per cent depreciation
on machinery of & paper and pulp concern Is unreasonable, it will be recognized
that no set formula can be applied to such 8 mooted questlon, but that all
factors entering into each case must be consldered and determined on the merits
of the specific case.

The main factor recognized in the instant case in allowing a rate of 10 per
cent depreclation on machinery for the years 1917 and 1918 was that the plant
was in contlnuous operation 24 hours & day. A rate of 61 per cent was
recognized as normsal depreclation and a 50 per cent increase was allowed to
take care of the abrormgl conditfons existing durlng the years 1917 and 1018.
It was universally recognized by the Imcome Tax Unlt that during the yenrs
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1017 and 1918 conditions were generally upset on account of the war: that it
© was practically Imposusible to secure efficient help, and as u conseguence tax.
payers were at a Jsadvantage to keep their plants and machinery in working
condition,

The normal depreciation of any unlt is recognized to represent the wear
and tear from usuge during normal operating time, which in most plants
is elght hours. It, therefore, must be recognized that ug the zesuit of a 24-hour
operation, as in the instant case, unusual strain must naturally follow,

The Government departments during the war recognized accelerated depre-
clation for operating time abuve normal on cost-plus contracts and ullowed
coutractors accelerated depreciation on all overtime work, and cognizance was
taken of this by the Income Tax Unit in allowing approximately a 50 per cent
increase to taxpayers for depreciation where such conditions existed.

Sectlon 214(a)8 of the reveuue act of 1918 provides—

" “® ¢ % That in computing net Income there shall be allowed as deduc-

Oons

YA reasonable allowsnee for the exhaustlon, wear. and tear of property
used in the trade or business, % & *'»
and afier taking all the factys Inte conslderation in the instant ense, it 14 the
Judgment nnd opinion of the unit that the depreclation nllowed on machinery
1s reasonable and faie to both the Government and the taxpayer.

J. (3. Brianr,
Deputy Commissioner.

Ocroper 26, 10286,
To: Mr. L. 0. Manson, general counsel.
From: Mr. L. H. Parker, chief engineer.
Subject: Reply of bureau, Dill & Collins case.

We have at hand a reply from the bureau dated July 9, 1925, to certain
criticisma made by us in course of the hearings in regard to the settlement of
the Dill & Collins case.

'il‘l&i,a reply of the bureau, signed by Mr. Bright, discusses the two main issues
raised.

The first issue is to fix the jurisdiction for the determination of depreciation
rates to the suditors or to the epgineers of the timber section. As we under-
stand Mr. Bright's reply, the jurisdiction of the engineers is simply over valua-
tions and over depletion allowances, and they have no authority over depre-
clation rates. This is precisely the peint we wished to establish, for we do
not conslder the office orders allocating authority for depreciation allowances
to the auditors sound. What happened in the Dill & Collins case under this
procedure 1s briefly as follows:

An engineer of wide practical training in the paper and pulp industry, having
had many years' experience in the design, construction, and operation of paper
and pulp plants, makes a determination of the proper depreciation rates in this
case. He not only studies rhe case and has a conference with the taxpayer, but
he makes an actual fleld inspection of the plants,

A conferee auditor and an auditor hold a conference, neither of whom have
geen the plants or have an inthnate knowledge of the machinery problem of
the paper and pulp industry. These auditors set up a much larger rate of
depreciation. Moreover, at the conference they do mnot call in tie original
epgineer or any other engineer of the timber section.

The bureau accepts the auditors’ rates for depreciation In this case and dis-
cards the engiueer’'s. We understand from Mr. Bright’s reply that he approves
of auditors having jurlsdiction over depreclation and that this Is the regular
gystem, 'We contend that the qualifications of the avditor and the engineer in
this case, as shown above, make it obvious that in such cases the engineer
should@ bave jurisdiction and that, therefore, the system should be criticized.
Phis 18 exactly the point we wished to make in this case. '

The second issue discussed by Mr. Bright s the question of whether oc ma-
chinery a 834 per cent rate set by the engineer or a 10 per cont rate set by the
auditor is reasonable. Mr. Bright approves of the 10 per cent rate on the basis
that the plant would normally work 8 hours a day, but daring 1917, 1918, and
1919 it worked 24 hours a day. Hence excessive depreciation.

The following quotations from the record we belleve disprove the above

theory!
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“ Mr, Robertson (the engineer) stated that it was a universal custom of the
pulp and paper industry to work 24 hours a day and that the machinery way
designed for that purpose,

“That the taxpayer's method of taking the appralsal made as of January 30,
1913, and then depreciuting same on 2 per cent and 4 per cent to obtain sound
vajues as of the taxable year and then to claim depreciation of 10 per cent from
then on 18 not a true reflectlon of the actual economic waste,

“ It {8 recommended that the rates of 214 per cent on bulldings and 63, per
eent on machinery be allowed in the instant case for years 1917 through 1920,
which are sufficlently above mormal rates for those years to allow for the
extrnordinary conditions thnt then existed.”

From the nbove it can be seen that while Mr. Bright contends 10 per cent i
all right ns being 50 per cent above the ncrmel rate, which is proper on account
of a 24-hour shift iustead of an 8-hour shift; the engineer shows that a 24-
hour shift is normal, und that the extra depreciation due to other extraordi-
agry war conditionn have already been taken into account in fixing the 63
per cent rate which {4 of (tself above normal,

We nre obllzged then to confirm onr approval of the orviginal report of our
fnvestigating englnecr, Mr. Vausar, as submitied in this case.

Respeetfully submitted.

T . Pagken,

Chief Engincer.

MEMORBANDUM
June 8, 1925,
Mr. C. R, Nasn,
Azgigtant to the Commisgioner.
In re Wateb Pulp and Paper Co., Sartell, Minn.

Reference 18 made to the memorandum dated May 19, 1025, of the Sennte in-
vestigating committee criticizing the unit's action in respect to the deprecia-
tion allowance for the years 1917, 1018, and 1819, The lnvestigating commitiee
states that the opinions of the engineering division rather than the audit's sec-
tion should be followed {n the adjustment of the case.

It appears that the agent's report submitted under date of July 29, 1820,
proposed an additional tax of $137,052.05 for the years 1909 to 1019, inclusive.
An office audit made in the old field audit review sectiun reduced the proposed
additional tax to $51,132.17. A letter showling the latter amount of additional
tax and mailed to the taxpayer on April 18, 1921, The taxpayer immediaiely
protested and upon the order of Mr. Batson (iwho was deputy commissioner at
that time) the assessment was removed from proving section’s list until the
matter could be thrashed out.

The additional tax as proposed by the unit on the agent was due principally
to the reduction made to surplus as at December 31, 1916, on account of de-
preciation not taken iu prior years. The taxpayer claimed on fts 1917 to 1919
return depreciation st the rate of i per cent in its entire plant, Depreciation
for the earlier years was not computed at apy fixed rate and the amouunts
written off were much smaller than the amounts deducted in years 1917 to 1019,

A conference war held between the taxpayer's representative and the con-
feree of the fleld audit review section on July 18, 1921, The matter of deprecia-
tion was discussed and the taxpayer's representative stated that additional
data would be submitted for the purpose of substantinting the accelerated rate
of depreclation clalmed for the years 1917 to 1919. This additional data was
submitted under date of September 30, 1921. The case was then transferred
to the patural resources division. A conference was held with the taxpayer’s
representative by audit F section on November 26, 1921, The caxe was next
referred to Mr. Robertson an engincer of the timber division.

The point at fssuc as mentioued in the foregoing paragraph is the reduc-
tion ef surplus at December 71, 1916, on account of depreciation not taken in
the earlier years, The taxpayer contends that in accordance with the pro-
visiony of A, R. M. 106, its surpius at Decemher 31, 1916, should not be dis-
turbed. The agent proposed a reduction at December 31, 1916, of approxi-
maiely $420,773.60 for the depreciation not taken in prior years. The valua-
tion report made by the Ulmber section under date of November 20, 1921, in-
dicates that a reduction of approximately $300,000 should be made to surplus
as at December 31, 1918, Audit F section aliowed the taxpayer's contention
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and the A-2 jotter was malled Heptember 190, 1022, indicating a net additional
tax of $5,054.80.

It is noted as stated previously thuat the NSenate investigating commiitee {s
relying on the recommendations made by engineering division. In ‘puragraph
3 of page 3 of the memorandum from the investigating committee the fol.
lowing critlclsm is made:

“The memorandum for Mr. Bright, deputy commissloner, dated May 7,
1023, by the chief of the timber section I find is an accurate review of the
ccase and containy practically all of the sallent matters Involved. I do not
find in the files, however, any reply to this memorandum or any acknowledg.
ment in any form.” ,

At the outset it would be a physical impossibility for Mr. Bright to have
answered this memorandum Inasmuch as it never wasg recelved by him, The
memorandom dated May 7, 1923 never left the timber soction. The original
of the memorandum s still in that section and in faet was never even signed
by the chlef of the timber section,

The flle of the case in sddition to the eagiveering memoranduw dated May
T, 12 (on whilch the fuvestigating comnlitee relles), eontalpy valuation re-
ports by the englneering division dated Aprll 3, 1922, and November 23, 1921,
A gummation of the englneer's arguments is briefly that the eugineers ave of
the vpinton that the corporation in depreclaifng its assets at the rate of 214
per cent for the years 1907 to 1011, aid fhen increasiug the rate to § per cent
for the years 1012 to 1916 and to 7% per coent for the yeurs 1917 to 1018 is
using & slding scale of deprecintion for the purpose of taking the heavy de-
preciation deduction in the high tax years; that the arguments advanced by
the corporation as to the change in the policy of repairs and the speeding up
of the production does not warrant a change in the depreclation rate from
216 per cent in the earlier years to 714 per cent in the years 1917 to 1019,
The engineer’'s valuation report dated November 23, 1921, containg a schedule
of depreciation rates computed by the engiueer for the years up to and in-
cludlug the year 1016 and a second schedule for the years 1017 to 101D. An
examination of these schedules indicates that the engineer would allow falrly
high rates of deprecintion for the years 1017 to 1910 and slightly lesser rates
for the years prior to 1017. 1In the flnal audit of the case the engineer's rates
for the years 1917 to 1019 weve accepted by the taxpayer with the exception
of the rate with respect to the brick building. The engineer recommended
a rate of 230 per cent. The tuxpayer requ.:ted 3 per cent, which rate was
allowed in the final nudit of the cave. At a glance, therefore, it may be seen
that there is little or no objection that may be made as to the depreciation
rates allowed for the years 1017, 1918, and 1919,

Accordingly the sole question that may be raised to the unit’s handling of
this case is whether or not surplus at December 31, 1916, should be reduced
because of the failure of the corporation to deduect adequate depreclution in
prior years. The rates recommended by the engineer for the years prior to 1918
would wipe out the surplus of $208,019.87 on hand at December 33, 1916, and
create an operating deficit of some $40,000. The unit maintaing that the pro-
vigions of A. R, M. 100 are applicoble to this case. An Interpretation of A. R. M.
106 as rendered by the old cominittee of appeals and review contain inter alin a
statement as to what shall constitute such * affirmative evidence” as will war-
rant the burcau in reducing the earned surplus of & taxpayer. The ruies pro-
mulgated by the committee on appeals and review as to what may be considered
affirmative ovidence are, viz:

“1. The fact that the taxpayer has made no adjustments over a period of
years vn account of depreciation, either by way of charging ordinary repalrs
directly to expiense and setting up a depreciation reserve agalnst which are
property chargeable ail renewals and replacements, or by charging rencwaly
and replacements as well as repaics agoinst gross income.

“2. Where it reasonably appears upon an actual examination of the de-
preclable assets that the book valuation of such assets is clearly in excess of
the actual value at the begioning of the taxable year.

“3. The fact that the taxpayer claims as a deduction in subseguent years
depreciation largely in excess of the average clalmed prior to the taxuble yea?
all other conditions being equal.”

It is noted thut the third rule mentloned above states if * all other conditions
are equal.” It was for this reason that the unit did net disturb the surplus as
shown on the taxpayer’s books at December 31, 1916, The taxpsyer has sub-
mitted evidence under date of September 30, 1921, showing that its production
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had increased from 18,000 tons in 1007 to $158,000 in 1919, In addition there
was muanufactured duoring the period 1017 to 1919, 37,000 tons of 4 very flne
grade of paper (Dia. C) which reguired comslderzbie more working over the
muchinery than the mewsprint, I'he Dia. C productlon in the period 1917 to
1919 showed a very large increase compared to the production in the years
prior to 1916, The repairs as shown ou the amended return do not fluctuate
to any extent. For example, the repairs made during 1918 are approximately
the same a8 those made in 1916, while the amount of repairs made in 1917 are
$20,000 less than the amount expended in 1016, In this connection it should be
kept in mind that the labor und other costs in 1918 were two or three times
what they were in 1819, so that $2 expended for repales in 1818 would amount
fo $1 in 1048, The corporgttion contends that the labor during the war perlod
wud more or less inefficiont, and very little time was devoted to maklng
repuirs during the period 1917 to 1819. From the infermation on file it sappears
that prior to 101§ un adequute repair policy was maintained. A -eserve for
deprecintlon of $182,419.68 is shown in the boeks at December 31, 1916, which
represents an sccurulated reserve of 10 years. The total depreciable assets
on hand at that Jdate smounied o approximately $1,675,600. Included in the
tatter amount nre brick bulldings $H3G,000 and a dem $747,000. 'The latter
grsets are slow depreclable assets,  When the repuir pollcy of the corporation
during these years iy taken Into cousfderstion along with the above-mentioned
reserve of $182,419.58, any reduction to the surplus of $208,010.87 at Decem-
ber 31, 1018, because of Inadeguate depreclation would appear te be ruather
arbltrary.

In the engineer’'s memorandum, dated May 7, 1923 (which, as mentioned
before, the Investigating committee states i3 the correct basis on which the case
rhould have been adjusted), there appears sn error which distorts the facts -
of the case. It is stated in last paragraph of page 2 of this memorandum that
the accountant employed by the taxpayer has made a reconstruction of the fixed
asset account, taking over to the asset side of the balance sheet all of the
replacements that had formerly been charged agalnst the resepve for depre-
clation. An examination of the agent's report and the schedules submitted by
the taxpayer’s accountant indicate that the total of the assets as at Decem-
ber 31, 1918, as shown by the original balance sheet at that date, agrees
exactly with accountant’s balance sheet, and in addition that the totals of the
asgets on accountant's balance sheets as at December 31, 1917, and December
81, 1918, are slightly less than the totals shown by the original balance sheets
at those dates. The statement made in the engineer's memorandum that tho
corporation was granted depreciation on items which had formerly been
charged to the depreclation reserve, but which were capitalized and restored to
to the asset account can readlly be seen from the comparison of the totals of
original ind amended balance sheets to be absurd and erronecus. What ac-
tually happened is that the taxpayer’s accountant has segregated tuo assets and
clasgified those under more appropriate names.

It 18 evident to anyone making an impartial review of this case that there
was friction between the engineering division and audlt ¥ section of natural
resource division as to who should have jurisdiction in raespect to the auditing
of the fucome-tax cases of taxpayera engaged in the paper industry regardless
of whether or not such cases Involved depletion. From the many caustic com-
wents made by the engineer who handled this case, serlous. doubt is enter-
talned zs to whether e approached the fssue with a free and unbiased mind,
Furthermore, from the statement made in the last paragraph of page 2 of
the memorandum of the Senate investigating committee,.in respect to the con-
ference held by the unit, it iy also doubtful whether that committee has made
an exhaustive examination of the case. The paragraph in question states that
aithough many conferences were referred to, there is a record of only one
conference, that of November 20, 1921, 'The file of the case also contalns a
record of the conference held on July 18, 1821, which apparently has been over-
looked by the Investigating committee. The brief submitted undec date of
September 30, 1921, containing the principal arguments of the taxpayer, was
an aftevmath of the discussion in conference held on July 18, 1921,

On the basis of the evidence presented by the taxpayer it 18 ovident that
the conditions existing In this tuxpayer’s business were not the same before
December 31, 1316, as they were after that date, and there i{s po sfirmative
evidence at hand for reducing the surplus as at December 31, 1018, on account
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of lnadeguate depreciation prior to that date. It Is therefore recommended
that the unit’s adjustment of the case be upheld.
J. G. BR1oyT,
Deputy Commissionor,

SENALE CoMMITTEE INVESTIGATING BUBEAU o INTERNAL REVENUE,
Income Tax Untr,

October 24, 1925,
Tou; L. C. Manson,

From: X. H. Parker.
Subject: KReply of bureau, Watab Pulp & Paper Co.

We have at hand a memorandum cn above case signed by Mr. J. G. Bright,
deputy commissiouer, dated June 8, 1925, 'This memorandmu was transmitted
to the committee by Commissioner Blatr on July 9, 1625,

This memorandumn upholds the depreciation rates eriticized by your englneer
in this caxe of the Watab Palp & Paper Co,

The object of presenting the original report on this matter was to conflem
the two principal points made in the DIl & Colllus puip awl paper case.
namely, that the system of the burenu puts the authorlty for depreciation
rates up to the auditors and not to the engineers, and that the rates fixed hy
the auditorr are in these instances unreasonably high, The f-at point is not
contested in BMr. Bright's memorandum,

The average rates of depreciation allowed by aulit are: 2V, per cont for
1007 to 1012, § per cent for 1012 to 1017, and 7% per cent for 1817 te 1920,

Mr. Bright bases his argument in defense of this case on A, R. M. 106
He states thut the following rule has been promulgated by the committee on
appealy and reviews:

“The fact that the taxpayer claims as a deduction in subsequent years
depreciation largely In excess of the average claimed prior to the taxable year,
all other conditions being equal,”’ may be considered as affirmative evidence for
reduciog surplus,

On the other hand, we quote as follows from the report of Valuation Engineer
Robertsor, dated April 3, 1922:°

“ Reference 1s made to the fifth paragraph of page 1 of the report of this
office dated November 23, 1021, wherein attention s ealled to the fact that the
taxpayer uses low ra‘e of depreciation in the earller life of its properties, then
doubles this rate in a later period, and then triples it durlng the high-tax
Years,

“This 18 the outstanding feature of the case, and irrespective of the pro-
vislons of A. R. M. 108, on which the taxpayer bases its cluims, the actlon
taken is in violation of articles 143, 161, 185, 160, and 830 of Reguiations 45.”

T.et us now quote briefly from the articles of the regulations referred to:

From article 181 : *“"The proper allowance for such depreciation of any prop-
erty used in the trade or business la that amount which should be set aside
for the taxable year In accordance with o conslstent plan by which the aggre-
gate of such amounts for the useful life of the property in the business will
suffice, with the sulvage value, as of March 1, 1913, if acquired by the taxpayer
before that date.”

From article 185: “The capital sum to be replaced should be charged off
over the usetul life of the property either in equal annusl installments or in
accordance with any other recognized trade practice, such as an appogtion-
ment of the capital sum over units of productfon. Whatever plan or method
of apportionment {s adopted must be reasonable and should be described in the
return.” .

From nrticle 839: “Adjustment in respect of depreciation or depletion in
prior years will be made or permitted only epon the basls of affirmative evi-
dence that as at the heginning of the taxable year the amount of depreciation
or depletion written off in prior years was insufficient or excessive, ag the case
may be.”

Xs seen from the above, Mr. Bright’s clalin under . R. M. 106 is that there
is mo affirmative evidence for changing the depreclation rates used by the tax-
payer in former yecars, because the counditions existing in the pre-war and war
periods were not the same.

We do not agree with this interpretation of Mr. Bright, because we do not
deem it in gecordance with common sense or in accordance with the regula-
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tions, which should, at least, have as great weight as the ruling which has been
quoted and which {s based on A. R. M. 106. In a future report on deprenin-
tion we shall deal in detall with A. R. M. 106, which containy at least one
element which we couslder unsound and not in agreement with the intent of
the law. Under the polnt ralsed by Mr. Bright conditions are not exactly the
game In the different years. Cenditions are seldom the same in different
years, se this argoment would always preclude chauging depreciation rates,

Depreciution allowances are made for the purpose of returning free from
tax the cost or March 3, 1913, value of the property. If & tuxpayer clalms
214 per cent depreelation from 1607 to 1912, & per cent from 1012 to 1017, and
7% per cent from 1917 to 1620, regardless of what may have been ruled in pub-
lished rullngs, we deem that this great change in depreciation rates i in itsclf
evidence of an improper method of arriving at deprecintion unless it can be
shown thet there is n reasonable cause for such varlation, This reasonable
cause Is not shown in this case, especiully in regard to the change from 2%
to 5 per cent. Some little cause may be clalmed for the change from 8 to 7%
per cent rate.

Mr. Bright clalms that he never vecelved a protest prepared in the timber
section and pubdlished in our exhibit in this case. It our report cao be con-
strued to Infer that he did receive thiy protest, we wish to withdraw any
statement which afirms this, us we have no evideuce that Mr. Bright ever
recelved the protest. However, we do belleve the protest is sound and pertinent
to the discussion of the case.

In conclusion we wish to state that this case of the Watab Pulp & Paper
Co. confirms, to our minds, the purpose for which we presented same, namely,
that the engineer's determination of depreciation should take precedence over
the nuditor's. It appears to us that Mr. Bright's defense is based on & tech-
picality In a ruling promulgated by the committee on appeals and review in
regard to A. R. M. 106. We belleve this A, R. M. 108 to be of itselt unsound.

Respectfully submitted.
L. H, Panxen, Chief Engineer.

GENERAL REPORT oN TIMBEE VALUATION SECTION SUBMITTED BY Me. MansoN

(Page 3263)
Mancy 21, 1825,

Subject: Timber valuntion section, organization and administration,

Mr, L. C. Maxsoy,
Counael, Nenute Committce for Investigating
Buveau of Internal Revenue:

The timber valuation section §s a subdivision of the engineering division
of the Income Tnx Unit,

Organfzation:

One chief,

One assistant chief,

One engineer for appeals and special work.

Ten regional engineers.

Pen nuslstant reglonal englneers.

Clerical force.

WOrK OF THE TIMBER VALUATION HECTION

'Ll‘!aé)work of this section will fall into three general classes (named A, B,
ane . ~
(A) Work ussigned by office regulations to the timber section for which they
are golely responsible.

11) Valuations of timber property as at dates significant under the law.
Including—

(a) The determination of quantity and value of thaber,

(b) Value of plant propertles used in the production of timber and manu-
facture of its by-products inclnding pulp and paper.

(¢) Value of riparian land and water rights and water-power facilities used
in connpection with the production of timber and manufactured products and of
power-producing eaterprises for other industries,

92019---25—r71 10——-2
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(d) Value of cut-over timberiand and land ender timber,

{¢) Determination of sliowances for losses resultant from destructive
agencles,

(f) Determination of allowances for depletion and depreclation of property,

(B) Work which the timber valuation section handles on Its own initlative
and for which responsibility is vague as to finallty.

(@) Obtaining Information from taxpayers’ returns and other sources as to
persons benefiting by taxpayers' payments of royalties, bonuses, or other emoly-
ment, or from purchases of land, timber, ¢te. Reporting to audit division the
names of such beneflciaries and the transaciions for the purpose of alding the
audit divislon in determining 1f such benefits have been reported as income,

(C) Work in which the timber valuation section acts in an advisory capaclty
to other sections, units, and officers of the bureau,

(@) Consultation and advice te practically all other sectlons of the engineer-
fng division with which timber or the timber Industry may have any relative
connection,

() Consultation and advice to selicitor as in cases concerning turpentine
production, manufactured wood products, timber industry, ete,

(¢) Advice occasionally glven in cases Involved in capltal-stock tax and estate
tax,

TFRRITORY

The timber valuation section has divided the forests of the United States into
the following reglons:

Region 1. New England.

Region 2 (a). Appalachian hardwoods,

Reglon 2 (b). Delta (southern) hardwoods.

Reglon 3, Atlantic coast pine,

Region 4 (1). Southern pine east of Misslssippi River.

Region 4 (b) Southern pine west of Missiusippl River,

Region B, 8, and 8, Inland empire and California.

Region 7. Pacific Northwest,

Reglon 9. Great Lakes forest.

Pulp and paper, all Uulted States,

Enach reglon 18 in charge of a reglonal valuation engineer to whom ali
matters pertalning to that reglon are assigued.

OFFICE ROUTINE

Original tax returns coming tn pass to the tiles, thenee nre distributed to the
reglonal engineers in whose regions the taxable property s located. From
there to the chief of section and then to audit.

Protest cases are routed from flles to regloral engineer, to appealy eugineer,
to chief of section, thence to solicitor.

METHODS

The methods used by the timber valustion section in the handling of its work
roay be described as follows:

{1) In determining valuations of timber property as at basic dates, fair
market value iy arrived at along .he lnes prescribed by Tax Regulations 45,
Article 234, 1. e.: “The value sought will be the selling price, assuming a
transfer between a willing seller and a willing buyer.” ¢ * * “7The timber
in question will be valued on its own merits.”

The timber valuation section defines * fair market value of timber property
as its cash value in the open market. Analytic appraisal methods, such as
presert value method, ave not used or considered.

The two other major subjects are depletion of timber and depreciation of
plant and are thus treated: The life of a timber property is ity economic
Hfe. If n property s estimated to yield as at 2 basic date 100,000,000 feot
board measure and the yearly cut 10,000,000 feet hoard measure, the life would
be 10 years. Depreciation on plant and equipment s lkewlse based on the -
economic life instead of on normal life of constituent items, taking Into account,
of course, the market value of the plant at the finish of the operation.

The subjects fulr market value, depletion, and depreciation will be discussed
later in this report.
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In connectlon with the subject of wmethods I would ke to glve a short his-
torical sketeh of the organlzation of the timber valuation sectiou.

This section orlglunted early fn the year 1919 when timber valuation work
was begun by the Bureau of Internel Revenue. From that time to February,
1020, the sectlon devoted most of its time to organizing working forces and com-
piling basle data. Form T, general forest industries questionnaire, was com-
piled during this time under the direction of My, D. T. Mason, chief of the
section, after conferences held with the national assoclations of the timber
industry at several timber regional centers.

The personnel of the sectlon at its beglouing was made up of carefully
relected forest valuation englneers of high standing in the profession and with
4-1 reputations In the industry for recognized ability, without regard as to
whether or not the individual had civil-service rating, the object belng to
procure the best possthle men that could be induced by the salaries offered.

Form T, general forest industries questionnaire as first issued, applied to the
taxable years prior to 1918, Its purpose was to procure from the taxpayer
clear, correct, and complete data as would enable the bureau to deal with each
case with the fullest possible set of facty. Alxo to provide the bureau with
menity of checking the taxpayer's statements,

The questionnaire is composed of 36 pages containing 201 itoms, Including two
for jurat. Items 1 to 11 are under the heading of “ General information,” re-
Inting to names, nddresses, dates of organizations, ete, ,

Items 12 to 14, Inclusive, pertain to timberlaud blocks.

Items 18 to 24, Inclusive, speelfies maps desired and relative data,

Items 25 to 80 pertain to fmportant purchases and sales of timber or land,
ot hoth, involving transactions in tracts of 1,000 acres or over. The informa-
tion supplied by the taxpayer to this group of questions 18 used in connection
with other relevant dats in determining the * falr market value " as of March
1, 113,

items 82 to 111 pertaln to the status of the property as of March 1, 1913,
Data thus supplied forma the basis of computing depletion deductions.

Items 112 to 132 are devoted to purchase of {imber or land, or both, for the
perlod of March 1, 1913, to 1918,

Ttems 133 to 138 are devoted to aggregate sales of timber or land, or both, for
ench block for ench taxable year, March 1, 1913, to 1918,

Items 188 to 168 pertain to losses of timber sustained since March 1, 1613,
due to destructive agencies.

Items 160 to 166 seck information on measures taken by taxpayer to protect
his timber from dmmage by fire, tnsects, ete,, money expended for such pro-
tective work each year, 1010 to 1918, data on growth and it effect, if any, on
increasing the quantity of timber.

Item 187 pertains to valuation of timber by specles or groups of specles
when unit depletion ¢harge based on the average valae of all spectes present is
Inequitable.

Items 168 to 186 embrace timber-cutting records for the taxable years 1010
to 1918, inclusive.

Ttems 187 to 160 pertain to depletion ¢harged for the taxable yeara 1013 to
1018, inclusive,

Items 200 to 210 eall for an inventory of physical property as the means of
computing depreciation.

Item 211 requests datp, on additional timber in bloek, or adiacent to, and likely
to he secured by taxpayer.

Items 212 to 2268 relate to manafacturing operations where the raw material
i« obtained from the woods. Data requested 1s for the years 1912 to 1918,
tnclusive.

Ttems 227 to 241 is the same except it applles to finished products handled.

For pulp and paper a separate questionnaire, form T-P 18 used. This sub-
Jeet will be discussed later.

Item 241 1s for lumber inventory of amounts on hand the Iast day of each
taxable vear 1912 to 1918, inclusive, for each manufacturing operation.

Items 242 to 262 relate to operating features of sawmill plant, as number of
rhifts, average cut per shift, average hours per sbift, and shifts per year for
years 1912 to 1918, Inclusive, and character of mill plant in 1018, giving num-
ber and kinds of machines, capaclty, ete.

Items 253 to 287 call for informatlon on profit or loss from sale of capital
assets with respect to each transaction involving the sale of timber or land or
both during the period March 1, 1913, to the end of 1918,
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Ttem 288 calls for Hst of litlgations between January 3, 1014, and January 1,
10105, as involve the value of the property.

Ttem 289 requests report on transactions with atilinted interests,

Items 200 and 201 provide for jurat, and tollowing this are pages 20 to 48,
inclusive, with quotations from Regulations 40.

This Form T is that specitied in article 233 of Regulations 45, A revised
form and supplement to it was issued to serve for the taxable years 1919 and
following. Thia letter is the Form T specifled in article 233, Regulntions 62,
and article 235, Regulations 65, It iy named ° Forest industries schedule”
and iy composed of 8 pages containing 39 questions and jurat,

Form 'T-P, specal forest Industries questionnadre for the pulp-and paper
industry. 1t is composed of 16 pages containdng 226 {tems, Including 2 for
Jurat. 'Thiy form is issued primarily for the Industry above nnined, but where
the taxpayer is an owner, losses, or lessor of timberlunds of standing timber,
whether operated s a feeder to hls manufacturing enterprise or not, Is re-
qured to use Form T in conjunction with Yorm -1,

DETERMINATION OF FAIR MARKET VALUE OF TIMABER ~DETERMINATION OF QUANTITY
OF TIMBER

For the purpose of timber valuation, these two subjects arve mutuallty de-
pendent and establish the busis of determining allowances for depletion and
deprectution.

Regarding the first named, article 234, Regulations 45 and subsequent
regulations, provide the basis for determining fair market value which, it
referred to, will be reen to require the use of many factors in order to arrive
at an equitable result, Some of the most fmportant are-—

() Character and quality of timber as determined by specles, age, size,
condition, ote.

(b) Quantity of timber per acre and total.

{(¢) Locatlon with referetice to other timber,

(d) Location with reference to distance from a common earrier.

(¢) Topography and other features of the ground affectlng handling and
‘transporting.

{f) Ireight rates by common carrier to important markets,

The forest Industries questionnuire amply rerves to obtain this Information.

Regarding the deterwinution of the quantity of timber, Regulations 45,
artlee 235, provides that taxpayer clalming a deduction for depletion Is re.
qulred to estimate the total units of timber known or belleved to hnve existed
on the gronnd on March 1, 1013, or date of acquisition,

This estimate shall state as nearly ax possible the nuwber of units which
would have been found present by careful estimate on the specificd data with
the object of determining 100 per cent of the quantity of timber which the area
would have produced on that date if all the merchantable timber had been cat
and utilized.

This 106 per cent estimate when given for Mareh 1, 1013, or other retrospee-
tive date, is subject to rigid inquiry In order to prove the figures, There are
cases on record where the difference in quantity between those glven by the
purchaser and seller varied as much as 100 por cent.

There Is ample oppuctunity for vast differences in estimates. A source of
great difference Hes In the degree of sccuracy used by the crufrer, which may
vary from the rapid, inexpensive preliminary to the detalled, exhaustive total
tree count. Where the stand is composed of several apecies greater differences
are more likely than with timber of one or a few species.

Another source of difference fs the practire of the industry in computing tree
contents by means of log rules. The common unit of measure {s feet hoard
measure sccording to a particular log rule, which is a tabular scale showing
the amount of lumber in feet board measure which can be gawed from logs of
glven lengths and diameters, with allowances made for waste, loss by saw
kerf, and defects, There are more than 40 such rales in use in America, each
differcnt, and many giving widely different results for the same size log.

The canse of yo many rules coming into use iy due malely to the methods of
scaling timber in the woods In accordance with the practices of utilizatlon in
different localities.  Also, to the specles and characteristics of the Ymber LTOW-
ing in those localitles. Some log rules are sanctioned by State law, others
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adopted by various assoclations in the timber lndustey. ‘The most commonly
used rules ara the following :

Doyle rule~-"The statute rule of Louisiana, Klorida, and drkansas. 'Lhis rule
s more generaily ewployed throughout the country then any other.

Seribner rule—Adopted by Miunesota, Jdaho, Wisconsin, and West Virginia,
This is the oldest rule lin general use; originated prior to 1846,

Spaulding rule— Adopted by California in 1878,

Blodget! rule~—Used in New Hampshire and Vermont apd to some extent in
Maine.

Draw rule—~Adopted by Washington State. Sanctioned by the Puget Sound
Tiwbermen's Asseciation,

Neribner rule (Declmal C) ~-Adopted by United Ntates Forest Service,

Dople-Serthner combination rute~~Adupted by the Nutional Hardwood Lum-
ber Assoclation,

Colunbia River rute~—~YUsed lgrgely in the Paclfic Nurthwest,

Cord measurc~—ulp companies generaily use this unit of measure for rov
portivg thelr timber, It is subject to fnconsistencles due to different metbods
cmployed in various localities. The amount of board feet equivalent to a cord
muy vary from 440 to T4, .

As to log vules, the majority of the taxpayers use the Doyle and Scribner
rules. The Spaulding and Colwmbla River rules are used to o large extent by
Pacllic Northwest taxpayers. The Blodgett sud Maine rules in Maiue, New
Hampshire, and Vermout.

The difference between the contents by log secale and mill tally of a log after
being suwed into lumber is genernlly overrun, although some log rules for
certain sizo logs will Just hold out or show underrun,

It is manifest that the timber valuation secilon can not erulse all of the
timber in the United States, Fleld checks vould be made when warranted, but
this wethod woeuld serve ounly 4 minority of the cases in band. It must there-
fore rely on caveful analysis of the data farnished by the tuxpayer in deter-
mining the 100 per cent estlmate us of 4 basic date,

IForm 'I': General forest industries questionnaire, by the manner of its crogs-
questioning, provides a good means of eliciting data ¢ accompiish g reayvnably
good check, hiach, however, depends upon the valuntion engineer of the region
{u which the property is located. Fach regional engineer in the timber section
s regarded us n speclalist on all matters pertaining to the industry in his
vegfon, and his knowiedge of conditions and judgment exerclsed in the analysis
and ndjustment of all cases handled by him are solely relted upon, For
example !

A means of check upon the quanidty of timbeyr reported as eut during any
year Is fouud in the questionngire, page 23, This applies in the case of a tax-
payer who snws his logs ioto lumber. Here the logs cut during the yeur
are stated {u log scele mensure and the lumber sawed durlug same perlod in
miil tally. ‘The difference between the two will dennte elther overrun or under-
run, and constitute a check for the regional cogineer, who mast determine the
correctness or reasonableness of the flzures. This involves his knowledge of
the characfer of the timber stands in his reglon, the log rules used, and the
usual percentage of overrun they prodiace alter the run through the sawrodil;
the types of sawmill machinery, particularly saws, whether cirenlar or bend
sawg; and the operating methods and character in geperal of the operator,
Equipped with this knowledge, he {8 velled upon to judge if the figures reported
by me’ taxpayer are true amd correct. This I8 especlally important in checking
depletion, .

The timber industry Is one subject to constant changes by virtue of the
pature of the forest, Trees regarded as toe young to be classed as merchant-
able or specles having little or no demand in the market at the time the crulse
or estimate was made may later add materially to the yleld.

Most estlmates, X am advised, are conservative, showlng ufter a serles of
Years of cutting a surplus sufficient to Increase the life of the property. On
the other hand, the section has cases on record where the taxpayer was actually
defrauded by finding afterwards considerably less acreage and timber than
represented to him at the time of purchase.
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DEVREKCYATION OF PLANT AND EQUIPMENT !

As previously stated, the timber valuation section treats depreciation on the
basis of the economic life of the timber property, taking fnto account fhe
salvage value at the finlsh of the uperation. Their method is to determine
the value as at the basic date, fix a salvage value, and write off the difference
{;yt straight-ine method over the term of years represented by the economfe

e.

The salvage value fixed Is generally less than 15 per cent and in the ma.
Jority of cases about O per cent. A timber property with a 15-year life, for
example, has at ity close Httle left of its plant and equipment exceeding thiy
Hfe to any appreciable amount unless long-life replacements were added in
intervening years, The greater part of the cost of the plant Iy in laber,
which Iy a consumable item.  Another factor in fixing the residunl value of
the plant and equipment is its worth if offered for sale in the open market.
Generally, on account of the Isolated location of timber plants, only such items
as can be dismantled and moved to another locsition without too great expense
have any significant recoverable value. 'The remalnder may be considered ns
serap.  Agaln, considerlng obsolescence and the uncertainties of the state of
the market for secondhund machinery and equipment, the amount which may
})e realized from a sale 18 lkely to be low unless unusual contingencles should
avor,

While the straight-line method of fizuring depreciation rates ts the practice
fauvored by the section, there is no office rule binding to this method, It is
more frequently employed than any other, but the section assents to any
proper method submitted by the taxpayer If such method iy regarded by the
sectlon ag sound and applicable to the individual case; one, for example, de
preciation on the basis of depletion sustained, This method is sound if safe-
guarded by & complete check of all busie and contributivg factors. '

OFFICE REQULATIONS

Reference is invited to Inecome Tax Unit Oftice Order No, 715, datsd Feb-
ruary 21, 1923, page 12, of Item H, reading: “'The tlmber vatuation section,
which wlli determine the value of timber property as of dates sigmificant
uuder the law, and reasonable amounts aliowable as deduction on saccount of
depletion.”

Beyond thig there appears to exlst no weitten speclfic inastructions relating
to the duties and responsibilities of the timber valuailon section, Whatever
fnstructions supplemented this are belleved to have been verbal, antll the is-
guance of memoranduin from chief of timber section to Mr. Greenidge, head
of englneering division, dated September 20, 1023, which is a confirmation of
fustructions governing the functiony of the section received at conference the
duay before. In this the functions of the sectlon are described as determina-
tions of quantity and value of timber, value of plant properties, water-power
facilities, pulp and paper manufacturing properties, cut-over timberland and
Iand under timber, losses frem destructive agencles, depreciation of plants,
analysis of inventory valnes of logs and lumber, with recomnmendations to audit
sections and teclhindeal advice to wudit section on questions affecting the timber
fudustry.

This I8 the only statement discovered wherein the functions of the timber
section are shown 1 any detall. The fact that there is nothing to show that
it was recelved and approved by the person to whom it Iy addressed by written
acknowledgement leaves it without substantiation.

The next following relevant communieation s memorandum of chief of
timber section to Mr. Greenldge, dated February 20, 1924, The purpose of
this memorandum {8 to bring to the attention of the head of the englincering
division the fact that there is divided responsibility in the unit in the work
of determining income tax status. The sallent points brought out are:

(1) That confusion exists in the minds of the engineers of the timber sectlon
as to where their functions and respounsibilities end,

(2) That present practices divide the responsibility between the audit and
timber sections In performing the following work:

(a) The valuatfon and deprveciation of physicial properties for both In.
vested capltal and income,

(b) The determination of profit and loss from sale of capital assets in-
volving valuation and depreciation, -
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(0) Lonsen mgustalned through cusuality and obsolescence,

(d) Valuing of Inventories of forest produsts.

{8) That this divided respoustbllity hns caused inconsistencles and in some
cases actual loss to the Government and altogethér affords an ampie and just
reason for tuxpayers to criticize the unit for its procedure,

{4) That by present practice it Is possible and has actually happened that
a taxpayer will hold a conference with the tlmber section regarding physical
property valuation or depreciation and at a lnter date take up the same matter
with the audit section, In exceptional cases the engineers and puditors may
be in the sume conference with a taxpayer and be of entirely different opinions
a8 to the methcds which should apply. This situation 18 evidence to the
taxpayer that the unit is of divided mind on iInterpretation of suthorived
dutles.

(5) That a situation equally serious is created by the practice of auditors
qu-stioning the recommendations of the englueers on matters pertaining to
valuntions, depreciation rates, and other constituent items, and, disregarding
the engineer, base thefr audit on a different premise.

(6) That this last practice is equally harmful when a taxpayer finds that
the figures on his A-2 letter do not agree with the valuation reporv figures,
which occurs when the A-2 letter retlects the auditor's basls of computation
and the valuation report, the engineer's. Particularly so when the fligures in
the valuation report had been agreced upon fu conference with the timber
section.

At this point the memorandum assumes that it has been clearly shown that
the handling of the polats mentloned should be assigned to the organization
best gualified to perform the work, and puts the questlon, which engineers or
sudit? Apswering In favor of itself, it then gives a full statement of rensons
for its contention, which may be summarized and briefly stated as: “ All of
the points at fssue are purely of engineering nature and should be handled by
the engineers of the timber sect.on because of the diverse chiaracter of the
different timber reglons and the individwval problems therein, which can best
be dealt with by the engineers assigned to the particular regions, concerning
which they are raost familiar.”

The memorapdum then recommends that declsions made by the engineer-
ing division be accepted for the purpose of audit with the provision thut the
audit section, where it dizagrees with the recommendstion of the engineering
division, shall have the right to take up the matter with the proper person
{n the englueering division, in which event if the engloeer does not concur in
the changes suggested, by the audlier, the declsion of the engineer shall pre-
vail.

So far as I have been able to find, there have been no orders gsued or any
action taken iu definlte written form toward adjusting the matters compluined
of, auud the status today Is the same. Some informal lmprovements have been
effected since, coming as result of better understanding between individuals,
especielly with revenue agenty snd field anditors, for the common good.

It is nov intended by thiy to charge that the audit division at all times
fguores the ~agincering division. On the contrary, there I8 a lurge amount of
cooperation and coordination of work between the two organizations, but this
is mainly due to the former asosciations of the individuais when the national
resources dlvision wan n force. Now as before, the audltors who were in
that division will seek the advice and approvai of the timber sectlon on mat-
ters of purely engiveering nature. However, this practice {s not general and
regular. Auditors now bandling timber cases who before the abolishment of
the natural resources divislon were uttached to some other audit section and
are not acquainted with the functions of the timber section as are the others
mentioned, are congequently less inclined to attach the same importance to
the engineer’s recommendations, hence are more lkely to look upon the work
of determining depreciation, ete,, as within their sphere of duties.

From the foregoing it is plain that some reform or correction is vitally
necessary to the present practices in the unit.

8COPE OF TIMBER VALUATION BECTION'S JURISDIOTION OVER EXNTERPRISES OF THE
TIMBER INDUBTRY

May be grouped under the two headings—depletion and depreciation,
(1) Depletion.—All timber depletable, irrespective of the products manu-
factured therefrom. 'This includes all operations where timber s cut and
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the ruw product utilized. Xn some casea sold in a log mayket, 1n others the
timber is manufactured fnto lumber, sash and doors, pulp und paper, matches
(titches only), etc., or all enterprises where the raw material goes on through
to ygmnuructured products within the control of the owner of the depletable
timber., '

(2) Depreoiation.~-{a) All manufecturce of lumber and any weood products
from raw material including any subsidiary remanufacturing. Raw material.
18 here defined as logs. No exception i8 made whether the logs are purchased
in # log murket or come direct from the woods.

(b) All manufactures of pulp and paper and kindred products, such ag
beaverboard, boxbearad, ete.

{0) Plants used in connectlon with the production of by-producty, such as
(1) turpentine and resin; (2) kilos for extracting chemlcals from wood and
bhark. The equipment used in the refinement of the chemicals, such as wood
gleohol, formaldehyde, acetate of lime, efc., and also, tannle acld are not
handled by the ttmber section, this class of equipment being handled Dy the
audit sections concerned.

In the case of match manufacture, it iz followed to the point where the logs
are converted into filtches. From thonce on it is in the hands of the audit
section.

All enterprises producing refined wood products from a manufactured or
partly manufactured stock, as lumber or cordwood in which depletion iy not
concerned, are classed as industrials and responsibility is assumed hy some
other sectlon,

The tlmber sectlon's jurlsdiction extends over riparian land and water rights,
included in assets of taxpayers owning depletable property; hydroelectric and
hydraulic power-producing enterprises as part of the physieal properties of
wood pulp and paper mavufacturers, also of textile, puble atility, and other
manuf&cturing enterprises not connected with timber production or wood
products manufacture,

An estlinate mude by the timber section of approximate value of assets as
of March 1, 1913, owned by American taxpayers shows the following:

Timber-—1,660,000,000,000 board feet . e $4, 700, 000, 000
Timbered 1and—-375,000,000 BOPES. e e 1, 125, 600, 000
Physleal property, plants, private raliroads, cte., used in the
Tumber Industry. 1, 600, 600, 000
Miscellaneous cut-over 1anas, 04C. e oo &00, 000, 000
Pulp and paper and allled fudustry, physleal property, wuter
POWEE,  CULC Lo et st e 0 e e e e e e e 4560, 000, 000
Timberlands in forelgn countrles owned by American taxpay-
ers—150,000,000,000 feet oo 160, 600, 600
Total valve o e e 8, 225, 000, 000

The timberlands in foreign countries are nearly ail in British Columbia.

YEARLY PRODUCTION R¥PORT

Cases on hand Feb. 29, 1024, for the years 1917 to 1922, inclusive ___ . ___ 2,470
Cases received to Feb. 27, 1026, for the years 1017 to 1922, fnciustve___. 6, 177
Total cages on hand ¥eb. 27, 1925 v oo 8, 650
Total cases sent out durlng year ended ¥eb. 27, 1025, oo oo 7,644

Balance on hand Feb. 27, 1928_. .. 1,012

Of these 1,012 cases on hand, approximately 209, or 27 per cent, are protest
cases, the remainder belng original cases. Of the 7,644 cases sent out during
the year, 1,900, or 35 per cent, were protest cases.

Respectfully submitted,

C. D. Vassar, Investigating Engineer,

Approved :
L. H. Parker, Chief Engineer.
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rfaxpayer : Wentinghouse Alr Brake Co.

Address : Plttsburgh, Pa.

Status of case: Year 1917 glowd. ‘Years 1918 and. 1019 not clmed. Cane has
heon audited, however, for these yenrs and reflecty an overagsessment of
$07,679.21 for 1018 and additional tax iu the amount of $50,260.02 for 1919,
No walver on.iile for 1917. The walver on file for 1018 will expire as to
original return, July 16, 1025, and as tv smended return, March 10, 1028,
Walver for year 1819 on file,

Features examined: Tho criticism of the Senate committee investigating, the
Income Tax Unit.

At a hearing of the Senate Investignting committee, Mr. Manson, counsel for
the conmnittee, moade the foliowing statement in regard to the above case:

“The bureau, in examianing thelr claim for amortization, determined that
the houses were worth more at the close of the war than they cost; in other
wordy, that the cost of reproduction after the war was greater than It cost
them to bulld thein, 8o there was no claim there for a loss of vilue because
of loss in cust of reproduction, hut a claim was allowed for amortization based
upon thiy theory; the housces had no greanter extent of vacancy than could
normtlly be expected, but the compuny had difficulty in collecting thelr rents
go the amortization was determined by cowparing ithe rems collected during
the postwar perfod with the venty they collectod during the war period.”

Mr. L. 11, Parker, chief englneer for the committee, submitted a report dis-
cassing the amortization atiowance In the above case. The major criticisms
are stated as follows:

“ 1. In establishing the ‘ value In use’ of factlitles retained by the taxpayer the
committee englneers contend that the lncome Tax Unit did not comply with
the opinion of the Soliciior of Internal Revenue relating to the amortization
elaini of the J. X. Case Threshing Machine Co., wherein it was held that the
‘value in use’ factors should be determined for specific facilitiey,

“2, In respect to the ‘value in use’ of certaln dwelllug houses, 1t is
stated that the Income Tax Unit erred in determining the value of postwar
use upon the basis of a comparison of rentals received with rentai capncitv

“3 The committee engineers further protest the determination of °value
in ur«;e ascertained by comparing production for the peak six months of the
vear 1018 with average annunal production during the years 1921, 1922, and
1923.”

The critlefsm made in the Senate testimony and also {in Mr. Parker's report
a9 to the amortization of housing facliitles and the vealue in use of certain
dwelling houses, is the outstanding feature in the eriticism. It is submitted
that the amortization engineer did not determine the value of postwar use
npon the basts of a comparison of rentals recelved with rental capneity. How-
ever, the audit sectlon of the Income Tax Unit in auditing the case, saw that
the company was not entitled to claim smortization on its housing facilities,
because the property was sold by the parent company on July 1, 1919, to its
subsidiary for stock, recelving n consideration equal to the cost of the prop-
erty. Counsequently, the allowanece for amortization on the dwelling houtses
was eliminated in the audit of the case for 1918 and 1919. This letter, fully
prepared, disallowing amortization on dwelling houses, was with the case
while in the Senate committee’s hands, so that the engineer's action was not
susiained by the unit and further the criticism of the Senate’s engineer 18
unjustified, since the Income Tax Unlt did not make the allowance which is
the subject of the criticlsm.

The criticiem that in establishing value in use the Income Tax Unit has not
complied with the opinion of the Holicltor rendered in the amortization claim
of the J. I, Case Threshing Muachine Co., wherein it {s held that value in use
should be determined for mpecific factors, is answered by stating that the
problem of the amertization engloeers would be very much simplified, if the
vaiue in use could be segregated and determined for each specific facility.
The taxpayers, in a majority of cases are unable to show a segregation or
record of the specific facilities, consequently, it Iy necessary to group them.
In this particular instance, some 834 separate property items were involved
and the specific facllities which were to make up a production unit, were
grouped, following the long established practice of the appraisal unit in this
respect. It does not appear that the value in use can be determined for each
specifie facliity pend consequently, the criticlsm of the engineer for the Senate
committee In thiy respect 14 illogical and can not be agreed with.
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With respect te the profest that value In use was fncorrectly agcertained
by comparing production for the penk six months of 1018 with the average
annugl production duripg the years 1020, 1921, 1022, and 1928, the engineer
for the Senato committee hus worked out four different bases for determining
value in use and it is belleved that an analyeis of these four different methods
will sufficiently establish that the method follewed by the unit is not only
the most logical one, but the only one that can be defended under the regu.
lations and rulings by which the unit is bound.

The first method makes a comparison of the average production statistics
for the years 1921, 1922, and 1923, with the production statistics for the peak
six months in 1918,

This method is practicully the seme as the one followed by the unit and
the net result is practically the same. Objection, however, wag made by the
Senate engineer, because the samoe six-months' perlod In 1018 was not used
ag the peak pericd for all the departmenis, The suswer Is obvious. 'The
peak period In various departments can not be the snme for the reason that
the facilities were not installed at the same time, nor reached their peak
producition at exactly the same time,

The second method i a comparison of average production fAgures for
1921, 1922, and 1923, with tho averuge figures for the war pertod, this perlod
extending from April, 1917 through KFebruary, 1019, bec¢' use February 28,
1019 has been cousidered as the date of cessation of war setivity,

This method s obviously swrong, since war facilities on which amortization
might be allowed, must bave been installed after April 6, 1917, Consequentiy,
to make a comparison prier to the high production period In 1918, would be
unfair, for the reason that until these plants were operating at thelir pesk
production, no basis existed for comparison.,

The third method is a compuarison of the average production statistles for
the yeurs 1919 to 1023, inclusive, with the average production of the war

riod.
wThls method bas many things to vecommend it. However, since by procla-
mation the war was declared to have ended March 1, 1921, it is evident that
to use the yearsa 1910 and 1920 would bring in elements which should not
be included to arrive at a comparison with post-war condition, The years
1921, 1922, and 1923 have been c¢onsequently held by the unli to be the post-
war yeurs for purposes of comparison.

The fourth method advapnced is o comparlson of peoduction figures for the
peak postwar year with the production figures for the ycar 1918, This method
iy open to the criticlsm that a cycle of years must be taken u order to arvive
at & compurizon, since the produdctios In any business s ot gtatlonnry, A suffl-
clent nuaber of postwar years must be used In order te comprehend the low as
well as the high point in production during a particular cycie.

To sammarize, then, the coiclusions reached as the result of a study in this
case yre that while there might have been wome justification for criticizing the
atlowance of umortization on housing facliltles upon the busls of a comparison
of rentals received with rental capacity, since sald allowsnce has not been
made to the taxpayer and there never was any Intention to make same by the
unit, no cause for criticism exists, Ag to the criticlsin of establishing vaiue
in wse for facilities and the ascortainments of sume by comparing production
for the six monthy’ period in the year 1918 with the average annual production
during the years 1821, 1922, and 1928, the method followed by the unit in this
case 18 sustained by the law, regulations and rulings, consistent practice, and
practical lmitation.

For the above rer<ons no adjustment of this case for the years 1018 sxnd 1919
is recommended, because of the critlefsms made by counsel for the Senate com-
mittee Investigating the Income Tax Unit,

J. G. Barenr,
Deputy Commissioner.

Novemsen 6, 1025,

To: Mr. L. C. Manson, general counsel,
From: Mr. L. H. Parker, chief engineer.
Bubject: Repiy of the bureau in re Westinghouse Air Brake Co.

We bave at hand a memorandum signed by Deputy Commissioner J. G.
Bright, defending the action of the unit in the sllowance for amortization in
the Westinghouse alr-brake case.
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As stated in Mr. Bright's memorandum, “the cutstanding feature in the
criticlsm ”’ made by the Senate commitiee’s englneers in this case wan on the
basis upon which amortization was ailowed on certain houses. This busls may
be stated as folows:

The total number of rentnl months for the houses {s found by multiplying
the number of houses by 88 (the number of months in the years 1021, 1922,
and 1923). The normal occupency of the houses {s then taken at 90 per cent.
The total number of rental months is theretore reduced by 10 per ecent to give
the expecied rental months for 1021, 1922, and 1823, This figure is then
divided by the actual rental months collected to give the value in use,

The taxpayer has admitted on pages 68 and 69 of his brief that the houses
were occupled almost continuously during the postwar period, but that the com-
pany was unable to colleet the rent. The basis as set up by the taxpayer, then,
and as used by the amortization engineer {8 based on 8 determination of present
use by means of the ratlo of rents collected to rents normally expected instead
-of the usual basts of actual occupancy teo normal occupancy.

When your engineers presented this case we were primarily invesiigating
the methods of the engineering division, appraisal seetlon, and we desived to
present for constderation of the committee and the bureau's represeniatives
the basis on which amortization had been allowed by the engineers in thiy case
as above described.

We stiil do not know after rending the deputy commissioner's reply whether
or not this basis of expected and actual rents 1s & method acceptable to the
burean. We had hoped & definite answer to this guestion,

Mr. Bright's answer in the case én this outstanding feature is that the andit
division did not allow the amortization as set up for these house by the en-
glneering division. He ataies that a letter wan in the flles showing this when
the ease was in the hands of the Senate committee’s engineers, and that our
eriticlsm {8 unjustified because the audlt division disallowed the amortization
-on houses, not on the basis of expected rentals, but on ancther basis, that of
sale of the property on July 1, 1019, for a consideration equal to the cost of
the property.

Now, on this matter of the andit letter disallowing amortization, whiek Mr,
Bright states was in the flle, your engineers did not observe this letter, and
would have been glad te have given the proper recognition to the sounduess
of this denial by auait. This would not have changed, however, our criticism
of the appraisal section, and it moreover raises the following questions:

1. Our report on thig case was dated April 23, 1925, yet in May, 1925, the
appratenl sertion notified us that under Serisd No. 2084 the Wrettugheune Al
Brake Co. had been allowed $1,471,860.24. Now, this amount includes the
amortlzation on houses. Then does the andit division have the power te chunge
an englineering determination signec by three engineers by a simple Ietier with.-
out first consulting the engineering division? My, Bright's reply mnakes this
appear to be answered in the affirmative, but 1f it 1s o0, we guestion the pro-
priety of the proceedure.

2. If audit changes the amortization allowed by the engincers on a basle
prineiple, if the engineers are not notified, how can they help making the sume
mistake agaln?

3. If tlie same mistuke Is made again, how can we be sure audit wiil catch
it {f it happens to go to a less competent auditor?

We repent that Is this case the question of whether or not velwe In use ot
houses should be based on actual occupancy or on the hasis of rents collected is
atiil ynanswered by the burcau.

The next polnt ralsed by Mr, Bright is in defense of the method of grouping
fucllities together and then arriving at & per cent In use for the whole grovp
rather than examining each facility as required by the sclicitor’s ruling in tle
case of the J. I. Case Threshing Machine Co. Mr. Bright states ns follows:

“The taxpayer, in a majority of cades, 1s unable to show a segregation cr
record of the specific facilities, conﬂequent!y. it 18 necessary to group them.”

We can not give serlous conslderation to this statement for the following
TEAI0NSH

1. If che toxpayer can not show au récurd of Lhe specific facllities, bow can
the cost of these facllities be determined, as is absolutely necessary before
the loss on same can be computed?

2. It the taxpayer can not show a record of the specific facilitles, how can
the dates of purchase be determined, as iy absolutely necesgary in order to see
At amortization 1s allowable as they must be acquired durlog the war perled?
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%, If the taxpayer can not show a record of the specific facllities, how doss
Mr. Bright know that there were “ 864 separate property items " o this caso?

Mr. Bright also defends the grouping of facllitles on the basis of its belug
“ the long-established practice of the appraisal unit.” ‘'Chis argument has no.
welght with us if the “long-established practice” is wreng, and in this case
it had also been condemned by the solicitor's ruling of August, 1823, while the
engineer’s reporxt in this case is dated March 1, 1824,

Mr. Bright's letter also discusses four possible metbods of arciving at-
amortization in this case as submitted by your engineers. We did not recom.
mend for speclal consideration or approval any of these methods; we simply
presented them to show the need of a standard method if a constant result
was to be expected. Our investigation of the amortization section has revealed
the fuct that there appears to be no standard metbod but that practically
every engineer has a system of hils own, As our final report on amortization
will contein our views on amortization methoda in full, it would be a duplica-
tion to present them here,

In closing we desire to state that our report on this onse was intended as a
eritietam of the methods of the pppraisal sectlon (formerly amortlzation gec-
tlon), and we were not primarlly concerned with the action by audit. If the
auditors have the power to overrule the engineer’s reporty without notifying
the engineering division we would strongly condemn this system., We considor
that our criticism in this case should stand as made,

Respectfully submitted.
L. H. PAggeR, Chicf Engincer,

P e

TREASURY DEPARTMENT,
OFFICE OF COMMIBBIONER OF INTERNAL REVENUR,
Washington, June 8, 1925.
Hon. James CouzeNs,
Chairman Special Senate Investigating Committee,
United States Senate,

My Dean 8gnator: Reference is made to the case of the Northwest Steel Co.
presented before your commitree oo December 9 nnd 10, 1624, in which certain
questions were raised concerning the amortization allowance to this company.

Subsequent to the presentation of the case this bureau had a further invest!-
gation made of the amortization allowancse, and It appears therefrom that there
is no evidence of fraud; plso the reinvestigation disclosed that the amortization
allpwance was not excessive,

ince the rights of the Government have not been prejudiced by the action in
this case, it Is the opinion oi the bureau that the case should not be reopened.

It wiil be appreciated if this letter is made a part of the official record of the
special investigating committee,

Sincerely yours,
D. H. BraAir, Commisstoner,

SeNATE CoOMMITTEE INVESTIGATING BUREAU OF INTERNAL REVENUE,
INCOME TAax Unrr,

bt September 8, 1925.

To: My, L. C. Manson, general counset.

From: Mr. R. C. Thomas, investigating engineer.

Subject : Reply to communication of Mr. . H, Blair, Commissioner of Internal
Revenue, to the Hon, James Couzens, dated July 11, 1925, Cuse of North-
west Steel Co.

During the hearings before the Senate commititee Investigating the Bureau
of Internal Revenue, the case of the Nortbwest Steel Co. was rresented Decern-
ber 8, 10, and 30, 1924, In the discussion of this case it deveioped that certain
bonuses had been paid to officials of the taxpayer's company, and it was
supposed that these bonuses in some way entered into the sale of the tax-
payer's assets to & partnership made up of former employees of the taxpaver.

At one of these hearings Senator Couzens, chalrmsn of the Investigating
committee, requested the unit to furnish certajn information in connection
with the bonuses and amoriization allowances to this taxpayer, and addressed
a letter on this subject to Commissioner Blair under date of June 18, 1925,
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which letter was in reply to a communication from Commissioner Blalr dated
June 8, 19285,

In this letter of June 18, Senator Couzens requested Mr. Blair to furnish
the conunittee n copy of the revenue agent's report, Ao his (3r. Blair's)
concluslons in the matter. On July 11, 1025, Mr, Blair replled to Senator
Conzeny, stating that—- ,

“It was disclosed by the recent revenue agent’'s report that the bouuses
of certain employees entered on the books of the company were canceled prior
to the sale by the company of its plant. Consequently the bonuases were not
cluded fn the Income of these employees nor did they constitute a part
counslderation for the sale of the plant of the company.”

A literal construction of this quotation does not agree entlrely with the
statement of the amortizetion eugincer who compiled the report in which
amortization was allowed In the sum of $616,762.46, on page 7 of the engineer's
report of Mr, Carlgon, Mr, Carlson gives numerouy sdvantages enjoyed by the
taxpayer by reason of the above-mentioned sale. Among these I the followlag

“The carcellatioa of a bonus llabllity that would eventuully amount te over
-$500,000.” .

On page § of this rame repoct the following appears:

“In the fifth place, one of the largest cons.derations that does not sppear
in the sale, was the cancellation of certailn bonus obligations, Messrs., Cullers
& Banks, in the early stages of the shipbullding work, had been guaranteed
«certaln bonus pauyments based on tonnage. The business of the taxpayer ex-
panded to such an extent, however, that these bonuses grew to an enormous
proportion. ¥or 1917 and 1918 Mr. Cullers received $100,025.71 and Mr.
Backs $70,083.81. When the first sale of the part of the plant was made to
the partnership, of which these men were membors, they had bonus credits
aicerued to them of $189,343.02 and $1£3,277.42, respectively, or a total of $312,-
621.04, with some $200,000 more coming, had the taxpayer completed the ship-
building Instead of turning it over to the partuership. Ail of this bonus ez
vonceled as one of the considerations at the time of purchose. This cancelod
bonus 8 herein congidered as a part of the return received {rom the sale)”

From the above it Is evident that elther Mr. Blalr or Mr. Carlson is in
error. It is the writer’s opinfon that Mr, Carison was in & much more advan-
tageous positlon of determining this question than was Mr, Blair, as Mr.
Cuarison made n detalled study of the whole case, and inasmuch ag the sale of
the property by the taxpayer to the partnership was so questionable as to
warrant ity reference te the fravd section and the solicitor’'s office, it would
fAppear that Mr., Carlson had the advantage of having been in personal con-
tuct with all of the detuily surrounding the case. .

In Mr. Blair's letter to Seuator Couzens dated July 11, 1920, he further
#states

“This information shows that in the amortization allowance granted the
<company the sale price of the plaut weas overstated because of the inclusion
of these bonuses, and ihat, cousequently, the company was entitted to a
greater amortization allowance than was actually allowed by the burean.”

If Mr. Carison s correct in his contention as quoted from his report, it is
very evident that Mr. Blair is i error in his conclusions. Mr. Blalr further
states in his letter:

“The report of the reveunue agent in thiz case was not entirely complete on
one polnt, and he has been insiructed to make a supplemental report. When
the supplemental report Is recelved I shall be glad to transmit it with the
original report te yow.” .

In this connection the writer desires to state that he has made 2 thorough
gearch for these reports and can find no evidenve of the fact that they were
ever sent to Senator Ceuzens.

In summation of the above, it would seem that Mr. Blair's reply to Sen-
ator Couzens s simply a brief statement of conclusions which are not neces-
sarily based on fuets, and is not enough in detail to give the Information which
it is believed the Senator desived. The writer can find potoiag In Mr., Blair's
letter, together with the engineer's report above referred to, to substantinte
the statemeig that the axpayer was entitled to a greater amortization gllow-
ance than wos actually allowed by the bureau, XNelther is there anything to
substantiate the statement that the bonusues did not constitute a part con-
sideration for the sale of the plant by the taxpayer.

It 1s frankly admiftted by Mr. Blair that the bonuses were entered on the
books of the taxpuyer, we also kaow that at least some of the honuses were
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actually pnid, and we still question the reasonableness of two indlvidunly for-
giving & company over §312,000 of gy admitted Indebtedness without any con-

sldetation.
RO 'TroMas,

Investigating Kagincer,

Approved p
1., H. Panxex, Chief Vagineer.

J—

TREASURY DEFARTMENT,
OFFICE uF COMMISSIONER 0F INTERNAL HBVENUR,
Washington, July 10, 1925,
Hon Jamps Couzens,
Chairman Senelo Investigating Committee,
United States Senate,

My Dear S8enator: I am atiaching hereto memorands swhich have been pre-
pared in reply to the eriticlsms of the Senate investigating committee relative
to 17 amortization cases settled by the prodnction committee.

Will you be good enough to have these memoranda inserted in the official
records of the investigating committee?

Sincerely yours,
D. H. Bramg, Commissioncr.

Jury 8, 1925,

Memorandum: In re criticism of amortization allowances recommended by the
production commlittee of the cngineering division,

Mr. &, C. Thomas, investigating engineer, has severely erltleized the produe-
tion committee of the enginecring division for its actlon with regard to the
amortization claims on 17 specific cases, first from a general standpoint and
second through specific reference to each case.

To some extent Mr., Thomas’s criticisms are based on lack of knowledge of
the functions of the production commitiee nod of its method of action, and to a
very large extent hig criticlsms are bused on assumptions of fact which are
net borne out by the records.

Mrest of all, the cases referred to by Mr. Thomas were nil classifled ns office:
determinations; that is, cases where the amount of tax and the principleg
involved did not warrant a fleld investigution, The facts are that the produc.
tion cominittee carefully examined the files of all of these cases, and wherever
any doubt existed the appratsal engineer assigned to the production commitiee
was consulied,  ¥arther, this appraizal engineer avproved sany of the scilons
{taken by other moembers of the vroduction committoe before the cnse whe
flually passed upen,  When a sufficlent nomber of eases hind been declded a
stenvgrapher was ondled n and o tracsmittal form fitied oat in Heu of the
veport form used by the appraisal section.

General eriticisms of the work of the production committee on this clusy of
eases have been nnde as follows:

“ 1. That the committee sllowed amortization in direct opposition to the ree-
ommendation of the appraisal engineers who had made s caveful study of the
cases after first having aade a thovough investigation in the fleld. That theve
allowances were made by the committee without any apparent explanation.”

The ahove conelusion s not justified by the facts. Whenever a prior report
of un engineer was disregnyded It was generally bevause of gdditional {informa-
tion furnished by the taxpayer waleh warranted the change in the nmortiza-
tion allowance. Ne lengthy diseussion of the reasons for atlewling the tax-
payers’ clalms was made because expeditious actlen was desived, but a study
of the information in each case reveals that ampie information was present to
Justify the allowance made.

“Z. Thut this committee allowed amortizatoln on facilities hieh, according
to the engincer’s report, was 100 per cent in use during the post-war period,
This determination of value in use by the englueer having b®n made only
gfter a thorough investipation and a thorough survey of the facilitles in ques-
tion at the taxpayer's plant by the englueerys,”

frn many of the cuses criticized by Mr., Thomas the allowances made by the
production committee were based on pestwar replacement costs, whereas the
orlginal amortizatlon claims made by the taxpayers were based on value in
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ure and the engineer’s report mude necordingly.  Subsequently to the muaking
of the engineet’s veport taxpayers changed the basis of their clados from that
of value o wde o thad of postwaey replacement cosis, In other eduen where
there wis no ehange fn the basle of the taspayers’ eliims the action of the
production committee way talen several yenrs subsequently to the nppraisal
engineer’s report and In the interkm there was ample opportuniity for consid-
erable ehaunge In the value in use of the facllities,

43, Thit this committee allowed amortization without first having either o
fleld investigation oy report or ¢ven an offlce report submitted by an apprajsal
enzineer, and s for as the records show buased the ailowance solely upon the
¢any 80 of the taxpayer and without any evidenee to substantiate ity clajm.”

As formerly mentloned, all these cuses were given a through ottice determina-
tion and were passed on by an appraisal engineer,

4, That this committes, without explanution and without appareni justifi-
cation, overruled both the recommendations of the appraisal enginvers and
the action of the conference committees, which committees meet for the spe-
clflc purpose of determining amortization questions, and before which both
the taxpayer's and unit's representatives were present fo present their re-
gpective sldes of the enses and to thoroughly discuss the merits of same.”

“6. That thds committee allowed amortization in eases where the datn sub-
mitted by the taxpayer wos not In accordance with the requiremenis of the
unit. In many instances the writer has noted that other taxpayer's elaims
for amortization have been dlsallowed for fallure on the taxpayer's part to
submit data In accordnunee with the requirements of the unit, so it wonld scem
that action under these conditions by the commlttee coustituted the most fing-
ran dixerimination acainet othier taxpayers.”

In the cases referred to in the ahove criticlsm the actlons of the production
committee were bastd on new and different information, which was furniched
by the taxpayers subsequently to the time that the former actlons were taken,
When the taxpayers 'earned upen what facllities amortization wes allowable
and the manner in which the data were required to be submitted they filed
amended clalms based on facilities origin. lly listed and on other facllities for
which no former claims had been made. The amended claims were in accord-
ance with the reguirements of the bureau,

The accusation that any taxpaver whose claim was s«mall could have the
entire amount aliowed by arranging to have the case acted upon by fthe pro-
duction committee is wholly without foundation, and this fact could have heen
readily determined by an open-minded investigation of the facts, In at least
one of the ca<e, considered in the report there was a partial disallowsance of
the amortization elaim by the production committee, and in three other cares
which were furnished Mr. Thomas but which were not commented upon by
him there were also disallowances. The fadlure to mentlon these three eases
and 1he faet that in one of the eases reported on there was a partial disallow-
ance are a serions reflection apon the good fudth of {he aceusation,

T conclusion 8 may be satd that in many of the enses covered be My,
Thomas's report only partial {nformation was veferred to, and his eriticlsms
of theve eaxes were neeescarily based on assumptions or on partial facts which
were misleading.  In othee ecages the information at hand svas uot considered
or was not understood by him, nud his conclustous were wholly srroneond. A
reply to the eriticlams of the Individunl eases follows.

J. G. Brwur,
Neputy Commirgioncr,

BUrraro Pressend S1ern Co, Borraro, N, Y.

As stuaterd. Fugineer Kahn, of the appraisal cection, flled a report on tax-
payer's elalm Augnst 28, 1920, and recommended an allowance of $3,234.08 and
# Gisallowanee of $13,081.00,

The report of the production committee was made Octoher 7. 1924, more than
four years later, and was based on entirely new evidenee in the ease which was
not considered by Mr. Kahn or known to be subjecet to amortization by the 4 x.
paver in 1920, 'This evidence was furnished by the taxpnver as fouows:

1. Affidavit dated Tebiruary 28, 1024,

2, Conference May 8, 1924, based' oa ahove data.

3. Brief dated May 15, 7924, in explanntion of nilidavit,

4. Supplemental brief in explanation of brief of May 15, 1024,
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Based on this data and after a thorough otfice investigation, the taxpayer's
clajm was allowed In full. But this allewnanes wos made for artleles upon
which amoertizntion bl not been formesty eliimed  aod which bad Leep
included In the new einhim of Pebrunry 35, 1924 Furthermove, there are fwo
memoramla tu the cnse, one dated Jane @28, 1921, ddgoed by siv, B 5. Wheeler,
aeting chief of engineers, nnd one dated June 2%, 12, shpnwed by Meo JJ R,
Little, actitg eldef of section (amorvtization andit), ealling attention to the fuet
that My, Kaho's hasks for maklug his report wan erroncoeus,

It wili be seen from the foregoing that only a part of the ety of the eusge
were constdered by Mr. Thomas 1o his crltichan, and the inclusion of new
facilities in the clafm was entirely overlooked.

WestERN Grain Co., BIRMINGIAM, ALS,

This cuse was given original consideration by the production commlttee and
after a careful oflice determination which wus approved by the apprafsal
engineer and was bared on taxpayer's sworn statement filed Februnry 26,
1044, an amortization allowannee of $2,141.31 wax made,

This allowance was based on taxpayer having manufactured articles con
tributing to the prosecution of the war and having added faellities owing te
war demawds at a cost greater than postwir replacement costs,

Farny & Danter, Civcinyary Onao
»

The allowence of amortizution to this taxpayer was made afier a very cuve-
ful office determination and the basiy for the nilowance was recommendation
7911 of the committee on appeals and review, which ruling stuted that the
Tacilitles acquired by the taxpayer were subject to amortization Inasmnch as
taxpayer held war contracts and had contributed an article which aided in the
prosecution of {ne war,

Mr. Thomays's eriticism s based on an assumption thit the original englneer's
report was the proper interpretutlon of the law and that the production com-
mittee arbltrarily overruled the engineer. Such criticlsm resulted possibly
from his lack of knowledge of the departmental procedure under which a tax.
puyer might appeal from the action of the Income Tax Unit to the committee
on appetils and review; or, if Mr. Thomas was Informed of such procedure
then his eriticlam ik the result of an exceedingly careless examination of the
file in the case which contalned aocopy of the recommendation of the committos
on appenls and review expliining the baals of the sHlowanee,  'The eritieism e
thiv ense Is whoelly cronmdioss,

Brurnony Coan & Coxr Co, Maverrry, W, Vi,

This allowanee of $T.2205.00 as amoviizations was made after o caveful oflice
determination based on the information on file and on an informal conference
held with the taxpayer's representative, Mr. A, W, Gaumer, At (his conterence
claim was made for post-war replacement costs in Hou of value in use, and
after g anvefnd investigation it was= found that 25 per cenl wan a rea=onahls
allowanee, so xpayers cladm was allowed in full as reasonable,

A subsequent confeveuce report dated Janwary 150 1925, at which an ap-
pradsal engineer, Mr, Tandrow, was present, approves the findings of the pro-
duction committee bat precindes any additionnl olaim,

Massiinon Founpuy & MacaiNenry (o, MASSILLON, O110

The amortization elaimed was allowed In fall based on additional informa-
tion furnishied by taxpayer under date of Junuary 21, 1924, and was only nude
after a careful office determination,  With regard to the englneer's report whivh
wns volded, 1t should be noticed that the veporr was made July 26, 1021,
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whereas the production committee report was made Qctober 8, 1924, over three
years Inter,

Additlonal Information iu the enxe shows a constderable falling off {n pro-
duition during postware years and also veveals the foct that tnxpayer found the
machinery purchased durving the war unsuited fo s needs aud tound it neces-
gary to add over $15,000 in addittons) equipnuent te maintain even the decreased
production.  The record amply shows that the machinery purchased during the
war pertod wuas nsed almost entirely for war work and the granting of $0.305.87
for nmortzation wis a rensonuble nilowance.

Giant Forsvroere Co, Hion Pornr, N, U,

The allowance for amortization allowed by the production committee was
based on information furnished by the taxpayer subsequent Lo the englneer's
report by a member of the appraisal section. This allowance was only made
after a careful study of the data submitted and was based on a bhona fide sale
of the articles upon which amortization was claimed submitted in affidavit
form as follows:

Cost of war factlities (1918 purchases) .o oo $10, H76. 86

Amounts allowed by Bureaun of Atrcraft Production_.._.. $6, 923, 39

Insurance collocted on SCRIES - v n e e 15. 00
Totnl._. . e e e ot et et ot e e 4, D38, 3%
Difference_ ... e o o 0, 638. 47

Actual amount recelved from sales of all war facilities which cost
F10576.86 e U I S 1,224.41
Amortization allbwed.oo.. ... e e et e e e e ———— 8,414, 08

All the above facilities were purchased for war purposes and were subj ot
to amortization. A bona fide sale s the true Indleation of allowable amortiza-
tion and is not based on any estimete. It is therefore reedily scen that no
legitimare criticism can be made of this allowance and that the partial infor-
mation quoted by Mr. Thomas has ne bearing when all the facts are considered.

SHAroN Coar & Coxe Co., SHARONDALE, Ky,

The production committee allowed taxpayer's eladm for amortization in full
after u varveful study of oll the date in the case, whileh gata weore furnished in
the forw of o sworn stadement under dafe of Augast 8, 1024, at the vequest
of the engineerving divizion in conference held Jualy 14, 1924,

Iu this sworn statement taxpayer showed vatue in use of the housing faciil-
ties erected for hiousing purposes during the war and showed conclusively a
reduced value in nse during the postwar period which was the basis for allow-
ing the smortization elaimed as being o veasomible amount,

In this case us in maeny others Mr. Thowmas has eriticized the getions of the
production committee without having the full data in the case before him,
which wax pbsolutely necessary i correct concelusions were to be drawn.

Keyarone Manvracruring Co., BLrins, W. Va.

Taxpayer produced an nrticle contribmting to the proseeation of the war.
The manufacturing machinery was sctually sold in 1519 after serving its pur-
pose. The difference is the true awortization and was allowed, being exactly
the amonnt clalmed by the taxpayer.

This allowanve was made only after a careful office determination and was
approved by the appraisal englueer asslgned to the production committee.

In view of the fact that a snle of the property had been made, a fleld ex-
amination by en engineer appeared to be wholly unnecessary.
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Muwavkge SramriNg Co, WeST AvLis, Wia,

The amortizatlon allowed this taxpayer was only granted aficr a enrefy]
offive determination of all the datn furnished, Iy this determination an engl.
neer from the appralsal seetlon took part.

"Taxpayer was cupgnged fo war work and purchased and constracted fucill.
ties which were subject to nmortization. ''he data furnished was set up on
Form 1007 M and was in every way in complance with the requiremems of
the department, Taxpayer's clitdim for amortization was rensonable and wag
therefore allowed in full,

Lyons Manvracrvging Co, Anxp Porrer Bros, & CoLLINS, FRAMINGIZAM, Mass,

The facts as stated in the critielsm of the allowances for amortization made
by the production committee are not correct gecording to the data in the case,
and therefore the eritieisms are entirely unfounded,

The facts as supported by the data on fle are as follows:

Lyons Manufacturing Co. originally claimed amortization of $3,048.81 on
costs of $5,0923.22.

Porter Bros, & Colling originally claimed amortization of $15,425.12 based on
costs of $30,765.12,

A mnjority of the records of hpth compaundes were destroyed by fires,

The clalm ot Lyous Manufacturing Co. was based entirely on leather machin-
ery which a sworn statement shows was never used subsequent to the war
period, Old records huve been secured in part from {axpayer's books not de-
stroyed and in part from correspondenee with the company from which pur-
chases were made to show that the orlginal costs of this company were iu
excess of $4,000 for machinery alone exclusive of conts of installution, Inas-
much as ibis taspayer has had no postwar use whatever from this equipment,
the only value remaining to taxpayer is a serap value, and therefore cluim
for amortization was allowed in full as reasonable, as the serap value of this
material is exceedingly low.

Porter Bros. & Collins originally elalmed amortization based on $30,765.12
of costs, Of these costy they have managed to secure records showing pur-
chases of machinery mmounting to nlmost $23,000,  Thiy mnount does not in-
clude freight, installation, labor, belting, ete. A reasonable exttmate of these
charges would bring the tofal to almost the figure clufmed as costs by the
taxpayer, and therefore the original costs were consldered as heing authentle,
as they were claimed at the time of filing the 1918 return.

Mr. Thomas’s report which covers both these companies Is quoted ax follows:

*According te thexe lists of fueilities the cost of thoxe purchased during
TOUR s 32528216 and the amoant realized by the sale of a part of the
Facilities was $16,118.42, or 0 diffevonce of $I5, 085,71

“he taxpnyer furiber states W s lotfer- -

COAfter the armidstice (hiy maehdnery was partly used o penec-time nsiness
and yartly goid.” " .

Phe faers in the ease do pot warrant any such statemeat oud the impres-
ston lett by suel g statewent of the faets jx absebitely erroneous,

PTaspoyer did manage to secvure cnough records to tabulate costs of na-
chinery bought during IDIS by beoth compuuler amounting to $26.95:2.18,
Taxpayer also furnisbed g letter written by Oriog Sewing Muachine Co,, in
which they tabubited all the purelases of secondd nud maehinery made from
the taxpuyer for the years 198 1o 1920, inclusive.  What Mr Thomus failed
to state, however, was that the purchases of the Gricg Sewing Machine On,
from the taxpayer were nel in many cases the articles listed by the tax-
payer as having heen purchased by him in 1918 and apon which mmortization
was clnimed,  Thus e, Thonwus'™s conclusions are oot hased or the faets and
are enfirely erroneous,

The produetion committee after a careful deteviaination of the faets in {he
case allowed the amortization claimed for the folloviug rersons:

1. The sades quoted which involved 1018 war-tine purchases were mude
at n loss of 66 per eont which taxpayer clahimed ns mncoprtization,  These
sales were a very good indication of the postyenr vidue of these machines, us
they were puarchased by a convern which required this olass of machine.
Furthermore, these salex did not reveal the trae losses, as the costs of in-

3
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atallation, frefght, bhelting, ete, were not included in the purchase prices
quoted by taxpaye., :

2 On the balanee of the war-time purchases tnxpayer was cectalnly entitled
{o postwar replucement costd, Thin allowanee was computed (o e over
per cent on thiy cluss of equipment.

3. The combined allowances on this baris equuled the taxpuyer's clafms,
and enough contn had been furnished to substantinte taxpayer's right to
amortizntion on the costs orlglnally rpeclfied oun the 1916 retarn,

Copp Prusenving Co, Roonester, N, Y.

The amortlzation allowance of $6G,091.27 in this ense was made affter a
cenreful office determinution and was based on entirely new data furnished
by the taxpayer both in couference umd by a sworn statement which was
Jater supplemented by an additional sworn statement,  These data were not
in the case when the appraisal englueer wrote his report April 4, 1921, wherens
the production comunittee reporf wus made October 20, 1924,

Thig alowance was grauted on an entirely new amortization eluim which
replaced the old cluim. The basisy and dute compiled in this amorvtization
claim were not known to the engineer who formerly wrote the report, und
therefore any comments made with reference to former englneer’s report
have no beuring whatever upon the reasonableness of the atlowance granted
by the production commitiee,

Wasasir Canwing Co., Wanasi, Ino,

The amortization allowed this taxpayer was granted only after a careful
office determination and was based on the originnl amortization c¢laim and on
8 supplemental sworn statement submitted in response to a request made in
contference held by appraisal engineer Watkins,

In reply to Mr. Thomas' criticisms it might be well to note thint Mr., Wat-
kins had no antlority to promise a fleld investigation of any case and later
this case was deemed to be an offf e case. Turther, it will be noticed that
the auditors’ confercnce report mukes the stutement as regards a fleld investi-
gution ; it is very doubtful if My, Watking made any such statement as his
memorandum covering the same conference makes no mention of the promise
to make o field investigation,

The allowanee made was based on A, R W 71 and the data in the cpse,
which met all the veguirements of the undt and smply supporiend taxpnyer’s
rizhit to amortization; the cloim belng rensonnble, 1 was atlowed in QO

Proana Rounee INsunaten Wik Co,, Joxysioro, Txn,

The nmoertizeton allowanee grauted this taxpayer was made only after a
very careful offive determination of the datn submitted by the taxpaver. This
exmnination revealed the facty that the taxpayer produced articles contribut-
ing to the proseceution of the war aud these prodnets were sold (o the Goveru-
mient. The data were in the proper form required by the unit and a study of
the tux returns revealed the fact that posiwar sales were vastly Joss than
during the war peviod.  The value in use as clalmed by the taxpayer was
found to be veasonuble o the amortization eluinesd was allowed in full,

Esssveneer Minn Foenismineg Co., St Lovis, Mo,

A veport coveriog amortization clafmed by this taxpayer fn its orlgingl 1918
return was wade by an engineer from the sppraisal section on Muy 29, 1H23.
Tuxpayer protested engineer's findings, which woeve baxed on postway replice-
nient nlues, nnder date of Augnst 31, 1028, claiming added amortization based

BB e < s < v e o e
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on value in use, hut did not submit sufficient data to warrant any ncerease in
the mmortization allowanee.  On Awgast 30, 1924 the unlt requested additiona)
dnte from the taxpayver, outlining the information denlved.  These data were
furnished under date of Septembor 18, 1924, and contained fall cmployiment
records togethor with affidevits in support of taxpayer's cluhn,

Hused on this Iater Information, the production committee mnde o enveful
office determination of the enge and found that the data fully warranted the
revised elnim of the taxpayer, so amortization clnfmed in revised schedule of
Augnst 31, 1923, waa allowed in full as reasonuble,

INTERLAKE ENGINEERING Co, CrLEVELAND, O1110

Taxpayer in filing its original returns clalmed amortization in the sum of
$11,787.93 and wrote off as expense the following items:

Fencing VFard. .o e e e e $1, 800, 40
Bt r e MR e e et e e e i 4, 478, 07
Erack eXtenSIONY o e e A e e 2,250.00
GIAAING WA e e e i e e 5 et ot et e e e KOO, 0O
Building mold loft and oflee . o e 10, §00. 60

TRUOEE] e e e e e et e e e e e e e e e o e 2 e 190, 820,37

Twa engineers from the unit investigated the amortization elgim in the field
and allowed the amount ciaimed of $11,787.93 In full as being veasonnbie,
When the revenste agent made his report covering the 1918 return he disallowed
the $19,820.37 writien off as an expense and capitalized the entire amount,
Taxpayer protested this disallowance and then claimed that the amounts
expended should have been claimed as amortization.

After a careful office determination based on the revenue agent’s report, the
data in the case, and the taxpayer's protest, amortization was allowed on these
ftems as follows:

Pencing ynrda ... e 2 o o 2 e 3 e e 2 e om0 §1, 8OO, -r
F ] T o C I 7 TN TSV 4, 4TR80T
TErReR eXtOISTONS ot e e e e 3, 250, O
Bullding mold oft and oo e b, 260, 00

O e e e et e e e e e et 13, 770.37

Taxpayer was certainly entitled to smortization on these facilities, as they
were nstalled under orders Trom the Shiipping Board, frein whicls the taxpayoer
held contraets, No solvage value was assigned the first three items, as the
cost of “alvaging was I exeess of the salvage yviold, which made these fteme
valhveless, These facts were submitted in athidavit form snd were substantiafed
by thie revenue agent’s report.

J—
Trecoxixag Boar Co,, Sparrny, Wasi,

This case probably more than any other {llusirates the improper conclusions
which have been drawn by the investigating engineer from a conslderation
of only u portion of the record and it fndieates elearly the inconseguential
churacter of many of the cviticisms,  The basis of the eriticisins Is lastented
by the following quotation from Mr. Thomas's report :

“There appears in the flle a copy of Engineer Clack’s report, which bears.
his signature, to which is attached a penell memorandum as follows:

CUPREGONING BOAT €O,

COPaxpayer’s cluim for 1918 aliowed in Ml ax “reasonable ” before this
report was submitied,

Saxpayer also elaimed amortization in 1919, thix being covered in this
report.

' COEM.CY

“From the shove-quoted memorandum it wonld seem that ihe ecommities
had entirely Ignored the taxpayer's claim for 1918 amortization,”
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On the basis of this pencll memorandum by the engineer snd without exami-
wation of the file it {4 made (o appear that the production commitiee overlooked
the tnxpayer’s clalm for the yenr 1910, when as ¢ matier of vaet the taxpuyer
Itset! withdrew ity elnin for wanortization for the year 1019,

The facty in the cnde are us follows:

Taxpayer oviginally claimed wmortizntion in both the 1018 wnd 101H returns
of FIRB2G for each year, or a wtal of $37,000 1u all, Later a revised clufm
wus made {n which taxpayer cialmed total smortization of $11,44285, all of
which was claimed as o deduction against 1918 inecome, These facty ave algo’
stuted as outlined here in paragraph 4 of a report written by Engineer J, M.,
Lluck.

Based on this revised elaim and the data accompanying same, the production
committee after careful oflice determination aliowed the taxpayer's amended
amertization ¢lalm of $11,442.85 in full as reasonable, At this {ime it was
not known to the production committee that an engineer from the appraisal
gection was muking a fleld investigation of this case,  Subsequently Engineer
J. M., Clack returned from the fleld and wrote his report, based on a thor-
ough fteld investigation of the case, in which he allowed taxpayer's amended
clnim of $311,442.85 in full as reasonabie,

This Is not merely a coincldence, but shows conclusively that the determina-
tlons made by the production committee were based on facts which were
glven careful thought nud conslderation.

SenvaTe COMMITTEE INGESTIGATING BUREAU OF INTERNAL REVENUE,
Incomi Tax Unim,
Neptember 5, 1925,

To: Mr. L. C. Manson, general counsel,

From: Mr, R. C. Thomas, investizating englneer.

Subject: Reply to critfeism of Mr. J. G, Bright, Deputy Commissioner of Inter-
nal Revenue, of report sebmitted by investigating commlittee engineer on 17
amortization cases as passed on by the production committee of the Income
Tax Unit.

The writer hus carefully noted the memorandum of Mr, J. G. Bright, Deputy
Commisstoner, headed * Critleisin of amortization allowances recommendoed by
the production committee of the engincering division,” and dated July 8, 1925,
Before entering into a discussion of this memorandum it iy deemed advisuble
to make & brief statement covering the events leading up to the investigation
by the writer of amortization claims of 17 different taxpayers which were passed
upenr by the production committee,

The attention of the writer win ealled to the taet {hat the production com-
mittee had passed upon s considerable pumber of amortization eases, some of
which had been investigated by ao spprajsai engiocer of the unit, which engi-
aeer had jo some Instances submitted o report making vectnin recommendations
for amortization aliowances and that these recommendutions were entively
ignored by the produetion commitice, which, to all appearanees, made axbitraey
recommendations of allewances without due regurd having been paid to the
facis in ench ease,

In order to follow up this matier and {o determive just what the action of the
produstion corumittee had been, the writer requested thq engineering papers on
vaffous taxpavers' clalms.  Partleulnr attention s directed to the wording of
the wrltten request for cortain of thexe eases. Tt was ny follows:

“ Please deliver 1o roong 2308, Treasury Annex No. 2, engincering data files
for the following cases”

Certain fes were delivered to the writer on 17 or 18 of the cases reguested,
and the writer proc-eded to investignte the findings of the production com-
mittee in ench vase. 1€ way immoediitely discovered that cevtain of the fllos as
delivered to the writer were Incomplete, and it Iy yremembered quite distinetiy
by the wreiter that in one instance there was absolutely no information or Jdntn
upon which uny intelligent report could be made. Seventeen of the files, how-
ever, did have sufficlent data upon which to base a report, This report wad
submitted to yon by the writer under date of May 23, 1025,

In this veport the writer severely eriticizea the action of the production eon-
mittee In its arbitrary manner of making certain recommendations, and after
Buving made a thorough study of thls veport, together with the erftfelsm of
same by Mr. Uright, the writer is even more convinced than before that hiy
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prior eriticlsms were well founded, and he even now belleves that & part of
the engincering pupers were oither withheld from hivi—-hie witl net sy par-
posely-—or were w0 completely lost in the defective filling system in vopgue in
the unit oy to be uuevailable ut the time the Investigntion was made.

in biy criticism Mr, Bright stutes:

o some extent Mr, Thomas's erlticlsms are baved on lack of knowledge of
the functions of the production commitiee and of Wy method of action, aud to ¢

. very lurge extent bis criticlams are based on assumptions of facet which are
not borne out by the records.”

In this connection the writer desires to state that if Mr, Bright is correct in
his contention that the criticisms were based on **lack of knowledge of the
functions of the production committee and of its method of action” the writer
does not hesitate to say that such “lack of knowledge'" wan entirely due to
elther the inability or the deliberate refusal of the cheirman of the production
committee to give the informuation asked for at a conference between the writer
and the chairman of the committee, at which conference the writer requested
information covering both the funetions of the production committee and its
method of action.

This interview wag sought by the writer with the distinet purpose of
acguainting bimself with the entire history of the orgunization and functioning
of, and methods used by, the production committee, and ufter much questioning
by the writer the only information obtnined from Mr. Rashleigh was, as
stated In the orlginal report to you, thai the commiitee was organized at the
suggestion of Mr. Rtashleigh to Mr. Greenfdge, chief of the engineering section,
Further, that the cases to be handled by the committee were io be divided
into three classes, as follows:

1. Cases where allowances were made in full amount of claim,

2. Cases where totul disallowances were made.

3. Cases which would be turned over to the appraisal engineers for finat
recommendsation,

Mr. Rashieigh stated at this interview that his suggestion of the organiza-
tion of the committee was approved by both Mr, Keenan, head of the appraisal
gection, and Mr. Greenidge, above referred to. The writer does not hesitute
to say that Mr. Rashleigh's whole atiitude during thiy interview was one of
gecrecy and it was most apparent that he was loath to give out any informa-
tion whatever. The reason for this attitude iy perfectly evident to the writer
at this writing.

During the investization of the production committee's work the whole
method of procedure followed by it, its startling arbitrariness, its utter dis-
regard of extablished faets, and its high-handed way of overruling the ap-
prajsal engineers who had in some cases mide a fleld examination of the
clutms tovelved, and who were naturally much more conversant with the
actitad facts, was so evident that a written request, dated dMay 14, 1825 and
addressed {0 My Bright, was wmade for o Hsb of all cases hanpdled by the
production committee, togetiter with the following informatioan:

1. Whether taxpayer's elaim was atlowed or disallowed.

2. If allowed, amount of allowance,,

3. Date of final action by the committen.

4. Whether case was previously reported on by one of the unit’s engineers,

5. Recommendaticn of engineers,

After waiting for a {oply to this request for a considersble time, the writer
asked My, Greenldge, thief of the engineering section, when be might expect
the information desired and was told most cmphatically that he would not
get the information asked for for the renson that there wus no recovd of it
1 the files of the uuit. In other words, according to My, Greenidge, no record
of the cases handled by the production committee was kept by either the
committee or the enginvering section.

Subsequently, or on June 27, 1925 (six weeks later), Mr. Nash, acting com-
missioner, addressed a communication to yourself as general counsel of {he
fnvestigating committee, in which the following appears:

¢ With reference to the communication of May 14 addressed to Mr. Bright
fn regard to the work of the production committee of the enginzering division,
Mr. Bright states that the representatives of your comunittee have been
fnformed that It is absolutely impossible to provide the information therein
requestod,  No list of the nnmes of the eases exumived and ncted upon by the
production committee has been kepi, nor has a record heen made of the five
ftems requested in your letter of May 14 To prepure such o Hst would
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necessitate a search of the entire flles of the Income 'Tax Unit, which weuld
pe a stupeodous undertaking.”

Thus It will be seen that the production committee passed on cases of an
apknown number and allowed amortization in an unkbown amount without
auy record having beea kept of whether the taxpayer's claiin was allowed or
distilllowed, ithe amouunt of the allowance, if any, the date upon which such
allowance war mude, whether or not englneering features of the cases had even
peen constdered by the amortization engioneers of the unit, and in cases in which
engineers did wake an examination and filed a report, what the recommenda-
tion of such reports were. The writer faily to see how the chief of the
eugineering divisien ceunld allow such a condltion to exist in the division.

Ay to the iatter part of the passsge above gquofed from Mr. Bright's memo-
randum, the writer desires to state that i the entire report on these 17 cases
the writer consclentiously refrained from making & single assumption, and
every statement made in his report was based on the papers in the respective
cases as submitted to bim by the unit, aud he does not hesitate to say that if
there was evidence in contradiction te the statements made in his report, then
{t was entirely the fuu't of the unit in not having furnished him with the
complete epglueering files as reguested.

Mr. Bright also states what * the cases reforred to by Mre. Thomuas were all
classified us office determinntions; that iy, cases where the amount of tax and
the principles involved did not warrant a field investigetion,” (Ltalles by
writer.) In connection with the above quotation the writer begs to call atten-
tion to the fact that gecording to the engineer’s reports field examinations were
made in the following cases:

1. Massillon Foundry & Machine Co,

2. Cobb Preserving Co.

3. Essmueller Mill Furnishing Co,

4, Inter-Lake Enginecring Co.

6. Tregoning Boat Co.

Mr. Bright stales further that an appraisal engineer approved any of the
aciions taken by other members of the production committee before the case
wes finally passed upon. The writer desires to state in this connection that
he falled to find in a single instance uny record of any of the 17 cases as
baving been approved by an appraisal engineer as such, but if an appraisal
engineer did approve any of the actions of the other members of the committee,
such approval must have been of an eral nature. Yt should be noted that Mr.
Bright states that the engineer apyroved “apry of the actions taken by other
members of the production committee” (Italies by writer,) This would im-
ply that the engineer who approved the actions of the commitiee was a member
of the committee, whereas, as a matter of fact, the committee was composed
of Mre. Hashlelgh and Mr. Shopard, veither of whom were awortlzation
engineers,

Again gquoting from Ay, Bright's memorandam-—

“Whenever o prior seport of an enginecer was disyegavdoed, it was generally
becatse of the addittonal information furnished by the tnxpayer which war-
ranted the ¢hange o the amortization gllowance. No lengthy discusston of
the reasons for allowlng the taxpayer's elaim wies made beenuse expeditious
action was desived but g study of the information in each case reveals that
amp'e information was present to justify the allowance made.”

Commenting on the above, the writer desires to state that if such sdditional
information as referred to by Mr. Bright was in the possession of the unif
it was not furnisbed to the writer, and bhe therefore could have no knowledge
of the samn,

Mr. Bright further states thiat-—

“ In many of the eases critielsed by Mr. Thomas, the allowances made by the
production eommitiee were based on postwar replacement, costs, whereas the
orfginad amortization clalms made by the taxpavers were based on value in
wse and the engineer’s report made accordingly. Subsequently to the making
of the engineer's report, tuxpayers changed the basis of their elaims from
that of value in use to that of postwar replacement costs. In other cases where
there was no change In the basig of the taxpayers' clalms the action of the
production ¢ommittee was inken zeveral vears sulseguently to the appraisal
enzineer's report and in the Interim there was ample opportunity for consider-
able chavge In the value in vse of the fachities”

In hig inveatigation of the saverul clalms involved, the writer can not re-
enll nt thiy time a single instance where o dfferent bosis of elatm woy used

- ey -
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by the taxpayer subsequent to the making of the engineer’s report, and if My,
Bright is uble to clte any such case the writer would be ouly too glad to re
vise bis tormer report to coloeide with the new evidence {n hand.

Ax to the jast part of the above quotation, there was absvlutely no evidence
fn the files as submitted to the writer which would even intimate that any
change iIn the value In use of involved facllitlen of the taxpayers had ever
been made by any engineer of the unit, subsequent to the cngineer’s roport ag
furnished to the writer, snd it iy perfectly evident from an englinecering stang.
point that no reduced value In use of facillties could be properly considered by
the produaction committee unless n fleld examination had been made, and inas-
much us My, Bright stutes in the earlier part of his wmemorandum that cases ot
this character ** did not warrant a field investigation,” it seems vafe to say that
they surely did not warrant a second fleld investigation in order that a rede
termination of the taxpayer’s claim might be made. Certainly there was noth.
ing In the record as presented to the writer to even hint at such a rede
termination or fleld investigation ever having been made.

In uis former report to you the writer stated-—

“rhaat this committee, without explanation and without apparent justifica.
tlon, overruled both the recommendstions of the appraisal engineers and the
action of conference committees, which committees meet for the specifie pur-
pose of determining amortization questions and before which both the tax-
payer's and unit's representatives were present to present thelr respective sides
of the cases and to thoroughly discuss the merits of same.

“That this committee allowed amortization in cases where the data sub-
mitted by the taxpayer were not in accordance with the requirements of the
unit, In mauny instances the writer has noted that other taxpayers’ claimy for
amortization have been disallewsd for faflure on the taxpayers' part to submit
data in accordance with the requirements of the unlt, so it would seem that
actlon under these conditions by the committee constituted the most flagrant
discrimination grainst other taxpayers.”

In criticlzing the two paragraphs Just quoted, Mr, Bright states:

“ In the cases referred to in tie above critielsm, the actions of the productlon
commitiee were based on rew and different information which was farnished
by the taxpayers subsequently to the time that the former actions were taken.
When the taxpayers learned upon what facilities amortization was allowable
and the manner in which the data were requived to be submitted they tiled
amended claims based on facilities originally listed and on other facilities for
which no former clalms had been made., The amended claims were in accord
ance with the requirements of the burean.”

The writer desires te state that in each and every case investigated and
reporied on by him, the last report of the engineer, which was supposed to
be based upon the most recent datn submitted by the taxpayes, was used ag
a buxis of his eriticism, and as =tated before, Iif any additlonn! data haps
pened to be Iy the hauds of the unit, it was net included in the flles as furned
over to him,  Mre, Bright fucther staten:

“rrhe accusiation that any taxpayver whose elndm was smatl covid have the
entire mmount allowed by wrranging to have the case  eted upon by the
prodiction commiitee is whelly without foundation, and thig fact could have
been readily determined by an open-minded investigation of the facts. In
at least one of the cases considered in the report, there was s partial dis-
allowance of the amortization claim by the production committee, and in three
other cases which were farnished My, Thomas but which were not commented
upon by him, there were also disnilowances,  The fudlure to mention these
three cases, and the fact that in one of the cases reported on there wos a
partinl disallowance, are a serious reflection upon the good falth of the
accusation,”

The above quotation reminds the writer of the “drowning man grasping
at @ straw.”  The writer must admit, in all falrness, that in one cladm, nimely,
the clalm of the Inter-Lake Fngineering Co. a partial disallowance was
recommended by the committee. Fven teking this inte conslderation, it will
be seen from the record that 16 out of 17 of the taxpgers recelved the full
amount clalmed for amortization while one taxpaver clalmed $81,617.30,
$20,567.30 of which was allowed and $8.050 wns dlsallowed. In other words,
of a totnl ameunt clalmed, $202.843.45, $106,7093.45 was allowed and 6,000
disullowed,  So it {4 seen that the writor was not far wrong when be made
the atatement above referred to by Mr. Bright,
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Mo Bright's statement, as quoted above, that the writer's gecusation that
any faxpayer whose elnim wis suall could brve the entlre amonat oHowed
uy arrangiog to huave the ose acted upon by the produetion commiitee, s
wholly witheut foundation, and that * this fuet could have been vewdily de-
termined by an open-rainded investigntion of the faets,” Iy rather & wenk wiy
of defending this action on the part of the committee, The Investigution oy
muide by the writee was entirely open-minded and the report written an a
result of this fnvestigation wus based entively upon facts as contiined In the
files furnished the writer by the unit, The writer does not recull the three
other enges referred to by Mr. Bright, which were not reported upon, As
stated at the begluning of thiy report, therve wus one folder whieh was sup-
posed . - contain the engineering files of the case which had absolutely no
datn 7a it on which n report. could be written. 'The other two cases referred
to by Mr, Bright can not be recalled at this thme, but if the writer's recol-
leetion Is correct he feels sure that every cuse in which the flles were sub-
mitted to him, was reported on, and he would be very glad to make a sup-
piemental report on the three cases in question if Mr. Bright sees fit to furnish
him with the engineering papers involved.

Following s n discussion of the individunl cases touched upon by Mr,
Bright in his memorandum:

Burraro Pressep STEen Co., Burraro, N. Y,

Mr. Bright states that the production committee made ity repert on October
7, 1024, or more than four years after the report of ingineer Kalin, in which
roport tho eagineer recommended an allowance of $3,234.08 and & disallowance
of $13,081.00. Mr. Bright farther states that the report of the production com-
mittee was based on entirely new evidence in the case which was not considereqd
by Mr. Kahn, In his memorandum he refers to four papers which go to make
up this new evidence. The writer most emphatically states thot these four
papers referred (o were not contained in the files as delivered to him at the
time of his Ipvestigution, Further, that the recommendation of the production
committee was so glaringly in error and in such direct opposition to the rules
and regulations of the unit that the writer conferred with Mr. Kabn and
reviewed his report in & most thorough manner with him, going over all of the
data in the case which he had in hand, with the result that Mr, Kahn advised
him that he was s8till of the opinion that his recommendation was sound and
that the only reason he did not place himself on record in the matter was that
the amount involved was comparatively small and the case was closed.

In summation of these facts the writer still maintains that bis critieism of
this particular case is well founded.

Wrearterny GuaN Co., Biruncamaast, ALA.

The writer's original eriticism of this case was that the production commitice
acterd without having suflicient information at hand Yo permit of an intelligent
reconmmendation,  Mr. Bright's reply to this criticlsm Is that the case way
glvon—-

“original consideration by the production committee, and after a careful office
determination, which was approved by the appralsal engineer and was based
on taxpayer's sworn statement, flied Febroary 26, 1924, an nmortization atlow-
anze of $2,141L310 was made.”

Ag stated in the wrlter's original eritieism of this case, there wny nothing in
the englueering files ns submitted to the writer which even fndieuted that the
ense was ever considered by an appraisal enginecer. If an office determination
was made by an appraisal eogineer, as stated by Mr. Bright, there was nothing
in the record as subniited to the writer to show it,

It is respectfully requested that Mr. DBright furnish us with the name of the
engineer who approved the action of the production committee in this case.

9201925 —-p7 19—-3
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FanLy & Daniwn, CiINCINNATI, QIO

Alr, firlght states that the welters” evitiefsn wies based eliher on an s
tion that the original englneer’s seport was the proper interprefation of the
low or from lack of knowledge of the depnrtmental procedare wnder which a
taxpayer might appeal te the committee on appeads and roview,  Fuarther, that
the file in the ense contained a copy of the recommendation of the committee
on appeals and review explainiug the basts of the allowance.

Mr. Bright does not give the date of the sgetion of the commitiee on appeals
and review, nefther does he stale whether such action was taken subsequent to
the action of the production committee or prior thereto. However, from the
record it would appear that Mr, Bright entirely overlooked a communication
addressed by him to the committee on appeals and review, it which the follow-
ing appears:

“The facilitios were not for the production of articles but were for the
performancs of service only. It is contended that the phrase * production of
articles’ relates to some form of manufacturing (see L, ©. 1074, 15-21--1909,
C. P. No. 5, p. 159), aud that the purpose of the taxpayer's facilitioy Is clearly
shown to be related to teansportation,  (Ree taxpayer's clalm and hrief.)”

The writer hax no recolleetion of ever having scen the report of the com-
mittee on appends and review, but assuming that sueh 2 report wis sumbitted
and that an allowanee in the full wmount of the taxpayer's claim wns made by
the commiftee on appeals and review, the writer still maintains that his eriel-
cism 18 well founded for the reason that {t i not belleved that the production
commictee should have hud the ense before them if actlon hud boen tuken by
the comittee on appeuals and review.

The question involved was as to whether or not thix taxpayer produced an
article contributing to the prosecution of the war. From Mr. Bright's memo-
randun it would appesr that the commiltee on appenis and review had ruled
that the taxpayer did produce an article or srticles nec -~iiry for the proseci.
tion of the war, but the writer maintains that it was not within the province
of the preduction committee to determine what amount of amortizatlon was
allowable, but that this question should have been referred to one of the
amortization engineers for determination, which engineer should ha o brsed
a redetermination of the taxpayer's claim on the action of the committee on
appeals and roview,

Mr. Bright s'ates earlier in his memorandum that whenever doubt existed
the appraival ongincer assigned to the production commitiee was consulted,
and, further, that this appraisal engineer approved uny of the actions taken
by other members of the production committee before the case was finally
rassed upon,

As ttated before, the writer has been unable to find o single instanee in
which an amortization or appraisai enginecr pasced upon any of the 1T cases
in hand. [t may He that an appraisal or samortization engineer was consulted
in some of the cages, but 1f so bly rullug or rulings were never made a part of
ihe record, and necessarily must have been oral in nature. If so, It appears
1o the writer that 1t is & decldedly faulty method of procedure and an ex-
tremely ungound way to conduct the Government's business,

The writer wishes to make it plain thut he does not say that an appralual
or amortization englueer was never consulted in these cuases, nor that his
opinion was not followed Ly the committee, but he does most emphbatically say
that there was nothing in the record as presented to himm io show that such
was the case.

Brknorn Coat & Coke Co.,, MAYBERRY, W. Va,

In the writer's origlual report ou this case it was stated that it bad not
heen referred to the unit's engineers In the usual way and that no fleld invesit-
gation or report had been made thereon, The clubm was in the sum of $7,225.01
and was based on postwar value in use. As stated In the writer's original
eriticlsm of the prodiction committee’s actlon In allowing the full amount
clalmed as amortization, the taxpayer provided certain production figures
which showed conclusively that the average production of coal in postwar
veurs wag greater than the average In the war-time years, and that the aver-
age combluned production of both coal ard coke in the postwar years nenrly
equaled that of the war-time years, and further, that during 1921 and 1022 the
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production of conl exceeded the production of both coal and coke durlng the
war period, or 17 and 1018,

For these reasons the writer contended thnt no amortlzation should have
beenr nllowed, ns it was evident feom the taxpayer's own figures that the focil-
ities tnvolved must have been 100 per ent In use during the postwar period.
However, Mr, Bright states in his memorandum that the allowauce of the full
amount claimed was based on the fnformailon on tile and on an fnformal con-
ference held with the taxpayer’s representative, at which conference the claim
was made In the sume amount ($7,220.01) on the basis of postwar repluce-
ment costs,  This is another instance of the flles of the unit not being com-
plete, ax the writer is positive that there was o mention made of the change
frum the postwar production basis to the postwar repiacement cost basls, and
the writer's fivst critleism was based eniively on the data furpished him by
the unit,

MassitLoN Founpry & Macninegry Co,, Massioron, Qi

The writer's original ceriticism of the handling of thls case by the pro-
duction committee was bnsed on the following fucts:

Thnt Engineer L. E. Luce made a fleld ime-—xtigaﬁon of the case and sub-
mitted a report thereon, dated July 26, 1921, in which he recommended an
allowance for amortization in the sum of $210.64 of a total eclaimed of $9,305.87.
This amortization allowance was based on value in use daring the postwar
periodl,  And that, as shown in Mr., Luce's report, almost all the facilities
were necessary in the taxpayer's business during 1919 and 1920, and were
approximately 100 per cent in use. Further, that the prmlucti(m commiittee
overruled the englneer’s report, and without any valld reason for so doing
nllowed the full amount claimed ag amortization, Mr, Bright states:

“With regard to the cngineer's report which was volded, It should be
noticed that the report was made July 26, 1021, whereas the producticn c¢om-
mittee report was masle October 9, 1924, over three yeurs later,”

The writer falis to see that it makes the least bit of difference whether the
production committee’s report was submitted three years after the engiucer’s
report or three dnays therenfter. The fact remainsg that the engincer who
made the fleld examination, and who was thoroughly familiar with all the de-
tafls of the case, was overruled by the committee, without even being con-
sulted in the matter. Mr., Bright further siates that additional information
in the ease was produced which revealed the fact that the taxpayer found
tiie machinery purchased during the war unsuited to its needs and found It
pecorsary to add a conslderable sum in additional equipment to maintain even
the docrensed production.  Me further states that--

“he perord amply shows that the macidnery purchased duaring the war
peried was weed slmost entirely for war work and the grantiug of $9,300.87
for amortiziation was a1 reasonable allownnee.”

Masnsmmron Founory & Macuiseny Co.

As stated in the writer's original eriticism, there was nothing in the flies
as delivered to him which revealed the fact that the taxpayer found the
muchinery purchased during the war unsuited to its needs aid found it neces-
snry to add ndditional equipment, nor did the record as submitted to the
writer contain any papers which would tend to show “that the machinery
purchaxed during the war period was used almost entirely for war work and
the granting of $9,305.87 for amortization wus a reasonable allowsnce.”

Agaln we hiave a case where it would seemn that the record as submitted to
the writer was incomplete.

Grant Fursrrure Co,, Hien Point, N. C.

In the orviginal eriticism of the actlor of the production committee in this
case, the writer stated that the taxpayer's claim was in the sum of §8,414.06.
This tuxpayer received the sum of $6,923.39 from the Bureau ¢f Alrarafi I’ro-
duction.
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On March 7, 1924, an auditor of the amortization section submitted a memo-
randum on this case in which he agreed with the findings of Engineer Pagter
whose report was submitted on December 19, 1923, and in which he recom-
mended as follows:

“Jt is, therefore, recommended that the entire case be tramnsferred, with
transmittal form 1932, to the engineering division, appraisal section, for de-
termination of th. amount of amortization, if any, that is allowable * * 7

In this same criticlsm the writer stated that this was another case where
the recommendations of the engineer who had investigated the case and who
had set forth valid reasons for the disallowance of the claim had been set aside
by the committee for no apparent reason and without any explanation.

Mr. Bright, in discvssing this case in which the production committee allowed
tbe full amount claimed, says:

“ This allowance was made after a careful study of the data submitted, and
was based on 9 bona fde sale of the articles on which amortization was claimed
submitted in afidavit fotm as follows.”

The writer has no recollection whatever of ever having seen any evidence in
the files as presented to him, of such a sale ever having been consummated, but
assuming that a bona flde sale was made, it seems that the proper way to
handle the case would have been to refer the data to the engineer who made
the original report and have a redetermination of the case made by him. As
quoted above, the auditor recommended that the entire case be transferred to
the engineering division, appraisal section, for determination, but even iu the
face of this, the production committee saw fit to take the case in its own hands
and allow amortization in the full amount claimed without first consulting
Engineer Pagter.

SHARON CoaL & CokE Co., SHARON, K¥.

This taxpayer's claim was for amortization of housing facilities and wus 1n
the swa of $5,010.41. As stated In the original report of the writer, a confer-
ence was held with the taxpayer's representative on July 16, 1924, at which the
taxpayer was requested to submit certain information in accordance with Form
1007-M, together with other supporting data. Further, that on August 19,
1024, the engineering division was requested by Mr. Kensel, assistant head of
division, to give the case early attention.

The fact oif Mr, Kensel's request appealed to the writer as being rather
unusual in a ease of such small importance, and he made extra efforts to get
all of the data porsible which would throw any additional light on the case
and would explain why the production committee approved the claim in full
on October 14, 1924, without having recelved the requested information from
the taxpayer, as there was nothing in the flles of this case as delivered to the
writer to show that this information had been subinitted by the taxpayer. The
writer personally visited the office of Mr. Rashleigh and requested that a
search be made for additional data. He was told that all of the data in this
case had been turned over to him. :

Mr. Bright states in his memorandum, however, that the data referred to
and which was requested at the conference of July, 1924, was furnished by
the taxpayer in the form of a swarn statement under date of August 8, 1924,
and that it was upon tlis data that the production committee reached its
conclusion. Mr. Bright further states:

“In this case, as in many others, Mr. Thomas has criticized the actions of
the production committee without having the full data in the case before him,
which was absolutely necessary if correct conclusions were to be drawn.”

The writer agrees entirely with Mr. Bright that it was necessary to have the
full data in thie case before him in order that correct conclusions might be
drawn; but he states without fear of contradiction that the sworn statement
referred to by Mr. Bright was not included in the data furnished to him by the
unit, and had this data been furnished as requested, the writer's criticism of
the case might have been of an entirely different nature,
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KeystoNe MANUFACTURING Co., ELKINS, W. VA,

This taxpayer filed a ctalin for amortization in the sum of $3,470.51 for facill-
ties used in the manufacture of wood trennails for Government ships, The
epse was sent to the head, engineering division, attention of appraisal section,
on July 9, 1921, for proper action. On August 20, 1924, Mr. Bright sent a
communication to the taxpeyer requesting certain additional information bear-
ing on its ¢laim. To this request the taxpayer replied on August 26, 1924, and
supplied the Information asked for. On August 28, 1924, Mr. Bright acknowl-
edged the receipt of this information and stated:

* Claim has been referred to the engineer assigned to the case for his prompt
attention.”

Tn the writer's original report on this case he critlicized the production com-
mittee for having allowed the claim in full without first getting a report from
the engineer assigned to the case, as there was nothing in the files to show that
one of the appraisal enginers had ever investigated the claim. Mr. Bright in
his memorandum states that the allowance was made “only after a careful
office determination and was approved by the appraisal engineer assigned to
the production committee.” .

There was nothing in the record as presented to the writer to show that an
appraisal engineer had been assigned to the production committee, nor was
there anything in the production committee’s report to show that its allowance
in full had ever been approved by any appraisel engineer. If an appraisal
englueer did approve the committee's action, it must have been oral, which, as
stuted before, is considered to be rather a lax method of conducting the Gov-
ernment's business in matters of this character.

It is respectfully requested that Mr, Bright furnish us with the name of the
engineer who approved the action of the production committee in this case.

MILWAUKEE STAMPING Co., WEST ALLI8, WIs,

This taxpayer claimed amortization in the sum of $16,256.32. In the writer's
original report on this claim it is stated that no investigation was made by an
appraisal engineer of the unit in the usual way but that the claim was
reported upon by a revenue agent who was not an engineer but an auditor.
This report was dated April 19, 1920, and carried with it an allowance of
$841.40 without any explanation or comment.

The committee allowed the claim in the full amount of $16,256.32, there
being nothing in the record to show that any appraisal engineer had ever
considered the case. Mr. Bright's only explanation of the action of the
foﬁnmittee in this case, and his oniy answer to the writer's criticism is as
ollows :

“The amortizution allowed this taxpayer was only grunted after a careful
office determination of all the data furnished. In thi determination an
engineer from the appraisal section took part.

“Taxpayer was engaged In war work and purchased and constructed facili-
ties which were subject to amoriization. The data furnished was set up on
Form 1007 M and was in every way in compliance with the requirements of
the department, Taxpayer's claim for amortization was reasonable and svas
therefore allowed in fuil.”

It is respectfully requested that Mr. Bright furnish us with the name of the
engineer who approved the action of the production committee in this case.

Lyons MANUFACTURING Co., FRAMINGHAM, Mass.

Mr. Bright states in his memorandum that the facts as stated in the criti-
clsm of the writer in this case are entirely unfounded; also that the facts in
the case do not warrant the statements as made by the writer, and, further,
that the impression left by such statements as made by the writer, is “ ab-
golutely erroneous.” The writer wishes to say that the only facts stated in his
original criticism of this case were facts as taken from the record as pre-
sented to him, and he takes issue with Mr. Bright in his statement that the
impression left by the writer's statements is “ absolutely erroneous.”

]
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The chief criticlsin of the case as coutained in the writer's original report
was the fact that the production committee acted in the matter without having
sufficient data before it. He distinetly states that he does not question the
fact that some deduction for amortization was proper, but he maintaing that
the allowanee of the total amount of the clailm was excessive.

It so happens that a fire occurred at this contractor’s plant which destroyed
a large part of their records, and from the files which the writer had before
him when his original report was written it is unquestionably true that the
list of facilities upon which amortization was eclaimed, as furnished by the
taxpayer, together with the list of facilities sold after the war perlod, were
incomplete. A part of the taxpayer’s letter submitting these lists reads:

“This list Is not necessarily complete, since the company suffered a severe
fire loss in 1920, as explained in the conference, and all the records of the com-
pany were lost at that time, However, we believe that the list comprises a
large majority of the invoices rendered, but we can not say definitely which
invoices are applicable te the Lyons Manufacturing Co., and which to the
Porter Bros. & Colling, as all the purchasing at that time was done on the
eredit of the latter company and invoices were practically and invariably
rendered to Porier Bros. & Colling.”

The above quotation seems to establish beyond any doubt that the data as
presented by the taxpayer was not complete, There appeared in the flles g
pencil memorandum written on a piece of wrapping paper, and unsigned, as
follows :

‘ltecords destroyed Zolzer exam early in 1923; never wrote report waiting
for data.

“Data such as is finally came in not believed can allow any original costs
and shown, $old some, but can-not identify with cost * * ».

If these pencil memoranda just quoted mean anything they surely sub-
stantiate the writer’s contention that the data as furnished by the tuxpayer
was incomplete, and the writer challenges Mr. Bright's statement to the effect
that his conclusions “ are not based on the facts and are entirely erroneous.”

In conclusion of this case, the writer desires to call attention to the last
paragraph of his original report, which reads as follows:

“The writer would add that in the investigation of the several amortization
cases which have come to his attention there have been many cases in which
amortization has been disallowed in full for the reason that the taxpayer was
unable to furnish sufficient data to support its claim, whereas in these two
claims allowances for the full amount claimed have been made.”

CopB PRESERVING Co. (SUBBIDIARY OF NEW YORK CANNERS, (INC.)), RocHES-
TER, N. Y. .

This taxpayer submitted a claim for amortization in the sum of $6,091.27.
Engineer William R. Griffith submitted a report on April 4, 1921, covering this
claimr and recommended disallowance in full, for the reason that—

“The taxpayer held no war contracts and that the amortization period
should end November 11, 1918. Further, for the reason that the taxpayer
advised him that all facilities would be used in the taxpayer’s normal post-
war business and that practically all were erected or instaiied in 1919, or after
the amortization period.”

The production committee on October 20, 1924, allowed the full amount
claimed as amortization. The writer criticized the action of the production
committee in not having referred the case back to the engineer who made the
fleld examination and report, and who was thoroughly familiar with the case,
after it had received from the taxpayer certain afiidavits setting forth the
expenditures made prior to November 11, 1918, which, as a matter of fact, was
stated by the taxpayer as belng “none,” and which stated that the taxpayer
had entered into a verbal conrtract on a cost-plus basis on buildings upon which
amortization was claimed. According to Mr. Bright's statement, however, the
data upon which the production committee’s report was based was submitted
by the taxpayer subsequent to Mr. Griffith’s report, and that the allowance
made by the production committee was on an entirely new amortization claim
which replaced the old claim, ¥aurther, that the basis of the revised claim and
data submitted with same were not known to the engineer who formerly wrote
this report and that any comments made with reference to the former engi-
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neer's report have no bearing whatever upon the reasonubleness of the allow-
ance granted by the production committee,

The writer has only to say that not one line appearved in the record, as
‘delivered to him by the unit, which would show thut & new claim had been
compiled and that new evidence had been furnpished upon which the production
committee based ity report and recommendation, 1t appears to the writer,
however, that this new ciaint and new evidence should have been referred
to one of the appraisal engineers, and, in the writer’s mind, to Mr. Griffith,
who made the ficld investigation and wrote the original report before being
acted upon by the production committee. To say the least, the method of pro-
cedure in this carse was not in keeping with the established rules and regula-
tions of the unir,

WaBasi Canvixeg Co, Wanasn, Inn,

This taxpayer submitted a claim for amortization in the sum of $19.800.64.
As stated in the writer’s ortginal report, no engineer’s report was submitted
in this care, but on September 2, 1924, a conference was held wiith the tax-
payer's represemtatives. The .aanit's engineer was present at this conference
and examined taxpayer's claim. The question arose as to whether or not the
taxpayer should be allowed amortization under the statute covering the pro-
duction of articles contributing to the prosecution of the war. At this con-
ference the taxpayer v 3 requested to supply additional data. Mr. Watkins,
the unit's engineer at the conference, requested that the conferees withhold
final action in the c¢ase until a field report could be submitted by him. This re-
quest was granted by the conferees who approved the following:

“The case will be Leld in the section pending receipt of the amortization
engineer’s report.”

There was nothing in the record as presented to the writer to show that
the additional data requested was ever submitted by the taxpayer, but on
October 14, 1924, the production committee approved the taxpayer's claim in
full., Mr. Bright attempts to cover up this action of the production committee
with the fullowing statement:

“In reply to Mr. Thomas's criticismg it might be well to note that Mr. Wat-
kins had no authority to promise a field investigation of any case, and later
this case was deemed to be an office case. Further, it will be noticed that the
auditor's conference report makes the statement as regards a field investiga-
tion; it is very doubtful if Mr. Watkins made any such statement, as his
memorandum covering the same conference makes no mention of the promise
to conduct a field investigation.”

From the above quotation it scems that Mr. Bright was endeavoring to he-
cloud the issue and make it appear that Mr. Watkins overreached his au-
thority by promising the taxpayer to make a fleld investigation of bLis claim.
From the statement of Mr. Bright that “it is very doubtful if Mr. Watkins
made any such statement,” it would appear that Mr. Bright or his subordi-
nate who prepared the report for his signature uid not take the trouble to look
through the record in the case to determine just what action Mr. Watkins
really did take in the matter.

The writer states most emphatically that according to the yecord Mr.
Watkins requested the conferees to withhold final action in the case wntil a
fleld report could be submitted by him. Otherwise why should the conferees
have resolved that “the case will be held in the section pending the receipt
of the amortization engineer's report.”

Again, the writer did not even intimate, much less state, in his original
report that Mr. Weatkins promised a fleld investigation, and yet Mr. Bright
attempts to make it appear that such was the case. ‘

Mr. Bright further states that *later this case was deemed to be an office
case.” The writer states most emphatically that there was nothing in the
record as prerented to him to show that any such declsion had been reached or
that the question had even been considered by anyone in the unit. According
to che record as submitted to the writer, there is absolutely no evidence to
show or even suggest that the production committee had before it at the time
of approving the taxpayer's claim in full any of the additional data re-
quested by Mr. Watkins of the taxpayer or the amortization engineer's report
referred to in the resolution of the conferees. Further, Mr. Bright states in
bis memorandum that—

.
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“1t will be noticed that the auditor's conference report makes the state-
ment as regards a fleld Investigation™

It seems that Mr. Bright takes particular pains not to mentlon what the
statement is, so that this part of Mr. Brighi’s memorandum is absolutely mean.:
ingless.  However, it surely is not within the provinee of an anditor to dictate
to the engineering sections as to whether or not a fleld Investigation of a case
1s warranted.

To sum up the reply of Mr. Bright, it is believed that either Mr. Bright was
ill advised in the matter or deliberately attempted to bemuddie the question by
insinuations which can In no wise be substantiated by facts.

InNprsva Rusper & Insuratep Wieg Co., Jonessoro, Inp.

This taxpayer was engaged in the manufacture of antomobile tires, hicycle
tires, and insulated wire and cables, and, according to th: record as presented
to the writer, it held no Govermment contracts. A claim for amoertization was
submitted by the taxpayer in the sum of $17,261.10, This clalm was based on
“value in usge,” The taxpayer also claimed depreciation over and above that
usually allowed on facllities of a similar character. T1his deprecistion claim
was based on the fact that the taxpayer's plant was obliged to work * double
time ” during 1918 and 1919, The normal depreclation claimed by the taxpaycr
varied from 314 per cent on buildings to 20 per cent on reels and vulcanizing
pans, while the additional, or what might be termed the overtime, depreciation
claimed varied from 6 per cent on “ machinery” to 10 per cent on reels and
vulcanizing pans.

In his eriticisin of the production committee’s actlon in this case the writer
stated that he was of the opinion that the production committee had no data
upon which to base its recommendation other than the taxpayer’s bricf. Fur-
ther, that it was his opinion that the case was of sufficlent importance and
involved guestions of sufficlently debatable character to warrant a field inves-
tigation or at least a detailed report by one of the amortization engineers.
Further, that as the case now stands (in so far as the record as presenied to
the writer shows) there was no explanation given of the total allowance of the
amount claimed by the production committee except that it was “ reasonable,”
Mr. Bright in his memorandum entirely sidesteps the fssue in that he states
that the allowance is made only after a very careful office determination of the
data submitted by the taxpayet. Also that the data were in proper form
required by the unit and that the *“ value in use” as claimed by the taxpayer
was found to be reasounable.

As stated in the writer's original report on this case, there was not a word in
the record as submitted to him to show that even 'a careful office determination
of the data submitted by the taxpayer had ever been made by any of the
appraisal engineers, and as far as this record is concerned the only considera-
tion of the claim that was made was the final action of the production com-
mittee. While Mr. Bright states that the “value in use” was found to be
reasonable, he entirely disregards one of the main issues in the whole case,
namely, the so-called * double-time ™ depreciation claimmed by the taxpayer.

EssyuerLLrr MinL Feryisaing Co., 8t1. Lovis, Mo.

In the original report on this case the writer criticised the production com-
mittee's action it allowing ameortization in the full amount claimed without
first having had the taxpayer's final claim investigated in the regular way
by one of the unit’s appraisal engineers.

It is true that an appraisal engineer did make a field investigation,
together with report on the original claim of the taxpayer. In this report
Mr. Henriques, the appraisal engineer, recommended an allowance of $1,355.89.
This allowance was based on postwar replacement costs. The report states
that—

“ It was apparent that the machine in question was {n full use further, that
the taxpayer made no claim for amortization based on a reduced value in use
and it was for that reason that he used the replacemcnt cost basis in his
computations.”
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It should be noted that this recommendation of Mr. Yenriques was on the
toxpayer's originnl elaim in the sum of $2,000. Further, that the taxpayer
submitted a final claim in the sum of §3,152.50. This clalm was accompanied
by certain supporting data. Mr. Bright states in his memorandum that, based
on tuls later information, the production commitiee made a careful office
determination of the cage and found that the data fully warranted the revised
clalm of the taxpayer. 'This shows very clearly that the production comnmittee
took it upon itself to pass judgment on the engineering featuies of this tax-
payer's clalm without having first submitted it either to Mr. Henriques or
any of the other appraisal engineers. At least there ig nothing in the record
as presented to the writer to show that this was done. 8o the writer s still
of the opinion that his former eriticlsm was fully justified and that an
appratsal engincer should have submitted a report in the regular way on this
case before any action was taken by the production committee.

INTERSTATE ENGINEERING Co,, CLEVELAND, OHIO

In its original return this thxpayer cluimed amortization In the sum of
$11.787.03. A ficld examination of thig elaim was made by two of the unit's
engineers, Messrs, Coomhs and Moore. The repert of these engineers carried
with it n recommendation for allowable amortization in the sum of the full
amount claimed ($11,787.93). This taxpayer also wrote off as expense items
amounting to $19,829.37, but when the revenue agent made his examination
and report covering the 1918 return he disallowed this write-off in full as an
espense and capitalized the entire amount. The taxpayer protested this dis-
allowance and claimed the amounts expended should have been claimed as
amortization,

It should be noted that this write-off of $19,820.37 is in addition te the
original amortization claim of $11,78%7.83. The two amounts added together,
which go to make up the taxpayer’s final claim, is $31,617.30.

On October 7, 1024, the production committee acted on this case and adopted
a resolution which contained a recommendation of allowance in the sum of
$13,779.37, and also states in this resolution, *this recommendation volds
report dated August 8, 1922 (This report is the report of Messrs, Coombs
and Moore.) From this it would appear that the production committee had
entirely ignored the taxpayer's original claim for $11,787.93 which had been
allowed by the unit's eugineers. Subsequently the production committee
evidently realized that an error had been made in its recommendation of Octo-
ber 7, 1924, and made a supplemental recommendation in which the recom-
mendation of the engineers referred to was included in allowable amortization,
thereby making the total amount allowed by the production committee
$25,567.30. There is nothing in Mr. Bright's memorandum which attempts to
contradict the above statements of the writer, but, on the contrary, he states
that amortization was allowed on the basis of the revenue agent's report in the
sum of $13.779.37. He, however, leaves out entirely the former allowance made
by the unit’s engineers in the sum of $11,787.93, which goes to make up the
total allowance finally nllowed by the production committee of $25.567.30, and
it would appear from Mr. Bright's memorandum that the $13.779.37 was the
only amount allowed, whereas the recommendation of the production committee
reads as follows:

“ Recommended that amortization be allowed as follows: * * * Total,
$13,779.87. This allowance is in addition to-amortization allowed in engineer's
report dated August 8, 1922 * *» &7

The writer did not criticise the production committee in allowing the amount
recommended by the engineers, together with an additional amount based on
their recommendations, but he did criticise the fact that no salvage value of
certaln materials upon which amortization was allowed was taken into con-
sideration. Also that no field investigation of the taxpayer’s final clalm was
made, and the record as submitted to him did not contain any evidence which
would show that it had ever been considered by cone of the appraisal engineers
in the regular way.

As to the salvage values above mentioned. Mr. Bright states that no salvage
value was assigned for the reason that the salvage was in excess of the salvage
yleld, which made the items valueless. These items referred to include track
extensions in the amount of $2,250. It, is the belief of the writer that had an
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appraisal engineer investigated this claim iu the vegular way the salvage value
would have been taken into consideration and would necessarily have reduced
the amount of allowable amortization, Thix is believed for the reason that
the writer can not recall a single instance where material of this charaeter,
namely, trackage, cost more to salvage than the salvage yleld. In this con-
nection the writer states that during his four years’ connection with the
claims section of the United States Shipping Board e had occaxion to investi-
gate many claims of contractors who installed trackage, and he can not recall
a single instance in which trackage did not carry with it a certain salvage
value ; nor can he recall an instance where the contractor even oo nded that
it had no salvage value.

TrEGONING BoaT (e, SEATILE, WasIL

This taxpayer submitted a claim for amortization as follows:

1018 o o e e R e $18, 825
IO e I, 18, 825
Y U 37, 650

Appraisal Engiveer Clack made a fleld investigntion of this claim, and in his
official report to the unit recommended an allowance in the sum of $11,442.85.
In his memorandum on this case Mr. Bright states:

“This case, probably more than any other, illustrates the improper conclu-
sions which have been drawn by the investigating engineer from a considera-
tion of only a portion of the record, and it indicates clearly the inconsequential
character of many of his criticisms * * **

The writer takes exception to this statement of Mr. Bright and respectfully
refers him to the original report submitted May 23, 1925, in which the writer
states that the production committee allowed amortization in the sum of
$11,442.85. There also appears in this report a statement to the effect that
attached to the unit’s engineer's report was & memorandum as follows:

“Paxpayer's claini for 1918 allowed in full is reasonnble before this report
was submitted.”

Also:

“Taxpayer also clanimed amortization in 1919, this being covered in this
report. J. M. C”

The initials “ J. M. C.” are assumed to be those of Mr. J. M. Clack, appraisal
engineer of the unit, who wrote the report referred to.

It is evident from the above quotation that the taxpayer's claim for 1018
was allowed before Mr. Clack’s originul report was submitted. IMurther, that
the report submitted by Mr. Clack covered only the claim for amortization
in 1919, It should be borne in mind that the recommended allowance of Mr.
Clack was the same as that recommended by the produetion committee, namely,
$11,442.85, which goes to show that it covered only the part of the taxpayer's
claim which was included in Mr. Clack’s report and did not cover the part
referred to in Mr. Clack's memorandum as having been allowed prior to the
submission of his report. Mr. Bright states that the taxpayer withdrew hix
claim for smortization for the year 1919, Alco that the writer based hix
criticism on this memorandum of Mr. Clack's withent examining the file.
The writer concurs in Mr. Bright's statement aat his criticism was to a
great extent based on Mr. Clack’s memorandum: but this memorandum, it
must be remembered, was a part of the record and should carry as much
weight in so far as actual facts are concerned as any other part of the record,
But Mr. Bright is entirely in error when he states that the writer did not
examine the file. Such a statement is absolutely untrue, and if there is any-
thing in the file that the writer did not examine it was not in the file at the
time of the writer's examination of the case.

Mr. Bright further states that at the time the production committee made
its recommendation—

“It was not known to the production committee that an engineer from the
appraisal section was making a fleld investigation in the case.”

This is taken by the writer as an absolute and direct admission by the
deputy commissioner that there was a woeful lack of cooperatioa between the
production committee and the appraisal section of the engineering division,
In any event it shows that the two were working independently and that the
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production committee did not wait until Mr, Clack’s report had been compiled
pefore making its recommendation,

Mr. Bright states that——

“ Subsequent to the production eommittee’s recommendation, My, Clack
returned from the field and wrote his report, based on a thorough field investi-
gation of the case,”
and {urther states that the allowanee us recommended by Mr, Clack was 1.c-
cisely the same ax the allowance recommended by the production committee,
stating :

“This is not merely a coincidence, but shows conclusively that the determina-
tions made by the production committee were based on facts which are given
careful thought and consideration,”

This last quotatien seems to be beyond all power of reasconing. It is not
believed that there is one chance in a million of this investigating engincer
making a ticld examination if a ¢laim in which he was able to come in personal
contact with every facility involved in the taxpayer's ¢laim upon which amorti-
zation was to be allowed, arriving at exactly the same amount to the very cent
of allowable amortization as was arrived at by the production committee, whoe
never left their offices in order 10 make a determination of allowable amortiza-
tion and who had no way whateter of determining the condition of the facilitieg
involved or the use to which they were being put during thée postwar period.

Before concluding, the writer desires to call attention to a phase of this
entire matter which huas not yet been discussed to any length,

In the early part of this communication the writer stated that he looked
into the matter of the orgunization of the production committee and endeavored
to determine in as much detail as was possible, its powers, its functions, its
mode of procedure, and the authority under which it was organized. He
further stated that he was advised by Mr. Rashleigh, chairman of the com-
mittee, that its organization was due to a recommendation by him to Mr.
Greenidge, chief of the engineering division, and approved by Mr. Keenan,
chief of the appraisal section. From information which has come to light
subsequent to the time when the writer made his investigation of this matter,
it would appear that the production committee was functioning from October,
1024, to January, 1925, and further, that its very existence was unknown to
C. R. Naxh, assistant to the Commissioner of Internal Revenue,

The following appears in the record of the hearings before the Senate
investigating committec as a part of the testimony given by Mr. Nash on May
26, 1925:

“The CuairMAN, Is there any record in the bureau to show lhow many
cases this production committee closed, Mr. Nash?
| “Mr. Nasg. I did not know there was such a committee until this morn-
ng.

* Senator Warsox. I was wondering what the production committee is.

“Mr. Nasu. That is, I knew there was a production committee, but I did
not know it was functioning in this way.

“ Senator WatsoN, What is the produetion committee'

“Mr. NasH, There is a production committee in each audit division who
are supposed to be the representatives of the deputy commissioner, and their
function is to keep in touch with the cases that are going through, and see
that they keep moving. and then report to the deputy commissioner each day
the number of cases that go through a division, the number received, the
number closed, ete.

“The CHAIRMAN. It is not intended, then, that they should actually pass
upon cases? .

“Mr. NasH. No, sir; X never understood that to be part of their function
at all. .

b “iMr. Maxsox. I had always supposed that their function was to expediie
usiness.

“Mr. Nasn. Yes, sir; to push the cases along, so to speak, and to see that
the business keeps moving.

“Mr. Mansoxn. Yes. .

¢ Senator Wartson, They have nothing to do with preduction of an industry?

My, Nasu. They are not technical men.

“ Senator WaTtsoN, They are to get production in the department, as X
understand it; that is, to produce results.

“Mr. NasH. Yes, sir.
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“ Senator Warson. I was wondering where they got any authority to pass
on cases,

“Mr. THomas, I might say, Senator, that I had a talk with Mr. RRashlelgh,
who is the head of the production committee, which functions as Mr. Nash
has juut explained. It seems that at that time, as I stated in my report, there
were quite 2 number of small cases, under $25,000, hanging fire in the engineer-
ing unit. Mr, Rashleigh, In his capacity to trying to push cases along through
the department, recommended to Mr, Greenidge that this production committee
be allowed to pass on small claims for amortization. That was approved by
Mr. Keenan and by Mr. Greenidge. 'Then the, started to function.

“Mr. Moss. Is that in the form of any written memorlal of any kind?

“Mr, Tuonmas. I have never seen anything to indicate that it was.

“ Mr. Manson, Did you ask for it?

“Mr. Tuomas. I asked Mr. Rashleigh how the committee started to function
in this procedure and he told me of the approval by Mr, Greentdge and Mr,
Keenan on his recommendation.

“The CuaitrmManN, How long did that committee function?

“Mr. Tuomas, So far as I can find, from the first part of {ctober and
through November, Mr. Rashleigh was rather vague.

“Mr. Nasii, May I ask if there is anything in the record to show whether
Mr. Bright had knowledge of this work, or whether he approved it?

‘“ Mr. THoMmAS, No, sir: nothing whatever.

“Mr. Moss. I think, Mr. Chairman, Mr. Nash will want to inquire about this
work of the so-called production committee.

“Mr. TrOMAS. I do not know whether this committee confined its work to
amortization cases or not. I do not know whether they attempted to do any-
thing in the ofl and gas section, the metals section, or tho nonmetals section.
Mr. Parker or Mr. Manson, I think, wrote to Mr. Bright, under date of May
14, asking him for a complete list of all cases handled by that committee, giv-
ing the amount allowed, the amount claimed, the date of allowance, and I think
whether or not it was acted on by an engineer; and if so, what the engi-
neer’s recommendation was. We have recelved no answer to that.

;The CHAIRMAN. Did you see the letter, Mr. Nash, that Mr. Thomas refers
to

“ Mr, NasH. No, sir.

“ Mr. MaN8soN. THit letter was signed by Mr. Parker, with my approval.

“The CHAIRMAN. And delivered to Mr. Bright?

“ Mr. MANgON. Yes, sir.

“ Mr. THoMAS. Mr. Greenidge had it, because he came to me either yester-
day or Saturday and asked me if he could have another copy of it, and I sup-
plied him with another copy of it. -

“ Senator WarsonN. How many cases did that production committee actually
deal with, Mr. Thomas?

“ Mr. MaNsoN. That i{s just the information that we have asked for.

“ Mr, TromMAS. I have only had 17 of them before me.

“ Mr. MansoN. Mr. Thomas’s work, outside of some general duties, has been
confined to amortization. .

“(At 10 o'clock p. m, the committee adjourned.)”

From the above it is plainly evident that a committee was in existence in
the engineering division which was allowed to pass on cliuims amounting to
at least $202,843.45, and possibly many times that amount ‘it has been stated
that no record was kept of the cases acted npon by the precuction committee),
without the knowledge of the assistant to the commissioner, and as far as the
writer can learn witheut the knowledge of anyone higher in authority than Mr.
Greenidge, chief of the engineering division. Further, it is a fact that this
corimittee was allowed to make recommendations by which taxpayers were
relieved of paying into the Treasury of the United States thousands of dollars.
These recommendations covered questions of a purely technical character, and
it was admitted by Mr. Nash that the two gentlemen who composed this com-
mittee were not technical men, Again, it is a fact that these recommendations
were made by the production committee and that their records were in such
shape that it could not be determined how many cases were handled by the
committee and how much money was lost to the Government by reason of tax-
payers being allowed to deduct amortization to the extent of thousands of
dollars in their 1918 and 1919 tax returns. This, in the writer’s opinion, is 8
deplorable state of affairs, and warrants a thorough investigation in order
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that it may be determined to what extent this unauthorized commictee has
relieved taxpayers from the payment of taxes rightly due the Government.

R. C. THOMAS,
Investigating Engineer.
Approved :
L. H. PARKER,
Chief Engineer.

TREASURY IEPARTMENT,
Washington, July 11, 1925.
Hon. Jares {oUzENS,
United States Scnate, Waskington, D, 0.

Dear Senartor CoUzeEns: On May 14 there was taken up by the committee
to investigate the Dureau of Internal Revenue the cases of the Union Sulphur
Co., the Freeport Texas Co., and the Texas Gulf Sulphur Co. Representatives
of the fnwestigating commitiee criticized severely the action ¢f the Buresu of
Internal Revebue in these cases. Since thut time I have had the cases re-
examin: d and wish to advise you as to the result of this reexamination in order
that the facts disclosed thereby may be made a part of the record of the
commitiee,

The greater part of the criticism by the representatives of the committee of
the scttlement of these cases was directed at the allowance by the bureau of a
discovery value to the Texas Gulf Sulphur Co. and to the allowances of value
for depletion purposes of the properties of these taxpayers.

With reference to the allowance to the Texas Gulf Sulphur Co. of discovery
depletion, representatives of the committee stated * that the sulphur was dis-
covered on the property of this taxpayer in 1903,” and “that an engineer’s
report was made on this sulphur deposit in 1909 giving detailed information
as to the existence of suiphur on the property, the thickness of the deposit,
and other pertinent facts.,” The representatives of the committee stated that
notwithstanding these facts the bureau allowed the taxpayer a discovery as
of 1079 for depletion purposes. The real facts in connection with this matter,
as shown by the data on file with the Lureau, are these:

As early as 1903 and 1904 wildcatters, while drilling for oil on the property
afterwards acquired by the Texas Gulf Sulphur Co., noticed some sulphur in
the slush from the drilling. No attention was paid to it, however, at the time,.
Mr. Spencer C, Browne, a well-known mining engineer, whe in 1910 made a
careful examination of this claim of an earlier discovery of sulphur on the
property, states:

“ Following the discovery of the Spindletop oil dome near Beaumont, wildcat-
drilling operations for oil were quickly started on most of the recognizable ele-
vations on the Texas coast. A number of wells were drilled on the Matagorda
big hill in 1903 and 1904, and until 1908 a small amount of oll was produced
from moderately shallow wells near the higher part of the elevation. While
drilling in some of the deeper of these oil wells crystals of sulphur were occa-
sionally brought to be surface, but, on account df the pecullar porous character
of the sulphur formation, the cuttings from the drill were usually lost in the
fissures and not seen by the drillers. * * * The drillers were interested
only in getting oil and the reports of the occurrence of sulphur carried no evi-
dence of its thickness or extent or quantity.”

This is the sole evidence of any discovery of sulphur on this property in 1903.

In 1903 Mr. J. M. Allen, of St. Louis, a promoter and not a mining engineer,
in an attempt to financially interest other parties in this property because of
the reports of the occurrence of sulphur in the oll wells on this property, got
up a report in which he made extravagant claims as to the existence of sulphur
on the property. This is the report that i{s referred to by the representatives
of the committee as * an engineer's report” showing “ the deflnite existence of
sulphur on the property, the thickness of the deposit, and other pertinent
facts.”” The facts are that Mr. Alien was not a mining engineer; that at the
time he made these claims he was financially interested in the properties and
was attempting to obtaln financial support of his plans for development, and
that not a single hole or well had been drilled in the property for the purpose
of determining whether or not it contained sulphur, and that there were no
reliable data, samples, or logs in existence showing that the property contalned
sulphur. In 1910 Mr. Allen, together with his assoclates, attempted to interest

r I
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Mr. 8. W. Mudd, of Los Angeles, in this property, which they in the meantime
had incorporated under the name of the Gulf Sulphur Co. Mr. Mudd sent Mr,
Spencer C. Browne, & mining engineer, to examine the prop2rty for him and to
ascertain whether a sulphur deposit had been discovered, In conncetion with
this examination Mr. Mudd stated:

“In 1910, when I first got in touch with this Matagorda Big Hill property,
I was not in the employ of the Gulf Sulphur Co. or the 8t, Louls interests.
I was employed by Mr. 8. W, Mudd, of Los Angeles, and clients of hisx whoe
were desirous at the time of Investigating sources of sulphur, My opinion of the
Matagorda property after my investigation at that time was that it was an
interesting prospect that might prove of great vilue but that the unsatisfactovy
character of the development to date had left it wholly unproven. I belicved
it worthy of further tests by drilling, if the property could be obtained on
suitable terms, but would not have been greatly surprised if the drilling cam.
paign (which began in 1917) had disproved the commercial value of the prop-
erty.”

This statement of Mr. Browne is substantiated by the correspondence be-
tween him and his client in 1910 which wus filed with the burcauw when this
case was under consideration, For example, in a telegram it was stated:

“Matagorda long exploited in New York by J. W. IHarrison. It was ean-
vassed and considered undesirable by investigators. Pemberton thinks advis
able to disregard Matagorda in proceeding with development, I coincide with
these views.”

In a letter written August 16, 1910, he says:

“No records from these ofl wells are obtainable * * * On account of
the unreliability of the interested and opposed parties 1 can not consider the
discussion either favorable or otherwise * * * As an individual venture I
should not recommend development of the Matagorda deposit.”

As a result of these discouraging reports on the property (the first that had
been made by any competent mining engineer), Mr. Mudd was not interested
in it and no further steps toward its exploration seem to have been taken by
anyone until some six years later,

In the spring of 1916 the parties who subsequently acquired the ownership
of the Gulf Sulphur Co., now the Texas Gulf Sulphur Co., formed an association
for the purpose of exploring the property. Beginning in September, 1917%, these
parties cominenced and carrfed through a comprehensive and scientific drilling
campaign to determine whether or not this property contained sulphur in com-
mercial quantities. They employed competent engineers who made an ex-
haustive examinatlon of the property. This exploration work was carried on
from September, 1917, until the spring of 1918. The parties contributed some
$625,000 for the purpose of carrying on this exploration work. As a vesult of
this examination, and for the first time, it was determined that large deposits
of sulphur exisfed in the property.

In view of the facis stated above, it is clear that the action of the department
in allowing this taxpayer a discovery value for depletion purposes as of 1919
was proper.

With reference to the criticism madé by representatives of the committee of
the value placed on these properties by the bureau, it will be shown by discus-
sion of the various elements entering into a valuation that if the values of the
properties of the three companies are determined by thse use in each case of a
risk rate of 10 per cent and 4 per cent as recommended by the committee, the
results would be only slightly different from the values previously allowed by
the bureau. In placing all of these companies on a basis of 10 per cent and 4
per cent, it has been necessary to adjust the life of each property and the net
profit per ton. The Union Sulphur Co. was previously given a life of 20 years
and an average profit of $15 per ton. There is no objection to the life of 20
years, but the $15 per ton appears to be too liberal to use with a risk rate of
10 per cent. Therefore the profit per ton has been adjusted to $11. This ad-
justment s necessary on account of the fact that the future expected annual
production is only 300,000 tons and a reasonable estimate of cost would be $7,
which, deducted from tke reasonable estimate of selling price of $18, would
leave $11 profit. The cost of producing sulphur by this company as of sfarch 1,
1913, was approximately $6 per ton and a conslderable portion of the deposit
had been recovered. Subsidence of the surface had begun which would require
filling at censiderable cost. The engineers of this company have stated that the
cost of production would increase toward the end of the operation until it
approximated the selling price. There was a heavy stratum of quicksand above
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the deposit, which, owing to the substdence of the deposit, would Inerease the
dificulty of extraction, It is believed the cost should be taken at $7 per ton
fo properly account for the above factors,

The Union Sulphur Co. had raised to the surface and had in storage at
March 1, 1913, approximately 600,000 tons of sulphur which, having become
persounl propvlly. should have l)ovn carried in inventory smd not valued for
depletion,  This leaves a net reserve of 5,400,000 tous. It Is nssumed that an
estimated additionnl plant of $3.250,000 would Le necessary and that the plant
at March 1. 1913, would be valued at $3,230.000. In the ciase of the Freeport
Texas Co, the estimnte of the additional plant is chuunged to §2,500,000, the
estimate of the plant necessary at March 1, 1913, to $1.000.000, and the profit
to $10.08 per ton. In the cuse of the Texas Qulf Sulphur Co. operation is
changed {0 16 vears instead of 12 as determined by the unit.  This makes an
annual production of 500,000 tons, which s sufliciently Hberal wnder the con-
ditlons existing on the date of dizcovery, The profit also Is increased from
%9 a ton to $13 a ton, since on a production of 500,000 tons a year the costs
would not be in excess of 85 on the average for the 16 years following the
date of discovery.

The (mnputntimw of the values of the three mmpm\loe on this basis, with
the above-mentioned changes, will he as follows:

e
Union Sul- | Freeport Texas Gulf
phur Co. *l Texas Co. Sulphur Co.
DT TOICTVO. e eneracamac e ncrcsonameramnacnccracaane an 3, 400, 000 3, 459, 000 8, 000, 000
Life 20 17 (]
$11.00 $10. 80 $13.00
Total proflt... ..o ceiiierercecctccec e aannan $59, 400,000, 00 | §37, 357, 200, 00 | $104, 000, 000, 20
Additfonal plant. ... coi e 3, 250, 000. 00 2, 500, 000. 00 5, 000, 000. 00
DIlerence. - ..o vna—eeaa | 36,150, 000. 00 ! 34, 857, 200, 00 99, 000 000. 00
h 1 7 RN per cent_ .’ 10.4 10,4 10,4
)Tl L R, ! 0. 374302 0. 413671 0. 428610
Present worth ' $21,017,057.00 | $14,419,413.00 | $42,432,390.00
Less plant estimate * 3, 250, 000. 00 1, 000, 000. 00 5, 000, 900. 00
Value g, 767,057,00 ; 13,419,413.00 37,432, 390. 60
Allowed . e e aeamaaaan 16,838,423.00 | 13, 775,857, 00 38, 920, 000. 00
DIffOreNCe. . ceeeneeeemmecacesaanaasnnnnaeannnnenns ' 928,630.00 | 386,544.00 |  1,487,610.00

Per cent of difference from value allowed.........._.... ~5.5 | +2.6 +3.82

It will be noted from the above computations that the greatest variance
from the values previously allowed by the Income Tax Unit is only 5.5 per
cent, a varlance which is very slight in valuing properties of this character.

The next point to which the counsel for the committee objects is the allow-
ance in invested capital of an original value of $3,000,000 in the case of the
Unlon Sulphur Co.

After carefully considering all the evidence in the file, it is belleved that the
value of $3,000,000. as determined by the unit, has been adequstely substan-
tiated. As at acquisition on January 23, 1896, at least 500 tons of sulphur
had been recovered by the Frasch process. More sulphur would have been
recovered except for minor merchanical difficulties of pumping. The * air-lift"
system of pumping was known to be operative for lifting water from great
depth. Melted sulphur being lighter than water, could be pumped success-
fully by the system; in fact the installation of this system was in contempla-
tion in the latter part of 1895. The success of the Frasch process was con-
sldered assured as at the date of acquisition of the property by the corporation,

Captain Lucas, an engincer and geologist of well known repute, has made
an affidavit that the value of the sulphur in the ground was $1 per ton, or a
total value for his estimate of the recoverable sulphur content of the deposit
. of $9,219,880.

Attention is further directed to the afidavit of Captain Lucas which states
that the American Sulphur Co. had expended over $350,000 in developtent, and
that prior to Mr. Frasch’'s success in 1898 it is estimated that constderably
over $1,000,000 had been expended on the property. ‘
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The records show that in the opinlon of various reputable engineers, the
sulphur property was very valuable even before a suitable process for work.
ing the deposit was developed. The property was immensely more valuable
after the development of the Frasch process, which was a definite success at
the date the property was acquired.

Giving due consideration to Captain Lucas's opinion of the value of the
property in 1896 and the opinions of other engineers that the property was one
of great value, and considering the amount of money gpent on the property, it
is believed that the property had a value of not less than $3,000,000 as of
January 23, 1806,

Another point referred to by representatives of the committee is the allow-
ance of depletion to the partles who recelved 75 cents per ton as a conslderg.
tion in the purchase of property by the Freeport Texas Co. Since the Solicitor
of Internal Revenue has ruled that the transaction whereby the Freeport Texas
Co. acquired the property was a purchase, then the 75 cents a ton subsequently
pald represented deferred payments, and the vendors of the property in receiv-
ing such payments are receiving a return of capital, but ore also recelving in
part interest upon that capital. The actual cash value of the transaction on
the date of sale is represented by the cash pald plus the present worth of the
70 cents per ton payments receivable in the future. The Income Tax Unit
has determined that of the 75 cents recelved, 56.70 cents represented return of
the principal and the balance represented interest and taxable income. 'The
Income Tax Unit was incorrect in calling this allowance depletion, but the
ie;roi- :Sas in name only and did not affect the tax Hability of the paxrties

volved.

In the light of the information disclosed by reexamination, it is believed that
the action previously taken by the bureau in these cases is correct and that the
cases should not now be reopened.

It is requested that this letter be embodied in the record of the committee
as the reply of the Bureau of Internal Revenue to the criticisms made by the
representatives of the committee.

Sincerely yours,
D. H. BLAIR, Commissioner.

SENATE CoMMITTEE INVESTIGATING BUREAU OF INTERNAL REVENUE,
IncoME Tax UNIT,
July 23, 1925.
To: Mr. L. C. Manson, general counsel.
From: Mr. L. H. Parker, chief engineer,
Subject: Reply of bureau, sulphur cases.

We were much surprised to learn from the letter of Hon. D, H. Blair, com-
missioner to Hon, James Couzens, chairman of the Senate Committee Investi-
gating the Bureau of Internal Revenue, under date of July 11, 1925, that the
Commissioner of Internal Revenue had now given his approval to the plainly
erroneous conception of what “ discovery ” means.

We had concluded that the commissioner did not uphold any such definition
of discovery value as urged by certain tax experts, from the announcement
made by Mr. Nash before the committee in the Penn Sand & Gravel Case, that
this tax would be recomputed without benefit of discovery value.

The allowance of discovery value to the Texas Gulf Sulphur Co., which is
now upheld in the letter of Commissioner Blair, above referred to, is along the
same lines of argument used in the Penn Sand & Gravel Co. case, which he
condemned after the Senate committee had brought this matter to his attention.

A comparison of these two cases i8 interesting.

In the Penn Sand & Gravel case we found that the presence of gravel was
known in this territory since 1881, as proved by the report of Geologist Charles
F. Hall in describing the geology of this country, although the exact extent
thereof and commercinl vaiue was not determined.

In the Texas Gulf Sulphur case we find that the presence of sulphur was.
known in this locality in 1903, as admitted in the reports of Henry Krumb and
Spencer C. Browne to the Texas Gulf Sulphur Co., although the exact extent
thereof and commercial value was not determined.

In the Penn Sand & Gravel case, a well was excavated on the property and
gravel shown to exist at a certain depth, an option was secured on the property
by an individual in August, 1313, and the Penn Sand & Gravel Co. was incor-.
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porated in September, 1913. The property contalning the gravel was purchased
in October, 1913. The company claimed discovery value subsequent to Octo-
ber, 1013, on the basis that “it became a sand and gravel property only after
exploration and development and then only after it was demonstrated that
sand and gravel in quality and quantity sufficlent to make it a valuable
deposit were proven.” The department allowed this claim fiually, but reversed
its action by order of the commissioner after the Senate commitiee had dis-
clozed the facts,

in the Texas Gulf Sulphur case, sulpliur was discovered on the property in
1903 when drilling for oil, its thickness was definitely recorded by R, O, Mid-
dlebrook in 1908 and 1509, and was further shown by slx holes drilled by the
Gulf salphuar Co. in 1809 to 1910. The Gulf Sulphur Co. was Incovporated in
1909 and Its name changed to the Texas Gulf Sulphur Co. in 1918. The
property containing the sulphur was purchased in 1909. The company claimed
diseovery value in 1919 on the basis that “ little was known as to the quantity
and grade of the ore until some time in 1918, and it was pot known until
March, 1919, when the steaming plant began to produce sulphur that the
deposit could be worked at a profit.”” The Income Tax Unit allowed this dis-
covery value, and it is now ratified by the letter of Commissioner Blair,

To sum up this phase of the case, the only interpretation we can put on
the letter of the commissioner Is that he holds discovery to take place only
after all the following facts have been proven:

(1) Existence of ore body.

(2) Extent of ore body.

(3) Quality of ore body.

(4) Practical method of extracting ore.

(5) Proof that profit can be made in enterprise.

We submit that Congress used the word discovery in its usual sense and
meant by this word nothing more or less than the act of finding out the
existence of an ore body up to that time unknown. Of course, if the admin-
istrative branch of the Government can rewrite the meaning of the words in
the english language, it does not make much difference what wording the
legislative branch uses in the law.

The letter of the commissioner makes considerable capital of the point that
your investigators called Mr. Allen a mining engineer. We stand corrected on
this point. The fact of the matter is we do not care nor is it pertinent to know
whether Mr. Allen was a mining engineer or not. The réport of Mr. Allen
made in April, 1809, is in the form of the ordinary field report by an engineer,
and shows at least that he possessed the practical knowledge necessary along
these lines; not only that, his predictions were fully justified by subsequent
gvents and no reports of subsequent engineers attempt to pass the lie ou his

gures.

The statement of the bureau lays great stress on this statement, which they
italicize (that at the time Mr. Allen made his investigation in 1909) that not
a gingle hole or well had been drilled in the property for the purpose of deter-
mining whether or not it contained sulphur and that there waes no reliable
data samples or logs in existence showing that the property contained sulphur.

We can only pat one construction on this statement, and that is that who-
ever prepared it for the commissioner is ignorant of the facts in the case
or else is purposely trying to deceive the committee by conceaiing the main
points at issue,

Stress is laid on the fact that the holes drilled were not drilled for the
purpose of discovering sulphur. Is it possible that the bureau contends that
in order to make a discovery it iz necessary to have the intent to discover
before the discovery 18 made? If a man drills a well for water and strikes oll,
is it possible that he does not discover the oil, but must drill another hole
with the intent of discovering oil before the discovery can be made?

The statement fs made that no reliable logs were in existence at the time
of Mr. Allen’s report: we characterize this as a deliberate attempt to deceive
the committee.

Here is a log shown in Mr. Allen’s report which he actually saw being
drilled :

92019—26—pT 19—4
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WELL NO. 2

This is the well which was being drilled whea I arrived, begun April 9,
1009, finished April 19, 1009 ; days actual drilling, 20.

Cost (approximately), exclusive of plpe, use of rig, and freight, $700.

Depth, 1,000 teet.

Log: Feet. | Log—Continued. Feet
Surface —— —— 18 Gumbo ... 109
Sand and shale.. e ecaana 232 Rock and gypsum...._... 8
Gumbo and shale - 185 Medium soft sulphur...... 18
Gumbo ... 45 Gypsum and sulphur....... 3
Soft shale ceee e 20 Soft sulphur..c e 8
Gumbo . 50 Gypsum 114
Water sand_ e 15 Boft sulphuar .o 2
Gumbo 36 Hard rock 1
Rock 4 Rock 1%
Gurbo ... 6 Soft rock sulphur— ... 14
BIALE e e 90 Medium 8
ROCK e e e 3 Soft slPhUr. e %
Haord shale. o e 25 —e
Gumbo ... — 102 1,009
Hard rock__._. )

If the above Is not a log what is it? There is also absolutely no evidence
to show that it was not a reliable log, in fact subsequent drillings fully con-
firm the fact that it was a reliable log.

The italicized statement, referred to, op which such stress i3 laid by making
no mention of six holes drillad by the Gulf Sulphur Co. on this property in
1091910 for the purpose of exploring this sulphur deposit is obviously not in
good faith. These holes fully determined the thickness of the deposit and
showed at least some evidence of the quality of the deposit. The bureau
must understand that the point we are criticizing is the allowance of a dis-
covery value in 1919, and that it makes no difference whether this deposit was
discovered in 1903, in 1908, or in 1910 as far as the results are concerned. The
bureau is relying on an unsubstantiated statement of an engineer made for
tax purposes that the samples were not rellably taken, when as a matter of
fact records made at the time were fully proven by subsequent events to have
been reliable.

Note that Mr, Browne, engineer, states in one of his reports also:

“In April, 1918, after completion of five wells, I reported a probable content
of 3,982,000 tons of sulphur.”

Yet the bureau says this deposit was not discovered until March, 1019. .

Our opinion of this matter is that when the oil operators struck sulphur in
1003 and 1904 on this property, the deposit was at that time discovered within
the meaning of the law for the exisience of an ore body hitherto unknown wasg
then, uncovered, but it most certainly could not have been discovered after the
evidence of the logs made in 1909 and 1910.

We will close this consideration of discovery by & hypothetical case which
will show where the conception of discovery used by the bureau will lead us.

A ledge of limestone 18 in existence which has been known ever since man
lived in the locality. The quality of the rock and exact volume had not been
determined, hence the burean would say it had not been discovered. In 1910 a
cement company took samples of the rock, but found it too low in lime to
operate at a profit, hence the bureau would say it had not been discovered. In
1918 a new method of making cement was Iinvented which predicted the
profitable use of this limestone; however, the bureau would not say the lime-
stone was discovered. When the new plant is built in 1920 and the cement is
actually manufactured at a profit then, sad not tiil then, does the bureau admit
that a discovery of the limestone deposit has been made. We believe no one
can for a moment seriously maiutein that Congress had any such intent as this
when the discovery clause was put in the law.

The computations on page 5 of the commissioner’s letter, which are supposed
to justify the valuations made and allowed by bureau, are very interesting.

These figures prove for instance that if, in the Union Sulphur case, the
valuation engineer had used a discount factor of 10 per cent and 4 per cent
instead of 15 per cent and ore reserves of 5,400,000 tcns instead of 6,000.000
tons and $11 profit per ton instead of $15 and allowed $3,250,000 for additional
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plant instend of not allowinyg at all for se-né, then the total value would have
only been B.5 per cent greater, which is insigniticant. The valuations of the
Freeport Texas Co. and the Texas Gulf Sulphur Co. are justified in a similar
munner,

We have just one word to say on the above, The main object of our in-
vestigation was to determine the propriety of the methods used. We contend
that gross errors in four prinelpal factors of a valuation are not justified be-
cause they happen to compensate and the result checks another valuation
within § per cent, If we go a step further we see that it I8 very easy to check
almost any valuation by a judiclous adjustment of the factors used in the
analytic appraisal method.

In regard to the value of $3,000,000 allowed for invested capital to the Unioh
Sulphur Co. In 1806, we still see no clear and substaniial proof of this value,
but nothing but opinion evidence. The fact remalns that “ The Union Sulphur
Co. obtained control of these deposits January 23, 1806, the total consideration
belng $265,000, made up of $100,000 in stock and $103,000 in morteuge notes
assumed by them ”; we fail to see anything definite to prove that at this same
date the property was worth $3,000,000,

The comraissioner’s letter brings out very clearly, in authoritative form, those
principles the bureau contends for. As far as we are concerned, we are more
convinced than ever that these princlples vivlate the intent of the act and that
Congress should be informed in what manner thelr revenue acts are being
interpreted.

Respectfully submitted.

L. H. PARKER,
Chict Engineer.

TREASURY DEPARTMENT,
OFFICE OF COMMISSIONER OF INTERNAL REVENUE,
Washington, Junc 25, 1925.
Hon, Jamres COUZENS,
Chairman Scnate Investigating Commiiiee,
United States Senate.

My DEar SENATOR: Reference is made to the case of the Kerr Turbine Co.,
of Wellsville, N, Y., the income-tax sett'~ment of which was eriticized by the
Senate investigating committee, The point in critielsm in this case was
directed toward the Income Tax Unit's action in allowing as salary deductions
to the corperation for the years 1918, 1919, 1920, 1921, and 1922 the amounts
of $36,2053.18, $48,634.64, $34.372.09, $47,815.01, and §$9,809.31, respectively, for
the reason that the two officers to whose accounts the above amounts were
credited only reported as income $31,103.61 for 1917, $6,300 for 1918, $4,500
for 1919, $6,027.566 for 1920, and $9,406.03 for 1921,

It is noted that when the salary ltems were credited on the corporation’s
books a restriction was inserted to the effect that the salaries were not w0 be
paid until funds were available. The tull amount credited for each year was
allowed as a deduction to the corporation on its returns by the Income Tax
Unit. Your committee is of the opinion that the deduction should not be
allowed to the corporation until such time as the amount credited on the books
of the corporation was paid to the individual or until such time as it was
made available te the individual,

In connection with this case you are informed that a corporation may keep
its books on the aceruul basis, while an officer recelving a salary from such
corporation may report on the receipts and disbursements basis, A case with
exactly the same point involved. that of A. L. Englander was tested before
the United States Tax Board. In the latter case, although the deduction was
allowed to the corporation, the tax board, in its decision reported in bulletin
15, page 760, docket 602, stated that salary credited to an employee on the
books of a corporation is not taxable income unless it is available for the use
of such employee. The tax board in its findings of facts stated that the
salarles in question were deducted on the returns of the corporation, and the
tax board is apparently in accord with such deduction, inasmuch as no refer-
ence is made to the disallowance of such a deduction. Another case in which
the hoard differentiated between the cash receipts and disbursements basis and
the accrual basis is that off A. Bluthenthol, bulletin 3, page 173, docket 329.

In determining whether or not a salary deduction may he taken hy a cor-
poration the unit has resorted to two tests (1) whether it was properly author-
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ized, paid, or accrued, and (2) whether It iIs reasonable and commensurate
with the services rendered or 13 merely a dividend payment under the guise of
salary. The United States Tax Board in passing upon practically all the
salary cases appealed before that board has adopted the same tests employed
by the unit, In the instant case ao question has been ralsed as to the reason-
ableness of the salaries.

I am surc from the above you will understand that proper treatment wag
given the case of the Kerr Turbine Co. and the criticlsm made by your com-
mittee wans due to the failure to tanke cognizance of the fact that a corporate
entity and an individual recelving income from such corporation are not
required to report income on the same basis. The corporation may report
on the accrual basis, while the individual may report on the cash receipis
and disbursements basis, and in addition does not have to report any income
which is not made available for his use. It would secem, therefore, that no
revision should be made in the adjustment of the Kerr Turbine Co.

Sincercly yours,
C. R. Nasn,
Acting Commdisstoner,

TREASURY DEPARTMENT,
OFrICE oF CoMMISBIONER OF INTERNAL REVENUF,
Washington, June 10, 1923,
Hon. JaAmEs (CoUzENS,
Washington, D, C.

DEAR Sexator Couzens: At the time the case of the Mellon National Bank
of Pittshurgh was under discussion by the coramittee to investigate the Bureay
of Internal Revenue, you requested to be advised as to what the practice of
the bureau had been in regard to the affiliation tor the year 1917 of natlonal
banks and trust companies. In the cases listed below the bureau has ruled as
it did in the case of the Mellon National Bank that trust companies and
national banks are not affiliated for the year 1017 for the reaxon that they are
not engaged in the same or closely related business:

Hibernin Bonk & Trust Co, (parent), Hihernin Safe Deposit Co., HHbernia
National Bank, all of New Orleans, La. Ruling dated December 3, 1923.

First National Bank (parent), National Credit & Investment Co., hoth of
“Vatley Falls, Kans. Ruling dated October 28, 1922,

First National Bank (parent), Security Loan & QGuaranty Co., both of
Aecymour, Wis, Ruling dated June 19, 1920,

#irst National Bank of hqtherville. Iowa (parent), Provident Savings
Baitk. Ruling dated December 13, 1522,

Yodeste Bank (parent), Modeste Savings Bank, both of Modoste, Calif,
Ruling dated November 24, 1924.

Farmers National Bank (parent), Stickney Investment Co., both of Long-
mont, Colo. Ruling dated Octeber 22, 1922,

I shall appreciate it if you will have this letter embodied in the proceed-
ings of the committee,

Sincerely yours,
D. H. Brams, Commissioner.

SENATE COMMITTEE INVESTIGATING
BUEEAU oF INTERNAL REVENUE, INCOME Tax UNI7,
July 20, 1923,
To: Mr, L. C. Manson, general counsel
From: Geo. G. Box, chief auditor
Subject: Mellon National Bank and Kerr-Turbine Co.

The receipt i3 acknowledged of your memorandum of the 17th iustant, trans-
mitting copies of answers of the Commissioner of Internal Revenue in the
Kerr-Turbine Co, and Mellon National Bank cases, on which you request my
comments. '
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UNION TRUST €0, MELLON NATIONAL BANK, UNION BAVINGS BANE

It is noted that the committee was referred to several cases in which national
banks were not afiiliated with trust companies, safe-deposit companies, savings
banks, ete, It is also noted that in all of the cases referred to in the com-
missioner’s letter the decisions affected concerns in relatively small com-
munities; or, in other words, no cases were clted affecting national banks,
trust companies, and savings banks in any of the largest cities of the United
States. This may have no significance, but I assume the same conditions as
-existed In the case of the Unton Trust Co., Mellon National Bank, and Union
Savings Bank in Pittsburgh existed in New York, Chicago, Phlladelphiu, and
.other large cities of the country.

In my opinion the decision arrived at by the Income Tax Unit that a national
bank, a trust company, and a savings bank are not engaged in the same or a
-closely related business within the meaning of section 1331 of the revenue act
of 1921 is ridiculous, It is strange, indeed, that a matter of such importance
as the Interpretation of this clause of the above-mentioned section was never
decided by the solicitor or the committee on appeals and review. (This con-
clusion i8 reached from a seurch of published decislons.)

*

KERRB-TURBINE €O,

From the examination of the returns of this concern it is very evident that
the resclution of the board of dlrectors which provided for the payment of
commissions to the officers was for the purpose of taking advantage of deduc-
tions of the accrued commissions from its gross.income und was framed in
such language that the officers had no right enforceable &t law to collect the
-same,

The resolution states that the commnissions are to be drawn “only when in
the opinion of the directors the financial condition of the company will permit.,”. ¥
In other words, although the financial condition of the company was such tha¢- a
the commissions could be paid, yet 1f Merrill, the president, who domfinated,
the norporation, did not desire to pay the commissions he could have withheld - f
them a8 loag as he held control.

Undoubtedly the resolution was passed for the purpose of accomplishing
what the report shows it did accomplish, viz, to allow the corporation to
-deduct from its gross Income large amounts representing accrued commissions
which were never paid to its officers.

The answer of the commissioner does not explain the erroneous handling

«©f this case.
Geo. G. Box, Chief Auditor.
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‘Mr. Covzexs, from the Select Committee on Investigation of the
Bureau of Internal Revenue, submitted the following

PARTIAL REPORT

[Pursuant t¢ S, Res, 168, 68th Cong.)

Under Senate Resolution 168. Sixtv-cighth Congress. First Ses-
gion, adopted March 12, 1924, your special committee was appointed
.and directed to investigate the Burean of Internal Revenue and
.report its findings together with recommendations for corrective
legislation.

his committee could not complete its --ork prior to the expira-
tion of the Sixty-eighth Congress, and was authorized to continue its
investigation after March 4, 1925, by Senate Reso'ntion 333, Sixty-
eighth Congress, second session, adepted February 26, 1925,

%y the terms of Senate Resolution 333, this committee was re-
_quired to withdraw its representatives from the offices of the Bureau
.of Internal Revenue and cease holding hearings on June "1, 1925,
‘and was not permitted to withdraw any original papers from the
bureau after that date. The only files or papers of the burean which
this committee or its agents have been permitted to examine since
June 1, 1925, are such as were requested prior to May 15, 1925.

The above mentioned limitations upon the authority of this com-
mittee have prevented the investigation of many subjects and cases
which would have been investigated but for such limitations.

Hisrory aAND Scorr oF INvesTIGATION

- This committee first held hearings from March 14, 1924, to April
9, 1924. It became apparent that the nature of the work of the
Bureau of internal Revenue, particularly the work of the Income
Tax Unit, is such that no satisfactory investigation could be con-
ducted without legal, engineermg, accounting. and clerical assist-
ants. The employment of such assistants was authorized by Senate
Resolution 211, agopted April 22, 1924,
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Thé organization of a staff of assistants, under Resolution 211,
was commenced in August, 1924, Hearings were resumed on No-
vember 20, 1924, and were held almost continuously until June 1,
1925. Since June 1, 1925, the staff of the committee has been en-

ged in the examination of copies of records called for prior to
ﬁuy 15, 1925, and in the preparation of data for the committee’s

report.

Ii‘hree general lines of investigation have been pursued by this
committee.

1. The administration of the prohibition laws have been inves-
tigated. A separate report will be made upon the investigation of
prohibition.

2. A statistical investigation has been made to ascertain the cause
of the marked year to yeer variation in taxable income, particularly
in the high-tax brackets, and the extent to which income is escaping
tax. The results of this investigation will be the subject of a sepa-
rate report.

3. The administration of the income and estates tax has been
investigated. The attention of the committee was especially directed
to the fact that large mining, oil, and manufacturing corporations
were cscaping taxation through tremendous deductions for deple-
tion and the amortization of war facilities. These abuses, having
been called to the attention of the committee during its early hear-
- ings, became the first subjects of inquiry by the committee’s staff.

The subjects of amortization of war facilities, depletion, the valua-
tion of natural resources for depletion and invested capital purposes,
compromises, organization, and procedure have been thoroughly
mvestigated.  Considerable information has been obtained on pub-
licity of rulings, invested capital, special assessments, depreciation,
deduction of losses and taxation of capital gains. Many sub-
jects within the jurisdiction of the audit divisions have not been
covered because of the termination of our authority.

This report covers the results of our investigation of the admin-
istration of the income tax upon those subjects which this commit-
tee believes require the immediate attention of Congress. This re-
port will be supplemented by a subsequent report on income and
estates tax administration. ' ‘

In addition to a statement of the facts, our conclusions and the
reasons therefor, this report contains various suggesticns for rem-
edial legislation. As four of the five members of this committee
are also members of the finance committee, which will doubtless
consider this same subject matter, it is nct deemed advisable that
this committee finally commit itself to any definite legislative pro-
posals. The recommendations for remedial legisilation, contained
in this report, are therefore to be considered as recommendations,
which this committee considers worthy of serious consideration
by the finance committee and by the Congress.

SUMMARY OF IFINDINGS

The findings of this committee upon the subjects covered by this
report, may be briefly summarized as follows:
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DISCOVERY DEPLETION

Discovery depleticn is an exemption from taxation upon real-
ized increment in value; not enjoyed by other mxliayers. Upon a
tax rate of 1214 per cent; this-exemption to the oil industry alone
amounts to approximatery $37,500,000 annuaily, and during the
high-tax period it was correspondingly greater. But a minor part
of this exemption is received by the wildcatter or prospector for
whose benefit it was intended. The major portion of this exemp-
tion goes to the large oil-producing companies, which also deduct
the prospecting and developing expense, intended to be offset by
discovery depletion, from income as operating expense. )

The regulations governing discovery depletion do not confine this
exemption to the discovery of new deposits, but permit the blanket-
ing of known pools of oil with discovery values, to be depleted, free
of tax. . ‘

The statutory limitation of the value to be depleted, to that evi-
dent on the date of discovery or within 30 days thereafter, is ignored
by the Commissioner of Internal Revenue, and indefinite periods
of time are allowed, within which to fully develop values, to be
deducted from taxable income as discovery depletion.

I\ is very clear that the purpose of the provision for discovery
depletion was to stimulate prospecting for new deposits of mineral
and oil, yet the allowance of discovery depletion is rot confined to
the taxpayers who discover new deposits of mineral or oil, nor to
depcsits discovered since March 1, 1913, but is allowed to taxpayers
who develop discoveries made by others, and upon deposits known
to «xist prior to March 1, 1913,

DEPLETION OF VALUES DETERMINED BY ANALYTIC aP2RAISALS

Analytic appraisals, which determine values te be depleted by dis-
counting estimated expected profits, are too elastic and leave too
much to the judgment of individual engineers to Le suitable for
taxation purposes. An amendment of the law is required to per-
mit the substitution of a more suitable method. A substitute method
is described herein.

There has been a growing tendency, on the part of authorities
in the Bureau of Internal Revenue superior to the engineering val-
uation sections, to set aside sound determiunations of values to be-
depleted, and to substitute excessive values, based upon analytic
appraisals, in which the value of manufacturing and sales profits are
attributed to ores in the ground. This practice is forbidden by the
regulations, but the regulations are heing so generally ignored, in
this respect, that an amendment to the law is considered necessary
to prevent further discrimination.

he valuation engineers of the Income Tax Unit have found that
tentative valuations of copper and silver mines were grossly ex-
cessive, due to the use of excessive estimates of prospective profits,
to the use of inadequate discount rates, and to plain mathematical
errors in analytic appraisals. The erroneous valuations of copper
mines have been corrected, as to 1919 and subsequent years, but have
been permitted to stand for the years of 1917 and 1918, The Com-
missioner of Internal Revenue has refused to permit the correction

CEH

T
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of errors found to be common to 2ll the silver mine valuations. The
loss of tax due io these erroneous valuations is estimated to be
approximately $60,000,000. '

ADMINISTRATION OF DEPLETION

In the valuation of oil properties there appears to be no system,
no adherence to principle, and a total absence of competent super-
vision. Numerous cases were called to the attention of the committee
in which values, varying by more than 100 per cent, are made the
basis of depletion allowances to the owners of undivided interests
in the same oil property.

The practice of setting aside valuations, made by valuation engi-
neers, without giving them an opportunity to be heard, has lead to
highly discriminatory, and in some cases, absurd results.

recedents established by such rulings have had a marked tendency
to disorganize the work of the valuation sections and make it diffienlt
to keep valuation work on a sound basis.

So little supervision has been exercised by the Commissioner of
Internal Revenue over valuation work. and the procedure in force
renders it so difficult for the chiefs of valuation sections, directly
responsible for this work, to communicate with the commissioner,
that practically all discretion as to valuations, vested by law in the
commissioner, %;as in fact been exercised by the head of the engineer-
ing division. :

Ir. S. M. Greenidge has been the head of the engineering division
of the Income Tax U'nit during the most of the period covered by
this investigation. Mr. Greenidge appears to be ill informed as to
the work under his jurisdiction, incompetent, and generaily unfit
for any position in the Government service requiring the exercise

of engineering ability and sound discretion.
* There appears to be a growing tendency by authorities superior
to the appraisal section chiefs to make a production record regardless
of principle and to give persistent and influential taxpayers anything
required to reach a settlement. :

i AvorrizaTioNn oF War Faciuiries

The allowance of tax-free deductions from income, for the amorti-
zation of the war facilities of manufacturers and miners, is a subject
whirh demands the immediate attention of Coniress.

The magnitude of this subject is shown by the following figures:

| Number |

. ! of claims | Total amount

e e e e 'l - .
Amortization allowances to Apr. 30, 1025 .. ... iiiciiiiiiaiaan | 8,334 $506,034,813.26
Amortigation claims pending but not acted upon on Apr. 25, 1925............. : 178 1 75,171,160.87
POl - .o ooooceeeeer o eeee e eeeeennmmneemeamnmmnmnnnenees . 3,512 | 672,105,983.13

All amortization allowances exceeding $500,000 have been reviewed
by the committee’s staff and improper allowances in this class alone
appear to amount to $210,665,360.40. The tax on about two-thirde
of this amount can be saved to the Government by prompt action
of Congress.
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Notwithstanding the tremendous amounts involved, the regula-
tions have contained no adequate statements of the principles to be
observed in determining amortization allowances. No ruling or
instructions for the guit%nnce of either the engineers of the Income
Tax Unit, or taxpayers, were published until after the expiration
of the time tixed by law for the redetermination of claims. The
only published ruling of the solicitor on this subject, prior to October,
1925, has been completely ignored, and there has been a total lack
of supervision over the work of the engineers of the Tncome Tax
Unit engaged in passing on amortization claims.

The ‘ﬁli ure to observe any well-defined principles, as to either
the kind of property, the cost of which is amortizable. or in measur-
ing the allowance, has resnlted in the grossest kind of discrimi-
nation among taxpayers,

The improper amortization allowances are principally upon facili-
ties, which have been retained in postwar use by taxpayers, and
in many cases such allowances are in addition to allowances cover-
ing all ioss due to reduced postwar replacement value.

These allowances are predicated upon the assumption that all
manufacturing capacity, above the average requirements of 1921,
1922, and 1923, but required to meet the irregularity of month-to-
month and year-to-year demand, required to participate in the profits
of the years when demand is greatest and profits are highest, required
to replace older facilities as they wear out, and required to meet
the expansion of a growing business, represents a total, permanent,
capital loss properly attributable to the war years.

In many cases amortization has been allowed on the theory that
manufacturing capacity, created by war expenditures, constituted
a useless surplus, notwithstanding the fact that the taxpayer had
increased his war capacity by postwar expenditures. Postwar
expenditures, to increase capacity held to be a useless surplus, have,
in all cases, been ignored.

While the purpose of the amortization provision was to encourage
the acquisition of facilities for the production of war necessities. a
Jarge part of the allowances are upon facilities acquired by contract
entered into before April 6, 1917. ’

" Amortization has also been allowed on pre-war facilities, in full
operation on April . 1917, because they were transferred from a
corporation to its subsidiary or by a group of corporations to a
consolidation without any real change of ownership or increase of
capacity for war production.

There has been gross discrimination in arbitrarily allowing amor-
tization for reduced postwar cost of replacement in some cases and in
denying it in others similarly situated, in allowing amortization to
some transportation companies, while it is generally denied others,
and in allowing amortization on land.

The committee was furnished a list of all amortization allow-
ances passed by the amortization engineers of the Income Tax Unit
to and including April 30. 1925. Thre engineers’ reports on all cases
in which the total allowance exceeded $500.000 have been examined
by the committee’s staff. A statement of the amounts involved in
each of these cases is appended at the end of this section of their
report.
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COMPROMISE OF TAXES AND PENALTIES

It has been the consistent policy of the Commissioner of Internal
Revonue to eoxceed the authority delegated to compromise taxes,
The commissioner, in compromising taxes, has followed the policy of
giving the unsecured creditors and stockholders of insolvent cor-
porations precedence over the Government’s claim for taxes.

As administered by the Commissioner of Internal Revenue, the
fraud penalty fixed by Congress is never enforced, tut is treated as

a maximum penalty.

REFUNDS, CREDITS, AND ABATEMENTS

o

Tax refunds amounting to $459,090,825 were made by the Bureau
of Internal Revenue from July 1, 1921, to April 30, 1925,

The refunds, credits, and uﬂatements exceedin;y $230,000 aggrre-
gate $171,646,416.59. An analysis, based upon the ground of allow-
ance, is given in this report. This analysis shows that the two
principal grounds for these allowances are increased allowances for
invested capital and taxing by special assessments. These two
grounds account for $73,842,115.35, or 43.04 per cent of all the
refunds, credits, and abatements exceeding $250,000.

A list of refunds, credits, and abatements exceeding $1,000,000,
which aggregate $85,929,697.99, is contained in this report at
page 195,

INVESTED CAPITAL . ND SPECIAL ASSESSMENTS

Invested capital was the basis of the war profits and excess profits
taxes. The special assessment provisions of the law provided for the
determination of the tax, by comparison with the tax paid by repre-
sentative concerns in the same industry, in cases where invested
capital could not be determined or where the taxpayer suffered a
special hardship by abnormality in income or invested capital.

While these subjects do not appl%rI to taxes now being imposed,
they are of present importance as the principal basis of enormons
refunds, credits, and abatements. The Iimitation upon the authority
of this committee did not permit a thorough investigation of these
subjects. Such investigation of these subjects as was made showed
that it is the consistent policy of the Bureau of Internal Revenue
to ignore the limitations upon invested capital and the application
of special assessment contained in the 1917 act, and that, in the
administration of the 1918 and subsequent acts, most unsound prac-
tices are being generally followed.

The principal administrative difficulties incident to invested capi-
tal and special assessment are due to the failure to observe the plain
provisions of the law.

DIVISION HEADS SUPREME

The practically unlimited discretionary power vested in the Com-
missioner of Internzl Revenue is actually exercised by the division
heads. These division heads are governed by no adequate rules
or instructions, and vnless a taxpayer is dissatisfied with the de-
termination of his tax, or unless a refund exceeding $50,000 is in-
volved, there is no review of the work done under a division head.
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Under the procedure of the Bureau of Internal Revenue there is
no way for any tax determination which is satisfactory to the tax-

ayer and which does not involve a refqnq of $50,000 or more to
be brought to the atten_tion of the Cemmissioner of Internal Reve-
nuc or any other superior of a division head, except by the protest
or complaint of a subordinate of such division head.

All communications from subordinates of division heads to su-
periors of division heads are forwarded through the division heads.
Communications from section chiefs to the commissioner and solici-
tor relating to official business have been suppressed. It is the policy
of the income tax unit to discourage complaints and protests by
subordinates. This policy leaves the division heads supreme and
their superiors in ignorance of how the law is really administered.

PUBLICITY OF PRINCIPLES AND PRACTICES

Many of the principles, practices, methods, and formulas applied
in the determination of tax have never been reduced to writing,
and only 1514 per cent of the formal written rulings applicable
to income taxes have been published.

This failure to promulgate and publish the principles and prac-
tices to be followed in the determination of tax liability has had
the following results:

1. Information for the guidance of the employees of the income
tax unit is so incomplete that gross discrimination results from
the failure to apply uniform principles to similar cases. .

2. Taxpayers, in many instances, have failed to claim allowances
granted others similarly situated.

3. To secure the benefit of unpublished precedents, taxpayers are
forced to employ former employees of the income tax unit to advise
and represent them in tax cases.

4. Their exclusive possession of information as to the unpublished

recedents and practices of the income tax unit has placed an arti-
gciul premium upon the value of the services of ex-employees which
enables them to demand and receive immense fees for information
which should be freely available to everybody.

5. This artificial premium, thus placed upon the exclusive infor-
mation possessed by the employees of the Income Tax Unit, and the
opportunity thus afforded for highly lucrative outside employment,
is the cause of the extraordinary turnover among the employees of
the unit and of the difficulty experienced by the unit in retaining the
services of competent employees at salaries within the range of the
salaries paid by the Government for comparable service,

6. The failure to consider closed cases as precedents and to pub-
lish the principles and practices followed in closed cases as prece-
dents has deterred the formation of a body of settled law and prac-
tice. The unsettled state of the law and practice has encouraged
the filing of claims for allowances and require the constant redis-
cussion and reconsideration of questions, which should be settled by
precedents established by closed cases. -

.. (. The fact that a ruling will be published, and the benefit of
its principles claimed by taxpayers similarly situated, is the strongest
possible deterrent against making unsound rulings.
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8. During the course of the hearings there has been a great deal
of evidence tending to show that it is the policy of the bureau to
fix taxes by bargain rather than by principle. Rulings based vpon
bargains can not be published as precedents. The best and most
persistent trader gets the lowest tax and gross discrimination is the
mevitable result of such a policy.

PUBLICITY OF RECORDS

The unsatisfactory conditions developed by this investigation are
the inevitable result of the delegation of aliost unlimited discretion
to be secretly exercised. It is believed that but few of the unsound
settlements to which attention has been called would have been made
if it were not for the belief that they would never become public.

While the objections to throwing the records of the Income Tax
Unit open to the public are recognized, the necessity for the oppor-
tunity for some outside scrutiny is imperative. ]

Congress in imposing a system of taxation the administration of
which necessarily involves the exercise of so much discretion assumes
some duty to the public to see that such discretion is not abused.

CAUBES OF DELAY IN DISPOSBAL OF CASES

This investigation discloses that the principal causes of the delay
in the disposal of old cases may be stated as i%llows:

1. Bargaining with taxpayers instead of assessing taxes in accord-
ance with published precedents.

2. Innumerable conferences incident to the bargaining policy.

8. Granting innumerable extensions of time for furnishing infor-
mation required to determine the validity of deductions.

DerLerioxn axp Varuvarion or Narurar Resources ¥or DEPLETION
AND INvesTED CariTal PURPOSES

The determination of proper allowances, as deductions from tax-
able income, to cover the depletion of mines, oil and gas wells, and
other natural deposits is one of the most important as well as one
of the most tronblesome questions involved in administering the in-
come tax law. '

The importance of the matter of depletion allowances is shown
by a comparison ¢’ the net taxable incomes of taxpayers in the
mining and oil industries, with the depletion allowed “as tax-free
deductions from income. No statistics of depletion and other de-
ductions are prepared by the Bureau of Internal Revenue, but from
the several sources hereinafter stated statistics have been prepared
reflecting the effect of depletion allowances upon net income and
the im;i)ortance of the determination of such allowances upon a
proper basis.

SPECTAL EXAMPLES OF DEPLETION

The enormous deductions either allowed or claimed in certain
cases are astounding and bring out more clearly than any argument
the need of proper regulation of this matter. The figures speak
for themselves and will be given in three groups as in the case of
our general statistics, inasmuch as they are taken from the same
three sources.
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Individual cases of depletion

A8 FOUND ON SPECIAL ASSESSMENT RECORDS

Tuxable

net income | epletion

Industry I Year

OIL PRODUCERS '

tiumble Oil & Refining Co $1, 196, 961 | &3, 556, 505

Magnolia Petroleum Co. . ... ........ 9,050, 576 | 15,040,724
South Penn Ol Co......._ | 2,280,141 | 2,166,621
MeMark Oll & Gas Co. 227,000 04, 015
GIlNA OM oo et 1,538,607 | 3,283,680
COPPER MINES )
Calumet & Hecla Mining Co- .o oo COIE 1 3,713,207 | 1,701,756
Mohawk Mining Co...._...._ ... .. ececrvecannann L0 i 416,042 426, 981
IRON MINES
Wokefleld Ivon Co. e v 1918 625,026 574,036

FROM FIGURES SUPPLIED BY THE ASSISTANT COMMISSIONER

COFPER MINES !
Chino Copper Co........... . 1918 | $2,963, 530 ; $3, 667, 004
Kennwol{) ‘og rCo.....o..... 1918 8,221,218 ' 8, 522,64
1918 153,208 | 4, 385, 200
Co. 1918 9, 807,735 | 10, 304, 919
1019 142,828 1+ 1,277,085
Inspiration Consolidated Copper C 1019 | 1,806,156 2 208,323
M a Copper Co. .. _.cvnnnn. .. 1919 122,041 . 460,634 .
Phelps-Dodge Corporation 1019 | 2,835 888 ' 3,800,228
Utah Copper Co......_ ... 1918 2,718,051 © 3, 545,660
Miami Copper Co to1920 962,324+ 1,807,483
!
Cingo Minas Co. ... .o i 1917 177,988 447, 532
L N 1018 278, 6519 470,780
Alvarado Mining & Milling Co 1918 102,870 377,883
Nevada Wonder Mining Co. ... ..oooioiiiiinins 1918 82,284 | 103,078
New York Honduras Rosario Mining Co......._......... 1918 75646 324,750
Tintic Standard Mining Co. .o cineceenns 1918 151,177 317, 169
Cineo MInos 0. .. ..o e 1919 51,2051 608,014
ZINC MINES } (
i }
Butte & Superior Mining Co..ue oo .., 1917 444,337 . 1,674,509
Nordhoii 050 Cuernn cvevnnnannn. 1917 94, 661 ' 195,484
Butte Copper & Zinc Cooeovne i . 1918 92,503 - 518,285
Golden Rod Mining & Smelting Co...o.oonenne.... 118 y i 811,648
Montreal Mining Co..oovvnviveeiiiiiaaans . 1918 | 85, 197 250, 860
Oklahoma Woodchuck Zine Lead Co 1919 104,911 174,830
Underwriters Land Co.....oveevninnnn i cneees . 1919 57,951 125, 838
1
LEAD MINKS ‘ '
Caledonia Mining Co W17 | 467,503 | 736,660
Hecla Mining Co..... 1017 952, 874 | 3,147,331
Hercules Mining Co 97 1,141,368 | 2,642,077 !
Hecla Mining Co. .. 1918 1,001,746 | 1,119,133 !
Hercules Mining Co-. 1818 420,463 | 1,662,771
Caledonia Mining Co.... 1920 91,005 158,
Hecla Mining Co_.......... 1920 144,921 508, 459 |
Hereules Mining Co 1920, 241,965 964, 056 |
IRON MINES § |
Port Henry Iron Ore Cooo o oo crenccnrns 1918 . 96, 528 134, 496
Witherbee Shorman Co. ! 70,815 293, 745
Verona Mining Co........_...... i 7, 511,442
Witherbee Sharmas Co......... i 174,504 75 |
ort Henry Iron Ore Co......... ! 67,404 144,751
Verons Mining Co..avovvenennnen | 282, 452 421, 512
Port Henty Iron Ore Co.. 85, 106 140,105
Verona Mining Co........ « 312,865 438,870
Witherbee Sherman Co..... i 75,371 656, 1

3. Rept. 27, 6812

Per cont of
depletion
to net
income

207,13

437. 34
213.40

45. 83
102. 63

1
2A7.15

1567, 54
120,41
231, 56
105. 40
387,17
172,13
350. 85
400,08

139.33
1, 265, 66
896,34
364, 14
214.75
149.23
164.45
140,27
871.50



10 INVESTIGATION OF BUREAU OF INTERNAL REVENUE

. Individual cascs of depletion—Continued
FROM FIGURES sUPPLIED BY THE ASSISTANT COMMISSIONER--Continued

! Taxabl Moot ot

'aauble apletio

Industry Year | o0 ,’;mme Depletion tg “m“

| income

OIL PRODUCERS l

Gulf 0il Corporation and subsidiaries. ... ...ooeeeno o, 1018 | $7,817,988 1$13,900, 112 177.87
Cosden & Coo i .. 1019 2,353,015 | 2,533,278 107,66
QGuit Ol Corporation and subsidiaries. 1019 3,300,381 | 14,807,423 448, 68
Humble Ol & Refining Co........... 1920 5,712,708 | 5,053,634 104, 22
Gilliland 01l Co, 1920 1,539,608 | 3,202,057 2119

INDIVIDUAL CASBES OF NEPLETION A8 CLAIMED BY TAXPAYER ON 123 TAX
RETURNS

| Taxabl Hoptetion!
‘axable oplotion
Industry i et {ncomo Depletion to net
' income
OIL AND GAS PRODUCERS :
Union O & GBS COuunnnoe ettt eemmmmmn i $94,0206 | $800,033 7. 11
Ro0dWin-BArclayY Co...en.e e cevevececrmesssinannenecnsann | 87,607 106, 808 121. 91
GQodfrey L. Cabot.... ... .0 . .l 2l I ¢ 86,044 | 314,588 363.08
Lowis QI Co. o e e eenenmimnaneames oo ammnns | 66, 263 303, 116 457, 4
CHE Potrolotiill Co..oo oo eemevvmneenememmmneenmomnnenomanencaenn- i 72,038 288, 805 390, 22
O1l 8tate Potroleum Co. ... eeeccceeeeeeemecemmasmacanen | 133, 695 200,713 207, 4
IRON MINES |
Wysox Iron Co...ooooemececeaaaees e mem——————————————————— I 87,861 78,026 114.98
2INC MINES
Commerce Mines & ROYAIbY . ov e v e v iaemearaeneemsoeemnans 677,177 954, 800 141.00
COPPER MINES
UtaR COPPOr COuvnnnneseioasmsnc e ccescc e eoememan ee—————- 1,114,110 | 6,621,199 594,30
YIMBER COMPANIES
Bearboro Safrit Lummber Co. oo cneacanana 83,346 70,008 131,23
LaenGinghaus Lumber Co.. 55,715 148, 084 265,79
Blackwood LUumber Co.......eeneneeeccmeecen ceeccemccecceemane 71,705 97, 101 136. 54

Wken it is considered that depletion is a book deduction often-
times on a fictitious discovery valuation, or a value as of date of
organization based on a stock transfer, then the above figures must
show of themselves the very great importance of this matter of
depletion at tie present time, as well as in old tax cases.

his committee has made an extensive investigation of the opera-
tion and administration of the provision of the law providing for
deductions from income for the depletion of oil and gas wells, mines,
and other natural deposits.

Statvrory Provisions

The 1913 and subsequent acts taxing incomes recognize the fact
that the capital invested in mineral oil and gas and other natural
deposits and in the standing timber is consumed in the operation
of recovering and selling such natural resources as merchantable
products. To determine the net profit derived from such property
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to be taxed as net income the law therefore makes provision for
the deduction of a reasonable allowance for depletion.

The revenue act of )24 provides as follows: ,

sece. 214 (a). In computing net iucome there shall be allowed as deduetions @

(#) In the case of mines, oil and gas wells, other natural deposits, snd
timber, & reasonable allowance for denletion and for depreciation of improve-

pments, according to the peculinr conditions of each case; <uch reasonnble
allownnee in all cases to be muade under rules and regulittions to be preseribed
by the commissioner, with the approval of the Secretary. In the case of
leases the deduetion allowed by this paragraph shall be equitably apportione:l
between the lessor and lessee,

The basis for determining the amount which is to be depleted
is provided in section 204 of the revenue act of 1924, which pro-
vided as follows:

SEc. 204 (c). The basis upon which depletion * * * are to be allowed
in respect to any property shall be the same as is provided in subdivision
¢a) or (b) for the purpose of determining the gain or loss upon the sale or
other disposition of such property, except that in the case of mines, oll and
gus wells, discovered by the taxpayer after February 28, 1913, and not ac-
quired as the resnlt of a proven tract or lease, where the fair market value
of the property is materially digproportionate to the cost, the basig for deple-
tion shall be the fair market value of the property ¢t the date of discovery
or within thirty days thereafter; but such depletion allowance based upon
discovery value shall not exceed 50 per centum of the net income (computed
without allowance for depletion) from the property upon which discovery
wits nmade, except that in no case shall the depletion allowance be less than
it would be if computed without reference to discovery value.

The provisions of subdivisions (a) and (b) cover property ac-
uired by purchase, gift, exchange, and by transfers in trust. For
the present purpose, it is only necessary to consider the basis used
in determining the depletion allowance for property acquired prior
to March 1, 1913, and for property acquired by purchase since
February 28, 1913,

1. In cases where discovery depletion is not allowable, and the
property to be depleted was acquired prior to March 1, 1913, section
204 (b) provides that the basis for determining depletion shall be
either the cost of such property, or its * fair market value ” on March
1, 1913, whichever is greater.

2. In cases where discovery depletion is not allowable, and the
property to be depleted was purchased subsequent to February 28,
1913, section 204 (a) provides that the basis for determining deple-
tion shall be the cost of the property.

3. In cases where discovery depletion is allowable, the basis for
determining depletion is the fair market value on the date of dis-
covery, or within 30 days thereafter.

SPREAD OF DEPLETION

The cost or market value, as the case may be, as of the basic date
agplicable to the gase, is divided by the number of recoverable units
of mineral, oil, timber, or other deposited material, estimated to be
within or upon the property on the basic date, to determine the de-
pletion unit. This depletion unit is multiplied by the number of
units sold or produced during each year, to determine the depletion
sustained during that year. The capital sum to be depleted is re-
duced each year by the depletion sustained.
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In case of capital additions subsequent to the basic date, the cost
«of such additions is added to the capital sum to be depleted, and the
-estimated units in any acquisitions are added to the estimated re-
maining units in the original deposit. The increased capital sum is
then divided by the increased estimated units, to determine a new
-depletion unit.

he depletion allowable, as a deduction from the income of any
year, is tﬁ)e depletion sustained during that year, except in the case
-of discovery depletion, the deduction, under the 1924 act, can not
exceed 50 per cent of the net income computed without regard to
«depletion.

hen the depletion sustained equals the value set up as subject to
-depletion, no Rn‘ther depletion is allowable as a deduction from
income. .

As is shown in the discussion of the United States Graphite Co.
and the Celite Products Co. cases., at page 60 hereof, the alterna-
tive basis, provided by article 211 of Regulations 63 for determinirg
‘the depletion deduction by multiplying the depletion unit “ by the
number of units sold or produced within the taxable vear” leads to
«contradictory results.

The determination of depletion allowances is a function of the
engineering division of the Income Tax Unit. This work during
the period covered by the investigation was divided among five sec-
tions of the engineering division, each of which is in charge of a -
section chief.

Depletion allowances for metal mines, such as silver, copper, lead,
zinc, iron, etc., are determined by the metals valuation section, of
‘which Mr. John Alden Grimes is chief.

Depletion allowances for coal mines are determined by the coal
-valuation section, of which Mr. R. C. Davis is ¢}

Depletion allowances for timber are made by ¢ timber valua-
tion section, of which Mr. E. B. Tanner is chief.

Depletion allowances for nonmetal deposits, such as sand, gravel,
stone, clay, graphite, phosphate, etc., were determined by the non-
metals valuation section, of which Mr. J. H. Briggs was chief until
the consolidation of that section with the metals valuation section
under Mr. Grimes. i

Depletion allowances for oil and gas wells are determined by the
oil and gas valuation section, of which Mr. W. W. Thayer was chief
until he recently resigned.

The work of all of these sections comes under the jurisdiction of
the head of the engineering division. Mr. 8. M. Greenidge was
head of the engineering division during the most of the period cov-
ered by this investigation, and Mr. C. C. Griggs was assistant to Mr.
Greenidge.

Neither this committee nor its staff have found anything to criti-
cize in the work done under Mr. Grimes, Mr. Davis, Mr. Tanner, or
Mr. Griggs. In so far as the work done by these ‘section chiefs and
the engineers under them has not been interfered with by their
superiors, it is found to be in accordance with sound principles.

everal cases have been called to the attention of the committee,
in which these sections have been overruled, and determinations made
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which are not only unsound and discriminatory, but which, as
precedents. will prove troublesome. as tending to upset the sound
principles which have been observed in these sections.

New Excrnaxp fayve Comprany

‘The deteymination of depletion in this case, wade by Mr.
C. C. Griggs, assistant head of the KKngineering Division, over the
protest of Mr, J. H. Briggs, who was assistant chief of the nonmetals
section when this case was settled, violates every provision of the
Iaw and regulations and every principle governing depletion allow-
ances,

The property in question consists of stone quarries, acquired prior
to March 1. 1913. No valuation was made for depletion purposes.
This taxpayer was given a flat deduction of 6 cents per ton deple-
tion, on the theory that this would amount to about 1 per cent of,
the income. Az depletion is not based upon any value to be depleted,.
this allowance will go on for all time until the property is exhausted.

While the settlement made with this taxpayer allowed it to deduct.
depletion from income, on the theory that the stone quarried and
sold consumed 1913 capital, this settlement also provided that the .
invested capital of the taxpayer should not be reduced by the deple-
tion allowed as deduction from income. ‘Thus for income purposes,
the capital was considered to be reduced by current operations, but
for invested capital purposes, the capital was considered to be un-

affected by operations,
Uxsrren Verne Lxrexsion Mixixg Co,
(31873196, 3406-3499)

Under a final agreement under section 1312, entered into by the
Commissioner of Internal Revenue, with the approval of the Secre-
tary of the Treasury, on January 24, 1924, this company was allowed
illegal deductions from its 1917 income amounting to $2,762,284.97..
which relieved it of an additional assessment for 1617 of $721,260.82..

This action was taken upon the recommendation of Mr. Bright,
Deputy Commissioner of Internal Revenue, in charge of the Income-
Tax Unit, and Mr. Greenidge, head of the engineering division. At
the time Mr. Bright and Mr. Greenidge recommended this action,.
they were fully informed as to all the facts in the case.

'The illegal deduction, above referred to, consisted of an excessive:
allowance for depletion of $2,265,756.33, an allowance for develop-
ment cost, which should have been capitalized and returned through.
subsequent depletion of $461,407.50, and two other items amounting
to $35,121.14.

The Urited Verde Extension Mining Co. was organized in June,.
1912, with an authorized capital of $750,000, consisting of 1,500,000
shares of the par value of 50 cents per share. The property was
acquired during June, 1921, in exchange for 1.050,000 shares of the:
capital stock. The sale of 450,000 shares of the stock at this time-
at 50 cents fixed the value of the stock at par. On this basis the:
cost of this property was determined by the engineers of the Income:
Tax Unit to be £525.000,
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When this pro?]erty was acquired by this taxpayer, it was a mere
rospect, in which exploration work had been going on since 1588,
i the hope of finding an extension of the ore body of the United
Verde mine, which adjoined it. Exploration work was continuel
by the taxpayer until 1915, when an immensely rich ore body was
discovered. Between the acquisition of the property in June, 1912,
and the discovery of the mineral in 1915, nothing developed which
could effect the value of this property.

For 1915 and 1916 depletion was based upon the cost of $525,000.
In its return for 1917 this taxpayer claimed a deduction of $461,.
407.50, as its development costs up to that time, and depletion
amounting to $2,301,296.48. This return was filed in March, 1918,
It was not until the fall of 1919 that a valuation force was organ.
ized in the Burcau of Internal Revenue, and in June, 1918, a tenta-
tive assessment of a tax of $2,123,809.55 was made by the tax ad-

gVisory board. This tentative assessment was based upon the net
income as reported by the taxpayer.

In November, 1919, when the Bureau of Internal Revenue under-
took to examine depletion claims, this taxpayer was called upon to
furnish information to substantiate its depletion deductions. On
November 25, 1919, the taxpayer formally claimed a depletable value,
as of March 1, 1913, of $40,000,000 on 2,000,000 tons. As the ore was
not discovered until 1915, there was no ore value in sight on March
1, 1913. The taxpayer evidently recognized this fact, because on
June 7, 1918, it filed a claim for a depletable value of $40,000,000,
based on discovery value as of December 31, 1916, of $39,546,137.50
and development cost of $453,562.40.

On February 25, 1919, discovery value, to be depleted in 1918
and subsequent years, was allowed at $30,652,379, and depletion was
allowed on cost of $525,000 for 1916 and 1917.

The result of this action was to reduce the deductions, and in-
crease the 1917 income of this taxpayer by $2,762,284.97, and on Jan-
uary 24, 1923, the taxgayer was notified of an additional assess-
ment of $721,260.82. On January 24, 1924, the agreement above
referred to closed this case on the basis of the tax paid and can-
celled the additional assessment.

The effect of this action was to allow deductions for 1917 for de-
pletion of $2,301,296.48 and development costs of $461,407.50.

The development costs represented capital expenditure over a
period of several years, and should have been ¢apitalized and re-
turned as depletion over the life of the mine.

There is no basis whatever for this allowance of over $2,300,000
for depletion for 1917. As the provision for the depletion of dis-
covery values did not become effective until 1918, there was no legal
basis for depletion except cost of March 1, 1913, value. Depletion
based on cost would amount to $35,540.15, and nothing had occurred
between the date of acquisition and March 1, 1913, to increase the
value as of March 1, 1913, over cost.

In his testimony before the committee with reference to this case.
Mr, Bright admitted that there was no basis whatever for the allow-
ance of this depletion (8187-3196). He tried to justify the closing
of this case on the ground that, if this depletion had been disallowed,
the taxpayer might have received a lower tax rate under a special
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assessment, but he acknowledged that under the lowest rate he could
apply, there was still over $150,000 due the Government, when this
taxpayer was released in full (3192).

Borber 1sLanp Co.

The Border Island Co. case (1433) involves an allowance for
the depletion of a deposit of sand and gravel located in the Niagara
River, near Buffalo. This case was settled in the solicitor’s office
on appeal from the action of the nonmetals valuation section. In
attempted justification of the use of a very low discount factor,
the engineer who handled the case in the solicitor’s office stated to
the committee that the taxpayer claimed that the deposit was being
constantly added to by natural acceretion (1459). Such accretions
would tend to reduce the depletion due to the removal of the deposit,
and if the accretions of sand and gravel equaled tlie amount removed
there would be no depletion of capital whatever. No investigation
of the extent of the accretions was made.

In determining depletion the solicitor’s office gave no considera-
tion to the effect of these accrctions, except to increase the value to
be depleted by the use of a lower discount factor, in discounting
anticipated profits to a present value. This resulted in increasing
instead of reducing the depletion allowance. Thus, in this case,
ihe very purpose of de;iletxon, which is to provide for a tax-free
return of 1nvested capital, was entirely ignored.

Housron Courieries Co.

The Mouston Colliers Co. case (1945) was determined by the com-
mittee on appeals and review. This company was the lessee of coal
lands under three mining leases, two of which were for 30 years
and the third for 21 years. These leases were renewable at the
expiration of their respective terms, at the same royalty, without
bonns.

These leases were valued at $477,711.44. The committee on appeals
and review held that the taxpayer should be permitted to deduct
from his income one-thirtieth of the value of the 30-year leases and
one-twenty-first of the value of the 21-year leases, regardless of min-
ing operations.

The Supreme Court of the United States, in the case of the United
States ». Biwabik Mining Co. (247 U. 8. 116), held that a bonus
paid for & mining lease is to be considered as a payment in advance
of increased royalties. Certainly the value of a lease, due to low
royalties, must be treated in the same manner as that same value
if paid for hy a bonus. - _

Royalties are payable in proportion to the coal mined and are
deductible from income as paid. A bonus, or value in the nature
of an increased royalty, should be deducted on the same basis.

It is obvious that the committee on appeals and review in deciding
this case ignored the essential difference between a lease of property,
which confers upon the lessee merely the right to use the property
and leaves the property intact at the expiration of the lease, as in
the case of the lease of lands for grazing purposes, or for agricul-

.
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tural purposes, or the use and occupancy of buildings, and a lease
which confers the right to mine and sell conl or any other deposit
and to occupy the property for that purpose.

In the first case, where the right to use only is leased. @ny value
of the lease is exhausted by the mere Inpse of time. In the case of a
mining lease the value, if any, arises out of the excess of the value
of the coal or other mineral in the mine over the royalty. In such
case the value of the lease is not decreased by the lapse of time
unless so much time is allowed to elupse without mining the ore that
the value can not be recovered during the remaining period of the
lease. This question is not involved bere, because whatever value
this lease had was attributable to the right to take and sell the
coal. The real effect of this lease was a sule of so much of the coal
in the ground as could be taken during the life of the lease, and
the excess of the value of that right over the royalty paid is what
was valued.

These leases were renewable at the end of their terms, but, under
the ruling of the committee on appeals and review, the entire value
of the leases could be deducted during the 30 and 21 year periods
without mining a ton of coal. Thus the taxpayer could deduct this
entire value of the leases, during the first period, from income from
other sources and still have the full value allowed left in the lease.
He could then renew these leases and sell the entive value, which he
had already received as deductions. 1t is true that such value would
then be taxable, but the whole purpose of the law is to determine
the net income of each year, and for this purpose annual deductions
for depletion have been provided for.

Amortizing the value of this lease on the basis of coal mined, the
deductions for 1917 amount to $3,953.60, while the deduction allowed
by the committee on appeals and review for 1917 amounted to
$20,743.43 (1948).

The most serious effect of this determination was not the allow-
ance of an excessive deduction to the taxpayer of nearly $17,000
from 1917 income. Mr. Davis, the chief of the coal valuation sec-
tion, testified (1948) that this ruling is being urged as a preceden
by other taxpayers who seek to amortize their leases upon the same
basis, and that this ruling is very embarrassing to his section in
maintaining the uniform method provided by the regulations. It
is clear that if this ruling is not considered as a precedent, to be
followed in other cases, there has been gross discrimination in favor
of this taxpayer; and if it is considered as « precedent it substi-
tutes an unsound and illegal method for the coramon practice which
Is economically sound.

Crimax Fire Brick Co.
(1359)

The Climax Fire Brick Co. was permitted to amortize a lease to
mine fire clay according to the same plan as that followed in the
Houston Collieries case. This allowance was made by Mr. S. M.
Greenidge, head of the engineering division, over the protest of
Mr. Briggs, the chief of the nonmetals valuation section (1364).
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BARGAINING WITH TAXPAYERR

It is believed that all of these unsound determinations were
reached by bargaining with the taxpayers involved, for the purpose
of effecting a settlement regardless of principle. The publication
as precedents of all rulings in the Income Tax Unit which reverse
the action of the engineering and audit sections would be effective
in keeping the work of the Income Tax Unit in line with sound
principles and would insure uniform application of principles, with-
ont which diserimination is the inevitable result.

PISCOVERY DEVLETION-- DEPLETION OF DISCOVERY VALUE T8 AN
FXEMI'TION

The provisions of the income tax law which permit discovery
value to be depleted grant an exemption to those engaged in the
mining and oil industry not granted to or enjoyed by other tax-
payers.

The 1913 act and all subsequent income tax laws have treated all
increment in the value of capital investments over cost which has
accerued since March 1, 1913, as income which becomes taxable when
realized by the sale of the property.

In Eisner ». Macombe (252 U. S, 189, 207) the Supreme Court of
the United States defines income to be—
the gain derived from capital., from labor, or from both combined, provided it
is to be understood to include profit gained through a sale or conversion of
capital assets,

I'he cost, or March 1. 1913, value of minerals or oil taken from
the ground each year and sold in the regular course of operations
is capital. To provide for the tax-free return of this capital the
deductions, based upon cost, or March 1, 1913, value, are provided
for. When the proper allowance for the return of the capital, repre-
sented by cost, or March 1, 1913, value, has been deducted from
operating profits, all other gain derived from a mine or oil well is
profit from operations or increment in value. In all other cases
such profit is taxed.

The discovery provision permits the deduction, as depletion of
the value of the property on the date of discovery or within 30 days
thereafter. Thus the depletion deductions include not only the cost,
or Maveh 1, 1913, value, but all of the increment in value. due to the
discovery of the existence of the mineral, oil, or gas, This incre-
ment in value is realized by the sale of mineral, oil, or gas in the pro-
cess of operating the mine or well. This increment comes clearly
within the definition of income by the Supreme Court, quoted above.

This increment in value, due to discovery, is the same increment
which is realized if the oil well or mine is sold as a whole instead
of by the ton or barrel, yet if the well or mine is sold as a whole,
instead of by the ton or barrel, the taxable gain is the difference be-
tween the cost, or March L, 1913, value. and the price obtained for the
property. The Solicitor for the Bureau of Internal Revenue has
so ruled. (Solicitor’s Opinion 26, C. B., Dec. 1920, p. 44.) This
ruling is undoubtedly sound, as the provision for discovery value
is confined to depletion and no similar provision is contained in the
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provision of the act relating to the gain or loss on the sale of
property.

The increment in the value of property due to the discovery of
minerals, oil, or gas can in no way be differentiated, in principle,
from the increment in the value of real estate, stocks, bomls, and
other property, yet all such increment is taxed.

It may be said that the discoverer of oil or minerals assumes a

reat risk in drilling or prospecting in an unknown field. In the
ﬁrst place, attention is called to the fact that discovery depletion is
allowed to the lessor, who sits idly by and risks nothing that is not
risked by every investor in real estate. In the second place, we
will show that the greater part of the allowances for discovery
depletion are made to those who drill in proven ground, where the
finding of oil is practically certain. IFurthermore, every investor
in speculative stocks, particularly those who invest in new enter-
prises, organized to manufacture new inventions, assume great risks
of loss. Kwcept ir. the case of mines and oil and gas wells, no in-
vestor is permitted to set up the value of his business, after its suc-
cess has been demonstrated, as « deduction from the profit to be
derived from that business for the purpose of determining his net
tuzable ancome. Discovery depletion is not a deduction permitied
for the purpose of arriving at the net income derived from mines
and oil and gas wells. It s clearly an exemption from taxation on
net income and as such is a discrimination against every other taw-
payer and every other industry.

DISCOVERY DEPLETION, $300,000,000 I'ER YEAR ON O1L,

No statistics of the amount of discovery depletion allowed as de-
ductions frum taxable income have been compiled by the Bureau
Jf Internal Revenue. Mr. Albert H. Fay, former chief of the
natural resources division of the Income Tax Unit, estimates that
the deductions allowed to oil producers alone for discovery deple-
tion amount to approximately $300,000,000 per year. As practi-
cally all of this depletion is allowed to corporations, which are now
taxed at the rate of 1214 per cent, the tax exemption enjoyed by
taxpayers in this one industry is approximately $37,500,000 per
year (1874). As these estimates were presented to the committee
on February 10, 1925, and no exception has ever been taken to them
by the bureau, we feel safe in assuming them to be fairly accurate.

It is obvious that during the high tax years this exemption was
worth several hundred millions of dollars to the oil industry. This
fact is shown by the allowances made to the Gulf Qil Corporation.

The Gulf Oil Corporation and subsidiaries were allowed depletion
deductions, based on cost and 1913 values, for the three years 1917,
1918, and 1919, amounting to $11,517,427.42. These companies were
allowed discovery-depletion deductions for 1918 and 1919 alone
amounting to $20,996,496.33. Thus it appears that in this case the
income exempted from tax, by reason of discovery depletion, in the
two years 1918 and 1919 alone was nearly twice the capital depleted
during the three years 1917, 1918, and 1919, and that the income
exempted would have been taxed at a very much higher rate, had it
been taxable, than the rate which was applied to taxable income.
The discovery depletion allowed the Gulf Qil Corporation for 1918
and 1919 reduced its taxes for those years by $3,862,517.95.
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Another illustration of the effect of discovery depletion is found
in the case of the United Verde Extension Mining Co. (3406-3411).
The 1913 value of the property of this company was determined to
be $525,000, which was also the par value ot the outstanding capital
stock of the company. But for the discovery clause in the law,
$523,000 would have been the amount this company would have been
permitted to deduct from income as depletion during the life of its

roperty.

I%\ 19{5 the company discovered an immensely rich deposit of ore
As a result of the allowance of discovery value, the amount to be
depleted was increased to $30,652,379. Thus during 1915 there was
an increase in the value of the property of this company of $30,127,-
379, which will be realized in the form of operating profits during
the life of the property, but which will be exempt from tax as dis-
covery depletion. '

In the Texas Gulf Sulphur Co. case a discovery value for depletion
purposes of $38,920,000 was allowed on a property which had been
purchased by the company for $250,000.

LIMITATIONS ON AMOUNT OF DISCOVERY DEPLETION DEDUCTIBLE

The provision for the depletion of discovery value was first in- -
serted in the law in 1918. The 1918 act did not limit the discovery
depletion allowable. It was found that in some instances the allow-
ance exceeded the operating profit from the property, and the loss
thus created was deducted from the income from other sources or
carried forward as a deduction from the net taxable income of the
succeeding year. To meet this situation the 1921 act provided that
the discovery depletion allowable as a deduction shall not exceed the
net income, computed without allowance for depletion, from the
property on which discovery is made. The 1924 act further limited
the discovery depletion allowable to 50 per cent of the net income,
computed without allowance for depletion, “ except where net income
so computed is less than the depletion allowance based on cost or fair
market value as of March 1, 1913.”

DISCOVERY DEILETION FOR RELIEF OF WI1LDCATTERS
(1865-66)

An examination of the hearings before the Ways and Means Com-
mittee of the House and before the Finance Committee of the Senate,
when the 1918 act was under consideration by these committees, shows
that the purpose of the provision for discovery depletion was to
stimulate wildcatting or prospecting for the oil and minerals then
needed to carry on the war.

The o. industry, through the representatives of its various asso-
ciations of operators, represented to the committees of Congress that
the country was then consuming oil in excess of production at the
rate of 60,000 barrels a day.

The oil industry represented to Congress that the prospecting for
new oil fields was mostly done by small individuals or concerns.
When these prospectors or wildcatters struck oil they sold out
and moved on to new undeveloped territory. Sometimes, for years,
the wildcatter had no income from which to deduct his losses and
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expenses,” and when he did find oil or mineral the tux rate was so
high as to prevent him from even recouping the losses of former
years. It was represented that relief from this situation was neces-
sary to encourage that prospecting or wildcatting which was so
essential to increase, or even maintain, the supply esseutial for the
prosecution of the war (1865-66). o

It was to meet this situation that the discovery provision was put
into the 1918 act. :

The situation intended to be met by the discovery provision has
so clhunged that cvery reason advanced jor its enactnient has dis-
appeared. ) ‘ )

ﬁxcept in the case of lessors, who spend nothing and risk nothing
for the discovery of oil. practically all discovery depletion is allowed
to corporations. The corporation tax has been reduced to 1214 per
cent, and no reason is apparent why any corporation engaged in the
operation of oil wells or mines should not pay a 1215 per cent tax
on the profits it derives from the discovery of oil o mineral on its
property.

An inventor may spend years of time developing an invention
from which he may derive immense profits. During the time he is
perfecting his invention the inventor, like the wildcatter, may
spend much time and money and have no income from which he ean
deduct his expenses. The manufacturer of a new article may suffer
losses over a long period pending the ret‘fection of his manufactur-
ing processes and the development of his market. Neither such in-
ventor nor such manufacturer are permitted by the income tax law
to capitalize the prospective profits to be derived from an invention
or business developed since l\l()arch 1, 1913, and deduct their present
value from future net income for the purposes of taxation. There
is, however, no difference in principle hetween the cases above stated
and that of the prospector for oi) or mineral.

Risk is an incident of profit in any business, and, as a rule, the
greater the profit the greater the risk which is assumed. The funda-
mental principle of the whole income tax law is that net profit,
“from whatever source derived,” shall be taxed. The only exemp-
tions from this rule are the discovery depletion allowed to oil well
and mine operators and the income derived from tax-exempt
securities.

The war emergency, arising out of the consumption of 60,000
barrels of oil per day in excess of production, which was pressed
as a reason for the enactment of the discoverv clause. has also
passed. The production of oil now exceeds the demand. The pres-
ent problem is how to conserve this natural resource.

Thus, neither the war necessity for an increased production, nor
the high war tax, which it was claimed retarded production, can
now be offered as justification for the continuance of this discrimi-
nating tax exemption.

LARGE OPERATING COMPANIES, NOT SMALL WILDCATTERS, BENEFICIARIES
OF DISCOVERY EXEMPTION

Attention has already been called to the fact that the prospector
who discovers new deposits of oil and mineral was represented to the
conmittee of Congress as an itinerant adventurer, who, when he dis-
covered an oil well or mine. sold out and moved on to new fields
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(1865). Attention has also been called to the fact that discovery
value is not an allowable deduction from the profits arising out of
the sale of an oil well or mine, but is deductible only from the
in-e arising out df the operation of a well or mine. It thus
appears that the very class for whose relief this exemption was pro-
vured can not get the benefit of it, and the exemption can not accom-
plish its purpose of stimulating activity by this class.

That the wildcatter, who discovers new oil pools, has not been the
real beneficiary of this exemption is shown by figures prepared by
the oil and gas section of the Income Tax U'mt and supplied to the
committee (1869).

These figures show that out of 13.671 cuses in which discovery
depletion was claimed, only 35 were actnal discoverers of new oil
deposits. Of these 18.671 cases, discovery depletion had been al-
lowed in 8,450 cases and 5221 cases had not been reached for con-
sideration by the oil and gas section. :

Another examination of 200 cases made by the oil and gas section
showed that 37.5 per cent of the amount of discovery value allowed
for depletion was allowed on unproven ground, and 62.5 per cent to
those who brought in wells in proven fields. These latter cases
also showed that 36.3 per cent of the discovery values involved in
them were allowed to small operators and 63.7 per cent was allowed
to large operators: A note upon the table showing these figures,
made by the engineer of the oil and gas section who made the inves-
tigimtion, states that “ The very close uniformity in the percentages
allowed small operators probably reflects consistent practice in the
oil and gas section and also the unvarying operation of economic
laws.” He also states that the very close approximation of the
percentage allowed wildcatters and those allowed small operators
*“ probably indicates nothing more than that taking a large num-
ber of cases the original wildeatter is generally a small operator.”

In considering the percentages shown for these 200 cases, it must
be borne in mind that in classifying these cases a wildcatter is con-
sidered to be one who brings in a well outside of a 160-acrve tract
proven by a commercial well. An oil pool may be, and usually is,
large enough to contain many times 160 acres. The real wildcatter,
described before the Ways and Means Committee by the representa-
tives of the oil industry, and for whose benefit this clanse was
enacted, is the discoverer of a new oil pool or field. The ratio in
which he has benefited is indicated by the first figures above quoted,
35 out of 13,671, ‘

Mr. Fay estimates that approximately $10,000.000 out of the
$300,000,000, or 314 per cent of the annual deductions for discovery
depletion, has gone to wildcatters (1874). )

LOSSES INTENDED TO BE RECOUPED BY DISCOVERY EXEMIPPION ALSO DE-
DEDUCTED AS EXPENSE

_One of the reasons most strongly urged for the cnactment of the
discovery clause was the fact that the prospector could not deduct
the losses of years spent in prospecting, because during those years
he had no income from which to deduct them.

The operating companies, who are practically the sole beneficiaries
of this exemption, have income from which to deduct such losses,
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and the regulations promulgated by the commissioner permit them
to make these deductions.

Article 228 of Regulations 45 and 62, article 225 of Regulations
65, applicable to the 1918, 1921, and 1924 acts, respectively, all con-
tain the following provisions: «

Such incldental expenses as are puld for wages, fuel, repuairs, hauling, etc,
in connection with the exploration of the property, drilling wells, building
pipe lines, and the development of the property, may at the option of the
taxpayer be deducted &s a development expense or charged to capital account.

The cost of drilling nonproductive wells may, at the option of the operator,
be deducted from gross income as a development expense or charged to capital
account returnable through depletion and depreciation as in the case of pro-
ductive wells (1881).

All losses of the Gulf Oil Corporation, due to drilling dry holes,
have been charged to and deducted from income, as current operating
expense (317).

Thus it appears that the large operators, who are the principal
beneficiaries under this provision, can and do deduct their losses, due
to the drilling of unproductive wells, from income either through
expense deductions or the depletion of the cost of productive wells,
and in addition deduct the value of productive discovery wells under
iz law adopted upon the theory that they could not otherwise deduct
osses.

It is our recommendation that, if the discovery clause is not en-
tirely r?ealed, the law should be so amended as to provide that dis-
covery depletion should not be allowed to any taxpayer who has
elected to either deplete as cost, or deduct as expense, the cost of drill-
ing dry holes. Such a provision-would place the operating company
having income from wEich to deduct such losses on the same basis
as the wildcatter, who has no income and for whose relief this
clause was, for that reason, enacted.

KIND OF PROPERTY S5UBJECT TO DISCOVERY DEPLETION

Section 214 (a) (b) provides for the depletion of “ mines, oil and
as wells, other natural deposits, and timber,” but the discovery
clause o. that section refers only to “mines, oil and gas wells.” It is
thus evident that Congress did not intend to extend the discovery
clause to “other natural deposits and timber.”

PENN SAND & GRAVEL CO.
(1399)

In the Penn Sand & Gravel Co. casé the committee on appeals
and review allowed discovery value to be depleted on a gravel pit.

Technically, any natural deposit may constitute a mine, and any
extraction of inorganic matter from the soil or beneath the soil may
constitute mining. If the word “mine,” as used in the discover
clause, is to be construed to include such deposits as gravel, sand,
clay, and stone, no force or effect whatever can be given to the
words “other natural deposits,” and by construction these words
are read out of the act. It is a cardinal rule of statutory construc-
tion that force and effect must be given to every word in a statute,
if it is possible so to do.
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Gravel pits, sand pits, and quarries are not commonly referred to as
mines, nor are those engaged in working such deposits commonly
called miners. Giving the word *“mine” the meaning ordinarily
attributed to it, it does not include such deposits. It is evident that
Congress, in enacting this stutute, intended the word mine to be
given its common and not its technical definition, and intended to
exclude from the discovery clause such deposits of inorganic matter
as are not ordinarily referred to as mines.

While the observance of the well-settled rules of statutory con-
struction leave no doubt as to the meaning of this statute, in this
respect, in view of the action of the committee on appeals and re-
view in the Penn Sand & Gravel Co. case, it is vecominended that, if
the discovery clause is not repealed, it should be so amended as to
leave no room for construction.

PISCOVERY DEPLETION NOT DEPENDENT UTON DISCOVERY OF DEPIOSIT

The language used in framing the discovery clause has permitted
an administrative construction, which is far beyond, and at wide
variance from, its obvious purpose.

It is manifest from the I;marings_: before the congressional com-
mittees, hy whom this clause was considered, that its purpose was to
stimulate prospecting for new deposits of oil, gas and minerals.
Such purpose could not be accomplished by the allowance of tax-
exempt discovery depletion upon deposits of mineral or oil known
to exist prior to the occurrence of the event which is asserted as the
basis of the “ discovery.”

The discovery clause provides for the allowance of depletion,
based upon discovery value, “in the case of mines, oil and gas wells,
discovered by the taxpayer after February 28, 1913.” The com-
missioner has ruled that a “mine” or “ well ” means a developed
mine or well, which can be operated at a profit, and that there is
no discovery of a mine or an oil or. gas well until it has been shown
that it can be profitably operated.

Under this construction, taxpayers, who discovered no oil or min-
eral deposit, are allowed discovery depletion on the ground that
they ¢ discovered ” that a previously known deposit could be profit-
ably operated. The Penn Sand & Gravel Co. (1399), the Texas
Gulf Sulphur Co. (3218, 3228, 3244), and the Carson Hill Gold
Mines (Inc.), cases illustrate the effect of this construction of the act.

PENN SAND & GRAVEL CO,

In the Penn Sand & Gravel Co. case there was no dispute as to the
facts. The organizer of this company, a paving and building con-
tractor, observed a piece of real estate, which had been laid out in
building lots, and upon which building operations had started. Ho
secured three associates to cooperate with him in the purchase of
this property for exploitation as a real-estate development. After
securing an option on the property, he discovered that the material
excavated in the digging of a well, then in progress, contained sand
and gravel suitable for building purposes.

These four individuals then organized the Penn Sand & Gravel
Co., which purchased the property, under the option above men-
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tioned, for $54,954.36, and operated it as a gravel pit. The Penn
Sand & Gravel Co. was allowed a discovery value n# $150,297.07 on
the ground that, although the gravel was known to exist prior to its
purchase of the property, it was not until after the purchase that it
was known to exist in sufficiently large quantities to permit the
vrofitable operation of the property.
The existence of this gravel and its nature and extent, had been
" fully shown by the report of the second geological survey of Penn-
sylvania, published in 1881, and in a report of the United States
logical Survey, published in 1909. These facis were shown by
a memorandum of Mr. Frank H. Madison, the valuation engineer,
who handled this case for the Income Tax Unit, to Mr. J. H. Briggs,
chief of the nonmetals section (1419). When Mr. Briggs forwarded
this memorandum to Mr. S. M. Greenidge, head of the engineering
division, he was severely reprimanded for disagreeing with his
superiors (1420).
he effect of the allowance of discovery value, in this case, was to
increase the amount to be deducted from income, for depletion, from
1.86 cents per ton to 3.29 cents per ton, and to convert a deficiency in
tax of $10,613.15 into a rebate of $48,2:33.

TEXAS GULF SULPHUR (O,

The most striking case of the allowance of a discovery value on a
reviously known mineral deposit is that of the Texas Gulf Sulphur
Co. (8217). This property had be'n purchased in 1909 for $250.000,

and the discovery value allowed, as of 1919, was $38,920,000.

In considering this case, particular attention is called to the fact
that, by the terms of the statute, discovery depletion is allowable
only when the discovery is made subsequent to February 28, 1913.

As the Commissioner of Internal Revenue has submitted an answer
to the criticism of this case by the committee’s staff, the facts will b
stated in detail. '

This taxpayer was organized in 1909 under the name Gulf Sulphur
Co., which name was changed in 1918 to Texas Gulf Sulphur Co.
It acquired the property in question in 1909.

A’ report on this pro(f)erty, dated April 23, 1909, was made by
W. J. M. Allen to the directors of the company (3244). This re-
port is in the files of the Income Tax Unit, and was before the unit
wh'n the allowance of discovery value was under consideration.

This report shows that this property was extensively drilled for
oil in 1903. Some oil was found, but, as an oil field, the property
soon played out. Mr. Allen states that in 1903 from 10 to 12 feet of
good sulphur was encountered in every well at depths varying from
900 to 1,000 feet. He quotes parties who were interested in oil wells
as stating that in some instances they went through 60 feet of
sulphur.

This Allen report shows that actual drilling for sulphur was n
progress at the time of his examination of the property, in April,
1909, and he gives the log of a well then being drilled, and otber
wells drilled in 1908, as follows :

No. 1. Drilled by R. O. Middlebrook and Robert Stevens, Devers, Tex. (head

driller), in August, 1908, for Matagorda Ofil Co.; depth, 1,028 feet; found
sulphur at 940 to 948 feet, and both Middlebrook and Stevens report the log

Ja -



INVESTIGATION OF BUREAU OF INTERNAL REVENUE 25

as practically identical with No. 2; about 500 feet of 4-inch pipe pulled off
and still in this hole.

No. 2. This is the well which was being drilled when I arrived; begun April
9, 1000 ; finished April 19, 1909. Days actual drilling, 20.

Cost (approximately). exclusive of pipe, use of rig, and freight, $700.
Depth, 1,000 feet.

Log. Eighteen feet surface, 232 feet sand and shale, 180 feet gumbo and
~hale, 45 feet gumbo, 20 feet soft shale, 50 feet soft gumbo, 15 feet water sand,
35 feet gumbo, 4 feet rock, 6 feet gumbo, 90 feet slate, 3 feet rock, 25 feet
hard shale, 102 feet gumbo, 6 feet hard rock, 109 feet gumbo, 8 feet rock and
gypsum—963 feet; 16 feet medium soft sulphur, 3 feet gypsum and sulphur, 3
feet soft sulphur, 134 feet gypsum, 2 feet soft sulphur, 1 foot hard rock, one-
half foot rock, 14 feet soft rock sulphur, 8 feet medium, T4 feet soft sulphur—
58 Teet ; total, 1,009 feet.

Sample of gumbo, of which 200 feet overlays cap rock above sulphur, sub-
mitted herewith,

This stuff has the tenacity of rubber, and drillers say it will hold steam
‘perfectly. o
peNo. 3. Drilled by R. 0. Middlebrook in QOctober, 1908; struck cap rock at
1,140 feet; 4-inch drill, cap rock, 6 or 8 feet of sulphur; struck hard. rock;
Jost water and quit. No. 3 Is 240 feet northwest of the Lane well.

No. 4. Drilled by R. O. Middlebrook, November and December, 1908. Went
down 906 feet; struck cap rock at 896 feet; set in G-inch pipe on cap rock; left
it and quit in the rock, Derrick «till standing.

Lane well, Drilled by Suatherland & Larne in 1903 : claim went down about
1,400 feet; claim went through 96 feet of sulphur at 1,140 feet; paid no atten- .
tion to it.

This extenstve quotation from the Allen report is given because in
his answer the ('ommissioner of Internal Revenue states:

The facts are that Mr. Allen was not a mining engineer; that at the time he
made these claims he was financially interested in the properties and was
attempting to secure financial support of his plans for development and that
not a single hole or well had been drilled for the purpose of determining
whether or not it contained sulphur and that there were no reliable data,
samples, or logs in existence showing that the property contained sulphur.

It is evident that the commissioner did not examine the files of the
unit before signing this answer, and has been misled by whoever pre-
pared this answer for him. The above-quoted portions of the Allen
report give the logs and data. Allen states in his report that he
took samples:

‘The statement in the commissioner’s answer that “ not a single hole
or well had been drilled for the purpose of determining whether or
not it contained sulphur ” is a mere evasion of the question.

There is nothing in the law which says that to constitute a discov-
ery the discoverer must be looking for the particular thing he finds.
What difference does it make whether a dri{)lei- is looking for oil and
finds sulphur or looking for water and finds oil or gold? The mate-
rial fact is what he finds, not what he is looking for.

What diiference does it make whether or not Allen was an engi-
neer. There is nothing in the law which confines discoveries of
oil or minerals to those made by engineers. The material fact is that
fie was present on the ground in 1999, while a well was being drilled
in which sulphur was found, and gives complete data as to the sul-

hur found. He also interviewed men who in drilling for oil had

iscovered sulphur.

The commissioner lays great stress upon the fact that Allen was
financially interested in the property in 1909 and was trying to
secure financial support for its development as a sulphur property.
Is tl.e evidence of the existence of sulphur to be ignoreg) because
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Allen was financially interested? The allowance of this discove
value to this taxpayer meant an exemption of nearly $39,000,000 of
income from taxation. Every item of evidence considered i)y the
unit and now approved by the commissioner as the basis for the
allowance was furnished by the taxpayer or by those employed by
the taxpayer.

The fact is that nowhere in the record is there an iota of evidence
even tending to contradict the facts stated in Allen’s report.

Mr. Herry Krumit, geolo%ist for the taxpayer, made & report in
support of the taxpayer’s claim for a discovery value (3251}, in
which he says:

In prospecting for oil in 1903 and 1904 some sulphur was noticed in the slush
from the drilling. Sulphur had been found in other salt domes, and little
attention was paid to it as oil and not sulphur was the object of the drilling,
However, some St. Louis men hearing these reports of the finding of sulphur
in varfous parts of Texas formed the Gulf Sulphur Co. in 1909 and began
drilling at the Matagorda Big Hill dome to determine the extent of the sulphur
deposit. In this early driliing the same methods were used as in drilling
for oil. While some information was obtained as to the thickness of the
sulphur deposit, practically nothing deflnite was learned as to the grade of
the ore.

A statement by Mr. Spencer C. Browne, filed by the taxpayer in
support of its claim for a discovery value (3258), contains the fol-
lowing:

During 1908-10 the Gulf Sulphur Co. drilled six holes, shown as holes A
to F on company’s maps. Holes A to E, inclusive, were sunk by inadequate
methods and without competent supervision, and their records ean not be
considered of much value, except as an indication of the depth and thickness
of the sulphur horizon. Hole F' was more carefolly drilled than the others,
but proper methods were not uxed for recovery of the drill enttings and repre-
gsentative samples were not obtuined. Consequently the record of hole F, which
suggested 183 per cent of sulphur in 59.5 feet of horizon, was not reliable,
The thickness of the sulphur formation as found in this early drilling was
reported as follows: :

'Ph(l'g“lg{xess Per cont sulphur

56.0 | Undetermined.
85.6 | Undetermined; said to bericher than A or C.
54.5 | Undetermined.
%58 Undﬁwrmineéz; very low grade,
.0 0,
59.5 | About 13 per cent; not relinbly sampled.
|

In July, 1910, whiie in the employ of clients now interested in the Texas
Gulf Sulphur Co.. T heard of the foregoing results of drilling and visited the
Matagorda Big _Hill and reported favorably regarding its prospeets. Through
a visit to 8t. Louis I became acquainted with Messrs. Einstein, Allen, and
Harrison, and with the details of their exploration work at Big Hill; and
while on this visit I persuaded Messrs, Einstein and Allen to come to New
York to confer with my clients. As a result of these conferences, and in the
light of further information regarding sulphur that we developed during our
exploration of the Bryan Heights deposit in 1910 and 1911, my clients gradu-
?lly acquired the controlling interest in the Gulf Sulphur Co. during the next
oW years.

Thus the statement of the commissioner that “not a single hole or

well had been drilled in the property for the pur{)ose of determining
whether or not it contained sulphur” is squarely contradicted and

e
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disp}'o.ven by this report, filed by the taxpayer itself in support of
its ciaim.

This taxpayer conceded that the discovery of the existence of
sulphur occurred in 1903 ; and that it had been demonstrated in 1909
that the deposit was a large one.

Is it reasonable to assume that this company would have paid
$250,000 for this property and would have invested $5,000,000 in a
plant for the extraction of sulphur, if it was not satisfied that the
sulphur was there and could be recovered at a profit? Ii the evi-
dence was sufficiently convincing to move the taxpayer to make this
enormous investment, why should it not have satisfied the com-
missioner ?

This claim for discovery value was based and allowed on the sole
ground that it was not until a $5,000,000 plant had been built and
went into operation in 1919, that the fact was established that this
deposit could be tproﬁtably operated. ‘

The method of extracting this sulphur from the ground was not
a new one. Superheated water is pumped into the deposit which
melts the sulphur. The molten sulphur then runs into wells, from
which it is forced to the surface by compressed air. This method
had been in successful operation since 1896 in sulphur mines in the
same locality, where the sulphur ard geological conditions were the
same as in the mines of this taxpayver.

Thus it appears that although the existence of this large body of
sulphur had been known since 1909, and the method of extraction
had been known since 1896, the Commissioner of Internal Revenue
has, by his answer in this case, approved a ruling that there was no
discovery within the meaning otj this act until after 1913, and dis-
covery depletion is, therefore, allowable.

As thus construed, the discovery of 4 mine does not mean the dis-
covery of the deposit. nor even the discovery of the deposit plus
a method of extraction, but the discovery that the enterprise will
produce a profit, when the method is applied to the deposit.

This construction of the discovery clause extends the tax exemp-
tion afforded by it to an almost unlimited extent. Thus interpreted,
a discovery cxemption can be allowed wherever known ore bodies
which could not be profitably worked became profitable by the appli-
cation of new methods. In such cases the real discovery is made by
the inventor of the process, yet any profit he derives is fully taxed.

A may find a deposit of low-grade ore which can not produce a
profit without.the utilization of a process invented by B. A has not
sufficient capital to install the equnipment necessary to utilize B’s
process and therefore can not operate his property at a profit.
Under the construction given the discovery clause, there has been
no “discovery.” A sells this deposit to C, who utilizes the process
invented by B, and operates the property at a profit. C is now per-
mitted to capitalize the expected profit, to be derived from the
deposit found by A, and which becomes valuable becarise of B's
invention, and is permitted to set up the present value of such profits
as tax exempt depletion.

Assume that A derives some profit from the sale to C, because
of the known existence of the undeveloped ore bedy. Assume also
that B, through royalties, or profit on the sale of equipment, de-
rives some profit from the use of his process by C. While A and
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13 have made the only real discoveries involved, A by finding the
ore body and B by inventing the process, they must both pay a
tax on the full profit they derive from such discoveries, yet C,
who merely utilizes the discoveries of A and B, is given the dis.
covery exemption.

This hygotimticul case illustrates exactly what happened in the
Texas Gulf Sulphur Co. 'The company paid $250,000 for this prop-
erty in 1909 because the existence of sulphur had been demon-
strated by drilling for oil. Had this sulphur been found and this
land sold subsequent to 1913, the vendors would have been sub-
ject to tax upon the increment in values due to the known presence
of sulphur. The process was invented long before and patented.
Had the inventor received a royalty for its use, he would have been
subject to tax upon that royalty. Yet the Texas Gulf Sulphur Co.,
which utilized the fact that sulphur was found by one and a process
invented by another, is permitted to deduct nearly $39,000,000 from
the profits they derive from the property as tax exempt.

O1l furnishes an excellent illustration of what may be done under
this construction of the discovery clause. The Alpine Qil Co.
brought in the first well in the extension of the Eldorado pool in
Kansas (2098-2099). As their operations showed a loss, they made
no claim for and were allowed no discovery value. After the ex-
istence of oil in this pool had been demonstrated by the Alpine well,
the Gypsy Oil Co. developed a 40-acre tract in this same pool, upon
which they are claiming a discovery exemption of $8,000,000 (1999~
2019).

It)is an established fact that the methods now in use in this
country only recover from 10 to 15 per cent of the oil, and that the
remaining 85 to 90 per cent is retained in the sands. In Europe
such sands are being mined to recover the oil which can not be re-
covered by pumping.

When the time comes that it will be profitable to mine our oil-
bearing sands, the discovery clause, as now construed, will permit
the allowance of discovery values on them, although their location,
extent, and the quantity and quality of oil they bear is being abso-
lutely demonstrated by our present operations.

Under the precedent established by the sulphur and gravel cases
cited, the fact that the existence of the oil is known does not con-
stitute a discovery. Under these precedents a discovery will not take
place until plants have been erected and mining operations com-
mence, If t{:e business is then profituble a discovery value can be
claimed and allowed as tax exempt.

This construction defeats the very purpose of the law, which was
to stimulate prospecting.

The taxpayer who discovers a profit in the development of a
known ore body or in a known pool of oil can not be differentiated
in principle from the taxpayer who discovers a profit in manufac-
turing.

30-DAY LIMIT ON DISCOVERY VALUE IGNORED
The discovery clause provides that the discovery * depletion aliow-

ance shall be based upon the fair market value of the property at
the date of discovery. or within 30 days thereafter.”
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The prospector who discovers a mineral can not usually develop
the quality nor the extent of the ore body within 30 days. and 30
days will not develop the full value which may be derived from an
oil pool or field. TYm mere discovery of ore or oil will, however,
enhance the value of the property upon which it is found. The sub-
sequent development of the mine or oil tract may enhance the value
of the property to many thousand tiines what anyone would pay for
the mere prospect existing on the date of discovery or within 30
days thereafter.

T'his 30-day limitation verifies the only inference which can be
drawn from the hearings held in 1918, that the purpose of this pro-
vision was to relieve the prospector, and that it was not intended to
create a tax exemption in favor of those who might subsequently
develop the property. It is also clear that it was the intent of Con-
aress to limit the exemption to that first increment in value which
can be based upon the highly speculative conditions existing within
30 days after discovery, and that the greater value shown by sub-
sequently developing the property was not to be exempted throngh
discovery depletion.

It is, however, the practice of the Income Tax Unit to permit the
full development of the property before the 30 days begin to run. -
Thus, for all practical purposes the 30-day limitation is read ont of
the law. The course of reasoning followed is that there is no dis-
covery until the amount of profit to be realized can be shown. and
that this can not be shown until the property is developed.

UNLITED VERDE EXTENSION MINING CO.
(3411)

In the case of the United Verde Extension Mining Co. the deposit
was discovered in 1915, but its extent was not developed until De-
cember 31, 1916. December 31, 1916, wes the date accepted as the
date of discovery. This company was therefore allowed over a
year, instead of 30 days, within which to develop value for discovery-
depletion purposes. While we have no way of knowing what the
value would have been, had it been confined to that value demon-
strable within 30 days after the deposit was discovered, it is safe
to assume that it would have been but s small fraction of the
$30,652,379 allowed as the value on December 31. 1916, over a year
after the discovery of the deposit.

TEXAS GULF SULPHUR CO.
(3217)

In the Texas Gulf Sulphur case, while the deposit was known to
exist in 1903, when the property was purchased for $250,000, and
was known to be 56 feet thic&){ in 1909, drilling operations were car-
ried on during 1917 and 1918 to develop its full extent and quality.
The property 1s valued, as of March, 1919, at over $38,000.000. The
value allowed for depletion is the value after full development and
includes the increment due to development. ‘
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CARSON MHILL GOLD MINES (INC.)
(See supplement)

The Carson Hill Gold Mines (Incri) case shows how the afplica-
tion of this. t[)n'inciple by the Income Tax Unit removes every limita-
tion placed by Conﬁress on discovery depletion.

This mine was discovered long before March 1, 1913, and was
being operated on March 1, 1913. Subsequent to March 1, 1913,
the operation of the mine was abandoned because the ores were of
such low grade as to be unprofitable to mine.

During 1916 W. J. Loring, who was working an adjoining prop-
erty containing very rich ore, and who believed that the rich ore
extended into the property of the old mine, secured an option to
purchase the mine for $600,000 cash, or 40 per cent of the stock of
a company organized to acquire the mine. By the terms of the
option Loring was permitted to explore the property, and the pro-
ceeds of any ore mined during the option period were to be placed in
escrow tu be applied on the purchase price in case the option was
exercised. ‘

On September 235, 1917, high-grade ore was discovered, but the
extent of it was not fully developed.

On November 27, 1917, the tnxpa{‘er was incorporated, and on the
same day acquired the option from Loring.

The work of developing the extent of t%xe rich ore body continued
from September 25, 1917, to November 30, 1918, when the taxpayer
notified the owners that it exercised the option.

On December 28, 1918, the taxpayer acquired title to the property
for $600,000.

The solicitor, in an unpublished ruling, held that the taxpayer
was entitled to discovery depletion based on u valuation as of the
date it acquired the property, December 28, 1918,

Based upon the proven and probable ores shown on December 28,
1918, a discovery value of $1,316,363.82 was allowed, all of which
was deducted from the income of 1919 to 1922, inclusive,

EXCEFTIONS TO ALLOWANCE

The law provides that depletion based on discovery value shall be
confined to “mines discovered” by the taxpayer since February
28, 1913, where not acquired as the result of the purchase of a proven
tract or lease, and that the basis of such depletion shall be the fair
market value as of date of discovery or within 30 days thereafter
The law further provides that discovery depletion shall only be
allowed when the value after discovery is materially dispropor
tionate with cost.

The allowance in this case is barred by every condition stipulated
in the statute. Unless there is to be discrimination, the solicitor’s
opinion in this case should constitute a precedent.

First. This mine was not discovered since February 28, 1913.
This was a mine which was in actual operation on March 1, 1913,
and upon which a March 1, 1918, value had been placed for depletion
purposes. It is true that a deposit of high-grade ore had been over-
looked, but there is no way to tell as of March 1, 1913, what grade
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of ore may be encountered in subsequent operation. The law pro-
vides that the depletion of mines discovered prior to March 1, 1913,
shall be based on cost or March 1, 1913, value.

Congress can not be said to have intended that the mere discovery
in an old mine of a higher grade of ore than was evident in 1913
should create a newly discovered mine. To be consistent, an over-
estimate of the quantity and grade of the ore, as shown by subse-

uent operations, would warrant reducing the 1913 value. Upon
&is theory no 1913 value could stand unless subsequent operations
verify every estimated factor. Congress must be credited with
knowing that there is no way to tell as of March 1, 1913, what grade
of ore may be subsequently encountered; and 1913 value within the
meaning of the act must be construed to be such values as was evi-
dent from 1913 conditions..

Second. Assuming for the purpose of discussion that the discovery
of this rich deposit created a new mine, this new mine was not dis-
covered by the taxpayer.

The rich deposit upon which this discovery value was based was
discovered on September 25, 1917, and the taxpayer was not or-
ganized until November 27, 1917. It certainly can not be said that
a corporation before organization is any more capable of discover-
ing a mine than is an unborn child.

Third. This mine was acquired as the result of the purchase of a
proven tract or lease.

The date accepted by the Income Tax Unit in making this allow-
ance as the date of discovery is November 30, 1918, the very day
upon which the taxpayer exercised the option to purchase. This
is 14+ months after the rich ore was first discovered, during which
time operations to develop the extent of the ore had then been in
progress. It was not claimed that anything happened on this par-
ticular date which made known anything not known the day before.
This date was obviously accepted as the discovery date, because to
have fixed the discovery date one day earlier would have denied
discovery depletion. \

The solicitor holds that the taxpayer did acquire a proven tract,
but yet holds it entitled to discovery depletion, upon the ground that
the option gave it possession and the right to mine during the option
period. The right of an option holder who has a license to mine
during the option period to depletion is not involved in this case.
The discovery depletion is granted in this case to the purchaser of this
fee for depletion to be gustained after the purchase of the fee. The
word “purchase” when ua fee is involved can mean nothing except
an executed contract of sale. The rights of the taxpayer prior to the
sale on November 30, 1913, were such as arise vut of an executory
contract to purchase. Whatever its rights to depletion may have
been under its option prior to the purchase of the fee, it did not
purchase the fee upon which depletion was allowed until the exer-
cise of the option terminated its rights as an option holder. When
the sale was made on December 28, 1918, a purchase was effected
and, as the solicitor properly holds, a proven tract was purchased.

But even conceding that the acquisition of the option by the tax-
payer on November 27, 1917, constituted a purchase within the
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meaning of the statute does not entitle it to discovery depletion. The
discovery was made on September 25, 1017, and the option was not
acquired by the taxpalyler until two months after the discovery. ‘

herefore, unless this statute is to be construed to mean that a
“discovery ” for depletion purposes is deferred after the existence
of the ore has been discovered for an indefinite time within which
the taxpayer can develop the full value of the mine, this taxpayer
was not entitled to discovery depletion, because in acquiring the
option it purchased a proven tract or an interest in the lease.

Fourth. The fair market value of the property after discovery
was not materially disproportionate to the cost, and therefore dis-
covery depletion is not allowable. The original option holder owned
the adjoining property upon which the existence of a rich ore body
had been deve{oped. He expected to find that his known ore body
extended into the proKerty covered by the option. He did not buy,
taking the chance of finding rich ore. He took an option to buy, in
case he found the rich ore, and the price fixed in the option depended
upon finding this ore. The option price was, therefore, the price
to be paid by a willing buyer to a willing seller of the property after
the existence of the ore had been determined. The option price was
a discovery value, based entirely upon discovery, and was the exact
cost. The fact that the unit’s appraisal is disproportionate to the
cost merely shows the extent to which the discovery value was in-
creased by the development of the property after discovery and
before December 28, 1918.

Fifth. The allowance of a period of 14 months after the discovery
of the existence of the high-grade ore violates the provision of the
statute that the value dep%eted shall be as of the date of discovery
or within 30 days thereafter. The very purpose of this limitation
was to restrict the value to be depleted to the increment due to dis-
covery and to prevent the inclusion in the value to be depleted of
values developed by developing and blocking out the ores.

Allowing values developed after 30 days has the effect of reading
the 30-day limit out of the statute, because if 14 months can be
allowed after the discuvery of the ore body 14 years can be allowed.

DUPLICATE DISCOVERIES OF THE SAME MINE

Subdivision of section 211 provides:

In the case of the bona fide sale of mines, oil or gas well, or any interest
therein, when the principal value of the property has been demonstrated by
prospecting or exploration and discovery work done by the taxpayer, the
portion of the tax imposed by this section attributable to such sale shali not
exceed 16 per cent of the selling price of such property or interest.

Loring held the option: on the Carson Hill property prior to the
organization of the Carson Hill Co. and at the time rich deposit
was found, and he did the exploration work. Assume that he had
sold his option to the Carson Hill Co. at a profit, such profit would
be clearly attributable to the discovery of the rich ore found by
him and he would be clearly entitled to the benefit of the above-
quoted provision of section 211. Under the theory upon which the
allowance was made to the Carson Hill Co., it would also be en-
titled to discovery depletion, not because it discovered the deposit
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but because it developed the extent of it. Thus we would have
iwo different discoveries of the same ore deposit at two different
dates and the allowance of discovery benefits to two different tax-
ayers.
P t was established before the committee that in some cases the
valuation of oil wells for discovery-depletion purposes by the oil
and gas section of the Income Tax Unit were based upon several
years actual production. Evidence of this practice was presented
in respect to the valuation of the property of the Gypsy Oil Co.
2003), the California Petroleum Co. (2999), and the Margay Oil

0. (2073). iIn one case the unit 18 months after the discovery
refused to make a valuation upon the ground that preduction over
a sufficient period was not known (2967%.

It is obvious that the purchaser of an oil well on the date of
discovery or within 30 days thereafter would have no means of
knowing the subsequent actual production. He would buy an un-
known quantity of a highly speculative nature and would fix his
price accordingly. .

Under the head of “Analytical appraisals ” we discuss the methods
and factors used in making valuations for the purpose of determin-
ing discovery value. We show how this basing of value on known

roduction has been used by the Income Tax Unit as a justification
or the use of wholly inadequate discount factors in reducing pros-
pective profits to present value as of date of discovery. It 1s clear
that any purchaser of an oil well on the date of discovery or within
30 days thereafter whe could not know what the well would produce
would expect a hiﬁh rate of profit to compensate him for his specu-
lative hazaird, and would pay less for the well than if he Enew
what the actual production would be.

SUMMARY ON DISCOVERY OF PROFXIT

By importing the element of profit into the discovery clause and
by fixing the date of discovery at the date when the amount of profit
to be expected has been developed, instead of at the ciate when the
existence of the deposit is discovered, the date of discovery for
depletion purposes is postponed, with the following results:

The discovery exemption (confined by law to the taxpayer who
makes discovery) is allowed to taxpayers who did not discover a
deposit but who merely developed property after the deposit had
been discovered by a predecessor in title. This is illustrated by the
Penn Sand & Gravel case (1399) and Carson Hill case.

The discovery exemption (confined by the law to discoveries since
March 1, 1913), is allowed upon deposits discovered prior to March
1, 1913, but not fully developed and operated until after March 1,
1918, (The Texas Gulf Sulphur Co. case.) (3217.)

The discovery exemption (confined by the law to the value as of
date of discovery or within 30 days thereafter) is measured by the
increment in value due to the full development of the property,
instead of merely the increment in value due to the discovery of
the deposit. (See United Verde Extension Mining Co., 8411, Texas
Gulf Sulphur Co., 3217, and oil cases.)

S. Rept. 27, 69--1——3
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INCONBIS’]‘ENT RULING ON DISCOVERY OF <COAL

On page 357 of the hearings, Mr. S. M. Greenidge, head of the

engineering division of the Income Tax Unit, testified as follows:
Pai'don.' me, but dlscbvery' is not allowable, and has never been allowable
in coal, because the coal fields have been treated as being known by our
geologlical buylleting or by otuer publications, such as the Bureau of Mines,
80 that the discovery factor does pot apply to coal.
. How this determination that discovery exemption is not allow-
nble on coal, because the coal fields are shown by geological publi-
cations, can be reconciled with the allowances made in the Penn
Sand and Gravel and the Texas Gulf Sulphur and to oil wells
brought in after a pool has been discovered does not appear.

- In the Penn Sand and Gravel case the gravel was not only shown
b¥ the official publications of both the United States and the State
of Pennsylvania, but had been actually found on the property
in the material excavated in digging a well prior to the acquisition
of the property gy the taxwyer. :

In the Texas Gulf Sulphur Co. case the existence of the sulphur
had been shown by drilling for oil in 1903, and the fact established
by drilling in 1007 that the sulphur deposit was 56 feet thick.
'1'}1’1113 the fact that the deposit was there was known prior to March
1, 1913.

’ As has been pointed out, these allowances were made upon the
theory that discovery was not made until the fact was established
that the operation of these properties would return a profit. Many
coal mines have been closed down because they did not yield a
profit.. The same statutes and the same regulations apply to coal
which apply to sulphur. ‘

Why the actual knowledge of the existence of sulphur or gravel
is not sufficient to prevent the discovery, if discovery depletion is
denied upon coal, because its existence is shown by geological publi-
cations, is difficult to explain.

It is also difficult to explain how a taxpayer, who drills an offset
well within a few feet of & producing well, or who drills a well
between producing wells in a developed pool of oil, can be said
to “discover”? oil, when dise- ~ry is denied to coal because its
existence is shown by geologic * - ublicaiions.

- It is therefore recommendea thet if discovery depletion is not
entirely eliminated the law be so amended as to confine it to the
discovery of a deposit.

REGULATIONS DEFINING PROVEN AREA AND DISCOVERY

The first interpretation placed upon the discovery provision by
the Commissioner of Internal Revenue confined the discovery exemp-
tion to the discoverer of a new oil pool.

The 1919 edition of Regulations 45 contained the following pro-
visions :

Arr. 220. Discovery of oil and gas wclls.—In order to take advantage of
his discovery on and after March 1, 1918, of oil or gas welly, the taxpayer
must show (e) that the tract for which such saluation is claimed was not
proven ofl land as to the particular sand or some discovery of which is

claimed at the time the so-called discovery was made, proven ofl land being
that which has been shown by finished wells, supplemented by geologic data,
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to ve such that other wells drilled thereon are practically certain to be com-
mercial producers; (b) that the discovery was a bona fide discovery of a
commercinl well of ofl or gas, or both of these substances, on the property in
question, a commercial well being one whose production is such as to offer
a reasonable expectation of at least returning the capital invested in such
well through the sale of the ofl or gas, or both, derived therefrom during its
economic life; and (¢) that the fajr market value of the property was mate.
rially in excess of the cost.

The 1919 edition of the “ Manual for the oil and gas industry,”
issued by the Commissioner of Internal Revenue as an official pub-
lication for the guidance of taxpu{ers in the oil and gas industry,
at pages 40 and 41, contains the following:

COMMISHIONER'S RULING

The clause from sections 214 (a) and 234 (a) of the tax law referred to above
was inserted to protect the prospector or * wildcatter” who goues into an
unknown field and, overcoming hazards of the business, discovers a new and
valuable deposit of ell or gas, and by so doing increases the value of his hold-
ings to such an extent that their value at the time of the discovery, or within
30 days thereafter, is materially disproportionate to their cost. The discovery
may refer to the opening up of a new pool or field, or it may refer to the tap-
ping of a new and previously unknown sand or zone in an old pool or fleld.
The benefits, however, will accrue solely to the holdings of the taxpayer
actually making the discovery. And it will affect him only in so far as he is
able to prove that his discovery was bona fide, and that it has so increased the
value of his holdings as to make it materially disproportionate to the cost.

Unless the taxpayer proves to the satisfaction of the commissioner that his
so-called discovery well has opened up an cntlrely new poel or structure, or &
new samd or zone in the particular pool or structure in which the operation
takes place, this law will not apply to (a) any tract or lease any part of which
was proven or producing prior to the date of (the alleged) discovery; (b) nor
to any tract or lease within the proven limits of any well-recognized oil or gas
pool or fleld; (¢) nor to such wells as are drilled immediately in advance of
producing wells; (d) or on the edge of proven territory. Neither will it apply
t(iv the tract or lease of any other than the taxpayer making the bona fide
discovery. : .

In the 1920 edition of Regulations 43 we find article 220 amended
and reading as follows:

ARy, 220(a). Discovery—Proven tract or lcase—Property disproporlionate
ralue—-(1) For the purpose of these sections of the revenue act of 1918 an ofl
or gas well may be said to be discovered when there is either a natural ex-
posure of oil or gas or a drilling that discloses the actual and physical presence
of oil or gas in quantities sufficient to justify commercial exploitation are
deemed to exist when the quantity and quality of the oll or gas so recovered
from the well are such as to afford a reasonable expectation of at least
returning the capital invested in such well through the sale of the oil or gas, or
both. to be derived therefrom,

(2) A proven tract or leass may be a part of the whole of a proven area.
A proven area for the purposes of this statute shall be presumed to be that
portion of the productive sand or zone or reservoir included in a square sur-
face area of 160 scres having as its center the mouth of a well producing
ofl or gas in commercial quantities. In other words, s producing well shall
be presumed to prove that portion of a given sand, zone, or reservoir which is
included in an area of 160 acres of land, regardless of private boundaries,
The center of such square area shall be the mouth of the well, and its sides
shall be parallel to the section lines established by the United States system
of publie land suryoyas in the district in which it is located. Where a district
is not covered by the United States land surveys the sides of said area shall
run north and south, east and west.

So much of a taxpayer's tract or lease which lies within an area proven
elther by himself or by aunother is “a proven tract or lease” as contemplated
by the statute, and the discovery of a’well thereon will not entitle such tax-
payer to revalue such well for the purpeses of depleiien allowances unless
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the tract or lease had been acquired before it became proven. And even
though a well 18 brought in on a tract or lease not included in a proven area
a8 heretofore defined, nevertheless it may not entitle the owner of the tract
or lease In which such well is located to revaluation for depletion purposes,
if such tract or lease lles within a compact area which is immediately sur-
rounded by proven land, and the geologic structural conditions on or under
the land 80 Inclosed may reasonably warrant the belief that the oll or gas
of the proven areas extends thereunder. Under such clrcumstances the entire
area is to be regarded as proven land.

(8) The “property” which may be valued after discovery is the * well"
For the purposes of these sections the “well” is the drill hole, the surface
necessary for the drilling and operation of the well, the oll or gas content
of the particular sand, zone, or reservoir (limestone, breccla, crevice, etc.)
in which the discovery was made by the drilling, and from which the produc-
tion is drawn, to “he limit of the taxpayer’s private bounding lines, but not
beyond the limits of the proven area as heretofore provided.

(4) A taxpayer to be entitled to revalue his property after March 1, 1913,
for the purpose of depletion allowances muct make a discovery after sald
date, and such discovery must result.in the faiv market value of the property
becoming disproportionate to the cost. The fair market value of the property
will be deemed to have become disproportionate to the cost when the output
of such well of oil or gas affords a reasonable expectation of returning to the
taxpayer an amount materially in excess of the cost of the land or lease if
acquired since March 1, 1913, or its fair market value on March 1, 1918, if
acquired prior thereto, plus the cost of exploration and development work to
the time the well was brought in.

There has been no change in article 220 in the regulations promul-
gated under the 1921 and 1924 acts, except to change the article
number to 222 in Regulations 65, promulgated under the 1924 law.

All allowances for discovery exemption have been made under the
regulations in force since 1920. .

he definition of a “ proven area ” as “ that portion of the produc-
tive sand or zone or reservoir, included in a square surface area of
160 acres, having as its center the mouth of a well producing oil
and/or gas in commercial quantities,” so limits a “ proven” area as
to permit many such proven areas upon any one pool of oil.

his definition of a “proven” area was repeatedly criticized
during the hearings as being purely arbitrary and having no rela-
tionship whatever to the size or shape of the geological structures,
in which oil is usually found (1880?‘. The representatives of the
Bureau of Internal Revenue have, however, made no attempt to
justify this arbitrary limit. The first regulations fixed no hard and
fast limits. As oil pools vary in size, no hard and ifast limits can
be fixed. The first regulations, like the California State Mining
Bureau (1880) and the Federal leasing act, recognize a proven area
as that area included within a geological structure in which oil has
been found by bringing in of a commercial well.

Mr. Gregg, for a first time, made some contention that the regula-
tions provided for the consideration of geologic indications. M.
Greenidge, head of the engineering division of the Income Tax
Unit, who has sole jurisdiction over the administration of the dis-
covery provision of the law, disposed of Mr. Gregg’s contention by
admitting that the 160 acre rule was always followed (1920).

This arbitrary limitation of a proven area to a square area of
160 acres has permitted the blanketing of oil pools by the in-
numerable “ discoveries,” which will be later described, and the
allowance of a greater part of the dlscoveri? exemptions to oil com-

anies on wells drilled upon areas actually proven by geological
indications supplemented by producing wells.
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As will be shown, this definition of a “proven” area permits
the allowance of discovery exemption on offset wells and upon wells
lying between, but not entirely surrounded by producing wells on
tKe same geologic structure.

DISCOVERY EXEMPTION ALLOWED ON PREVIOUSLY PROVEN AREA

Attention is next called to the fact that the regulations permit,
and it is the uniform practice of the Income Tax Unit to allow
discovery exemption upon areas which have been (Freviously proven
by the well of another owrner or lessee, provided such areas were
not proven at the date of acquisition of the property.

Thus A, the lessee of the north half of a quarter section of land,
brings in a well 10 feet north of the center of his south boundary.
This well will prove all of the south half of the section except a
strip 10 feet wide along the south boundary of the south half. If
B had a lease on the south half of the section Frior to the bringin
in of A’s well, and drills an offset well but a few feet south of A’s
well, B will be allowed discovery exemption on his entire 80 acres,
notwithstanding the fact that A’s well proved all of his land except
the south 10 feet,

An illustration of the operation of this provision of the law and
regulations is afforded by the Gypsy Oil Co. case (2003). This com-
pany acquired a lease on a 40-acre tract prior to the bringing in of
a well on an adjoining tract by the Carter Qil Co. The Carter well
proved the area upon which the Gypsy well was located and about
400 feet beyond it, yet the Gypsy company sets up an $8,000,000
discovery value, which is clearly allowable under the law and regu-
lations. This case is typical of two-thirds of the allowances made
for discovery depletion.

AREA VALUED FOR DISCOVERY EXEMPTION

In determining the value to be allowed upon a discovery well, the
value of all of the oil estimated to lie within that portion of the
160 acres of which the well is the center which is owned or held
under lease by the taxpayer is included (2006). Thus, if a tax-
payer has a lease on 160 acres, and the discovery well is in the center
of the tract, the amount of oil estimated to be underlying the entire
tract will be valued. If, however, the discovery well 1s in the center
of the north boundary, only the oi! in the north 80 acres will be
valued. A well on the corner of a 160-acre tract owned or leased by
the taxpayer will be valued on the basis of the estimated recoverable
reserves from 40 acres.

The diagram on page 38 illustrates hypothetically how discovery
exemption is allowed on known oil pools and on proven areas by the
bureau, according to their interpretation of the law as stated in the
rc%lations.

e assume in this hypothetical case that the geological conditions
indicate that a certain area, several square miles in extent, contains
oil. The A Oil Co. procures leases on four sections (16 quarter
sections) of this area. These 16 sections are shown on the diagram,
numbered S1 to S16, inclusive. Each of these quarter sections con-
tains 160 acres, and the total area leased by the A Qil Co. is there-
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B drills & well in the northwest corner of his 10 acres, as near as
ossible to the corner, that he may draw as much oil as possible

grom beyond his property line in case he strikes oil. B brings in
a commercial wellpand is allowed a discovery value based upon the
estimated amount of oil under his 10 acres. This well is shown on
the diageam and is marked “ Well No. 1.” Under the regulations
this oil well proves 160 acres, as shown by the dotted line on the
diagram, Well No. 1 being in the center of the area inclosed by
this line. This well then proves approximately 40 acres of each of
the quarter sections S-6, S-7, S~10, and S-11.

The A Oil Co. now drills offset wells as near A’s well as possible
to prevent B from taking their oil, the presence of which has been
shown by B’s well No. 1. :

The first well brought in by A Co. is indicated on the diagram
as well No. 2. Although well No. 2, being in practically the sam~
position as well No. 1, can not be said to prove again this same 160-
acre tract shown by the dotted line, nevertheless a discovery valua-
tion is set up, based on this well No. 2 as a discovery well, which
includes an estimate of all the oil under 150 acres (that is, the 160-
acre area shown minus the 10-acre tract leased by B, which is, of
course, excluded). A Co. therefor~ in spite of the fact that prac-
tically all of this 160-acre tract was proven by B’s well No, 1, gets a
full discovery exemption for all of the 150 acres left, because the
company habdy acquired the lease before B discovered oil.

The C Oil Co. now acquires a lease on the land east of quarter
section S-8, which is, as before stated, under lease by the A Qil
Co. C Co. drills and brings in well No, 3, as shown on the diagram.
The 160 acres proven by this well No. 3 is shown by dotted lines on
the east and west, and on the north and south the quarter-section
lines denote the limits of the proven area. The discovery exemption
is allowed C Co. for the oil under approximately 80 acres of this
tract as shown by the shaded area between the two quarter-section
lines adjacent to well No. 3. |

In the same way the D Oil Co, leases a tract east of quarter-section
S-12 and immediately south of C Co.’s lease. D Co. brings in well
No. 4 and this proves another 160 acres, indicated by the dotted
iines. The discovery exemption to D Co. is based on the oil under
the 80 acres as shaded on the diagram. ,

While both well No. 3 (C. Co.’s) and well No. 4 (D Co.’s) were
in the same pool discovered t()iv B, and their leases were not acquired
until after the welis of A and B had been brought in, both C and D
Cos. get the discovery exemption on 80 acres, because their wells
were outside the 160-acre l;:roven area limit set up by the regula-
tions, the position of which is determined by the focation of wells
No. 1 and 2. : :

A Co. now drills offset wells Nos. 5 and 6, as shown on the diagram,
as near as possible te wells No. 3 and 4, brought in by the C and D
Co., in erder to protect his oil. As wells No. 5 and 6 are very close
to Nos. 3 and 4, it is evident that the 160-acre tract of which they
are the center is practically the same 160-acre tract already proven
by wells Nos. 3 and 4.

Notwithstanding the fact that practically all of the two 80-acre
tracts in quarter sections S-8 and S-12 have been proven by wells
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Nos. 3 and 4, driven by C and D Cos., the A Co. is allowed a full
discovery exemption on each of these 80-acre tracts, because the com-
pany had the lease before wells Nos. 3 and 4 were brought in.

The E Oil Co. now acquires the 80 acres lying east of A Co.’s
quarter section S-16. (The shaded area on the diagram.) They
bring in well No. 7 and get the discovery exemption, because it is
outside of any 160 acres proven area. This well No. 7 proves prac-
tically 80 acres of A Co.’s quarter section S-16, but nevertheless this
latter company on drilling their wcll No. 8 close by, gets the dis-
covery exemption because the lease was acquired befove the E Co.
brought in well No. 7.

A Co. now drills well No. 9 between quarter sections S-7 and S-8,
and well No. 10 between quarter sections S-11 and 8-12, to prevent
losing discovery depletion under the regulation which provides
that a discovery will not be allowed when the aren is entirely sur-
rounded by proven areas. Through wells No. 9 and 10, therefore,
the A Co. proves and gets the discovery exemption on all the oil
under the 320-acre tract in which these wells are locatcd.

This carries the illustration far enough to show how the entire
area east of the original discovery well No. 1 can be blanketed
with discovery exemptions. By the same process the areas north,
south, and west of the original well can be blanketed until the
limits of the pool are reached.

On the diagram we have carried the process out by putting in
wells Nos. 11 to 43, inclusive, and showing ndditionalP leases F
to R, inclusive. The diagram is self-explanatory.

By judicious drilling, then, the A Co. can get the discovery
exemption on their whole 2,560 acres with the exception of the
10 acres subleased; and they can do this without making a single
real discovery and without taking any real risk in drilling. Out of
the 2,560 acres under lease by the A Co. the discovery exemption is
actually allowed on 1,270 acres which have been proven by others
even on the arbitrary 160-acre rule of the bureau.

The map on the opposite page shows how H. V. Foster actually
blanketed a 640-acre tract with 10 “ discovery ” wells (2901-2902).
- Foster acquired a lease on section 25, range 25-9, Osage County,
Okla., on December 16, 1910, for which he paid no bonus. Through
these 10 discoveries on this 640-acre tract he has secured discovery
exemption amounting to $2,231,329.

The order in which the wells were brought in, the acreage within
Foster’s lease proven by each well, the discovery exemption allowed,
and the general location of the discovery areas are as follows:

Order Well No. %ﬁg};ﬁ 3&9‘:‘“&‘,’3‘ General location on section

$3, 854, 10 | Southwest corner.

14R, 449, 28 | Directly east of well No. i.

161, 148. 72 | Center of section.
201, 755.93 { Northwest corner.
467, 447, 50 | Southeast corner.

p South side between wells 5 and 6.

339, 728. 12 | Center of east side.
302,590, 20 | Center of north side and small square
and between 18 and 8.
%36, 238, 00 | Northeast corner.

87, 567. 50 | North stde between wells 26 and 27.
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Foster secured discovery exemption on 560 out of 640 acres, and -
the remaining area is so situated that a producing well, located at
any point on it, will permit the allowance of a discovery value and
thus blanket the entire section with discovery areas.

A chart on page 2904 of the hearings shows how Foster, up to
January 1, 1922, ﬁad blanketed 626 out of 960 acres contained in an-
other lease, and will be still able to blanket the remaining 334 acres
with discoveries when the remaining acreage is drilled.

‘The map on the opposite page shows the results of a study of 36
continguous quarter sections in the Winona pool located in Osage
County, Okla. The line-shaded areas show the discovery values
which have been allowed by the Income Tax Unit to and including
1920. The dotted areas show tracts within & 160-acre area proven b
a well brought in on an adjoining tract before the date of the acquisi-
tion of the lease. Such tracts are not eligible for discovery valua-
tion. The unshaded areas indicate the tracts upon which the tax-
%zer’s right to discovery value has not been acted upon by the unit.

en the claim for the years subsequent to 1920 are acted upon, it
is probable that additional discovery allowances will blanket the un-
shaded areas to the same extent as are indicated by the shaded areas.
A full explanation of this map and the data upon which it is based
are found in the hearings beginning at page 2835.

FOURTEEN DISCOVERY WELLS AND 745 ACRES PROVEN AREAS ON 160-ACRR
TRACT

The diagram on the opposite page shows discoveries allowed on
gxle{alLee Sawyer lease of tﬁe Gypsy 0il Co., located in Nobl:  »unty,
a.

This case illustrates how a compact area can be blan 4
different discoveries, and how successive discoveries can ' ...owed
on the same area (2907). This lease cost $3,700, and discovery
exemption to the extent of $9,573,875 is beinf claimed on it.

This lease covers 160 acres and is a typical case, showing how dis-
covery may be obtained on more than one sand. So far 14 discoveries
have been drilled on this 160-acre area, 13 of which have been set
up as discovery wells, As two discoveries are claimed on well No. 1,
14 discoveries are claimed on this quarter section.

It will be noted that well No. 75, in the center of the tract, is
made the basis of a claim for discovery value, in the third sand, over
the entire 160-acre area.

In the fourth sand, discovexg value is claimed on the entire 160
acres through wells 8, 18, and 52.

In the fifth sand, discovery value is claimed on the entire 160-acre
area through wells 3, 5, 6, and 28.

In the second sand, discovery value is claimed on 145 acres through
wells 1, 21, and 42. ' 4

In the first sand, discovery value is claimed on 120 acres through
wells 1, 11, and 37. '

On No. 1, well discoveries are claimed for two 40-acre tracts, one
in the first sand and one in the second sand. )

If the taxpayer had stopped well 42 in the first sand, before going °
on to the second sand, as it djd well No. 1, an additional discovery o
40 acres could have been claimed in the first sand. If it had stopped

§. Ikept. 27, 69-1—4 ' ‘ ‘ ' '
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well 18 in the second sand, before going on to the fourth sand, it
could have picked up the 15 acres upon which no discovery is
claimed in the second sand. The taxpayer could then have claimed
discovery value on 800 acres; within this quarter section, and still have
been within the law and regulations.

It is recommended that if discovery depletion is not entirely elimi-

‘nated, a proven area be defined in the law as the area indicated by

geological conditions to be within one oil pool, and that the deter-
‘mination of the limits of the proven area be made by the United
States Geological Survey.

Tiircan AvLowance oF Drscovery DerLerion anp Recorps 1o Cieck
Discovery AReas

The three conditicns under which discovery valve can notl be al-
lowed for depletion purposes under the regulations are as follows:

1. Where the area, upon which discovery depletion is claimed, is
included in an area tn the same sand upon which a discovery value
has already been allowed.

2. Where the tract upon which discovery is claimed was a proven
area at the date of acquisition by the taxpayer.

3. Where the tract upon which discovery is claimed was sur-
rounded by proven areas at the date of acquisition.

It is obvious that some system of maps or tract indices, showing
discovery areas claimed and allowed, is required to determine whether
a discovery area claimed falls under one of the three conditions
nnder which it is not allowable. No such record is maintained by
the Income Tax Unit.

The discovery areas allowed in a portion of one oil pool were
checked by the committee’s engineers, and one illegal allowance of
discovery depletion was located. The areas investigated for this

urpose are shown on the map of the Winona oil fpool in Osage
Eounty, Okla., which appears opposite page 41 hereof.

:The Texas Co. was allowed a discovery value on 70 acres in the
south half of the northwest quarter of section 18. Thirty-five acres
of this area had been proven by a well in the southeast corner of the

‘northeast quarter of section 13, brought in by the Finance Oil Co.

on June 13, 1919, and by a well in the northwest corner of the south-
west quarter of section 18, brought in by the Twin State Qil Co.
in September, 1919. The Texas Co. acquired its lease in October,
1919, and, as to 35 acres, it thus acquired a proven tract or lease upon
which discovery depletion is not allowable under the law (2842-2843).
~ No tract records being kept by the Income Tax Unit, & complete
check to determine the extent of such illegal allowances would require
an examination of every case and the building up of a set of tract
records. The committee’s engineers made no attempt to go further
than to establish the fact that the Income Tax Unit has established
no system for the detection and disclosure of illegal claims for dis-
covery. '

Vavuation MeTHODS EMPLOYED

The methods of determining the values of natural resources, as
of basic date, for depletion and invested capital purposes may be
divided into three classes as follows:
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1. Valuations based upon comparative sales,

2. The valuation of the present value of royalties.

3. The valuation of estimated expected operating profits, commonly
called the analytic method. !

COMPARATIVE SBALES METHOD

This method ma; be illustrated by assuming that the value of a
deposit of gravel, as of March 1, 1913, is required. The contents of
the deposit are estimated to be 100,000 tons.

There is data available, showing that A seld a gravel pit, esti-
mated to contain 50,000 tons, in February, 1913, for $1,000; that B
sold a gravel pit containing 150,000 tons in June, 1913, for $3,750;
and that C sofd a gravel pit containing 150,000 tors in July, 1913,
for $2,260. These properties ave selected for comparative purposes
hecause they are in the same locality, have approximately the same
freight rates, and can be operated at about the sume expense per ton
of gravel sold, as the property to be valued.

abulating these three comparative sales we have the following:

I Sale price
Property Total tons { Total price| per ton
(cents)
A ccammemmmemeareemeesessemeeermeneraneavraeeeetanm———— 50,000 | $1,000.00 0.02
- U PPV 160, 000 3,750.00 . 025
(e ivaanasma nmmacaenar e A kA daonmmAmsmeeeeaneesemmanemenenea. 150, 000 2, 250.00 015
350, 000 l 7, 000,00 )
1 Average unit sale price.

The value of the pit in question is then determined by multiplying
its estimated contents, 100,000 tons, by 2 cents, and the value 1s
found to be $2,000..

- If it is found that one of the deposits used as a comparative had

operating or transportation advantage not possessed by the deposit
to be valued and by the other comparative, the sal: price per ton of
tlhut q(:mpara,tive is adjusted to make it comparable with the other
deposits.

I])‘his method determines the average replacement cost of the de-
posit, as the value to be depleted, or allowed as invested capital,
and includes no elements of value, except the cost of replacing, as
gf basic date, the material which is consumed in the operation of the

usiness. -

This method is the one which has been generally applied by the
nonmetals valuation section in determining the value of such non-
metal deposits as sand, gravel, clay, stone, etc.

PRESENT VALUE OF ROYALTIES

Where deposits are commonly leased for exploitation on a royalty
basis, such as is the case with bituminous coal and in some cases stone,
clay, etc., the value is determined by determining the present value
of royalties.

Assume that the prevailing royalty rate, at which deposits of Poca-
hontas coal could ge leased for mining purposes in 1913 was 17.9
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cents, Assuming also that the property contains estimated reserves
of 5,000,000 tons, which is being mined at the rate of 500,000 tons
per year, the life of the property is 10 years. The value of the
deposit of an operating owner, a lessor or a lessee is determined as
follows:

VALUE OF LESSOR’S INTEREST

The value of the rights of a lessor as of March 1, 1913, in a mine
then under lease, is measured by the present value, as of March
1, 1913, of the royalties to be received. If the property had been
leased at a royalty of 10 cents per ton in 10 years, the lessor will
receive royalties of $500,000 on 5,000,000 tons. 'The value of the
lessor’s intorest, as of March 1, 1913, is the present value of $500,000,
discounted for 10 years at the discount rate accepted as representing
the risk involved.

As the royalty stipulated in the lease is very much below the prevail-
ing royalty rate as of March 1, 1913, the recovery of this low royalty
rate involves very little hazard, and we will assume that 6 per cent
is a fair rate of return on this investment. Hoskold’s present value.
tables are in general use by the Income Tax Unit. According to
these tables, the present value of $1, accumulated in equal install-
ments for 10 years, discounted at 6 per cent, and allowing 4 per cent
on sinking fund accumulations, is $0.6979. This factor applied to
the $500,000 royalties, to be recovered in 10 years, gives a present
value of $348,940.40, which represents the value of the deposit.

VALUE OF LESSEE’S INTEREST

The value of the lessee’s interest in the property, in which the
lessor’s interest has been valued above, is the present value of the
saving he will realize in 10 years, because of the fact that on March 1,
1913, he has a lease to mine coal at a 10-cent royalty, while the pre-
vailing royalty is 17.9 cents. This saving of 7.9 cents per ton atiaches
to 5,000,000 tons of coal. The total saving in 10 years is $395,000.

There is more risk involved in recovering a value of 17.9 cents
per ton, so the discount rate should be higher than the 6 per cent
used in discounting the value of the lessor’s interest. As the value
is based upon the prevailing royalty for cosl in place in the mine and
net upon profits estimated to be recoverable from mining and selling
coal, we will assume that this lease could be seld to a buyer, who
expects to lease the property at the prevailing royaity rate of 17.9
cents per ton, and expects to receive back what he pays for the lease
and 8 per cent on his investment. Hoskold’s tables give 61.24 as the
present value factor, at 8 Eer cent and 4 per cent for 10 years,
Thus the total differential between a 10 cents royalty and a 17.9
cents royalty of $395,000 has a present value of $241,898,

VALUE OF OPERATING OWNER'S INTEREST
The operating owner’s interest is valued by the same method as
that applied in valumﬁ the interests of a lessor or a lessee, except
that it is based upon the present value of the prevailing royalty of
17.9 cents per ton.
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ANALYTICAL APPRAISALS

By the analytical method of determining value the opemting
profits to be realized are estimated and discounted for the perio
of deferred realization.

The factors to be considered and the formula for determining che
value of a mineral property by an analytic appraisal are stated in
Regulations 62, as follows:

AgT. 208 (b). * To determine the fair market value of a mineral property by
the present value method, the essential factors must he determined for each
deposit included in the property. The factors are (1) the total quantity of
mineral in terms of the principal or customary unit (or units) paid for in the
mineral product marketed, (2) the average quality or grade of the mineral
reserves, (3) the expected percentage of extraction or recovery in each process
or operation pecessary for the preparatien of the crude mineral for market,
(4) the probable operating life of the deposit in years, (§) the unit operating
cost, 1. ¢., cost of produaction exclusive of depreclation and depletion, and (6)
the rate of interest commensurate with the risk for the particular deposit.
When the deposit has been sufficiently developed these factors may be deter-
mined from past operating experience. In the application of factors derived
from past experiance full allowance should be made for probable future varia-
tions in the rate of exhaustion, quality or grade of the mineral, percentage of
recovery, costs of production, and selling price of the product marketed during
the expected operating life of the mineral deposit.

ART. 208 (e) The number of units of mineral recoverable in marketable form
multiplied by the difference between the selling price and the operating cost
per unit gives the total expected operating profit. The value of each mineral
deposit is then the total expected operating profit from that deposit reduced
to & present value as of the basic date at the rate of interest commensurate
with the risk for the operating life, and further reduced by the value at the
basic date of the depreciable assets and of the capital additiens, if any, neces-
gary to realize the profits. The degree of risk Is generally lowest in cases
where the factors of valuation are fully supported by the operating record
of the mineral property prior to the basic date; relatively bigher risks attach
to appraisals upon any other basis.”

As a typical example of an analytic appraisal, an actual appraisal
of a copper mine made by the metals valuation section is used.

Valuation of a copper mine as of March 1, 1913

1. Estimated number of pounds of recoverable copper Mar. 1, 1913__ 59, 976, 212

2. Estimated expected sales price per pound $0. 1612
3. Estimated expected cost of operation per pound $0. 1000
4. Estimated operating profit per pound (2-3) $0. 0512
5. Estimated total operating profit (4X1) $3, 070, 782
6. Estimated period required to exhaust deposit. ....;u-. years.. 16
7. Estimated expected rate of return per annum. .....-. per cent.... 8
8. Hoskold's present worth factor for 15 years at 8 per cent

and 4 per cent - et e e e e $0. 513053
9. Present worth of expected profits (5X8) comcccmecommecceen $1, 575,474
10. Estimated plant @08t ;e e e e e o , 000
11. Values of ores only, Mar. 1, 1033 (9-10) ce e $1, 075, 474

DerreTioN oF INTANGIBLE PROPERTY

Much confusion in the Income Tax Unit and goss discrimination
between taxpayers has resulted from the conflict between the regula-
tions and rulings and the practices in the Income Tax Unit as to the
allowance of depletion upon intangible values. An amendment of
the law appears necessary to prevent discrimination among tax-
payers in this respect.
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The law provides that the allowance for the depletion of mines
etc., shall be based upon the “ fair market value ™ of the “pro erty.’;
The law does not say whether the “ property,” the value of which is
to be the basis of derletion, is merely the tangible deposit of minera!,
sand, gravel, or coal which can be taken from the mine and sold or
whether the depletable property is the taxpayer’s business as & going

~ concern. If the property to be depleted is the taxpayer’s business,

as a going concern, intangible property, represented by the value of
having capital assembled, the use of working capital, a management
and organization with which to operate, and, in many cases, good-
will, are included in the value to be depleted, in addition to the
tangible property, represented by the physical deposit.

If the analytic or present-value method of determining fair market
value is used, the value determined is the assumed present value of
all of the profits to be derived from the business. Such a valug
reflects every element which influences profits, including the vse of
working capital, the value of having capital assembled, the efficiency
of the management, the knowledge of and use of manufacturing proc-.
esses, the possession of a manufacturing and sales organization, and
good will. Such a value includes not only the value of the tangible
physical property but the value of the business ability of the owner
of the business. The only deduction made from this value, to deter-
mine the amount which is to be returned tax free as depletion, is
the amount of the depreciable assets which are returned tax free as
depreciation.

n any business requiring a large amount of working capital the
amount of the working capital, as well as the present value of such
profits as may be derived from good management, manufacturing
processes, salesmanship, and goog will, are included in the value
given to the property to be depleted.

If the “ fair market value * of the “ property ” is determined upon
a cost of replacement basis, or by determining the present value of
the difference between & royalty, fixed in a lease, and the going
market ro%alty rates, all elements of value, other than the value of
the bare physical property or lease, are excluded from the value to
be depleted.

hArtlcle 208 of Regulations 65 and all former regulations provide
that:

Valuations by analytie appraisal methods, such as the present-value method,
are not entitled to great weight: (1) it the value of a mineral deposit can be
determined upon the basis of cost or replacement value, (2) if the knowledge
of the presence of the mineral has not greatly enhanced the value of the
mineral property, (3) if the removal of the mineral does not materially reduce
the value of the property from which it is taken, or (4) if the profits arising
from the exploitation of the mineral deposit are wholly or in great part due
to the manufacturing or marketing ability of the taxpayer, or to extrinsic
causes other than the possession of the mineral itself. Where the fair market
value must be ascertained as of a certain date, analytic appraisal methods
will not be used if the fair market value can reasonably be determined by any
other method.

This regulation has been observed in both, letter and spirit by the
chiefs of the metals, nonmetals, coal, and timber valuation sections
who were in office during the progress of this investigation. It has
been the practice of these valuation sections to determine values to be
depleted on the basis of the cost of replacement of the deposit.

g
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- Precedents established by the head of the engineering division and
by the committee on appeals and review, in reversing decisions of,
the nonmetals section, in effect nullify the above-quoted provision of
the regulations and practically leave 1t optional to include or exclude
intangible values. The inclusion or exclusion of such intangible
values depends entirely upon the method of appraisal followed, and
it is only necessary to ignore the evidence of value based on com-
parative sales to secure depletion on intangibles through an analytic,
ap’gralsal. T : o : . o

. Thus the inclusion or exclusion of intangible property in the value
to be depleted depends upon the method employed in appraising the
value of the property to he depleted, :

The income-tax law provides that a taxpayer shell be entitled to
a “reasonable ” deduction for depletion, to ba based upon the value
of the pr?f»erty on the basic date. While the word “ property ” is
not defined by the law, it i3 cbvicus that it is to be given the same
meaning, regardless of the appraisal methods employed to ascertain
its value. It is obvious that the ¢ property,” the valua .of which is to
be the basis of the depletion allowance, is the ‘ property ” which is
actually depleted in. producing the income to be taxed. It is also
obvious that the right of a taxpayer-to an allowanoce for the deple-
tion of his intangibles, in computing taxable income, should not be
dependent upon the cpinion of an employee of the Income Tax Unit
as to the practicability of applying a valuation method. |

A valuation of property, including the intangibles, results in a
very much higher etion allowance than a valuation based upon
the cost of replacing the physical property which is depleted. Owing
to the different views of officers and employees of the unit as to the
practicability of determining cost of reproduction, the grossest kind
of discrimination has resulted from this situation.

Unitep States GrarmiTE CoO.
(1842)

The United States Gra;ihite Company case furnished an excellent
illustration of how the valus of good will can inflat depletion..

This company mines graphite in Mexico. The raw graphite is
shi pe? todt e taxpayer’s plant at Saginaw, Mich., where 1t is ground
and refined.

The ground refined graphic is used to make the fillers in lead
pencils, and it is also the raw material used in the manufacture of
foundry facings, paints, lubricants of all sorts, motor and generator
brushes, electrical supplies, stove polish, boiler graphite, andTﬁimplute
- for electrotyping, powder glazing, and other purposes. 8 com-

pany has bui?t up 2 world-wide business and has a practical monop-
oly on the furnishing of graphite for the manufacture of lead pen-
cils in the United States, in addition to which it exports large
quantities of ground refined graph.te to England, France, Germany,
and Japan. ‘ . L.

Tn 1893 this tarpayer acquired its first Mexican mine, in exchange

for $35.000 par value of its stock. :
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The taxpayer claimed & March 1, 1913, value on this mine, for
depletion purposes (1342), of $516,026.45. Mr. A. R. Shepherd,
a special conferee, designated by and working directly un ler Mr. S. M.
ureenidge, head of the engineering division, was permitted to over-
rule the normetals section and allowed a March 1, 1913, value of
$1,043,044.56 (1848).

This value was determined by deducting the average cost per ton of
mining, shipping, manufacturing, and selling refined ground graph-
ite from the average selling price to determine the expected profit

r ton. The expected profit was determined to be $46.42 per ton.

‘he expected profit per ton was then multiplied by the estimated
number of tons of graphite in the mine on March 1, 1913, to deter-
mine the total expected profits to be realized during the life of the
mine, which was estimated to be 28 years. The total expected profits
were then discounted to present value, as of March 1, 1918, giving
$1,043,044.56 &8 the value of the mine on that date. The value was
then divided by the estimated tonnage in the mine to get the de-
pletion unit which was determined to be $11.14 per ton.

It will be noted that this valuation is based ugon all profits of
the business, not only from mining the graphita, ut aleo from re-
fining and grinding it, at the Saginaw factory, and selling it to &
trads extending all over the world.

In 1918 the taxpayer purchased a new deposit, 27 miles nearer
to the railroad, and containing the same quality of graphite, for
$37,000, cash. In 1920, the operation of the deposit, which had
been valued at $1,043,044.56, was abandoned, because the new de-
posit, purchased in 1918 for $37,000, could be more economically
operated. Mr. Shepherd stated that the value of $1,043,044.56,
placed on the old mine, was due to the market which had been built
up by this company for its product (1854-1855).

By this method of determining depletion, depletion is allowed
upon the value of a world-wide good will, yet the valne of that good
will to the taxpayer was in no way affected by the depletion of the
old mine. It could buy a new deposit to replace the old and con-
tinue to enjoy the value of its good will. This is exactly what it did
do in 1918, when it purchased the new mine. So long as other de-
posits existed in 1913, which were available for purchase, the value
of th~ capital consumed by taking graphite from the old mine could
got exceed the cost of replacing that graphite by acquiring a new

eposit.

BVhile no figures are available showing the exact amount by which
the value of good will entered into this valuation for depletion, some
idea of the minimum can be obtained from the value placed upon
this gra]phite by the taxpayer for customs purposes. This taxpayer
has declared an average value of $7.32 per ton at the border for
customs purposes. This $7.32 includes the cost of mining, hauling
27 miles by wagon to the railroad, and freight from the point of
loading to the border. It thus appears that the value of this graphite
in the mine, which is all that is actually depleted, could not exceed
a_small fraction of $7.32. Yet the amount of depletion per ton
allowed is $11.14, or $3.82 more than it is deciared to be worth, after
it has been mined, hauled 27 miles in a wagon, and shipped by rail
to the border.
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The average selling price of this graphite is $113.86 per ton
(1307). 'The average profit used as the basis of this valuation is
$46.42. The average cost of mining, transporting, manufacturin
and selling would thus be $67.44 per ton. As all the costs incurre
in Mexico can not exceed the value at the border, or $7.32, and the
cost of freight is computed at $10 per ton, at least $50 per ton must
be incurred for manufacturing and selling the product. This valua-
tion, however, attributes no profit to manufacturing and selling, but
throws the whole profit of $46.42 per ton back into the value of
the mine.

The per ton value of the graﬁhite in the ground can not exceed
its value at the border. Using the same method and factors as were
used in getting the value of $1,043,044.56, except the profit per ton,
which we will assume to be $7.32, will give a value of $203,901.04
and a depletion unit of less than $2.18 per ton instead of $11.14.

Thus, 1f we assume that it cost nothing to mine this graphite,
haul it 27 miles by wagon to the railroad, and ship it by rail to the
border, and that its entire value at the border was profit, the value
of the mine could not exceed $203,901.04, and $839,143.52, or 80 per
cent, of the value allowed, was attributable to the manufacturing and
sales profits, earned after the raw material was shipped into the
United States. For every ton of graphite sold, th's taxpayer re-
ceived more than $8.86 for the depletion of good will, which was
actually not depleted at all, because a new deposit could b.. acquired,
as it was acquired in 1918, in the operation of which the good will
is being utilized.

The number of tons seld in 1917, 1918 and 1919, the depletion
allowance, based on the depletion unit allowed by the Income Tax
Unit, and the depletion which would be allowed, assuming that $7.32
per ton represents the value in the mine, are as follows:

i
. Depletion | Depletion
Year Tons | 4y's1114 | at$2.18
e — [ESP— — ——— [ !
1) & S, e mmeeemememcmamenammmAe—t e ——aae——aasaaaa.. 5,008 | $55,766.84 | $10,913.08
TOIB. o et rrcracmanecr cunscnnesmmsnsrar b henant s tan e 5,768 | 64,144.12 12, 562, 44
T i rmietimcmmm e wm A mea i mmem iy anm - ———————— 3,646 | 40,616.44 7,958.28

It thus appears that there was allowed, as tax-free deductions,
fov the depletion of the 1913 value of expected manufacturing and
selling profits at least $44.853.76 in 1917, $51,519.68 in 1918, and
$32.658.16 in 1919,

As this taxpsyer could and did replace its 1913 deposit in the
ground by the acquisition of an additional deposit, it was no differ-
ently situated than any merchant or manufacturer. It laid in a
greater supply of raw material than is laid in by the ordinary mer-
chant or manufacturer, but the exhaustion of the 1913 stock could
not terminate its business.

The greater portion of its expense was incurred in manufacturing
and selling its product, and 80 per cent of its proiit was earned
after its raw material left the customhouse on the border. This
profit can not be differentiated in principal from the profit of
any other manufacturer. No merchant or manufacturer who had an
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established business on March 1, 1913, is permitted to set up the present
value, as of March 1, 1913, of all the profit he expects to derive from
the business he then owned, and have such value returned to him tax
free as a deduction from the income as it is earned. To permit the
deduction of manufacturing and selling profits from the income of
a manufacturer and merchant who buys his raw material in the

ground instead of f. 0. b. cars is a gross discrimination.
Crisax Fire-Brick Co.,
(1360)

This taxpayer is a manufacturer of fire brick used to line furnaces,
and, by reason of the superiority of its products, has established a
large und profitable business.

I%l this case, the value of the g{fod will, the possession of the capital
and manufacturing ability of the taxpayer is attributed to the value
of a lease to mine fire clay. The taxpayer is then permitted to de-
duct the value thus attributed to this lease from taxable income in
equal annual installments over the life of the lease. While this al-
lowance is not called depletion, it is in effect a depletion allowance
but distributed contrary to the regulations,

The lease was for a 20-year period, beginning in 1899, and per-
mitting th: mining of fire clay to be used in the manufacture of
fire brick. The royalty stipuiated in the lease was 25 cents per ton
for one grade of clay and 15 cents per ton for another grade. No
bonus was paid for this lease. XIn 1907 the taxpayer leased an adjoin-
ing i)roperty containing the same (iuality of clay upon the same
royalty basis without bonus. The lease in question contained no
renewal provision but was voluntarily renewed when it expired in
1919, without the bonus at the same royalty.

This lease was given a value as of 1900 of $154,120.70, and deduc-
tions of $8,368.54 were allowed from the income of both 1917 and
1918.

Prior to the incorporation of this taxpayer the business was oper-
ated as a partnership for a period of 15 months. No value was
attributed to the lease when it was assigned to the partnership.

The profit of the partnership -period was determined to be $1.38
per ton of clay mined. This profit was inclusive of all profits derived
from the business. The valuation was determined by multiplying
the estimated tonnage which would be mined by $1.38 to get the total
exp.cted profit during the life of the lease, and by then reducing
this amount to a present value as of 1900 by an 8 per cent annual
discount. This method of valuation attributed to the lease the
total value of the profits arising out of manufacturing and selling the
product.

The fact that during the life of this lease another lease was ac-
quired upon the same royalty and without bonus, and this lease was
voluntarily renewed without bonus or increase of royalty proves
conclusively that the royalty paid covered the full market value of
the right to mine clay. If this lease could be replaced by anoiher
without cost upon the same terms as it was, it could have no value
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as capital consumed by either the mining of clay or the lapse of
time,

The average royalty provided in this lease was 20 cents per ton.
Pay'ng this royalty, the taxpayer made a net profit of $1.38 per
ton. Assume that the royalty stipulated had been 40 cents per ton.
This increase in royalty would still leave a profit of $1.18 per ton.
If $1.18 is substituted for $1.38 as the profit per ton, the method
used in this case would give a value of $131,784.24 to this lease.
Now, assume that the taxpayer could have acquired another lease
on a 20-¢'nt royalty basis. It is clear that a lease calling for a
royalty of twice what the clav would be bought for from others
would be a liability instead of an asset, yet this method of ap-
praisal would show it to le a depletuble asset of the value of
$131,784.24.

A lease of either the use of property for a rental or of the right
to mine for a royalty can have a vu{ue as capital only when the
stipulated rental or royalty is less the rental or royalty which would
be required to replace the property leased. If a lease requires the
payment of greater rental or royalty than would be required to
replace the property, it is a liability instead of an asset.

In the case under consideration the property was replac . at the.
same royalty, which shews that its value was equal to the royalty
paid, and the lease was neither an asset nor a liability.

The taxpayer in this case claimed that the value of this clay was
greater to it than to the owner of the fee because the owner of the
fee had neither the capital nor the ability to manufacture. This is
conclusive that the entire value set up to be deducted from income
was the intangible value of the possession of capital and the ability
to manufacture and sell the product. As the deposit was replaced
the value of these intangibles was not decreased by the exhaustion
of the material acquired under the lease and was not a proper basis
for a deduction from income.

Mr. S. M. Greenidge, head of the engineering division, approved
a value of $200,456 on this lease over the protest of Mr. griggs,
chief of the nonmetals valuation section (1364). This value was
arrived at by using prospective smﬁts for 40 years as the basis of
the value of a 20-year lease, and was approved by Mr. Greenidge
after his attention had been called to all of the facts in the case
(1363, 1364).

The reasons assigned for this action are stated in a memorandum
signed by A. R. Shepperd, special conferee, as follows (1379):

This action was taken by the section upon instructions from the undersigned
special conferee. '

A 40-vear life was allowed in spite of the fact that the taxpayer only held
a 20-year lease at organization, for the following reasons:

1. Taxpayver maintained that a custom, ameunting almost to unwritten law,
existed in his distrliet which provides that any lessor is gliven the privilege
of renewal at the end of his lease.

2. Taxpayer demonstrated that he had obtained control of all the surround-
ing property in such a way that the fee owner would not have been physically
able to lease the property to anyone else without his (the taxpayer’s) consent.

It was only after a protest from the audit division (1380) that
Mr. Greenidge consenteg to a reduction of the profits valued to those
fulling within the 20-year term of the lease.
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Houston Coar & Coxe Co.
(3141-3146)

On March 1, 1913, this taxpayer was the holder of a lease to mine
bituminous coal for a royalty of 10 cents per ton. On March 1, 1913,
bituminous coal leases could be obtained in any quantity at 17.9
cents per ton royalty. The royalty rate stipulated in the lease in
question being 7.9 cents below tze prevailing rate of market price of
coal in the mine, gave this lease a value as of March 1, 19i3. The
value of this Jease was due entirely to and measured the difference of
7.9 cents between the stipulated royalty and the going royalty rates
on March 1, 1913.

The value as of March 1, 1913, was computed by the Income Tax
Unit engineers at $200,116.92, which gave a depletion unit of
$0.04966 per ton. This ciepletion unit is equal to the present value
of 7.9 cents discounted at 8 per cent for 12 years, the life of the
mine.

Instead of determining the value of this lease on the basis above
described, it was dctermined by estimating the present value of the
entire estimated profits to be derived from the business of mining
and selling coal under this lease. On this basis the lease is given a
value of $918,884.60 and the depletion unit is 21.3 cents. As a roy-
alty of 10 cents was stipulated in the lease, the coal in the ground
was thus valued at 31.3 cents, when it was an established, undisputed
fact, agreed to between the Income Tax Unit and the Pocahontas
operators, that the market piice of coal in the ground on March 1,
1913, was 17.9 cents.

It is an undisputed fact that the principal elemient ef profit in
mining bitumninous coal is the ability to sell the product. In both
valuations the same reserves, life and discount rate are used, so that
the difference in value and in the depletion unit is due entively to
the valuing of the saving in royalty in the first valuation and the
prospective profits in the second. In this case nearly $718,000 of
value due entirely to good will and selling ability is attributed to
coal in the ground and returned to the taxpayer as tax-free deple-
tion. -

New Jersey Cavarre Co.

On January 6, 1923, the Committee on Appeals and Review, the
apppellate authority of the Income Tax Unit, placed its stamp of
approval upon the depletion of intangible values due to prospective
manufacturing and sales profits by its unpublished recommendation
No. 1517 S1299)‘.

In April, 1916, Benjamin Nicoll, who was engaged in the business
of quarrying stone used as smelter flux, incorporated his business
under the name of the New Jersey Calcite Co. and turned the busi-
nessl over to the taxpayer in exchange for $150,000 par value of its
stock.

Included amoung the assets of the business transferred to the
corporation were three leases permitting the removal of stone on
a royalty basis. One of these leases permitted the removal of stone
for a royalty of 4 cents per ton for a period of five years after incor-
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poration. One lease running for eight years and another running
for two years provided for a royalty of 3 cents per ton S1294).

The taxpayer claimed a value of $130,000 on these leases as of
April, 1916, to be depleted in annual installments between April,
1916, and the expiration of the leases,

In the brief submitted by the taxpayer the records of three leases
made in Sussex County, N. J., the same county in which the property
of the taxpayer is located, are set out as follows (1294) :

November 9, 1916, Sussex Calclte Co. to Sussex Limestone Product Co.
royalty not less than 4% cents and not over b cents per ton.

October 2, 1918, Lucy K. Llff, ete, to Bernard Stener, royalty G cents
per ton.

March 16, 1920, ¥Franklin Mineral Co. to Whorton Steel Co., royalty O
cents per ton. This lease was made by one of the lessors to the tax-
payer and the quarry covered by this lease ix in the same belt of lime-

gtone and {8 worked in the same mauner as the guarry covered by the lease
to the taxpayer.

It will be noted that the first of these leases was made within
a few months of the date as of which the taxpayer’s lease was
valued and the two subsequent leases show that even as late as
October, 1918, and March, 1920, the royalty value of limestene in
the quarry had not raised above 5 cents per ton. In the absence
of any showing that there had been a temperary inflation in royalty
values in April, 1916, these leases conclusively fix the meximum
market value of the unquarried limestone covered by the taxpayer’s
Jeases in April, 1916, at 5 cents per ton. There was no such showing.
The royalties fixed by the taxpayer’s leases of 3 and 4 ceats prior
to 1916 and the 414 and 5 cent royalties fixed in these subsequent
leases was the only evidence of royalty rates in this neighbo&ood
before the Bureau of Internal Revenue.

From the above it is apparent that the only market value in the
leases of the taxpayer on the basic date, April, 1916, was due
to an advantage of royalty rate of 2 cents per ton for one lease
for eight years and for one lease for three years, and of 1 cent
per ton for one lease for five years. On this basis the valuation
engrineers fixed the value of these leases ac $8,950.93 (1294, 1295).

The taxpayer appealed from this determination to the Committee
on Appeals and Review, which allowed a value of $106,000 on
these leases (1299). " This value was based upon prospective profits
(1273) of approximately 20 cents per ton instead of 1 and
2 cents.

A verbal protest was made by the valuation section, upon the
ground that this basis of determining the value of such a lease
was contrary to the established practice of the valuation sec
tion and would necessitate the reversal of prior rulings and
decisions (1273).

In response to this protest, on January 4, 1923, the following
memorandum was sent to the valuation section (1237):

Memorandum for Mr., J. II. Briggs, chief nponmetals, valuation section,
room §5038.

I have gone over with other members of the committee the case of the New
Jersey Calcite Co. since the discussions I had with you concerning it, and we
have come to the conclusion that the valuation heretofore fixed upon the lease-
hold of the taxpayer was based upon the only admissible evidence before us
and consequently shouid be allowed to stand.

R e —

L
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The finding in this case does not in my opinfon necessitate or involve any
change In procedure in the natural resource division nor any modification of
its rullngs. The method used in arriving at a value In this case was resorted
to because there was no other adnMssible evidence in the case, and for this
regson the case should be considered as having been decided upon its own
facts and should not be treated as a general precedent.

A. W. GREga,
Chairman, Special Committee on Appeals and Revicie,

The decision of Mr. Gregg that there was no admissible evidence
of the value of these leases in this case except the prospective profits
of the taxpayer is a ruling that the royalties stipulated in similar
leases in the sume neighborhood before and after the date as of which
value is to be determined is not admissible evidence. In this con-
nection it will be borne in mind that such transactions show no
fluctuations in value but a raise from several years before the basice
date until & few months after the basic date, when they becaine and
remained settled at 5 cents for at least four years. It will also he
‘borne in mind that one of these leases was upon the same vein, where
working conditions were identical, and another was only four months
after the date as of which this value was determined.

This ruling practically nullifies the provisions of articles 206 and
207 of the regulations, providing that “analytic appraisal methods
will not be used if the fair market value can reasonably be deter-
mined by another method,” or “if the profits arising from the ex-
ploitation of the mineral deposit are wholly or in great part due
to the manufacturing or marketing ability of the taxpayer, or to
extrinsic causes other than the possession of the mineral itself.”

If the evidence of comparative royalties was inadmissible in this
case, there is no case to which any other than the analytic appraisal
method can be reasonably applied. The profit arising from the pos-
session of this stone was 1 and 2 cents, while the profit arising from
sale was 20 cents. If a case where nine-tenths of the profit avises
from causes other than the possession of the mineral does not come
within the above quoted regulations, no case does.

Notwithstanding the fact that Mr. Gregg’s memorandum says that
the ruling in this case shall not be treated as a general precedent, it
actually is a precedent. It is the precedent which constitutes the only
justification for the determination of value made in the Penn Sand
& Gravel case, in the Climax Fire Brick, in the United States
Graphite case and many other cases, where deposits have been valued
for the purposes of depletion by valuing the total expected profits of
the business.

The ruling in the New Jersey Calcite case was vigorously defendel
by Mr. Gregg before this committee (1272). No inference can be
drawn from his statements before this committee except that he con-
siders this ruling sound. Mr. Gregg is now the Solicitor of the
Bureau of Internal Revenue, and this ruling may be accepted as
reflecting the views of the highest legal authority in the Bureau of
Internal Revenue.

The official representatives of the bureau have repeatedly con
tended that the allowance of depletion upon intangible values is ncu
the general practice of the valuation engineers (1385). The staif
of the committee concede that it is not the general practice to allew
such values.
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The ruling of the Committec on Appeals and Review in the New
Jersey Calcite case has never been published. The great body of tax-
payers assumc that the rule lsid down bﬁethe regulations promul-

ated by the Commissioner of Internal Revenue, approved by the
gecmtary of the Treasury, and published for the guidance of tax-
payers, measure their rights and are impartially enforced. Until
this subjlect was brought to the attention of this committee, no one
except the present and former employees of the Income Tax Unit
were in a position to know that intangible values can be dopleted.
and that u{lownnces including such values, amounting to from ten
times to thirty times what could otherwise be obtained, have been
made. It is bad enough to make such allowances to a few, but to
deny the same relicf to others similarly situated is even worse. ’

As the cituation stands, the rule laid down by the regulations is
generally enforced by the valuation engineers, but by the employ-
ment of a former employee of the unit a taxpayer can learn of the
special relief being granted to some and insist upon and procure a
like measure of reheg This illustrates the viciousness of unpublished
rulings and of rulings which are not to be considered as precedents.

Wiraerere-Sarrman anp Co,
(3064)

This case illustrates in a most striking manner the effect of the
inclusion of manufacturing profits in the value of ores in the ground.

The property involved is an iron miaoe located in the State of New
York. The taxpayer operates a small smelter in which a very small
part of the ore mned 1s converted into pig iron. Th: greater part
of the ore is sold as ore and concentrates.

The metals valuation section valued this property as of March 1,
1913, for depletion purposes at the present value of the prospective
profits to be derived from mining and selling ore and concentrates.
On this basis a value of 38.9 cents per ton of ore was determined.

The Committee on App-als and Review reversed the metals valua-
tion section and allowed a value of $10,500,000 and a depletion unit
of 62.97 cents per ton. This difference in depletion results in a
difference in tax for 1917 and 1918 of $301,169.10. The same reserves
and discount factor were used in both valuations. The only dif-
ference in the valuation is the expected profit per ton. The
$10,500,000 valuation is based upon the profits, which are estimated
as procurable if the taxpayer builds a blast furnace near New York
Jity and converts its ore and sells it as pig iron. Thus, this valua-
tion attributes to the ' res in the ground the prospective manufactur-
ing profits estimated  be derivable from a blast furnace which does
not exist and from a business in which the taxpayer is not even en-
gaged. Exception has been taken to valuations of ore in the ground
which included manufacturing and s:lling profits earned by tax-

ayers. In this case this element does not exist in the taxpayer’s
usiness but is imported into it for the sole purpose of inflating a
value for depletion purposes.

Upon the theory applied in this case a valuation of a billion
dollars could be justified by assuming that the taxpayer might go a
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few steps farther and convert his theoretical pig iron into theovetical
watch springs.

The valuatior. of $10,500,000 was allowed by the committee on
aggea]s and review on the ground that it was a valuation made at
about 1913 and was the basic of an offer to purchase the property.

It appears from the record that in 1910 the Standard Oil Co,
was contemplating the erection of a blast furnace near New York
City and engaged an engineer to value the property of the taxpayer.
This valuation for the Standard Oil Co. was based upon the ex-
pected profit to be derived from the ores from this mine when con-
verted into pig iron and sold. In 1913 the taxpayer employed this
engineer to bring his 1910 valuation down to date for tax purposes,
This was done by eliminating the ore mined and by adding the ores
developed between 1910 and 1913. The basis of determining profit
was not changed. The valuation thus brought down to date was
$12,500,000, including $2,000,000 for plant.

The record shows affirmatively that no offer to purchase this
property was ever made by the Standard Oil Co., and it does not
appear that the Standard Oil Co. ever even contemplated })aying )
price for the property which would include the value of all the
profit they might expect to derive from the business of converting
ore into pig iron. o long as manufacturers of pig iron can buy
ore on the market at a price which includes only miner’s “profits,
it is not reasonable to assume that they will pay for ore in the
ground a price which includes the profit they expect to make from
manufacturing, :

In this case the metals valuation section was neither notified of
nor vepresented at the hearing before the committee don appeals
and review, and the ruling of the committee on appeals and review
has never been published.

INTANGIBLE VALUES NOT PROPER SUBJECT OF DEPLETION

There can be no sound justification for treating ]in'ospective profits
as capital to be deducted from income as depletion under any
circumstances.

As has been stated the prospective profits of an established mer-
cantile, banking or ordinary manufacturing business are not con-
sidered by the law, as capital on the basic date, to be deducted tax-
free from the profits as realized. There is no logical distinction
between such profits and those arising out of the capital manufac-
turing ability, selling ability, and good will of a manufacturer or
trader who utilizes a natural resource as his raw material.

The realization of prospective profits involves the use of operating
capital in addition to that invested in the deposit. By capitalizing

rospective profits as value, the value of everything invelved in the
usiness, including the use of operating capital, is attributed to the
valuu returned free of tax.

The realization of prospective profits requires the use of ability,
experience, knowledge, judgment, skill, and attention. In all other
instances, the profits, derived from the application of these human
elements of the power to make money, are current taxable income,
but when prospective profits are capitalized for depletion purposes,
the value, arising out of the future exercise of money-making power,
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is treated as money already earned and invested in the business, and
represented by a dead, inorganic mass of material in the ground.

he real value in such intangibles is nothing more than the value
of the opportunity to utilize capital, good will, and human ability
for the purpose of making a profit. While the principle is recog-
nized that t{:is opportunity is of some value, in cases where the raw
material for an established business can not be replaced, it is be-
lieved that such cases are so exceptional, the practical difficulty of
identifying them is so great, and such value is so speculative, indefi-
nite, and uncertain that such intangibles are not a legitimate subject
of depletion allowances.

It is therefore recommended that the depletion provision of the
income-tax law be so amended as to define the subject matter of
depletion as the tangible physical deposit and to prohibit the use of
any valuation based on prospective earnings in all cases where the
profits capitalized are to a material extent due to the manufacturing
or marketing ability of the taxpayer or to extrinsic causes other than
the possession of the mineral itself.

PROSPECTIVE PROFITS ONLY POSSIBLE RASIS IN SOME CASES

There are some deposits, sich as gold, silver, copper, zine, and
lead, which are so dissimilar that it is impossible to determine their
value on any comparative basis. In such cases there is no basis for
determining depletion except prospective earnings. It is, however,
a coincidence, that in such cases the mining profits, exclusive of any
manufacturing or selling profiis, are readily ascertained. These
metals are sold in the bar, in a competitive world market, and their
value, before being subjected to manufacturing processes, can be
readily determined.

Attention is called to the fact that wihile the mining profils can be
determined in such cases, the mining profits include the return upon
operating capital, and if the amount of operating capital employed
is not deducted from the value of the profits, the value of the deposit
is inflated by the amount of operating capiial employed in the
business (1220).

DISCOUNTING TO PRESENT VALUE

To arrive at a sound valuation of any property by an analytic
appraisal, the discount rate adopted must be equal to the rate of
profit, which will induce capital to assume the risk involved in
recovering the profit from the property.

It may be stated, as a general rule, that the discount rates which
have been and are being used for valuation purpeses by the Income
Tax Unit are wholly inadequate, and that the tax-free allowances for
depletion are correspondingly excessive.

‘he operating earnings of a depletable property are the gross
receipts from the sale of the groducts, less the operating expense,
exclusive of depreciation and depletion. These operating earnings
include the value of the property subject to depletion and deprecia-
tion and whatever net profit is to be derived from the investment.
Assuming that investors can be induced to risk their capital in a cer-
tain business when they can feel assured that there is a reasonable
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prospect of the return of their investment and a profit of 20 per cent

er annum on such investmen: hut that any less profit will net in.
Suce capital to entor that busiz s, the required rate of return can be
assumed {o be 20 per cent per annum.

With the prospective profits estimated, and a required rate of
returr assumed, the value of the depletable and depreciable property
may be assumed to be that amount, which, together with the required
profits, will equal the anticipated operating earnings.

With the re(}uired rate of return and the anticipated profits
assumed, the value as of any date can be determined, by discounting
the anticipated operating earnings, at the required rate of return, for
the periog required for the vealization of the anticipated operating
-8arnings.

The required rate of return is called the discount rate, and the
period from the date, as of which value is to be determined, and the .
date, when all of the anticipated operating earnings can be realized,
by the exhaustion of the property, is called the “ life.”

With an assumed “discount rate,” the amount to be deducted
from operating profits, to determine the residue, representing the
value of the property, depends upon the “ life.” The igher the dis-
count rate, and the longer the life, the greater the amount, which
will be required to provide the required profit, and the lower the’
value will be. Conversely the assumption of too low a discount
factor, or of too short a life, will result in an excessive valuation of
the property. ,

As the total value is returned tax free, in the form of deductions
for depreciation and depletion, the amount deducted from the op-
erating earnings, as a return on the investment, is all of the earn.
ings from that property, which will be subject to tax, provided
the operating earnings are accurately estimated. Assuming an
accurate estimate of operating earnings, the determination of the
discount rate is tantamount to a predetermination of the taxable
income, to be derived from the property valued.

Regardless of what rate of return a given value will permit, out
of operating earnings, investors generally will not pay more than
the cost of replacement. No property can have a market valued
in excess of its replacement value. If the value as determined by
an analytic appraisal, exceeds the replacement value, the discount
rate assumed 1s inadaquate.

Nobody can be said to make an investment expecting it to be
unprofitable,

All investors can not be said to expect to make as much as the most
snccessful, but when an investor buys a })rope‘a?ty, for the purpose
of exploiting” it for profit, he may be safely assumed to expect to
realize at least the average rate of profit, earned by the successful
investors, making similar investments,

‘When the cost of a property near the basic date is known, and the
anticipated profits could have been estimated with reasonable
accuracy, when the property was purchased, the rate of profit,
actually earned, is the best evidence of the rate of profit, required to
bring the price, for which the ﬁml;))erty was purchased.

Where the actual cost, near the basic date, can not be ascertained,
in any particular case, the actual rate of return in a similar business,
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involving similar risks, in which the actual investment can be deter-
mined, is the only basis upon which sound discount rates can be in-
telligently determined.

INADEQUATE DISCOUNT FACTORS ILLUSTRATIVE CABES

The followirg cases illustrate how the use of inadequate discount
factors, in analytic appraisals, has resulted in the allowance of ex-
cessive values for depletion and invested capital purposes.

PrxN Sanp anp Graven CoMPANY
(1397)

This company paid $54,954.36, cash, for a deposit of sand and
gravel. A discovery value of $150,297.07 was allowed. The exist-
ence of the sand and gravel was known when the property was pur-
chased. The company was organized for the sole purpose of operat-
ing this very property as a sand and gravel pit.

The valuation allowed, for depletion purposes, was predicated
upon estimated profits of $796,600, recoverable in 21 years. These
profits were discounted at 8 per cent and 4 per cent, to a present .
value of $255,297.07, from which was deductef $105,000 to cover the
cost of the plant, leaving $150,297.07 as the value of the deposit. If
the taxpayer actually expected to recover, in 21 years, operating
profits of $796,600, from property, which could be and was actually
purchased for $54,954.36, it expected to recover the $54,954.36 in-
vested, and a return thereon of 14 per cent and 4 per cent per year.

There was no occasion for any appraisal in this case, but the com-
parison of the actual cost of the property, with the value allowed,
show the vidiculousness of the discount rate used in making the
valuation,

Temerr Coar Co.

(3785)

The mining property of this company was acquired on June 24,
1914, at public auction, by the promoter of the company for $5,609-
423.33, cash. This cash bid was based upon, and exactly equaled the
value, which had been placed upon the property by an engineer em-
ployed by the vendor. .

On July 1, 1914, seven days after its purchase for cash, this prop-
erty was turned over to the taxpayer in exchange for capital stock.

The value allowed upon this property, for invested capital pur-
poses, as of July 1, 1914, was $10,443,678.29. This value was arrived
at by an analytic appraisal. Thus, this property is determined to
have an actuzl cash value, of more than twice what was actually paid
fonl' it(,lin cash, exactly seven days prior to the date, as of which it is
valued.

As an illustration of the appraisal methods employed by Income
Tax Unit engineers in this case, the following is quoted from the
report, of Mr. Hugh Archbald, engineer for the committee:

For instance, in determining the value of the culm (fine sizes of coal con-
sidered waste in earlier years) the engilneer assumed that if the culm was

all in one place {which it was not,'being in five) then it couid be prepared in
a washery costing so much (instesd of five washerles costing nearly five
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times as much) and therefore would have the value of one culm bank. More-
over as the company could prepare the culm in the coal breakers along with
fresh mined coul and therefore aveid the cost of bullding washeries, the esti-
mated cost of & washery should be added to the pald-in wurplus, because the
company would not have to invest this money and therefore the property was
more valuable and invested capital should be increased by the amount which
the company would have had to invest if the culm was all in one place (which
it was not) and If the company built & washery (which it did not need).

Uxmeen Stares Gravmre Co.
(1348)

This case, some features of which have already been discussed,
presents a most peculiar absurdity in discounting prospertive profits
to ascertain the present value of property.

The property involved is a graphite mine in Mexico. Two valua-
tions were made. One valuation was for invested capital purposes,
and was as of 1893. In making this valuation the expected profit,
from 1893 to 1913, is discounted at the rate of 20 per cent per
annum, and a value of the graphite mined from 1893 to 1913 is
determined to be $2.41 per ton. The second valuation is for deple-
tion purposes and is of March 1, 1913. The expected profits sub-
sequent to March 1, 1913, are discounted, at the rate of 10 per cent

er annum, and the value of the graphite mined subsequent to
arch 1, 1913, is fixed at $11.14 per ton, for depletion purposes.

The principal element to be considered in the selection of a dis-
count rate is the matter of risk involved in recovering the expected
profit. In 1893, as of which date the 20 per cent rate is applied,
Mexico had a stable government, under w}\)ich foreign capital was
being encouraged to invest in Mexico. In 1913, as of which date,
the discount rate is 10 per cecnt, Mexico was in a state of revolution.

Diaz was overthrown in 1910. In 1913 Madero had come and
gone, and Huerta was just coming into power. The most prominent
subject of revolutionary propaganda was the exploitation of the
natural resources of Mexico by foveign capital. This propaganda
finally resulted in the constitution of 1918, which denounced the
title to all mineral lands held by foreigners. The title to this very

roperty, upon which a 1918 value of $1,043,044.56 was fixed by the
ncome Tax Unit, had been denounced long before that valuation
was made. ,

Thus, in 1923, the Income Tax Unit holds, in this case, that in
1893, when the titles of foreign owners to Mexican mineral property
are apparently secure, capital will demand a prospective return of
20 per cent per annum, but in 1913, when the country is in the throes
of a revolution over this very question, foreign investors will invest
over a million dollars, expecting no more than a 10 per cent return,
a rate which is expected in the most conservative manufacturing
husiness located under the protection of our own flag.

The fact that this very taxpayer was able, in 1918, to purchase
for $37,000 a graphite deposit, 27 miles nearer the railroad, and so
superior to the mine valued at over $1,000,000 that the latter mine
was abandoned, shows the rate of return demanded by American
capital when making Mexican investments was actually several hun-
dred per cent.

This property was acquired in 1893 in exchange for stock of the
taxpayer of the par value of $35,000. The value allowed for invested
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capital purposes for 1917 was $335,000, or $300,000 in excess of the
par value of the stock, notwithstanding the provision of section 207
of the 1917 act limiting such value to the par value of the stock.

This taxpayer was allowed depletion in 1918 and 1919, although
the title to this property had been lost by this company and acquired
by a Mexican corporation in 1918. This allowance was made upon
the ground that its depletion is spread over the product as sold, and
not over the product mined, and that the taxpayer had two years’
supply on hand at its factory in Saginaw, Mich., to be depleted in
1918 and 1919, .

In the Celite Products case, which follows, the depletion allow-
ances were based upon the product mined. The application of the
rule followed in the Celite Products case to this case would entirely
bar depletion in this case for 1918 and 1919, while the application
of the rule followed in this case would materially reduce the deple-
tion allowance in the Celite Products case. There appears to be no
consistent principle except to follow the rethod which will give the
taxpayer the greater deduction.

Borper Isranp Co.
(1434)

This taxpayer claimed depletion upon the March 1. 1913, value of its
lessor interest in an island, consisting of a deposit of sand and gravel.

The affidavit of the president of the taxpa. er, filed with the Income
Tax Unit in support of its claim, states * thut said island was pur-
chased by said company on or about June 15, 1912, at and for the
sum of $180,000 ” (1469), and “ that the value of said island in 1913
was about the same as 1912 ” (1470).

This property was acquired by the taxpayer subject to a lease, pro-
viding for the removal of the entire deposit, at a fixed royalty, with
provision for minimum payments.

The value of this island for invested capital purposes was fixed by
the nonmetals valuation section at $130,000, as of date of acquisition.

A part of the island was not removable as sand and gravel; and the
value of the removable deposit, as of date of acquisition, was fixed by
the nonmetals valuation section at $127,000. The amount of sand
and gravel removable was estimated at 4,694,764 cubic yards, and the
unit of depletion was determined to be 2.7 cents per cubic yard.
Deducting the value of the gravel removed between June 15, 1912,
and March 1, 1913, at the rate of 2.7 cents per cubic yard, left a
March 1, 1913 value of $121,082.25, to be depleted at the rate of 2.7
cents per cubic yard (1476).

The valuation of $130,000, as of June 15, 1912, for invested capital
purposes was accepted by the taxpayer, but a protest was filed as to
the valuation of $121,082.25, as oif March 1, 1913, for depletion pur-
poses, and the case was reviewed by the solicitcr’s office. Aw oral
hearing was given the taxpayer, but the nonmetals section was aeither
heard nor notified of the hearing. The solicitor’s office made a valua-
tion, by an analytic appraisal, of $196,159.99 as of March 1, 1913,
which resulted 1n a depletion unit of 4.42 cents per cubic yard
(1496). This valuation was based upon an estimate of expected
profits of $306,499.98, to be realized in 1% years, discounated at a 6 per
cent profit rate and a 4 per cent sinking fund rate.

!
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This case furnishes an excellent illustration of the difference be-
tween the rate of profit actually expected by the investor, and ithe
rate of profit assumed to have be n expected in making this
appraisal,

The fact that there could be no increase in the value per cubic
yard of this deposit to the taxpayer during the eight and onec-half
montbs which elapsed between the date of its purchase by the tax-
payer for $130,000, and the date as of which value for depletion
purposes is fixed, is shown not only by the statement of the pre. i
denit of the taxpayer’s company, above quoted, but alse by the cir-
cumstances of the case.

This property was purchased subject to a lease, providing for the
removal of the deposit at » fixed royalty and the expected receipt of
royaliy under this lease was the basis of the analytical appraisal,
Had this gravel doubled in value betw:en June 15, 1912 and March
1, 1913, the taxpayer would not have profited a cent by the increase
in value. All o? t%e benefit of any increase in the value of the gravel
would go to the lessee. If, however, the gravel had been carried
away by the current, ov stolen, or if the less e had failed to pay for
the gravel taken under the lease, the taxpayer would be the loser.

Thus, the expected profits under the lease were the maximum, but
not the minimum of what the taxpayer might realize out of the
property. As this property was acquired subject to the lease, which
Jimited the profits, the maximum expected profit of $306,499.98 after
March 1, 1913 was as definitely ascertainable on June 15, 1912 as on
March 1, 1913.

The purcha:e of this property on June 15, 1912, was a transaction
voluntarily entered into between a willing buyer and a willing seller.
The price paid fixed the fair market value at that date. Using ox-
pected profits as a basis of value, tinis actual transaction showed that
the «eller was willing to take $130,000 for the expected profits, to he
realized after June 15, 1912, which is the equivalent of $121.082.25
for the expect. d profits to be realized after March 1, 1913. It must
be assumed that with the profit. limited by the lease, the buyer ex-
pected the rate of profit, which the fixed royalties would pay on the
purchase pric>, after returning the investment. This aciual trans-
action proves that the seller was willing to take and the buyer willing
to pay $121.0682.25 for $306,499.98 of profit, to be realized in 13
years, or a v turn of 131} per cent per annam on the purchase price,
in spite of the fact that the Solicitor’s oflice had before it the un-
ulterable data showing that this buyer was expecting a rate of return
of 1314 per cent, it valued this property upon the assumption that
the buyer expected only a 6 per cent return, and the property thero-
fore had a value of $196,159.99,

Cerire Propucrs Co.
(See supplement)

This taxpayer acquired a deposit of diatomaceons earth, used for
filter and insulation purposes, in February, 1912, for $325,000, par
value of its capital stock. At this time the company had done uo
business, earned no profits, and its stock had no market value, except
such as would be attributable to the property acquired.
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A value for invested eapital purposes, as of date of acquisition
(February, 1912), was allowed at $325.000. A value for depletion
purposes, as of March 1. 1913, was allowed at $1,550.000. This action
was taken by Mr, C. (. Griggs, assistant head of the engineering
division, over the protest of Mr. J. H. Briggs, valuation engineer.

The value for depletion purposes of $1,550,000 was based upon esti-
mated annual production of 70,000 tons, although the total tonnage
mined in 1912, which is the only data prior to 1913, was 3,054 tons.
The total mined from 1912 to 1919, inclusive, was 193,606 tons, or
an average of only 24,201. Thus, it was estimated, that the tonnage
to be mined would be 23 times what was shown by past experience.

It was estimated that a profit of $2 per ton would be earned on
70,000 tons per year. There is no data in the record substantiating
this estimate of profit per ton, as practically no profit was earned
until 19017, :

Estimating expected profits at $140,000 per year, on the assump-
tion that production would be multiplied 23 times over past exper:-
ence, and assuming a profit of $2 per ton, when past experience
showed none, it was assumed that 8 {)er cent would cover the risk of
these estimated profits not being fully realized, and a return upon
the capital invested. That there was a real risk involved, in the
realization of the amount of Fmﬁt estimated, is shown by the fact.
that no profit was in fact realized until 19i7, and the operations ot
several years resulted in losses.

The taxpayer, in its 1918 return, estimated that the stock exchanged
for this property was worth 37 per cent of par. This would give the
property a value of $120,025, as of date of acquisition. Nothing hap-
penced between the date of acquisition, February, 1912, and March 1,
1913, which would effect the value, except the making of some con-
tracts for the sale of products, the performance of which resulted in
losses. Tnstead of increasing the value of the raw material, these
contracts would destroy what value was attributed to the materials
used, if value is based on prospective profits.  But leaving these
losses out of consideration, the Maveh 1, 1913, value, based on the
value fixed by the taxpayer, on the stock given for the property.
would be less than the value of the property acquired, by the valuc
of the materials used in 1912. The tonnage acquired was estimated
at 1,750.000 tons. Assuming the value of 1,750,000 tons, as 37 per
cent of the par value of the stock, or $120,025, the value per ton is
6.8386 cents per ton, as a depletion unit, instead of 88.6 cents allowed
by the Income Tax Unit.

The tons mined, the depletion properly allowable at 6.8586 cents,
and the depletion allowed at 88.6 cents, for the years 1917 to 1920,
inclusive, are as follows:

Depletion
y Tons Deplotn‘blc (:;llgwc;? as
ear h property | deductions
mined nllo\vah?oi from
inrcme

35,127 | $2,400.22 1 $31,122.52
50,628 | 3,472.87 {44,856, 41
50,485 | 3,874.08 | 50,015, 71
68,553 | 4,701, 7R © 60,757, 96
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The Income Tax Unit estimated the expected profits at $140,000
per year for 40 years, or $5,600,000, und reached its value of $1,530,-
000 as of Marcl)x, 1, 1913, by discounting at 8 and 4 per cent. To
bring this kind of an estimate of profits to the value given by the
taxpayer as the value of ths stock given in exchange for the prop-
erty would require a discount rate of 115 and 4 per cent.

his is another case which emphasizes the fact that in determin-
ing proper discount rates to be applied to the estimates of expected
profits acce[»ted by the Income Tax Unit the gross iuflation of the
estimates of profits must be considered, and if normal discount rates
based on average earnings in the industry are to be used, the ex-
pected profits must be estimated on a reasonable, conservative basis,

Notwithstanding the fact that the taxpayer itself returned the
value of the stock exchanged for this property as keing worth but
37 per cent of par, the property is given the full par value of the
stock for invested capital purposes.

Tue SvrpHUR Cases
(3217-8261)
(Union Sulphur Co., Freeport Texas Ce., 'Texus Guis Sulphur Co.)

These cases involve the valuation of two sulphur properties for
invested capital and depletion Eurposes, and of a third property
for depletion purposes only. They present as many inconsistencies
in valuation as there are elements to ge considered.

These three properties are all located in the same neighborhood
in Louisiana, near the Gulf of Mexico and the Texas border. The
sulphur, in each case, is found at between 900 and 100 feet from
the surface, in similar_geological formations, and in each instance
the same pilysical conditions are involved and the same process of
recovery is used.

The mining process nsed was invented and patented by Herman
Frasch, one o} the organizers of the Union Sulphur Co. This
process consists of forcing superheated water into the deposit, which
melts the sulphur. It is then brought to the surface by pumping
with compressed air,

The physical hazards incident to sulphur mining are many aud
serious. The statements of these taxpayers with reference to these
hazards may be summarized us follows:

Even after drilling results have determined the approximate ton-
nage of sulphur present and have indicated something of the purity
of the sulpbur and the character of the geological formation, the
availability of the particular deposit to the heating and pumping
process can not be determined in advance of actual operations. The
result is that the amount of money that will be required to bring in
production is a pure gamble until actual production is realized.

The yield of a particular well depends entirely upon the condition
of the sulphur bed and overlying formation at the point where it is
tapred. There is great lack of uniformity in the sulphur bed
itself.

Wells are lost through caving or running ground and sudden
eruptions of underground water and through corrosion of weil
equipment.
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Other couditions met with are the pollution of salphur with il
or clay from the known deposits above it, the loss of molten
sulphur through fissures and cavities in the formation, and access
of such large quantities of cold underground water to the sulphur
bed as to re uire an uneconomical amount of hot water from the
steamning plant.

It is peculiarly true of sulphur deposits of the dome type that
practical extraction tests can not be made with a small experimental

lant on account of the large dimensions of the deposit which must
ge heated; and before it is known that sulphur can be extracted
at a profit it is necessary to risk the investment required for a plant
large enough for conunercial operation.

In view of these physical hazards it is no exaggeration to say that
jinvesting in a sulphur deposit is gambling, and that the investor
expects a gambler’s profit in case of success.

UNION SULPHCR CO.

This was the first company to successfully exploit these sulphur
deposits. The existence of the sulphur upon the property acquired
by it, in 1896, had been known since 1867, when it was discovered
in drilling for oil. A vast amount of money had been spent by
former owners in unsuccessful attempts to recover the suplhur.

In 1896 Herman Frasch, who had invented and patented a
process which it was believed would be successful, organized the
Union Sulphur Co. with a capital of $200,000. 'The property in

uestion was acquired, subject to a mortgage of $163,000 1n exchange
or $100,000 par value of the capital stock of the company. The
remaining $100,000 of capital stock was issued to I'rasch in exchiange
for his patent.

The value of the deposit, as of date of acquisition, allowed by
the Income Tax Unit for invested capital purposes, was $3,000,000.
Of this amonnt, $2,900,000 was illegally wncluded in the mvested
apital for 1917, The value received for the assumed morigage,
representing borrowed capital, was not a part of invested capital.
The par value of the stock issued for the property, or $100,000,
fised the maximum limit at which this property could be included
in 1917 invested capital.

To include this property in the invested capital of subsequent
years, at an amount in excess of the par value of the stock issued in
exchange for it, the law requires that its value must be “clearly and
substantially” in excess of that amount.

Up to the time this property was purchased by this company it
had been an expensive failure. All of the money spent upon it had
been lost. Kvery process which had been iried had failed. Irasch
had an untried process, the {rial of which involved the expendi-
ture of several million dollars before its success or failure could
be determined. The Frasch process was patented and was not
available to any prospective purchaser except the cwner of the
patent. Under these conditions the market value of this property
could not be *“clearly and substantially” anything, except what the
Union Sulphur Co. was willing to give for it, which was $100,000

S. Rept. 27, 6015



66 INVESTIGATION OF BUREAU OF INTERNAL REVENUR

par value of its stock. The property was absolutely valueless to
anyone ¢lse,

Can this $100,000 of stock be said to have had a clear and sub.
stantial value of thirty times its par value when this property wag
acquired? The company had done no business, produced no su phur,
and shown no earnings. It was not known that the Irasch process
was practical or that this deposit was adaptable to profitable ex.
ploitation by the process, and it would require the expenditure of
several million do{)lars to find out.

The value of $3,000,000 placed on this property as of date of acqui-
sition is a clear reflection of the increment in value, after acquisition,
due to the success of the business. As has been shown, the Supreme
Court of the United States had held that such increment can not be
included in invested capital.

For depletion purposes the deposit of the Union Sulphur Co. was
valued at $16,838,423 as of March 1, 1913. This value resulted in a
depletion unit of $2.80 per ton. This value was determined by dis-
counting the estimated expected operating profits for 20 years at
the rate of 15 per cent per annum. The 15 per cent flat rates of dis-
count applied in this valuation to a 20-year life is equivalent to
rate of 165 per cent and 4 per cent applied through Hoskold’s
sinking-fund table.

FREEPORT SULPHUL CO.

This company acquired its sulphur property in July, 1912, for
$450,000 cash and subsequent payments of <§)17 5 per ton for the first
200,000 tons of sulphur mined and 75 cents per ton for the additional
sulphur mined.

he solicitor ruled that the subsequent payments, based upon
tonnage mined, are deferred payments of the purchase price and are
not royalties The Income Tax Unit allowed a value as of date of
acquisition and as of March 1, 1913, of $18,375,857 for both invested
capital and depletion purposes. The wuit of depletion on Lhis value
is $3.86 per ton.

The only investment in the property on the date of acquisition was
the.$450,000 paid therefor. It is immaterial whether the subsequent
tonnage payments are considered royalties or deferred payments on
the purchase of the fee. The taxpayer assumed ne obligation to pay
any definite sum in addition to the $450,000. The taxpayer sub-
jected no money nor credit to risk in the purchase of this property
except $450,000. The obligation to make additional payments was
measured by and arose only as and when sulphur was mined.

The only difference between this sale «f a fee for a fixed sum and
tonnage payments and the sale of a mining lease for a bonus and
royalties is that in this case the property containing the deposit will
belong to the taxpayer after the deposit is exhausted, while in the
case of the sale of a lease for a bonus and royalties the use of the
fee reverts to the lessor on the exhaustion of the deposit. As there is
no claim that this property had any value, except such as arises out
of the sulphur, there is no difference between this transaction and the
sale of a royalty lease for a honus, except a difference of terminolugy.

The substance of the tramsaction is that this taxpayer paid
$450,000 in July, 1912. for the privilege f buying sulphur at the
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rate of $1.75 per ton for the first 200,000 tor.s and 75 cents per ton
for the balance of the sulphur to be recovered from the def)osit.
No obligation as to these tonnage payments arising until the sulphur
is mined, these puyments can not be considered invested capital in
any sense. The capital invested was $4560,000, and the subsequent
payments are current expenses incident to the recovery and sale of
the sulphur.

By allowing the same value for both invested capital purposes
and depletion purposes the Income Tax Unit determined that there
had been no change in the value of this deposit between the date
of acquisition in July, 1912, and on March 1, 1913. In this the
unit is unquestionabl{ right, as there can be no presumption that
the market value will change in eight months in the absence of a
showing that such change has occurred.

Assuming, what the Income Tax Unit held, that the value of this
property on the date of acquisition and on March 1, 1913, were the
same, how is that value to be determined?

The property was actually sold for $450,000 cash. There is
nothing in the record to indicate that this was not a transaction
voiuntarily entered into between a willing buyer and a willing
seller. Under these conditions this actual sale for cash is the very
best cvidence of the market value. The Income Tax Unit has
allowed a value of $13,375,851. This value was determined by dis-
counting expected profits for 17 vears at the rate of 10 per cent
and 4 per cent through Hodkold’s tables.

In determining this value it was assumed that the deposit would
yield 3,459,000 tons of sulphur in 17 years, and that the profit
would be $10 per ton. This is assuming that the taxpayer could
mine and sell more than 200,000 tons of sulphur a year.

In 1913 the taxpayer’s plant had a rated maximum capacity of
only 120,000 tons.

This plant had hardly begun to operate in March, 1913. The
total output was only 726 tons in 1912 and 10,747 tons in 19185,

But even if it was assumed that plant capacity could be inereased,
the ability of the taxpayer to dispose of 200,000 tons of sulphur
a year was open to serious doubt.

In March, 1913, the Union Sulphur Co. had a monopoly of the
sulphur business. It had operated since 1896, with no competition,
and its selling and distributing organization and contact with the
trade was established. The Union Sulphur Co. not only had all the
business but it also had a plant capacity capable of producing
twice what the market conld consume. The tonnage produced and
the tonnage sold by the Union Sulphur Co. from 1905 to 1913,
inclusive, 1s as follows:

Production and sales of Union Sulphur Co.

Year ITons mim‘d[ Tons sold l Year !Tons mined| Tons sold

218,9.’»0' 160, 405 !wm ....................... 246, 510 260, 360
288,600 | L78,510 || 101F e T304,220 0 252,940
185,772 1 208,755 | I9M2 e [ TEG6,005 0 304,260
362,805 | 204,925 I S ' 478,565 ) 318,087
270,725 | 2545 | '

' "
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It will be seen that the assumption that the Freeport Sulphur
Jo. would sell 200,000 tons a year must be based upon the assump-
tion that it was going to take about 66 per cent of the business of
the Union Sulpbur Co. away from the latter company. While this
assumption must be made to justify the estimated earnings and
period of recovery used in valuing the Freeport property, yet in
valuing the Union property it is assumed that its output wiil not be
decreased.

The assumption that the Freeport Co. would take away two-thirds
of the business of the company which already had that business,
and the assumption that the Freeport Co. could produce 200,000
tons of sulphur with a 120,000-ton plant, certainly involved con-
siderable speculative hazard.

There is another element of risk in the Freeport case. The Union
Sulphur Co. owned the unexpired patent on the only known success-
ful process for recovering this sulphur, and any purchaser of this
property on March 1, 1913, was buying a lawsuit. That this hazard
was a real one is shown by the fact that the Union Sulphur Co,
immediately protested against the use of the Krasch process by the
Freeport Co., and in 1915 brought an action which was not termi-
nated until 1919. In 1918 the Freeport Co. was restrained from
declaring dividends pending the determination of this suit.

Thus, in this case we have a new company, just starting, with no
operating experience, facing all the physical hazards to which the
Urion Co. was subject, with the Union Co. in control of the
patent on the process and in control of and capable of supplying
the entire market; yet it is assumed that there is so much less hazard
involved in recovering the prospective profits of the Freeport
Co. that its estimated profits are only discounted at a 10 per cent
and 4 per cent rate, while a 1655 per cent and 4 per cent rate is
used in the Union case. The value in the ground of the ¥reeport
sulphur is fixed at $3.86 per ton, while the value of the depos:t is
fixed at $2.80 per ton, both as of March 1, 1913,

This valuation shiews very <learly’ that the demend for sulphur
created by the war was taken into consideration, and that values,
which no puechaser, in 1913, could have possibly anticipated, are
given to the property as of March 1, 1913.

TEXAS GULE SULPHUR O,

The valuation of the property of this taxpayer is as of March,
1919, for discovery depletion purposes. The »ight of this company
te discovery, depletion has already been discussed.

The reserves of this company are estimated at 8,000,000 tons, and
the life of the property is assumed to be 12 years. The profit per
ton s estimated at $9, and the discount rate is 7 per cent and 4 per
cent. The value allowed for depletion purpoges 1s $38,920,000, and
the depletion unit allowed is $4.86 per ton. The property in ques-
tion was purchased in 1909 for $250,000.

Discounting expected profits from a sulphur mine on a 7 per cent
profit basis 1s putting this hazardous business on the same basis,
as to safety of the investment and return of expected profit, as would
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be attributed to a well secured first mortgage or industrial bond in
1919, With alt the nations of the world competing in the money
market, with the United States appealing to its citizens to buy its
bonds, with the most conservative mdustrial bonds being sold on a
7 per cent veturn basis, this new company could not have borrowed
$38,920,000 at 7 per cent, and if it could have it would have carried
the hazard of the business itself.

There is no possible theory imaginable upon which any purchuser
woulid have invested in this hazardous business on the assumption
that he would make only 7 per cent per annum on his money.

The application of a discount rate of 1634 per cent and 4 per cent;
to the Union Sulphur Co. in 1913 and a 7 per cent and 4 per cent
rate to the Texas Gulf Co. in 1919 can be justified only upon the
fallacious theory that, as between two concerns in the same business,
a well established, successful concern is a more hazardous invest-
ment than a new concern with neither trade nor experience behind if.

The commissioner has filed an answer in these cases. In this
answer he takes the position that if the expected profits of the
Union Sulphnr Co. are reduced, its estimated plant cost increased,
and it is denied depletion on sulphur mined but not sold, and if the
estimated plant cost of the Freeport Sulphur Co. is decressed and
its estimated profits increased, and if the estimated life of the Texas
Gult Co. and its estimated profits are increased, all of these prop-
ertics can be valued on a 10 per cent and 4 per cent basis and get
the same results as are shown by these valuations.

It is obvious that, if the factors in any valuation are changed,
any desired result may be obtained.

The commissioner’s answer states that a discount rate of 10 per
cent and 4 per cent was recommended in these cases by this com-
mittee. There is nothing in the record to substantiate this state-
ment, and nothing could be further from the fact. The committee
made no recommendation whatever on this subject, and the com-
mittee’s stafl has consistently maintained the attitude that the dis-
count rates applied in analytical appraisals should be such as to
refleet at least approximate market values,

That a 10 per cent and 4 per cent discount rate does not reflect
market value is conslusively demonstrated by the Freeport Sulphur
case, in which that rate was used and resuited in a value of $13,-
3V5&01, wherons the actual market value of the property, as shown
by its actual sale, was but $450,000.

From the facts assumed by the unit in the I'recport case the actual
rate of profit expected by investors in this business can be deter-
mined, and when the expected profits of these properties are dis-
counted at such rate real market value will be approximately deter-
mined.

It was assumed that the T'reeport property would vield 3,139,000
tons of sulphur at an operating profit of $10 per ton. "Thus the total
operating profits are estimated at $34,590,000. For the first 200,000
tons the taxpayer has an additional payment of 1,75 to make, which
will am~nt to $350,000, and for the balance, or 3259000 tons, it
must + - 75 cents per ton, or ¥2.414250. The total of these two
ptlitio . payments, $2,791,250, deducted from the extimated oper-
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ating profits, leaves estimnted operating profits of $31,795,750 aftey
the deferred payments for the sulphur have been met. This tax.
ayer paid $450.000 for $31,795,750 of estimated operating profits (o
{m recovered in an estitaated period of 17 years,  On the equal in-
stallment 4 per cent sinking fund basis nsed by the Income Tax
Unit, the realization of these estimated earnings will return the
$450,000 invested at the end of 17 yvears and an anuual profit of 411
per cent. Thus if the unit’s estimmate of expected profit is to be
aceepted as the basis for determining value, it will be neeessary to
use a discount rate of 411 per cent, instead of 10 per cent, to get the
market value shown by the actual sale of this very property.

Viewed in the light of 1013 conditions, which the jaw requives,
the estimate of iomnage to be mined each vear was beyond all renson,
as has been shown. This valuation was made in 1921, when actual
sroduction during the war period was known, and is unquesiionably
Emsed upon such production instead of upon 1913 conditions. Tlns
overestimate of annual produetion decreases the estimated fife and
the period of time for which the anticipated profits are discounted,
This ervor has the effect of multiplying the inadequacy of the dis-
count factor, and had a proper life been estimated the value deter-
mined would be reduced.  Lengthening the estimated life would de-
crease the discount rate necessary to reduce the expected profits to
the actual cash value of $450,000.

When the tremendous hazards, both physical and fiscal, the tre-
mendous plant investmuent required to be made before the possibilit
of even knowing whether any profit can be recovered are considered,
it is easy to see why so great a percentage of profit is expected from
the money im'estedy in a sulphur deposit. The fact is that without
the plant and the right to use the process the deposit has no value,
and the fact that existing going plants can more than supply the
market adds another eiement of hazard.

On. VaLuarions
LEFECT OF DISCOUNTING

The methods used in valuing oil properties differ from those fol-
lowed in the valuation of mines and other deposits,

In making an oil-well valuation the total reserves in the ground
are estimated.  The price to be obtained for the oil is estimated on
a per barrel basis. The cost of drilling, prunping, overhead, and
all other costs ave estimated and reduced to a per barrel basis. The
cost per barrel is deducted from the price, giving the expected profit
per barrel.

From 65 to 90 per cent of all the oil a well will produce will be
produced during the first year, and half of the remainder will be
produced during the second year. The production for each year un-
til the total recoverable reserves arve exhausted is estimated.

The number of barrels estimated, to be recoverable each year, ave
multiplied by the estimated profit per barrel, The total profits, esti-
mated to be recoverable each year, ave then valued, by separately
discounting cach year’s expected profits, at the discount rate com-
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pounded for the period of deferred recovery. The values of each
year’s profits, thus obtained, are divided by the total estimated re-
serves to determine the depletion unit.  As oil is recovered from the
well during operations, the number of barrels produced during each
year is multiplied by the depletion unit, to determine the amount of
depletion deductible from income.

MR. GREENIDGE ON DISCOUNT RATES

During the early hearings, in March, 1924, Mr. 5. M. Greenidge,
head of the engineering division of the Income Tax Unit, testified
before the committee that in his judgment the discount rate is a negli-
gible factor in an analytic appraisal and that he would not discount
at all (330-264). This statemert is vitally important, as all valua-
tion work came under the jurisdiction of Mr. Greenidge. As the
judgment of Mr. Greenidge controlled the valuation work of the
Income Tax Unit, his statements with refercnce to the use of discount
factors in oil valuations are quoted verbatim:

Mr. Greenipag. I am {nclined to think the witimate reserves are {he govern-
ing factors, and not the discount rates (331).

Mr. GreeNnat, Personally, if I were called upon to make a valuation of that
kind for an oil operator, I would be very much inclined to use as small a dis-
count fuctor as possible, if not disregard it (331).

sSenator Couzens. You have not been uble tu determine whether or not any
other companies were required to fix it at 5 per ecent busis, have you?

Mr. GrReEnIDgE. No, sir, I did state, however, that some compuinies did not
use any.

Senator Couzensa. Why was that?

Mr. GreEnNIDGE, Because their valuations were set up, disregarding any dis-
count factor, were so reasonable, or so nearly within the limits of reasonable-
ness, that a discount factor becomes an unimportant phase. In fact, as I
testified at a previous hearing, 1 personally would rot introduce a discount
factor. (366).

In response to a request by the committee, Mr. Greenidge prepared
four valuations, based upon two hypothetical cases in two of which
he used o b per cent discount rate, and in the other two, 10 per cent.
My, Greenidge contended that these valuations demonstrated the
truth of his statements that the discount factor is immaterial. "The
aluations referred to are as follows:

Estimated ultimate recovery, 500,000 barrels oil:

Murket price of ofl at date of estimale. o e $1.25
Drilling, pumping, overhead, and sll other costo e .25
Net vadue of ofl e 1. 00

Present worth computed at 5 per cent compound disconnt for deferred
receipts @ '

First yeur's production. ..o 240, 000 barrels X 81X &0, 9524==8§228, 576
Second year’s produection_o..o_ ... 120, 000 barrels X $1X$0. 9070= 108, 840
Third year's production.___. .. ... GO, 000 barrels X S1X 80, 8638== 51, 828
Fourth year's production. ... ... 46, 000 barrels X$1X 80, 8227= 29, 617
Fifth year's production ... ... 20, 000 Larrels X$1XH0 T835== 15, 670
Sixth year's prodaction. eococcee.. 12,000 barrels X$1 X80, 1<62= 8,934
Seventh year's production. . ._____ G, 000 barrels X$1X80.T107T= 4, 264
Eighth year's produetion ... ... 3, 000 barrels X$1 X80, 6748= 2,030
Ninth year's prodoctioni e 2, 000 barrels X A1 X80, 6116G== 1, 289
Tenth year's production. ... ..o 1, 000 Darrels X$1 X80, 6180-= (130

500, 000 1451, 682

' Present worth of 500,000 barrels at date of estimate.

o3



72 INVESTIGATION OF BUREAU OF INTERNAL REVENUE

Composite discourt factor, 9.66 per cent.

Present worth of siiie number of barrels of oll of sime het value por barrel
contputed at 10 per cent compound dixvount for Jdeferred reeceipts:

Fiest year's production ..o ___ 290, 000 barrels XXCHT XS0, QDT =828, 181
HRecond year's production... o oL . 120,000 barrels X $1 X80, 8264 - 06 1@
Thivrd year’s production. .. ... . 60,000 hareels <CH1X R0, TH13 = 4n 078
Fourth year's productiono.. ... .____ 36, 00 harrel: X 81X &0, GR3)- = ,‘.Sh
Pifth year's production ...._..o._._. 20,000 harrels X $1X 80, G200 = 2, 118
Sixth yew's production. ... ._.._.._ 12,000 barrels X $1.X 80, 6645 = G. ke
Keventh year's producddon_ .. _____ G, 000 harrvels x 81X %0 5132= 3,079
BEighth year's produetion. ..o oome . 3, 000 barrels X 1 X &0, 4665~ 1,40
Ninth yeuar's produetion. .. ... _._..__ 2, 000 barrels X &1 X %0, 4241 == 348
Tenth yenr's production. . oo .. 1, 000 barrels X $1X %0, 3855-= BRI
al)() 000 11, 919
Composite ractor, 17.6 per cent

Estimated ultimate recovery, 1,000,000, barrels oii. Per barrel

Market pricc of oll at date of estimate.. ... oo . e - S1.2
Drilling, pumping, overhead. and all other costs . e e e v .25
Net value of 0flo e e e ]. 00

Present worth computed at § per cent compound discount for deferred
receipt :

First year's production oo 450, 000 barrels X $1 X $0. 0524 =$457, 152
Second year's produetion... ... 240, 600 barrels X $1 X$9. 9070= 217, 680
Third yerv's production. e .. 120, 000 barrels X 81 X 80, 8638= 103, 456
Fourth year's production.... ... 72, 000 barrels X $1 X §0. 8227== 59, 234
Fifth year's production.... .. 40, 000 barrels X $1> §0. 7836= 31, 340
Sixth year's production. . .. 21, 000 barrels X $1 X $0. 7462= 17, 909
Seventh year's production..___..____. 12, 000 barrels X $1X$0, 7107= §, 528
Eighth year’s production......._.___ €. 000 burrels X $1 X §0, 6768= 4 061
Ninth year's production...u.coc .- . 4, 000 barrels X 51X $0, 6446== 2, 578
Tenth year's production........_...... 2, 000 barrels X $1 X §0. 6139= 1, 228

1, 00D, 000 1905, 365

Composite Tactor (discount), 9.66 per cent,

Present worth of sarme number of barrels of ofl of same net value per barre!
computed ot 10 per cent compound discount for deferved receipts:

Flest yea '3 pro(luvl:iun,,._w,. e 430, Q00 DareolsXELAS0, 001 - §436, 168
Second® year's production. ... 240, 000 Larrels X &1 X$H0, 82647 1498, 390
Third year s production. ... 120,000 barvels XFLXS0. 7613= 90, 156
Fourth year’s production_____.. “72, 000 barrels x §1 X80, 6830 49. 176
Fifth years production..._... 40, 000 barrels XX 81X K0, 6200 24, Rl
Sixthh year's production....... 24, 000 barrels X$1 X80, H645== 13, 548
Seveuth year's production.. .. 12,000 barrels X$1X¥0. H132= €. 138
Eizith year's production.. .. 6, 000 barrels X$1 X530, 4665= 2,799
Ninth year's production.__. .. 4, 000 barrcls X $1 XS0, 4241= 1,696
Tenth year's production...... 2, 000 barvels X 81X §0. o835 == 771

1, (00, 000 2823, 814

Composite discount factor, 17.6 per cent.

The most favorable test of any method is to assume that it has been
correctly applied. Let us assume, that in making these hypothetical
valuations, My, Greenidge has properly pr edicted ke price, expense,
and rate of recovery of oil.

1 P'rexent worth of 300,000 barrels at date of extimate,
2 Prresent worth of 1,000,000 barrels at date of estimate,
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In the first case the ultimate recoverable reserves are assumed to
be 500,000 burrels. Tle has estimated, in the case of the first well,
that the net operating profit will be $500,000, and using a 5 per
cent discount rate he gets a value to be depleted of $451.682. Thus
discounting at 5 per cent, $451,682 of the operating profits will be
deducted as tax free depletion, and the taxable income from this
property will be $48,318.

Using a 10 per cent discount factor of this same property, Mr.
Greenidge eets a value of $411,91%, to be returned as tax free deple-
tion, and the balance of the $500.900 estimated operating profits, or
$88.081, is taxable income.

Thus discounting at 10 per cent instea]l of 5 per cent, increases the
taxable income 81.4 per cent. ,

In the case of the second property, the ultimate recoverable re-
serves were assunied to be 1,000,000 barvels of oil. Mr. Greenidge
has estimated the operating profits to be $1,000,000. Using a 5 per
cent discount rate, he gets a value of $903,366, and using a 10 per
cent discount rate, he gets a value of $823,844. Deducting these
respective values from $1,000,000, we find, that, if his estimates of
operating profits are correct, the taxable income, in case the discount
rate is 5 per cent, is $96,634, and if a 10 per cent discount rate is
used, taxable income is $176,156, or an increase in taxable income of
82.3 per cent.

Thus, by simple arithmetic, we prove that an increase in the dis-
count factor will produce a constant decrease in valuation and in-
crease in taxable income.

If we now use Mr. Greenidge’s own figures to compute depletion,
it will be equally simple to prove that the ultimate recoverable re-
serves, which Mr. Greenidge stated are the one thing he would con-
sider, have no effect whatever upon the depletion unit.

The depletion unit is determined by dividing the value by the
rumber of units in the recoverable reserves. As the operating earn-
ings were determined by multiplying the profit per unit by the
number of units in the recoverable reserves, the division of the dis
counted value of the operating profits by the number of units in the
reserves eliminates the reserves and the depletion unii is the dis-
counted value of the operating profit per unit.

Mzr. Greenidge’s figures are used as the basis of the calculations:

A 500,000-barrel well, operating profit $1 per barrel, discounted
at b per cent,

Value $451,682, divided by total operating profits, $500,000, equal
depletion unit, 90.3 cents per barrel.

A 1,000,000-barrel well, operating profits $1 per barrel, discounted
at 5 per cent.

Value $903,366, divided by total operating profits $1,000,009, equal
depletion unit 90.3,

It will be noted that the depleticn unit does not vary with the
estimated reserves, but that the same depletion unit is obtained for
a H00,000-barrel well as for a 1,000,000-barrel well.

So long as the variation in annual production is constant, the value
per barrel, or the Jdepletion unit, wiil be a fixed percentage of the

5. Rept, 27, 69-1-—6
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expected profit per barrel, which percentage is fixed by the discount
rate regardless of the estimated veserves,

That the depletion unit will vary with the discount factor can
be proven by comparing Mr. Greenidge’s appraisal of these same two
wells, using a 10 per cent discount rate.

A 500,000-barrel well, operating profit $1 per barrel, discounted
at 10 per cent, total operating profit $500,000, divided by value
$411,019, equals depletion unit 82.4 per barrel.

A 1,000,000-barrel well, operating profit $1 per barrel, discounted
at 10 pr cent, total operating proht $1,000,000, divided by value
$823,844, equals depletion unit 82.4 per barrel.

The use of & 10 per cent discount rate thus gives a depletion unit
of 82.4 cents per barrel, instead of 90.3 cents, produced by discount-
ing at 5 per cent.

ei‘he depletion unit, multiplied by the number of barrels produced,
determines the tax-free deduction for depletion. Only the profit per
barrel in excess of the depletion unit is taxable. Mr. Greenidge
estimated the profit at $1 per barrel in these cases. If that estimate
is correct, the taxable profit will be 9.7 cents if a 5 per cent discount
rate is used, or 17.6 cents in case a 10 per cent discount rate is used.

Regardless of what the ﬂroﬁt may be, the taxable inome will
always be 9.7 per cent of the estimated profit per barrel, when a
5 per cent discount factor is used, and 17.6 per cent of the estimated
profit per barrel, when a 10 per cent discount factor is used, assum-
ing the life of the property to be 10 years, which was assumed in
these cases.:

Mr. Greenidge says that “ I, personally, would not introduce a
discount factor.”

If estimated profits are not discounted, the depletable value equals
the estimated profit, and there will be no taxable incoms from the
property, unlxs the actual income exceeds the estimated income.

Assume thaii the reserves in the 500,000 barrel well had been
underestimated 100,000 barrels, and the well produces the estimated
total production of £00,000 in the first three years of its life, and
the remaining 100,000 barrels in the last 7 years of its life. Assume
that becanse of his ability to look into the future and predetermine
that the estimated production is 100,000 barrels short of actual pro-
duction, Mr. Greenidge does not discount. The value will be
$500.000 and the depletion unit $1 per barrel. During the first
three years the well produces 500,000 barrels, which produces a
profit of $500,000, all of which is exempt from tax.

During the last seven years, the well produces 100.000 barrels,
upon which no depletion is allowed. because the full value has
been depleted upon the preduction of the first three years. This
excess production produces $100,000 of taxable income during the
last seven vears.

Yot us assume that the first three years were 1919, 1920, and 1921,
when the tax rate applicable to the operator would have been 40
per cent, and the last seven years are 1922, to 1928 with a tax rate
of 1214 per cent. Thus, by underestimating the reserves 20 per cent,
the taxpaver pays a tax on $100,000 of income, at 1214 per cent, or
a tax of $12,500.



INVESTIGATION OF BUREAU OF INTLRNAL REVENUE 75

Assume now that the reserves had been estimated at 600,000
barrels. At $1.00 per barrel, the profits arc estimated at $600,000,
These prolits arve disconnted at 10 per cent, which leaves 17.6 per
cent of the profits subjeet to tax. During: the first three years
$500.000 of profits are recovered 17.6 per cent, or $88,081, of which
is taxable at 40 per cent. The tax is $35,:32.40. The balance of
the taxable income, or $100,000, is recovered during the last seven
years, ard, of this, $17,600 is taxable at 1214 per cent. The tax
s £2.200. 'The total tax on this basis is $37 432.40.

Thus, when the property is undervalued $100,000, by reason of
an underestimate of reserves, and because of the undervaluation,
there is no discount, but the taxpayer is deprived of depletion on
100.000 barrels of oil, he pays a tax of $12,400. On the other hand,
with a full estimate of reserves, and a value on every barrel of oil,
and depletion on every barrel produced, hut a discount of 10 per
cent. the taxpayer pays a tax of $37,432.40.

The conclusion is inevitable, that either Mr. Greenidge deliberately
attempted to mislead this committee, or is hopelessly ignorant of the
work over which he has had jurisdiction.

MID-YEAR DISCOUNTING IN Ol. VALUATION

It is the practice of the oil and gas valuation section to discount
the expected earnings of each vear from the middle instead of from
the end of the year (1901). This practice assumes that an oil-well
operator has reduced to possession on June 30 and has reinvested all
of the profits he will realize to and including the following Decem-
ber 31. No other property is valued on this basis. .

The effect of this practice is to reduce the amount disconnted from
the first year’s earnings by one-half and to discount a1l subsequent
earnings for six months less than the period required for their
realization. Tt is a noteworthy fact that in making the hypothetical
valuations requested by the committee Mr. Greenidge did not follow
the standard practice in force in the oil and gas valuation section of
his division, but discounted to the end of the year. 'These hypo-
thetical valuations, therefore, do not reflect the practice of the In-
come Tax Unit, and the valnations shown are less than would be
given had the standard practice been followed.

The following tables show the factors which represent the value
at beginning of the first year of §1 recoverable in the year des-
ignated, the valuation of each year’s earnings of the 500,000-barrel
well, discounted at 5 per cent and at 10 per cent, compounded from
the end of the year, as computed by Mr. Greenidge, and the value of
the same earnings, discounted at 10 per cent, compounded from the
middle of the year, in accordance with the standard practice of the
oil and gas valuation section.

These tables also show the net faxable income from the property
upon each basis of disconnting. assuming the accuracy of Mr.
Greenidge’s estimate and distribution of profits.

VALUATION FACTORS

The figures shown below represent the value at the beginning of
the first year of $1 of operating profits, recoverable during each
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year designated in the first column, at the discount rates designated
in the heading:

Value, at the beginning of first year, of $1 of operating profits, recoverable
during year designated in first column, when discounted at annual rates
shown in headings, compounded

5 per 10 per 10 per 5 per 10 per 10 per
cent cent cent cent cont cent
Year from from from Year {from from from
endof | endof middle endof | endof | middle
yeur yoar of year year yoar of yonr
0. 9091 0.7462'| 0.56:5 0. 59202
. 8264 .07 . 5132 . 53820
L7513 . 6708 . 4685 . 48027
. . 0830 (446 L4241 44479
L7835 | . 6209 L6130 | (3855 .40438
l}

VALUATIONS

When the operating profits, shown in the second column of the fol-
lowing table, are multiplied by the valuation factors, shown in the
foregoing table, the value of euch year’s groﬁts at the beginning of

the first year is shown by th> following table:
Value at begin- | Value at begin-
Volueat bogin-| piug of first ( ning of first
yoar of operat- year of operat- | year of operat-
* Oporating  |ing profits, dis- ing profits, dis- | ing profits, dis-
Yoar rofits counted ats counted at 10 | counted at 10
p per cent from per cent from | peor cent from
end of year in gtlx(llc%‘! o "“, ml;idl:l(l)il ear
oalize n whic
which realized realized
$240, 000 $228, 510 $218, 184 $228, 830
120, 000 f&i’ 99, 168 104,014
5,000 59,017 24, sen o
20, 000 15, 670 12,418 13,02
12,000 8,954 6,774 7,104
6,000 4,264 3,000 3,220
1,000 "614 386 404
TOtaY.. oo oeene e aaaee 500, 000 451, 682 411,919 432,032
Composite discount factor (pereant).e.oeeceeaoeeonran. 0.66 17.6 13.59
Depletion unit (Cents)........coocminefocamacneiucons 90.3 82,4 86. 4

The composite discount factors shown above are the weighted
average per cent of discount of all the operating profits for the
This composite factor is de-

entire period of deferred recoverg.
e

termined by dividing the total of t
by the total operating profit.

The totals of the discounted values of the annual profits equal the
present value of the property or the amount to be depleted.

The depletion unit is obtained by dividing the total present value
by the estimated totul production or 500,000 barrels.

present values of all the profits

DEPLETION DEDUCTIONS

In the following table we have assumed that the actual annual

g‘mduction will equal

production as estimated by Mr. Greenidge.

he deductions from ncome are determined by multiplying the
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actual production of each year by the depletion unit as shown by the
preceding table.

Depletion | Depletion | Dapletion
attb Der ot lofper at i()’per
cent from | cent from | cent from

Year Production| o\ 4ot vear | end of year | middle of
(unit 90.3 | (unit 82.4 | year (unit
centy) oauts) 4 cents)

Barrels
P

First 240, 000 $216, 720 $107,760 | © $207,360
120, 000 108, 360 48, 880 103, 680
80, 000 54, 180 49, 440 51, 840
38, 000 32, 508 29, 604 31, 104
20, 000 18, 060 16, 480 17,280
12, 000 10, 836 9, 880 10, 368
6, 000 5,418 4,044 5, 184
3,000 2, 700 2,472 2, 592
2, 000 1, 806 1,648 1,728
1,000 803 824 864
500, 000 451, 500 412,000 432, 000

>

NET TAXABLE INCOME AFTER DEDUCTING DEPLETION

In computing the net taxable income of each year we have assumed.
the operating profits of each year to be as estimated by Mr. Green-
idge, and have deducted the depletion allowances shown in the pre-
ceding table from such operating profits.

Income

Income Income

with deple-| with deple- 53‘3‘3&%’3'
tion based | tion based on 10 per
onbper | on 10 per oent from
cent from | cent from middls of

end of year | end of year

Year

year

240 £2,
21,120 16,320
10, 560 8,160
6,336 4, 808

3,520 2,
2,112 1,632
1,058 816

528

352 272
176 136

It will be noted that the valuations, depletion deductions, and net
taxable income dervied by discounting the operating profits in this
case at 10 per cent compounded from the middle of the year are
within a few dollars of being equal to the average of the valuations,
depletion deductions, and net taxable income computed on & 5 per
cent and on a 10 per cent basis.

The value given to the first year’s profits by discounting from
the middle of the year at 10 per cent 1s the same as will be given
by discounting to the end of the year at 5 per cent. In this case
48 per cent of the profits are allocated to the first year. As the
first year’s profits frequently run as high as 75 per cent, and in the
Gulf Oil Co. case were estimated at. 95 per cent, of all the profits
from an oil well, it may be safely assumed that any discount rate
compounded from the middle of the year will not exceed 75 per
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cent of that iate compounded from the end of the year, and is more
likely to be about 66 per cent of the same rate compounded from
the end of the year.

In considering the discount rates actually used by the oil and gas
valuation section in making the oil valuations, a discount rate
designated as being 5 per cent must be interpreted as actually rep-
resenting an annual return on capital of from 3.3 per cent to 3.75
per cent, and a rate designated as 10 per cent must be given a value
of from 6.5 per cent to 7.5 per cent. ,

EFFECT OF DRILLING PROGRAM ON DISCOUNTING ANTICIPATED PROFITS TO
PRESENT VALUE

An excessive valuation may be secured on an oil property by
merely juggling the drilling program of the operator.

As has been shown, in valuing an oil well for depletion purposes
a value is placed not only on that particular well and the oil to be
recovered from that well but upon all of the oil estimated to be
recoverable from the property of the taxpayer within the 160-acre
area proven by the well in question. As it may require 30 additional
wells to recover all of the oil to be valued, the allocation of pros-
pective profits to future years for the purpose of discounting de-
pends upon the time when the later wells are drilled.

About 65 per cent of the total product of one well will be pro-
duced during the first year and about 20 per cent during the second
year. It may require 10 years to recover the balance. If all of the
wells required to recover the reserves under the whole area were
drilled at once, about 65 per cent of the entire reserves would be
recovered during the first year and about 20 per cent during the
second year. Under the bureau practice of discounting from the
middle of the year, the first year estimated production is only dis-
counted by one-half of the discount rate, and the amount discounted
increases with each year of deferred recovery, due to the longer
period over which the discount rate is applied. It therefore follows
that if the profits are estimated to be recoverable earlier than the
they are actually recovered an excessive valuation will be obtained.

The discountinﬁ; interval between the basic date and the date of
the recovery of the profits from wells not drilled on the basic date
depends upon how long this drilling is deferred. In claiming a
discovery valuation, the taxpayer sets up what is called a drilling
program, which becomes the basis for allocating the deferred oper-
ating profits to estimated years of recovery.

How this drilling program may be manipulated to obtain an
excessive valuation is shown by the case of the American Petroleum
Co. of California.

AMERICAN PETROLEUM CO. OF CALIFORNIA

This case involved a March 1, 1913, value of four leases. The case
was acted upon on November 7, 1923. The manner of handling one
cf these leases illustrates the basis of the whole valuation.

On March 1, 1913, the date gs of which the value was determined,
there were 19 producing wells on this lease and 4 more were in process
of drilling. The taxpayer estimated that as of March 1, 1913, it will
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require 26 additional wells to recover the total reserves, and that such
additional wells will be put in at the rate of six per year. The drill-
ing program was thus estimated to bring in witllm) 49 producing wells
by 1917. The estimated recovery of oil was based upon this programn.

When this case was acted upon the records of the Income Tax Unit

suiow that they ther knew from information furnished by the tax-
payer that instead of having 49 producing wells in 1917 it had only
99 producing wells by the end of 1922. 'T'he March | value in this
case was based upon the estimated production of 49 wells, all of
which would be producing withip four years of the basic date, when
it was known that only 29 wells were producing by the end of nine
/ears, :
! This allowance was based upon the theory that the taxpayer -
claimed that in 1913 it intended to complete its drilling program
with 49 wells by the end of 1917, and that, inasmuch as the taxpayer
could have done so, its allowance of value should be based upon its
intentions rather than its actions.

By referring to the table of valuation factors shown on page 76
it will be seen that at 10 per cent applied to the middle of the year
$1 recoverable during the first year has a value of 95 cents plus, while
$1 recoverable during the tenth year has a value of only 40 cents -
plus. Thus every dollar of operating profits which is recovered in
the tenth year, but which in valuing was estimated to be recoverable
in the first year, was estimgted to be worth more than double its
value. In the case mentioned, the valuation was increased $142,-
073.58, or about 10 per cent, by this juggling of the drilling program.
If the depletion allowance was 50 per cent of the operating profits
of any year, this 10 per cent excess of depletion would make a differ-
ence of 20 per cent in the taxable income.

HAZARDS TO BE COVERED BY DISCOUNTING IN OIL VALUATIONS

In making any appraisal for any purpose, the result sought is
the amount a purchaser can ordinarily be expected to pay for the
property. ,

When a valuation is based upon estimated expected operating

rofiits and the recovery of such expected profits involves speculative
Eazards, it must be assumed that the purchaser will Grst discount
such expected profics to the point where the hazard can be said to be
eliminated, and the remaining profit can be recovered with as reasou.-
able a degree of certzinty as is afforded by a high-class bond or a
first mortgage on real estate.

The proof of this proposition is found in the fact that the greater
the hazard involved 1n any business the higher must be its dividends
to permit its stock to bring par on the market.

Reducing the expected profits to this point may be said to be dis-
counting for hazard. Unless this is done, there is nothing to induce
an investor to assume the risks incident to a hazardous undertaking
when he can invest bis money in bonds and mortgages. To discount
for hazard, it is necessary to include in the expected rate of return
upon the investment a sufficient amount to cover the hazard in addi-
tion to the return which can be expected upon well-secured bonds
and mortgages. :
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We have demonstrated that, inasmuch as the depletion unit is the
discounted value of the expceted profit per barrel of oil, an overesti.
mate of profit per barrel 1s not offset by decreasing the total value
through an underestimate of reserves. This is due to the fact that
an increase in the discount rate decreases both the depletion unit
and the total value to be depleted, while an increase in the reserves
merely increases the total value but does not affect the depletion nnit,
It therefore follows that in making an appraisal for depletion pur-
poses hazards which affect the estimated profit per barrel are not pro-
vided for by reducing the estimated reserves. Hazards which affect
only the amount of oil recovered may be provided for by either re-
~ ducing the estimate of probable reserves or by increasing the
discount.

The great bulk of the oil valuations upon which depletion is still
to be allowed are discovery valuations, which the law provides shall
reflect the value on the date of discovery or within 30 days thereafter.

Some of the hazards assumed by the purchaser of a tract or lease
of land within 30 days after the discovery of oil thereon may be
enumerated as follows:

Decrease in expected price of oil.

Increase in expected cost of drilling, pumping, and equipment.
Fire risk.

Dry hole or drilling of unproductive wells.

Water encroachment. .

Bleeding by neighboring wells.

Casing erosion. :

Overestimated production.

S st i

PRICE HAZARD

The hazard incident to the possibility of a decline in price directly
affects the expected profit per barrel, and can not be provided for
except by discounting expected profits. Such hazard is not over-
come by discounting or underestimatinﬁ reserves. The extent of the
price hazard depends entirely upon the basis upon which the ex-
pected price was estimated. The question is, What average profit
can the ﬁurchaser expect with the same assurance with which he can
expect the interest upon a guilt-edge bond? If there is any proba-
bility of a decline in price below that used as the basis for estimating
operating profits, this contingency must be provided for in the dis-
count rate.

The market price of oil at the well is always subject to the most
sudden and violent changes. The chart on the opposite page shows
this graphically. The price obtained at the well as the cil is re-
ceived is the only proper basis for valuing oil land. Any profit
obtained by storing oil until prices recover are dealers and manufac-
turers’ profits and not producers’ profits.

It is obvious that if the price used is the current price and such
price is low, the purchaser may contemplate a speculative profit
to be realized out of a probably increase. He knows, however,
. that the é)roduction of his well will decline from the day of pur-

chase and that 65 per cent or more of his 0il may be recovered
before a probably increase occurs. Such probability of interest if









(To tace page 80.)
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realized must be considered a purely speculative gain and not a
capital value. ' '

If when oil is bringing what might be called a normal price, the
current price, or even an average over a shoit period is used ag th_e
basis of estimating the expected operating profits, the purchaser is
always faced by the possibility of one of those sharp, sudden de-
clines which characterize the history of oil prices and which always
follow the bringing in of a new oil field of any consequence. There
is no way to tell when the luck of some wildcatter may bring in a
new ficld and no way to predict how long a slump in crude-oil prices
may continue. An oil well produces oil regardless of price, and
neighbors may rob an operator of his reserves if he ceases drilling.
Every purchaser of an oil well must discount expected profit based
upon even an average normal price to meet thz hazard of a decline
during which his resources may be recovered.

When high prices are used as the basis of estimating the expected
operating profits, the probability of being forced to sell at a reduced
price becomes a practical certainty. Any purchaser of an oil well
during the war period, and Farticularly during the 1920 inflation
which followed the removal of governmental price restrictions,
faced the certainty of a reduction in price for a part of his reserves
and the probability of such reduction at any time. It is clear that
any purchaser of oil property during the war period would have
certainly anticipated a drop in price with the termination of the
abnormal conditions incident to the war, and would have considered
tie operating profit indicated by current prices as entirely too
speculative to be included in the purchase price.

It is clear that if an appraisal based upon estimated operating
profits is to reflect what a purchaser would pay for an oil property
within 30 days after the discovery well has Leen brought in, a heavy
discount mus. be applied to meet the possibility of a fecline in price,
unless the {)rice used in estimating operating profits is below normal.
It is also clear that the higher the price used in estimating operating
profits the greater must be the discount.

COST HAZARD

Practically all valuations of oil property which have been called
to the attention of the committee have been made as of dates when
every element entering into the cost of producing oil was steadily
increasing. In many industries it may be assumed that an increase in
cost will be accompanied by a compensating increase in price. This
can not be assumed in the case of crude oil at the well, the price of
which is governed by the supply and demand for oil with a practi-
cally uncontrollable supply.

If the estimates of cost are based upon current cost with no pro-
vision for this steady increase, this factor must be considered in the
discount rate.

FIRE HAZARD

The fire hazard incident to oil production is so great that insurance
companies will not carry it. As insurance companies do carry risks

at preminms up to 5 per cent per annum, the fire hazard should be
included in the discount.
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DRY-HOLE HAZARD

The valuation of oil property includes the reserves under areas
up to 160 ac.es. The valuation is required to be as of date of dis-
covery, or within 30 days thereafter, when there is but one producing
well on the property valued. The recovery of the oil valued may
require a well for every 4 or 5 acres, and the costs of the additional
wells are a part of the cost of recovering the oil. The statistics of
the oil industry show that about 20 per cent of all wells drilled are
dry holes. This is a hazard incident to the purchase of every oil
property, even though such property contains a producing well.

The dry-hole hazard may affect the estimated reserve by showing
that oil estimated to be under that particular acreage does not exist.
The effect upon reserves can be provided for by discounting or
conservatively estimating reserves.

The dry-hole hazard also increases the cost of recovering the oil
actually 1n the reserves. To the extent that the dry-hole hazard
affect costs it affects profits per barrel of oil recovered and should
be provided for by a 20 per cent increase in estimated drilling
costs. This has not been done in any case called to the committee’s
attention, nor has this hazard been considered in discounting.

WATER ENCROACHMENT AND EROSION

The hazards of water encroachment and erosion of casing also
affect both production and cost. Cost is affected because the loss
of a well before the recovery of the estimated production of that
well increases the per barrel cost of the oil recovered.

BLEEDING BY NEIGHBORING WELLS AND OVERESTIMATES OF RESERVES

Of the eight serious hazards which face every purchaser of an
oil propert;r, only overestimate of reserves and bleeding by neigh-
boring wells can be provided for by conservatively estimating or
discounting reserves instead of anticipated profits.

Prorer DiscounT RATEs For OIL VALUATIONS—STATEMENT BY
REPRESENTATIVES OF INDUSTRY

The oil industry has gone on record as to what should be con-
sidered as the minimum rate of return which should be expected
from the investment in oil property to provide a rveasonable return
upon the investment and cover the hazards of the business
(1887-1883). .

In the hearings on the yevenue act of 1918 before the Ways and
Means Committee of the House of Representatives the following
statements by official r«(alpresentatives of the oil industry as to the
rate of return are found:

The vice president of the Oil and Gas Producers’ Association of
West Virginia says:

Certainly a business so hazardous and irregular should be allowed an
earning of at least 20 per cent (484),
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In a brief filed by the Mid-Continent Oil and Gas Association and
Texas and Guif Coast and Louisiana Oil and Gas Association, the
following statement. appears (473) :

We stiveest that n reasonable deduetion from earnings wonld be from 15 to
20 per cont in this business and that such n deduetion would not more than
equabize the diflerence in hnzavd and risk between this and other business
enlerprives,

Me. John J. Shen, an attorney of Tulsa, Okla., representing the
Mid-Continent Oil and Gas Association, questioned by Mr. Sterling,
suys that it requires an earning of at least 15 per cent to attract
capital to the ol business (439).

The foregoing statements were made with reference to the excess-
profits tax to support their contention that such tax should only
apply to the enrnings of oil producers in excess of from 15 to 20
wr cent of their invested capital. Xt was the contention of the oil
industry that from 15 to 20 per cent was the minimum nermal return
which must be expected to attract capital to the oil business.

STATISTICS OF EARNINGS

Some idea of what return the investor in oil property expects
may be derived from statistics of what is actually earned upon such
investments.

Feor use in the application of the special assessment provisions of
the excess-profits tax law, the Income Tax Unit has assembled data
as to the earnings and invested capital of oil producers which have
been selected by the unit as “ representative ” companies. The totals
for 80 to 115 companies for 1918, 1919, and 1920 are shown in the
follow:ng table:

OGil-producing companies

: |
Year 1918 Yoar 1859 | Year 1020 Total
+
Number of companies.....c.ceaanucvenn 102 115 ‘ ................
Gross income. .. ...coeo.. : . $284,055,245 | $338,315,023 | $380,027,720 | $1,003, 207, 988
Depreciation $12, 424,083 $11, 968, 261 ! $8, 819, 102 $33,211,446
Depletion...... - $18, 188, 848 $18, 730,451 | $16, 381,431 $53, 300, 73
Net income. .. .- $58, 664, 081 $47, 480, 067 . $45,608,338 $151, 742,487
Per cent depreciation to net income. ... . 212 25.2 19.3 b9
Per cent depletion to net income....... 3.0 39.4 359 35.1
Profits tax. . _.ooooooooaa.o . $15, 537, 174 $6, 900, 708 $7,622,630 $29, 066, 578
Per cent profits tax to net income..._.. . 5 14.5 16.5 19.7
Invested capital ... .. .. .ioouni e $300,871,056 | $264, 526,680 |  $206,230,963 $771, 648, 708
Per cent income to invested capital._... 19.5 17.9 | 22.1 19.7
t

The foregoing table shows that these representative oil-producing
companies actually made a profit of 19.7 per cent on their invested cap-
ital. As will be noted, these profits are arrived at after deducting
depletion. As we know that the invested capital allowances were
generally excessive snd will shortly show that the depletion allow-
ances are jnflated, the average of 19.7 per cent is an irreducible
minimum. The reduction of the depletion allowances alone to
a reasonable amount will increase the earnings of these ccmpanies
to from 25 to 30 per cent on their invested capital.

In considering both the statements of the representative of the oil
industry quoted above and the statistics above shown, it must be
borne in mind that these figures are based upon actual earnings and
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not estimated earnings. Even these rates are inadequate to reduce
prospective earnings to present values if the prospective earnings
are based upon high prices.

Furthermore, the above-quoted rates are already reduced by all
losses sustained. The purpose of an investor is to protect himself
against losses, and to do this the anticipated earnings of any indi-
vidual property must be discounted by more than the average rate
of return expected, that the net result from all property operated may
equal the averages shown above.

The only sound megns of arriving at proper discount factors to
apply to the method of estimating expected profits followed by the
Income Tax Unit is by determining the actual relationshir of in-
come tax estimates of expected profits to actual values disclosed by
actual sales. As all of such sales involve either taxable profit or
deductible loss and are shown by the returns, the Income Tax Unit
has the necessary data for this purpose. No systematic effort to
utilize this data to determine discount factors for oil valuations has
ever been made.

One case presented to the committee illustrates how such data ma
be utilized and at least indicates the results which may be expected.

BLACK AND SIMONS CASE
(2769-2788)

Black owned a forty-nine-one-hundred-and-forty-fourth working
interest in a lease in Oklahoma. Simons owned a thirty-five-one-
hundred-and-forty-fourth interest in the same lease. One well was
brought in upon the interests of both Black and Simons. Black
who owned the larger interest, claimed and was allowed a value of
$270,059, while Simons, who owned the smaller interest, was allowed
a value of $533,887. Had Simons’s share in this lease been valued on
the same basis as Black’s share, Simons’s value would be $192,885
instead of $533,887.

The Black interests, together with some other leases, were sold
within the 30-day period for $300,000 cash, and the accuracy of the
$270,059 value given to his share of this lease is verified by this sale.
The fact is that the valuation was made after the sale and was made
to reflect the sale price.

To bring Simons’s valuation down to the basis of value established
by Black’s sale it would be necessary to use a 78 per cent discount
rate applied at the end of the year, or a 125 per cent discount
rate applied at the middle of the year. The 125 per cent rate would
be comparableé to the 10 per cent rate used in this case, as the 10 per
cent was applied in the middle of the year.

A comparison of the factors used in making these two valuations
demonstrates the enormous discount factors which must be applied to
the inflated estimates of prospective profits made by the Income Tax
Unit to bring the valuation down to a basis comparable with the
value of the same property fixed by an actual cash sale.

The well on this pic ‘I)ert was brought in on June 2, 1919, at about
700 barrels per day. In }ul subsequent drilling brought the pro-
duction to 1,000 barrels per gay. Early in August further drilling
increased the production to 1,600 barrels per day.
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" In the Black valuation the discovery date is fixed at July 3, 1919.
In the Simons valuation the discovery date is fixed at August 5, or
63 days after the 700-barrel well had been brought in.

'The only thing in common between the two valuations of this one
property is the daily production as of date of discovery, which is
given as 2,000 barrels per day, or 1,000 barrels per day in excess of
production on Black’s discovery date and 400 barrels in excess of

roduction on Simong’s discovery date and the discount rate.

In the Black valuation the price of oil used was $2.25 per barrel
and in the Simons valuation the price used was $2.50 per barrel.
The posted price on both dates was $2.25 a barrel. In the Simons
valuation a 25 per cent premium was claimed and allowed. This
same premium was claimed by Black but was disallowed by the
Income Tax Unit.

The Income Tax Unit estimat.d the additional development and
equipment cost necessary to recover the reserves at amounts which
averages in Simons’s case 23.7 cents per barrel and in Black’s case
49.3 cents per barrel.

The operating expenses were estimated at 21 ¢ nts per barrel for
Simons and 82 cents per barrel for Black. The net operating protfit
gas estimated at $2.051 per barrel for Simons and at $0.935 for

lack.

The present value of the oil in this property for the purpose of
allowing depletion to Black was allowed at 79.713 cents per barrel,
while the same oil for the purpose of Simons’s depletion is $1.7647.

Furthermore, the expense of future developments and equipment
was deducted from profit before discounting to present worth in
Simons’s case while it was deducted after discounting to present worth
in Blacks’s cas'. The effect of this is that only the discounted cost
of development is deducted from the present value of the expected

rofits in the Simons’s ccse, whereas the entire cost was deducted in

lacks’s case. Deducting the cost of future development before dis-
counting attributes no profit to the investment necessary to recover
the value attributed to the oil and attributes the whol: present vale
of the expected profits to the oil alone. Discounting the expected
profits to present worth'and then deducting development expense
attributes the same rat: of profit to the money invested in develop-
ment as is attributed to the investment in oil, and reduced the present
value of the oil by the profit attvibuted to development.

It is the standard practice of the Income Tax Unit in oil valua-
tions to deduct development expense before discounting. In all other
valuations the opposite practice is followed. Qil producers are
assum d to invest in development pro bono publico, while mine
owners are assumed to expect a profit on plant and development at
the same rate as the profit expected on the ore in the ground.

It is reasonable to assume that if the market value of a lease on oil
land is $100,000, and it will cost $50,000 to drill and equip the property,
a buyer will expect the same profit on the $50,000 necessary to recover
the oil as is expected on the $100,000 paid for the l-ase. He will
measure his rate of return on an investment of $150,000, and not on
the $100,000 paid for the lease. He must get $165.000 operating
profit out of the well to return his capitai and return him a net profit
of 10 per cent. '
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By attributing all profit to the oil and nothing to the development
expense, the bureau would consider a $15,000 net profit in such ease
as a 15 per cent profit,

Assuming the operating profit to be $165,000 and a gross discount
of 10 per cent, the two methods are illustrated as follows:

Bureau mcthod applied to Himons

Entlmated operating profit_ . .. i e 5165, 000
Deduct development eXPEnEe oo e R A )

Value of oll and return on fnvestment ... ... 115, O
Discounted at 10 per cent equals present value of oflo ... ... .. 104,545

Dceducting after discounting as in Bluck case

Estimated «mo‘mting Profite e e F165, 000

Discounted at 10 per cent equals present value of ofl and development l-:"m‘ mk;

Deduct development COSt ..o e DO, O
Value of ofl . e e e+ 100, (00

As $100,000 was the assumed value we started with, the above
computations prove that it is necessary to deduct the development
egclpen;se after instead of before discounting to get the value of the
oil only.

As 'Xvill be shown in all valuations by the analytic appraisal
method for any purpose except oil the cost of development and
equipment is dedncted from the discounted value of the expected
profits, and a profit is thus attributed to the entire investiment instead
of to the mineral only. There has been no explanation of why all
other natural resource industries are thus discriminated against n
favor of the oil industry.

The net resuit of this determination is that, while both Black and
Simons have undivided interest in every barrel of oil from this
property, one was given depletion at the rate of 80 cents per barrel
and the other at the rate of $1.76 per barrel.

This discrepancy is due to the fact that an actual sale necessitated
valuing che property so far as Black was concerned at the veal market
value determined by the sale, while an income tax valuation was
used to allow Simons 125 per cent more depletion on the same oil

Mr. Gregg presented an answer on behalf of the Commissioner in
this case, in which he says (2801) :

Simons did not aceept the valuation given him hy the engineering division
and 1s now going to appeal to the Board of Tax Appeals on the question, xo his
case iy still pending and is not disposed of and will not be disposed of untli
the Board of Tax Appeals bas passed on his claim. After decision by the
Board of Tax Appeals in his case, the Black case will then be reopened -that
will be after the final decision in the Simons case—and the same valuation will
be given to Black that s found to be due Shwons by the Board of I'nx Appesls,

The Board of Tax Appeals can increase the valvation allowed
Simons but can not reduee it. To reduce the valuation wonl}
increase the deficiency in tax already determined by the commi..-
sioner, and this the board has no jurisdiction to do. The Board of
Tax Appeals can do no more than determine that the Simons valie
as determined shall stand or be increased.
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The eflect of the commissioner’s answer, therefore, is that Black's
depletion, now determined upon a basis verified by his actunl sale,
will be increased by at least 125 per cent to be comparable with
Simons’s inflated valuation. Thus, to meet the objection that there
is discrimination in allowing depletion on actual value to one tax-
payer and on an inflated value to another we are assured that the
wrong will be righted by making them both equally wrong.

This Black and Simons case brings out very forcibly the fact that
no such average rates of profit as the oil industry claimed before the
Ways and Means Committee and as would be shown by statistics of
the per cent invested capital earned would be adequate to reduce
Income Tax Unit estimates of expected profits from oil property to
anything like market value as shown by actual sales. To apply
discount rates based upon actual earnings, it is necessary to reduce
the estimates of expected profits to a conservative basis, as the
Income Tax Unit was forced to do, to bring the Black valuation to
the value actually determined by actual sale.

ALL HAZARDS IGNORED IN VALUATICNS OF OIL PROPERTY
As will be shown by cases which will be referred to, the Income

Tax Unit has no consistent policy with reference to the price which
is to be used in estimating the prospective profits of an oil property
and no sound policy with reference to discounting expected profits.

Mr. Greenidge testified that the market price of oil at the date of
discovery or within 30 days thereafter is used as the price upon
which operating profits are estimated (239). It has been estab-
lished that if the peak market price within the 30-day period is the
highest price for which any excuse can be offered, it 1s always used.
If 2 higher price can be obta’ .ed by averaging prices over a period
or by anticipating a raise, that also is permitted. While increases
are anticipated when oil within the 30-day period is low, no de-
creases are anticipated either in the price or through the discount
factor when oil is high. Such policy as the oil and gas valuation
section has, if it can be said to have any, seems to be predicated
upon the theory that oil is always liable to go up but is never liable
to come down.

The discount policy is on a par with the price policy. Mr.
Greenidge’s theory that the discount is an inconsequential factor
which he would ignore entirely is reflected in the work of the oil and
gas valuation section. In some valuations the first year’s operating
profits are not discounted at all and the discount rate applied to
subsequent years’ estimated anticipated profits are negligible, not-
withstanding the fact that such profits are based upon peak prices.

On March 27, 1924, Mr. Greenidge testified that the discount rate
in oil valuations is “ a different rate for practically every field and
different rates for different operators in the same field, depending,
of course, upon the peculiar circumstances in each case ” (330).

At the time Mr. Greenidge made this statement to the committee
there was in force in the oil and gas valuation section an order
promulgated in July, 1913, which is as follows:

Since the regulations provide for a discount and since Hoskold's 10 per
cent discount table modified te indicate the present worth of the unit realized
at the middle of the first fractional year and at the middle of each calendar

year thereafter is reasonable and conforms with curreut practice, this table
should be used in all valuations established by appraisal methods.
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On February 2, 1924, or less than two months before making the
above-quoted statement to the committee, Mr. Greenidge received
the following memorandv.n from the chief of the il and gas valua-
tion section:

Fesruagy 2, 1024,
Mr. S. M. GREENIDGE,
Head, Engincering Division.

The dlscount rates applied by the oll and gas section are as follows: Hos-
kold, 10 per cent semiannual ; Hoskold, 8 per cent annual,

The 10 per cent semiaanual discount rate was adopted by the oil and gas
section several years ago because it was believed it represented in some de.
gree the risk involved for average ofl and gas properties in additlor to the
interest rate on money.

The 8 per cent anaual rate has been used on occaslons where the risk
involved was materjully less than the average, as in the Glenn pool., This
rate has been used only on March 1, 1913, valuations.

In individual cases several other rates huave been applied where it was
demonstrated that such procedure was necessary.

W. N, THAYFR,

Chief, Oil and Gas Veluation Section.

In the Gulf Oil Corporation cases prices above the posted price of
oil were used in some instances, and a large percentage of the esti-
mated operating profits were not discounted at all.

GULF OIL CORPORATION

Nothing has been done to determine the taxes of this taxpayer for
any year.since 1919. The values allowed this taxpayer for dis-
covery depletion on discoveries claimed from Marck 1, 1913, to
December 31, 1919, amount to $93,717,927 (2792). Depletion allow-
ances based on these valuations are deducted from income as the
oil is recovered until the full value allowed has been deducted or
until the oil is exhausted. Thus depletion on a large amount of
these values is still going on.

The discovery depletion allowed to be deducted from income for
1918 was $10,173,769, and for 1919 was $10,401,256 (2796). These
figures fairly indicate the average annual deductions from income
for discovery depletion by this taxpayer (2795).

The effect of these discovery depletion deductions on the taxpayer’s
taxes for 1918 and 1919 is as follows (368) :

1918
Tax without dedacting discovery depletion from Income.....-..... $8, 777, 684, h2
Tax after deducting discovery depletion from income. .o ene—_ 1,902, 532. 33
Reduction in tax Aue to discovery depletion. ..o oo 6, 875,152. 19

) 1919
Tax without deducting discovery depletion from income......__. 2,579,127.14
Tax after deducting discovery depletion from income...oee. o 307, 011. 63
Reduction in tax duo to discovery depletion .. v 2,272,115. 01

_A large number of valuations allowed the producing subsidiaries
of this company showed that no hazard factors were used and in
30 out of 70 cases a price of oil largely in excess of the posted price
was used as the basis for estimating expected profits. In nearly
every instance the expected operating profit from the first year’s
estimated production was not discounte(y and 5 per cent applied to
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the middle of the year was used as the basis for discounting the
operating profits for years subsequent to the first year (2793).

The use of these factors result in values for discovery depletion
which exceed what would be derived from the use of prices an
discount commonly applied to other taxpayers. The discriminatory
oxcess valuation 1s estimated at about $30,000.000, which will be
returned tax free duving the life of the property valued. Valua-
tions in accordance with the usual practice of the Income Tax Unit
would increase the taxes of this taxpayer by an amount estimated
to be $4,590,385.61 (2795).

The deductions for 1919 and prior years can not be reconsidered,
ns the taxes for 1919 and prior years were closed by an agreement
under section 1312, signed August 11, 1923 (2795). As deductions
based upon these valuations were and are being made for 1920 and
subsequent years, these valuations can be and should be reconsidered,
and at least reduced to the standard commonly applied to other
oil companies, if not to figures representing the fair market value of
the property.

IvnusTRATIVE CaSES

GQULF OIL CORPORATION AND SUESIDIARIES
SHUMWAY LFASE OF QYPSY OIL CO.
(199-2006)

The discovery well No. 1 is the basis of a valuation on 40 acres.
This well was brought in on July 15, 1917, and the discovery date
claimed and allowed was August 14, 1917, or the last day of the 30-
day period permitted by the law.

On August 14, 1917, and for six months prior thereto, the posted

rice of oil in the mid-continent field, where this well was located
1ad been $1.70 per barrel. This was the highest price on record
for oil in that field. On August 15, or one day after the expiration
of the 30 days after discovery, the posted price advanced to $1.90.
The operating profits of this property were estimated by using $1.90
as the anticipated price.

Under its lease the Gypsy Oil Co. was entitled to seven-eighths of
the oil recovered, the balance going to the lessor, although the Gypsy
cglmpany was obligated to stand all expense of recovering all of the
oil.

At $1.90 per barrel, the prospective gross receipts of the Gypsy
company were estimated at $10,144.126.60. The expense of drilling,
equipping, and operating was estimated at $1.953,734.48, leaving
$8,190,392.12 as the estimated prospective operating profit. The
value allowed on this property for depletion purposes as of July 16,
1917, was $8,161,398.13, which allowed $28.993.99 to cover all risk
of not recovering the full estimated operating profit and for a net
profit on the investment.

During the 30-day period after discovery this well actually pro-
duced 130,954 barrels of oil and during this entire period the price
of oil was $1.70 per barrel. As the entire estimated production had
been valued at $1.90, a loss of 20 cents per barrel was suffered
before the expiration of the 30-day valuation period. Thus
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$26,190.80 of the $28,993.99 estimated net profit had disappeared
before the close of the valuation period, leaving only $2,803.19 to
cover all the risks of the oil business and a profit on an investment
of $8,161,398.13. As the attorneys’ fees and expenses of preparing
and recording deeds on a transaction of this size would certainly
exceed $2,503.19, this valuation assumes that investors could be
expected to pay more for the property than the total estimated
operating profits, after such operating profits had been inflated, by
using a price of oil 20 cents per barrel in excess of the most that o1}
in that field had ever been sold for. This value is predicated upon
the absurd proposition that investors in oil property will gamble
on # 20-cent raise in price and still pay more than they can hope
to recover in operating profits if they wet it.

The discovery well ﬁud an initial production of 5000 barrels
per day, and the production esti.nates contemplate that nine more
wells will be required to recover the reserves the production of
which will average 75 per cent of that of the discovery well. It
is estimated that 93 per cent of the oil will be recovered durin
the first year and that the entire reserves will be i'ecm*ereﬁ
within four years.

Subsequent developments have shown that the reserves were not
overestimated, but facts brought out by subsequent developments
would not be available to a purchaser of this property within 30
days after discovery. Such a purchaser would be governed by past
experience in that particular locality.

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

{A) Where the fair market value of property at a specified date in Heu of
the cost thercof is the basis for depletion and depreclation deductions, such
value must be determined, subject to approval or revision by the commis-
gloner, by the owner of the property in the light of conditions and eircum-
stances known at that date, regardless of later discoverles or developments
in the property, or subsequent improvements in methods of extraction and
treatment of the mineral product. The value sought should be that established
assuming a transfer between a willing seller and a willing buyer as of that
particular date.

The “conditions and circumstances known at that date,” July 15
to August 14, 1917, were vastly different than those upon which this
appraisal was based and are so similar to those disclosed by subse-
uent developments that the conclusion is inevitable that the valuein
this case was based entirely on subsequent developments.

In the first place the fact that a price of oil was used which had
never been reached in this field during or before the valuation
period, but which was reached one day after the close of the valu-
ation period, is conclusive that subsequent developments were not
only available for the purpose of pricing future production but were
actually made retroactive Ey giving oil which haff been produced dur-
ing the 30-day period at $1.70 a value of $1.90.

Water was a serious menace in this oil field as early as 1915, and
the wells in this field had an indicated life of 11 years instead of
4 years estimated in this case.

The nine additional wells are estimated to have an average
daily production of 3,750 barrels each, and the actual producticn
of these nine wells was 3,850 barrels. There is nothing in the
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history of this field prior to the expiration of 30 days after this well
was brought in upon which to predicate any such estimate,

The United States Geological Survey records 5,098 wells drilled
in this county during the years 1914 to 1920, inclusive. Fifteen per
cent of these wells were dry holes and 5 per cent were gas. Only
80 per cent produced oil, yet this estimate contemplates no dry holes.
The wells drilled in this county in 1914 averaged intial production
of 9.4 barrels per day. The average initial production of wells
drilled in subsequent years was as follows: 1915, 15.1 barrels per
day: 1916, 255.8 barrels per day; 1917, 200.6 barrels per day. It is
evident that there was nothing in the past experience in this field
on August 14, 1917, which would warrant the assumption that every
well drilled on a lease in this field would produce oil and that the
initial rate of production of every well drilled would average 3,750
barrels per day.

1n the light of these facts, can it be assumed that apy sane man
wonld even consider paying $8,161,398.13, the value allowed in this
case, for $8,164,201.32 of estimated future earnings, to be recovered
in four years, when he knew that he was assuming a known water
hazard, and that such estimate of earnings was based upon the
assumption that he would realize 20 cents per barrel more than oil
had ever sold for and that his production would be thirteen times
as great as the highest known actual production in that field?

It was assumed all through the early hearings that the estimated
operating profits were discounted at the rate of 5 per cent in deter-
mining the values used for depletion by the Gulf Oil Co. The dis-
count rate used in valuing this Shumway lease is actually thirty-
four one-hundredths of 1 per cent. The b per cent is a fiction based
upon the method of discounting. 'The first year’s profits which are
estimated to be in excess of 95 per cent of the total are not discounted
at all. 'T'he recovery of the operating profits estimated for the first
year are considered to involve no risk, and the value of the use of
95 per cent of the $8,000,000 to be paid for these first year’s profits
pending the recovery of the profits is considered to be nothing.

The second, third, and fourth year’s operating profits are dis-
counited at the middle of the year at 5 per cent. As we have shown,
this preduces a result of less than 5 per cent. The second year’s
profits ave discounted at 5 per cent for 18 months instead of 2
years, the third year’s profit are discounted at 5 per cent for 214
years, and the fourth year’s profits are discounted at 5 per
cent for 315 years. By. thus failing to discount the first year’s
profits, and by applying the discount of subsequent years to
the middle instead of the end of the year, the actual dis-
count rate applied in this case is about thirty-four one-hundredths
of 1 per cent per year. This is supposed to cover all of the risks
incident to the oil business and provide the expected return on the
$8,161,398 invested in the property.

The depletion nnit atlowed this taxpayer on this property was
$1.528 per barrel.  As the cost of developing, equipping, and oper-
ating was estimated at 36.6 cents per barrel, the cost and depletion
amount to $1.894 per barrel, which leaves a margin of expected net
profit of six-tenths of 1 per cent per barrel.
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LESSOR'S ALLOWANCE ON SAMFE PROPERTY
(2101)

Mrs. Atlanta G. Winchester was one of the colessors of the prop-
erty upon which the Gypsy Oil Co. was allowed the above-discussed
valuation. The depletion allowance granted this lessor upon her
interest in the very same oil was $1.0833 per barrel. As the lessor
had no expense of developing, equipping, and operating the prop-
orty, her actual value per barrel exceeded the value of the Gypsy
Oil Co. by 36.6 cents. Reducing the lessor’s depletion unit to a basis
comparable with that of the Gypsy Oil Co., it is $0.7173 per barrel.

If we assume that the lessor’s interest was property valued, we
can determine a value of the Gypsy Oil Co.’s interest on the basis
of the allowance to the lessor by deducting the costs of recovering
the oil, 36.6 cents, from the lessor’s depletion unit, $1.0833, and by
multiplying the difference, $0.7173, by the Gypsy Oil Co.’s estimated
reserves of 5,339,014 barrels. The result, $3,829,675, is the value of
the Gypsy Oil (l0.s interest in this property when valued on the
basis applied in determining the value of the lessor’s interest. As
the value allowed the Gypsy Oil Co. was $8,161,398, the excess over
the value as determired for the lescor is $4,331,723, or 113 per cent.

This Shumway lease contained three 40-acre tracts not included in
the value of well No. 1 discussed above, upon which three additional
discovery values were allowed. The total value for the 160 acres al-
lowed the Gypsy Oil Co. was $10,020,325. The total value of the
Gypsy Oil Co.’s interest on the basis of value allowed the lessor
would be $5,436,698.

Here, as in the Black and Simon case, we have two different values
allowed on the same property for two diflerent taxpayers, both of
whom have undivided interests in the same oil. 'The only difference
between the two is that the lessor takes no risk of the profit on her
oil, being decreased by increased expense of drilling, equipping, and
operating the property, vet the lessee, who assumes the greater risk,
gets a value of about twice what it would be if computed on the
basis applied in determining the value of the lessor’s interest.

VALUATION OF SHUMWAY LEASE TYPICAL OF ALL GULF OIL CORI'ORATION
VALUATIONS

The valuation of the Shumway lease is a typical illustration of
the factors and methods used and the values allowed on all of the
property of the Gulf Oil Corporation and its subsidiaries.

When the posted prices during the valuation period were peak
prices, expected operating profits were based on the highest posted
market price. en a rise in price followed the expiration of the
valuation period, such rise was anticipated. and when a higher price
could be obtained by averaging posted prices, that was done.
No uniform nor concistent policy was followed, except to take the
highest price, for which any excuse, cn any basis, could be offered.
An examination of the valuation of 70 leases of the Gypsy company
showed that in 29 out of the 70 cases, a price above the highest posted
price of oil during the valuation period, was used in estimating op-
erating profits (1985-1991).
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The value allnwed for 12 of these leases, aggregating $256,056.15,
were inflated $100,656.05 by excessive estimates of expected profits,
due to the use of an excessive price of oil (1998).

The methed of d.scounting, followed in valuing the Shumway
lease is typical of all valuations. From 90 to 95 per cent of the
expected operating profits are estimated to be recoverable during the
first year. These estimnated profits are not discounted at all. Oper-
ating profits estimated to be recoverable during the succeeding years
are discounted at 5 per cent, applied to the middle of the year.

In a table on page 2105 of the hearings, the valuation of seven
leases is shown. 'The estimated operating profits from these seven
leases is $1,2566,694, and these leases are valued at $1,161,680.
The lives of these properties are estimated at from 6 to 16 years,
Assuming that the estimate of operatings are correct, the net profits
will be $95,014 of 8.18 per cent on the investmment, to be returned
in from 6 to 16 years.

On page 2106 of the hearings appears a table, showing 53 valua-
tions allowed the Gulf Production Co., a subsidiary of the Gulf Oil
Corporation.

Thirty of these properties have estimated lives of 14 years. The
ageregate estimated recoverable profits is $4,492,977, and the aggre- -
gate value is $3,983,469.46. This leaves $509,508.13 of net profit or
11.34 per cent to be recovered in 14 years.

‘Twenty-three of these properties have estimated lives of 3 years.
The agoregate estimated operating profit is $19,035,086.72 and the
ageregate of the value is $18,607,528.83. This leaves for a return
vpon the investment and to cover risk of $427,560.39 or 2.3 per cent to
be recovered in 3 years.

DEFENSE OF BUREAU-QULF OIL CORPORATION

It has been urged in defense of these valuetions that in some
instances the properiies have actually returned more value in oil than
the valuations allowed. This defense is ridiculous. It assumes that
the Gulf Oil Corporation was not expected to pay any taxes.

No buyer of an oil well, on the date of discovery or within 30 days
thereafter, har all of the subsequent experience as to prices, expenses
of operation and amount of production upon which to base an esti-
mate of value. ' :

The value contemplated by the law, as the basis for discovery
depletion, is that value which is apparent from conditions existing
at the date of discovery, or within 30 days thereafter, and not that
value which subsequent experience may develop. The future produc-
tion having been estimated, and the highest prices for which any
plausible excuse could be given, having been adopted, subsequent
development can neither excuse nor justi%y the failure of the Income
Tax Unit to discount the estimated profits by a factor adequate to
cover the risk involved in the use of top prices and also provide a re-
turn on the investment.

The fact that the Gulf Oil Corporation may not be able to re-
ceive depletion on all the reserves time may develop does not alter
the fact that it has, during the high-tax years, received exorbitant
allowances, which can not be justified upon any basis. The oil in-
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dustry generally has received excessive allowance for depletion, hut
the allowances to the Gulf Oil Cerporation, in the high-tax vears, are
0 excessive as to constitute a gross discrimination against even the
oil industry.

From the depletion allowances and net incomes of 16 large oil
companies comparable lo the Gulf Qil Corporation, we have com-
puted the per cent of depletion to net income and have comnared
this with the per cent of depletion to net income allowed the Gulf
Oil Corporation, as follows:

Por cont
depletion
o net
{noome, Per cont
avem?a depletion

Year of al 1o net
companies | {ncorne,
on Exhibit | Gull 0il
I,excopt (“orporation
dulf 0il

Corporn-
tion
8 N 37.8 20,7
1018, et eece e e m et ——————— s oo 2.8 177.9
I010. e ettt cm e a s tam————— o ———————— s ot b n e 48.2 148.6

In considering the above figures it will be borne in mind that dis-
covery value was not allowed as a basis of depletion until 1918. The
marked change in the Gulf Oil Corporation relative percentage of
depletion will be noted in 1918 and 1919.

t has also been shown from figures submitted by the bureau that
the tremendous increase in the depletion allowances for 1918 and
1919, due to discovery depletion, based on the kind of valuations we
have been discussing, decreased the per cent of net income to in-
vested capital of the company from 31.3 per cent in 1917 to 10.9 per
cent in 1918 and to 3.7 per cent in 1919,

Uniton Om Co. or CaLrornia
(3021-»3'025 )

This case is typical of the methods used in valuing California oil
ﬁoperty. In this case developed leases owned by the taxpayer on

arch 1, 1913, are values as of that date. The posted price of Cali-
fornia o1l on March 1, 1913, was 60 cents, and experience prior to
that date indicated that as of that date 60 cents was a normai price.
In making these’valuations it is assumed that the price of California
oil will increase at the rate of 5 cents per barrel per annum (3024).
The same practice was followed in all valuations of California oil
property.

The average price of California oil for the ten years prior to
March 1, 1913, was 39.8 cents per barrel and the highest average
price for any one year prior to March 1, 1913, was 56 cents in 1909,
There is absolutely nothing upon which to base a prediction on
March 1, 1913, that the price of California oil will increase at the
rate of 5 cents per annum. :
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In making discovery valuations, as of 1920, when the posted price
of California oil was from $1.60 to $1.88 per barrel, the posted price
of oil was used, and no decline was anticipated. ) i

Notwithstanding this basis of pricing, estimated operating profits
were only discounted at 10 per cent, applied to the middle of the
year.

CoNNELLY AND LARKIN
(2974-2975)

Connelly and Larkin each owned nine one-hundred-and-
twenty-eighths of the working interest in a lease. The balance
of the working interest in this property was owned by six other
parties. One of these parties was allowed depletion on cost, and the
depletion of two of the owners has not been fixed by the department.
The depletion units allowed five pariies, each owning an undivided
fractional interest in the same property, and the value of the entire
working interest, based upon the depletion allowed each of these
parties are as follows:

Depletion | Valusof
unit e_tire work-
(per barrel) | ing Interest

DR L U $0.4168 | $162,528.59

E.W.BInCIalr. e et i c s e s ammmrn s mamm e nn 0.5118 187,274, 08
Beth Bly. e oaenne 0.5118 187, 214, 08
E. L. Copnelly......o.... cmmannn. Q. 79656 201, 438. 63
Frank L MOOIO. oo et herc v rcsa i mcscrnansncaasaanmnnnan .27 464, 9681, 54

In another lease the depletion units allowed to the owners of un-
divided fraciions of the working interest were as follows:

Yo Larkin ot e e e $0. 28534
T PR 01711 £ 1 1 OO . 33722
MATEAY OO0l Q0 et et s e s o .60

Gypsy Oil Co L1174

There is something radically wrong with any system which gives
these widely different values to the same barrel of oil, coming out of
the same hole and sold at the same time for the same price.

Concrusion-—Qirn VALUATION

The general policies of the oil and gas valuation section may %e
summarized as follows: ‘

By estimating anticipated profits on the basis of the highest possi-
ble price, the hazard of actually recovering the profits estimated is
increased to the maximum. y

The discount factors used, when applied by the mid-year method
of discounting, are inadequate to cover the bare use of the money
invested and makes no grovision for either the probable decline in
price or any other hazard incident to the oil-production business.

The result is grossly excessive valuations and corresponuingly
excessive depletion allowances, particularly in the high-tax years. -
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Oil valuations are so loosely made that they can not be said to be
upon any consistent basis. Where it is possible to test valuations by
comparing two or more valuations of the same property, the lack of
sny similarity shows a total lack of system and competent super-
vision. If the valuation of any two oil properties by the Income
Tax Unit are consistent, it is a mere coincidence.

The_general overestimating of expected profits per barrel from
oil and the failure to adequately discount estimated profits results in
gross discrimination against all other taxpayers, and the lack of
system, l)olicy, and supervision results in gross discrimination be-
tween oil producers.

Starus or Work 1IN O1r anp Gas VaruatioNn Skcrion

The work of this section is so far behind that up to March 1, 1925,
practically all effort was concentrated on valuations for 1919 and
preceding years,

In March, 1925, the engineering division had 1,318 more 5-year-
old cases undisposed of than in March, 1923, a loss of progress of
207 ‘[‘)er cent in two years. ,

This condition is due primarily to the granting of interminable
extensions of time to texpayers, to furnish information, and to
granting conferences and hearings until the taxpayer has bargained
for a tax he is willing to pay. The Union Natural Gas Co. case
(2977), a chronological history of which follows, is typical of many
cases, Other cases 1llustrating the lack of terminal faculties in the
oil and gas valuation section are the Mascot Oil Co. (2978-2980),
A. G. Kennedy and W. A. Springer (2981-2989), Shell Oil Co. of
California (3001), Standard Oil Co. (100-120), and Sinclair Oil &
Refining Co. (2991).

UUntox Narvran Gas Co. or Prrrsporen, Pa.
(2977-2978)

A review of the files of this case shows that there is still pending
an additional tax of approximately $200,000 for the year 1917.
There have been apparent delays on the part of the taxpayer and
the department has not been gble to close this case for any year.

. The following chronology best illustrates the conditions prevail-
ing in this case:

May 29, 1918: Schedules filed answering questions in the 1917 tax returns.

March 19, 1919 Taxpayer requested to flle valuation data.

April 3, 1919: Second request asking for valuation data.

April 4, 1019: Taxpayer desires to comply with request for valuation data
and asks extension of time and conference.

April 8, 1919: Conference granted for April 16.

April 16, 1919: No conference memorandum.

January 26, 1920: T'axpayer asks for ruling regarding drilling expenses.

April 19, 1920: Taxpayer asked to flle afiiliated questionnaire.

May 26, 1920: Seccend request for afilinted corperation questionnaire.

July 21, 1920: Third request for affillated corporation questionnaire given
to August 16 to reply.
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December 4, 1920: Taxpayer refers to letter of January 26, 1920, asking
for ruling on method of handling laboxr and drilling costs for gas wells.

January 4, 1921: Taxpayer reminds department in answer recelved in reply
to letters of January 26, 1920, and December 4, 1920.

December 9, 1920: Afiiliated corporation gquestionnuaire received by depart-
ment.

January 13, 1921 : Coal valuation section asks for date to substantiate coal
Jand values.

January 22, 1921: Taxpayer asked to flle consolidated income and profits
tax return for 1919,

February 4, 1921: Coal valuation reports maliled by taxpayer.

February 12, 1921: Taxpayer advised regarding drilling costs per request
of December 4, 1920.

A\llgust, 1921: Form O oil and gas valuation data for 1917, 1918, and 1919
recelved. .

October 10, 1921: Taxpayer asks for conference. Conference arranged for
October 18.

December 13, 1921: Taxpayer preparing amended returns for 1917 to 1920,
asks status of case.

December 27, 1921: Valuation oll and gas properties in progress by oll and
gas section,

January 3, 1922: Taxpayer asks for extension of time for filing amended
returns,

January 10, 1922: Extension granted to February 15, 1922,

February 18, 1922: Taxpayer asis for 90 days’ extension to file amended
returns.

February 28, 1922: No extension granted.

March 1, 1922: Taxpayer asks further extension.

March 18, 1922: No extension granted.

November 7, 1922: Letter to taxpayer explaining valuation methods.

January 29, 1923: Revenue agent’s report filed showing additional tax for
1017, $232,440.70.

February 1, 1923 : Conference ofl and gas section,

April 30, 1023: Taxpayer asks for conference.

May 2, 1923: Conference granted May 10.

May 11, 1923 : Conference oil and gas section, discoveries disallowed.

January 10, 192%: Assessment letter showing additional tax for 1917,
$198,190.75; for 1918, §2,719.30. This letter shows that taxpayer pald for 1917,
$446,676.13, and for 1918, $289,400.58. The consolidated net income for 1917
was $3,330,708.48, while the aggregate net income for 1917 was §4,553,827.21,
The consolidated invested capital for 1917 was $13,448,957.62.

February 8, 1924 : Protest flled regarding A-2 letter January 10, 1924,

May 2, 1924: Taxpayer asks for conference May 13, 1924,

May 18, 1924: No conference memorandum,.

July 22, 1924 : Conference held in oil and gas section.

August 21, 1924 : Conference held in consolidated audit section with request
that another conference be held September 12,

September 12, 1924: Conference, consolidated audit section; certain balance
sheets requested. .

September 23, 1924 Balance sheets received by department.

October 21, 1924: Conference, consolidated audit section.

December 1, 1924: A 300-page revenue agent's report received covering the
years 1918 to 1921, inclusive, showing additional tax due of $29,865.01.

March 14, 1925. Department refers to taxpayer’s appeal and asks for addi-
tional information. :

April 2, 1925. Taxpayer granted extension to April 24, 1925, te file additional
information.

TAX LOST THROUGH DELAY

In the Kennedy and Springer case (2981), the Government lost a
tax of about $200,000, on $2.903.353 of profits from the sale on an
oil lease, because of delay until the statute of limitations barred an
assessment.

8. Rept. 27, 69-1—7

LY
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EFFORTS OF HEAD OF ENGINEERING DIVISION, AND CHIEF OY OIL SECTION
TO KELIEVE OIL TRODUCERS FROM TAXATION

Standard Oil Co. of California (2803-2832) : This case 1s of great
importance, as illustrating the l.ck of control. by the Commissioner
of Internal Revenue over the eneineering division of the Income Tax
Unit, the general attitude of the head of the engincering division
and the chief of the oil and ras valuation section toward the Gov-
ernment, and the oil producers, and the kind of reasoning which
governs this work,

The Regulations (reg. 45, art. 223) permit an oil producer to
deduct development costs, as either current expenses cach vear as
they are incurred, or to capitalize such costs, and deduct them
through depletion. This regulation provides that: “An election
once made under this option will control the taxpayer's returns for
all subsequent years.”

Rulings published in 1921 and 1923 hold that the taxpayer exer-
cises his option to treat development costs as expenses or depletable
capital when he enters such costs upon his books, and that his return
must correspond with his books in this particular.

From the time of its organization to and including 1921 it was
the practice of this taxpayer to capitalize its development costs. The
taxpayer’s original rveturns conformed to this practice, and the tax
computed on this basis was paid.

It was found that to convert such development costs from a
capital into an expense item would reduce this taxpayer’s taxes for
the years 1918 to 1920, inclusive. $3.378,921.35.

It was claimed by Mr. Thayer, chief of the oil and gas valuation
section, that in May, 1922, an oral agreement was entered into be-
tween the representative of the oil and gas valuation section and the
taxpayer that in consideration of the waiver by the taxpayer of an
unsubstantiated ciaim of some description. of which there is no
record, the taxpayer would be permitted to file amended returns for
1918 and subsequent years, in which development costs would be
deducted as current expense (2806).

This would set a precedent, under which other taxpayers could
sustain claims for 1 >funds to the amount of approximately $25,000,000
(Exhibit 12). (2825.) On September 1, 1922, the taxpayer was
notified that such amended returns would be received.

On May 7, 1928, the taxpayer filed unsigned amended returns, iu
which development expenses were treated as capital charges (2806).

On June 9, 1923, the rules and regulations section ruled that the
amended returns, changing the development costs from capital to
expense charges after the taxpayer had elected to capitalize such
costs, could not be received.

On July 9, 1923, the Solicitor sustained the ruling of the rules and
regulations section (2820).

On September 10, 1923, Mr. Thayer recommerded that, notwith-
standing the Solicitor’s ruling, the regulations, and all former
precedents, the case be closed on the basis of the amended returns,
Mr. Greenidge concurred in this recommendation. On September 29,
1923, Mr. Bright, deputy commissioner in charge of the Income Tax
Unit, with all the facts before him, ordered the case closed on the
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unsigned amended veturns, and notified the taxpayer that this would
be done (2812). )

The amended returns were audited and resulted in a certificate
of overassessment for a refund of $3,378,921.35 (2812).

In accordance with the regular procedure this certificate of over-
assessinent, involving move than $50,000, was sent to the Solicitor
for his approval (2812).

The Solicitor, Mr. Nelson 'I'. Hurtson, in a memorandum to Deputy
Commissioner l,il'ight, under date of January 29, 1924, says:

Thig certificate results from permitting the compuny to {lle amended returns
in which there is charged to expense various items theretofore capitulized,

This office in a memorundum to you, under dute of July 9, 1923, held that
as 4 matter of law this could not be done, and for that renson the certificnte
is returned to you without approval,

It is understood, however, that the proposed adjustment has been discussed
with the commissioner and you should dispose of the case as directed by him.
File is herewith returned (2826). '

This brought the case to the attention of the commissioner, whose
action is shown by the following memorandum (2829) :

TREASURY DEPARTMENT,
OrrFICE OF COMMISSIONER OF INTERNAL REVENUE,
Washington, February 20, 1924
Memorandum for Mr. Bright.

My attention has been called to your letter of September 20, 1023, in regard
to the Standard Oil Co. of Californin, wheren you advise the company that
jts amended reiuens for 1913 and subsequent years in which intangible de-
velopment items previously capitalized or charged off to oxpenses will bhe
accepted, and notifying them that their case will be audited on that hasis.

I think your letter is in error. It appears that you hased your lefter on
some verbal understanding had between the conferees of the natural resources
division and the representatives of the company. Any verbal understanding
of an important matter like this is most unfortunate, and I do not feel that
the hureau can be hound by it. In the first place, a matter of so mueh import-
ance should be reduced to writing; in the second place, while great weight is
given to agreements on the part of conferees, their ugreements are not binding
and no agreement eaa be hinding unless it is approved by the commissioner.

This matter was called to iy attention some months ago and the facts a9
presented indicated that perhaps the understanding between the taxpayer
and the conferees should be carried out, but a thorough investigation of the
file convinees me that this woul”? establish a dangerous precedent and should
not be done. You will, therefore, please notify the taxpayer.

D. H. Brar, Commissioner.

Notwithstanding the foregoing memorandum of the commissioner,
the two rulings of the Solicitor, the ruling of the rules and r gula-
tions section, as well as all of the published precedents, Mr. Green-
idge, as late as November 26, 1924, did not acknowledge defeat in
his effort to secure this refund of over $3,000,000 for the Standavd
Oil Co. On November 26, 1924, Mr. Greenidge writes Mr. Bright
as follows (2830) :

NovEMBER 26, 1924,
In re: Standard Oil Co. (California), San Francisco, Calif.
Mr. J. G. BrigHT,
Deputy Commissioner.

With reference to the still undecided question of whether or not this com-
pany should be permitted to fille amended returns in which development costs
previously capitalized are charged to expense, your attention is invited to the
attached copy of a recent recommmendation from the Solicitor’s office, particu-
larly to issue No. 4. '
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In the case of the Standard Oil Co., a certaln part of its Income is impoundeq
each year from 1914 to 1020. It appears, therefore, under the Solicitor's ree-
ommendations referred to, that this company might flle amended returns
reporting these impounded fun.'.r 88 income for the year in which they accrrved.
The adjustment necessary to file these amended returns would be relatively
small, as the amount of funds lmpounded is not large, but once the right to file
amended returns on any besis s conceded a precedent would be established
for accepting amended returns for 1918 and subsequent years in which adjust.
ment would be made not only for impounded funder but a';o for the change
from capitalized development costs to expensed development cost.

g {f ii:s suggested that this matter might be discussed informally with the
olicitox.

8. M. GREENIDGE,
Head Engineering Divigion.

This memorandum is conclusive evidence of a most deplorable
situation in the Income Tax Unit. Mr. Greenidge had sole charge of
all of the work of determining the allowances for depletion, amorti-
zation, values of natural resources for invested capital, and profit
and loss purposes. That this vast responmsibility and authority
should be vested in a man, who is even capable of recommending that
& taxpayer should be permitted to open the door to the opportunity
to claim immense deductions, under the subterfuge of filing amended
returns for the purpose of reporting as additional income an inconse-
quential amount of impounded funds, shows a most dangerous situ-
ation.

Ne further action is taken in this case until January 19, 1925,
when the deputy commissioner instructed Mr. Greenidge and the
head of the consolidated audit section to assess the deficiency of tax
for 1917, unless proper waivers are received before the statute of
limitations runs (2830).

Notwithstanding the orders of the commissioner and the deputy
commissioner, this case apparently went to audit with depletion
determination based upon the amended returns, because on April
18, 1925, L. T. Lohman, head of the consolidated returns division,
advises the deputy commissioner that he can not proceed with the
audit until the receipt of the engineer’s report.

On April 30, 1925, Mr. Thayer, chief of the oil and gas valuation
section, sent a memorandum to Mr, L. H. Parker, chief engineer for
this ‘committee, which concludes with the following statements
(2832) : :

Inasmuch as the taxpayer has had already three letters, each contradicting
the previous one, it iz belleved to be good policy to take no further action
until the offices of the bureau are in accord, to the end that there shall be
no further reversals of actions taken. The proper action to be taken is now
a matter of discussion between the engineering and ruadit divisions.

This is not a matter of law, but a matter of interpreting the regulations,
and there are géod and valid arguments on both sider. Moreover it is purely
an interoffice argument over an open case.

Thus, in spite of the fact that the solicitor has twice ruled that
the taxpayer was bound by its election to capitalize its development
charges, and both the commissioner and the deputy commissicner
have formally ordered the case closed on the original returns, the
chief of the oil and gas valuution section still constders the question
open to be settled by discussion between the engineering and the
audit divisions. -

The examination of the work in the engineering division of the
Income Tax Unit has convinced this committee’s staff that nothing
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is corsidered, settled by Mr. Greenidge until the taxpayer is satisfied;
notwithstanding the Commissioner of Internal Revenue, and that
this prineiple governed the work of the oil and ges valuation section
under Mr. Thayer. e :

Had this case involved u claim in abatement, instead of 4 refund,
it would not have gone to the solicitor for approval, and the solici-
tor’s .failure to approve would not have brought the case to the
attention of the commissioner. Inasmuch as the taxpayer has now
filed u claim for a credit against other taxes, the allowance does not
now depend upon a refund, requiring the solicitor’s approval (2832).
The above quotation from Mr. Thayer’s memorandum to Mr. Parker
shows that the oil and gas section did not regard either the solicitor’s
rulings or the commissioner’s order as Linding upon him, and if
the chief of the andit division can be induced to pass the claim, it
can be slipped by the commissioner without his attention being
called to it. S

We believe that this case warrants a serious doubt as to whether
the work of the engineering division is under the actual control of
the Commissioner of Internal Revenue.

VavvatioNn or Merar. MINEs
(Copper, 1585-1782; silver, 2054)

Ievestigations made by the metals valuation section of the valu-
tions useg as the basis of invested capital and depletion allowances
for the copper, silver, and lead mining industries, show that the
col;:})er and silver valuations are. grossly excessive and that the
lead mines are undervalued. The original valuations of 47 copper
mines average 330 per cent of what the Income Tax Unit has
determined to be proper values for depletion purposes. ‘

The copper properties have been revalued for the taxes of 1919
and subsequent years. Permitting the excessive values to stand
for the high tax years of 1917 and 1918 result in a loss of revenue
to the Government of aproximately $50,000,000.

The loss of tax, because of the excessive valuations of silver mines,
is estimated at $5,000,000 for 1917 and 1918, and an additional loss
of tax of about $5,000,000 will result if the present valuations are
permitted to stand.

Gross discrimination results from the use of one basis of value
for silver produced with copper and another basis for other silver
production. There is also gross discrimination against the lead
industry, in so far as it is not incident to silver mining.

Correr, S1Lver, AN Leap MiNiNe Crosery RevaTep

About 30 per cent of the silver is produced as a by-product of
copper mining; 30 per cent is produced with lead, 30 per cent
with gold, and the remaining 10 per cent by itself or with zinc.
Thug the copper, silver, lead, and zinc mining industries are so
closely related, that the application of one sound common basis
of valuation to all taxpayers in these four industries is essential to
avoid discrimination between these industries and between taxpayers
in the same industry.
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In 1919 and 1920 tentative valuations, prepared in haste, were
placed upon practically all of the properties involved in these
industries for invested capital and depletion purposes. The analytic
method was used in all of these valuations. :

In 1921 an investigation of thess values was commenced by the
metals  valuation section. Gross mathematical errors were found in
many of the copper and silver valuations. It was also found that
there was no consistency in the prices used in estimating the
expected profits, which were the bases of these appraisals. The
discount factors applied in reducing expected profits to present
value, as of basic date, were also found to be incorsistent, and in
many instances inadequate.

EXPECTE" PRICES

A most exhaustive study of the trend of metal prices has been
made by the metals valuation section. As a result of this study, it
was found that the arithmetical average of the monthly average
prices for the 10 years preceding March 1, 1913, is the proper basis
for the determination of the March 1, 1913, values of metal mines.
Tt was found that this method of pricing is more than fair to the tax.
payers, because expected profits, estimated by the use of such prices,
when discounted at proper rates give values which closely approxi-
mate, but generally slightly exceed, the value of the properties as
shown by stock market transactions, actual sales, and other similar
evidence of value.

The prices actually used in the metal mine valuations made by
the Income Tax Unit prior to June, 1921, are shown in the following
:able. This table also shows the arithmetical average 10 years
irices, found by the metals valuation section to be proper for use
in determining March 1, 1913, values; and the ratios of the prices
used in making the first valuations to the 10-'+ar average price.

Arith-
metical Ratio, in

per cent,

- g | S | S

& first Mar. 1, T

valuations| 1903, to | O¥Oor

Mar. 1, orage

1013 prices
n Conttos | O Tioas 108.84

Copper, Per pound. . ..o cevenrvenemncamimcia o cee e X X .
Zine, por pound. .. 5,70 5.57 102,3
Lead, perpound. ... ...ceoo. e 4.35 4.67 093.15
Silver, per pound. - - oo nereaan e 65. 00 57.78 113.48

These differences in price may appear small, but the difference in
Price makes an entirely disproportionate difference in the value.
The cost of operation is deducted from the price, thus throwing the
whole difference in price into the profit. If the cost of recovering
copper is 10 cents per pound and the price is 15 cents, the profit 1s
5 cents ﬁper pound. Increasing the price io 16.25 cents increases
the profit from 5 to 6.25 cents, or 25 per cent. The plant cost is
deducted from the discounted value of the profits to determine the
depletable value of the ore in the ground. Thus, the whole effect
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of this 25 per cent increase in profit is attributed to the ore, and a
difference of 1.25 cents per pound may increase the depletable value
of the mine 80 to 35 per cent.

Assuming that the metals valuation section, after careful research
is right in assuming that 10-year average prices are the only sound
basis for the determination of 1913 values, the ratios shown in the
above table show that the copper and silver interest received exces-
sive valuations, while the lead properties were undervalued. The
result is that the copper and silver industries were undertaxed dur-
ing the years to which these valuations have been the basis of deple-
tion and invested capital, while the lead industry has been overtaxed.

PROTEST BY LEAD INDUSTRY

In 1921, the St. Joseph Lead Co. and the Doe Run Lead Co. pro-
tested against this discrimination, and ask2d for valuations com-
arable with the copper and silver valuations. The St. Joseph Lead
Jo. was informed by the bureau that, while errors might have been
made in the detcymination of copper and silver prices, such errors
would not be permitted to becoine the foundation for other errors.
These complaints from the lead industry brought about the investi-
gation of the metal valuations above referred to.

DISCOUNT RATES

Incident to the investigation of these early valuations, the metals
valuation section also made a thorough and exhaustive study of the
discount factors used, and the proper factors to use, in determining
metal-mine valuations. To eliminate, as far a= possible, the element
of guess in selecting discount rates, expected profits, based upon 10-
year average prices, were compared with values shown by actual
commercial transactions, in cases where such evidence of value was
available. By thic method discount rates, which would reflect the
approximate actual market value of profits, so estimated, were deter-
mined, and applied to similar cases, in which there was no means of
determining value, except. by an analytical appraisal. Tested by
these standards, it was found that the discount rates used in the
early appraisals were generally inadequate and often inconsistent.

The research work above described was done by or under the direc-
tion of Mr. John Alden Grimes, who has been chief of the metals
valuation section since March, 1923. The marked ability and excep-
tional industry of Mr. Grimes, and the remarkable progress he has
made toward reducing appraisal work to a sound, scientific basis is
worthy of note and commendation. My, Grimes's zealous efforts to
protect the Government, and persistence in attempting to get mine
valuations into line with uniform principles, fair to both the tax-
payer and the Government, have made him a most valuable public
servant.

HISTORY OF COPPER AND SILVER VALUATIONS
The history of the copper and silver mine valuations shows very

clearly that the first valuations were most hurriedly made, and were
recognized as being merely tentative, until declared final, as to 1917
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and 1918 taxes, by the Commissioner of Internal Revenue in
December, 1922. ‘

Prior to June, 1919, the Bureau of Internal Revenue had adopted
no system, and had no organization for the valuations of mining
property for depletion and invested capital purposes. On June 12,
1919, Mr.. L. C. Graton, former secretary of the Copper Producers
Association, was appointed as a valuation engineer in charge of the
valuation of copper properties. In July, 1919, Mr. J. C. Dick was
appointed as a valuation engineer to value the silver and lead mines,

There being no establishment method for the valuation of metal
mines, Mr. Graton, assisted by Mr. Dick, undertook to work out a
plan or method of procedure. About five months was devoted to this
work, and to study of the factors entering into analytical appraisals,
such as ratio of profit, interest rates, operatin;r costs and selling
prices, before any individual mine valuations were attempted.

In order to facilitate the determination of 1917 tax liabilities,
and at the urgent request of the commissioner, work was commenced
on the valuation of individual é‘)roperties about November 20, 1919,
and on January 19, 1920, Mr. Graton resigned. During the period
of from November 20, 1919 to January 19, 1920, Mr. Graton valned
about 60 properties, or more than one per day.

Because of the hurried manner in which this work was done, as
well as because of the unsatisfactory character of the data furnished
by some of the companies, and to afford the taxpayers an oppor-
tunity to be heard, these valuations were labeled “provisional”.

Only one or two of the silver mine valuations were marked “ pro-
visional,” although the same valuation methods were used, as were
applied by Mr. Graton in the copper mine valuations.

n December, 1919, the metals valuation section of the natural
resources subdivision was organized, with some 18 valuation en-
gineers, and Mr. Dick was appointeci chief. Practically all valua-
tions made by the metals valuation section up to February 1, 1920,
were called “ provisional ” valuations, and so marked. At about this
date Mr. Dick, chief of the metals valuation section, requested that
valuations in the future should not be called “ provisional ”. Up to
July, 1921, however, when Mr. A. H. Fay became head of the
natural resources subdivision, the same bases of determining metal
prices and discounting interest rates as were used in the 22provi-
sional ” valuations were continued, and an expected selling price of
16.25 cents per pound was used for copper and 65 cents per pound
was used for silver.

Hearings upon the copper and silver valuations began February
G, 1920, before Mr. Darnell and Mr. Dick, and proceeded until agree-
ments were effected with all of the large producers. In March,
1920, Mr. Darnell resigged and Mr. Dick became head of the natural
resources subdivision (1624).

The fact will be noted, that hearings were afforded these tax-
ayers, to give them an opportunity to urge that their valuations
e increased, and in some instances the first valuations were increased.

The possibility of the proposed provisional valuations being too high
would uot be raised by a taxpayer at such hearings,
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INVESTIGATION OF EARLY VALUATIONS

Under Mr. Fay’s direction, the metals valuation section began
thorough investigation of the “provisional” valuations in July,
1921. Data was gathered and comparative valuations made, which
showed many errors in the methods of calculating values, and that
they conformed with but few of the requirements of the regulations.
It was found that the provisional valuations frequently determine
values several hundred per cent greater than the values which are
indicated by any one oy the comparative methods specified in the
regulations. The provisional valuations were appurently not
checked by such comparative methods, or if the appraisal values
were compared with such values, no weight was ottached to the
values determined by the other methods. It developed that a large
'majority of the big copper companies have reporced one value for
depletion, and a small fraction of that value for- capital stock tax
purposes. -

In certain cases the taxpayer’s own compuviation of value was dis-
carded and a much higher value substituted. In other cases the
taxpayer repeatedly claimed one value in excise tax returns and
early income tax veturns, and, for later years, was allowed to substi-
tute a much greater value, in direct violation of the regulations. In
still other cases, valuations were made upon data and assumptions in
direct conflict with the published annual reports of the taxpayers.
Enormous paid-in surpluses were allowed the copper companies at
organization. Investigation showed that the expected selling price
of copper and silver used in the *provisional” valuations was un-
doubtedly high, and that proper consideration had not been given
t(o gane‘question of interest rates used in discounting to present worth

1625).

GROSS ERRORS I'N VALUATION

Exclusive of matters of judgment, there were found to be plain
mathematical errors in the majority of the computations made in de-
termining the first or provisional valuations. The principal errors
of this character were as follows: '

1. Increasing the recoverable metal content per ton of ore without
increasing the cost per ton.

A company having a normal concentrating recovery of 75 per cent,
plans o add an oil flotation plant, which, it 1s estimated, will increase
the total recovery of metal ta 90 per cent. The 90 per cent recove
is used with the operating costs of the existing plant. without addi-
tional operating cost for the flotation plant being taken into consider-
ation. Such operating costs are material, as shown by the fact that
royalties alone will amount to 8 cents to 15 cents per ton of material
treated. Furthermore, the cost of additional plant was not taken
into consideration.

Utah and Miami valuations were instances of the above.

2. Using a production cost per pound of copper attained in plant
operations, mining a high grade ore, and using the same cost per
pound, as the expected cost, with much lower grade ore.

Past operations on 414 per cent second-class ore, with 90 per cent
recovery, later operations on lower grade ore of 3 per cent, giving an

S. Rept. 27, 69-1—8
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80 per cent recovery with past operating cost of $4.87 per ton used
in the appraisal.

4.8
4.6 X 20000=90X .90==81 pounds metal per ton iﬁz ==$§0. 08 per pound
4.87 .
3X2000 =60X.80==48 pounds metal per ton $ 487 ==$0, 102 per pound

Increasing in cost per pound $0.042 per pound.

Chino, Wolverine, and Osceola are instances of the above.

3. Assuming that the grade of the ore would remain constant, when
a long period of operations had shown that the assay value of the ore
fwas constantly decreasing and might oe expected to do so in the

uture.

In the Butte district the yield in the Anaconda mine dropped, in
nine years, from 118.5 pounds of copper per ton of ore treated to
70.2 pounds, a reduction of 4034 per cent.

Phelps-Dodge Copper Queen mine is an instance of the above.

4. Assuming large additions to plant capacity, with decreased
production costs attending increased capacity, and then assuming an
average rate of production and an average price for the entire life
of the mine. '

For instance, a uniform grade and gross proceeds per ton assumed,
but also assuming increasing production at successive operating

riods, through increased facilities, with corresponding decrease
in operating ccsts. If computation is made for ultimate value, on
the basis of averages over the entire life of the property, discounted
to present worth, an entirely different and erroneous result will be
obtained than if the valuation is made for the successive periods

The Inspiration had an error of this kind.

5. Making no provision for plant requirement when the useful
life of the plant is less than the life of tiie mine.

Reserves assumed 10,000,000,000 pounds.

Total assumed, ultimate plant, $50,000,000.

Actual plant on ground, March 1, 1913, $10,000,000.

Allowing double the rate of 1913 capacity, the total cost would be
$20,000,000, leaving $30,000,000 which should be deducted from the
present worth of operating profits.

bignspimtion and Chino have revisions somewhat similar to the
above.

6. Accepting erroneous estimates of the taxpayer without check
or correction.

The provisional valuations contained many such erroneous state-
ments in connection with estimates of reserves and value of ores.

Chino and Kennicott cases are instances of the above (1658-1659).

7. Allowing depletion deductions for ore of such low value that it
was profitable only in war times, and was not included in the valua-
tion. Thus in one instance a ton of low-profit ore is excluded to each
two tons of high-profit ore included in the crmputation of value.
The ore excluded must be removed to permit mining of the commer-
cial ore, and if the price of copper is such that it can be profitably
treated, the ore is shipped to the mill instead of to the dump. Per-
haps a profit of 25 cents per ton is made and depletion of 50 cents
per ton allowed for this ore. Treating this ore has an indirect effect
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upon the value of the commercial ore, in that it reduces the plant
capacity availuble for the commercial ore and reduces the present
miue of that ore (1625).

The same errors were found on investigation in the silver valua-
tions, although not to such a marked degree (2056).

REVALUATION RECOMMENDED

On January 7, 1922, the whole copper and silver situation was
laid before the Commissioner of Internal Revenue, and a revalua-
tion was recommended by a memorandum prepared by Mr. Grimes,
and forwarded by Mr. A. H. Fay, head of the natural resources
subdivision (1635). The copper interests protested and questioned
the legal right of the commissioner to revalue. This question was
referred to the solicitor, who held, in an unpublished opinion dated
April 13, 1922, that the commissioner had authority to redetermine
the values fixed by the provisional valuations (1659).

Or July 26, 1922, another memorandum, again recommending the
revaluation, and more comprehensively reviewing the situation, was
prepared for the commissioner by Mr. Grimes (1642).

REVALUATION FOR 1919 AND SUBSEQUENT YEARS ONLY ORDERED

It was not until December 11, 1922, a year after the matter had
been formally brought to the commissioner’s attention, that action
was taken by the commissioner. On December 11, 1922, by an order
signed by the commissioner and approved by the Secretary of the
Treasury, the revaluation of copper and silver properties was
authorized for 1919 and subsequent years (1660). Li‘his order has
been uniformly construed as definitely approving and making final
the first or provisional valuations for 1917 and 1918. (Sec letter of
Secretar)y of Treasury, p. 3372, and statement of Solicitor Hartson,
p. 1774,

Mr. Gregg stated to the committee that the original copper valua-
tions would not be reopened and the revised values applied to years
prior to 1919 (2069).

The work of making revaluations of the copper and silver proper-
ties was commenced immediately after the issuance of the commis-
sioner’s order of December 11, 1922. The copper valuations, involv-
ing more in taxes and containing greater errors, were given prece-
dence. The copper revaluations were practically completed and the
revaluation of the silver mines was well under way when both were
stopped.

ORDERS STOPPING REVALUATIONS OF SILVER

On April 11, 1924, the commissioner issued the following order
(2057, 2058) :

Memorandum for Mr. Bright.
Attention Mr. Greenidge.

Under date of December 11, 1922, the Secretary of the Treasury approved an
order of the commissioner to revalue copper mining companies for the pur-
pose of determining their tax liability for 1919 and subsequent years. In
said order silver mining compnnies were inadvertently mentioned. In view of
the fact that numerous hearings were granted to copper mining compauies
and the silver mining companies were not notified of such hearings and had no
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hearing, 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,
you will, therefore, ignore all reference to silver mining companies to sadd order,

D. H. BraIr, Commissioner.

A. W. Mgrion,
Secretary of the Treasury,

The metals valuation section assumed that no revaluation would
become effective until the taxpayer had been given an opportunity to
be heard, but the necessity for a change of valuation would not be
apparent, in any particular case, and there would be no issue to be
heard until a proposed revalution had been made. Tn view of this
situation the metals valuation section was in doubt as to whether
the commissioner’s order of \pril 24, 1921, was to be interpreted
as prohibiting the application of new valuations to taxes, or was
intended to prevent further revaluing for the purposes of determin-
ing whether conditions warranted making even proposed changes
upon which taxpayers could be heard. This doubt was settled by
the following order from Mr. Greenidge (2059).

INncoMmis Tax UNiT, EXGINEERING IIvision,
Aprit 17, 1923,

Memorandum to Mr. Grimes, chief metuls valuntion section, in re vevaluution

of silver mining companies and commissioner’s memorandum, dated April

11, 1924,

The last sentence of the commissioner's memorandum, noted sbove, states
among other things:

“It way the intention at the time to revalue only copper mining compunies.”

This, I take it, is insufficient instruction for this division not to revalue any
metal producing companics other than copper unless, of course, fraud or gross

error can be clearly demonstrated.
You arc therefore directed not to revalue silver mining companies,

8. M. GREENIDGE,
Head of Division,

Approved.

ORDFERS STOPPING REVALUATION OF COVPER

On November 28, 1924, Mr. Greenidge prepared and Mr. Bright
signed the following memorandum to the solicitor (1661):

ENGINEERING DivisioN, INcoME Tax UNIT,
- , November 28, 192},
Memorandum to Solleitor of Internal Revenue, in re Chile Copper Co. and
copper revaluations in general.

Reference is made to the accompanying formal appeal filed by the above-
named companies (three paper-bound volumes) in the matter of copper re-
valuations, special reference being made to memorandum of the Secretary of
the Treasury dated December 11, 1922, (Copy attached.)

There are indications that the Bureau's position, as outlined in the above-
mentioned memoranda, and actions already taken thereunder, are open to

.strong contest by taxpayers.

The questions of the right of the Secretary of the Treasury to reopen valua-
tions made by his predecessor in office and to make such revaluations retro-
active (o January 1, 1919, appear never to have been examined and formally
decided by a proper legal authority.

In view of the fact that taxpayers, whose values and taxes have heen
changed under the above-mentioned memorandum, are voicing almost unani-
mous objection thereto, it is requested that written opinion be given on the
right to reopen valuations and that this opinion be submitted bhefore further
time, labor, and money are expended on a matter which promises protracted
controversy and litigation for the bureau.

J. C. Briaur,
Deputy Commissioner.
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It will be noted that this memorandum recited that the authority
of the secretary to order the revaluations appears “never to have
been examined and formally decided by a proper legal authority,”
notwithstanding the fact that on April 13, 1922, this very question
was decided by the solicitor in this very matter. _

On December 5, 1924, Mr. Grimes, chief of the metals valuation
section, stated in a memorandum addressed to Mr. Parker, chief
engineer for this committee (1661) that—

At the present time the 1919 returns of seven copper mining companies arve
held in the metals valuation section under instruetions from the head of the
engineering division until such time as an answer to the above memorandum
iy recelved from the Solicitor of Internal Revenue,

If the legal lssues raised by the taxpayers are not ‘conceded or sustained,
no difficulty is anticipated by the metals valuaudon section in the final settle-
ment of the valuation of the copper mines within 10 or 15 per cent of the
amounts shown for revaluations on the photostats. _

JoHN ALDEN GRIMES,
Chief Mctals Valuation Section.

The bringing of this matter before this committee called the
solicitor’s attention to Mr. Bright’s memorandum, and the Solicitor
returned the memorandum as a matter already disposed of (1598).
This committee was assured that the work of revaluing the copper
mines would proceed without further interruption, and such redeter-
mined values would be applied to 1919 and subsequent years’ taxes,
but that the excessive values would be permitted to stand as the
basis of 1917 and 1918 taxes (2069).

RESULTS OF COPPER REVALUATIONS

The second valuation of copper mines covered 47 companies, it be-
ing found that a revaluation of the property of the remaining com-
panies was not required. The results determineq by these two val-
uations of these 47 companies varied so widely as to stamp either
the first or the second valuation as being unquestionably wrong.
Both valaations, however, are being used for tax purposes.

The high values and high depletion units, tentatively determined
by the first valuation, are being permitted to stand for the high tax

ears 1917 and 1918, although such values have been determined to
e from 330 to 449 per cent of the proper value to be applied to
1919 and subsequent years. The difference in tax for 1917 and
1918 amounts to about $50,000,000,

The totals of the March 1, 1918, value for depletion purposes of
the property of the 47 companies which was revalued as follows:

First valuation...... —— ~ $1, 750, 024, 787
Second valuation .o 530, 217, 893
DA O eDCE e et e e e 1, 219, 806, 894

The first valuation, as of March 1, 1913, averages 330 per cent of
the second valuation.

As of January 1, 1919, the totals of the first and second valuations
of these 47 companies were as follows:

First valuation.. . _____ . ___ . __________. et e e o e $1, 450, 327, 002"
Second valuation .. 323, 707, 404

T 1. 132, 619, 508-
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The first valuations, as of January 1, 1919, average 448.9 per
cent of the secon valuations.

In many instances the values determined by the first valuations
exceed the values claimed by the taxpayers (1781).

The values claimed for depletion purposes by taxpayers and the
amount allowed by the first valuations in several cases are as follows:

Value Value
claimed by | allowed by
taxpayer (first valuation

Arizona Commaercial Mining Co. oot i accaanas £1, 500, 600 $1, 538,000

Calumet & Hecla Mining Co. ..ot 46, 447, 010 50, 834,013
Chile Exploration Co. ... ..._..._.. .. , 885, 425, 576, 000
Inspiration Consolidated Copper Co....... 62, 214, 806 61, 654, 000
Iron Cae. Copper CO.mmenennannn . 2,000, 000 2,391, 000
Mason Valley Mines Coo.......... e 2, 161,403 2, 069, 000
Mismi Copper Co....... - , 964, 25, 288, 000
Mohawk MinIng Co. oo iiivetacteteaacmr e cirm s aanane 6, 570,000 7,070,822
Mountain Copper CO......onmamenrernnennasmacnecaaamaacnnaum e maceannenn 1,416,000 1,829,000

12,579,013 12,753,918
3,407, 400 14, 800, 000
25, 000, 000 28,426, 748
1, 576,000 2,176,199

Osceola Construction Mines Co..

Tennesses Copper & Chemical Co.
United Verde Copper Co........ -
Wolvering Copper Co. ..o iacctrii e evarm e

The revaluation of the copper mines not only show that this in-
dustry received from three to four and one-half times the depletion
to which it was entitled in 1917 and 1918, but that there was marked
discrimination between taxpayers in the copper industry. The re-
valuation of the mines in Iimestone replacement deposits show that
the first valuations average 191.87 per cent of the proper values,
The first valuations of vein mines average 307.39 per cent of the
proper values, and the first valuations of the porphyry mines average
421.90 per cent of the proper values. Thus, assuming the second
valuations to be sound, the porphyry mines have received more than
four times the depletion, to which they were entitled, as tax-exempt
deductions from income in 1917 and 1918, while the vein mines have
only received three times and the limestone mines about twice what
they were entitled to.

RESULTS OF REVALUATION OF SILVER MINES

A preliminary examination of the silver valuations disclosed that
54 cases required revaluations. In addition to the matter of expected
price, errors similar to but not as great as those character.zing the
first copper valuations were found in the silver valuations (2056).

Of the 54 silver revaluations found necessary. 11 had been made
on April 11, 1924, when the Commissioner of Internal Revenue, with
the approval of the Secretary of the Treasury, rescinded his order
to revalue the silver properties (2057). ’

_The following summary is shown for the 54 cases subject to re-
vision:

Of the 11 valuations completed, the original valuations are
$37,517,093. The revised valuations made by the metals valuation
section are $23.867,624, a difference of $13,649,169. The original
valuations are 157.19 per cent of the revised valuations.

The property of the remaining 43 companics was valued at
$100.431,047. Applying the same percentage of difference to those
companies, the revised valuations would be $63,894,232, a difference
of $36,536,815. In other words, if that same percentage of difference
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is applied to the remaining 43 companies, the original valuations of
¢177,948,140 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
the additional tax reflected thereby, it has been necessary to compute
and estimate such reduction, using the same ratio for the 43 cases
yet to be revised as is shown in the 11 cases completed.

Assuming that the estimated revised values for 54 cases, amount-
ing to $44,563,976, will be increased 15 per cent in conference, the
corrected totals for estimated revaluations of depletion for the 54
cases is as follows:

Orlginal valuation . .___.._. e ot e 3 o e $92, 263, 244
Revaluationy — o e b1, 248, 672
Reduction In valueS. e ———— 41, 016G, 772

With a tax rate of 1214 per cent on the reduction in valuation de-
deductions a tax of $5,127,096 is indicated for 1919 and subsequent
years. In some cases it has been found necessaary 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 years oniy, and does not include any excess-
profits taxes or war-profits taxes, which wonld amount to a great deal
more than those figures if these valuations were made to apply for

1918.
DISCRIMINATION AMONG SILVER PRODUCERS

The silver in copper mines was revalued incident to the revalua-
tion of copper mines. In the copper mine revaluations a basic price
of 57.78 cents per pound was placed upon silver. The discontinu-
ance of the revaluation of silver mines thus leaves 70 per cent of
the industry, with values based upon silver at 65 cents per pound,
and 30 per cent of the industry with values based upon 57.78 per

pound.
FURTHER ATTEMPTS TO REOPEN SILVER VALUES

On June 8, 1924, Mr. Grimes addressed another memorandum to
the Commissioner, in which he reviewed the status of the silver
mine valuation (2086). He called attention to the fact that the
silver mine situation had been covered in his memoranda of January
7 and July 25, 1922, and that this subject was not inadvertently
included in the commissioner’s order of December 11, 1922. This
memorandum of June 8, 1924, more specifically brought to the
commissioner’s attention the erroneous character of the silver mine
valuations, as well as the discrimination sgainst producers of silver
with copper, and against all other metal industries. In this memo-
randum Mr. Grimes urged that he be permitted to proceed with the
revaluation of silver mines. This memorandum closes with the
following statement (2088):

A revaluation is always made at present when the valuation is inequitable
to the taxpayer, but is almost never made when the original specific valuation
is equitable to the Government and competitor taxpayers because the pro-
cedure is so complicated that authority can seldom be obtained.

The statute of limitations barred 1919 taxes assessments on March
15, 1925. On February 25, 1925, the Coramissioner of Internal
Revenue informed Mr. I.. H. Parker, chief engineer for the com-

.
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mittee, that ho did not recall ever having seen Mr. Grimes’ memo-
randum of June 8, 1924, 1t was later reported that upon a search
of the commissioner’s files, this memorandum vas located, but with-
out the usual stamp giving the date of its raceipt (2075).

Mr. Grimes stated to the committee that he {eft the memorandum
with Mr. Griggs, assistant to Mr. Greenidge, to be forwarded to the
Commissioner, on June 8, 1924 (2061).

Mr. Greenidge stated that he took the memorandum to the
Commissioner and discussed the subject with him. He stated that
he advised the Commissioner to postpone the application of silver
revaluations to 1922 and subsequent years.

Mr. Greenidge gave two reasons for postponing the revaluation
of silver mines. He stated that the revaluation of silver mines
would necessarily involve a revaluation of the lead deposits mined
with silver and as the lead industry is now overtaxed enough to
offset the undertaxation of silver, the Governmer* would obtain no
additional revenue by revaluing silver, and, therefore, he advised
against it (2062-2063).

The second reason assigned by Mr. Greenidge for postponing the
revaluation of silver mines was that the engineers were too crowded
with work to undertake it (2062, 2063). )

It will be noted that at the time Mr. Greenidge is advising the
commissioner to defer the revaluation of silver mines, because the
engineers are too busy to undertake it, Mr. Grimes, upon whose
shoulders the burden will fall, is imploring the Commissioner for
authority to make the revaluation.

Only about 30 per cent of the silver is produced with lead, and
only to this extent is the overvaluation of silver offset by the under-
valuation of lead (2065). The silver produced with copper was
revalued with the copper. The lead mines of Missouri, Kansas, and
Oklahoma produce very little if any silver.

About 40 per cent of the silver is aflected by neither the revalu-
ation « * copper nor by the overtax of lead. The substance of Mr.
Greeniuge’s recommendation was that 40 per cent of the silver
indusiry should be permitted to continue undertaxed until 1922,
because the lead industry in Missouri, Kansas, and Oklahoma, which
groduces no silver, is overtaxed enough to offset the loss of revenue

rom silver., ’

On February 26, 1925, Mr. Grimes stated to the committee that
three or four weeks before he had called on the commissioner
and had obtained verbal consent to proceed with the revaluation
of silver mines (2060). It will be noted that on January 7,
1925, the committee requested information as to what was to
be done with reference to silver mine revaluations and Mr. Green-
idge stated that this question had not been determined (1133).

The final disposition of the matter of correcting the silver mine
valuations is shown by the following order of the commissioner:

SErTEMBER 25, 1925.
Memorandum for D