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INVESTIGATION OF BUREAU OF INTERNAL REVENUE

WEDNESDAY, DECEMBER 17, 1924

UNITED STATES SENATBR,
Sereor CoMMITTEE TO INVESTIGATE THE
Bureav or InterRNAL REVENUE,
Washington, D. C.

The committee met, pursuant to adjournment, at 10 o’clock a. m., in
room 410 Senate Office Building, Senator James Couzens, presiding.

Present: Senators Couzens (;c!hairman) and Ernst. Present also:
Earl J. Davis, Esq., of counsel for the committee.

Present on behalf of the Bureau of Internal Revenue: Mr. C. R.
Nash, assistant to the Commissioner «f Internal Revenue; Mr. Nel-
son T. Hartson, solicitor, Bureau of Internal Revenue; and Mr. S
M. Greenidge, head, engineering division.

Mr. Davis. Mr. Chairman, from time to time, as we go along with
our investigations, matters are called for and requests are made to
furnish certain things. I have tried to keep track of the things
that we have called for, so that we will keep.in the record those mat- .
ters when we come to them.

In the Berwind-White case there was something said in reference
to settlements on commitments instead of actual expenditures, and
I think there was something said to Mr. Hartson about furnishing
other cases besides the Berwind-White case, if there were any, where
the basis of settlement were commitments instead of actual expendi-
tures. I believe there was something like that, Mr. Solicitor, and
I am calling it to the attention of the committee now, so that we will
have those matters in the record as we go along.

The Crairman, Have yvou got those yet, Mr. Hartson?

Mr. Hartson. I am prepared to give something on that, Mr.
Chairman. As we get into these cases, the tendency, although we
have the information and have had it for a week, has been to be
interested in the particular case that is presented, rather than to
interrupt the presentation of that case by the introduction of this
evidence on cases that have already been heard.

The Cuamryax. That is corvect, but I think, now that we have
suspended the Steel Corporation’s case until your reply comes in,
we might at this time go into that matter.

Mr. Harrsox. T feel this way aboeut it, Mr. Chairman: The infor-
mation which we have secured was secured by the representatives of
the Income Tax Unit. I have had no opportunity to go over it
and to talk with them about it, although, as I understand it, it is in
final shape. I would like to look it over myself before presenting it
to the committee, just for the purpose of familiarizing myself with
what is going in. I have not had that opportunity, although Mr.
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Greenidge has prepared a statement which contains the best informa-
tion that we are able to get. If I may have that opportunity to look
into it personally before it is put in, I should like to make a definite
agrecment to-put it in the first thing to-morrow morning, if that is
satisfactory.

The Caamsan. That is satisfactory.

Mr. Davis. That will be satisfactory.

There was also something said concerning the individual retnrns
on profit on the contract with the Northwest Steel Co. 1 wish to
report to you on that that the individual returns have been furnished
by the bureau to our men and they are now going over them to
ascertain whether or not the bonus that was referred to in the case
of the Northwest Steel Co. was reported by the individuals,
The profit on that contract involved some figuring, but Mr. Thomas,
our engineer, is working on that.

o That covers the two things with reference to the Northwest Steel

00

In the Standifer case, Senator Jones, I believe, said something
about a check-up on amortization aillowed by other contracting de-
partments, with the Bureau of Internal Revenue records. I have
asked the Navy Department, the War Department, and the United
States Shipping Board to supply us with a list, so that we may take
that list and check it up with the bureau officials with reference to
the particular case mentioned and the amortization allowed.

I wanted to report to the committee that all of these things that we
have spoken about here are being followed up, and the committee

" will have the benefit of everything that has been asked for.

The Crairman. You may proceed now, Mr. Davis, with the case
that we are to take up this morning.

Mr. Davis. The case we are to take up this morning comes under
the subject of de;)letion—-nonmetals. The taxpayer is the New Jersey
Calcite Co., of New York. :

The total amount claimed as invested capital subject to depletion
is $130,000. The total amount finally allowed as invested capital
subject to depletion is $106,000, and the facts in this case, briefly, are
as follows: )

In 1903 Benjamin Nicoll leased a quarry from the Chester Securi-
ties Co. at a royalty of 3 cents per ton, no bonus: term of lease,
‘10 years. ’

In 1909 Benjamin Nicoll leased a quarry from the Franklin
Mineral Co. at a royalty of 3 cents per ton, no bonus: term of lecase.
10 years, with privilege of renewal for five years,

Jn March 1, 1913, Benjamin Nicoll executed a new lease with
the Chester Securities Co. for the above-mentioned quarry, at a
rovalty of 3 cents per ton, no bonus; term of lease, from the 1st day
of March, 1918, to the last day of August, 1919, with privilege of
renewal for five years, at a royalty of 4 cents per ton.

In April, 1916, Benjamin Nicoll incorporated his business under
%he name of the New Jersey Calcite Co., with a capital stock of

156,000.
~ The taxpayer claims that the leases turned over to the New Jerse
. Calcite Co. by Benjamin Nicoll had a value of $130,000 as of April,
1916. This is substantiated only on a basis of net profit per ton. -
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Briefly, the action on that matter is ss follows: .

The claim of the taxpayer for seting up value of $130,000 on the
basis of a retrospective apprisal, as of J:me of book transfer, was
referred to the metals valuasion section, and originally disallowed
completely. This action was reconsidered, however. On March 4,
1922, the New Jersey Calcite (o. was notified that they would be
allowed a valuation of $8.905.93 on their two leaseholds on the basis
of market value. They were also advised that they would be allowed
to deplete this lease at tne rate of $1,118.87 per year.

The taxpayer protested this action, and finally carried his case
before the speciul committee on appeals and review.

On January 4, 1923, this committee addressed the following
memorandum to Mr. Griges, chief of the nonmetals valuation
section, as. follows:

Memorandum for Mr. 2. C. Gniagy,
Chief Nonmctals Valuation Section, Room 5038:

I have gone over with the cther members of the committee the case of the
New Jersey Calcite Co. since the discussion I had with you concerning it, and
we have come to the conclusion that the valuation heretofore fixed upon the
leasehold of the taxpayer was based upon the only admissible evidence before
us and consequently should be allowed to stand.

The finding in this cake does not, in my opinion, necessitate or involve
any change in procedure in the natural resources divigion, nor any modifica-
tion of its rulings. The method used in arriving at a value in this case was
resorted to because there was no other admissible evidence in the case, and
for this reason the case should be.considered as having been decided upon
‘its own facts and should not be treated as a general precedent.

‘ A. W, GRreGa.
Chairman, Special Committeg on Appeals and Review.

On the 6 day of January, 1923, the committee on appeals and
review handed down a recommendation, No. 1517, which allowed
the taxpayer the value of $106,000 for their two leases to be de-
pleted in eight years.

This finding was approved by Mr. Fay, then head of the engi-
neering division, under protest, as follows:

Approved for audit, January 8, 1923, only on basis of committee ruling,
but not in accordance with the views of this division. It sets a bad precedent.
That is signed “ Fay ”. .

It a%pears from our engineer’s report that there was other evi-
dence before the bureau, and that the engineers, in their investi-
gation of the case, found that other leases had been made in this
same vicinity, covering property similar to this, and by a com-

arison of those leases with this lease, the most that could have

een allowed would be around $9,000.

This is offered for the purpose of showing that rulings are made
by the bureau and that these rulings are marked “ Not to be used
as a_precedent in other cases.” There appears to be no reason why
a ruling, once made, should not be used as a precedent in any other
like case that comes before the bureau.

We have also, in this case, the fact that the head of the engineering
division, finding fault with the decision, approves of it only under
protest, and states that “ It sets a bad precedent.,” If this example
were followed, and if this procedure is allowed to continue before
the bureau, it seems to me that it will disrupt the handling of cases.
and will result in a detriment to the service.
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The amount of tax involved in that claim is $20,785.48,
I will ‘ask Mr. Parker, our engincer, to take the stand.

TESTIMONY OF MR. L. H. PARKER—(Resumed)

Mr. Davis. Mr. Parker, you have been sworn as a witness here-
tofore in these pmceedings%’
My, Parker, Yes, sir,
Mr. Davis. Will you refer to your report made in this case?
M. Parxer. Yes, sir. .
Mr. Davis. On page 3 you set up a brief synopsis of the case. I

wizh you would give us that, beginning with the discussion of the
case,

My, Parkenr. Yes, sir. ‘

As per Exhibit A attached, the engineers of the department gave
carveful consideration to the value of the two leases transferred
from Nicoll to the New Jersey Calcite Co. in April, 1916. They
were able to find authentic records of three other leases in this
same vicinity at about the same time. These other leases were all
on a royalty of 5 cents per ton, with no bonus. They firmly estab-
lished, therefore, the fact that the market price of leases in this
vicinity was 5 cents per ton. On this basis, the value of the tax-
gayer’s leases would amount to abhout $9,000, as previously stated,

gured on_the difference between a royalty of 3 cents and 5 cents
per ton. It would appear that this i1s very fair treatment, inas-
much as no value was originally assigned to the leases. A transfer
from Nicoll to the New Jersey Calcite Co. was fpmctically a hook
transfer and the value of the $150,000 worth of stock could only
be determined by valuation.

Further, in the income tax report filed by Benjamin Nicoll in
1916, nothing was reported by him as income for the cquivalent of
the stock issued to him by the corporation. (See Exhibit B
attached.) )

Further, the principal lease of the New Jersey Calcite Co.,
covering the Fowler quarry- of the Franklin Mineral Co. is valued
hy the lessor. in its entirety, including land, at the amount of
$24.599.29 as of March 1, 1913, and this value would be still lower
as of April, 1916, on account of removal of stone. (See Exhibit C
attached.) .

The estimated amount of stone remaining in this quarry on
December 1. 1919, was 1,500,000 tons. Inasmuch as this quantity of
stone is much more than the taxpayer would remove according to
his past records during the remaining years of the life of the lease,
it would seem ridiculous that the taxpayer’s value for his leases
could be more than the value in fee for this property.

My, Davis, Let me interrupt you there, Mr. :ll’f{,(‘l‘. There is a
provision in the regulations, is there not. that the valuation to the
Jessor and the lessee shall not exceed the valuation in fee of the
property? '

Mr. Pakxer, Yes, sir.

Mr. Davis. All right; proceed.

Mr, Parker. The study of the claims and briefs of the taxpayers
show that he has tried to set up values due to extraordinary profits
during the war years when the iron business was somewhat revived
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in this locality. Ilis principal customers for calcite were found
among the iron and steel industries: and, naturally, his business
fluctuates in the same manner as theirs, except that during the war,
a number of old abandoned mines were opened up in this vicinit
which were abandoned again shortly after the war period, but which
causes a further increase in his business.

In face of the above evidence, we are at loss to understand the
recommendation of the special committee on appeals and review
which allowed o value of $106,000 for these two leases.  (See
Exhibit D attached.)  They state that they had no other evidence
on which. to base a finding than the proposition of the 20 cents a
ton profit made by the taxpayer. We imnw, however, that they
must have had full evidence of market value of similar leases in that
vicinity from the engineer’s report.

Their own statement. quoted in the body of this report expressing
a desire that this decision should not be used as a precedent is
clear indication of the fuct that they were not acting in conformity
with recognized procedure,

The Cuamman, Let me ask you there, Mr. Parker, whether, in
going through these records, yvon found any argument or any
opinton to sustain this valuation?

Mr. Paexer. 1 found the opinion that ordered the valuation.

The Cunamrdan. Why not put that into the record at this time,
then?

Mr. Davis. I.am going to offer the exhibits, Mr. Chairman, and
that will be one of them. Will you refer to the opinion that the
chairman speaks of ? .

Mr. Parker. The formal recommendation, which has a number,
is not among my papers. There is a copy of it in the engincer’s
report in the inorganic metals section.

r. Davis. Give us that, then, Please.

Mr. Paeker, This is headed ¢ Section of inorganic nonmetals,”
It is dated January 6, 1923, and bears the notation and symbols
“IT :NR :NM, JHB :—New Jersey Caleite Co., New York, N. Y.
Lease of calcite property.”

Under date of March 4, 1922, the company was advised that this
office would allow a value of $8,950.93 for two leases of calcite
properties having a life of eight years, which were transferred to
the corporation for capital stock. This value the company would
be allowed to amortize over the life of the leases at the rate of
$L1LIR.8T per vear.

FFrom the above action the company appealed to the committee on
appeals and review. ‘The finding of the committee on appeals and
review follows:

Ater enreful constderation of all faets presented, oval hearing having been
had by the taxpayer. the committee conelides;

“A1y That the elaim that eertain mineral fenses should be vidued  nt
F130.600 for purposes of invested enpitnl should be disallowed,

“2y That the leases had g substantinl value, which s fived at $106,000,

CAccordingly the committee recommends that the appeal of the New Jersey
Caleite Co, he denfed in part and sustained in part.”

AW e,
Chairman Spectal Committee on Appeals and Review,

Approved:

D. H. Bram,
Commissioner of Infernal Revenye,
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Mr. Davis. I will now ask you to refer to Exhibit B of your
report, which is the enginger’s report in reference to this matter, and
I will ask you to read that into the record.

Mvr. Parken.’ This is also headed “ Section of inorganic nonmetals,”
and bears the following notation and symbols: “ I'T :SA (NR : M-
CCG New Jersey Caleite Co., 149 Broadway, New York, N. Y.
(Suceessor to Benjamin Nicoll)  Quarrying limestone.”

1. Individusl returns for 1014, 1015, 1916 for Benjnmin Nicoll accompany-
ing to be Kept with nhove ¢ive,

2, Tuxpayer Is operatlng quarry as lessee.  Sume guoarry  operated by
Benjumin Nicofl untdl April, 1916, under name of B. Nicoll & Co.,, not ine.e-
porated.  Quarry properties fncorporated Aprll, 1916, under name of New
Jersey Culeite Co,

3. This ense reviewed Octoher 26, 1020, by this sectlon, John Seward,
viduntion engineer. Al ¢lnims for valuation and depletion disallowed,  A-2
letter sent taxpayer January 31, 1021, resulted in conference and taxpayer
submitting individual information substantinting valuation of property.

4. Taxpayer claims $150,000 pald for lease In eapital stock of the company,
of which, due to the lease having only elght years te run, they uare entitled
te amortization of the lease on one-cighth per year of the invested capital,

5. Inspection of 1016 Individual returng flled by Benjamin Nicoll and revenue
agent’s report show that nothing wus reported as income for the equivalent
of the stock issued to him by the corporation; therefore, the incorporation
simply resulted in change of name and the New Jersey Calelte Co, pald nothing
for the quarry lease or development. Any development set up at that time
had undoubtediy bheen pnid for under operating expense while operated hy
Benjfamin Nicoll,

For rensons stated above, actlon taken October 25, 1920, is herewith sus-
tained as follows:

Valuation llmestone quarry lense and development—claimed, $130,000;
allowed. none; depletion allowed, none.

Case herewith returned for assessment,

Actlon taken: Foregolng comment only.

C. C. Griaoy,
Valuation Engineer,

Approved,

Orrg R, Hamiuron,
Chief, Mctals Valuation Sectiom, ,

Mr. Davis. What other leases similar to these were included in
the engineers’ investigation?

The Crirairman. Do you mean leases of other companies?

Mr. Davis. Yes; of other companies similar to this, Mr. Chair-
man. I think that is shown in Exhibit A, Mr. Parker.

« Mr. Parker. Do you mean the leases that were compared with
these leases as to the value?

Mr. Davis. Yes.

Mr. Parker. The records of three lessees made in Sussex County,
New Jersey, the same county in which the property of the New
Jersey Calcite Co. is located, were set out as follows:

* November §. 1016, Sussex Culeite Co, to Sussex Limestone P'roducts Co.,
g&iui‘:t_\,; no less than 414 cents and not over § cents per ton book N-11, page

(ivtuhm- 2, 1018, Luey E. LlfY, etc.. to Bernard Stener, royalty 5 cents per
ton hook R-11, H88, ete. ’

Mareh 18, 1920, Franklin Mineral Co.. to Wharton Steel Cao,, roy;llty 5
cents per ton X-5-11, page 08, etc.

Mr. Davis. You are reading there from a copy of a letter signed
by E. I1. Batson, deputy commissioner, are you not ?
Mr. Parker. That is correct.
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Mr. Davis. I will ask you to continue on from where you just .
left off, to the end of the letter, with reference to these leases.
Mr. Parker. (reading):

These leases for all practlenl puarposes cost on the royalty hasis 2 cents
per ton more than the leaxes transferred to the New Jersey Culelte Co. In
the case of one of the leases transferved to the Caleite Co.. the advantuge to
the Calelte Co., is only 1 cent per ton for the renewal perlod of five years,

One of the leases as nhove was made in 1916, shortly after the Caleite Co.
acquired its Jeares, Another was muade In 18, and a third was made in 1920,

The lease made in 1020 18 particularly in point as it was made by the Frank-
lin Mineral Co,, the sume company that mude one of the leases which was
transferregl to the Calelte Co, The quarry property covered by this lease
Is on the same belt of Hmestene and I8 worked In the same munner ay the
quarry covered by the lease which was transferrved to the Calelte o,

From the above it is apparent that the only advantage in the leases trans-
ferred to the Caleite Co., over the leases referred to above s the difference
in royulty rvate of 2 cents per ton for one lease for the full perlod of elght
years and for the other lease of 2 cents per ton for three years and 1 cent
per ton for five yeurs,

The value of these differentials may be capltalized to establish the value of
the leases transferred to the Caleite Co. For the purpose of capitalization
the Caleite Co, has assumed an annual output of 150,000 tons, This office
holds that there §s no authority for such an assumption, Inasmuch as there
are no data In substantiation of the probability of a greater future output
at the time the leases were transferred to the Calelte Co,, the average annual
output for the three prior years may be assumed to represent the probable
annual output for the future which for all practical purposes may be placed
at 100,000 tons.

Inasmuch as Form ¥ (revised) does not show what tonnage should be al-
loented to each lease it is assumed that the output from each lease was equal.
Upon that hasis the lense advantage to the Calclte Co. would be for the full

perlod of elght years as follows: .

50,000 tons for 8 years at 2 cents per ton .o $8, 000.00

50.000 tons for 3 years at 2 cents per ton —— ——— 3, 000. 00

50,000 tons for 5 years at 1 cent per ton.._ . 2, 500,
Total ndvantage. e e ——————— 13, 500. 00

The capltalized value of this sum for an eight year perlod at 8 per cent,
and 4 per cent, Hoskold’'s formula, would be $8,070.93. This sum $8,950.03 has
been allowed as the value of the two leaseholds transferred to the New Jersey
Calcite Co, [n April, 1916, and may be amortized over the life of the lease at
the rate of §1,118.87 per year,

This value and amortization rate will govern during the life of your lease,
subjects to capital additions, deductions, or corrections (should error be
discovered), which would require modification of these figures, The above
results will he reflected in the audit of your case, which will begin 20 days
from the date of this letter.

Respectfully,
E. H. BAarson,
Deputy Commissioner,

v e . i = —

" HNead of Division.

Mr. Davis. Mr. Chairman, the value of similar properties trans-
ferred is taken up in the regulations, and in article 206 of Regulation
62. among other things, we find the following:

The value sought should be that established assuming a transfer between
# willing seller nud a willing buyer us of that particular date, 'The Commis-
sioner will lend due welght and consideration to any and all factors and
evidence having bearing on the market value, such as cost, nctunl sules, and
transfers of similar properties.

Mr. Parker, does it appear that the matter referred to wi‘h
reference to other like leases in this vicinity had been finally disre-



1242 INVESTIGATION OF BUREAU OF INTERNAL REVENUE

garded in deterining the amount this taxpayer should be allowed
in depletion? .

Mr. Pakxrn., The decision of the special committee on appeals
and review would show that they had disregarded it.

Mr. Davis. On account of the remark therein that there was no
other evidence except that presented by the taxpayer?

Mr. Parker. That is the only light that they throw on it. They
said that they had an oral hearing, but the mere statement that they
had no other evidence does not seem to be horne out by the record,
in view of the Engineer’s report. which must have been hefore them,
and which appears to me to be very clear.

Mr. Davis. That is all.

'I‘l:e Crameman. Mr. Hartson, do you want to inquire of the wit-
ness ¢ v

Mr. Hawvrsox. M. Parker, is it your understanding that objection
to the result which is announced in that letter of Mr. Batson's to
the taxpayer, from which an appeal was taken to the special com-
mittee on appeals and review, was made on the basis of similar
transactions in that vicinity for the sale of like mineral deposits?

Mr. Parkir. Yes, sir; because if you take the differential of 21,
cents a ton, it shows just how it was figured. .

Mr. Harrson. They, however, by a computation of capitalizing
earnings based on royalties received from other leases, arrived at a
theoretical figure of some $8,000, as the value of this lease at that
date, did they not?

Mr. Parker. Yes, sir; but the 2 cents and 1 cent a ton show that
they took into consideration those other leases. because that is where
they got the differential of two and one cents per ton.

Mr. HarrsoN. Do you know, Mr. Parker, the basis used by the
special committee on appeals and review when it ascribed the value of
approximately $106,000 to these leases, as of April, 19167

r. Parker. No, sir; there was nothing in the files that I could
find about it, unless there are other files kept separate from the case.

Mr. HartsoN. Well, there must have been some method used by
this special committee to reach the $106,000 value, and ® wonder if
you know what that is.

Mr. Parker. I assume that they accepted practically the taxpayer’s
valuation of $130,000, but discounted it over the life of the lease,
which would discount it back to $106,000. I did not carry those
computations through, but it would appear to me that that was the
way it was accomg‘hshed.

Mr. HartsoN. Then, you do not know, of your own knowledge.
just what basis was used by this special committee in reaching this
$106,000 valuation?

Mr. Parger. 1 think it is stated in one of the papers, if you will
give me a moment to refer to it. [After examination of papers)
No; I do not know positively. That is my opinion of the way it
was done.

Mr. Hartsown. It is a fact, is it not, that the bureau should have
placed a value on those leases as of that date which represented the
fair cash market value of the leases? Is not that tx‘uey ‘
* Mr. Parger. I think that is a point of law that I should not be
asked to discuss, as to whether the right valuation at all was firmly
established, on account of whether this was a bona fide sale, as long
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ag ghis man Nicoll simply incorporated his business, That, is a point .
of law.

Mr. Harrson. You would not say that it was unlawful to do that?

Mr. Parker. I do not know.

Mr. Harrson. Assuming, then, Mr. Parker, that & man has a right
to form a corporation and transfer certain property to that corpora-
tion, in exchange for its capital stock, and then having in mind the
provisions of the law which authorize a valuation to be set up on
the books of the corporation for the purpose of invested capital,
and which also may forin a basis for a depletion charge, such as
might '.ave been allowed in this case, then it becomes necassary, does
it not, to fix a value for this property so transferred which represents
its fair market worth as of the date of the transfer?

Mr. Paiger. That is my understanding, yes, sir.

Mr. Harrson. I think that is right, and there is no question about
it.
The Cramman. I would like to ask you, Mr. Hartson, whether it
is your opinion that the bureau is .iot justified in going back of the
mere transfer of property from the individual to the corporation,
when the individual owns all of the stock?

Mr. Hartson. I think the bureau is justified, if there is any irregu-
larity or any fraud or corruption in the transaction of forming the
corporation. However— :

e CHAIRMAN. Is there any evidence in the records to show that
the bureau did go back of the mere transfer of the property from the
individual to the corporation {

Mr. Harrson. Noj; I think the bureau took this transaction of
credting this corporation as a bona fide transaction for business pur-
poses which seemed advantageous to the taxpayer, and that was the
policy that it followed.

'If'he CuairMaN. In other words, if he had transferred it to him-
self-—

Mr. Harrson. He already had it, Senator.

The CHarrmaN. I mean, if he had transferred it from himself to
the corporation and had been given a million dollars’ worth of the
stock for the property, the bureau would have accepted that in the
same manner as they have accepted $150,000¢

Mr. Harrson. No, Senator; that is not the case. The bureau does
look through a transaction when it is perfectly legal on its face,
such as this transaction appears to me to have been, to determine,
however, not what the par value of the stock was in exchange for the
property but what the real value of the property was in exchange for
the stock.

The Camrman. I think that is a perfectly correct basis, but I won-
dered if there was any evidence here, so that I can carry this clearly
in my mird. to prove that this property was worth $150,000.

Mr. Harrson. $106,000.

The CramrMaN. I know; but he got $150,000 worth of stock, and
it was evidently worked back from that to $106,000.

Mr. Hartson. Noj; I do not so understand it.

The Craamrman. As Y understand it, he got $150,000 worth of stock.

Mr. Harrson. We are not very far apart, but I think the taxpayer
represented that the value of those leases was $130,000.
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The Cuamman. Yes; that is true, but I mean he got $150,000
worth of stock. .

Mr. Parxer. I can account for that difference.

Mr. HartsoN. There is no disputing the $150,000 worth of stock,

The CaairMaN. No. , .

Mr. HartsoN. The bureau would ignore the par value of that stock
in attemﬁting to find out what the real value of the leases was that
were exchanged for the stock. o

The CuairmaN. In other words, then, the bureau accepted the
valuation of $130,0007 )

Mr. Harrson. The value was $106,000 as allowed by this special
committee on appeals and review. That may have been an accept-
ance of the $130,000, with certain adjustments.

The Cuairman. Yes. . ,

Mr. Harrson. But I am not prepared to say that, although 1 think
I can bring that out here before the hearing is over, as to just what
the fact is. '

Mr. Parker. The difference between the $130,000 and the $150,-
000 is, I believe, represented by the value of the machinery and
ogerating equipment of the property which, of course, is not a part
of the lease.

The CuairMaN. Do you want to ask any further questions, Mr.
Hartson ¢

Mr. HartsoN. No; I think that is all I care to ask.

Mr. Davis. With reference to their having before them any evi-
. dence about this transfer from the individual to the corporation,

I find this statement contained in the engineer’s report: ‘

The inspection of 1916 individual returns filed by Benjumin Nicofl and
revenue agent's report, show that nothing was reported as income for the
equivalent of the stock issued to him by the corporation, therefore, the incor-
poration simply resulted in change of name, and the New Jeraey Calcite Co.
paid nothing for the guarry lease or development, Any development set-up
that time had been undoubtedly paid for under operating expense while
operated by Benjamin Nicoll. !
" The CuamMan. As I understand it, your reference to that indi-
cates that you believe that the individual owner, in the first intsance
having received $150,000 worth of stock for the property should
have returned an income of $150,000; is that right?

Mr. Davis. That seems to be the intimation of the engineers here .

_in making up that report.

The Cmamman. Mr. Hartson, would that sort of a transaction
reﬁire a return bf the taxpayer of a $150,000 income?

r. HarrsoN, I rather think not, Senator. That would be my
impression of it, but I do not want to say definitely, because I am
not thoroughly familiar with it.

The CuairMan. I would like to inquire of Mr. Nash if he knew
whether, in general cases of that character, that is so.

Mr. Nasu. I do not think so, Senator. If there were income there,
we would have to show that the value of the assets were transfefred
by the individual to the corporation was less than the value of the
stock that he received in exchange for it. At this time the fixing
of value on that $150,000 worth of stock that he received would be
a: difficult thing to do; and unless we could show that there was a
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margin between the value of the assets and the value of the stock he
received, we could not charge him with having recieved any income.

The Cuawraman, Mr. Nash, urder the law and under the ruies of
the department—and I just ask for information—would u transfer
of that character have to be reported to the department{ )

Mr. Nasu. Not necessarily; not unless the taxpayer was satisfied
that he had received income.

The CrammaN. T see.

Mr. Nasu. Or unless a subsequent investigation would lead us
to believe that he had recieved an income.

The Cuamman. I get the point.

Mr. Harrson. Of course, Senator, the law is changed somewhat
from year to year, since this transaction occurred. An exchange of

roperty for property is what we term a realization of profit, just
rike you exchange it for money, if a-property so exchanged has a
readily ascertainable value, so it can be reported on in terms of
money. Xt would occur to me—and I have not considered this
feature of it at all before it came up this morning—that whether
or not he did make a profit in exchanging his lease for stock in the
corporation would depend on the very thing that had to be settled
in the bureau as to the value of the leases, because, if these $130,000
represented the true value of those leases, then the stock was worth
approximately par, was it not? That would be my impression.

he CHAIRMAN. Less $20,000.

Mr. Harrson. Yes.

The Cuamman. T would like to bring out, if possible, how the
bureau arrived at this value of $130,000, or whether it is admitted
that youn took the taxpayer’s statement on that.

Mr. Harrson. Assuming that we took the taxpayer’s statement—
and it will develop later just what was done—-tﬁere is nothing un-
lawfal in that providing the taxpayer’s statement was the correct
method of computing the value of that property.

The Cramrman. I am not claiming that it is unlawful, I was just
asking for information.

Mr. Hartson. Yes. :

The CiramrMaN. So as to see what weight the department placed
upon the value of the other leases enumerated by the engineers, 1
arriving at the value of this particular property involved in this
transaction. Tt appears from the records that you ignored these
other leases as comparable with his particular case, and I was
}vonderin§ if there was anything in the records to indicate why you
ignored this information when finally disposing of the case, because,
at one time, it was placed by the department at a valuation of some
$9.000, and nothing has been introduced here to show why the bureau
jumped from a $9.000 vaiaation to a $130,000 valuation.

Mr. Hartson, The files show the memoranda prepared by the
special committee on appeals and review. of which Mr. A. W. Gregg
was chairman, and they briefly state the basis for this value of
$130.000 that was allowed. A reference to the briefs of the taxpayer,
sworn to and properly submitted in conformity with the regulations,
I believe, would show more fully the reasons why that value was
accepted. as matter of law.
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The taxpayer makes the contention and submits it in his brief,
and the facts are really not in dispute; so much so, I think, that in
these other transactions involving the disposition of leases, the
records of those transactions, if I am not misinformed, are sub-
mitted by the taxpayer’s engineers. There was never any field in-
vestigation or examination by the bureau engineers of these proper-
ties at all. The taxpayer, however. came down and filed these
briefs, supporting a contention that this value should be arrived at
in some way other than the use of these figures which he himself
has submitted involving the transfers of other leases in that vicinity.
Now, the method that was followed or argued for by the taxp. er,
and which, from the record, as I find it here, was a method of capi-
talizing the future prospective earnings of the corporation, was based
on an engineer’s report that the product of the quarries would net
them a certain profit.

The Cuarman. Have you that part of the taxpayer’s brief there
which sets up this claim in that connection?

Mr. HarTsoN. Yes.

The Cuarman, If it is not too long, I would like to have you
read it here, but before we proceed with that, I would like to ask
Mr. Parker if he saw the taxpayer’s brief in this case?

Mr. Parker. I saw one of his briefs. I do not know whether I
saw that one or not.

The CHARMAN. In making your criticism of this case, then, have
you given full consideration to the taxpayer’s brief?

Mr. PARgER. Yes. sir; to the one that I saw.

The Cuamrman, Yes.

Mr. Parker. I do not know whether it is that same one,

Mr. Hartson. Well, there is no question in your mind in this case
that any of the files had been withheld from you, is there?

Mr. Parker. No, but if you have two briefs there, I have not seen
gnp gf them. I may have skipped it or something. but I saw but one
rief. !

Mr. Harrson. Mr. Chairman, if I may interrupt at this point, I
personally would like to clear up any impression, if it can be done,
that exists in the minds of the representatives of the committee that
anything down there in the burean that is available, that is there, is
bemng withheld or concealed, or that you are being delayed in get-
ting access to it. Mr. Nash and Mr. Greenidge and I can not con-
trol the actions of every individual in the bureau. No one can do
that. But T want this definite assurance to be given the committee,
that if Mr. Parker or any of his associates fail to get something
that they think they are entitled to, by reason of making the inquiry
from those who have immediate supervision over the records, if
they will come to us, we will see that they get it just as quickly as
it physically can be done. There is not a thing in the bureau—and
T am just as certain of this as I can be—there is not a thing in the
bureau, whether it is good or bad, that is not ready to be produced
to this committee—not & thing.

The Cuammman. So far as I am concerned, I am satisfied with
that, and I hope our staff will follow your suggestion and go direct

« to either Mr. Nash or Mr. Hartson, in case they do not get proper
service in the future.
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Mr. Nasn. Mr. Chairman, I would also like to say that Mr. Parker,
when he first began to work in the bureau, was told by me that if he
did not get proper cooperatian and did not get what he nceded
in any fiace where he was going to work, that he shoull come to
me and I would see that he did get it. I have pot had a complaint
of any sort irom Mr. Parker, and assumed that he was getting
100 per cent cooperation.

The CuamrMan. I think Mr. Parker ought to carry his complaints
to you, then, before carrying them to us.

Mr. Parker. The time was pretty limited this morning.

Mr. HagrsoN. Mr. Chairman, I have the brief submitted by the
taxpayer. It is a statement of his appeal from the letter which bears
Mr. Batson’s signature, and which Mr. Parker has read into the

record which allows him a value of, roughly, $8,000 on these leases.
This brief reads:

IN THE MATTER OF THE ADDITIONAL INCOME Tix ASSESSMENT oN THE N. J.
Cavcrre Co. ¥or THE YEARS 1917 AnD 1918

The Treasury Department, in a letter addressed to the N, J. Calcite Co.,
dated January 31, 1921, has assessed an additional income and excess profits
tax for the years 1917 and 1918, amounting to $38,818.69.

This is an appeal by the N, J. Calcite Co. from the ruling of the Treasury
Department.

FACTS

The impcsition of this additional tax arlses from the two disallowances by
the 'Treasury Department: :

(a) The Department excludes from the corporation’s invested capital the
value of certain leases of a quarry which the corporation acquired in 1916,
on itg incorporation;

(b) The department refuses to permit the corporation to deduct an annual
depletion charge based upon the life of the leases.

In order that a clear understanding of the polnts at issue may be had, -
the following facts are given:

In 1902 Benjamin Nicoll took from Miss Clarinda Fowler a lease of some
property at Franklin N. J., which it was believed contained valuable lime-
stone Ueposits. The property conslsted of a hill.

Mr. Nicoll proceeded to open up the hill and to quarry the limestone:

In 1909, the Fowler heirs, having incorporated under the name of the
Franklin Mineral Co., Mr. Nicoll mude a new lease of the property expiring
July 18, 1924, :

In 1903 Mr. Nicoll made a lease with the Chester Securities Co., for some
adjacent land, which lease expires August 1, 1924. The quarry covers a
part of each of the two properties.

After opening ap the quarry, Mr. Nicoll found that the hill was almost
entirely of limestone, with a very shallow covering of earth.

We submit herewitk photographs showing the condition of the hill at various
times of operation. .

The quarrying operations proceeded at an excellent rate, the shipments
of limestone running as high as 174,553 tons in 1906. The production in
1911 and 1912 was low on account of labor troubles, strikes, ete. Tn April,
1816, Mr. Nicoll organized the N. J. Calcite Co.,, a New Jersey corpuration,
with a capital stock of $150,000, and transferred to that corporation the
aforesaid leases and all his quarrying machinery and buildings, for the capital
stock of the company, to wit, $150,000 par vaiua. At that time, the leases
still had eight years to run,

The eorporation entered upon its book the valuation of the quarries, machin-
ery, ete., at $150,000, invested capital, and proceeded each year to deduct
an amount for depletion, so that the capital steck of the company would be
repaid by the time the leases expired In 1924.

02619—26—»pT1 82
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There are, therefore, three questions before the department:

{@&) Where an individual owning leases covering a quarry, mine, oil
wells or similur property, transfers same to a corporation In exchange for
the caplital stock of the corporation, may the corporation enter the leases upon
its books at a proper valuation gs Invested capital?

(0) Under the above cirenmstances, may o corporation, having aequired
the lenses or the stock, take off from its income an amount to cover an
annunl depletion charge based on the life of the leases?

(¢) Assuming either or hoth of the above questions to be answered afirm-
atively, how Is the value of the leases to he fixed?

ARGUMENT

(a) We respectfuily submit that a lease may be a thing of value the sanme
asg uny other kiud of property, and that when it Is acquired by a corporation,
it may be entered as Invested capital the snme as any other property ncquirved,
It is true that My, Nicoll patd nothing for the loases in 1902, but thet doesn't
alter the faet that they may have been of great value in 1916, due to the
development thereof. If Mr. Nicoll had acquired the fee of the property
in 1902 for, say, $5,000, the value thereof at the time that he mjght sell
it to the corporation would not be its cost to him, but Its netual value at time
of snle The same principle applies to a lease. This principle has been
recognized by the department in n number of its rulings as follows:

In Treusury Department Bulletin No. 21-20, at page 25, 18 a clear-cut case
(fa.‘{lt:('tly the siume as that of the N. J. Calejte Co. The case Is summarized as
ollows ¢

“ Where certain commercinl leases to ofl lands are informally transferred
to a corporation formed by the lessees for the purpose of taking over such
leases, no considerntion being pald for such transfer, it will be deemed thaf
the transfer wax mude at the time of taking possession, and the addition to
invested ecapital of the corporation upon such transfer is the falr market price
or value of the leases at the time possession {8 so taken by the coporation.”

Another case very much in peint is that cited by the Treasury Depuartment
in Bulletin No. 20-20, at page 17. There n mining lease was acquired without
bonus in 1915 by individuals who drilled the ground at a cost of $2, locating
an ore body, In June, 1916, they transfered It to a corporation for the entire
capltal stock of the corporation, At that time, the nctual value of the lease
was e dollars, The question was whether the corporation wns entitled to
a deductlon of the leases in its invested capital at 14z dollars or only at @
dollars,

The department clearly holds .(p. 19) that:

“Jf the owners of the lenses had orgdnized & corporation jointly subscribing
for its stock at 14r doliars in cash and the corporation had then purchased
from them the very lease here In question, there would be no question that
the cost of the lease to the corporation would have heen 14z dollars. The
result is not changed by the fact that they adopted the more direct methed.
The cost of the lease to the corporation: was the value of the stock issued in
exchange for it.”

Another interesting ease in this point Is that of Doyle ». Mitehell Bros. Co.
(247 U, 8. 179). There, Mitchell Bros. Co. was 9 lumber corporation. In
1003, it acquired certaln timber lands, paying therefor $20 per acre. When
the corporation exclse tax of 1909 took effect, the corporation deducted a cer-
tain percentage of depletion duc to its cutting down of timber. For the pur-
poses of estimating the depletion, the corporation placed the value of its
timber lands nut $40 per acre, claiming that that was its value in December,
1008. This contention was upheld by the Supreme Court in the case above
cited, the court stating as follows:

“When the nct took effect, plaintiff’s timber lands, with whatever value
they then poszesced, were a part of its eapltal assets, and a subsequent’change
of form by conversion inte money did not change the essence, Thelr in-
crensed value since hurchase, as that value stood on December 81, 1908, was
not in any proper sense the result of the operation and management of the

business or property of tiie corporation while the act wns in force. Nor is the
* result altered by the mere fact that the increment of value had not been
entered upon plaintiff’s books of account. Such books are no more than evl-
dential, being neither indispensable mor conclusive. The declsion must rest
upon the actual facts, which In the present case are not in dispute.”
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B. Assuming now that the corporation hns acquired the leases at a valuation
of 106, dollars, and that these lenses have eight years to run, what is the
proper depletion or amortization allowance to the corporation to he deducted
from its income?

We respectfully call attention to article 169 of Ntegulation 45, amended as
shown In Creasury Department Bulletin No. 8720, at page 9, as follows:

“Where a leasehold is ucquired for business purposes for a speclfied sum,
the purchaser may take as o deduction in his return an aliquot part of such
gum ench year, based on the number of years the lease has to run,”

It i~ true that there is u difference between a business property and a mining
property, which is depleted by the lessee and in some instances, it is proper
for the depletlon allowance to be equitably apportioned becween the lessor
and the lesgee,  (See opinion from the Attorney General, October 29, 1920,
reported in Treasury Department Bulletin No. 47-20, at p. 13.)

Iu this caxe, however, we feel that the royalty paild by the N, J. Caleite Co.
to the lessors of the quarry ix to be tuken by them in lien of any deplotion of
the mineral deposits, and that the Caleite Co. is entltled to amortize the value
which It puadd for the leases by uan aliquote deprecintion allowance for each
year of the leuse still to run.

Here also the United States Supreme Court has expressed fitsclf in favor
of the position taken by the taxpayer in this eaxe. We call attention to the
case of United States v. Biwabik Mining Co. (247 U. 8. 116). In that case
the mining company paid $612,000 for a lease of certain ore property having
50 years and 3 months to run. The company offset this income by two deple-
tion items. One was the depletion item based upon the amortization of the
$612,000 over the peried of 50 years, and was worked out in terms of a
valuntion per ton, and figured 0.03883 per ton. In addition to that, they took
off for depletion an allowance of 0.44865 per ton, based upon the amount of
ore tuken out of the property, as if the lessee were the owner of the property
itself. ‘The Supreme Court in the above case allowed the depletion or
amortization item of 003885 per ton, and disallowed the depletion item of
044865 additional per ton. In other words, the Supreme Court in that case
held that the lessce of mining property did not become the owner of the
property, and therefore could not charge off the annual decreuse in the value
of the property due to the excavation of ores; but as lessee of the property,
he could charge off a depletion or amortization charge based upon the value
of the lease a8 spread over the period of the lease.

. The third question invelved is the one of fact, namely, What was the
value of the leases in April, 1916

Now, that is the real point of the dispute here, Mr. Chairman— —
when same were transferred to the W. J. (‘nl(-it(- Co, for $150,000, par vaine
of the stock?

In April, 1916, the value of the machinery, lmildhu.s, and other physical
equipment at the quarry was $22,000-—

That $22,000 is in typewriting and there has been a pencil line
drawn thmu"h it.

We contend that the difference between that and $150,000, to-wit, $128,000—
There is a pencil line also drawn through $£128,000,
was o fair valuation of the leases,

It may be that they have in some other paper here taken the
position that the physical property was worth $20.000 instead of
$22.000, and that the contention would then be that the dxifm'onm
between the $150,000 and the $20,000 was & fair valuation of the
leases: to-wit, 1. 1()()0() would be a fair valuation of the leases.

In assuming the vilue of the leases, we refer to Prineiples of Mining, by
Herbert (. Hoover. In chapter 5, on * Mine valuation,” he polnis out how
the value of a mine is determined hy its annual dividend yield for a period
of years, and replucing the invested capital by reinvestment, At puge 46
be gives a condensation from Inwood’'s Tables. Accovding to these tables,
In order to ascertain the value of @ mine, the annmual fncome is multiplied
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by & given number which i3 based upon an annual dividend yleld and the
amortization of the capital investment within a period of years.

The sawe principlea that apply to the valuation of a mine would apply to
the valuation of 'a quarry with even greater definiteness—especlally in the
quarry such as the one operated by the N, J. Calcite Co. 'The reason is that
& mine requires sluking of shafts and the following of a veln of ore, both of
which involve speculative elements, whereas the quarry was almost entirely
pure limestone in which the annual yleld of llmestone and cost of operation
could be calculated to a nicety. In the Calcite Co.’s quarry, the speculative
element was eliminated.

In assuming, therefore, the value of this quarry, you must take into con-
slderation the following elements:

{a) The life of the lease.

(b) The estimated tonnage of lmestone that was in the quarry on its
acquisition by the corporaticn in 1016,

(¢) The amount of limestone that could reasonably be quarried per annum,

(d) The rate of profit that could reasenably be calculated upon the lime-
stone shipped, plus determining the annual income from the quarry.

We will take these up in detalil.

(a) The life of the leases when taken over by the corporation in 1918 was
eight years.

(b) The amount of limestone that remained in the quarry at that time can
he determined as follows: In December, 1918, Mr. Nicoll had a report on the
Hmestone quarries made by H. P. Henderson, mining engineer: a copy of this
report is submitted herewith. marked *“ Exhibit A.” Mr, Henderson figures
that the amount of lHimestone at the floor levei then operated hy the quarry was
3,410,000 tons, and that if the quarry were lowered 30 feet, 2,300,000 tons
would be added.

(e) It is very obvious that the Caleclite Co. might remove 200.000 to 300.000
tons annually from the quarry for the remaining eight yvears of the lease, with-
ount completely exhaustlng the quarry. Thiz report was made in December,
1918. During the year 1918, 152,000 tons were excavated and shipped ; in 1917,
153,000 tons; in 1916, 133.000 tons, all of which would he added to the available
limestone in the quarry as of April, 1916, We append hereto, marked * Exhibit
B, a schedule of the limestone shipped from the Nicoll quarries from 1902 to
1920, as certified to, by Mr. Tonking, the quarry superintendent.

(d) The rate of profit per ton on the limestone i8 estimated at 20 cents
per ton. This estimate is made hy Mr. Mullen, auditor of Mr. Nicoll, and 18
hased upon his recollection of the figures of the quarry shipments, ete, all of
which, however, were destroyed when the N. J. Caleite Co. took over the
operation of the quarry In 1916, Mr. Mullen states that the rate of profit was
always figured at at least 20 cents per ton. He submits herewlth schedules
for the yvears 1917 and 1918 showing the tonnage shipped, the price received
and the cost of operaticn, which shows that in 1917, the average profit was
23 cents per ton and in 1918, It was 31 cents per ton. (Schedules marked
“ Exhibit C".)
¢ For purposes of estimating the valnation of the leases, we are submitting
herewith (marked ¢ Exhibit D) a schedule based upon the tables heretofore
referred to in Mr. Hoover's hook. We start with an estimated shipment of
1H0.000 tons per yvear at a profit of 20 cents per ton, yielding an annual income
of $30.000, and we show the vahliation of the quarry at different dividend
vields ranging from 6 per cent to 10 per cent. At a 6 per cent yleld, the
vaduation would be $177.900; at a 10 per cent yield, the valuation would be
£143,700,

The greater the tonnage the greater would be the annual income, and con-
sequently the greater would he the value of the leases.

There remains only one question to he considered. and that is, whether the
Caleite Co, I8 entitled to deplete or amortize its entire invested capital within
the perind of the lease.

It can readily he seen that the value of the quarry was so great in 1916 |
that even apportioning the depletion betvseen the lessor and the lessee. the
smount of the depletion alone allotted to the lessee would he at least equal
te the amortization of the lease per annum.

The Craamrman. In this case, did the lessor take credit for deple- }

tion. as well as the lessee?
Mr. Hartson. I can not answer that, Senator, offhand.
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The Caamrman., Would it be customary ?

Mr. Harrson. It would be customary, if the lessee took any de-
pletion, to apportion it between the two.

Mr. Davis. In reference to the brief that has just been read by the
solicitor, Deputy Commissioner Batson had the brief in mind and
referred to the same when he speaks of it in a letter of March 4,
1922, as follows:

In a brief submitted by the company is a statement of the tonnage content
of the quarry based upon a report made by a mining engineer. The state-
ment was then made that “ it is very obvious that the Calcite Co. might re-
move 200,000 to 300,000 tons uannually from the quarry for the remaining eight
rears of the lease, without completely exhausting the quarry.”

From Form F (revised) flled by the company it appears that the average
annual output for the three yeurs previous to 1916, was 97951 tons, The
actual averuge output for five yvears, 1916 to 1920, inclusive, is 109,952 tons.
This falls cousiderably short of the assumed annual output of 150,600 tons.

This office holds that for income-tax purposes it Is unsound to value a
mining property or lease Ly capitalizing the earnings of the company upon the
hasig of an annual output and profit per ton. For income-tax purposes value
is based on cash cost, or if the property is acquired with stock, its value or
cost should be based on an amount that would obtain between a * willing seller
and a willing buyer.”

No that in spite of the brief that has just been read, and the alle-
gations therein made, Deputy Commissioner Batson did not take
the taxpayer’s view with reference to that?

Mr. Hawrson. Just one further word, Mr. Chairman, so that we
will have the whole picture before you. 1t is true that the brief
that I have read was submitted before the case was referred to the
committee on appeals and review, and was hefore the Income Tax
Unit and Deputy Commissioner Batson when the letter rejecting
the ta.ipayer's claim was transmitted to the taxpayer. After the
cuse was appealed to the committee on appeals and review there
was a subsequent brief filed. which was received on May 19, 1922,
and is identified as being an additional brief filed with the com-
mittee on appeals and review in connection with its letter to the
attorneys for the taxpayver. dated March 9, 1922,

The Cuairyan. Is the one that you read, Mr. Parker, the one
that the solicitor is talking albout now, or the one he read before? '

Mr. Parkrr. 1 am farmliar with the one he read before. I do
not recall this other brief.

Mr. Hartson, This is a two-page brief. I might read it, in order
to have the record complete, although I think there is nothing in
it that is departure from what their contentions had been before.

The Cuamyax. If that is substantially correct, there is no use
of putting it in the record.

Mr. HarrsoN. The issue here. Mr. Chairman, is a very clear one.
The issue is whether the value of those leases which had to be deter-
mined was arrived at properly by capitalizing the earnings of the
corporation, or whether that sﬁou d be totally disregarded and some
other method used.

Now. the method that was followed by those in the unit, as has
been pointed out by Mr. Davis and Mr. Parker, was a computation
based upon certain royalties received by the other lessees in that
vicinity. It. in a sense, was a capitalization of past earnings of
other people in that vicinity, in order to determine what the leases
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were worth. It reaches an entirely different result. This method
that wus followed by the special committee on appeals and review
took an arbitrary figure of future production and then estimated
a profit which woull«.lg be made per ton on that production, and capi-
talized that and reached this figure.

) Tém CuamMan. Is that the usual way of capitalizing those quar-
ries

Mr. Harrson. That is not the usual way.

The Cuamman. Can you tell us why, or do you know any reason
or have you any suspicion, if that is the proper word, as to why
it"was done in this case, and not in other cases'

Mr. Hartson, I have not. The bureau does, in some instances,
resort to the capitalization of earnings to determine value. It has
to do so in certain instances. .

The Cuairman., Will you give us the kind of case, for instance?

Mr. Harrson. Yes; for instance, in determining the value of an
intangible, such as a good will, we will say the bureau does custom-
arily resort, in order to determine a fair value for good will-—and
good will is an extremely difficult thing to determine the value of,
and yet it is a very real thing, as the Senator knows, in certain lines
of business—the bureau has capitalized earnings in an attempt to
ﬂ%um out and ascribe some figure for good will. If there is any
other way to determine it, if there is any better method, this pro-
cess of capitalizing earnings is not resorted to and should not be
resorted to, I believe.

Now, the way that the bureau should approach the decision in
this case is just as a court would do it: What is the evidence that
can be considered lawfully, and what is the best evidence to deter-
mine the value of these leases? Certainly transactions in the same
vicinity and under substantially the same circumstances are very
persuasive—very persuasive, and if that showing is sufliciently defi-
nite, this method of resorting to any theoretical computation ought
to be abandoned, and is, I think, in most cases not availed of.

1 do not know whether the file is going to show just the reason
why the special committee accepted the theory of capitalizing earn-
ings that was advanced by the taxpayer in this case. The state-
ment is made by Mr. Gregg in his memorandum announcing his
decision that the only lawful evidence—I think that is the word—-

Mr. Parxer. Admissible.

Mr. Harwson. That the only - dmissible evidence before him was
this evidence submitted by the taxpayer in the form of what might
be termed retrospective appraisal.

The Cuamnman. Is Mr. Gregg still in the service of the depart-
ment ?

Mr. HaxtsoN. He is still in the Treasury Department, Senator.
He is the Mr. Gregg who was the tax adviser to the Secretary dur-
ing the course of the last revenue bill’s progress through Congress.

The CuairmanN. Who is the deputy commissioner who signed or
approved the final disposition of this case, do you know?

r. Hartson. The final disposition of the case was not approved
by the deputy commissioner. It was approved by Mr. Blair, the
commissioner. .

The Cramman. Is Mr. Batson still in the service?
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Mr. HartsoN. No, sir; Mr. Batson is not now in the service, and
has not been for two years, nearly.

The Cuamman. So that the settlement of this claim was finally
disposed of in absolute disagreement with the conclusions reached
by Mr. Batson; is not that correct?

Mr. Hartson. That is correct, and the record shows that not only
did Mr. Batson disapprove of it, but Mr. Fay, who sits here, dis-
approved of it, he being at that time the head of the natural re-
sources division. Mr. Briggs, assistant chief of the section, also
disapproved of it. I think the record is very clear on the sharp
disagreement that occurred in this case in the bureau—very clear.

The CramyaN., The memorandum on one of the papers saying
that this case should not be used as a precedent was placed there by
some individual, I do not recall who it was?

Mr. Harrson. By Mr. Gregg, the chairman of the special com-
mitiee on appeals and review.

The Cuamyman. But he evidently had no influence or authority
which would prevent the using of that basis again, had he?

Mr. Hartson. Well, yes, I think he had, because his decision in
the case was apf)roved by the commissioner, and, no doubt, as a part
of the approval, it was suggested by Mr. Gregg that the facts in
this case seemed peculiar and the admissible evidence, in his view,
being very limited, it was not likely that they would find another
case where the facts were on all fours with this case, and therefore
they were not to.decide a case where the facts were not just the same
as these in the same way that this case was decided.

I do not understand Mr. Gregg to mean in that memorandum,
where he says it would create a bad precedent, that in a case where
the facts were exactly similar it should be decided in a different way,
but T think his statement was to the effect that this is unique, and
that his statement, fairly read, would carry this understanding,
that he thinks the facis are so unique here that it should not he
used as a precedent in settling other cases, but that certainly if any
other case Qrosonu-d the facts which were identically the same as
these, Mr. Gregg, would doubtless be in favor of settling it on the
same basis as this case.

Tl;e Cramrmax. Does the record show who the counsel were in this
case?

Mr. HarrsoN. Yes, it does, Senator. The counsel are Kaye, Mc-
Davitt & Scholer, attorneys, 145 Broadway, New York. I have no
acquaintance with any of those gentlemen; I do not know who they
are.

Mr. Davis. T have Mr. Fay here, Mr. Chairman. He will testify
in reference to this matter. '

The Cuairstan. There is no objection to putting him on how.

TESTIMONY OF MR. ALBERT H. FAY, MINING ENGINEER, WASH-
INGTON, D. C.

(The witness was duly sworn by the chairman.)
Mr. Davis. Your full name, Mr. Fay, is——
Mr. Fay. Albert H. Fay.

Mr. Davis. Where do you live?
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Mr. Fay. Washington.

Mr. Davis. What 1s your occupation?

Mr. Fay. Mining engineer.

Mr. Davis. Are you practicing that profession now ¢

Mr. Fay. To some extent.

Mr. Davis. Were you formerly with the Internal Revenue Bureau?

Mr. Fay. For three years.

Mr. Davis. And when did you go there?

My, Favy. June, 1920.

Mr. Davis. When did you sever your connection with the bureau?

-Mr, Favy. July 1, 1923,

Mr. Davis, Did you resign?

Mr. Fay. I did. ]

Mr. Davis. During the time that you were there did the New
Jersey Calcite case come before you?

Mr. Fay. It did.

Mr. Davis, I will refresh your recollection on that matter by show-
ing you a memorandum attached to a letter from A. W. Gregg,
chairman of the special committee on appeals and review, to Mr.
C. C. Griggs, chief of nonmetals section, which reads as follows:

Approved for audit, January 8, 1923, only on basis of committee ruling,
but not in accordance with the views of this division. It sets a had precedent.
(Signed.) Fay.

You signed that, did you?

Mr. Fay. To the best of my recollection, T did.

Mr. Davis. And what was it with reference to this case that was
not in accordance with the views of Your division ?

Mr. Fay. The ignoring of the royalty value of leases in the im-
mediate vicinity, and, secondly, the establishment of a precedent
whereby ro}y;alties in other minerals, coal, and other mineral property
might alse be ignored and set, up undue values.

Mr. Davis. So that the Government, in other cases, might lose
large sums of money. !

Mr. Fay. It would.

Mr. Davzs. Is this case an isolated case by itself with reference to
the facts?

Mr. Fay. I can not see that it is.

« Mr. Davis. Are the comparisons with other leases in this same
vicinity very good comparisons and those that could be used under
the regulations?

Mr. Fay. I should say that they were A No. 1.

Mr. Davis. Is it your opinion as the head of that division that
like leases in that vicinity should be practically the- controlling
faature in getting at the valuation of this lease?

Mr. Fay. It was, in my opinion. It is in the regulations that a
similar practice should govern. I can not cite those regulations
now.

The Cramrman. If I remember correctly, you answered the ques-
tion of Mr. Davis as to whether this case was settled in line with
other cases, in the affirmative; is that correct?

Mr. Fay. No; that was not the question he asked, Mr. Senator.
*He asked me if this did not contain sufficient information that it
could have been settled in line with other cases. That was my

understanding. Is that correct, Mr. Davis? l
) o \

}
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Mr. Davis. Yes.

Mr. Harrson. I think Mr. Davis had this in mind: Was this
case, on the facts, different from the average case where the com-.
mittee had settled it on a unique basis. Is that right, Mr. Davis?

Mr. Davis. That is right.

The CuairMaN. I stand corrected.

Mr. Davis. The regulations provide as follows:

The commissioner will lend due weight and consideration to any and all
factors and evidence having a hearing on the market value, such as costs,
actual sules, und transfers of similar property, ete.

Is that the regunlation that you have reference to?

Mr. Far. That is the regulation that T have reference to.

Mr. Harrson, Mr. Davis, would you mind reading all of ity

Mr. Davis. T was just going to call his attention to a further
provision of the regulations.

Mr. Harrson. All right,

Mr. Davis. We find this further:

Valuations by analytic appraisal methods, such as the present vatune method,
are not entitled to grent weight: (1) If the value of a mineral deposit can
be determined upon the bagis of cost or replacement value, (2) if the knowl-
edge of the presence of the mineral has not grently 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 abillty of the taxpayer. or to extrinsic causes
other than the posdession of the mineral itself. Where the fair market value
must he gscertained as of a certain date, analytie appraisal methods will not
be used if the fair market value can reasonably be dctermined ®y any other
method,

Is that what you had in mind?

Mr. Fay. Yes: that is what I had in mind,

Mr. Davis. When you answered my question?

Mr. Fay. Yes.

Mr. Davis, With reference to the appraisal here?

Mr. Fay. T did. )

Mr. Davis. Did you go over fully the taxpayer’s claims with
reference to the value of the lease?

Mr. Fay. I can not recall that I did. The matter was brought
to me by Mr. Briggs, I believe, as assistant head of the sec:ion at
the time. . )

Mr. Davis. Did you, however, have in mind the taxpayer’s claims
with reference to what he based value on?

Mr. Fay. I undoubtedly did. i o )

Mr. Davis. Was there anf’ reason for marking the ruling in this
case to indicate that it should not be used as a precedent? i

Mr, Fav. I think, the way it was rendered, 1t probably was wise
to mark it. ) i . . i

Mr. Davis. Did you have any disCussion with snyone concerning
that? )

Mr. Fax. I can not recall that I did.

Mr. Davis. You do say that that ruling would be a bad precedent.
and is a bad precedent in the bureau?

Mr. Fav. I think so. o Lo

Mr. Davis. And, if followed out, it .aight work to the prejudice
of the Government, in that the Government might lose vast sums
of money?
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Mr. Fay. It would.

The Ciramman. I would like to ask you there, Mv. Fay, if vou can
tell us anything which would be a guiding factor in fixing the
amount or profit per ton over years in the future when no one knew
what the price or demand might be for the product?

Mr. Fay. In the brief that is submitted, and which has just been
read by Mr. Hartson, this value of 20 cents per ton was set up from
the memory of an ex-bookkeeper, as I understand it, and at the time
the property was transferred to the new corporation, all the old
{;'cm'ds were destroyed. Now, why they were destroyed I do not

now.

The Caamman. I do not think that is important. What I am
trying to get at is if you know, as an engineer, of any way that the
Government might be assured that the taxpayer could secure a
profit of 20 cents per ton until the end of the lease.

Mr. Fay. I can not see that you could be sure of it at that time.

The Ciamyan. Well, could you be sure of it at any time?

Mr. Fayx. Noj; you can not.

Mr. Davis. Particularly so at this time.

Mr. Fay. This was war time: it might have been more than 20
cents; it might have been much less.

The Cuarrman, Of course, if you accept that theory that you are
going to take the taxpayer’s estimated profit per ton for six, seven,
or eight years in advance, and figure a valuation based on that, then
you ought to apply that rule to all the coal mines and every other-—

Mr. Fay. I am not accepting that.

The Cufirman. Just wait until I get through with the question,
Will you read the question as far as it has gone?

(The reporter read the question as above recorded.)

The Cramman (continuing). Mineral product where the tonnage
would be used as the basis for fixing the valuation. As I understand
it, you do not take that view?

Mr. Fav. T do not take that view, but that is the settlement that
was made in this particular case.

The Caamman. Do you know of any other case where this view
was taken?

Mr. Fay. T can not recall any other now, Senator.

«  The Cramman. Do you think this was an exceptional case?

Mr. Favy. It apparently was.

The CrammaN. You do not now recall any other case that was
settled on such a basis?

Mr. Fay. Not by name; no.

The CuamrmaN. Well, do yvou have any recollection that such
methods were pursued in other cases, even though you do not remem-
ber the particular names of the cases?

Mr. Fay. I think they have been pursued to a very slight extent
in accordance with the regulations just read there, where retrospec-
tive appraisal may be used, in the absence of anything else, and it
was not our custom to use the retrospective appraisal where there
was anything else to tie to. )

The CramMan. Can you recall any unusual civcumstances which

* have not been develope& in this hearing, which led to the conclu-
sion in this case?
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Mr. Fay. 1 can not.

The Cnamdran. Then, you think it went through in the ordinary
process, and that the persuasiveness of the taxpayer was convincing
in this case, and it therefore was settled in that manner?

Mr, Fax. It seems that the taxpayer had the last say.

The Cuamxaan. That is all I wish to ask.

Mr. Davis. That is all.

The Cuakman. Do you want to ask him any questions, Mr.
Hartson?

Mr. Harrson. 1 want to ask Mr. Fay about the regulations that
were read to him by Mr. Davis.

Were those regulations in ehect in April, 1916?

Mr. Fay. In 19167

Mr. Harrson, Yes.

Mr. Fay. They were not. 4

Mr. Harrson. Are those regulations applicable to this sitnation:
regulations promulgated pursnant to the revenue act which was
in effect in 19167

Mr. Fay. 1 do not know whether there is anyvthing in that par-
ticular regulation that would prevent it from being retroactive. It
is the only guidance that we had to work by.

Mr. Iarrson. Yes: I agree with you, Mr. Fay.

The situation, Mr. Chairman, you undoubtedly have very clearly
before you now. Such a thing as retrospective appraisal is not
actually prohibitéd by our regulations, and in a few 1solated cases—
and my recollection and understanding is much the same as Mr.
Fay's—in the absence of anything else they have used it, and, as I
say, we do capitalize earnings customarily in connection with the
determining of value of an intangible, such as good will.

The Cuaryan. Why do you say in the absence of any other in-
formation ?

Mr. Harrson. I am not speaking of this case now.

The Caamman, Oh, I see.

Mr. Harrson. I am not saying that this case presented no facts
which warranted a valuation in some other way than by the use of
this method, and I have been very careful not to do so; but I am
merely summarizing the situation that is now before the committee.
I think we car have no verv great dispute about the regulations,
and we can have no very great dispute ahout what has happened.
The chairman of the special committee on appeals and review and
the membership of that committee, from the record here. believed
that there was no other evidence before it which would warrant them
in determining value in the usual way; so they accepted the unusual
way, in the absence of facts to warrant following the regulations,

which provide for such a situation.
-~ The Cusrman. In reading one of,the reports here reference was
made to other leases, by name and focation, as a guidance for de-
termining this case. 1 would like to know whether there was any
case before the bureau which involved this particular lease to
which reference is made.

Mr. Davis. Could you answer that, Mr. Parker?

Mr. Parker, I called for soms of the files in those cases mentioned,
to see if I could find out what depletion had been allowed these
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outside companies. I will have to testify from memory. I found
either no amount of depletion, or a very small amount of depletion,
fixing a rather low value, if any, on such a list. Tun the case of the
Franklin Mineral Co., as already stated, I found that they set up a
definite value for this very property which I have already identiged
as twenty-four thousand and some odd dollars.

The CuAmrMaN. There were other cases mentior~d, but T am
not going to ask counsel to give them now. I am going to ask them
to look up those cases which were referred to in one of the papers
read this morning, and ascertain what their income tax statements
show and whether there was any depletion or amortization allowed
in those cases, and what the ruling of the department was in con-
nection with those cases?

Mr. Davis. These leases were all.in Sussex County, N. J.

The Cuamman. I think that is correct, as I remember it.

Mr. Davis. Yes.

Mr. Hartson. I would like to ask Mr. Fay another question. Mr,
Fay, at that time you were chief of the natural resources division?

Mr, Fay. I was,

Mr. Harrson. In that position, you came frequently in contact
with the commissioner, did you not ¢

Mr. Fay. I did. ‘

Mr. Hartson. Did you call this contention in this case to his at-
tention as in your judgment being a settlement out. of line with the
usual procedure?

Mr. Fay. I do not recall that T did.

Mr. HarrsoN. That is all.

Mr. Fay. It came to me with the commissioner’s signature on it.

Mr. Davis. And you thought when it came to you from your
superior, that that was all there was to it, so far as vou were con-
cerned ¢

Mr. Fay. Yes.

The Cuamrman, Was it customary in a case of that kind to dis-
cuss it with the commissioner?

Mr. Fay. There had been cases where we would have it up with
the commissioner.

The CramrMan. This decision did not do violence to vour con-
science to such an extent that vou felt justified in taking it up with
the commissioner?

Mr. Fay. I do not know that I thought of taking it up with the
commissioner at all. The committee’s report came through approved,
and I simply passed it on.

The CrHamrMAN. Then, vour answer is that the decision did not
do sufficient violence to your conscience to justify vour taking it up
with your superior officer?

Mr. Fay. 1 do not think it worried me very much. .

Mr. Davis. T would think that that signed memorandum was
protest enough, Mr. Chairman.

The Cmamman, I doubt that. The signed memorandum does
not necessarily go before the commissioner or his chier officers.

Ts that all, Mr. Davis?

Mr. Davis. I have Mr. Briggs here.




Wi '
INVESTIGATION OF BUREAU OF INTERNAL REVENUE 1259

TESTIMONY OF MR. JOHN H. BRIGGS, NONMETALS SECTION,
BUREAU OF INTERNAL REVENUE

(The witness was duly swornt by the chairman.)

Mr. Davis. Mr. Briggs, your full name, please.

Mr. Buriges. John H. Briggs.

Mr. Davis. You are employed by the Bureau of Internal Revenue?

Mr. Brices. I am.

Mr. Davis. In what capacity ?

Mr. Brices. Enginner.

Mr. Davis. In what section?

Mr. Brices. Nonmetals.

Mr. Davis. How long have you been so employed ¢

Mr. Bries. A little over three years.

Mr. Davis. While you were there acting in that capacity or in
any other capacity, did the New Jersey Calcite Co.’s case come
to your attention?

Mr. Briges. It did.

Mr. Davis. In what respect?

Mr. Brices. It came to me for valuation.

Mr. Davis. And did you review the case?

Mr. Briges. I did.

Mr, Davis. Did you make a finding concerning valuation?

Mr. Briees. I did. :

Mr. Davis. Just give us vour ideas with respect to this valuation,

Mr. Briges. I made the valuation which has been read here, allow-
ing the taxpaver between $8.000 and $9,000, based on the compari-
son with the leases in the same county.

The CuamrMan. At this point, I would like to ask the witness
if he does not practically confirm what has already been testified to?

Mr. Briges. I do, and I might add just a little bit more to it,
and explain a point which vou have tried to bring out.

The Cuamryman., Well, if you explain that, I think it will be
sufficient.

Mr. Bricss. You have been trying to find out why Mr. Fay did
not complain to the commissioner. The protest was made to the
Committee on Appeals and Review on their finding, and as a result
of that protest this memorandum is in there, which says this should
not be taken as a precedent, and they refused to take it up.

The CHAIRMAN. 1 understand that.

Mzr. Brices. Yes. ,

The Crarman, That does not answer my question particularly.
I asked you why, if it did violence to the conscience of the men who
disagreed, they did not take it up with the commissioner who signed
the final findings. I do not disagree with the evidence, mind you, if
objection was made on the record, but I raised the point as to
whether or not you were satisfied with, it as a sufficient protest, or
whether you were not sufliciently outraged to take the question up
direct with the commissioner.

Mr. Bricas. Well, it is a question of just how far we go when
we make our protest. We generally make our protest to the man
over us, Senator.

Mr. Davis. Did you do that in this case?
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Mr. Bricas. I think Mr. Griggs, in my absence, took the matter
up with the Board of Appeals and Review.

The Cramrman. I think that is all.

Mur. Davis. Just one further question. Does this set a had exam-
%)le in the bureau with reference to the handling of depletion mat-
ers?

Mr. Briges. I think so. As a matter of fact, our ordinary method
of determining depletion is that if we have the sale or purchase of
similar properties in the same neighborhood, we use that as a com-
parison,

- The CuatrmaN. I think that is a matter that can be made a sub-
ject of proof, as to whether it was a bad example or not. That can
e done by finding out whether the bureau has followed it in other
cases. .

Mr. Davis. That is all.

Mr. Hartson. If it is & bad example, Mr. Briggs, it has not been
followed in subsequent cases, has it?

Mr. Briegs. Very rarely, but that has been used. It has been used
in different cases, where they did not have anything else before
them at all.

Mr. Harrson. That was my understanding.

Mr. Davis. Was that decision ever published ?

Mr. Briees. This one here?

Mr. Davis. Yes. .

Mr. Brigas. I could not say.

Mr. Hagrrson. Oh, I think not. If there is any dispute about
that—

Mr. Bricas. No; I do not think so.

Mr. HarrsoN. I do not believe it was.

Mr. Brices. But I will say this: As a result of this protest, in the
next case that came up, the Board of Appeals and Review said that
they would have an engineer present at the hearing, and I was
called down shortly afterwards on a hearing where practically the
same line of valuation was brought out and contested before the
Board of Appeals and Review, and it has come up the second time
before the commissioner.

The CrarMaN, You might give us the name of that case.

. Mr. Briags. It was the Texas clay cases. There were ten of them.

The CramrMAN. Ten of the Texas clay cases?

Mr. Brices. Yes, sir.

Mr. Hartson. Was the precedent established in this case followed
in the settlement of those?

Mr. Brices. No.

‘Mr. HarTsoN. It was not?

Mr. Brices. No.

The Crairman. Have those cases been finally disposed of?

Mr. Brices. They have.

The CuarmAN. The solicitor then ruled in accordance with the
views expressed in this New Jersey case?

Mr. Bricgs. No; they followed

The CmamrMan. Although not following the conclusion reached

« in the New Jersey case? ‘

Mr. Brices. No; they followed the valuation based on cost of

similar properties.

-
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The Cuamman. In other words, along the same line you rec-
ommended in the case under discussion?

Mr. Bricas, Yes.

Mr. Hartson. The solicitor“had nothing to do with either one.

Mr. Bricas. No.

Mr. Harrson. Was the committee on appeals and review a sepa-
rate entity at that time?

Mr. Briges. A memorandum was prepared for Mr. Greenidge’s
signature, to the commissioner, and he finally said that that was -
settled, so far as he was concerned.

The Cuamman. I would like to ask, in view of the elaborate
discussion of this subject. whether the solicitor does not think that
this is an unusual decision, in view of the fact that Iater cases have
not been settled along this line, involving the same class of testimony
before the special commmittee on appeals and review?

Mr. HarrsoN. I consider it a case, Mr. Chairman, that is not
in exact conformity to what the bureau had done and has since
done in similar cases. I think the regulations do not prohibit such
a valuation as was made here. in the sense that they do not make it
specifically unlawful or in violation of the regulations to determine
a value by this retrospective appraisal method, or any theoretical
computation showing the value: but if there is better evidence, the
regulations say that such a method should not be used.

The Caamman. Was there not better evidence in this case?

Mr. Harrson. Well, the evidence seems to be pretty strong here
on which a value could be based, by reference to transactions in
that community of a similar nature, and if the evidence is strong,
it would be my opinion that adjustment ought to have been made
on that basis.

The Citairman. Then vou will agree, I think, in view of your
answer, to the wisdom of the counsel for the committee in having
drawn attention to that particular case.

Mr. Harrson. I have absolutely no criticism of counsel for the
commiitee in drawing attention to this case. Mr. Chairman, nor to
any other case, :

he CramryMaN. Well. I do not mean to ask you to confirm what
counsel has said, but I do mean to say that this case was so unusual
that it was perfectly good judgment to have drawn the committee’s
attention to it?

Mr. Hartson. I do not know what the circumstances are, but
it is quite possible that the individuals who composed this com-
mittee, Mr. Chairman, may have had some reasons in their own
minds which were sufficient to them, and which. upon presentation
to this committee, might be satisfactory to the committee. One of
the members of that committee is now chairman of the hoard of tax
appeals, Mr. Hamhill: another member is out engaged in the prac-
tice of law in Chicago, and a third member of this special committee
on appeals and review has been the tax adviser to the secretary,
and is a_very able man. .

The CuammaN. Would you think it would be wise or desirable
to have Mr. Gregg come before us here? :

Mr. Hartson. Mr. Gregg is not in the city at the present time, but
it might be enlightening to have him discuss it. On the other hand,
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I would want to defer the judgment of the committee on that. I
do not know; I huve not discussed it with him, and I will not be able
to do so, as it will probably be several weeks before he returns. He is
on & special mission at the present time to England to study the
English tax system for the Secretary, as the public press has already
announced.

The Cuaimrman. Have you anything further on this case?

Mr. Davis. Not anything more this morning.

The CuarMan. What are the probabilities %or to-morrow ?

Mr. Davis. Mr. Hartson said something about submitting some
data with reference to the Berwind-White case. 1 will have Mr.
Parker take up with Mr. Thomas some of the tag ends with reference
to the matters that I spoke of when we convened this morning. 1t
is doubtful whether we will have another specific case ready for
to-morrow.

The Cuamrman. When will you have your answer to the query
that I made yesterday, Mr. Hartson ?

Mr. HartsoN, Mr. Chairman, we have designated two individuals,
who have worked on that case, and who have followed it through for
the last year or so, to write out roughly the answers to the questions
which have been raised by counsel for the committee in the United
States Steel case. It may take several days to put that in proper
form. It is difficult to estimate the time until we see it in rough
draft form, because, as I indicated the other day, after these indi-
viduals prepare what to them seems a sufficient answer, those who
are going to have to speak for the bureau may want to discuss
it and consider it at greater length; so it is almost impossible to say
right now when we can have that ready. I asked for not less than
three days on yesterday.

The CHamrMAN. Yes.

Mr. Hartson. I did not put a maximum limit on it. I think we
ought to have it in a week or possibly less.

The CaarMAN. T think we had better adjourn subject to the el
of the Chair, There is ng use of bringing the committee together
for this Berwind-White matter and those other tag ends to-morrow.

Mr. Hartson. I wish to make the definite statement that when we
do convene again we will have this Berwind-White information in
shape so that it can go into the record in advance of taking up any
other business.

Mr. Davis. May I ask how long that will take, Mr. Hartson?

Mr. HarrsonN. Not very long. 1 think maybe ten or fifteen
minntes discussion of it will be all that will be necessary.

The CrAamrMAN. We would also like to know if, at the same time,
you can clean up the income tax matters of the three individuals
who purchased the Northwest Steel Co.

Mr. Harrson. We have this information from our own people, and .
the information for the committee is being developed by Mr. Thomas.
Our people have gone through the returns of those individuals, and
from the returns and the associated papers with the returns it is
impossible to say definitely that there was or was not included in
the income of these individuals this unpaid but credited bonus
arising out of the transaction of the sale to the partnership in the
Northwest Steel Co. case.

-
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Mr. Davis. Yes. Having gone into the matter very fully Mr.
Thomas reports something of the same nature to me, that it is very
difticult to get at that, but he is trying to run it down for us and get 1t
in shape. if he can. .

M. Hawrson. Our auditor tells us that the only way that it can
be obtained, in his opinion, is by an examination of the books of
the taxpayer. The chatrman will remember that on the returns
there are gross amounts entered, under income, of salaries and
bonuses, wages, and things of that sort. s an element in their re-
turns, although unsegregated, it is possible that this unpaid but
credited bonus from the Northwest Steel Co. to these individuals
appears.

The Coamyax. It seems to me that these items are so large, run-
ning up into $7H.000 to $100.000 or more that—--

Mr. Hareson. It is quite possible that these individual returns of
income are quite Large during those years, T do not know, but 1
think it is quite possible that by figuring out the amounts, you can
say whether the amounts returned as a gross amount were less than
the total amount that was received in bonus, and therefore it could
not be there?

The Ciareman, That is what T meant to infer, because the ques-
tion was raised by the engineers and the auditors and others as to
where these men got such large amounts of money, to pay for this
property, and if they heretofore had had such large incomes that
you could not notice an item of $75.000 or $100,000, then the ques-
tion as to where they got the money from was not well raised.

Mr. Harrson. We may be able to develop something further in
that connection, without any additional search in the field.

The Cuairman. At any event, 1 think the department ought to
assure this committee that the Government got the income tax from
this bonus in some way. If it has not, the Government has been
defrauded, and I think the taxpayer has made a fraudulent return,
if he did not include it.

We will adjourn here, subject to call.

(Whereupon, at 12.15 o’clock p. m., the committee adjourned,
subject to the call of the chairman.)
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TUESDAY, DECEMBER 30, 1924

UNITED STATES SENATE,
SeLEct COMMITTEE TO INVESTIGATE
THE BUReAU oF INTERNAL REVENUE,
Washington, D. C.

The committee met at 10 o’clock a. 1., pursuant to adjournment

of yesterday.

resent: Senators Couzens (presiding), Watson, Jones of New
Mexico. and Ernst. Present also: ISarl J. Davis, Esq., and L. C.
Manson Esq.. of counsel for the commnttee,

Present on behalf of the Bureau of Internal Revenue: Mr. C. R.
Nash, assistant to the Commissioner of Internal Revenue; Nelson
T. Hartson, Solicitor. Bureau of Internal Revenune; and 8. M.
Greenidge, head. Engineering Division, Bureau of Internal Reve-
nie. :

The CHamryax. What else do you have for this morning, Mr.
Manson’ '

Mr. ManzoN, Those ave the two things that we wanted to clean
up. I believe the bureau has some matters that they want to
clean. up.

Mr. Hagrsox, Mr. Chairman, Mr. Nash has that statement of
costs which the chairman asked for.

The Cramryan. What is that?

Mr. Harrsox, T say. Mr. Nash has that statement of costs that
the chairman asked him to submit here,

The Ciramrman. All right.

Mr. Nasu. Mr. Chairman, at the hearing of December 20, you
called attention to a statement appearing in the press, in which
1 was quoted as having given information to the appropriations
committee of the House to the effect that the expense incurred by
the Internal Revenue Bureau as a result of the investigations of the
Special Senate committee totaled approximately $100,000, and that
approximately 200 employes had been assigned to such work. You
then asked for information as to where these employes were
assigned.  You will probably recall that in the hearing of September
15, the commitiee passed a resolution asking for quite an exhaustive
analysis oi individual returns showingeover $100,000 income, from
1916 up through 1923, and also for corporation returns showing
income in excess of $30.000 for 1923. The resolution is incorpo-
rated in this statemnent. I do not think it necessary to read it, but
we have 116 emploved that worked on the individual returns.

Mr. Maxsox. For how long!
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Mr. Nasiu. Commencing as soon as we could after September 15,

The cost of that has been $32.,029.91.

An analysis of all corporation returns reporting a net income
amounting to $30,000 or more, with much detailed information, has
been requested.  In this connection, we have had a total of 171
employes working on that, and it has cost us $11,734.74  That
work 1s as yet incomplete, :

Senator Warsox. When you say it has cost you, Mr. Nush, just
what do you mean by that!

Mr. Nasm. Thav is the equivalent of salaries paid employees as-
signed to this work,

Senator Warson. You say you figure their salaries?

Mr. Nasir. On an annual basis. .

Senator Warson. Because they swere diverted from their regular
work to this special work?

My, Nasir, &'vs. sir.

senator Warsox. And they worked on this work during this time?

Mr. Nasir Yes, sir. We have a cost sheet on these jobs showing
the number of clerks. hours employed, and the annnal salary rates,

The inventory of wmortization cases, and furnishing data on the
question of amortization took the entire time for one day of all
emplovees on the consolidated returns division, corporation returns
division, and engineering division. There were 1922 cmployees in-
volved. and cost us $5.382.55.

I put in this item for the purpose of indicating to the committee
what it sometimes costs to get an answer to an apparently simple
question. This is a question that was asked about two weeks ago—
information was requested as to the number of amortization cases
that we have handled. the amounts involved, etc. We had to take all
of our auditors and clerks in three divisions and put them on the files
to get that information. and it took a little over a day to get it cut.
The salary cost on this job alone was in excess of $5.000. ,

The Crairkman. Has that been turned into the committee vet?”

Mr. Nasit. 1t is prepared, and is ready to be turned in this morn-
ing, Senator.

The statement showing the status of claims pending as of March
1, 1924, for refund, credit and abatement, for vears 1917 and 1918,
$60.836. That is a statement which was prepared and submitted to
the committee last spring.

The engineering division has a total cost of $31,288.15. That in-
cludes costs for the hearings of last spring, as well as from Septem-
ber 15 up to the time I was before the Appropriations Committee
sometime in December, The photostatic work—that is, just the mate-
rials—has cost us $1.949.75. That makes a total of $143 161.10.

The above figures represent the cost to the Internal Revenue
Bureau of the investigation being conducted by the special commit-
tee of the Senate. only in so far as actual cost records have been kept.
No estimate is here given of any work performed in the solicitor’s
office, the accounts and collections unit, the miscellaneous tax unit,
or the immediate office of the commissioner, nor can complete figures
be given for the income-tax unit.

It is difficult to give any accurate statement as to the number of
employees and clerks assigned to work called for by the committee,

-
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there being employees assigned to the analysis of cases now pending
before the committee, ete. The great bulk of the employees, however,
are assigned as follows: .

In the Statistical Division. 100 employees engaged in au analy-
sis of individual and corporation returns, as called for in the resolu-
tion of the committce.

In the Personal Audit Division. there are 54 auditors en this
same work.

In the Service Division there are 9 clerks, who are drawing
these returns from the files.

In the Engineering Division there are 20 engineers on all phases
of the work.

In the Consolidated Division there are 10 employees on the analy-
sis of returns.

In the Records Division there are 17 employees, making a total
of 210 employees, who are engaged practically all the time on this
work, besides those who are on it from time to time incidentally.

Mz, Manson, How many did you state are employed in getting
out the statistical information ¢

Mr. Nasu. There are 154,

The Croamyan. Those are regnlar employees in the bureau who
have just been diverted from their regular work to this work?

Mr. Nasn. Yes sir. We did have some temporary typists on for
a while this fall whom we used on this work, but we have had to let
them go, hecause we were overdrawn on our appropriation, and we
could not afford to carry them.

The CHammax, This means. then. not so much additional ex-
penditure by the bureau as it does actual delay in the perform-
ance of some of its ordinary functions: is that correct?

Mr. Nasu. 1 think that is true.

I want to make this explanation: In appearing before the Ap-
propriations Committee, it was necessary for me to show the status
of the work in the bureau. how we are spending our money, why
we need more money, and what we are doing. This was mentioned
as an incident in the work of the bureau. along with a great many
other things. Thix cost that I spoke of here is indieated as one
of the elenients of the total cost in the operation of the bureau,

The Cnamyan. Would vou say. after making that analysis,
that the work of this committee is justified ? )

Mr. Nasm. 1 do not believe that I can honestly say that I think
it is at all justified, Senator?

The Cuamyan, At all or all?

Mr. Nasu. I mean that not all of the work is justified.

The Cramyan. Would you say that any of it is justified?

Mr, Nasu. Well, I would not say that none of it is justified either.
I think a part of it is going to be very beneficial to us.

The Cuamkman. And part of it is not?

Mr. Nasu. May not.

_The CrammmaN. But you have not reached a definite conclu-
sion yet?

Mr. NasH. No sir,

The CuamrMan. Do you want to say anything further, Mr.
Manson ! '
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Mr. Manson. I do. In the first place, 1 want to make an analysis
of this statement, but it is not necessary for me to go very decply
into it. However, I do want to call a few facts to the attention
of the committee.

The returns on individual income taxes are taken dirvectly; that
is, the transeript we make, is taken divectly from the face of the
return.

‘The Cuamaan. Is it recopied, or is it just a photostat!

Mr. MansoN. In the case of imlividutds, it is copied from the
face of the return. 1 do not know what work is” involved i find-
ing the returns, but 1 have been compelled to verify every tran
seript I have received, back to the original retwrnx, because of
errors that have been found in so many of them, and the work of
verification involves as much work as the work of originally copy-
ing them from the returns. Al of that work has been done hy two
men, who, in addition to doing that. have made a complete analysis
of the profits as a source of income and loss deduciion, and cven
analyzing that down to the character of the stock. as to whether
it was railroad stock or industrial stock. They have carried that
work on in addition to doing as much work as was involved in
making those transcripts in the first place, and 1 have had all of
that done by two men, and we have received up to date something
less than 200 individual returns.

As to the corporations, there is no clevical work involved at all.
The return itself is photostated. There have probably been half
a dozen cases where the return, as we have received ity did not
contain all the information desired, and we have called for additional
information.

There have been some 4,000 returns, and I have had all of them
put through four different classifications, and in every one of
those classifications caleulations were involved. I have had every
bit of information taken off from those returns and tabulated. 1
have had them put through at least four distinct recapitulations.
1 have done that entire.job with a maximum of 17 people, work-
ing on an average of 46 days.

To save my soul, I cari not see where 154 people can be involved
in digging out those returns, if we can take those returns, examine
them, and put them through all of those classifications, some of
which require computations, tabulate every bit of information on
them, and recapitulate them with 17 people working 46 days!

As to 20 engineers being cmployed, our engineers are required
to take the returns that their engineers dig up for us. They advise
with our engineers, they answer questions: but we have had a.maxi-
mum of five engincers employed, who have made an exhaustive
examination, as is manifest from the work that we have presented
here. With 20 men, possibly, having been emploved to assist us.
and with four men w&m have made this careful examination and
this exhaustive examination, I can not see it.

My, Nasit. Mr. Chairman. this statement is prepaved from records
that have been kept in the income tax division. 1 understand that
the 54 auditors who are mentioned here and auditors that have been
taken from the personal audit division, and are used to dig out
these elements nt1 the personal returns that go on to the schedules
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which Mr. Manson has mentioned. We did try to use clerks on that -
work when it was first started, but we found, as Mr. Manson has
stated, that errors were being made, and it was not satisfactory.
That 1s why we put on auditors, who are people of a higher class
and who are more familiar with the elements of the returns.

I presume that Mr. Bright can show where these people are work-
ing, and if the committee wants to check up on it 1 will be glad to
have it done,

The Cuateman, You have the criticisms of Mr. Manson, and you
might 2o back and discuss them with Mrv. Bright, to see how he
justifies so many employees, and then, if ?fuu have anything further
that you wish to say to the committee the committee will be very
glad to hear you, I am sure.

Mr. Manson. There may be a lot of this data that has been pre-
pared—I1 do not want to be unjust here—there may ‘be a lot of this
data that has been prepared that has not yet been submitted to us,
in the case of the individual returns. When I come to think of it,
I believe that is true.

Mr. Nasu. I believe that is true. As the committee knows, our
files are scattered all over town. We have the 1917 and 1918 returns
in one building, the 1919 returns in another building, and so on.
The taxpayer, for instance, might liave a big income for 1918 and
1919, and may be in 1920 he would have a poor vear and wonld
make his return on a 1040-A form, out in San Francisco. or Tacoma.
or somewhere, and we have to send for that to complete the schedule.

There are hundreds of these sheets that are complete with the
exception of one or two returns, and we are trying to find the miss-
ing returns.  As I recall it, I was told the other day, that there are
3,000 cases which are pretty well worked out, but which are not
quite complete as vet.

Mr. Manson, I do want to say this at this time—and I think this
affords a good opportunity—TI believe the filing system of the Income
Tax Burcaun, taken from top to bottom, in all of its features. is
almost as good as no filing system at all. T do not hold the admin-
istration of the bureau responsible for it in any way. T think it is
entirely due to lack of room, and I believe that if the bureau were
equipped, or if it were provided the room in which it could main-
tain a modern up-to-date filing system, so that it could file, in the
case of individuals with high incomes, as it now does in the cases of
corporations. data that is accumulating from time to time, all in one
file, it would save at least 10 to 15 per cent of the total expense of
administering the income tax, if not more than that. The difference
between the amount of space necessary for maintaining a proper
filing system and the kind of one they have, is this, that they must
of necessity have accessible at the place where they are working the
current returns. That means that the old returns are filed every-
where and anywhere, and it is impossiblt to maintain a proper filing
system. I believe that 85 per cent of the expense, even if it was all
justified. is due to trying to find things.

Mr. Nasu. That is true. These special efnployees from the statis-
tical division are searching the files for these individual returns.

Mr, Manson. I want to say also, in connection with that statement.
of the expense, that I believe, for instance, in the engineering divi-
sion, if this were in a private institution, some statistics of their
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work would be kept and it would not be necessary, whenever Congress
calls upon them for answers to very simple questions, and questions
that are very. pertinent, such as have been put by the members of
this committee from time to time, to go un(F search through stacks
of papers, some of which would be 8 or 10 inches high, and some of
which would fill a good-sized trunk.

Senator WarsoN, There is no way of changing that until they
get new facilities, They have to have new buildings. This whole
business is scattered all over town. .

Mr. Manson. Yes, sir; and that accounts, in very large part, in
Ty opinion, for the confusion, the lack of housing, the lack of proper
office facilities, and I believe the expense of administering the
Income Tax Bureau, if it were properly honsed, would be cut down
25 per cent. I do not think I amrat all rash in making that state-
ment.

The CrairmaN, Then we ought to help Senator Smoot to get his
appropriation bill through.

Senator Watson. Yes: I think so.

Mr. Manson. I have delayed making this statement, waiting for
an opportunity when it would be pertinent, and that opportunity
never presented itself before. ,

The Cramrman. Is that all on that matter?

Mr. Nasu. That is all, Senator.

(The statement. submitted by Mr. Nash is as follows:)

Condition
of work

Numbher of | based on total !
employees nurmber of
hours assigned

' |
Cost to date l
Character of work
!
f

Sec. 1. The personal income tax returns with reference to |
which the Secretary of the Treasury fs called upon to )
furnish inforination to said committee are as follows: .
(a) The returns showing personal net income exceeding !

$300,000 for 1916,

(b) The returns, for the year 1920, of the individuals who
reported personal net income exceeding, $300,000 for 1916.

( * The returns showing personal net income hetween
$15 00 and $300,000 for 1916. .

(d) Thereturns, for the year 1920, of the individuals who ,
reported personal net incomes between $150,000 and !
$300,000 in 1916.

(¢) The returns showing personal net incomes hetween
$100,000 and $150,000 in 1916, .

() The returns, for the {em‘ 1920, of the individuals
who reported personal net income between $100,000 and !
$152,000 for 1916, X

(g) The returns for the years 1017, 1918, 1019, 1921, 1922, '
and 1923, of the individuals who reported personal net i

i

income exceeding $100,000 in 1916,

(h) The returns of individuals who did not report per-
sonal net incomes exceeding $100,000 in 1918, but who have
reported personal net incomes exceeding $100,000 in any
subsequent year, for the first year, subsequent to 1016, in |
which such individuals reported net personal incomes
exceeding $100,000. |

(1) The returns of the individuals mentioned in the |
next preceding paragraph for each year subsequent to the
first year (after 1916) in which they reported personal net | .
incomes exceeding $100,000. '

(NoTE.—The bureau was called upon toanalyze the above ! 136 $32,029.91 | Incomplete.

data in considerable detail). l
SEC. 4. An analysis of all corporations reporting net in- | 171 11,734. 74 | Incomplete.

come amountiag to $50,000 or more. * Much detalled in- 1

formation has been requested in this connection. !
Inventory of amortization ¢ases and furnishing data on | 1,202 5,382, 55 | Completed.

uestion of amortization. (Entire time for one day of !
all employees of consolidated returns division, corpora-
tion returns division, and engineering division devoted
to this task).
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Number of g h(‘.’nstl o ({“:Gl Conditl
< § umber of | based on total “ondition
Character of work rmployees | numnber of of work
. oty assigned
Statement showing status of elaims pending asof Mar. ¥, (... ... ... $60,836. 00 | Completed.
1924, for refund, credit, and ahatement for years 1917 and
1018,
Engineering division ealen . 31,228.15
PROtOSEIES. o et e e et S .. 1,M9.75 | Completed,
N T R IO 143,161, 10 |
1

NoTE.~The ahove fignres represent the cost to the Internal Revenue Bureau of the investigation being
cordlucted hy the special committec only in so far as actual cost records have been kept.  No estimate is
here given of any work {wrmrmed in the solicitor’s ofice, accounts und collections unit, the miscellaneous
glr‘sx u{x)it.i. or the immediate office of tl e commissiener, nor can complete figures be given for the Income

ax {'nit. .

It is difficult to give any accurate statement as to the number of employees
at present assifmed to work called for by the committee, there heing employees
assigned to the analysis of cases now pending before the committee, ete. The
grent bulk of the employees, however, are assigned as follows:

Number of l N
employees Character of work ‘
|
Statistical division. .. ... ... .. ..... 100 | Analysis of individual and corporation returns,
as called for in resolution of committee.
Persoanl audit. . _.... .. e e 54 | Do,
Servieedivision ... ... . .. L .. 9., Do.
Engincering diviston. ... .......... 20 1 All phases.
Consolidated. ... .._... e 10 Analyeis of returns.
Recordsdivision. . ... ... ... ... 17 All phases.
POl - oo 210 |

Mr. Harrsox. I have a matter, Mr. Chairman, in connection with
the New Jersey Calite Co. case. That was a case where counsel for
the committee questioned an allowance for depletion which had been
made to this company.

The Cuamyan. And also discovery, was it not?

Mr, Hanrson. And discovery. yes. It developed in the evidence
that was presented to the committee that in the engineering division
of the Income Tax Unit there was a decision, or an opinion which
was contrary to the taxpayer’s views as to the allowance that it
should have, and the case was appealed from the Income Tax Unit
to the committec on appeals and reviews in the bureau, and after
appeal to that body it was referred to a special committee of appeals
and review, of which Mr. A. W. Gregg was then chairman. Mr.
Gregg's name was mentioned at the time this case was discussed
before the committee, and the chairman of the committee, at that
time, if T remember correctly, asked me if I thought it wise to ask
Mr. Gregygr to appear before the committee. I replied that Mr. Gregg
at that time was out of the city. Mr. Gregg has now returned to
the city, and is here, and I believe he ought to be given an oppor-
tunity, if the request is not specifically made, to explain the decision
which was reached in that case, and also to state the manner in which
the case reached his committee, and what gave rise to the special
committee on appeals and review which was then in existence.

Mr. Manson. Mr. Chairman, that case was presented by Mr.
Davis, and I think, if Mr. Gregg is to go into it, we ought to send
for Mr. Davis. :
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The CuamrManN. I would like to ask Mr. Gregg if he has the
circumstances of this case in mind? .

Mr. Grece. Only vaguely., I just want to give you a brief state-
ment of the cise, and I do not want to argue the merits of it at all,
I have not had an opportunity to go into it fully enough. I can
give vou the reasons t}mt I think justify the conclusion reached in
the case, and I would like to do so, if that is agreeable to the com-
mittee, at this time, because I am very short of time.

The Cirairman. You may proceed. then.

Mr. Grraa. T would like to give you the background of the deci-
sion in that case. '

In Decembei of 1922 we started looking at the conditions in the
bureau. and found that the committee on appeals and review was
away behind in its work and had been getting move so all the time.
That committee started as a body of three men. At this time in
1920. it was composed of 12 men and it was still falling behind all
the time.

The statute gives the taxpayer a right to appeal to the commis-
sioner prior to the assessment of a deficiency. He had that as a
matter of right. In all these cases therefore, a decision had to be
made prior to the running of the statute.

In December, when we took stock of the conditions in the com-
mittee. we found that they were about 600 cases behind.

The CirameyaN, That was December of 19227

Mr. Grrce. December, 1922, The 1917 cases which had to be
decided were to be sent back to the Unit, in accordance with the
decision, and assessment had to be made prior to March 1: so that
we were in rather serious circumstances as the result.

To dispose of just these accumulated cases, a special committee
was created, just a temporary affair, to take over the<e 600 cases,
As soon as we disposed of them. that committee dissolved. 1 was
made chairman of the committee. and T wax really given my pick
of the bureau for the other men. T picked those that T consideréd
the most able men in the.bureau. T had Mr. B. M. Price. who
handled the case in question, and Mr. Hamel. who is now chairman
of the Board of Tax Appeals. created by the 1924 Act, and two
other gentlemen. The cases were all disposed of about the first of
February. which gave the unit just about a month to make the audit
in accordance with our decision, and dispose of the cases.

With reference to the case in question Mr. Price handled the case
originally. and the question involved was the valuation of a clay
deposit. The taxpayer claimed a valuation of about $130.000, rep-
resenting the par value of the stock issued for the property. The
unit allowed him about $9.000, as T remember it. )

He appealed to us, and Mr. Price, who handled the case singly—-
we could not sit in groups—wrote a decision. allowing a valuation
of $106.000. which was based on the following facts:

The taxpayver could show his earnings for the years prior to
incorporation. He had incorporated, let me say. in 1916, and it was
a question of valuing the property as of that date. He could show
his earnings from the operation of the property for years prior to

vincorporation. Of course, the contents of the deposit were known,
and the costs of production and transportation were known, because
he had bLeen operating the property.

-
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On the basis of those known facts. we set a value of $106,000,
based on a capitalization of the future earnings of the property,
derived from the knowledge .gained from past experience prior to
incorporation.

The Crararan. What retwrn did you show on the capitalization?

Mr. Greea, We discounted back. I think we probably followed
yvour regular formula on that, Mr. Greenidge. What is vour recol-
lection of that?

Mr. Greexmce. Eight per cent and 4 per cent, as T remember it.

Mvr. Grece, Yes: T think it was 8 and 4 per cent. I think that is
probably a fair rate. There was nothing problematical about the
contents of the deposit. so the valuation was based on known facts.

The unit then protested against our decision, and it caine up to me.
They said it would necessitate reversing their rulings and overrul-
ing prior decisions. They wanted to base the valuation on the
following factors:

Three leasesx whiclh were made in adjoining territory. Of those
three leases. one was made in 1918, and one in 1920, T think we can
let those two out immediately We were valuing as of 1916, and
something that happened either in 1918 or 1920 as to similar prop-
erty was certainly not admissible evidence, legally.  "The 1916 lease,
Mr. Price contended to me. was not comparable to the one in ques-
tion. for several reasons: first, the transportation cost was different;
second. the coxts of production of this property that we were valuing
were exceptiondl. in that it was located on a hill and accessible for
surface quarrving. and he said that, in his opinion, that other lease
was not admissible evidence.

We left out all but the two single factors—ecapitalization of earn-
ings and the par value of the stock issued for it. The par value
was. not entitled to a great deal of weight. but it certainly is legal
evidence.  On the basis of those facts, I discussed the case with Mr,
Hamel and with Mr. Price, and wrote a memorandum to Mr. Driggs,
the head of the section, telling him that we adhered to the decision
previocusly given, and 1 stated in it that the decision was based on
those facts and the peculiar conditions of the case. and 1 did not
think it necessitated the reopening of any other cases in the bureau;
that on that basis I thought it should remain settled as it wuas.,

I would like to say this one other thing to the committee in con-
nection with that case. We decided about 500 cases and I think if
the committee went into the 500 cases they would probably find some
of them—not a great many, but a few—where they would disagree
with our conclusions. I think that if Mr. Hartson went into them
or Captain Rogers went into them, they would find eases in which
they would disagree with us. There were cases, a few, unquestion-
ably. where we disagreed among ourselves. But the fact was that
we had to decide the case. We could not say it was a difficult ques-
tion and that we did not know what the answer was. We had to
decide it one way or the other. Unquestionably, we made errors ir
the decision of some of the cases, but we did decide them, and we
decided them before the statute ran. That was the matter of pri-
mary importance, and it was done.

The CuairMaN. Did it not seem to demonstrate in this case that
the conclusion arrived at did an injustice as between taxpayers?
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Mr. Greea. No, sir; I do not think so. If any other taxpayers
were under the same conditions as ths particular taxpayer was, he
was certainly entitled to and there was no reason in the world why
he should not receive exactlv the same treatment. It was a matter
of proof. Senator, why should we decide that case on evidence
which, if we got into court, we could not even get admitted?

Mr. Manson. Right on that point, I do not know anything about
the facts in this case, as I stated hefore, but I submit to the Iawyers
who are members of this committee that—in the first place, this was
not a clay deposit: it was limestone—a transfer of a quarry within
two vears, in the same neighborhood, is the best evidence possible,
‘The price received on a transfer within two years in the same neigh-
borhood is the best evidence of market value, provided it can not be
shown that something has occurred in the meantime which has
changed the market values in that locality.

I have tried several cases in my own experience in which evidence
has been admitted, and has been sustained hy appellate courts, where
transfers within a period of as long as six years had heer: made, and
that evidence has been accepted. That would not be true of city
real estate where a city is growing. It would not be true of farm
property where it can he shown that values have changed: but even
m the case of farm property, in the absence of a showing that values
have changed, evidence of transfers within the two-vear period is
always accepted. Tn the case, for instance, of natural deposits, it
certainly is accepted.

Mr. Grece. T do not remember. Mr. Chairman, whether it was
limestone or clay deposit, but that is not material.  As I say. it all
comes hack to the question of judgment. T do not think the leasse
made subsequently withont a showing, and there was none, that the
values were the same, without a showing that properties similarly
sitnated—-

Senator Jones of New Mexico. Mr. Gregg, the question that is
troubling me is the question of arriving at these things. There
seems to be a general methnd in the burean. I ean not reconcile
myself to the proposition that what is made out of the finished
product onght to have any kind of material bearing as to the value
of the mine or the deposit itself.

« Mr. Greae. Well, Senator, if T may answer that, T think that is
a much more important question than this particular case.

Senator Jones of New Mexico. Yes.

Mr. Grrece. You can not have offers and sales around the date in
every case, and you have to consider other factors, and you are
determining the market value by the statute. In determining market
value. is not the best wav to look at the factors which a purchaser
would consider in determining the purchase price that he was willing
to pay for the property, which are the same factors which a seller
would look at in determining the amount for which he would sell?
Are not both of them primarily interested in arriving at such an
amount?

Senator JonEs of New Mexico. That has been argued here time and
again, but is not that real value there given through the develop-
‘nent of the process of manufacturing the article and putting it on
the market? Is not that where the value is? Here is your natural

“
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product in the ground, and we may say that it has no value unless

you can use it. Now, some one patents a process or discovers a proc-

ess for handling it and making something out of it. Are you going

to atnii;mte all of those discoveries to the value of the ore in the
round ?

& Mr. Greca. Does not that tend directly to the value of the ore?

Senator JonEs of New Mexico. It seems to me not. Take a man
that discovers a process of reducing zinc ores, and that has heen a
very difficult job in the metallurgical world. We will say that man
discoveres a means for reducing zinc ore. Are you at once going to
give the value of the finished product. in large measure, or in greatest
measure, to the ore in the ground, or to the discovery of the process
whereby the ore can be used?

Mr. Gueca, May I answer that in this way, Senator: You will
concede, I think, as a starting point, the definition of market value;
the statute prescribes market value.

Senator Jonrs of New Mexico. Yes.

Mr. Grece. And if we will agree on the definition of market value
as the price at which a willing buver will buy and a willing seller
will sell, neither under anv compulsion--—

Senator Jonrs of New Mexico. Yes.

Mr. Grrecc. Suppose then yon owned a zinc deposit, its value
before this new process would have heen comparatively small. As a
matter of fact, it might not have paid to work it at all. After this
precess has heen developed, does not the market value of that
property increase materially? In other words, can you not go out
and sell it for a great deal more than yvou could have sold it for
before the process was developed? Does not that show that this
process. by increasing the amount of money that can be made from
the operation of the property, is in itself the primary factor in
dotermining the market value of the property?

Mr. Maxsox. Does not that depend on the amount of such natural
resources as are otherwise available? In other words, if T have a
process that can be applied to zine ore, wherever it may be found,
the fact that my process has reduced the cost of production ce. tainly
does not inerease the value of a particular mine I happen to own, as
distinguished from. perhavs, hundreds of other mines, the product
of which ean be reduced through that process.

Mr. Grige. May I ask you a question there? Suppose you had a
mine frem which yon knew from past experieuce that vou could
make a hundred thonsand dollars a vear profit, through operation by
paid employvees, and that it wounld last {for the next five years. As-
sume that those factors could be determined accurately. Suppose a
rew invention is made that reduces the cost of operation of that
mine_to snch an extent that you can make $200000 a vear for the
next five years under that process, taking into consideration the ad-
ditional cost, if anyv. Now. would you, fhe day after you get that
information, sell that property for the same price as you wonld have
the dav before you received the information?

Mr, Ma~xsoN. Why. certainly. for this reason. that what you are
arriving at is the utility value of the property to you, and not the
market value of it, and not the value which somebody else would pay
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for it. Tn other words, you assume here that a man is going to pay
ull of the profit that he will expect to make——

Myr. Grrge. Oh, no.

Mr. Manson. And certainly if a man is going to pay the profit
that he expects to make, there is no inducement to buy.

The CuammaN. Just a minute. I think, in answer to Mr. Gregg's
(uestion, I certainly would sell the property if I could go out and
buy another piece of property that belonged to somebody who did
not have the process and who, in all probability, would sell it to me
willingly at a less price than what T had sold the other one for.

* Mr. Gneaa. That is perfectly true, Senator: but suppose this
process has been known for years, that everybody is using it. and
that it has jumped the value of the other man's property just as
much as yours, .

The ('mamman. Not at all, because in that one instance, u farmer
or a laborer may own the mine, a man with no ability or competence
to organize a production plant, with overhead and a selling system,
and therefore, to him it is not as valuable as it is to you.

Mr. Greca. No, sir; bute——-

The Cnamymax. And yet his ownership of this produet has a bear-
ing upon the market value of your particular property, which,
through your ingenuity and ability to develop, you have.

Mr. Manson. There is also the question of the ownership of
eapital. '

The Cnamrmax. That is another element.

Mr. Manson. Yes, the mere fact. that vou have the capital together
to operate a property. This method of valuing, of giving the ma-
terial in the ground the value which is added to it by the collection
of the capital or the ownership of the capital. by the organization,
by the selling ability, by the good will, by everything that dis-
tingunishes a successful business man from an unsuccessful one.

The CuairmMan. I think the bureau admits it, and yet 1 have not
come across a specific case where they have given going concefns
value. The difference between going concern value to the particnlar
property that you are using and the lack of going concern value to
a property not yet developed, the two values are not comparable.,

fr. Grroe. I am afraid, Senator, I did not express myself well,
‘Let me give you a specific case.

Suppose I'am the owner of this ore in the ground, and you wish
to purchase it. We both know all the facts and neither of us is
under any peculiar conditions with respect to the })1‘01)0&1_\'. You
have the property examined to determine the mineral conient.  You
have it analyzed. All the facts are known to both of us. Is not
what you will pay me for that property determined to a large extent
by the cost to you of marketing the product, the estimated cost? 1In
other words, the method of refining the ore—I do not know enough
about the industry to discuss it—the method of refining the ore, and
the cost of refining it, are not they factors which you are going to
take into consideration in determining the price that you ave willing
to pay me for the property?

The CuairmMan. Yes; to some degree. But here is a mine that has
not been developed. Here is a mine that is owned by some man
without capital, and without ability to organize, and here you are
over here with this other mine.
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Mr. Gregg. Yes.

The Cuamman. With the ability und the organization you have
for developing it. In all propability, I could not buy your mine
after you had it organized at the same price that I could buy this
other man’s mine, and yet this other man’s mine would be just as
valuable to me, because I am going to organize it and develop it and
produce, anyway ; so that this man is a factor in fixing the value of
the product in the ground.

r. Greag. I want to get away from the comparison of a going
concern With a new property. Of course, n going concern has a
value in itself. It may have an organization, and 1t may be a very
efficient one. It may have good will or something of that sort; but
let us come back to two undeveloped properties.

The CuairMaN. Go right to that case that you have just been dis-
cussing. ‘

Mr. Greca. That is what I was going to do.

The Cuairman. You show the capitalized earnings on that, and
yet if it had not been a developed mine, you would not have known
what the earnings would be; so the method of capitalizing enrnings
and fixing the value of the product in the ground does not seem to
me to be a justifiable method.

Mr. Greea. Coming to that specific case, I think, in going in there
myself to purchase the property at the time, I would be primarily
interested, without knowing anything abou¢ it, in how long the

roperty would last, the amount of money that I would make out or
it, what discount I would have at a fair rate to take care of the risk,
and I would figure whether I would want to invest so much money
and receive out of it so much money to take care of my risk, and the
discount for the use of the money. Those are the factors which we
take into consideration, and I think they are the accepted factors
in valuing mineral properties. Mr. Greenidge, the engineer, is here,
and he is more familiar with that than I am.

The CHamrman. Is that the generally accepted method, Mr.
Greenidge?

Mr. Greexmar. That is the adopted method in the Minerals
Valuation section. TIn the absence of anything better, it is the
method for determining the value.

The Caamman. T would like to ask in that conncetion. whether
any attempt has been made to get a better method of valuation,
rather than the mere capitalization of the earnings?

My, Gueenimar, Yes, siv,

The Cuairman. Iave you ever discovered any other method?

Mr. Geeexingr. Where we can find sales of similar properties, or
the sale of an interest in the same property, those are considered
by the Engineering Division as the very best evidence of value.
Going back to your proposition of a while ago. occasionally a man
owns a piece of property which he has neét the money to develop.
and has not the ability, perhaps, if he did have the money. He
says to some one, ©* 1 will sell you a half interest in this property for
$100,000, and then you can get your friends to come in and supply
the money and brains and energy nccessary to develop it.” The
payment ‘of that $100000 for a half interest is taken by the de-
partment as correctly demonstrating $200,000 to be the value of the
property as of the date of that sale. '
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The Cirameman. Well, that is probably correct, because you could
probably go out and raise the money from some of the others.

Mr. GrReeNIDGE. Yes.

Senator Jones of New Mexico. I have in mind a very large num-
ber of mines which were too low grade to work by any known
process. Finally, a process was discovered by which those proper-
ties could be worked to advantage. Now, would you increase the
value of those ores in the ground by reason of the discovery of the
process? ‘

Mr. Grego. If it were, of course you would not give a higher
valuation than if the process had been discovered at the date of
valuation.

Mr. GreeNime. 1 do not want to, presume to know what the

Senator is talking about, but 1 think he is referring to the flotation
process for the treatment of low grade ores.

Senator JoNes of New Mexico. Yes, I am.

Mr. GreeNee. Where the properties have been transterred sub-
sequent to the discovery of that process, of course a much greater
value must be given to those properties than would have been
given to the same properties prior to the date of the demonstration
of the commercialability of the process. We could not give in-
creased value to this property prior to the date of the demonstration.

Mr. Grrae. That is just the point I was trying to make.

Mr. Geeexme. And it is why many concerns come hefore the
departmient and say we are pretty havd boiled and pretty arbitrary,
hecause we do not permit them to apply to the March 1, 1913, value
of the property processes which become known at a later date. It
may have been definitely known that their properties were not
workable by the processes known at the date of valuation; we are
therefore estopped from allowing value, and are subject to a great
deal of criticism because of this.

Senator JoNes of New Mexico, After the process is discovered,:

then, in order to arrive at the value of the ore in the ground, you
take the going business, with the process in use. and allow what I
think is a very modest return for profits on the business, and that
is carried back, and the ore in the ground, it seems to me, is given
an extraordinary valuation by this process here, which seems to be
in general vogue.

Senator Watrson. Is all of this discussion germane to the propo-
sition of getting stone out of the quarry? Was there any new
process discovered ?

Mr. Grege. It is germane to the question that Senator Jones
asked, in criticising our general theory of looking at it.

Senator JonEs of New Mexico. It is the general proposition. That
is very important, and it is giving me a great deal of concern.

Mr. Manson. In this particular case, I would like to call atten-
tion to the fact that the product of this quarry was used very largely
for flux in reducing iron ore. I would call attention to the fact
that in 1918, during the war, there was just as great a demand for
limestone for flux as there was during 1916, and it was practically
under the same conditions.

Mr. Grece. May I interrupt?
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Mr. MansoN. And the value of the product of a quarry similarly
situated in 1918 would be almost identical-—

Mr. Grege. May I inteirupt?

Mr. MansoN (continuing). Just & minute. With the value of
the product of this quarry in 1916, with practically no change in con-
ditions at all. That brings the quarry that was leased in 1918
directly in line as competent, legal evidence, and the best evidence
of the value of this quarry in 1916.

Mv. Grree. May 1 ask, do you know whether there was any newly
developed limestone quarry between 1916 and 19184 That, of course,
would affect the value. Do vou know whether the demand was the
samie in 1918 as it was in 19162

Mr. Maxsox. Yes: I do. 1 know that the demand for everything
connected with the iron industry was as great in 1918 as it was in
1916.

The Cuammyan, I do not think that question is competent, any-
way, because nothing has been introduced here to the effect that
you had any such information before you when you decided this
case, Mr. Gregg.

Mr. Grece. As to what?

The CirairMaN. As to whether the demand in 1918 was equal to
the demand in 1916, or whether there were any new discoveries, or
whether the conditions were typical, so that you are introducing a
subject here.which has not been presented to this committee as a
basis for deciding this particular case apparently at wide variance
with the decision in all other like cases.

Mr. Grece. I do not think it was decided at variance with the
decision in all like cases. It is the practice, where we are not satis-
fied with the other evidence, to use the capitalization of earnings.

“Senator JoNes of New Mexico, 1 think one of the criticisms that
the committee has is that each individual group of engineers or con-
ferees, as made up of the different classes of men or ditferent mem-
bers of the bureau arvive at different conclusions, such as you have in
this case, and in so doing they have done great injustice as between
axpayvers, I mean by that that in your case you seem to have been
overliberal with the taxpayer, and the decision was certainly greatly
in his favor. In other cases engineers and conferees have been
more strict and not so liberal, and the taxpayer therefore has been
penalized more than the taxpayer in vour particular case, and as a
result, there has not been any uniformity of policy in connection
with these review cases.

My, Greag. I do not think we were too liberal in this case, but,
leaving that aside, on the question of uniformity you are perfectly
right, There has been a decided. and necessarily so. lack of uniform-
ity in the disposition of eases. T do not think anyone in the bureau
will deny that. When yvou have to have as manvanen passing on cases
as we have to have, you can not get absolute uniformity. We have
tried for it; we have at least attempted it.

Senator JoNes of New Mexico. Can you not get more uniform-
ity—I do no want to interrupt, but if these things were held in the
open, where interested parties in like cases could hear the testimony,
could you not get more uniformity?

92919—25-—pT 8—0d
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Mr. Grreea. Of course, we have gone very far toward that in
the creation of the board of tax appeals on appeal cases. In a
great many of those cases the taxpayers appear really in a body to
argue a general principle.

Senator Jones of New Mexico. Yes: but if the conferees in these
private conferences satisfv the taxpayers. there is then no board of
appeals to go to, and there is no pubiicity of the decision.

Mr. Greee. That is very true.

Senator Joxes of New Mexico. In other words, you msay have a
group of conferces in one case, another group in another case, and
another group in another case, and all the groups may decide almost
identical cases in three different ways, and in perfect harmony with
the ideas of the taxpayers. Those cases do not go to the bourd of tix
appeals, and therefore there is no publicity as to the rulings: there is
no publicity as to how you arrive at your conclusions. and there is,
therefore, no uniformity of decision, and the board of tax appeals
does not correct that situation at all.

Mr. Grece. I did not say it corrected the entire situation. It
takes care of a limited class of cases, and only a limited class; but I
will agree with you entirely as to the desirability of absolute
uniformity. I think that is important, but I do not think it can be
achieved with as big a job as we have. That was one thing that was
most interesting in the English system. They do not even attempt
uniformity.

Senator Joxrs of New Mexico. They do not even attempt uni-
formity ¢ ‘

Mr. Grree. No. We have tried at it, at least, but we have not
succeeded in the attempt. We have tried at it. but they do not at-
tempt it. There is a provision in the statute allowing claims for re-
funds for 1920. Before that thev were not allowed. Tt savs in
that provision of the statute, after saying they may be allowed
within three years, that, however, no claiin for the refund of taxes
will be allowed if, at the time the tax was assessed, it was assessed
in accordance with the then practice of the department.

The Cuamrman, That is substantially what you do now? -

Mr, Grece. Noj if we have to change—-—

The Cuamman. If you change your ruling, vou do not go back
and change it in all of the other cases?

Mr. Grece. Possibly we do, theoretieally: practicallv we do not.
The taxpayer can always come in, however—-

The Ciairaan, Yes: but he has no means of knowing. because of
vour method of adjusting these cases.

: Mr. Grege. That is true. but there is this provision right in the
aw,

The CaamrMan. Are the taxpavers entirely satisfied to have this
lack of uniformity of decisions in England ?

Mr. Grece. They are much more satisfied than our taxpayers are,
because they do not attempt to collect 100 per cent of the tax.

The CrarManN. What do you mean by that, that they do not
attempt to collect 100 per cent of the tax?

Mr. Grege. They compromise; they bargain on the tax.

The Cuamman. Do you not do likewise here?

-
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Mr. Greci. Not to any great extent. We decide a case, and it
may work a hardship on an individual, and we say, “ That is un-
f(%x'tunate, but it is the Iaw.” In England, they knock off a portion
of it.

The Ciamrayax. I think you will find that there has been a lot of
compronise in the prohibition unit.

Mr, Grece. Well, that is a little out of my jurisdiction,

Senator Joxes of New Mexico. T think we have a preat deal of
evidence here of this compromising system in these cases that have
come before us.  That has come up time and again. Take the Ber-
wind-White case. One engineer thinks this, and the other that, and
finally they wet to the point where the taxpaver is satistied. He
keeps on amending his claim.  Some factor comes in that he does not
like. and he will increase his claim here and somewhere else. and
finally he will get all he wants. That seems to be the result.

The Crrairman, The evidence verifies that absolutely.

Mr. Grese. 1 do not agree with that statement. Are you not
judging frorm a comparatively few cases?

Mr. Maxsox, Pardon me. Then, the taxpayer assesses his own
tax. \

The CHanovax. T think the evidence sustains that.

Mr. Grree. T was discussing it in that respect.

Senator Joxrs of New Mexico. 1 am not satisfied vet as to that
formula for estimating natural resource value. I declare it does
seem to me that that <ort of a formula can not bhe fair in any case
I ean see how the fact that the property can be used at a profit
might become a factor in a case. but nevertheless it seems to e,
and it must be univer-ally so. that vou can not. by any absolute
formula. based upon profit. get at the market value of a body
of ore or any other natural resource. You have to take into con-
sideration the quantity of it. That may be discovered, and the
demand for it {ms something to do with it: but simply to take
a formula and say the operating end of this thing shall mnake only
a 10 per cent profit, or any uniform rate of profit. can not possibl
be a correct hasis of reaching the value of the ore in the ground.

Mr. Maxnsox, T would like to call the Senators’ attention to this
situation.  You might have twe natural deposits. both of them of
exactly the came quality of ore. and both of them similarly situated.
One of them would be financed by people who would have plenty
of capital. people who would have the most modern machinery. the
best methods of reducing the ore. and who would have business
ability to build up a market for their product. The other company
wonld be financed by people who had insufficient capital. who had
no business ability. and who did not look after their business. In
that case. the wnsuceessful company would receive a much lower
valuation under this formula for identicallv the same ore deposit
than the snccessful company would receive.

Senator Joxes of New Mexico. T think that presents in a very
clear way the thought that has been running through my mind,
that you can not adopt a formula depending on the business pros-
perity, which will give you a correct view or notion of the value of
the ore in the ground. j

pu’
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The Cuairman. From the taxpayer’s standpoint, for instance,
if you trace these properties back to their local political subdivision,
you will fihd that they do not stand for any local assessment based
on the theory you adopt for valuing the mine, and let some other
mine which 1s not worked get off at a lower tax. In other words,
they would not permit or stand for their local assessors assessing
the value of the property on any such basis of earnings as you
have used, would tEey?

Mr. Gregae. Just one word on that, Senator. - I have not advo-
cated the use of capitalization of earnings, expected future earnings,
where you have other evidence. It is a matter of using it as a
last resort. I think those factors all enter into market value.

Assume, for example, two mines identically alike. and neither
one opened. One has a railroad running right by it: the other
is 30 miles from a railroad. Now. that factor certainly influences
the cost of developing the property or selling or marketing its

roducts, and that certainly influences the market value of the mine,

ou would pay more for the one than you would for the other.
All we do is to take those factors into consideration.

I do not think—and Mr., Greenidge will correct me if T am
wrong—that in the case given we would give different values. Take
a copper mine. We are trving to draw a picture of the way I
understand valuation is fixed. Take a copper mine. We estimate
the cost of the shaft, the cost of the machinery to vaise the ore. [
do not know about the cost of the refinery: I do not know enough

Mr. GreENinGeE. Not unless it is necessary.

Mr. Grece. Not unless it is necessaryv. Mr. Greenidge says. We
take into consideration all of these things. Then we estimate the
cost of production and make a reasonable allowance for deprecia-
tion of these investments necessary to develop the property. the
cost of transporting the property to market, and the making of
an allowance for the profit they would make. It is a theovetical
profit and would be the same in the two cases. We discount that
property back to make up for the use of the money in the mean-
time. and the discount made is high enough, and ought to be high
enough to take care of any risk involved.

Senator Jonrs of New Mexico. May I inquire if yvou know of
any mining concern that. in buving a piece of property in the ground,
has ever been willing to pay for a mine on any such basis as is fixed
here for valuation?

Mr. Greae. T can not give you an example of that at all.

Senator Jones of New Mexico. T say you can not do it. If vou go
into a mining venture vou expect a great deal more profit than has
ever been figured on here. If vou can not get a hundred per cent
or a thousand per cent. or something like that, on what vou put into
it. vou do not do it.

Mr. Grece. That is not true of known ore hodies. where the extent of
the ore body is possible to be determined, and the cost of producing
it is definitelv determined.

Senator JoNgs of New Mexico. Well. my dear brother, T think it
is. OfZ course, there is not so much chance in one case as there is in the
other, but on any kind of an ore hody or mining venture that is so,
unless it is possibly in the case of coal, where there is a stable value

LY
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for it, or a controlled value, or something of that sort. I imagine
that in the anthracite field that does have a whole lot to do with 1t,
but that is a controlled préduct there. Take any sort of an ordinar
mining venure, or an ordinary gravel pit, selling sand and gravel,
even there you are not willing to undertake it on a 10 or 20 per cent
basis. .

The Cuairman. Certainly not. when you can lend the Belgians
money at 7 or 8 per cent.

Mr. Greae. Of course, there has to be something there to take care
of the element of risk. That is perfectly true.

Senator JoNes of New Mexico. As I understand it, the highest
formula they have here involves a 20 per cent profit only.

The CHairMaN. Have you anything further you want to present,
Mr. Hartson, on these tag ends? :

Senator JoNes of New Mexico. I would like to invite the honest
and sincere effort on the part of you gentlemen engaged in
that work to devise some plan for handling this thing other than
that which is adopted, because I declare this will not stand the light
of day. it seems to me, in reasonable minds; and I do not say that
to criticise m  ves, or anything of that sort. I have nothing of that
kind in mind, but it must be apparent that this thing will not do, ana
if it were published to the country to-day that that is the way this
thing is being handled. I am satisfied that there would be a protest
from all over the country on the part of the other income taxpayers
and from other lines of industry. I have heard it said time and
again that these natural resources are not’ gaying ang tax—I mean by
that anvthing like the rate of tax that is being paid by other indus- -
tries of the country.

The Cramryaxn. I think that will be found to be almost absolutely
correct, so far as the oil well business is concerned.

Mr. Gueca. Qil. of course, stands on a little different footing.
That is peculiur. There is a provision in the statute with reference
to discovery, Senator.

Senator JoxNes of New Mexico. On the question of the discovery
value of the oil, I understand the difficulty in the way. You have
to take into consideration not the profit you make out of it, but
what other similar properties are being sold for. There is also
a large chance being taken there, but I will venture the assertion
that there is not an oil concern in existence that would pay
for a well or a property on any such basis as is fixed here as a
formula for ascertaining discovery or depletion value.

Mr. Greca. I do not know the basis used in valuing oil properties.
Of course, in one project they make a very large allowance for the
clement of risk, but as to the method of valuing the properties,
Senator, the only other cases that I have ever investigated were in
Wisconsin. Doctor Adams valued the propertie$ in Wisconsin from
time to time, and he and I discussed it, and they were forced to
use this system. They were pretty harsh in knocking off a good bit
for the element of risk, but they were forced to use the system
of capitalization and the so-called analytical appraisal.

Mr. MansoN. Take the zinc mines in Wisconsin. The zinc mines
are very close to the surface of the ground in southwestern Wis-
consin, and the man that discovers the zinc, notwithstanding the
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fact that it takes very litde capital to develop it, generally recog-
nizes that he has not very much until he can find a promoter. The
promoter of zinc mines in Wisconsin used to expect to get at least
J0 per cent of the stock, and was then paid big commissions to
sell the balance of the stock, I do know that in the zinc mining
industry in southwestern Wisconsin the cest of raising the capitul
was the big element in getting the zinc mine into operation. 1f
you were to consider buying stock in an operating zinc mine you
would probably resort to a method similar to the one used here, but
that is where the capital has already been raised, and the mine is
in operation. But to just take a mine that has been discovered
and the extent ascertained, and compare it with a mine that is
already financed is entirely out of the questicn, because the big
thing 1n southwestern Wisconsin is‘to get the money.

Senator Jones of New Mexico. Any individual financing a gold
mine or a zinc mine or a copper mme will figure on at least a
thousand per cent profit in the final development and the marketing
of the product. In the financial statements in the papers you see
the prices at which the stock is quoted on the market, and 1t is at a very
small fraction, in many cases, of its par value, even, and the number
of shares issued in proportion to anything that they pay for the
mine is away beyond anything like a 20 per cent basis on what
they expect to make out of the mining and the marketing of the
product. I tell you the system will not do.

Senator Warson. Will you formulate a statute that will correct
it and make it an absolute rule of law ¢

Senator JoNes of New Mexico. As you have probably observed,
1 have just invited these gentlemen to put their heads to work in
order to devise some other method.

Senator Wartson. That is administration. thougl.

Senator JoNes of New Mexico. Yes.

Senator Warson. That is true. ,

Senator Jones of New Mexico. I do not know that we will need
any change in the law on this subject, but it must be developed by
some other process, because it must be appavent that this thing can
nlot be accepted by the public, and we have to devise something
else.

« Mr. Grece. I am sure we are all as anxious as the Senator to de
things better.

Senator Jones of New Mexicc. I think you are. But something
must be done. I think that it is quite clear that this thing will not
stand the light now. People will not be satistied with it if they
find out what is going on, and, as I stated before, I want to assure
you that I am not criticising the motives of anybody.

Mr. GreeNipGe. I would like to make two comments.

First, I wish to state, as head of the engineering division, thai I
fully agree with what Mr. Manson has had to say about the neces-
sity and importance of more statistical information being compiled
and kept in that division. I think that was vour statement, was
it not?

Mr. MansoN. Yes.

* * Mr. GReeNIDGE. But to do that we will have to have an increased .

pay roll, and, if I am correctly informed, there is a great deal of
opposition to that. :

-
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Mr. Mansoxn. Is it not true. Mr. Greenidge, that at every session
of Congress you are called upon to furnish more or less informa-
tion. and that every time tou are called upon for information vou
have to go back and go over every file in vour division relating to
that particular subject. and that the cost of doing that work under
those conditions is far greater than the cost of keeping such statistics
as vou, as head of that division. must be able to anticipate being
called upon to furnish?

Mr. GreeNimer. I could not agree with that in its entirely, Mr.
Manson. What voun state is partly correct. but to carry it to the
degree of nicety which is necessary to make such statistics of any
value whatever, a more permanent and expensive organization
would be necessary for that purpose.

Senator Joxes of New Mexico. Mr. Greenidge; I have been on
the finance Committee now for eight years, and the legislation
which we have had to deal with has been framed more or less in
the dark, at every step we have taken, and if Congress is going
to legislate intelligently, we must have this information.

Mr. GreENIDGE. I agree with you, sir,

Senator Joxes of New Mexico. And I think one of the great
big things that have come out of this investigation is to devise
the kind of statistics that ought to be available to the Congress,
and promptly available, when we are dealing with matters of
legislation. It seems to me that, regardless of what it may cost,
it is the sine qua non: we must have it in order to legislate intelli-
gently. It will not do to get these things ont a year or two vears
or three yvears after they ave needed. Mr, Gregg realizes the dark-
ness in which we were groping during the passage of the last revenue
hill. We did not have any of these statistics. We had all scrts
of impractical statements made, and we could not assess the
value of such statements, hecause we did not know just how to do it.

The Cuamyan. I should like to ask Mr. Grege if there is not
some way of reorganizing the department so that vou could get
at the statistics as they seem to be necessary in the work that we
are doing here?

Mr. Grece. Mr. Nash ean answer that better than I can. He has
already told you of the difliculty that we have labored under in the
way of improving the organization and in getting such statisties,
How many men have we in our statistical division now, Mr, Nash?

Mr. Nasn. In our present statistical organization, about 100.

Mr. Grrac, They prepare these statistics, covering income.

Senator Joxes of New Mexico. The trouble is that we get them
about eighteen months after the vear is over,

Mr. Grrce. Yes; they are not prepaved in time to be really help-
ful because the conditions have changed so in the meantime that
they mean nothing. practicallv. To have an ordanization capable
of giving us those statistics as we want them and as the Treasury De-
partment wants them, and the Treasury Department wants them
Just as much as Congress, in determining our recommendations
on legislation. it would require a much bigger organization than we
have, and much bigger than we can afford. Is not that correct,
Mr. Nash?
~Mr. Nasu. Yes, sir.
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Senator JoNes of New Mexico. Last year, in framing the law,
the latest statistics that we had were for the yvear 1921.

Mr. Nasu. The rcason that they are always a year behind is be-
cause of the fact that some of the returns are filed on a fiscal basis.
They can not get their statistics together until 12 months after
the close of the tax year. We have in the Printing Office now our
statistics for 1923.

The Cuarrman. Would it not be better if we had one method,
namely, that of the calendar year? .

Mr. Nasn. Yes, sir.  The fact some of the returns are filed on a
fiscal basis delays the statistics 12 months.

The CaairmaN. What is the objection to correcting that and mak-
ing them file them on the calendar vear basis? .
Mr. Nasu. There is no objection if it is worth while, just for that
reason.

Mr. Gwrag. That question was very much alive several years ago,
and the big opposition came from those corporations, wmanufacturing
concerns, etc., that took their inventory at the end of the fiscal year
and kept their books on the fiscal year basis. They objected very
ztrongly to changing their accounting period to a calendar year

asis. .

The Caairaan. As a matter of fact. many of them. since the
income-tax law has become effective, bave changed over to the
calendar year basis, have they not?

Mr. Grece. Yes; a great many of them, but a great many of the
others object very strenuously to doing it.

The CHairMAN. It seems to me, in view of the fact that so many
of them have changed over to the calendar year basis, there can
not be so many of them left to object. and if it was made mandatory
to change to the calendar year basis, it would certainly simplify the
work of the bureau in preparing the statistics: is not that true?

Mr. Grege. Certainly; but, as you know, there arc provisions in
the act relating to the fiscal vear basis.

Senator Joves of New Mexico. Of what value e your statistics
if you have a fiscal year return, the statistics coming in at such
a late period? For instance, the statistics of income tuxes for the
vear 1921, on the face of t..em, all relate to the calendsr vear 1921,
but. as a matter of fact. they include partial returns based on the
fiscal year, and, really, with such a system. we do not now just how
much relates to the calendar year and how much involves the fiscal
year. The statistics really do not mean very much in the way they
come out; I mean with respect to accuracy.

Mr. NasH. Senator Jones, for the fiscal year 1922, jet us assume
that you had the returns that ended October 31. You would begin
on November 1, 1921. The two months part of that return that re-
fers to 1921 would be in the 1921 statistics, and the 10 months that
refer to 1922 would be in the 1922 staiistics.

The CaairMaN. You could not get the 1921 statistics until the last
return was filed in November of 19227

Mr. Nasu. Yes, sir: that is just the trouble, Senator Couzens.

The CrairyMaN, Is the bureau prepared to rc - mu-end that the
calendar year basis be made mandatory?

Mr. HarrsoN. Of course, the objection to that, as Mr. Gregg has
pointed ont, is this: There has been a disposition on the part of
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Congress to impose the income tax law on the various taxpayers with
as little inconvenience as is possible. Now, a great many companies
have kept their books on a-fiscal year basis for years and have never
changed. Others have kept their books on the calendar year basis,
and have since changed to a fiscal year basis, all for reasons which
to the company or to the individual were sufficient. I think it would
add greatly to the administrative ease of putting these revenue acts
into operation if there were & mandatory requirement that all people
keep their books on a calendar year basis and make their returns in
a consistent way. That would simplify the problem tremendously.

Senator JoNes of New Mexico. For statistical purposes, why
should we not take all of the returns that come in to a given year
and use those without allocating the two months or whatever it may
be, because, in the end, after the first year, you wounld be getting into
that calendar year just the same things that you did in the previous
vear. VWhy not just tuke the veturns as they are, without undertaking
to allocate the amount of revenue out of the fiscal year and putting
it into the calendar year?

Mr. Manson. It would only create an abnormal condition for one

ear.
y Senator Jones of New Mexico. That is all; and the chances are
that that would not be abnormal, that there are about as many that
would be hit one way as the other, even in the first year.

Mr. Ma~vsoN. What I had referelce to in referring to statistics in
the engineering division was this: Take the amortization. That is
a temporary deduction. It is a deduction that can be made for the
- years 1917, 1918, 1919, 1920, and 1921, I believe.

Mr. Harrson. Not for 1917,

Mr. Manson. Not for 1917?

‘Mr. Harrson. No.

Mr. Manson. For 1918, 1919, 1920, and 19212

Mr. HartsoN. Yes.

Mr. MansoN. I endeavored to find out to what extent amortiza-
tion affected the net income for those years. Being purely tem-
porary, it is an influence which does not affect subsequent years, and
it would certainly be important to Congress to know the effect of
that upon net income, in order that they might be able to estimate
the future net income in which amortization was not a factor. I
concluded that to gather statistics on that point would involve a
prohibitive cost: but it sirikes me that any factor which affects
income is just as important from a statistical standpoint as the
amount of net income.

Take the case of discovery value in oil. I have endeavored, and
I know that Mr. Greenidge has cooperated with us in this respect,
to arrive at some estimate of the effect upon the income derived
from oil producers within some one particular yeag or several particu-
lar years; but we have not even been able to figure out a formula
whereby we can estimate it, to say nothing of getting figures upon it.
However. it strikes me that it is a highly importsnt thing—it runs
into hundreds of "..illions of dollars—it is a higk , important thing
for Congress to ? «»w how much revenue is being lost each year, for
instance. becanse of the allowance of discovery value to a man who
discovered nothing. The law permits discovery value for wells that
are put down, when the property is proven, directly at the time
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the well is sunk. I deemed it important to try to at least make some
intelligent estimate of how much reverue was being lost on that
feature alone, and I have given up the iden. With the heartiest
cooperation on the part of the bureau, it is impossible for us to
figure out a formula whereby we can even estimate that, and the
cost of doing it would be absolutely out of the question,

Is not that right, Mr. Greenidge !

Mr. Gueenipce. Yes: the cost in time and money both would be
very large. . :

. The Cuamman, It seews to me that you could keep some sort of
running statistical bureau. where these statistics could be put in
abstract form as vou go along.

My, GrueNipor. It would bie the only one that would be of any
value to us, Senator.

The Coamaax. Why can vou not get at that and have some sort
of n running statistical burean where these vetiwrns conld be ab-
stracted into these statistics as vou go adong from day to day. and
then. when the year is completed. you will have the job done?

Mr. Maxson, That is what 1 had in mind. In other words, the
job that I have in wind does not strike me as being one of large pro-
portions. 1 believe the cost of maintaining a statistical organization
in the engineering division, to do the kind of work that I have in
mind—I have not mapped it out completely: my ideas about it are
developing every day as we go along, but np to the present time the
cost would not amount to anywhere near as much as the cost of
ascertaining the gross amount of amortization allowed. for instance.

Nenator Joxes of New Mexico. Is it not absolutely essential that
the Congress should have before it this information, in order to
legislate intelligently?

Mr. Nasu. Senator, those cases have been grinding through the
mill for the last six years. Many statistics have been kept. The
great majority of cases have been closed and put away in the files,
Now, to gather any additional statistics means dragging all of these
cases out of the files, and going through them again to find the other
clements in them that we may want statistics on,

Senator Joxes of New Mexico. Why can you not take a fresh start
there?

Mr. Nasit. We can take a fresh start on the cases that are now be-
fore the bureau.

Senator Jones of New Mexico. The discovery question is a thing
that we hope will not go on indefinitely.

M. GreeNice. By starting now, Senator Jones, if I may be per-
mitted to suggest it, an equation may be worked out {from informa-
tion collected in the future which conld be made to reflect what has
happened in the past without going to the extreme cost, both in
money and time, to collect it from all of the prior closed cases. )

Senator JoNes of New Mexico. We are not so much concerned
about what has happened as we ave about what is happening and
what will probably happen in the future.

Mr, MansoN, I want it to be understood here that what I said
was said out of no spirit of criticism at all.

Mr. GreeNige. Oh, no; and I agreed with it.
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Mr. Maxson. It is u suggestion on my part, and 1 realize that
the men in the bureau have been so busy in taking care of to-day’s
job, all the time, that trere 15 every reascn in the world why they
]‘nul no opportunity.

NSenator Joxes of New Mexico. This question of amortization is
important even yet. because amortization really amounts to a redue-
tion in taxation, and it might be looked upon as a part of the war
debt, It is umportant for us to know how much of the war debt
we are paving. We have many estraordinary expenses growing
ont oi the war which we are still paying. and amortization is one
ol them.  In order to know how much revenue we ought to raise
ior next year. we ought to know how mach less this amortization is
voing-to affect the revenne than it has in the Iast two or three years,

Mr. Maxson, That is exuetly what T had in mind,

senator Joxes of New Mexico. Yes,

Mr. Mansox. It was necessary, i order to use existing figures as
a basis for estimating future revenue,

~enator Joses of New Mexico, 1t is just as important to know
that as it is to know the ameunt that we had (o pay in the period
after the war, in order to square up our war obligations, the hos-
pitalization expenses. the rehabilitation expeuses, and the pensions
and evervthing else. We have to know how much they ave likely to
vary. T evidently has amounted to hundreds of milbons of dollars,

The Cramyan. 1 think it would have been very interesting to
Congress if we had known what this loss to the Government meant,
by giving cvedit for capital losses.

Senator Joxes of New Mexico. Yes,

The Cuamyan. That is the greatest element in the reduction of
our revenue, of any one thing and we evidently have no staiistics up
to date as to what the capital losses meant to the country.

Senator Jonks of New Mexico. In looking over the very meager
statistics which Mr, Manson has gotten up for us, I have been some-
what astonished. It is an enormous amount that is involved, and
we want to know something about it and try to plan for the future.

The Cuamyan. I would like to ask Mr. Gregg this question:
What would be your idea after March 4, if this work has not been
completed by that time, of having a ?oint committee of the House
and Senate carry on this work until the next meeting of Congress?

My, Gurgs. If T may answer that from a personal standpoint, I do
not think that in going into individual cases anything in particular
would be accomplished. I think if the committee would consider
such things as what should be done with capital gains and capital
losses, present methods, a study of the legal phases, the matter of
eotting the bureau current through a study of administration and
the systems used in other countries, I think 1t would be of wondertul
service to the bureau and to the country. .

The Cnamnar. Of course, to get at the capital losses and sv on,
we would have to study the individual tax returns.

Mr. Gurae. To this extent: As a matter of curiosity to myself. 1
took 1921, which was the last vear available then, and I took the
returns of fifty of the largest taxpayers, and went through them for
capital gains and capital losses. I found that the capital losses
reported by those fifty largest taxpayers were $11,000,000, and the
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capital gains reported were $1,000,000. That is indicative of what
happened to us on the capital gains,

e Cuammman. Then, as a matter of fact, you did have to study
the individual cases?

Mr. Greco. Not individual cases, but compilations taken from in-
dividual cases.

The Cuarman. That is exactly what we are doing. We are not
studying income tax returns for the purpose of discovering crooked-
ness or dishonesty, but we are trying to find out the methods adopted
for reporting the taxes.

Mr. Grege. I think questions like the matter of legal evasion cer-
tainly need more study than they have ever received. The matter of
capital logs and gain is one phase of it. The matter of reorganiza--
tion may be studied quite thoroughly.” It can certainly stand a great
deal move study, as well us the division of property between hushand
and wife and the creation of trusts, Great Britain has some very
interesting legislation on that. All of those things could be studied,
I think, and a great deal of benefit derived from it, as a matter of
administration.

The Cuammax. 1 judge from your answer, then, vou think there
is enough benefit to be derived from it to justify the continnation
of this work?

Mr. Grese. T am not speaking for the Treasury now.

1’£he Cnamman. No, sir: I am only asking you to speak for your-
self.

Mr. Grece. May 1 state one more word on that purticular case,
to change the subject abruptly? I would like to inpress on the
committee that the work of this special committee lasted about three
or four months. I b..ve been in the bureau for five years and have
decided a great many cases. Even in those cases that we decided
in the four or five months, as I said, there are a great many where
you would probably disagree with me. and where Mr. Hartson would,
probably disagree with me. There are probably some wherein I was
wrong: but the point I want to make is this: The computation of
the tax, particularly under the excess profit tax, is not a matter that
can be worked out with mathematical 100 per cent accuracy. There
are questions of judgment involved in every case. The judgment
of ‘almost any two men will differ on it. The only way to handle it
in the bureau is to leave the matter of final judgment up to the per-
son in whom you have the most confidence, and then take what he
says. There are too many matters of jud.ment to get accuracy.
Someone has to decide it, and some are going to disagree with
him one way or the other. I do not see how, under a system like
our excess profits tax, it could possibly be avoided, or the incon-
sistency which there always is in such a system.

Mr. Manson. Mr. Gregg, how would you arrive at the practice in
the bureau with respect to, for instance, a matter like anmortization,
to determine whether or not congressional action might be necessary
to more clearly set forth in the law the intent of Congress, unless
you examine individual cases?

Mr. Greee. I was not going into the amortization section. I
should say it was a crime to ask the department to administer a
section as indefinite and as vague as that.

*
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Mr. Manson. I agree with you absolutely.

Mr. Greee. 1 think the same thing is true of the consolidated re-
turns section. i

Mr. Maxson. T agree with you there also.

Mr. Grree. Nobody can administer it aceurately. It still seems
to me that in the absence of actual corruption, it is better to close
the cases and close them finally than it is to attempt to again get
more mathenatical aceuracy.

Mr. Maxsox. Even though that might vesult in the loss of several
hundred million dollars to the Government ¢

Mr. Guesa. Of course. vou are drawing a very fine line there ro
determine when you arve justified in reopening a case. Personally,
I think the countiy would be benefitte:d more by closing oul cases
np through 1921 i almost any manner than by gomg into them and
atterpting to get more mathemntical aecuraey.

The Cramyax. If we did that, Mr, Grege. the man who would
delay payving his tax would always get the benefit, while the man
who paid his tax promptly would be penalized.

My, Grrca, Senator, he s getting it. 1 remember, in 1919, T think
it was, or possibly before that, we had quite an argument in the de-
partment as to whethor we would ignore matters of tax one cent or
Iess. Now. I understand there is a disagreement about ignoring $15
or less. We tried first for more mathematical accuracy than we do
now. We saw we conld not get it.  We have been relaxing a little
bit since then, If we can ever get the excess profits tax out of the
way and get to the income tax with a more accurately drafted law,
as we have now, I think the department can keep current, and can
do it with reasonable consisteney in the treatment of individual cases:
but it is that terrible buvrden of the excess profits tax that is break-
ing down the administration of the department.

Mr. Maxson. Yon spoke of the matter of ignoring a cent, and
coming up to the point of $15. You do not think that that is a fair
illustration of what we are driving at here, where one case may
involve $20.000,0007 s

Mr. Guece. No, sir: T was not giving that as an illustration of
that. 1 was giving it just to show this, that the longer you go with
the excess profits tax law the more liberal the treatment—not more
liberal. but the niore careless —~that it not a good word—hut the more
lax the examination of a return must be to get them out of the way.
That is all I wus trving to illustrate there.

The Crawmyax. Mr. Davis, Senator Jones was not here when 1
talked to Senator Erast about it, but it was agreed before Senator
Jones eame in. if it would be agreeable to him, to hold a meeting
to-morrow morning on the prohibition matter. Senator Ernst talked
with Commissioner Hayvnes. and T think with some people connected
with the prohibition unit. They have a man here*from Pittshurgh
who can discuss this matter with us. if agreeable to Senator Jones,
and we will take up that question of prohibition to-morrow morning,
to consider how to proceed and what we ought to do, and also to con-
sider what we have developed so far. |

Mr. Davis, That can be done all right, Senator, but there is
another little matter that is going to interfere with that. I would
have liked to have had a little more notice, so that I could get
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together and compile some matters and bring them up to date, from
one man that I have working on it. The only man I have on it
is in New York: Could you put that over for a few days?

The Cr:arMaN. Are you going to be here, or do you want to get

away?

M‘x,'. Davis. T would like to go to-morrow if I could, but 1 will come
back in a few days. I can be back the first of the week.

Senator Jongs of New Mexico. I think it is essential to have that
man here to get a summary of what has been done.

Mr. Davis, I have the man here, Senator Jones.

The Ciaraaan. I think that these reports from Mr. Storck. many
of which I have been through. and doubtless vou are familiar with
them, can be summarized between now and ten o'clock to-morrow
morning, so that, vou can make a statément and tatk to Commissioner
Thaynes, ard Mr. Storck could be gotten here by 10 o'clock in the
morning.

Mrv. Davis. U will try to veach him at his house. He is around
interviewing some parties, but I think 1 can rveach him. I do not
know that X can promise that,

The Caamman. Well, we will proceed, anyway, and take a chance
on your getting him here. - .

Mr. Davis. 1 will do the best I can.

The Crararan. And get as much ready as vou can by that time,

Mr. Davis. All right, by 10 o’clock to-morrow morning.

The Cramaran. We will not take up anything more concerning
the Income Tax Unit until the 2d of Januarv. I understand, M.
Manson, that yon will be ready to go ahead with the Steel company
case at that time?

Mr. Manson. Yes.

The Carman. Will you. Mr. Hartson?

Mr. Harrson. Yes: we will be ready.

The Ciamrman. We will take up the case of the United States
Steel Corporation, then, on January 2,

Mr. Harrson. Mr. Greenidge has had some figures to present
to-day. He might put them into the record without taking the
time of the committee to listen to them. I do not know just what
they are. but they cover information whieh he submitted pursuant to
a'request having been made by dne of the members of the committee.

The Crameman, What is that, Mr. Greenidge?

Mr. Greenier. You asked, Senator, for the number of amorti-
zation cases now in the department. There are 233 in the Engineer-
ing Division, on which there has been claimed $152,190,136.

Mr. Hartson. Mr. Greenidge, let me interrupt you there. Does
that include all the cases that there are in the bureau?

Mr. Greeninee. No.

Mr. Harrson. Or only those in the Engineering Division ¢

Mr. GreenipGe. In the Engineering Division only. In Audit Di-
visions there are 650 case years.

The CraamrMan., What is that?

Mr. Greenwer. Six hundred and fifty case vears, That means
about 200 cases.

The CeamMan. Of three years apiece?
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Mr, GreeNie. Yes. A case will sometimes have 1917, 1918, and
1919 tax returns involved: 650 case vears are in the Consolidated
and Corporation Audit Divisions of the Income Tax Unit, on which
$480,751,074 have been claimed, $153,979,909 have been allowed, and
on which $326,771,166 have been disallowed.

There are a few claims not included in the foregoing, which are in
such places as the solicitor’s office and the Records Division. They

robably will not amount to as much as 3 per cent of the above
igures.

Senator Jones of New Mexico. That represents a total amount
involved of how much?

Mr. GreenmoE, $152,190,136, sir, not yet acted on, and $153,979,900
acted on, but in process of audit.

The Cuamrman. I understood Mr. Manson to state yesterday that
up to date thera has been between five and six hundred millios
dollars allowed for amortization. That is correct, is it not?

Mr. Greenwar, That is correct, sir. I can give you the exact
figures if you wish then.

Senator Jones of New Mexico. Yes: we would like to have them,

Mr. GREENIDGE. $502.741,2569.

The Cuamdran. That really represents, then, what the American
people have invested in private business here in America, and on
which we get no returns?

Mr. Gueesinge. As I understand it, Senator—and 1 do not
attempt to take issue with you—the Government. promised to help
out such industries as would make a consistent effort to speed up
production during the war,

The Cramyan. Yes; T do not take issue with that. T think we
are justified in having some investment of that kind, and I do not
think it is in the committee’s provinee to go to the extent of it
rather than the principle.

Senator Joxes of New Mexico. Then. you have allowed $562.000,
000, and, roughly speaking. $300,000.000 still clained.

Mr. GreeNIDGE. Yes, sir. You may have a copy of this. Mr.
Manson.

Mr. Mansox. T wounld like to have a copy of it.

My, Grervmer. There is nothing contidential about it.

Mu. Nush, do you wish to take up the other request?

Senator Joxrs of New Mexico. T think we might as well put that
statement in the record.

The Cuamyan. T think. in view of the fact that he has given us
the fizures, that will be suflicient.

Mr. Grerniae. The figures may be useful to Mr. Manson and the
statement shows how they were compiled.

Senator Joxes of New Mexico. Yes.

Mr. Greeninge. Do you wish to take up the otNer request, Mr.
Nash?

Mr. Nasua. Noj; not now.

The Cuamaman., We will adjourn now until to-morrow morning
at 10 o’clock. X . .

(Whereupon, at 12.20 o’clock p. m., the committee adjourned until
to-morrow, Wednesday, December 31, 1924, at 10 o’clock a. m.)
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Bxumir A
Marcu 4, 1022,
New Jersey Canerre Co,,
149 Broadway, New York, N. Y.

Sy Recelpt I8 acknowledged of letter dated February 21, 1022, from
Kaye, McDavitt & Scholer, attorneys, New York, N. Y., in which exception is
taken to actlon of this office in allowing no value to certain quarry leases
which were transferred in April, 1016, by Benjamin Nicoli to the New Juersey
Calelte Co. Request ix also made that all papers in the case be submitted to
the committee on appeals and review and that you be advised of a time when
an additional brief may bhe submitted hy you, .

_In reply, you are advised that the action of allowing ne value to the leases
in question has been reconsidered and the value of the leases has been fixed at
RL.O050.93, baxed upon the advantage in royalty rate attuching to the leases
" eonveyed to the New Jersey Calette Co, over the royaity rate upon which leases
were mude af about that time and shortly thereafter. ’

Two leases with privilege of removal for five yenrs were transfovved to the
corporation In April, 1916, the remaining lease perlod being eight years. The
Jeuses called for o royulty of 3 cents per ton, the renewal on one heing at
the smne rate, the renewnl on the other heing -4 eents per ton,

Claim has been made for a value of the leases based on nn output of 10000
tons per year, at a profit of 20 cents per ton,  Aftidavits have heen submitted to
the effect that the profits for many yeurs prior te 1916 averaged 20 cents per
ton.  An annual output of 150,000 tons appears to he purely an assumption,
In n brief submitted by the company is a statement of the tonnage content
of the quarry based upon a report made by a mining engineer.  The statement
was then made that **it i3 very obvious that the Caleite Co. might remove
L0000 to 300000 tons annually from the quarry for the remaining eight years
of the lease, without completely exhausting the quarry.”

From Form It (revised) filedd by the company It appears that the average
annunl output for the three years previous to 1916 was 97.901 tons.  The actual
average output tor five years, 1916 to 1920, inclusive, is 109952 tons, This
falls considerably short of the assumed annual output of 150.000 tons,

This oflice holds that for income-tax purpeses it is unsound to value a mining
property or lease by capitalizing the carnings of the company upon the hasis
of an annaal output and profit per ton, TFor income-tax purposes value Is
based on cash cost, or if the property is nequired with stock, its vildue or cost
should be based on an amount that would obtain between a ** willing seller and
a willing buyer.”

In the hrief submitted by the company the records of three leases made in
Sussex County, N. J., the sume _county in which the property of the New Jersey
Caleite (o, is located, ure set out as follows:

“ November 9, 1916, Sussex Calelite Co, (o Sussex Limestone Products Co,
royalty no less than 414 conts and not over 5 cents per ton. ook N-11,
page 364, ete.

. U October 2, 1918, Luey E. LMY, ete, to Bernard Stener, reyalty 5 cents
per ton, Book 1I-11, page H88, ete, .

“March 16, 1020, Franklin Mineral Co. to Wharton Steel Co., royalty 3
cents per ton. X-N-11, page B8, ete.”

These leases for all practical purposes cost on the royalty baxis 2 cents per
ton more than the leases transferred to the New Jersey Caleite o, In the
caxe of one of the leases transferred to the Caleite Co., the advantage to the
Caleite Co. i8 only 1 cent per ton for the renew:l period of tive years,

One of the leases as above was made in 1916, shortly after the Caleite Co
acquired its teases,  Another was made in 1918, and a third wuas made in 1020,

The lease made in 1920 is particulavly in point as it was nmade by the |
Franklin Mineral Co., the same company that made one of the leases which
was transferred to the Caleite Co. The quarry property covered by this lease
is onh the same belt of limestone and is worked in the sume manner as the
quarry covered by the leaw: which was transferred to the Caleite Co. :

From the above it is spparent that the only advantage in the leaxes trans
ferred to the Caleite Co. over the leases veferred to above is the difference in
royalty rate of 2 cents per ton for one lease for the full perviod of eight years
and for the other lease of 2 cents per ton for three years and 1 cent per ton
for five years.
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The value of these differentials may be cupltalized to establish the v..e of
the leases trunsterred to the Calelte Co. For the purpose of caplitalization the
Caleite Co. has assumed an anpual output of 150,000 tons, This ofiice holds
thnt there is no authority for such an assumption. Inasmuch as there are no
duta in substantion of the probability of a greater future output at the time
the leases were trunsterred to the Culclte Co., the nverage nnnual output for
the three prior years may be assumed to represent the probable annuul out-
put for the future which for all practieal purposes may be placed at 100,000
tons.

Innsmuch as Form 1 (revised) does not show what tonnage shouid be
sllocitted to each lease it s assumed that the output from ench lense was
equal.  Upon that busis the lease advantage to the Caleite o, would be for
the full period of eight years as follows:

DOM0 tons for 8 years at 2 eens per (o, .. .. ot 8, 000
GOO00 tons for 3 years at 2 eents per ton.. . Lo o o 3,000
SO0 tons for 5 years nt 1 cent per ton A}

Tota)l advantage RO 13 Re11 1)

The eapitalized value of this saum for an eight year period at 8B per cent
and 4 per cent, Hoskolds tformula, would be $83,050.83. This sum $8,950.93
has been allowed as the value of the two leascholds transtferred to the New
Jorsey Caleite Co, in April, 1916, and may be amortized over the life of the
lease at the rate of $1.VIRST por year,

This value and amortization rate will govern during the life of your lease,
subject to capital additions, deduetions, or corvections (should ervor be dis-
covered), which would require moditication of these figures. 'The above results
will be reflected in the audit of your ease, which will begin 20 days from the
duate of this letter,

Respectfully,
1. H. Baesox, Deputy Comnissioner,
Ry — ——, Head of Division, 1.

—

Exuisitr B
SECTION  OF INORGANIC NONMETALS
New Jersey Caleite Co. (Successor to Benjamin Nicoll)
QUARRYING LIMESTONE

1. Individual returns for 1914, 1915, 1916 for Benjumin Nicoll accompanying
to he kept with above case.

2, Taxpayer is operating quavry as lessee,  Same quarry operated by
Benjamin Nicoll untit April, 1916, under name of B, Nicoll & Company, not
incorporated ; quarry properties incorporasted April, 1916, under name of New
Jersey C(aleite Clo.

3. This ease reviewed Octoher 205, 1020, by this section, John Seward, vala-
ation engineer: Al elnims for valuation and depletion disallowed. A-2 letter
sent tuxpayer Janoary 31, 1021, resulted in coneference and taxpayer submit-
ting individua! informafiop substantinting valuation of property.

4. Taxpayer cluims $150,000 paid for lease in capltal stock of the company,
of which, due to the lease having only eight years to run, they are entitled
to amortization of the lease of one-eighth per year of the invested capital,

5, Inspection of 1916 individual returns filed by Betjamin  Nicoll and
reventie agent’s report show that nothing was reported as income for the
equivalent of the stock issued to him by the corporation; therefore, the incor-

* poration simply resulted In change of namne and the New Jersey Caleite o,
paid nothing for tlhe quarry lease or development. Any development set up
at that time had undoubtedly been paid for under operating expense while
operated hy Benjamin Nienll,

02919 —25—pT 8——5
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For relisons stated above, action taken October 25, 192¢, is herewith sus-
tained as follows:
Valuation limestone quarry lense und development: Claimed, $130,000;
allowed, none,
Depletion allowed, none,
Cage herewith returned for assessment,
Action taken: Foregoing comment only. .
¢, ¢, Grigas,
Valuation Engincer.
Approved :
Org R. HayMivTON,
Chief, Mctals Valuation Secetion,

Exumr ¢
.
Lxoraci ¥ros Brier Daten Decesper 13, 1921

In the matter of the Income and excoss profits tax of the Franklin Mineral Co.
Statement of faets

Panr 1

| J * * * * * *

QUARRY PROPERTIES

In order to estimnte the value of these properties in (905, it is necessary
to recall the conditions then prevailing. The three chief uses for stone of
this character were (1) cement making, (2) furnace flux, (3) ballast and
road work,

The great cement plants near the Delaware River, in New Jersey and Penn-
sylvania, used thousands of tons of limestone daily, ‘Thelr stome came prin.
cipally from the Lebanon Valley region of Peunsylvanin, These quarries
were deep, requiring constant pumping and lifting of the stone. and hence
were expensive to operute,.

The only other atone with competitive freight rates, it was believed, was
in the Wallkill Valley of New Jersey, heginning a little south of the com-
pany's Ogdensburg property and extending north to the New York line
Only so much of this vein was commercinlly available as was convenienf to
the existing railroads and wus not overlnid with great masses of earth.
The company’s two quarry properties, on the Ketchem farm and the Qgdens-
burg property, exactly fulfilled these requirements.

It therefore appeared at the time of the transfer of the property to the
compiny that there was a great demand by the cement manufacturers for
(Its stone and that {ts stone could be produced much cheaper than the stone of
competitors,

However, in 1906 and 1907, it proved that the company’'s stone was too
frrezular In quality for the cement trade. Some of the stone wus excellent;
but other stone of the same appearance and from the same quarry ran as high
as 10 or 15 per cent in magnesia and was unfit for cement,

Exteacr rrox  Brier Datep Decesuenr 13, 1921, 18 rwE THE FRANKLIN
Minegan Co. :

The second great use for this lHmestone, as it appcars in 1909, was flux in
fron furnaces, There were such furnaces in many parts of northern New
Jersey using a very large tonnage of sione, so located that the freigit riates
from the company’s property gave the company’s lessees almost a monoeply.
In the latter part of 1907, however, a number of these customers shut downe
and have not, it is understood, ever reopened., Some others which closed in
1907 reopened during the war, but only temporarily,

The third use mentioned was for hallast and romd work, as a substitute for

' trap rock. The Erle Rallroad used large quantities of this stone in 1911
and 1912 and found it too brittle. Since then there has been no market for

such use,
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For the reasons mentioned these quarries have decreased in value (excluding
the item of depreciation) since the compuny nequired them.

At the time of the conveyance to the compuny negotiations were under
wuy for leasing the right to quarry op the Ogdensburg property for a period
of years, A lease was finally executed in 1906, whereby the tenant agreed
to open and develop the property at his expense, to pay all tuxes on the prop-
erty, to pay f royalty of § cents per ton of stone shiped, und agreed that the
royalty the first year would be at least $1,000, the second year $2,000, and
80 on until $5,000 n year should be reached. The company believed that the
royalty would be much greater and did not regard the lease as au very good
bargain on its part.

If the average royalty per year had heen 35,660, of whbich 2 cents per ton,
or $2.268, had been set aside for depletion, the net income would huve heen
£3.400, or 10 per cent (free of taxes) on $34,000. We submit that under the
circumstances existing at the time of the conveyance of the property te the
company $3-L000 was the fair vaive of the Strong quarry.

Turning now to the Fowler quarry; this property at the time of the con-
veyunee to the company was well developed: it was under lease for @ term
expiring In August, 1909, with a privilege of five years more, at a royalty of
3 cents per ton and o guaranteed minimum of $1,000 per year.

The same goneral conditions affecting the value of the Strong quarry also
affected the value of the Fowler quarry. The compuny, of course, considered
the existing lease ns a detriment to {ts value, and fully expected that upon
the expiration of the privilege of renewal it would be uble to lease the prop-
erty upon terms fully ax ‘avorable as the leare soon muade for the Strong
quarry as above stated,

While the tease reduced the value of the property, the fact that it was devel-
oped Increased its value,

We submit that, under all the celvcumstanees, $35.0000 was the fair value of
the property in - 1905,

Recapitulation of values

Fowler Romestemnd. . oo oo et e e e $£10, H00
Ketchem farm. . .o o e e i o e i ———— 8, 800
Ogdenshurg farms . oo ceecceemee e e ———————— wememcmmeemmae 16, 000
East Mountain woodloto e 200
Tallman woodlot. e e e —————— 400
SEPONE QUALEY e e e e e et e e e 34, 000
Fowler quarry_..... et e e e —— e e e e e —eme 35, 000
Total invested capital - e e s i - 104, 400
* * * * ‘o * *

(For extract form Part 11, see attached )
xIractT Froy Brigr paTEp DECEMBIR 13, 1021

In the matter of the income and excess profits tax of the Franklin Mineral
Co. Stacement of facts,

Papr 11
DEPLETION

The company niether at the time of acquiring its quarry properties shall be
governed by the railroad weights and has required the lesscesto send to the com-
pany monthly a deotailed statement of the amount of stoune shipped as shown
bp such welghts. The company has also accepted without question the figures
s furnished by the lessees, and such figures are the basis of the caleulations
below ;

FOWLER QUARRY

The New Jerzey Calcite Co,, the lessee of the Fowler Quarry, has advised
the compuny that early in 1920 1t had a survey made of this quarry and a cal-
ctlation by a competent epgineer of the amount of stone removable, A picture
of this quarry is inclosed herewith which shows the method of working it.
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The floor of the quarry ig about 10 feet above the level of the railrond over
which the stone I8 shipped. We submit that stone below that level is not
commercially avallable because of the floor of the quarry was lowered the
expense of operation would be increased beyond the market value of the stone,
especinlly by necessitating pumping water from the quarry and necessitating
raising the sfone to the level of the railread cars and incrensing the expense
of removing snow-—a large item.

The Will in which the quarrying is conducted is about 300 feet wide and
the limestone extends back about 1,000 feet from the railrond, The further in the
hill the quarry is pushed the longer the haul to the ratlrond and the greater the
expense of quarrying,  We submit that it is doubtful whether, commercially
Speaking, the stone more than 800 feet from the ratlroad is recoverable,

A similar quarry. loeated about 300 yards north of the Fowler quarry.
wans abandoned many yeurs ago because a worthless product known locally
a8 black rock, was found under the limestone but near the surface, 'The
expense of removing this black rock was prohibitive and the quarry was
abandoned. In about 1910, a shinilar’ dike of black stone was encountered
In the Fowler quarry and was removed by the lessee at great expense. "there
is always a possibility that such dikes may be tound as the development of
the quarry progresses,

The caleulation obtained by the New Jersey Caleite Co. eurly in 1920,
covered the entire deposit of stone extending back to the end of the lime-
stone but abhove the present quarry floor, It made no allowance for the
possible presence of black rock or for the increase of expense of removing
¢hat part of the stone more than 800 feet from the railroad.

Tons
New Jersey calelte estimate_ o . 1, 500, 000
Removed from Sept. 1, 1905, to Pee. 1, 1910 .. 869, 247
Total estimated tonnage as of Sept. 1, 1005 .. . ______ 2, 369, 247

For the reasons above stated, namely, that the possible presence of black
rock and the doubt as to the commercial value of stone most distant from
the railrond are not taken into consideration in said estimate, we submit
that the estimate should he reduced by about 619,247 tons, making the esti-
mate removable stone, September 1, 1905, to be 1,350,000 tons,

The fair value of this quarry March 1, 1913, is stated as follows:

Value, Sept, 1. 1905 (see Part 1) . $35. 000, 00
Depletion recovered for stone removed at 2 cents per ton...__..__ 10, 400. 71
Fair value Mar. 1, 1018, e e 24, 599. 29
Tons
Estimated tonnage, Sept. 1, 1905 — ot e 1, 750, 000
Stone removed o . e ——— ———————— 520, 035
Estimated tonnage, Mar, 1, 1913 e 1, 209, 965
Value at 2 cents per ton. e $24, 599.20

On March 1, 1913, this quarry was under lease for a term expiring August
19, 1919, at a royalty of 3 cents per ton and a guaranteed minimum of
$1,000, the lessees to pay all taxes. The average royalties obtnined prior
to that date since the organization of the company, under the same and a
similar lease was $2,104:330 per year. On the bhasis of past records the com-
pany could expect on March 1. 1913, that it would receive during the balance
of the lease royalties totaling $13,675.

N

IXTRACT, ETC., FROM DBRIEF IN RE: THE FRANKLIN MINFRAL COMPANY

The then present value of such royalties at five per cent simple interest was §
$11,766.00.

Tons
Estimated tonnage in quarry Mar. 3. 1918 v 1, 229, 865
To be removed under lease in order to earn royalties of $13,675..... 455, 833

Balance to remain after 1ease . e e 74,132

~
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Prior to March 1, 1013, stove had bheen removed at the rate of 70,144 tons
per year. Assuming that it was removed at the same rate until the quarry
were exhausted it would take eleven years, after the expiration of the lease,
to exhaust the quarry. "The cdmpany might reasonably expect in 1913 that
upon the expiration of the existing lease it would be able to lease the quarry
at 4 royalty of five cents per ton, instead of three cents per ton. The royalty
on the 774,132 tens at five cents a ton would be $38,708.60. The average due
date of the same would be eilght yeuars nine months after March 1, 1913, The
value of the royulty March 1, 1913, at five per cent simple interest would be
$26,500,

Value as of Mar, 1, 1918, of expected royalties under existing lease.... $11, 766
Value us of Mar, 1, 1913, of stone remaining after expiration of lease_.. 26, 500

Total value of company's equity ..o e e $48, 200

The company admits, however, that such value IS excessive and that the
true value was $24,000.20,

This property was formerly of some valge as farm property or it was of
vitlue as quarry property but if It is uscd for farming, it can not be used as
# quarry and conversely, if it be used as a quarry, it has nc value as u farm,
As the stone is removed the property becomes absolutely worthless, as can be
seen by the picture, The flcor of the quarry has no eurth on it. It rollows that
the value of the land for other purposes than mineral procduction should not
be deducted In determining depletion,

We submit that depletion at two cents per ton is reasonable and should be
iHowed,

Exuamsir D
JANUary 6, 1023,
New Jersey Caleite Compuny, New York, N. Y.
LEASE OF CALCITE PROPERTY

Under date of Muarch 4, 1922, the compauny was advised thut this ottice
would allow a value of $8930.93 for two leuses of caleite properties having
a life of eight years which were trunsferred to the corporation for capital
stock. This value the company would be ullowed to amortize over the life
of the leases at the rate of $1,118.87 per year.

From the above action the company appealed to the committee on appeals
and review. The finding of the committee om appeals and review follows:

*“ After careful consideration of all faects presented, oral hearing having
been had by the taxpayer, the comnnittee concludes—

“ (1) That the claim that certain mineral lenses should be valued at
$130,000 for the purposes of Invested capital should be disallowed,

“{2) That the leases had a substantinl value, which Is fixed at $106,000,

“ Accordingly the committee recommends that the appeal of the New
Jersey Calefte Company be denfed in part and sustained in part.”

A, W, GrEgq,
Chairmman Special Commiitee on Appeals and Reviews.,

L. H. Brair,
Commissioner of Internal Revenue,

Approved:

Based upon the above opinion the leases in question shoufd be valued for
invested capital purposes at $106,000; the company should be allowed to
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amortize this value over the life of the leases, elght yenrs, at the vate of
$13.200 per year, .
J. HL Bricus,
Agsistant Chief of Section.
Approve..:
¢, C. Grigus,
hief, Nonmetals Valuation Section,
Approved for audit January 8, 1923,
“ Only on basis of commitiee ruling but not in accordunce with the views
of the division. 1t sets a bad precedent.
CEAY”
-

Routing and correction sheet, Naturnd Resources Diviston Audit Section 1°-1

SEReEMBER 28, TH23,
To: Review section: .
The following cases are forwarded for your action: Name, New Jersey
Caleite Co.  Address, 149 Droadway, New York City.
Prepared for review of the following years:

1910, OVErASBESIIMICIIE v o e e e o e o e e e e e K187
1917, OVerafgesSSMeNt v e B e 13, 145, 47
1918, OVerassessSment s 15, 659, 30
1919, OverassesSMmMent__ .. e e e 751, 94

29, T85. 48
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SATURDAY, DECEMBER 20, 1924

UNITED STATES SENATE,
SeELECT COMMITTEE TO INVESTIGATE THE
InterNAL REVENUE,
Washington, D. C.

The committee met at 10 o’clock a. m., pursuant to adjourn-
ment of yesterday.

Present Senators Couzens (presiding), Watson, Jones of New
Mexico and Ernst.

Present. also L. C. Manson. Esq.. of counsel for the committee,

Present on behalf of the Bureau of Internal Revenue: Mr. C. R.
Nash, assistant to the Commissioner of Internal Revenue: Mr. Nel-
son T. Hartson, solicitor, Bureau of Internal Revenue:; and Mr. S.
M. Greenidge, head engineering division Bureau of Internal
Revenue. :

The Camyran. You may proceed, Mr. Manson, if you are ready?

Mr. Manson, The case to which we desire to call your attention
%&(_h;y is the claim of the United States Graphite Co., of Saginaw,

ich.

Your engineers and counsel take exception to the allowance for
invested ecapital, which we claim to be excessive in the sum of

237.107.90, and whichk makes a difference in the tax of $32.070.51
for 1917 and 1918.

In addition to that we take exception to the allowance of deple-
ti;m for all of 1918, subsequent to the month of April, and for all
of 1919.

In view of the fact that we have not the data of the computa-
tion of this allowance. and its effect upon the tax, we are unable
to state the exact effect upon the tax, except that the allowance of
depletion for 1919 is $404,616.44, and for 1918 it is $64,766.12.
How much of the latter amount accrued subsequent to the month
of April, 1918, we are unable to ascertain.

We take exception to the basis upon which value for depletion
purposes is figured, and for lack of sufficient information in the
records, we are unable to determine what the depletion allowance
would be if figured upon a proper basis. .

This taxpayer is engaged in the manufacture of graphite pro-
ducts, such as foundry facings, paints, lubricants of all sorts, motor
and generator brushes, electrical supplies, stove polish, boiler
graphite and graphite for electrotyping, powder glazing, pencil mak-
g ete. The taxpayer manufactures practically all of the refined
ground graphite used by lead-pencil manufacturers in the United
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States, in addition to which it exports large quantities of ground
graphite to England, France, Germany, and Japan.

Senator Warson. Do yvou say that at the present time they manu-
fucture practically all of the graphite for lead pencils used i this
country !

Mr. Maxsox. Yes, it is sold to lead pencil manufacturers, as I
understand it. in the very finely ground. refined state, and by them it
is pressed into lead peneil leads,

'i‘lw mines are the property elements which are involved i the

issues which we raise. . '
* These mines arve located in Mexico. The raw material is mined
and shipped in crude form to Saginaw. Mich.. where the factory is
located. The company disposes of no raw material; that is, it does
not dispose of what we would eall erude ore. T do not know what
the technical term for that is in the graphite industry, but what would
be ealled crude ore in the case of iron is not disposed of.  In other
words, all of the product that it disposes of and all of the product
that it mines is converted into a tinished, marketable product, either
ready for consumption by the ultimate consumer or for use by lead
pencil manufacturers.

We raise no question and, in fact, there is no question raised in
the record as to the value of any of-the compuany’s property outside
of these Mexican mines,

There are two mines in the State of Sonora, Mexico. One was
purchased in 1893, and there was given in payment of the purchase
price $33.000 of the capital stock of this company. The other mine
was purchased in 1918 for a cash consideration of $37,000. The
second mine appears to be the more valuable mine. It is on a piece
of property adjoining the first mine. From the fact that the work-
ing of the first mine has been practically suspended and all operations
are carried on in ihe second mine, it would appear the quality of the
ore in the second mine is better and that mining operations can be
carried on there more economically. ‘

Both for the purpose of determining invested capital and for the
purpose of determining depletion, the purchase price of the first mine
was ignored. The value for both depletion and invested capital pur-
poses was determined by what is known as the analytical method.
“This method involves a rather intricate formula. I will try to
state it in as understandable way as I can.

In the first place, the amount of ore in the ground is estimated.
In this case, the estimated amount of ore in the ground was multi-
plied by the sale price of the finished product. By that, I mean
the average price they received for paint, the raw material for lead
pencils. for lubricants, and all of the other finished products which
they sold.

I have gotten a little ahead of my story here.

The quantity of ore in the ground is multiplied by the j.rice of the
ﬁnishea? wwoduct, less the cost of the mining, the freight, and the cost
of manufacture. In other words, the ore is valued by giving to the
value of the unmined ore in the ground the total profit per ton made
by the company in all of its operations.

Senator Warson. You are speaking now of the basis used by the
department, are you?
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Mr. Maxsox, Yes siv: I am speaking of the basis used by the
department.

That is the first step. I arriving at this value, they take the
difference per ton hetween what, they got for their merchantable
products as they left the factory at Saginaw, Mich,, and what it cost
them to mine the ore, ship it to Saginaw and convert it into that
finished product. including the overhead and sales expenses. In that
manner. they arrive at the aggregate recoverable value of the ore
in the ground. or at least their estimate of the aggregate recoverable
value.

It is recognized in this formula that the value as of a particular
date--in the case of invested capital, the value as of the date of the
acquisition of the property: in the ease of depletion, the value as of
March 1. 1913—is necessarily less than the aggregate of this recover-
able value. for the reason that they have to wait until they recover
that ore and convert it into a finished produet before they can secure
this money. ‘

They. thercfore, reduce the total recoverable value, or the aggre-
gate recoverable value, at the end of the period, by the application
of two factors. ‘

The first factor is what they estimate a purchaser of that property
would aceept by way of profit on his investment during the period
from the basis date until the ore has been recovered. In this case,
they estimate that profit as being 10 per cent.

The Cuateyax. In how many years?

Mr. Maxsox. Tn 28 years. We take the position that 10 per cent
is no more than the manufacturer engaged in a nonspeculative enter-
prise, with all of his property lecated in the United States would
expeet to make upon his invextment.

In 1913 the basic date for the purpose of determining depletion
allowance. Mexico was in a state of vevolution. Tt had been in a
state of revolution since some time in the year 1910, when Diaz was
overthrown, In the vear 1913, Madero had been overthrown:
Huerta was about coming into power. One of the basic causes of the
revolution in Mexico, at least one of the things upon which most of
the revolutionary leaders based their propaganda, was their objec-
tion to the exploitation of the resources of the Mexican nation by
foreigners. It is a well known fact that in the constitution adopted
in 1918, all of these grants of mineral rights made prior to that time
were denounced. and it was necessary for those who continued to hold
property in Mexico to organize Mexican corporations and take it
under the Mexican law,

Y mention this fact to show that no person with any sense at all
would think of investing a million dollars, the value they placed on
this graphite mine, in 1913, or as of March 1, 1918, expecting to make
no more than 10 per cent on his investment, under the sort of condi-
tions which prevailed in Mexico at that time, particularly in view
of the fact that 10 per cent is considered a conservative return upon
a nonspeculative manufacturing business. .

That is the first exception that we take to the application of this
formula.

The Cuaman. May T interrupt you there. Mr. Manson, to ask
you if it is some such analytical formula as this that they use in the
case of depletion of oil wells?
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Mr. Manson. It is a similar formula.

I desire to call the committee’s attention to the fuct that in deter-
mining depletion which took place before March 1, 1913, namely,
from 1893, when this company first acquired this mine, up to March
1, 1913, they applied a 20 per cent profit factor. In other words. at
a time when Mexico was under the Diaz rule, where property rights
were respected, when there was no agitation and no revolution, when
un investor was assuming practically no risk from the standpoint of
the threatened overthrow of government, they took the position that
an investor would expect a 20 per cent return. 'The result is that
the depletion rate that they have applied to the ore that was taken
out of the ground from the acquisition of the property up to March
1, 1913, is about $2.40 per ton, while the depletion rate that they
have upplied to the ore taken out subsequent to March 1, 1913, &
eleven dollars and something a ton, the ditference heing the differ-
ence as the result of the apphication of 20 per cent and the 10 per cent
rate,

Now, I got as far as—-

The Cramnan. Let us see about that.  The rosult of that was to.
make a much larger depletion credit

Mr. Mansox. Yes: subsequent to Muarch 1, 1913, which depletion
credit, of course, applied in the years 1917, 1918, and 1919,

The CraikMAaN. Yes,

Mr. Manson. To which we take exception.

My first exception, therefore, is to the use of the 10 per cent factor
under the conditions which prevail in this case,

In this formula they also deduct 4 per cent as the sinking fund
interest which would be earned upon the annual depletion allow-
ances: so that at the end of the period they would equal the amount
which they determined to be the value of the property.

To that factor we take no exception.

When they have thus reduced the aggregate of the recoverable
values to a present value as of the basic date, whether it is the date
of acquisition or the March 1, 1913, date, they then divide the re-
duced aggregate of recoverable values by the estimated tonnage in
the ground. That gives them the depletion factor. The depletion
factor is then only applied to the amount of ore mined, and the vesult
is the depletion allowance for that year.

Senator Warson. Have you the figures for any one vear, M.
Manson, to illustrate what you say?

Mr. Manson. You mean to go all the way through and show the
result? :

Senator Warson, Yes.

Mr. Manson, Well, the depletion allowed for 1917 is $55.766.84.
The depletion allowed for 1918 is $64,766.12,

The Cuameman. The Senator wants to know what is the difference
between vour method and the method adopted by the bureaw.

Senator Warson. Yes: that is what T want to get at.

Mr. Maxson. I wish to say this, that we have not the data from
which we‘could figure what a proper allowance would he, assuming
that they are entitled to depletion.

For other reasons, I take exception to the depletion aliowance made:
in 1918 and 1919, and I take exception to the entire allowance,

.
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Nenator Warsox. That is to say, for that year you would have
allowed no depletion?

Mr. Mansox. No depletion, for the reason that they did not own
the property in those years. 1 am coming to that.

senator Warson, All vight. T did not mean to interrupt the
trend of your argument.

Mr. Maxsox. When we come to the matter of silver and copper
mines which we expect to call the committee’s attention to, 1 expect
to @o inte this fermula with a good deal move carve than 1 have at-
tempted to ro into it with at this time, in order to show how the
formula itself operates. At this time, I am merely taking exception
to that factor.

Nenator Warsox. Do 1 understand from that that this formula
is applied in coming to a conclusion or reaching a basis for the
assessient of taxes, in connection with the matter of depletion as
related to all mines?

Mr. Maxsox. To all mines and to oil. They also apply it to
discovery value in the ease of oil.

The factors used in this case are as follows:

The average selling price from 1907 to 1916 of the tinished prod-
uet s $115.86 per ton.  The cost of mining and of converting the
product into the finished produet, mcluding the selling cost and
overhead, is $35.21. The freight during the vears 1914, 1915, and
1916 was $10 a ton, and that was accepted as the basis.

The average profit upon those figures would be $18.65. By rea-
son of some adjustments in those fizures, which do not appear, the
actual amount accepted as the value of the ove in the ground, was
$46.42, but it was determined upon the basis of the figures that 1
have just mentioned, with some adjustments, which makes a ditfer-
ence of about $2.20 per ton.

Right at that point. in cennection with the freight, I want to
call the attention of the committee to the inadequacy of this factor of
10 per cent. One of the things that any purchaser of such a prop-
erty would consider would be the cost of freight to get his product
to market. They have accepted here.%10 a ton, which was the
freight in 1914 1915, and 1916. The present freight rate is some-
thing like $16.  That is one of the hazards assumed by a prospective
purchaser, the hazard of an increase in freight rates, as well as the
hazard of the confiscation of vour property., and that is another
reason why a 10 per cent factor is wholly inadequate.

I now call the committee’s attention to article 206 of Regulations
62, as follows:

The determination of failr market value of mineral property, other than oil
and gas,

* L* *  Phe vatue sought should be that established assuming a transfer
between @ willing seller and a willing buyer as of that particylar date.

And down at the foot of page 87. which T am reading from.
appears the following langnage:

Valuations by analytic appraica! jyethods, such as the present value method,
are not eptitled to great weight: * * * if the profits ariging from the

exploitation of the mineral deposit are wholly or in great part due to the
maniufacturing or marketing ability of the taxpayer, or to extrinsic cnuses.
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I would call the committee’s attention to the fact that in using
the profit per ton made by the taxpayer and the value of the ore in
the mine, the bureau has given to the material mined in Mexico
all of the value which arises out of the use of the plant in Saginaw,
Mich., which arises cut of their organizing, their manufacturing
and their selling ability: they have given to that raw material
which has not yet been mined all of the value which avises out of
the good will of this company : they have given it all the value which
arises out of the business genius of the management of this company,

This regulation provides that the value of the ore is to be deter-
inined by the price that would be paid by a willing buyver to a will-
ing seller of the mine dewn in Mexico. and I subnut that it is a long
ways through a route of business hazard. traveled by business judg-
ment, business management, and business genius, as well as con-
tributed to by the invetment in the plant at Saginaw, and con-
tributed by such value as is attached to that concern in the shape
of good will, between the raw material in the mine and the place
where it finally leaves the consumer in the market in the shape of
paints, lubricants, and the other products which I have mentioned.

It was to call the committee’s attention to that fact that at the
opening of my remarks I stated as fully as T did the nature of the
products of this concern,

With the exception of the raw matervial. the refined. ground, raw
material used by lead pencil manufacturers, practically all of this
ore that goes on the market at a price which has been made the
basis of this valuation, goes onto the market in condition to he
used by the ultimate consumer.

senator JoNes of New Mexico, I it will not interfere with the
trend of your thonght, how did they handle the question of the
fluctuations in the market value of the finished produet?

Mr. Manson. In the first place. there is practieally no fluctuation,
This company has a practical monopoly of this business. There is,
of course, some fluctuation, but that {luctuation is taken into con-
sideration by averaging. Thev average the market value: thar is,
they average the nctnal prices received per ton by the company
for its finished product between 1907 and 1916. Thev average the
cost of converting that ore in the ground into this finished product.
“Thev deducted the average cost of this conversion from the average
price received, and got a figure of about 46 a ton.

The Cuarmax, Over how Jong a period did they average it!?

My, Maxson, They averaged it from 1907 to 1916, inclusive.

Senator Joxes of New Mexico, What about the fluctuation in
labor costs and other costs?

Mr. Maxsox. Of course, they do not make any allowance for the
{act that labor is liable to increase. That is one of the elements that  §
will have to be stood out of the 10 per cent profit. and I would call * §
the attention of the committee to the fact that, for instance, in the
vear 1916, the cost is $67.33 o ton, and the profit per ton is $63.
In other words, the cost is over 50 per cent of the total selling price,
and a very marked increase in that cost would soon wipe out that
10 per cent profit.

Senator Jones. Let me understand you. Does it show there that
the actual profit was about 100 per cent?

“
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Mr, MansoN. Just about 100 per cent—a little less than 100 per
cent. 1t will average about that.

Senator Jones. And yet they figure a profit of 10 per cent in
arriving at it?

Mr. MansoN. Yes, sir.

Senator JoNes, On the ore in the ground?

Mr. MansoN. Yes. I wonld call the committee’s attention to this
fuct, that if you will go back and take into consideration what ac-
tually happened in this business, you will get some fair idea of the
margin of profit that was expected, and that was actually received.

This company owns two graphite mines located on adjoining
property in Mexico. These two mines produce the finest grade of
graphite porduced anywhere in the world.

This company owned and operated what I will eall mine No. 1,
from 1893 to 1918, before it acquired mine No. 2, It was making a
tremendous profit upen a $35,000 investment in that mine. It made
enough profit on a $335,000 investinent in the first mine so that the
burean gives that first mine a value of a $1,000,000 and over in 1913;
vet, in 1018, five vears after the first mine is valued at one million
and some odd thousand dollars, the company acquired the second
mine for $37.000 cash.

Now, that is not due to development costs. This ore lavs practi-
cally on top of the ground: it is near the surface and outerops all
along the surface. The mining operations arve carried on from the
surfuce. There are no shafts, and all cost of development is charged
to operating expense. The company itself does not capitalize any
development. costs.

The Cranaran, What value did they put on the 1918 mine, when
they purchased mine No. 27

Mr. Maxssox. Of course, that having been purchased subsequent
to March 1, 1913, they had to carry that at what they actually paid
for it.

Mine No. 2 is the one that is at present the principal source of
supply of the company. the operations in mine No. 1 having been
either entirely, or to a large degree, suspended. The only assnmp-
tion that T can draw from that-—the fact does not appear from the
recordd, but T feel justified in assuming that it is because thev can
mine the product of mine No. 2 more economically. ov that it is
of a better grade. 'They must have some reason for having gone
over to their mine No. 2 instead of mine No, 1.

Mine No. 2 is carrvied, for purposes of caleulation, at $37.000. while
mine No. 1 1s earvied at over a million dollars.

Senator Joxes, Although they actually cost about the same
amount !

Mr. Maxsox. Although they actually cost about the same amount.

I take the position that under these regulations, where the market
value of this property can be determined hy zetuai sales which took
place in the neighborhood of similar property, the analvtical method
can not be used.

In this instance, we have the second mine on an adjoining property,
locnted in Mexico, and the same or a better grade of ore similarly
situated in the ground, mined under similar conditions, with an esti-
mated quantity of ore greater than the first, and an actual sale of that
mine, in 1918, for $37.000, and, as far as governmental conditions
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were concerned., there was a very little difference between the revolu-
tionary state of Mexico in 1918 and the revolutionary state of that
conntry in 1913. So that those conditions were about the same.

As to the use, as I have stated before, this first mine was acquired

for $35,000 par value of the ('aritul atoek of the taxpayer.  Sub-
sequently. the tnx]puyer paid in the neighborhooed of $35000 for the
purpose of defending title. Assuming that this defense of title is a
properly capitalized item ns against the cost of property. it would
make an aggregate of about $70.000, .
. For purposes of invested capital. this property is estimated to be
worth as of the date of acquisitions, $307.149.08: in other words,
$237.137.90 more than the aggregate of the par value of the cupital
stock and the cash expended for the defense of title. ’

1 now read from section 207, subdivisions (a). of the revenue act
of 1917, which covers this condition:

In case of a corpovation or pavtnership: (1) acetuad cash paid n, (2) the
actunl eash value of tangible property pald in other than eash, for stock oy
shares in sueh corporation or purtnership, at the tine of such payent (but in
case such tuangible property was paid in priov to January 1, 19014, the actual
cush value of such property as of Junuary 1, 1914, but in no case to exceed the
par value of the orfginal steck or shaves specifically issued therefory-—

That 1s the provision of the act which covers this situation. In
other words, they fix the value on this property nearly $300.000 in
excess of the par value of the stock paid in in direct defiance of that
provision of the statute.

In 1918, the Mexican Government denounced this property and
laid it open to claim, At that time, the Mexican corporation was
organized, of which the taxpayer is the sole stockholder. That Mexi-
can corporation has owned these mines from sometime in April,
1918, to the present time.

I take the position, therefore. that this taxpayer is not a nune
owner: it is a stockholder in a company which does own a mine,
and comes divectly under the provisions of article 201 of Regulations
62, which provides: )

Operating owners, lessors, and lessees, whether corporations or individuals,
are entitled to deduct an allowance for depletion and depreciation, but a steck-
holder in a mining or of! or gas corporation is not allowed such deductions.

It seems that depletion was allowed for the whole of 1918 and
1919, in the amounts which I have already stated, upon the theory
that the taxpayer had in its possession at Saginaw, Mich., or en
route to Saginaw, Mich., at the time these mines changed hands,
enough raw material to carry it through 1919. I submit that it
was in no different situation than a coal dealer in the city of Wash-
ington who may have enough material on hand to meet his trade for §
two years. That does not make him a coal miner nor the owner §
of any coal mine, who is entitled to depletion under the provisions’
of this act.

I will call Mr. Parker.

Senator Joxes of New Mexico. I am just wondering whether it
is necessary to go further. Mr. Manson has made this statement,
and why should not that statement be accepted, unless there is some
objection to it on the part of the bureau?

The Cuamyan. If agreeable to My, Hartson, I think it should
be handled in the same manner as we handled the case of the United
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States Steel Corporation. Here is the statement of counsel, not
yet controverted, and if the burean wants to controvert it, they will
have an opportunity. But, In the meantime, there is no necessity
for taking any further evidence on it.

Senator Jonks of New Mexico. That is the way it strikes me.

Mr. Harrson. The chairman will recollect that during ome of
the sessions, when Senator Jones was ahsent, I made the very sug-
gestion that, upon counsel’s statement, the bureau would then put
on its proof rather than to go through the form of calling the com-
mittee’s engineers and their agents to, in a sense, sustain the open-
ing statement of counsel. I think that would save time and we will
make better progress that way. That is thoroughly satisfactory,
then, to the bureau, to have the bureau now put on its proof on Mr.
Manson’s statement in this case. :

Senator Jones of New Mexico. Yes.

' 'I;he CuarMaN. 1 assume you are not ready to do that this morn-
ing?

%V[r. HarrsoN. The files, Mr. Chairman, have been in the possession
of the agents of the committee for the last two or three days, and T
have haﬁe no opportunity to go through them. 1 knew, in a general
way, and anticipated thet this case was coming up this morning,
and I talked it over with our men, but not in connection with the
papers, and I would therefore request that I be fg'iven an opportunity
of two or three days before we put in our proof on it.

The Cramman. In other words, that we shall wait for a replv
from you in this case, the same as we are waiting for your reply in
the case of the Steel Corporation ?

Mr. Harrtson. Yes.

Senator Jones of New Mexico. I would like to ask just a few fur-
ther questions for information. This is the first mining case that
we have had, and it will involve the whole procedure regarding
depletion of mining property. I would like to ask how they esti-
mated the amount of ore in the ground.

Mr, Manson. Mr. Burdick, who was the engineer in this case, is
here, and he can tell yon how they arrived at it.

STATEMENT OF MR. CHARLES ADRIAN BURDICK, VALUATION
ENGINEER, NONMETALS SECTION, INCOME TAX UNIT, BUREAU
OF INTERNAL REVENUE

Mr. Buroick. The mine in question is a graphite mine, and is
worked as a graphite mine.

Senator Joxes of New Mexico. What is vour position in the
burean?

Mr. Burnick. I am valuation engineer in the nonmetals section of
the Income Tax Unit. *

Senator Joxes of New Mexico. What is the scope of that term
B 2sused by the department?
§ Mr. Burpick. It consists of all the different minerals which do
§ Dot contain metals. except oil and coal.
b Senator Jones of New Mexico. Name what it consists of.

92919—25-—p1 v
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Mr. Burnick. It consists of sand, limestone, graphite, talc, soap-
stone, cement, clays; that is, fire clays—there are about 60 of them

ali told.

My, Ma~nson. Coal?

Mr. Buroick. All except coal and oil.

Mr. Manson. 1 see.

Senator JoNes of New Mexico. You may go ahead now.

Mr. Borpick, It was originally a coal mine which was metamor-
phosed by igneous nitrates and warped, and the coal'became graphite,
‘lying between walls which had been sv warped that it is not always
easy to follow, due to the squeezing out of the grall‘)hite at certain
points and thickening in others. This metamorphosed graphite
15 a very soft and unctious materiel, and is onlv mined a short way
ahead of the faces, due to the caving and slipping of the material in
the formation.

Mr. Maxson. You mean in the limestone ?

Mr. Buroies. No: in this particular case it s schist—an amor-
phous sedimentary rock, which is schist now. It is operated by
shafts to a depth of from 300 to 500 feet in this particular :nine.
* Senator WatsoN, Does that refer to both these mines?

Mr. Boroick., The second mine, at the time we had this under §
consideration, was a prospect, or was so sworn to by the owners. |

Senator Warson. “Fou say at the time you had it under considera-
tion. When was that? - _

Mr. Burpiox. About six months ago, which was the last time it §
came to my attention. I believe it was before August. ,

Senator WarsoN. No graphite had been taken from it at that §
time ? |
Mr. Buspick, The prospect is operated now as the prircipal §
eraphite mine. I believe in 1920 or 1919 they moved the machinery §
over to the new property. While they say they have not abandoned }§
the old property. they are not operating it, due to the fact that-thev
could mine more cheaply in the property acquired. The property |
acquired is about three and a half miles in a straight line from the §
old property. and they built a new roadway of some twenty-odd miles
to the new point on the railroad.  That railroad rans from Nogales §
City of Hermosillo, on the west coast. -

Senator WarsoN. How far apart are those two mines?

Mr. Bugrpiek. Three and a half miles on a straight line,

Senator Warson. Is the graphite of the same formation. of the §
=ante quality, in both of these mines?

Mr. Buroick. That is so stated by the taxpaver, that both mines §
contain the same quality of graphite. ;

Senator WarsoN. What is the relative quantity contained in them!§

NMr. Burorex. We have no record as to the quantity in the nev§
property.,

The Ciamdran, Was there any physical examination made hy the
engineers?

Mir. Buenicr. No, sir; not from the burean.

Senator WarsoN. You took the statement of the taxpaver as to
the quantity ? 3

Mr. Berorex. We had to take their sworn statement. That i
according to the regulations, or the rules. anyway, of our department §

Senator Warson. And-as to prod: ;ion. ‘
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Mr. Buroien, s to production?

sSenator WatsoN. Yes,

Mr. Buroick. As to the production, Senator, the production may
be smaller one year than another at the mine, but we give them
depletion on the tonnage ground. as tonnage received from the mine,
rather than as mined. You see, if you have a ton of ore mined in the
ground. and it was sitting on the surface of the ground, you have not
fost title to it. That does not take place until it is sold and you lose
it out of your possession. This was in 1918 or 1919, and the section
ruled that they were entitled to depletion in those years.

Senator Warson. Because they had actually sold the output!?

Mr. Berniek, They sold the output in 1918 and 1919 that they had
mined prévious to 1918,

Senator Warsox, And as long as they hold it, you hold that the
rile of depletion does not apply, because they still have it.

My, Buepiek. That is it.

Senator Warson, Notwithstanding that it is taken out of the
carth and is put on the surface of the earth?

Mr. Burmen, That is right.

Senator Warson, It would be the same thing if it had been put
in sheds or on cars and allowed to stand.  You hold depletion has not
actually occurred,

Mr. Buroiek, Yes; sir.

Renator Joxes of New Mexico, What information did you have
as to the quantity of ore in these mines/

My, Buroiek, The sworn statement of the taxpayer showed the
tonnage that they had mined up to 1913 and up to 1918 or 1919, and
ﬁhe estimate of the owners as to the tonnage in the mine as of that
date,

Senator Joxes of New Mexico. Did you find out how they made
their estimates?

Mr. Burpiek, Unless a case is of suflicient size, it has not been
customary, when the expense is =0 great, to check those things up.
For instance. this mine 15 in northern Mexicao, and at the time this
ase cane up, the question was as to whether it was large enough to
make an examination by the department. but as we did not have an
engineer in that section. and as the expense would be considerable,
the sworn statoment of the taxpayer was accepted.

The Cramarax. How long have you been in the department. Mr.
Burdick?

Mr. Breniek. Two years and three months,

The Crairmax, Is there any other engineer who dealt with this
case besides yourself?

Mr. Bureoics. There is.

The Cramemax. You ave not the only engineer who has dealt with
it since the beginning of the case? *

My, Berpiex, No, sive it was originally valued in 1920,

Mr, Maxson. For purposes of invested capital, the first engincer
recomuiended an allowance of %35.000 on mine No. 1 us of date of
aequisition, and you recommended about $70.000: is that right?

Mr. Buerpiex. Yes, sir

Mr. Maxson. Who was responsible for the increase to $307.0007

Mr. Buroick. T am not responsible for it.  That occurred at a
conference with the taxpayer befove a specinl conferee,
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Mr. Manson. Did you agree with that? _

Mr. Burpick, T had no alternative in ¢the matter. Tt was hefore
& conferee,

Mr. Manson. Did you make any protest?

Mpr, Burpick. 1 did, to my chief.

Mr. Manson. Who was vour chief?

Mr. Burpick. Mr. J. H. Briggs.

Senator Warson. You used the same formula to determine deple-
tion in the case of this mine as in the case of all mines with deposits
avith which you deal?

Mr. Borbick. When the actual valuation can not be determined
otherwise.

The Cuoamaran. Would vou cantend that the actual valuation
could not have been determined otherwise in this case?

Mr. Burpick. The data had not been submitted by the taxpayver
up to that time on which we could valwe the property. Tt was in
process of collection at this particular time, but it was sluggish to
get it from the taxpayer.

Mr. Manson. At the time you made the valuation as of the date
of acquisition of mine No. 1, you had before you the amount they
had paid for the mine, and based your valuation on that, did you not?

Mr. Burnrick. We had the statement that they had paid stock and
certain cash payments for services, and defense of title, etc.. and
valued it on that basis.

Mr. MansoN. And you made that the basis of your valuation?

Mr. Burpiok. Yes, sir.

Mr. Manson. You did not adopt the analytical method for the
purpose of determining value as of date of acquisition?

Mr. Burmek. [ did not.

Senator Jownes of New Mexico. Who did?

Mr. Burnick, The conferee.

Senator Jones of New Mexico. Who is the conferee?

Myr. Suernerp. T amn, sir.

The Cuamyan. What is your name?

Mr. Saeenrrn. Mr. Shepherd.

The Cramman. Perhops Mr, Shepherd ean tell us how he arrived
at it. :

STATEMENT OF MR. ALEXANDER R. SHEPHERD, DIVISION CON-
FEREE. BUREAU OF INTERNAIL REVENUE

Senator Jones of New Mexico. What is vour position in the
burean? 4
Mr. Sueenern. T am division conferee, Senator. T wm called in
when the taxpayer and engineer can not get together. in order to §
report to the head of the division. Mr. Greenidee, what the dithienlty

is. and to make recommmendations as to the method of settlement.
What is the question which vou would like to have answered ? g
The Cramyan. We had been asking as to how vou arrived at the §
difference between the amount recommended by the previous wit- |
ness and the amount actually agreed upon? :
Mr. Surraekp. As has nlrezuiv been explained by vour representa- #
tive. I used the analytical method, which we have used in the metsls §
section and in other sections as well., ' :
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Senator Joxes of New Mexico. Is that in general use with respeet -~
to ull mining properties? »

My, Sneeuesn, There is o difference, Senator.  In most mining
properties it is, when you can not find a basis of arviving at invested
capital.  In this property there was a question of $35,000 worth of
stoek involved, ond the law stipulates that the assets back of that
stock represent its value. We used the analytic method in arrviving
at the value of the stock as of that date. Now, as a matter of fact,
this case was set up the last time by the engineers for the taxpayer,
and they were clamming invested capital as of date, amounting to
about a total, with additions, of $780,000 odd. because they issued
stock later and also had other expenses there. Of course, the details
of the original valuation I had nothing to do with. T «m called in
there at the fast minute to try to come to an adjustment with the tax-
payer. which looks reasonable and equitable. Personally, from the
experience that T have had, the whole answer to the thing is to arrive
at what looks like a just and fair result. We have so many different
cases and such a variety of conditions to meet that, to a great extent,
it is a question of the personal judgment in the weighing of those
conditions. You may have two reasonable men, and they will look
at the thing differeutly.

Mr. Maxson. This provision of the law states that where tangible
property is given in exchange for stock, the value of such tangible
property for the purpose of invested capital shall in no case exceed
the par value of the oviginal stock or shares specifically issued
therefor. '

Mr. spernerp. That is one section of the law, but there are other
sections. and there have always been interpretations of the legal
effect of that by the solicitor and by the committee.

My, Maxson. Will you cite us any interpretation of that law by
the solicitor, or any other superior of yours, which holds that it
does not mean + at it says’?

Mr. Speenrrp. This is a question of a man exchanging his prop-
erty for stock.

Mr. Maxson. And that is just what this law covered.

Mr. Snernerp. It would depend upon the basis of what year you
are handling it there,

The Coamsax, Your contention, then, as I understand vou, is
that if the value of the stock-—-

Mr. Sgeenerp. Tt is not reflected.

The Caatman (continuing), Just a minute-—was in excess of the
§35.000, then you took that into account?

Mr, Soeemern, Yes, sir: exuactly.

The Cusmaran. Notwith<tanding the fact that the law says par
value.

Mr. Speeaerp. In that particular phrase of the law. I think
that i~ for 19917, if I am not mistaken?

My, Maxson, Yes,

My, Suvenekp, If the taxpaver comes in and gives the actual
facts of his case. we take those. 1 would say that the troubles that
hove arisen are two--the delay caused by the taxpayer in submit-
ting his information, and the interpretation of that information when
sibmitted.  Now. there is a wide range of opinion. and the exper-
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ience of ‘the man. not only as a practical engineer, but as a practical
business man, varies aceording to the conditions as applied to the
individoal case. One man takes a broad view, another man takes
a narrow view. DPersonally, T think the vegulations, if they are
read in full and interpreted. allow an engineer of reasonable exper-
ience and knowledge to arvive at a fair answer,

Mr. Manson. Mr. Shepherd. as conferee, you have sat in niore
cases than this one, have you not!?

Mr. Sueenekp, Yes, sir: 1 have been sitting in on from two to
six or eight cases a day.  In a great many of the cases that 1 «it
m on I do not know the details. T am just called in on one par
ticular point that needs to be settled, which was the case herve.

Mur. A\}ANH()N. How many cases have you sat in in which this gnes-
tion of the determination of the value of property which was given
in exchange for stock has been involved?

Mr. Siieruern, How many?

Mr. Manson. Yes,

Mr, Soeeneep. That woald be pretty hard to say, sir. T have
been in the department xince February, 1920, and we have those eases
right along.

Mr. Mansox. Has it heen your eustom and practice in all such
cases to igunore the provisiens of the statute that 1 have just read
and substitute your judgment as to the basi= upon which this value
should be determined?

Mr. Saeeieep. Not to ignore it, no: but there is the question what
the facts presented by the taxpayer indieate.

Mr. Maxson, Tt has been yonr enstomary practice, as I under-
stand it, then, that where the taxpayver presents facts which, in your
judgment, show that the stock which was given in exchange for
tangible property exceeded its par value, you allow what. in your
judgment, its actual value was, instead of the par valne?

Mr. Sperneep. If vou mean by my own judgment. according to
the facts in the ease and the information submitted by the taxpayer -
15 that what you mean’?

Mr, Maxson. Yes: bmenn your judament. based on all the infor-
mation that yvou have,

Mr. Suvennen, Yes,sie

My, Maxsox, Can vou furtiish = a list of the eases in which you
have held that the tangible value of property acqyuived in exchange
for stock exceeded the par value of the stock for the purpose of
determining invested capital?

Mr., Speenekn. 1 oconld not furnish you an aceurate list: no.

My, Maxsox. Well, will vou furnish ns with as good a list as you
can't

Me, Sueenren. That wonld cover all the work that T have done
in the last four vears,

The Cramaax. Do vou recall offhand any ease right now!?

Me. Sueenirp. No: I owould not dike to recall ofthand any case,
beeause 1 do not remember the details of the eases, Senator, These
things are coming up one after ancther, you know. It is like skip-
ping frem one thing to mnother.

The Creameaan. You have no record of these conferences: there
i» no stenographic or other record of them!?

-

T -
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Mr. Sueeaerp. A record is generally kept by the engineer in
charge of the ease. 1 am just there to advise him and to try to
reach @ conclusion, and to get netion in a business way,

Senator JoNes of New Mexico. Who was the engineer in charge
of this case?

Mr. Saeeaern. My, Burdick,

Senator Jonks of New Mexico. But he said he was not in charge
of it until recently, as 1 understood him.

Mr. Burotek. I was in charge at the time of the conference.

Myr. Sueeniern. 1 was called into his conference, at the time of the
conference with the taxpaver, and they told me they had settled
all questions but this question of invested capital.

Senator Jones of New Mexico. It seems that in this case the engi-
neer in charge did not recommend what was finally decided upon
by you. What was it that caused you to overrule the engineer in
churge !

Mr. Suaeenekp. I did not overrule him. I made the suggestion
that he use that basis.

Nenator Jones of New Mexico. Well, is not that overruling?

Mvr. Snrpmerp. Not necessarily.

Senator Jones of New Mexico. What is it?

Mr, Surpuerp. As o matter of fact, Senator, we do 1 ot tell the
engineers down there that they shall de this or that. We realize
that & man has a right to his own opinion.  Now. [ suggested

Senutor Jones of New Mexico. What. 13 the purpose of calling
you into the thing at all if what you have to do is not overruling 4

Mr, Surrnern. Well, 1 agree with you perfectly that, from a busi-
ness point of view, it should be.

Senator Joxes of New Mexico. Then, when you suggested that
the engineer change hig method, was not. that equivalent to a divee-
tion#

The Cunamaan. If 1 understood him correctly, he referred it first
to his chief before it was done,

Senator Joves of New Mexico. I did not eateh that

Mr. Sueraern. Yes. .

Senator Joxes of New Mexico. To whom did vou refer 1t ¢

My, Speraeen, U did not refer it to anvhody. 1 made the sug-
gestion to the engineer. Now, it he does not wish to sign the memo-
randum on that basis, be can pass it vight on to the head of the oflice,
to Mr. Greenidge, L this caxe he signed it, and his ehief signed it.
I never thought anything mere about it.

senator Joxes of New Mexico. What was it that caused yvou 1o
make the sngeestion here?

My, Sreenern, The equity of the case, I thought.

senator Joses of New Mexico, That he had better change the
basis .

Mr. Sureaerp, The facis presented by the taxpayer and the equity
in the ease.  The taxpayver was claiming 780,000 all told for in-
vested capital and his additions to it.

Senator Warsox. Have you ever used other statutes on this same
subject that ought to be coustrued in connection with this matter,
and when so constrned, might make a modification of the rigidity of
this Ianguage, and what are those statuten?
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Mr. Sureurro. 1 can not give them to you offhand, sir. I can
give you the regulations, :

Senator Warson. I am not. interested in the regulations, but I am
interested in the other statutes, nnd the consideration of those statutes
together with this one—not the regulations, but the law. In oher
words, I want to find out whether there are other statutes that will
enable the engineer, in the exercise of his judgment, or a referee
or other person to whom the case finally may be referred, to modify
this particular statute that Mr. Manson has read!?

Mr. Suerurrp. In the regulations, the present worth method is
amentioned.

Senator Warson, I am not talking about the regulations.

Mr. Suernewn, That is the basis you go by principally down
there. ‘The main thing we arve after is to get results and get the
case closed.

Senator WarsoN. You said that an individual, yourself, for in-
stance, will go over the whole proposition and come to what you
think is a legitimate result under all the conditions presented.

Mr. Suernerp. Yes, sir.

Senator Warson. But suppose all the conditions presented eause
you to arrive at a conelusion which is at variance with the particular
statute of law on the subject. Then, do you set aside the law and
use your own judgment, or do vou take the jaw into consideration
in_coming to a conclusion?

Mr. Sueenierp. I take it into consideration in coming to a con-
clusion; yes, sir.

Senator Jones. The Solicitor of the Department is here, and I
would like to ask Mr. Hartson if he has in mind any regulation or
decision which modifies this provision of the stutute?

Mr. Harrson. T do not understand that this settlement was a
settlement under the 1917 law.

Senator Warsox. Is this the law of 19177

Mr. Maxsox, Yes, '

My, Hawrson. Mr. Manson read from the 1917 act.  Mr. Man-
son’s interpretation of the statute, it seems, a» he rveads it is very
plan, and s correct. The language ol the regulations, under the
1921 act must do vielence to the law itself, hecause, as yon will
recognize there, the value of .the property exchanged for the stock
shall be the basis for determining the invested eapital on the basie
date.

Senator Warson, Now, let me ask you a question right there, will
vou. Mr. Hartson?

Mr, Hawrrson, Yes.

Senator Warsox. You say that this particular caxe was not set-
tled under the 1917 act.  Under what act was it setiled?

Mr, Haresox, Under the 1921 act,

Senator Warson. That 1921 act repealed this particular section
that Mr. Manson refers to?

My, Harrson. I am not preparved to answer that on this particular
point, Senator. ,

Mr. Maxsox, My point is that they were determining tax for 1917,
They were determining the invested capital, which wonld he a factor
to be nsed in determining the 1917 tax,
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The Cuamyax. Mr. Hartson, ean vou read that part of the 1921
“tatute which you believe liberalizes the 1917 statnte !

Mr. Hakrsox. I have not<here the provisions of the 1921 statate,
except on the deductions allowed under section 21 (a) of the 1921
act, which reads as follows:

That in computing net income there =hall be allowed as deduetions
(1) In the case of mines, oll and gas wells, other natural deposits, and
tber, a regsonable allowance for depletion aud for depreciation of hmprove-
ments, aecording to the peenliar conditions in eael case, based apon cost, in-
cluding cost of development not otherwise deducted : Provided, That in the
caze of such preperties acquired prior to Mareh 1, 1913, the tair market value
of the property (or the taxpayer's interest therein) on that date shall be taken
in lieu ot cost up to that date.

Mr. Mansox. We are talking about invested capital, Mr. Hartson.

Mr. Harrsox. 1 recognize you are, 4

Senator WarsoN,  There are no regulations, My, Hartson, govern-
mmg that absolutely or directly contravening the statute, ave there?

Mr. Harrson, If there were, they would be entirely unlawtul.

Senator Warson, Precisely.  That is what I want to get at.
Therefore, 1 am wondering—and this is ail new to me—I am won-
dering whether or not a conferee’s action, as the action of Mr.
Shepherd in this particular case, took into consideration the express
provisions of the statute, or whether there were other statutes wlhich,
construed in connection with: this statute, would enable him to
modify the rigors of this particular case, as it would work a hard-
ship to follow the specific terms of the law?

Mr. Harrson. My understanding has always been, Senator, that
the actual value of the property, the fair cash value of the property
at the date it was turned in for the capital stock of the corporation
was the determining thing in arriving at the figure for invested
apital purposes. The section of the 1917 act which T have not
recently had an opportunity to examine, in connection with this
question, appears to limit that value to the par value of the stock
exchanged therefor, 1 do not wunt to say definitely that that has
been amended. but 1 think 1t has. 1 think there has been a substi-
tution there, so that the actual value, reghrdless of the par value
of the stock that was exchanged. shall be considered by the bureau
for invested capital purposes.

Senator Joxes. In the act of 1921, there was no provision for
ascertaining invested vapital. was there!

Mr. ILarrson. Noi there was not, Senator. The excess profits
tax was eliminated.

Senator Joxes of New Mexico. Yes: and there was no longer any
oceasion for ascertaining invested capital.

M Haersox, However, there was oceasion, under the 1921 act,
m settling cases that were still under consideration.

Senator Warsox, That is right. That 1s what T wanteto get at.
Youn will remember, Senator Jones, when we passed that law, the
question eame up about the settlement of cases arising under the
faw of 1917, and which should be disposed of and settled.

Senator Juxes of New Mexico. T agree with vou, that we did try
to handle that to some extent.

=enator Warson, Yes .
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Senator Joxes, But T do not reeall that there was any attempt
to madify the provisions of the law regarding invested capital,
because, under, the (921 aetg it was not necessary to ascertaim in-
vested capital,

Mr, Maxsox. I have not looked up the watter of whether or not
there = a subsequent amendment, for the reason that the 1917 aet
must govern the hability of the taxpayer to pay the 1917 tax, and
a taxpayer who has paid his 1917 tax pursuant to the 1917 act wouldl
dienrly be prejudiced by the lighility of a taxpaver under thv 1917
act. who had not paid his tax, and whose vights had not been de-
teymined-—--

Senator .ln\u of New Mexico. T think it may be said oenerally
that it was never the intention of Congress to change the liability of
taxpavers for vears plm'mhn" that ‘mvu'(l by the new law.,

Mr. Haweson, It s quite possible that if a change were made
atd 1 have not made ‘u' definite statement that one was made it
would aflfect equall v adl cases, regardless of whether some of them:

Senator Joses of New Mexico, Yes: but 1 think we can safely as-
sume that Congress never intended to modify or change the linbility
of the taxpayer for preceding years,

Senator Warsox, That is my recollection.

Senator Jones of New Mexico. Yes.

Mr. Manson. That is the asswmmption that 1 have gone on,

Senator Joxes of New Mexico. T think it is a very wa e one,

Mr. Thareson. T wouald like to request of the committee an oppor-
funity to report on this and to give the result of my search and
m\vm'ramun at onr next mwhn«r on this delinite |mmt naiely,
the timitation of the bureaw in |I\ln" invested capital at the point nt
the par value of the stock when exchanged for property as of
basie date.

Mr. Massox, For 1917

M. Harrsox, Yes. .

Senator Joxes of New \!Mun You will be wecorded that privileos,
of course,

You are an engineer by p)nh-wmlh Mr. Shepherd !

Mr. Speeneen, Yeso siee The practiee down there has beetr, in
vorkioy from oo practieal standpoint. to work the ease when the
tapayer's statenment e lnad and we have full information on the
ciases - We ther wake the ease and work it through on that hasis:
that 1s. the aestor does, The adjustment of it on the other hand,
is readhy ont of our category,

The Crovievax. Towonld Hike to ask Mre, Hartson in this connnee
tion i he has ever had any Litigation with the taspayers on the
guesticn of amortization or depletion?

Mro Hoaresox. We have had considerable Titigation over depletion,
Senator. . We have a case now Pefore the Supreme Conrt ol the
United Seatess involving the question of depletion, That s the
Alworth Stevens case. =o far as 1 know. we have relatively little
Hitigation over these questions, bt we are in court in several deple-
tion cases,

The Coveyaxs You are not in court on any case involving
nortization. though? '
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Mre. Harrson. 1T would not say that we are not. We are not, so
far as iy knowledge goes, but 1 do know that there are several
depletion cases where we are in vourt. 1 do not know of any amorti:
zation cases where we are in court.

The Coasesan, In other words, all of the amortization eases
have evidently been settled in agreement with the taxpaver, then!

Mue. Hawrson, T think that is a correct statement, subject to one
or two case. that T do not know about, where we are in court,

Mre. Mavnsox. You had this case down at Hampton,

Mr. Hharrsox, Yes, sivg that was the amortization of street rail
way facilities,

Mre. Manson, Yes

Mr. Harrson. Yes,

Mr. Maxsox. Mr. Shepherd. vou stated that the engrineer is sup-
posed to protest to the chief engineer, if he is not satistied with
vour recommendation. Bo yvou know whether this engineer protested
to the chief engineer?

Me. Sueeneen, 1do not. He conld probably tell yon,

Mr. Maxsox, To whom did vou protest Jaddressing Mr. Burdick | 2

My, Bowmer, T protested to Mr, Briges,

Mi. Massox, Who is Mr, Brigps¢

Mr. Brames, The gentlenman on my right,

Mr. Mansox. T knew, but what is his position?

My, Burmen, He is chief of the nonmetals seetion,

Mro Maxsox. 1 should like to ash Mo Briggs what he did about
1. when you protested to him,

Mr. Bracus, Do yon want me to answer that!

M. Manson. Yes,

Mio Buces, T told b that T would not. go any further.

Mo Maxson, You did not protest to Mre, Greenidge?

Mr. Brices, No osir,

Mr. Maxsen, Why not?

M Bowws, Toeondd explvin that better, perhaps, by stating thai
Mro Greentdge had as o resualt of two protests that T had wade to
hitn on casese wdvised me thaty practicaltve as U oread Ins mewo-

randunis to me, e did not want e to protest. in other words, |
~tated that 1 had been hit on the knuekles two or thiree thoes and
t proposed to stand o the siznature of the conferce, which T eon
sidered protecied us

Me, Maxsox. You =ay " memorandums,”

Mo Biacos, You, sir,

My, Mansox. Do yvou mean that My Greenidee sent you memo-
randuins telling vou net to protest?

Meo Biaces, Wello b ean read the memorandum, and yvou ean inter-
pret it for vourself,

Mr. Massox. T owish vou wonld, Jlad you received diis meno
randum that you are abont to read prior to the time that this
United Seates Greaphite company case was brought to vour attention?

My, Betaos, 1 had, s,

Me. Manson, Go ahead and read it.

Mr. Brices, This was o case which T protested, and Mr. Greenidee
sent it back.

Mreo Massox, What is the name of the case.
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Mr. Bisas. Climax Firebrick Co., Chimax, Pa. 1 will not read
this whole memorandum, He says in conclusion :

This ense witl: be closed in conformity with conclusions veached wi this
conference,

The next case that I protested wag——

Mr. Haxrson. Let us have the whole memorandum. T think it
is unfair to read just a portion of it. I do not know what it says,
but I think he should read the whole thing in,

Mr. Brigas. This is the first protest. Do you want that?

Mr. Harrson. Yes; I think he should read the whole thing.
‘Mr. MansoN. All right.

Mr. Harrson. If it 1s material at all.

Mr. Brices. This is dated January 28, 1924, and bears the sym-
kols “IT:eN;MN-JHB.”

My, 8, M, GrEENIDGE,
Head Engineering Division,
Ite: Climax ire Brick Co., Climax, Pa.

Enclosed are data In the case of the above-mentioned company, also con-
ference memorgndum and valuation memorandum of this unit based upon
instructions given in conference,

The questions involved relate to value of leasehold of cluy land ns at De-
cember 31, 1300, ut which time the Climax Fire Brick Co. (corporation) ac-
quired the assets of the Climax Fire Brick Co. (partnership).

The leaschold in question was first acquired by a Mr. Bell, under date
of April 24, 1899 ; under date of October 19, 1899, Mr. Bell assigned one-half
interest in the leusehold to a Mr. Hows; these two composed the Climax Fire
Brick Co. Life of leasehold s 20 years,

No bonus was paid for the leasehold, the elay belng paid for on n royalty basis,
Nudsmtmm»m of any amount putd for ene-balf interest by Mr. Hows has been
made,

The corporation issued $100,000 par value of stock, assuming Habillty for
the assets of the partnership, The allocation of assets at that date makes
no mention of leasehold,

In 1920, it appears that company returned Form F to this office in duplicate
showing nothing paid for Ieaschold, )

On Decomber 10, 1923, a4 brief wus submitted by the taxpayer in which a
value for the leasehold st December 31, 1900, was placed at §250,403.83, This
vitlue wirs compated on the basis of eqrnings subsegquent to gqequisition (five year
period) and u life of 50 years, Taxpuayer was advised that the basis of valua-
tion was not sound, that it would he necessary (o base valuation upoun data at
or hefore the date of aequisition rather than upon data oceurring subseguent
1o acqulsition, .

SPaxpayver submitted a new brief sdated Jamueey 10, 1924, in which the
viluation is based upon the earning= of the partnership from October 1, 1899,
to December 31, 1000, at which time the partnership assets were transferred
to the corporation, and n life of H0 vears,

In 1907, the company acquired a leasehold covering an adjoining propety
containing the same kind of clay upen the same rvoyalty terms as in the
ease in question, no honus being paid.  In 1919, the origingl lease expived
and o renewal was made gpon the sante terms-—no honus,  Bused upon the
faet that no bonus was required for the lense acquired in 1907, and that the
original lease was renewed in 19 without bonus, the royalty terms being
unchitnged this unit held that the original leasehold had no value, The word
value as here used means the selling price (or cost) that would pertain be-
tween a willing buyer and a willing seller,

The taxpayer protested the holding of the unit and the question being ve-
ferred to a special commitiee, instruactions were issued to determine valuation
basedd upon eavpings from Oetaher 1, 1809, to December 31, 100, mnkinge
allownnee for manufacturing profits, and a life of forty vears. In aecordanee
With g memorandum of the committee on appeals and review in the caxe of
the Houston Collieries Conl Co, Cincinatti, Obio, the valuation should have
coversd i pecion not exceeding the Tife of the loase,

.
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The taxpayer states in sapport of the velue claimed of the elny in question
that the fintshed product is superior to that made from other cluys and that
it brings a premium in the market,  Admitting that this is so0 10 is appavent
that the taxpayer pnys for this superforlty in the raw matertal in that the
royalty viate per ton ig upproximately double the royudty paid for other elavs
used in producing the same finished producets.

In the discussion in conference the taxpuier was agdvised that the entlrve
depoxit could hive hesn purehased outreight for a mere fraction of the sum
cliimed for padd in surplus on the leasehold above,  The taxpayer veptied that
the elay deposit bad a comparatively low vatue to the fee owner ae he hnd no
ability nor eapital to manufacturve refractory products,

In this reply the taxpayer unconsciously recognizes the fact that the profits
of the business are due not so much to the raw material as< to the capital
employed o the business und the ability of the management,

This is the szme Idea that has been exiresced by Mr K. ¢ Eekled in a
diseussion of the Portland Cement industry,  An analysis of the elements that
enter into the business of the conversion of the raw materinl into a finished
produet is set out in whieh it is shown that the raw material is a very un-
Important factor (negative), The real factors are the abllity of the manage-
ment, catipnl employed, perfection of processes, ete,

This matter is submitted to you for instructions as to further action,

J. H. Buricas.
Chief Nonmmetals Section,

Mr. Greenidge. in his reply— -

Mr. Harrsox, That i« what T thought vou were reading. 1 did
not know that you were reading the other men norandum.

Senator Joxgs of New Mexico. T suppose it is necessary, anyway.
to an understanding of the other.

Myr. Briaes. Yes, This is dated January 30. 1924, and bears the
initials: “XT:En: SMG:”

Mr. Bricas;
Chief Nonmentals Valuation Seetion,
In re: Climux Fire Brick Co., Climax, Pa,

There is returned to you the case of the above-nnmed tuxpuayer.

Conference report dated January 21, 1924, states:

It was finally agreed to accept the valuation clajmed by taxpayer in prineiple,
but to revise the factors involved in making his ealenlations en a fair and
reasonnble basis.  The detadls are shown in accompanying valuation memo-
randum dated Jununey 20 (1P KNG NM:BSB) and the vesulting figurve of
S200456 was ngreed upen s valuation of leasehold at Janunry 1, 1901, this
amount to bie amortized over A0 years ot rate of £5,011.40 mmunllv

Thix case will be closed in «unt‘nrnm,\ with conelusions reachoed at this
conference,

fiead of Division,

[ might state in this connection that after this case did go to the
review section, it was sent hack heeanse of the point that T pointed
mlt there, in regard to the life of wne leasehold being only twenty

sirs, ahid said tlm( the valnation would have to be m.u]o on’ the basis
nt a twenty vear life rather than on a tifty vear life.

Senator Warsox. Do vou regard the hn'rlm"v n=ed as imstrue-

tion {0 voli to not nmlu- any an-mn/.mun atlow .mw’ .

Mr. Brrees. Not in that one: no. sir.

Senntor Joxes of Now Mexieo, Right in that connection, if this
will not he too great a diversion, what argmment was presented by
whieh he gave th.n lease any value at all?

Me, Brices, 1 was not at the conferenee.
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Senatar Joxes of New Mexico, Ol vou were not?

Mr. Brices, My engineers, neither of whom is here at the present.
were on the case,

Senator Jones of New Mexico, It seems to me that the statement
made by vou or by whoev. r wrote that paper- -~ -

Mr. Brices, T wrote that.

Sentor Joxes of New Mexico, T think that was a pretty =ound
statement, unless there are some fucts not covered by it

The Cuamran, What is vour next ease, Mr. Biigy ¢

Me. Brices, The next ease is the memorandum which was pre-
pared by my engineer handling the case for me.

The Coamaax, What is his name?

Mr. Bricas, Mr. Frani I Madixon,

Nenator Warsox, Handling what” case?

M. Buices, Handling the Penn Sand & Grav 1 Co, ease. The
Penn Sand & Gravel Co. s located in Philadelphia,

Mr. b H. Brices,
Chicf Nowmetals Neelion, BEngincer Division,
Tulerval Bovonue Buronn,
e Penn Sand & Gravel o,

You will recall that when the vaxe of the Penn Samd & Gravel Co, was
returned from the committee of appeals il evoview, with the notation tha
discovery of <and and gravel had been gllowed the taxpayer by the committes,
I questloned the sworn atlidavits exhibiteq by the taxpayer wherein it was
siited that gravel deposits were unknown in Falls Pownship, ifnceks County.,
Pa.. prior to the dizcovery by Jumex Mundy aod associates in 19100 Wit
this thought in mind, T examined reporis of the Pouusyhanin Sceoud G
logical Rurvey and the Trenton Folio of the Vnlted States Geologieal Rapvey,

o ISST o zeologist, Charles 1 Hall, in deseribing the geology of Philaded:
phiin, Montzomery, and Bucks County, states, converning Patls Township in
Dueks County, pnse 50

“Gravel and river deposits cover the greater portion of the south bl o
the town<hip.  Near the northern edee of the gravet we tind ferraces awd
escarpients, These escarpments have a dingonal course aeress the township
The esearpments mark the stecessive coarses ot the belaware River o~ it has
cradually andermined the Cretaeentts bods which snee now eroded or conceabed
below the alluvinl % 40 The eomrre of the viver at one time his becu o o
Tine between Morrisville and Tallytown”™

A rouch =keteh g of Falls "Township, talen frow the Trenton Fotio ol 1l
Puited States Geolocical Suarvey, padbdished o (9000 gecompanics this byiee
notation.  Referving to thic map, it will be seen that two formations prae-
tdvally cover the tovnship to pinor owterop of cheiss o~ shiown in redy, These
formubiaiions ave eadfed the Pensoothen and the Cape Mo

The Pensnubken formation i~ one of pravel oo soned on the higher teen, s
and copping hills and divides,  The ceolowi<ts of The <tevey comitent coseen
ing the Pensoukeon

“ o the Trentop guadrangle the Pensauken i~ the most important sottree o
giavel: there s havediy o Waltop o divide capped by the forpution < hich Lo
not heen pitted to obtain it (P, 20 Prenton Folion

To other vords, what dhey mean by o pitted 7 s the digaing of the vos
holes to determine that there was zeavel there, that there was nocravel forog-
tion there,

“The <oils of the Pensauken fotntion arve crsvelly to o elayey lonms, f
many localities o hed of <tli from U oto 3 feet theh covers the tvpieal siavd and
cravel of this formation, (1% 23 Trengon Falion

he widespread Pensauken formation consists, for the most part, of ap
cotsolidated cravel saed <and. o<t of which in this recion is below the 180000
contour,

U Rand predominntes over anaterinl of Lircer ~ize i the Pensanken, hur oravel
i commean and hotdder< can bardly be <aid to he rave, ospoci iy at the bnse

-

(I8 10, Frenton Folio)

SR
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The Cape May formation Is gravel and sand and clay, forming low tergeos;
and includes some recent atluvium and swinp muck,  The Govermment geolo.
gists: (Frenton Follo, po 16} coigment concerning this formation

“The Cupe May formation is confined largely to the valleys of the presemt
streams * * ¥ Phis greavel has long heen known as the  Trenton grave!’
Whaen its deposition was completed glacinl gravel filled the valley of the Deola-
ware up to a tevel now 120 feet above the sea, * % 0

The Delaware River In past geologienl ages, notably after the glacial period,
flowed from Trenton to Tullytown in a steaight Hne rather than in the broaed,
sweeping eurve it occeupies at present.  Grent quantities of gravel s <and
were ciarried by the river from the terminal moraines ereated by the retreat
of the jce puck at the elose of the @uctal perisd,  Frone those moraities to
Trenton the viver el o steaight sweep, but the bend of the river at Trenton
cansed a damming effeet amd the river dreopped a great portion of s lead.
There was thus built up a <evies of river terraces of sand and gravel roughly
parallel and covering the south half of Falls ‘Pownship,

In the light of the foregoing vemarks, and of the geologiend evidencos grivon
on piyre 0 of the IS8T C 6, report of the Second Geoloziznl Survey of Pennpsyl-
vitnio s and the knowledze of the <and and geavel format’ons of Falls Township
as shown in the Trenton Folie of the United States Geologlenl Survey, i ds
ditlicult tor thix office to reconcile the recommendation of the committee that
the taxpayer be allowed discovery with the langunge used in regulations 62,
ke B9 paragraph 5, wherein it is stated:

“rey For the purpose of these seetions of the aet, 0 mine may be said to he
discovered swhen * * * (2) There Is disclosed by drilling or exploration
conducted ahove or below ground & minersl deposit not previously known to
exist and so improbable that it bad not been, and conld not have been, ineiud
inany previous viduation for the purpose of depletion,” * * #

Respectfully,
I'eanx H, Mymson,
Valuation FEngineer,

I <ent a copy of that, with a note attached to My, Greenidae for
his consideration, with the view of having the matter onght up
hefore the committee on appeals and review for reconsideration,
and this is Mr. Greenidge's veply. dated February 16, 1924

Ixcove Tay e Enciseering brivision,
‘ February 16, 1025,
My, Brroos,
Chich Nowmctals Valuation Secetion,
In ve: Penn Sand & Giranvel Co,

Tnovep's to sonr undited wmemorvindum conoerning the above trpesd -
peyer, Towiste vo <tade that 1 hive not exviiminea this case but the informmtion
T uather from e veport of Mo Madison makes i apparent thay the con.
wmittee on appeals and review has atlowed the taxpuver o right to diseavery,
Prdess it enn be elearty shown wnat this deci=zion of the eommitice is illegsal,
Porn not cee how we ot consisdent!y sk the conamittes to toopen fhis eaxe,

Torouzhout this division ot the present time there seems 1o he o decided
inclinntion on the part of come of the ensineers to disaoree with  their
supevior officers and o continnation of sueh feeling will very soon resnit in
complote disoreanization,

Thix division st vecnrd the ddecisions of Gie comnm®tteoe on appenis and
Feview s Mo instractions o he ocarcied ot without guestion upless i e
e <hown plainhy and unimistalab'y that any one decision is iYleond,

B omy opinien that the above pomed case should he closed in gecopdanee
with the instractions of the committee on appents and review pgd sdse thnt
something be done to curh the teadeney of engineers toward the takiow issipe
wWith the decistons or ipstruetions of the'r superior oflicers,

R RO BRI ITHS
Head Eogineering Dirvisiop,

The Ciamaax. Tn other words, vou construed that as a knoek on
the knuckles?

M. Brices, T eonsidered that as advising me not to protest,

(4] 1] . M T xr v g .7

Fhe Craamewax. What i vour position now ?
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Mr. Bricas, Chief of nonmetals section.

The Criamvax, The same as it was at that time?

Mr. Brices.. Yes, sir.

The Cuammax. So, when you continued to get knocks on the
knuckles, you just decided to stop protesting?

Mv. Brices. T tried to protect myself. My method of protecting
myself was to Yut the man who disagreed with us, who was over
with our signed papers, in the position of making him responsible
for it. In that way I am protected. As a matter of tuet. I was
advised to do that.

* Senator Joxes of New Mexico. T do not think vou could pursue
any other course after that letter.

Senator Warson. Do you construe that as an instruction to you
in cases that had never been referted to the committee on appeals
and review, or only in cases that had been; or had any cases come
to you that have not been passed on by the committee on appeals
and review?

Mr. Briges. Our cases all come to us first for valuation, if prac-
ticable. They never get to the committee on appeals and review
unless the taxpayer makes a protest, asking to have it go there.

Senator WarsoN. You do refer a great many cases to Mr. Green-

idge.

iir. Briacs. To whom$

Senator Warson. To your saperior officer.

The Cuamman. Mr. Greenidge.

Mr. Brigas. No, sir; those are the only two cases, I think, that T
had a memorundum to him on.

The Cuamrman. Those are the only two cases that vou have ever
referred to him?

Mr. Bricas. You see, T have only been chief a little over a year,
and ese were soon after T took charge of this work.

The Cuairyan. These ave the only two cases, then. that vou have
ever referred to him?

Mr, Brices. Yes, sir,

The Cyusirmax. And they both had been passed upon by the com-
mitee on appeals and review ?

Mr. Brices, Only one of them had been through the committee on
appeals and review.  The first ‘case was the case that Mr. Shepherd,
the witness here, had turned ns down on.

The Cuamyan. In other words, there was no eccasion for this
routine unless there was a protest on the part of the taxpayer to the
cammittee on appeals and review; is that correet?

Me, Mansox, Or a special conferee.

The Cratesrax, Or a special conferee?

Mr. Drices, Yes,

The Cirvirmax, Do cases come to you from the committee an ap-
peals and review, or are they sent by vou to the conmmittee on appeals
und review!

My, Brroes, After they have Leen handled by the committer on ap-
peals and review and have been passed upon, if there is any action
changing oure action. it comes back 1o us to write up a memorandum
‘in consonanee with their instructions and sign our name as approv-
ing the action of the committee on appeals and veview.  That s done
regafarly. in all caxex,

-
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Mr. Mansox. Yow is it in the case of u conference! 1f the con-
feree of the bureau agrees with the taxpayer as to a different method
ol determining valuation than that which has been used by vour
engineer, are vou supposed to write up a report or memorandum con-
forming to the method aereed to in conference?

Mr. Brigas. The engineers heve writes it up.

Mr. Suernern, I will say vight here that it is generally under-
stood that it is agreeable to the engineer. In most eases when an
engineer says, * 1 will not sign my name to that, I will not agree to
it,” I say, “All right; we will send the case up to the committee on
appeais and review, or to the solicitor's office.” which is our final
court.

The Cramdan, Are you still of the same opinion, that these dis-
covery values should not have been allowed, Mr. Brigg«t?

My, Brices. Well, they hardly should have been, but that was not
the question here.  This was a question of why I did not make a pro-
test in the case of the United States Graphite Co.

The Cramyan, Yes: 1 understand that was an explanation of
that particular case, but I ask yeu now whether you are of the
opinion that this discovery value should not have been allowed ?

Mr. Brices, Tdonot think so. I do not think there was discovery
value to have been allowed in this case.

The Coamwax. Our time is nearly up to-day, but before we
adjourn. 1 would like to ask if Mr. Nash can verity the statement
heve that 200 employees of the bureau are working on cases for the
comtittee? 1 observe in this morning’s issue of the Post the state-
ment that * Senate tax inguiry is called harmful to bureau morale,”
Upset to u certain extent, Commissioner Nash declured.  Employs
200 workers, he tells committee.  Interferes with progress, he adds,
saving it hias cost $100,000.”

[ would like to have vou tell us where these 200 employes are
working,  Counsel does not seem to be able to locate them.

Mro Nasin Mr, Chadrnian, inoany statements before the Appro-
priations Commitiee F have alwavs been asked as to where our
varions emplovees are assimed. and 1 made that statement from
information which has been furnished me by the Income Tax
Division.

The Criraneoaas. Can vou tell us who, in the Income Tax Division,
said there were 200 employees working on this case?

M. Nasi. Mr, Bright, .

The Ciraresan, 1 would be glad to have you a<k Mr, Bright to tell
us where these people are working,

Mr. Nasue Yes: T will be glad to furnish a complete stutement
showing where these people are assigned.

The Conamyan, Jtmay be that we ean aid in reducing the expense,
if vou will tell us where they are working and how they are working.

Mre, Ihaweson, My, Chaivman, with regard to the guestion which
arose - moment ago as to the statutes in relation to computing the
basis for invested capitai, I find this sitnation te be true—as 1
have thought it over, I find that I am correct: That in the 1918 net.
it was changed in order to permit of a value in excess of the pon
vafue of the stock issned in exchange for property.

Q20925 ~pr 8- T
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Mr. MansonN. What are you referring to now: what particular
section or page!

Mr. Hartson. Part V, section 325 (a).

Mr. Manson. That is quoted in the regulations somewhere, is
it not !

Mr. Harktson, Yes. This is the 1918 act, and it is Regulations 43,
rather than Regulations 62. However, as Mr. Manson has said, the
1917 law must be used to determine the tax and the invested capital
for the year 1917; so that quite properly—necessarily, in fact—con-
ceding n cuse where the actual value of the property transferred
wag in excess of the capital stock issued therefor, for the year 1917,
the invested capital should not be in excess of the par value of the
stock ;s but for the year 1918 the actual value of the property trans-
ferred could have been used, and yott have an apparent inconsistency
there, which is made necessary by law,

Mr. Brisas. It could also be in 1917 ¢

Mr. Hartson, Yes.

Mr. Briges. Article 63 of Regulations 41 provides for it under
certain conditions.

Mr. Harrson. I understand; but the limitations of law there that
Mr. Manson has referred to seem to confine it to the par value of the
stock issued in exchange for property: that is, for invested capital
purposes.

Mr. Manson. That is all T referrved to, the determination ot -
vested capital for 1917,

Senator Warson. What does that 1918 act recite in this regard ¢

Myr. Harrson (reading) :

(2) Actunl eash value of tangible property, other than cash, hona fide paid
in for stock or shares, at the time of such payment, but in no cuse to exceed
the par value of the original stock or shares specitically issueld therefor,
unless the actual cash value of such tangible property at the time paid in i<
shown to the satisfaction of the commissioner te have heen clearly and sub-
stantially in excess of such par value, in which case sueh excess shall he
treated as pald-in surplus,

Mr. Max=ox. Is there not something about a record and veport
to be made to Congress on thar?

Mr. Harrsox. This is a continuation of the same subse tion:
< Provided, That the commissioner shall keep a record of all caxes in which
tangible property i included in invested capital at a vaive in excess of the
stock or shares issued therefor, containing the nanie and address of each tax-
payer, the business in which engaged, the amount of invested eapital and the
net iucome shown by the return, the value of the tuxable property at the
time paid in, the par value of the stock or shares specifically issued therefor,
ind the amount included under this paragraph as paid in surptus,  The com-
miszioner <hall furnish a copy of sueh record and other detailed information
with respect to such cases when required by resolution of either House of
Congress, without regard to the restrictions contained in sectio. 237,

Mr. Maxson. I would like to know whether such a record was
made in this case. I do not suppose vou can answer that now, but
I would like to have that information furnished.

The CuairmaN. Does anyone here know whether that record was
kept in case a resolution by Congress was passed §

r. Hartsox. I can not answer that, Senator.

The Cuairmax, Is there anyone here who knows whether that -

was kept?
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Mr. Nasu. Mr. Chairman, I do not recall of any specific record
being kept. T presume. in the event that either branch of Congress
should ask for such information it could be readily ascertained fromn
the files. The record of each ease is complete in itself.

Mr. Maxsox. You mean that vou would have to go back and
search through all the files, seek them out and examine thé vecords,
the complote record in each particulav case. in order to ascertain
whether the invested caznt»l was determined by appraisal, and if so,
whether it exceeded the par value of the stock given for it!?

My, Nasy, Mr. Manson, so far as I know. no specific record has
heen kept of such settlements.

The Cuamesax. I think, perbaps, no re.ord was kept, because |
think the bureau is quite safe in relying upon Congress not asking
for those things,

What <hall we do now, as to the time of our next meeting?

Senator Warsox. I understand Senator Frnst does not want any
meeting next week. T feel that way. too.

The Ciamyax. Is that yvour idea about it, Senator Jones?

Senator Joxes of New Mexico, It is immaterial to me. I might
say that Senator King told me yesterday that he would have to be
away next week, and that le would prefer that the committee not
have sessions next week. It is immaterial to me. 1 would like to
go ahead. really, as our time is getting short, but I think, under all
the cirenmstances, it wounld be better not to have any sessions.

The Cramyax. I am not in disagreement with that, but 1 would
like to et the committee to agree to take more time on this matter
piter the recess, than we have taken so far. Otherwise, we will not
get anvwhere at this session.

Senator Joxes of New Mexico. I think we had better agree to do
that.

The Cramrmax, Do you not think so. Senator Watson?

Senator Warson. Yes: I will agree to that.

Senator Joxes of New Mexico. Then, we had better change our
place of meeting. ‘

Senator Warsox. I would propose that “we meet over at the
Capitol. in the finance room, where we had our ses<i: . last spring.
It 1x very handy there,

The Caarvan. I understand Mr. Hartson and Mr. Nash and
some of the others would like to cateh up on some of their work,
and if it is agreeable to all, we will adjourn now until 10 o'clock
orr Monday morning, December 29, That is a week from Monday.

Senator Warsox. That will be all right, '

The Cuamrmas. Then, we will adjourn now until 10 o'clock Mon-
day. December 29, at which time we will meet in this same room,
and decide where we will hold our later sessions.

(Whereapon, at 1155 o'clock a. ., the committee adjourred until
Monday, December 24, 1924, at 10 o'clock a. m.)
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MONDAY, DECEMBER 20, 1924

UN11ED STATES SENATE,
SELECT COMMITTEE TO INVESTIGATE THE
Bureav oF INTERNAL REVENUE,
Washington, 1. C.

The cormmittee met at 10 o'clock a. m., pursuant to adjournment of
Saturday, December 20, 19214,

P’resent : Senators Couzens (presiding), Jones of New Mexico, and
Ernst.

Present also: L. . Manson. Esq., of counsel for the committee.

Present on behalf of the Bureau of Internal Revenue: Mr. C. R.
Nash, Assistant to the Commissioner of Internal Revenue; Nelson
T. Hartson, Solicitor, Bureau of Internal Revenue; and S. M. Green-
idge, head of Engineering Division, Bureau of Internal Revenue.

The CitairMaN. The committee will come to order now.

Mr. Manson. I understand that Mr. Hartson wishes to take up the
United States Graphite Co. case this morning, and before the de-
partment presents its side of that case. T desire to make a correction
of two statements that 1 made in my opening, which, I believe, are
not borne out by the facts.

I want to say that, in presenting these cases to the committee, it
is my earnest ‘nu"pose to try to state the ultimate facts as briefly
and as accurately as it is possible for me to do. .

I did not receive the report of the engincers in this case until 9
o'clock on the evening hefore it was presented. That was due to no
fanlt of theirs. They did not get their work done until then, and I
had no opportunity to discuss the ease with Mr. Parker after 1 had
gone over their record. :

The two corrections which I wish to make are there.

1 stated that. in arriving at the value for purposes of depletion and
the value 25 of 1913 for the purpose of invested capital. the engineers
multiplied the estimated quantity of ore or graphite in the mines by
the price of the finished product sold by the company, less the cost of
manufacturing, sale and overhead. At that time. I stated that their
finished products consisted of paint, lubricants. and other articles
for consumption by nltimate consumers, and ground refined graphite,
which was used by lead pencil manufacturers. and other manufac-
turers, the manufacturers of paints and lubricants.

1 tind that the record states that the company sells no raw ma-
terinls, no raw ore as it is taken from the mines. My statement with
reference to what that price was based upon was an inférence which

1881
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I drew from the fuet that the vecord states that they ~eli no raw
materials. T donot believe the record sapports my statement that
the price of paints and oils and other finished pxmlmls i the basis
for determining the price nsed here. The record ix not clear ax to
whether it is the finished paints and oils or the half finishedaf 1
may use that term, materials, such as rvefined ground graphite. and
I do not wish to buse my objection hieve upon the theory that the price
of puints and vils is included in that price.

The ditference hetween those two bases is one of 1]w'lw' rather than
of prine iple.  In either event the investiment in the tw!m\ at Nagi-
naw. Mich.. the capital of the company. the manufacturing organiza-
tion, the selling organization and the selling expense-. all contribute -
to produce the hasic price. even though all aceept the price of this
half-finished material.

The market for that hali-finished material is created by personal
effort, and 1 maintain that that is not a practical basis for determin-
ing the value of ore in the ground.

T think wlat would come nearest to the valee of the cre in the
gronnd would be. perhaps. the value of this material as it leaves
Mexico and comes into the United States,

1 called attention to the fact that the value given to this material
for the purpose of computing these two values is $H.42 a ton,

I have here a copy of a telegram received by the Treaxury De-
partment. Division of Customs, on December 20, 1924, from Fowler,
collector at Nogales, Ariz.  This telegram veads as follows:

Replying department wive tosday, the United Statexs Graph'te Co, has 7103
short tons graphite, valued at SH1.998, <sinee Junuary, 14924

That would he %7.32 per shmt ton. and that is the value fixed by
the company in declaring the graphite at the United States horder.
That 5732 a ton would include the cost of mining. and would include
the cost of shipping it to the border: therefore. the value of the
graphite in the ground. which is the value 1o be arvived at in Jdeter-
mining the value of the mine. must be consider ably less than the

value of the graphite aboard cars at the point of hmpertation into
the United States.

The Cuamyan, Have vou any figure showing what they valued
it at when they brought the material in during the vears under dis-
cussion ’

Mr. Maxsox. No. I have not. T will sav this, that there was no

taritt on this graphite until within the last two or three vears,

The CuamrMas. Nevertheless., they would have had to declare a
value.

Mr. Maxsox. They would have had to declare a value, yes: but
there was no tariff, and therefore no limitation: that is. any value
declared would not be the basis of any payment of tariffs tlint they
would have to make.

Senator Erxst. Where is this United States Graphite Co. located?

Mr. Mansox. In Saginaw, Mich,

The other correction that 1 wish to make is this: I stated the
other day. with reference to the second mine, that that mine had a
greater cupncnt\ than_the first mine. which was valued. The com-
mittee will recall I took the pusition that inasmuch as the second
mine was purchased for $37.000 in 1918, that that is now the mine
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from which they are deriving their supply of graphite, that purchase

vice was evidence of the value of the first mine in 1913, partieolarly
in view of the fact that the same governmental conditions existed in
Mexico in 1918 as existed in 1913,

I find that there is no support in the record for my statement that
that second mine was of equal or greater capacity than the first one,
The record does show that in purchasing tSw second mine they ae-
quired a great deal move tand than they did in acquirving the first
ane. 1 think that was the basis for that assumption in my mind:
that was the only thing I could tind to support it. anvway, and 1
do not want te be inaccorate in my statements.

senator Joxes of New Mexico. Well, what is the vebative value of
the two mines?

Mr. Maxsox. The fact is that the second mine i« the present sonrce
of supplv. and that after the =econd mine was opened—the second
mine was purchased for $37.000-—the old mine was abandoned.  The
second mine was bought in 1918 for 837,000, and the lirst mine was
valued as of 1903 at over a million dollars, T do not know whether
the Nepator was present when 1 called attention to that.

Senator Joxes of New Mexico. Yes: T heard that.

Senator Exrxst, Who valued it in 1913 ¢

Mr. Maxsox, It was valued by the department in excess of a
million dollars as of 1913,

Sepator Eexsr, And it was abandoned when?

Mr. Maxsox, It was abandoned some time between the date of its
purchase and the present time. It was purchased in 1915,

The Cuamyax. The last mine was purchased as of 1918, you
mean !

My Maxson. The last mine: ves.

Senator Exssr. Did you not say that the first mine was aban-
doned ¢

Mr. Maxsox, The evidence of the engincer is that he did not know
whether it was entirely abandoned. but the second mine is today the
principal source of their supply. .

Senator Erxst. Well, T was wondering why, if it was so valable,
it was so soon abandoned ? ‘

My, Maxsox. T do not know that. The record does not show that.
I understand that the theory upon which this value is figured is that,
inasmuch as this company has a monopoly on this business, there-
fore their capital invested in the business, or, rather, the contribu-
tion of their capital invested in the business generally. by their
organization, selling force, and those things, to the value of this
half finished product, is not to be considered because of the monopoly
feature. I wish to call your attention to the fact that in 1913, as of
which date the first value was fixed, the second mine was lying there
in Mexico. 1t was owned by other parties: it had not been worked:
but the very fact that that mine laid there, with that graphite in it.
from 1913 to 1918, available for anybody who saw fit to buy it and
work it, in my opinion. destroys this entire monopoly theory. which
is predicted upon their having at that time a monopoly of the
graphite of this quality.

With those two corrections in the record, I leave my case as 1
stated it before. '



/

1884 INVEBTIGATION OF BURKAU OF INTERNAL REVENUE

e 2

Mr. Hauntson, Mr. Chairman, there are two elements of importance
here in considering the United States Graphite Co. case. There
were two valnations that had to be made by the bureau of the
United States Giraphite Co. properties as of two different basic
dates. One valuation had to be arrived at for invested capital
purposes for the year 1917, and the principal criticism made by
cornsel as to the method used by the bureau is directed to the year
1917. 'The other basic date is as of March 1, 1913, when the valua-
tion for purposes of depletion had to be arrived at. :

.1 thinﬁ the evidence ‘nus shown that in 1893 or 1894, this corpora-
tion exchanged $35.000 of its capital stock for this fiest nmuning
property, ands that the bureau, when it was determining invested
capital in order to arvive at the excess profits tax in 1917, allowed
a valne to be established of $342,M)0m~t:mt is just a rough figure -
as of the date of the exchange of the property for the stock in 1894,

Counsel has taken exception to that, and directed your attention
to the provisions of section 207 (a) of the vevenue act of 1917 which,
as he contends, limits the value which could be placed upon this
property, for invested capital purposes, to the $35.000 of par value
of the stock issued therefor.

I want to say in the beginning that the bureau has adopted the
policy and the practice, in determining invested eapital for the year
1917, when the property was actually acquired prior to January 1,
1914, to include as paid in surplus any excess valne between the par
value of the stock and the actual value of the property as they de-
termined it.

Senator Jones of New Mexico. State that again, Mr. Hartson,
please.

Mr. Harrsox. The bureau generally followed the practice of in-
cluding the oxcess value of the assets transferred to the corpora-
tion in exchange for its capital stock, the excess of the actual valu
over the par value of the stock, as paid-in surpius. '

Now, paid-in surplus is one of the elements of invested capital
under the law of 1917, and T will bring this up to date.

The (‘mamyaN. Just « minute there. Where do vou get vour

paid-in surplus in this case. I do not understand that.
. Mr. Hartsox. T do not want {o confuse the issue now with the rea-
sonableness of the valuation, beeause 1 want to come to that later;
but assuming for the present discussion that the assets or mine prop-
erty had n value in excess of the $35.000, which was the par value
of the stock issned therefor, then that excess value over the par
value of the stock was included as paid-in surplus.

Senator JoNes of New Mexico, You mean there was a paid-in
surplus at the time of the exchange of the stock for the mino?

Mr. Harrson. Yes; that is what I mean exactly.

The Cramrman, That constituted an additional valie of the mine
over and above the $356,000 that was paid inf

Mr. Harrson, Yes: that is it, and that was as of 1803 or 1804, 1
do not remember just the year.

Mr. Surrurrn, 1893,

« Mr. Manson, Let me be clear as to that.  Does not that, in effect,
give a value to the property exchanged for stock greater than the
par value of the stock?
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Mr. Harrson, Well, it does; it does for invested capital purposes.

Mr. Manson. Yes, .

The Cnamrman. Would that also apply to depletion, thent

Mr. Hanasox, The value for depletion has to be arrived at Iater
on, and they do not ignore the first valuation, but there are certain
changes that take place in the meantime.  There were additional
issues of capital stoek by this corporation before 1913 and after the
dute of its organization,

The Camyan. You were speaking of the general policy of the
burean. Then, if the capital stock 1ssued was much in excess of
the value of the property, how would you determine the value of the
stock? Would you take the statute vequirements for that ¢

Mr. HawrsoN. No: we would take the actual value of the property,
and not give the par value of the stock, That is the maximum limit
which may be given.

The Cunamman. Then, you ignored the statute in dealing both
ways with that question ¢

Mr. Harrson, No: 1 de not so understand it, Senator.

Senator Ernst. I suggest that he be allowed to finish that ex-
planation, and then, when he gets through, let us ask him about it.

Mr. Hawrson. T want to refer now to seetion 207 (a) of the
revenue act of 1917, which defines invested capital; and 1 wish to
read that portion of it that is material:

That as used in this title, the term * Invested eapital ” for any year means
the nverage invested capital for the vear, as defined and limlted In this title,
averaged monthly,

As used In this title * Invested eapital ” does not include gtocks, bonds (other
thun obligntions of the United Statex), or other assets, the Ineome from which
I8 not subject to the tax Imposed by thig title, nor money nor other property

borrowed, and means, subject to the above lHmitation:
(a)--

Now. this is the definition. veally, of “invested capital .

(@) In the ense of a corporation or partnership: (1) actual cash pakd in (2)
the anctual eash value of tangible property pald In other than cash, or stock
or shares in such corporation or partnership, at the time of such payment
(hut In ease such tangible property was paid in prior to January 1, 1814, the
actual cash vilue of such property as of Janunry 1, 1914, but in no ease to
exceed the par value of the orignal stock or shuares specificially Issued
therefory,

That is the second element. of invested capital—first, eash; second,
the exchange of property for stock,

woor s adCGhpadd-in er earned sweplus and wndivided profits used or
empioyed In the business, exclustve of undivided profits carned durlng the
taxuble year.

Now, we have three elements, as I see it, that go to make up in-
vested capital, and paid-in surplus is one of those elements.

The regulations duxt were adopted at that time were Regulations
41, which were approved Octeber 3, 1917, and which carry into effect
the provisions (J section 207 of the revenue act of 1917, Article 63
of which reads as follows:

When tangible property may be included in surplus: Where it can be shown
by evidence satisfactory to the Comissioner of Internal Revenue that tangible
property has been conveyed to a corporation or partnership by gift or at a

value, aceurately uscertninable or deflnitely known ng at the dute of convey-
ance, clearly and substantinlly In excess of the cash or the par value of the
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stock or shares pald therefor, then the amount of the escess shall e deocmed
to be puid-in surplus. ‘The adopted value shall not cover mineral deposits or
other properties. discovered or developed after the date of conveyance, but
shall he contined to the value aceurately ascertainable or deflnitely known at
that time.

Svidence tending to support a cinim for a paid-in surplus under these el
cumstances must he as of the date of conveyanee, and mny consist, amony
other things, of (1) an appral=al of the property by disinterested authorities,
(2) the assessed value in the ease of regl estate, and (3) the market price in
excess of the par value of the stock or shares, )

Those regulations were promulgated soon after the enactment of
that act.

The Coaeman, T do not believe L have that clear in my own mind,
If the statute desired to place a himitation upon the par value, the
regulations do not seem to be in accordance with the statute. do thev?

Mr. Harrsox. Senator, in my cwn view, I believe the regulations
are not contrary to the statute. The statute contemplated that paid-
in surplus shall be one of the elements of juvested capital.

“The Crnaeman, Does it not place a limit upon that. thongh!

Mr. Harrsox, Not upon paid-in surplus, but I do think. in sub-
section £ of section 207 of the revenne act of 1917, they place a Hit
upon the value of the property which. is exchanged for the stock, but
then there are other elements which may be considered in there as
making up invested capital.

Mr. Maxsox, Mr. Thartson, permit me——-

Mr. Hakrsox. And I do not believe that it is directly contrary. or
flving in the face of the statute.

The Cnamyan. You believe that the statute is rather contradic-
tory. then!?

Mr. Harrsox. I do. T do believe that is the situation there, and I
would like to address iyself to the reasonableness of it for a moment.

Mr. Maxsox. While we are on that point, permit me to ask you
a question to see if my mind is straight on it as to your position:

Assume this situation.  We will say that this company acquired ir
exchange for $35.000 worth; par value. stock, a ptece of property
that was actually worth, in the judgment of the bureau, $335,000
at the date of its acquisition. The elements of invested capital arve,
us I take it, the cash that is paid for the stock, the property that is
paid for the stock. and pai(‘-in surplus.  Is it yvour position that
$35,000 would be considered as having been paid for the stock and
that the $£300,000 would be paid-in surplus?

Mr. Harrsox. That is my understanding,

Myr. Maxsox. Then, would there be any force and effect whatever
to be given to the provision of the statute limiting the value of the
property to the par value of the stock?

Mr. Harrson. T think there is force and effect given to it, but it

1o —

Mr. Manson. Well, in that particular situation——

Mr. Harrson. 1 think this, that in looking at the whole section,
looking at section 207 rather than subsection 2 of section 207, you
find it was contemplated by Congress that there should be recognized
the real value of the property exchanged or put into the business of
the company. There is in subsection 2 this limitation, which is placed
at the par value of the stock, but which recognizes, on the other
hand, that there may be additional assets transferred into that
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corporation of a capital nature, identified as paid-in surplus.  When
they drew the regulations nnder that act they apparently recognized
there minst be a recognition of the value of capital assets transferred
to a corporation, which together, later on, was considered as the
invested capital of that corporation. or one of its elements which were
in excens of the par value of the stock issued therefor,

I recognize, gentlemen, that there is an apparent inconsistency
here. T believe there is. I beheve what actually happened was
that when they started to administer this act—and this. bear in
mind, wax the first excess profits tax act that we had, and no ex-
perience had been had upon it at all--they recognized, as soon as
they had determined to change it. that the regulations under the
1917 act were substantinlly correct, and in the 1918 act they really
put the 1917 regulations into effect. '

Mr. Maxsos, Now. Mr. Hartson, at that point-—-

Senator Krxsr, You are speaking of the reasonableness of it. Do
vou wish to go further on that?

My, Ihawersox, T eertainly believe that the regulations, which were
adopted by the Treasury Departinent in 1917, were justified by every
reason. I think not only did the department recognize it but the
Congress later recognized it and had it in mind. and certainly had
before it when it passed the 1918 act, the departmental interpreta-
tion of the 1917 act: so, as Mr. Manson’s example would point out
to vour mind, there is such a thing as transferring to a corporation
in exchange for an issue of capital stock. property - worth in excess
of the par value of that stock.

Now, what is it bat paid-in surplus?  That is just what it is.

Toe Cramrsian, 1 agree with yvou in that case. I can conceive
where, in other cases, there might arise any question like that.

Mr. ITawrsox, That is what the department had before it.  That
seems to me. thongh, a contradiction of subsection 2 of section 207,

Senator Joxes of New Mexico. What are the facts about paid-in
surplus?  When they exchanged this stock, had there been a paid-
in snrplus? : .

Mr. Hawrsox. In this case? .

Senator Joxes of New Mexico, Yes,

Mr. Harrsox. What happened. Senator, was that when the de-
partment came to place a value on the assets transferved to the cor-
poration in exchange for capital stock as of 1893, they determined
a value which was in excess of the par value of the shares of stock:
so the balance was treated as paid-in surplus.

Senator JoNes of New Mexico. What was the basis for that treat-
ment !

Mr, Harrsox. Well, do vou mean how do we justify those figures?

Senator Joxes of New Mexico. Yes.

Mr. Hanrsox. I wanted to come to that later. after we had satis-
fied ourselves on this.  The reasonableness of the allowance s
another question entirely here, becanse the regulations do make it
very positive that the basis for the aliowance must be well estab-
lishedd and must be reasonable.

Senator Erxsi. You want to do that first. then, Mr. Hartson?

Mr. Harrsox, Yes,
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Mr. MansoN. On this point, permit me to ask you another ques-
tion :

in 1918, the Congress amended this act, so as to permit the plac-
ing of a higher value upon stock provided a proper record be kept
of it, as provided in the statute. {)o you not consider the fact that
the Congress did so amend it, so that, to use your term, the statute
conforms with the bureaw’s construction of it 1 1917, evidences that
an amendment was necessary in order to permit the placing of a
value upon such stock in excess of the par valne!?

Mr. IIARTSON. I think, Mr. Manson, Congress knew what the bu-
Teau had been doing in interpreting the prior act. and it was so well
grounded in reason that I doubt ver:; much whether the rule of
statutory interpretation which is the basis for vour question. has
application here. There is that mconsistency: I am preparved to
concede that. On the other hand, I do not believe that the law
definitely and positively made the regulations unlawful.

Senator Joxes of New Mexico. But Congress did not make the
act of 1918 retroactive?

Mr. HarisoN. No, it did not.

Mr. MansoN. On this matter of the construction of the 1917
stati.te, I have one other question.” Whether the value was to be
treated on the company’s books as a pavment for stock or as a pay-
ment of paid-in surplus, the total amount that is given in exchange
for the stock, and any surplus, is the value of the property. is it not?

Mr. Harrson. That is right,

Mr. Manson. If Congress had contemplated that the property
could be valued in excess of the par value of the stock, then is there
any force and effect to be given to the limitation in the act? In
other words, does not such a construction of the act as von contend
for construe the limitation out of the act?

Mr. Hartson. It has that effect bevond question. It has that
effect. ’

The Caamryan. I can conceive of a situation arising which would
make the rules and regulations of the bureau entirely within reason,
although I do not admit that the bureau had the right to make
reasonable regulations in contravention of the statute.

Mr. MansoN. Oh, I had not_questioned the reasonableness of that.
* The CoHamman. No. I say that I can sce where the interpretation
of the bureau is entirely reasonable, but I do not concede that they
would be right in overriding the statute. although I do see some
contradictory elements in the statute.

Mr. HarrsoN. There is this further thing, too, gentlemen. that
should be mentioned: When these cases come up for settlement in
the bureau, almost invariably 1917, 1918, and 1919 have been
grouped together, those three years, in order to settle the war years
at once. We have the 1918 act which, as T have said. bears out and
really reenacts the regulations under the 1917 act, in a sense, differ-
ent from the 1917 act; so that in settling these cases T am sure that,
as a matter of policy, it was determined that these 1917 regulations,
adopted a number of years ago, should be followed, even though
they might be inconsistent to some extent with the law itself, n
order to have a consistent basis on which the tax could be settled for
several years. '
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Invested capital, as we all know, was an element carried through
into the 1918 act, and fixing the invested capital for one year, it was
extremely wise, from an administrative standpoint upd practice, to
have it determined on the came basis for the succeeding years; and
to upset it and say that as of the same date, mind you, the same
property had, for invested capital, one value, numely, the $35,000 of
par value of the stock, and then as of the same date the same prop-
erty, for the year 1918, had $342,000 value, or such other value as
was reasonable, seemed to be inconsistent. I think the department
had that in mind. .

Senator Joxes of New Mexico. What was the change made in the
1918 statute !  Suppose we get that into the record.

Mr. Harrson. That is shown under part 5 of the revenue act of
1918, =ection 326 (a) : '

That as used in this title the term * invested capital” for any year means
(except us provided in subdivis‘ons (b) and (¢) of this section) :

(1) Actual eash bona fide paid in for stock or shires; .

(2) Actual cash value of tangible property, other thun cash, bona fide paid
in Tor stock or shares at the time of such payment, but in no case to exceed
the par value of the original stock or shares specificaily issued therefor, unless
the actual cash value of =<uch tangible property at the time paid in is shown
to the satisfaction of the commis<ioner to have been clearly and substantiailly
in excess of such par value, in which ¢ase such excess shall be treated us paid-
in surplus: Provided, 'That the commissioner shull kKeep a record of all cases
in which tangible property is included in invested capital at a value In excess
of the stock or shares ssued therefor, containing the name and address of
each taxpayer, the business in which enguged, the amount of invested capital
and net income shown by the return, the value of the tangible propert: at the
time paid in, the par value of the stock or shares specifically issued therefor,
and the amount included under this paragraph as naid in surplvs. The com-
missioner shall furaish a copy of such record and other detailed information
with respect to such cases when required by resolution of either House of
Congress, without regard to the restrictions contained in section 257,

The Cuamyax. Can Senator Jones tell us why that provision was
put in there? Do yon remember. Senator, why that provision was
put in there that they keep a record?

Senator Joxrs of New Mexico. It was intepded that that feature
of the statute should be kept separate, so that the Congress might
know how and in what manner the statute was being administered.

The Cosirvax, Let us visualize a case like this on the question
of the par value of this stock. Assume, for instance, the stock was
carning 100 per cent and that when they purchased this property
at £35.000 par value of the stock, they capitalized that property at
10 per cent earning capacity, then the property would be valued at
$350,000, although they only turned in $35,000 par value of stock,
but the value of the stock was really $350,000 when capitalized on a
10 per cent basis.

Senator Jones of New Mexico. Then, the method used by the
bureau in determining that value of $350,000 has not appeared as
yet, I think. . .

Mr. Maxson. I explained fully in the former hearing——

Senatro Joxes of New Mexico. Well, may I get that formula, Mr.
Manson, referred to the other day, that was used in this case in
determining the value of that stock at the time? )

Mr. ITarrson. I should like to answer that, Senator. by having
our engincer. who is here, explain just what was doné, the figures
that were used, and the basis for it.
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Senator Jones of New Mexico, I wounld like (o have it.

Mr, Maxsox. I will state this. that so far as the record in this
vase s concerned, there is nothing to show that any attempt was
mude to ascertuin the market value of the United States Guaphite
Co, stock at the date that it was exchaneed for this property.

Senator JoNes of New Mexico. And was there any attempt made
to get the actual value of the mine itself?

Mr. Manson. It was according to the formula which T explained
in the last hearing. :

Senator Joxes of New Mexico., There was no investigation or at-
{emipt made to get at the actual market value of the mine, as dis-
tinguished from the stock and earning eapacity of the compuny ?

Mr. Maxsoxn., There is nothing that appewrs in the record of the
ense which indicates that any such attempt was made.

Senator Joxes of New Mexico. 1 think the statute clearly imiplies
that the value of the mine shall be ascertained independently of the
stock, where it is claimed that it has value in excess of the par value
of the stock or even if it has not. The par value element is clearly
a limitation. In any case, it seems to me that the statute clearly im-
plies that the actual value of the property shall be ascertsined with
reference to the marketability of such properties, and not as to
the use to which it may be put, and it seems that in this ease nothing
has appeared. so far, at least, to indicate that that was done.

The Cuamymax. Let us have the statement of the engineer. now.

Mr., Harrsox, Yes,

The Cramyan. As to how he arvived at the value of it.

Mre, Hanrsox. Mr. Shepherd, will vou take the stand, please?

Mr. Masson, Is Mr. Shepherd the engincer who made  the
valuation?

Mr. Sueruern. No, siv: [ am not,

My, Hawrson. No: Mr. Shepherd s not the engineer who made
the valuation, but he is the engineer who, it was testified to, had
agreed to this settlement in conference, and it was his suggestion
which was followed by the engineers who actually made the investi-
gration,

STATEMENT OF MR. ALEXANDER R. SHEPHERD, ENGINEER,
‘ BUREAU OF INTERNAL REVENUE

My, Harrvsox. Mr. Shepherd, do you know whether a field in-
vestigation or examination was ever made of the properties of the
United States Graphite Co.?

Mr, Smernern. No, siv: there never was,

My, Ilarrsox. Where arve they located?

My, Sueroerp. They are located in Sonora, Mexico.

My, Harrson, How far south of the United States border is that?

My, Suepnerp. The State of Sonora borders the United States.
T do not know exactly. but I should say that these mines are hetween
two and three hundred miles south,

Mr. Harrsox. When was this valuation before the bureau: in
what years?

* Mr. Sueenere. If you will permit me—— :
Mr. Harrson. T want to know, in point of time, when this was
,ll)g(i;o‘re the bureau for consideration, for determining the value for

808, N
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Mr. Suervnern, They started this case in May. 1920, The last
report was made on May 7, 1924, This is a small case, which has
taken up much time, and I fidd upon reviewing it, that four reports
were furnished by the taxpayver, twelve letters were written by him
and his representatives, three valuation reports made by the non-
metals section, and five conferences were held between the taxpaver’s
vepresentatives and the Government engineers.  As I say, they
started this ease in 1920, and the last report was signed on May 7,
1924, Now. whose fault is it7 It is no one’s fanlt in particular,
but evervhbody's fault in general.

My, Hanrsox. Just what are vou referring to now. Mr. Shepherd ¢

My, Surrnpern, I am veferring now to the way the thing fune-
tions, and T just wanted to give the Senators here an idea of the
grouping of the thing. We will get down to value in a minute.

Mr. Hawrson. My only idea was to get down to the thing wuder
discussion, when I asked you to take the stand.

Mr, Sueenern. M right. Excuse me.

Mr. Harrsox. T do not wish to shut off the witness. If, for any
reason the Senators should desire to pursue this line of his test)-
mony, I would be very glad to have him go ahead.

The Cnammax. I would like to know why it took four vears.
It will enly take a few minutes to state that. Let him go nhead.

My, Sneeuern. T just want to give you an idea, Senator, of the
trouble. I am a very poor talker. and I put the thing down on paper,
to try to get it lined up. -

Mr. Harrsox, Is that your own memorandum. Mr. Shepherd?

Mr. Sueenrrn, Yes, sir.

Me. Hanrsox. You wrote it yourself?

Me, Soeenren. T was leading up to it to give you an idea of the
work that had been done on this case before we finally got to a
decision,

Here is the conference report of April 24, 1924, into which con-
ference T was called.

Senator Joxgs of New Mexico. Suppose we take them chronologi-
cally, What was the first report in this case?’ .

Mr, Harrsox. Do you wish to have the reports of the confereaces
as well?

Senator Joxes of New Mexico, Let us have those reports,

Mr. Suernere. Suppose we start with the taxpayer’s information,
as submitted, if that snits von, .

Senator Joxes of New Mexico. Well, take the report of the con-
ference.

Mre, Sueeneen, Al right, sir. The first report was made on July
12, 1920, It was made on information submitted by the taxpayver on
May 18, 1920, on what they call Form I of the nonmetals section.
The taxpayer protested that.

The CHamrMaN, What was that which he protested?

Mr. Suernern. Do you mean the value!?

The Cnammax. We want the report,

Mr. Sarenern. You want me to read the whole report throught

The Coamyan. If you have to, yes. If you can give us the sub-
stance of it, that will do, 1 suppose.

Mr. Suernein. He arrvived only at the 3-1-13 value, -



© p———= '

L] /
1842 INVESTIGATION OF BUREAU OF INTERNAL REVENUE

The Crairman. What is that? He arrived at what ?

Mr. Suepaern. At the March 1, 1923, value of $516,926.45.

Senator Jones of New Mexico. That was the value of what?

Mr. Surruerp. The value of the Santa Maria mine; the mine we
are discussing, Senator.

Mr. Harrson. That is, for purposes of depletion.

Mr. Suerneep. For purposes of depletion.

Senator Jones of New Mexico. What was the basis of that
valuation ¢

Mr. Suernerp. July 13—
* Senator Jones of New Mexico. Not the date—the basis.

Mr. Suepnerp. The basis?

Senator Jones of New Mexico. Yes. :

Mr. Saepuerp. As I say, it was based on this incomplete informa-
tion that was furnished by the taxpayer. Generally the first infor-
mation furnished by the taxpayer is very scant. He gave no selling
price and no profit.

The CrairmaN. What value did the taxpayer put on it

Mr. Sneenuern. The valuation as of Marcix 1, he was claiming
$516,000, the same figure 1 gave you before.

Mr. Manson. That engineer’s report is very brief, and I think
it would be illuminating 1f it were read into the record.

Mr. Suepnerp. All right.

Senator Jones of New Mexico. Just read it.

Mr. Suernerp (reading) :

NECTION 0F MISCELLANEOUS NONMETALS,
Washington, D. €., July 13, 1920.

Tur Unitep States GrarniTeg Co., SAciNaw, MicH~TaxALLE YEARS 1913 To
1919, INCLUSIVE—INCORPORATED APRIL 20, 1891--MINING AND MANUFACTURING
GRAPIUITE INTO PAINT, LEaD PENCILS, FOUNDRY FACINGS, EPC.

1. The taxpayer owns two graphite mines in Nonora, Mexico, the Suanta
Maria mine and the Moradillas mine. The former was practically a gift. It
was purchased as the Santa Maria Ranch of 8,250 acres in 1894 for $1,000
cash. The Moradillas mine was purchased in 1917 for $37,500, and both
properties were subsequently denounced to conform to the new 1918 Mexican
mioing law and the company have absolute title to both mines. Development
codts were apparently not capitalized, as practically little development work
ds doae in advance of actual mining, owing to the nature of the deposity. The
foregoing is all the data submitted as to costs, as a basis of valuation. The
tonnages Involved ip reserves and removal of the two properties agre not
segregated in Forin F.

2. Re Capitalizing profits as a basis of valuation: The operation is intimately
interwoven between mining any manufacturing and the company have g prac-
tical monopoly of the product, so that there is no basis of comparison to judge
the value of the raw product. The company manufactures their entire product.
They produce sn amorphous graphite and the only other source of the product
is Chosen, Korea. The attached letters indicate the mavket value of thig
product, but it does not compete with taxpayer's preduct, because of inferior
quality and prohibitive price.

The Mexican graphite mine is unique and in a class by itself. The average
profit on manufactured graphite is $32.50 per ton, but the portion of this profit
applicable to the mining operation is indeterminate. The tonnage estimated
for both mines as of March 1, 1013, is 75,000 tons. If one-haif the profits
were assigned to mining, the mine valuation as of March 1, 1913, would be over

. & miliion dollars. In schedule for depletion with the 1918 return the tax-
payer values the mine at $516,926.45, as of March 1, 1913, but does not state -
in the schedule, or in Exhibit E of Form F, how the figure is arvived at. If
& per cent of the gross income for 1918 were taken.as the allowable depletion

.
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and multiplied by a 20-year lfe, as estimated as the life of the mine dating
from March 1, 1013, the valuation would be nearly a million dollars,

In view of the above, the valuftion of §5106,926.45, as of March 1, 1903, as
plnced on the property of the taxpayer, appears conxervative and it 1s recom-
mended thai it be approved. It s doubtiul if anything weuld be gained by
writing the taxpayer for additdonal information. Also mining conditions in
Mexiw; are ditiealt, which suggests another reason for accepting the taxpayer's
valuation,

3. Re depreciation: The amounts deducted in 1917 and 1918 are high., The
race should not be over 10 per cent of the depreciable assets annually.

ACTION TAKEN

Fair market value as of March i, 1013, for graphite properties, $615,020.45;
tonnage estimate as of same date, 86,298 tons; depletivn rate, $5.99 per ton.

. {
, Deplvtlon’ Depletion i Dapletion | Depletion
Year claimed ullowud | Year claimed | ailowed
s R e
1013, None. | $26,176.30 || 1017, ...._.._........ None. | $40,345.62
W4 None. | 23,9223 | 1918, ... ... $32,465.80 ' 20, 102.34
We.. . ... None. | 12,3501.38 | 1019.. .. .....o....oooe... None. | 24,618.90
e, LTI ‘ Norw.i 2,007.74 | (
Jorn SeEwarp, Valuation Ingineer.
Approved,

0. R. HAMILTON,
Chicf, Mctals Valuation Section,

The Crarman. Can anyone here tell me how it is no depletion
was claimed, and yet large amounts were allowed?

Mr. Surpuerp. Yes, sir; the law of depletion did not go in until
1918. Most of the taxpayers had not gotten wise to the fact that
they should state depletion.
19’1‘711;3 CuairmaN., Was the law retroactive that went in force in

17¢

Mr. Surenerp. Well, as to the value as of 1913, X think it was, sir,
because we figured them all that way in the beginning.

" Mr. Manson. It would necessarily be, in ome way. We will say,
in arriving at the amount of value in 1918, if the value of 1913 is
used as a basis for arriving at the value of 1918, the depletion during
thel; interval must bo considered and deduction made from the 1913
value.

The Caarman. I get it.

M{ SHePHERD. In other words, they reduce their property as they
go along.

Senat%r Jones of New Mexico. How much depletion had been al-
lowed up to the year 1918 or 19177

Mr. SueprERD. On that value?

Senator JoNes of New Mexico. On that value; yes, sir.

Mr. SaepaERD. One thousand and odd dollars.

Mr. Manson. Up to what date was that?

Mr. Suepuerp. That is through 1916, according to the pencil mem-
orandum here.

Senator Jones of New Mexico. Well, deducting that $1.000 from
the $50,000-odd valuation put on it by the taxpayer would leave
how much? Is that on your memorandum there?

92919--25~-p1 & ——8

B
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Mr. Sueenern, No, sir; it is not.

Senator Jones of New Mexico. Well, what would it be?

Mr. Nasu. It would be approximately $425,000, Senator.

The Cnamman. Proceed now with the next report, the report of
1920, as T understand it?

Mr. Manson. T have never been able to understand that $1,000 that
that engineer found was paid for the property.

Mr. Sueruerp. That is explained in the reports of the taxpayer’s
engineers at a later date. '

- Mr. Manson. I have assumed that it is $35,000 of stock, which
ev%xl;vbody seems to assume. ‘

Mr. Sueruenp. As I say, this first report was on very incomple,
information, and it was just a case of getting the case out of the sec-
tion and sending it on to the auditor. We have hundreds of cases
on that one point.

The Cuamman. Just proceed with this case, please, and give us
your next report.

Mr. Harrson. Before Mr. Shepherd proceeds. I wish to make a
correction of a statement made by him, to the effect that the provi-
sions in the law of 1917 and 1918 contained no allowance for de-
sletion.  They did. The 1916 act contained it, and my recollection
1s that the 1913 act contained it. ILessee depletion and discovery
value did not come until later, but in the case of mines, depletion was
allowed.

Mr. Surpuerp. Yes; 8 per cent gross income for the first three
years, and from 1916 on it was figured on the basis of 1913 value.

Mr. Harrson. Yes.

Mr. Sumenegrn. The taxpayer then submitted a brief by his engi-
neers on July 26, 1923.

The CuairMaN. Was that the first statement submitted after the
1920 report was written?

Mr. SuerHERD. Yes, sir. -

The Crnamman. Where was the claim all during that time?

Mr. Surrnerp. Probably in the audit section. 'The auditors had -
not gotten around to sending out the letter yet. That can be found
by looking up the details. This report--——-

« The Cuamman. Which one are you talking sbout now?

Mzr. Suspuern, The report made by the firm of Wilson & Wagner,
who were representing the taxpayer, which was received in the
department on July 26, 1923. The report is quite complete and,
broadly speaking, i1s in full accord with the vegulations and the
information as called for by the department to be furnished. In
other words, it has the set-up of a mining property, not of a non-
metals property.

The Cuamryan. Does this report show the value?

Mr. Suernren. Yes, sir; this report shows it. The schedules are
complete. This report gives the history of the property.

r. Mansox. This is the brief of the taxpayer’s representative.

The Cramrman. So he stated.

Mr. Suepnerp. It is really Form D of the taxpayer’s representa-
tive, which gives the information that is required in order to make
a valuation. I will not go into the details of the figures here,
‘beecause I suppose you do not want them.

-
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For value as of March 1, 1913, on the basis of future expected

rofits, that is, the present worth of their future expected profits,
$1,687,787.72. Pardon me, that is wrong. I have to deduct the
plant from that. '

Cash value as of March 1, 1913, for ores only, $1,323,863.32,
which gives a depletion unit of $14.14 per ton. He also sets up
invested capital.

Mr. Maxnson. For the purpose of computing depletion prior to
1013, you arrived at a valuation of $2.40 odd a ton?

Mr. Suepnerp. That was invested capital. We do not call that
depletion. We call it amortization of their invested capital.

r. Manson, Well, it amounts to the same thing, does it not?

Mr. Snernern. In 1913 it was different.

Mr. Maxson. What T mean is this. Here you have one mine that
went into operation in 1893 or 1894. You adopt a method of deter-
mining value as of March 1, 1913, and under your formula you get
a value of the material that has been taken out between the time
that it went into operation and the 1st of March, 1913, which is
based upon a value of two dollars and forty odd cents a ton and a
value of the material taken out subsequent to that of some fourteen
dollars plus a ton,

Mr. Sureruern. That is entirely due to the life of the-—-

Mr. Maxsox. Well, it is a fact, is it not? That is what I am
getting at. ,

Mr., Sueenewp. Tt is entirely due to the length of life of ‘he
pm}wrty and of the factor used.

Mr. Mansox. There is no doubt about its being a fact, is there?

Mr. Sugrnerp. If you want to go into that comparison, it is
shown right here.

The Cuammman. Well, it is a fact, is it not?

Mr. Suerurrn. Yes, sir.  The longer the life of the property—
that is, the more reserves they have—the factor reduces that value
as of 1913, TFor instance, in this paritenlar case we worked both
the invested capital and the 1913 value on the basis of the present
worth of the finished product. For invested capital, we used % life
of 47 vears. For 1913 value we used a life of 28 vears, I think it
was.

Mr. Harrsox. What was the reason for using that? Explain to
the committee the reason for using two different assumptions as to
the periods of life. )

My, Surenen. For this reason: The time between 1903 and 1913,
plus the 1ife as established beyond 1913, is 47 vears.

Senator Joxes of New Mexico, How do they arrive at any number
of vears as the life?

Mr. Sueeneen. By the average number of tons extracted yearly,
divided into the total of ore reserves, .

NSenator Joxes of New Mexico. How do they get the total ore re-
serves?

Mr. Sureneen, The total veserves, Senator. arve set up by the tax-
payer, and in a mine of thix kind they are accepted. unless we can
refute them in some way. Now, this mine had produced

Senator Joxks of New Mexico. Was there not any attempt made
to measure the contents of the mine? Did the taxpayer give'any of
those figures
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Mr. Surrnern. He gave nothing but the operating history, the
production, the number of ‘tons tuken out, and the basis for ore re-
serves as of 1913,

Let me see if I can find you what he says on that :

Ore reserves: Due to the character of the ore body and the pelative small-
ness of the tounage produced annuanlly as compured with other mining opera-

tions, the company has never found it necessary to survey or map the mine
working and maintain detalled ore rexerve recovds as we usunlly understand

the terms. .

Further, it is, to quote Mr. Woodruft, general manager of the company,
“qdmpractical to develop or block out ore bodles by means of shafts, drifts, or
tunuels much ahead of the rate required for extraction of ore, for the reason
that not only is the graphlte ftself a very slippery substance, difficult to hold,
but the walls of the mine consist of lHmestone of a character which, when
exposed to the air, swells, thereby rapiily breaking wp heavy timbers with
the result that conrtant retimbering is necessary.” .

The company is therefore unable to furnish the maps usunlly desired by
the Government authorities. However, Mr. Woodruff has furnished us with
a reasonable and conservative ore reserve estimate as of March 1, 1913, of
03,604 tony, Considering that Mr. Woodruff has been with the company for
over 20 years and was on March 1, 1913, and for many years prior thereto,
actively in charge of the Mexican mining property here belng valued, we be-
lleve his estimate Is as good as ¢oull have been arrived at by having de-
talled maps and records available, Mr, Woodruff, in explaining how he ar.
rived at his estimate, sald: The cowrse of the vein can be definitely traced
by surface outcroppings, its width and depth arve fairly consistent, and as
production commences practically at the grass rvoots, the quantity of ore a
above glven was readily determinable and may be saild to be practically de-
veloped or known ore.”

Now, there are thousands of properties on the mine range, for
instance—take it in Michigan, Senator. How much orve do they
develop aheac there, as a rules  About two years, and yet they
know from past history that that ore goes to great depths. They
can not develop their ores or carvy too hig reserves, because the
State taxes would put them out of business,

The Cuamrman. You may proceed with your next report. :

My, Mansox. I just want to ask the witness one question. Did
not Mr. Woodruff raise the estimated quantity of ore 7,000 tons in
the brief over the original stutement of the quantity as made by the
taxpayer? ’

. Mr. Suepnern. You mean iy this original Form ¥

Mr. Maxsox. 7,000 tons; yes.

Mr. Suepnerp, Arve you referring to this first valuation that I
read ?

Mr. Maxsox. Yes.

Mr. Suernerp. The tonnage here is given as 68,298,

Mr. Mansox. And the tonnage that you have just read was some
93,000 tons, was it not? That would be more than that difference,
then?

Mr. SuepnErp. 93,604 tons.

Mr. MansoN. Yes.

Mr. Sueruerp. That very often happens. We have innumerable
cases where when a brief is set up you get a greater tonnage.

Mr. MansoN. What 1 am driving at is this: The first engineer
here had never visited the pro%erty, and manifestly based his esti- §
mates on soma claim that had been made by the taxpayer, and the -

Y
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brief of the taxpayer manifestly raises the quantity to nearly 50
per cent over the amount that is set up in the first engineer’s report.

Mr. Suernerp. Ninety-three thousand as against 86,000 is hardly
50 per cent.

Mr. Maxsox. You said 68,000, I thought it was 86,000 myself.

Mr. Surrnern. Did I read it incorrectly ¢

Mr, MaxsoN. You said 68,000,

Mr. Sueruerp. Eighty-six thousand. That is my fault.

Mr. Maxson. That is a difference of 7,000 tons, then.

The Crammyax. Have you got the next report there, following
that?

My, Sueruerp. Yes, sir.

The Cramyax. What was done after you received this brief from
the taxpayer?

Mr. Sueenenp. T think some conferences were held. There were
three conferences held after this brief was received, August 7, Oc-
tober 3, and November 22,

The Cuamryman. What year?

Mr. Surrnern. Nineteen twenty-three. Then, here is a report by
the nonmetals section dated December 12, 1923, for the taxable
years 1917 and 1918 returns in case 1917 to 1920 inclusive; incorpor-
ated 1891; amorphus graphite. Do you wish me to read the whole
thing in or to just give the 1913 value?

The Cuamaran. If vou will give the conclusions, I think that will
be satisfactory.

Mr. Sreuenp, AN right. sir.

He gives a value to the Santa Maria mine as of March 1, 1913,
as $1,032,726.92; depletion allowed, $11.03.

The Cmammax. Per ton?

Mr. Suernern. Yes, sir, That 1s on the basis of 93,603 tons re-
serves. In other words, he accegrts the taxpayer’s figures.

Now. on invested capital in this report, he makes no mention——-

The Ciramemax. Has the witness answered the question, Mr. Hart-
son, that you put him on the stand for? : .

Mr. Hawrson, T wanted to develop just exactly what was done,
and what method was used in determining invested capital, which
was the basis for the final assessment of this tax.

Mr. Sugvuern. All right, sir.

Mr. Harrsox, T have tried to show, sir, that if a definite value
could have been established beyond the par value of the stock as of
the date it was transferved, it was lawful under the regulations to
include that as paid in surplus, and I wanted te develop by this
witness what was done in order to determine that excess value.

The Cuamsrax. We have not gotten at that yet, have we?

Myr. Harrsox. No, we have not.

Mr. Suernerp, I will give it to you right now. This is the con-
ference report of April 24, 1924, Mr. Wagner and Mr. Walker
represented the taxpayer, with powers of attorney.

ir. Mansox. By the way. was not Wagner a former employee of

the department? )
Mr. Surrurrp. Yes; he was in the department for about two

years, T should say.
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The Government’s representatives were Alexander R. Shepherd,
special conferee, and C. A. Burdick, valuation engineer.  The report
reads:

Matters discussed: (a) Valuation report, December 12, 1923 () report of
taxpuyer conference on November 22, 1923 (¢) protest dated Marei 3, 1924,

Discussion: (a) Depletion allowable, tu‘qmwr & estimated tonnage, March
1, 1913,

'Awmm- yearly production of ground graphite, 1”074916 Inclusive, 2,863
tons,

Indiented meruw yearly production, 3,300 tons,

® Life indicated, 28 years.

Estimated prnﬂt per ton hased on profit on pulverized graphite sold in 1907
to 10168, Inclusive, $416.42, -

Profits expected, March 1, 1913, $4,343,007.68,

Hoskold’s factor for pre<ent worth based upon 10 and 4 per cent, 0207587,

March 1, 1913, value of the business. o . .._..__. $1, 203, 044, 58
Ealiumte‘d plant investment required to depl(-le the ore in 28

yeury ... e e e e 2 = et ot e 2 = ot i o e o e o 250, 000, 05
Murch 1, 1913, valge of the oven .. ... RN 1,()43. 044,56
l)oplvtiun indicated, based on Mareh 1, 191'& value obtained as

OV o e e e e e e e e i e e 11.14

() Tnvested capital: Baxed upon present worth of profits obtained in later
vears discounted at 20 and 4 per ¢ent to obtain value of stock, £35,000.00, paid
for the mine in 1893

Tonnage mined m’ovinus'tu Muveh 1, M9V . L. 33, 0907
YEstimated tonnage available Marveh 1, 1903 . ... .. _. 03, 604
Estimated tonnage at acquisition___ .. ____ .. .. . 127,51
Indicated average profits perton. .. ..o Lo $46. 42
Estimated profits. .. .. . . . .. oL P 1 %1 IR 2
Yeurs operated previous to W13 o0 oL oL 19
Years indicated aftev 1913 L . 28

Toral years life indicated. oo e L AT

Present worth factor for 28 years, ut 20 and 4 percent . . _.. . __ 102509

That is practically one-tenth of the gross expected profits.

The Cnamyan. In dealing with that invested capital 1 still do
not get that $1.043.000,

My, Surenern. I have not got to that vet,

The Coamaax. All right s go ahead.

My, Sueeuerp (reading) :
Indicated value of business at nequisition. oo _. . ___._._.. 07, 149.08
Indicated investment in plant required for mwhutmn of product. 300, 000, 00

Tndieated value of ore at acquisition. ... .. B3OT,149.08
Sustained depletion in 1893 per ton produced__ .. . 9, 4077
The additional amounts puaid to acquire mine as claimed and

allowed in conference on November 22, 1923 werve. ___ ..., 35,041, 18

Total indicated value of stock and additional cost of
PLrOPOTEN e 342, 100, 26

CONCLUSION

It was agreed by taxpayer's representatives that the above basis will he
recommended for acceptance and taxpayer's representative will submit a sched- -
ule setting forth how these rates and investments will change the deductions

_for depletion and invested capital in taxpayer’s income tax returns.

-
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This is the schedule submitted with that [exhibiting paper].

Mr, Manson. T understanel from that that you ussumed the in-
vestor in this property in 1893 would expect a 20 per cent profit.
while an investor in the property in 1913 would expect a 10 per cent
profit.

Mr. Sueruewp, No, sir: T did not assume that. We know that
the invested eapital, as a rule, is less than the 1913 value, because
the 1913 values generally include an ore reserve, which takes in
possibilities to a cortain extent. I had this staring me in the face.
The book entries of the company

Mvr. Manson. Now, let’s get down to my question.

Senator Erxsr. Let him explain it.

Mr. Maxson. He is getting away from it; that is the trouble. In
capitalizing the future expected profits, he used a discount factor.
which is intended to include. among other things, the profit that a
purchaser is expecting to make in buying the property at the ap-
praised value.

Senator Erxsr. Now, Mr. Manson, pardon me a minute. You
were asking about this particular case?

Mr. Manson, Yes

Senator EnNst. And he was proceeding to explain it.  You are
now asking him a general question. I submit yvou shonld give him
an opportunity to make his explanation, and then, if vou want to
ask any further questions, you may do it.

The Cuamyas. He started to tell about something that waw
staring him in the face.

Senator Fessr. Yes: he wanted to explain here why he did just
what he did.

The Cranrmax. He did not admit that he did that. T want to
vet out of the witness whether he did assume those things that My,
Manson has, and then he can proceed with his explanation.

Senator Exxsr. You ought te let the witness proceed to do it in
his own way.

The Caamorax. He can say yes or no, and then explain his apswer,

Senator Erxsr. Yes: hut a ves or no answer does not explain it
particularly.

Mr. Sueenesn, Senator, as to the present worth of operating
profits method, the details involved are quite complicated, and 1
wonld suggest that we make that a special subject some time and dig
into it.

The Cuamarax, What did von do in this particular case? Go
ahead and tell us that.

My, Sueeneen. 1 just read what we did. what we allowed the tax-
payer,

The Criamyax. In other words, you did allow him the 20 per cent
up to 1913/

Mr, Sueenen, Yes, sir.

The Caaporax, And 10 per cent afterwards?

Mr. Sueenern, The 1913 value was already established. T had
nothing to do with it. T will say this: As far as I kuow, this method
is correct for the March 1, 1913, value. It is the basis used in
hundreds of other cases. We standardize our rate of risk in that
respect. To a certain extent, we have to.
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The Cuamrman. I appreciate that. and 1 think that answers Mr.
Muanson’s question.

Mr. Surraern. Yes, sir.  Here is what the taxpayer calls Exhibit
B, “ Mine purchase account.” This was taken from his records:

Payments made for purchase of fee, obtaining certificates of title, and the
acquisition of mineral rights,

1892, Roundtree contract and option account pald for in stock......_.. $35, 000. 00
1893, cash paid for services and expenses, reacquisition of mine

AN e e e e e 2,874, 81
1894, cash pald for services and expenses, reacquisition of mine

and BEle e+ e e 10, 453, (4
1804, Pacific Graphite Mfg. account____ . __ . ___ _________ 1, 061, 55
1804, Pacific Graphite Mfg. account notes.... . ____ e e 3, 653.88
1894, notes given by stockholders and Indorsed over to Mexlcan

MIIE O e e e e e o 28, 750. 00
1804, loss on operation under the Pacific Graphite Mig. Co.

CONBERCE - e e et sttt i e = e ot e e e 18, 027, 64
1893, cash pnid for services and expenses reobinining mine and

71 L U e s e 276. 40
1806, cash paid for services and expenses reobtoining mine and

1 §2  UOp 150, 00
1897, cash peid for services and expenses reobtaining mine and

5 12 USSR 30. 0
1899, aditional stock Issued. . e 400, 00, 00
1003, expense and compromise settlement re suit on retention

OF  HHIO o e e e 16, 141, 50
1904, expense and compromise settlement re sult on retention of

title (additional eXPENSE) oo e 107. 63
1019, Moradillns e Yl oo — 27,500, 00

Debed, 426. 45

Mr. Manson. Ts not that additional stock whicli you have just
mentioned a stock dividend that was declared?

Mr. Sueenerp. According to his report--——

The Cramrman. You call that n report.  What vou mean is the
taxpayer’s brief; is not that correct ?

My, Sueenerp. That was the taxpayer's brief and the facts sub-
mitted under oath. In other words, he was claiming practically for
invested capital for all those vears over $500.000,

Here is the engineer’s report dated May 17, 1924,

Senator Jones, That reporl was made as the result of a con-
ference?

Mr. Suvrnerp. Yes, sir.

Senator Jones. In which you participated?

Mr. Snernerp. Yes, sir,

Senator Joxrs. And he simply made a report carrying out vour
recommendations in the matter?

Mr. Sneeneep, Well, no; I do not think that is the case.

Mr. Manson. The engineer testified that that was so.

Mr. Suernerp. I heard nothing more about this until recently,
when it was taken over by your representatives here.

Senator Joves. But you had a conference before this final report
was made, as I understand it?

Mr. Sueruerp. Yes, sir. ?

Senator JoNEs. And it has been testified here, I think, by the en-  §
gineer in this case, that your recommendation in the matter was
taken as final, and that the report subsequent to that was made up
because of your recommendation ?
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Mr. Sarenerp. Possibly that is his viewpoint of it, sir. Here is
the report on the case, in which he shows the taxpayer’s clanim for
invested capital and the amount allowed.

Senator Jones of New Mexico. That report really embodies what
was arrived at in the conference with you, does it not ¢

Mr. Sueraerp. Only as regards invested capital. I had nothing
to do with the 1913 value, which was already established.

Senator Jones of New Mexico. When was that established ?

Mr. Sueemerp. That was established in his report of December
12, 1923. He changed a few figures in conference with the tax-
payers’ representative, which made a difference—the difference be-
tween $43,000 and $32,000—ahout $11,000 difference.

Senator Jones of New Mexico. Does that report in 1923 state
the basis for arriving at the invested capital?

Mr. Suernerp, No, sir,

Senator Jones of New Mexico. What does he give the invested
capital at in that report?

r. Sueenekp. 1 am mistaken. 1 was looking for invested capi-
tal, but he has it here. It is shown on the last page of the report:

Cost of Sanuta Maria mine {8 cinimed nt $516,920.45 In revenue agent’s report
aud letter dated September 24, 1923, and allowed at $70,011.18, as set forth
above. .

Mr. Maxson. Is not that $70,041.187

Mr. Suerurerp. Possibly it is. It is blurred here.

Mr. Maxsox. On the second page of his report dated December
12, 1923, he gives the items, and they foot up to the amount that he
recommends as the amount to be allowed. They foot up to $70,041.18,

Mr. Snernvin. 1 stand corrected. Thank you. 1 was looking for
invested capital.

Mr. Hanrson. How was that $70,000 arrived at in that report?
Was it by the method of determining the present worth of expected
future earnings/

Mr. Suermern. No.

My, Hawrson. How was it? .

My, Suerpern. I will read this

Mr. Harrson. Just state the basis for it.

Mr. Surenerp. The taxpayer was claiming a total for invested
capital of $516.926.45, in which item is shown an additional capital
stock issue in 1899 of $100,000, which it is claimed in his brief was
an appraisal made of the property at the time by Mr. Woodruff,
The property was found to be much niwore valuable than the stock
originally allowed for it. That was in 1899. Now, if you care to,
I will find that somewhere in the taxpayer’s brief.:

Senator Joxks of New Mexico. What was the date of that stock
issue? .

Mr. Suepserp. In 1899, for $100,000.

Mr. Maxsoxn. Lhat was issued long after the company acquired
this property, and it was manifestly a stock dividend.

Mr. Surrnern. Six years, practically.

Mr. Manson. Yes.

Mr. Suepserp. But the question comes up that all additions in
capital have to be considered by us. ’
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Senator Joxes of New Mexico. That was not an addition in capi-
tal, was 1it?

Mr. Surenern. Well, it was this, Senator: It was a correction on
their books of what their actual values were.  You have in this case
a !mid—in surplus, practically. ’ ) ,

‘he Cuarkman. Do you know when those books were written up!?

Mr. Suernerp. According to the sworn statement, these facts are
taken off the books. They are the original book figures of the
company.

-+ Senator Ernsr. He wants to know when those books were made
up.

p'].‘he CramyaN. Do you know when the books were made up?
Were they the old books? .

Mr. Suernern. The old books.

The CuamrmaN. The continuing books of the corporation, or were
they new books, like some other concerns write up? :

Mr. Surenreep. It is the sworn statement here that they were taken
right off of the records of their old accounts.

Senator Joxes of New Mexico. Do they say *old accounts”?

Mr. Sueeneen, They say the book records,

Senator Joxes of New Mexico. What do they say there as to
where those items were taken from ¢/

The Cusmemax. Was there any inquiry made as to when that
£400,000 of stock was actually issum}. because if that stock was
really issued in 1899, in all probability that would be correct?

Mr. Suevnern. Yes, sir; there is a statement in one of these
records as regurds that stock, sir.  Here it is——-

Mr. Harrsox. Have vou the revenue agent’s report there, which
would throw any light on it, Mr. Shepherd?

Mr. Sueenern. 1 do not know whether there is a revenue agent's
report in the case or not. ,

M. Ilarrson. You have not it with vou?’

Mr. Sueenern, No: I did not sce any revenue agent’s report.
There may be one.  Here is what they say in regard to that:

Ingsmuch ax the valoe of the Santa Marin mine was in 1897 known to he
far in excess of the par value of the stock issued specifically theretor, we do
aiot believe the compuny should e penalized by having its invested capital
writien down to ¥35,000 par value of the stoek issued therefor, or even to
$100,000~—-
which was the total par value of the stock—

the value written on the bocks of the company as of the date of acquisition.
The company should be granted a paid-in surplux as of the date of acqaisition,
1803,  Authority for this is granted in article 63, Regulations 41, and in other
rulings since fx<ued by the department.  As a baxix of this paid-in surplus the
company can well and conservatively use the ehange in the book value of the
Santa Maria mine made on January 11, 18090, On that date the officers of
the company, renlizing that they had made an error in the original statement
of the mine value at $100.000, decided to ixsue an additional $£400,000 of the
capital stock of the company and place the value of thke mine on its books
at somewhere near its true value,  The value was then stated to be $500,677.22,
and the note made in the hooks that this value was based upon an appraisal
at that time,

The Coamaan. That is, 18997
Mr. Snernerp. 1899, That is their statement, sir, sworn to.
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The Coamman. Iave you any further questions that yon want to
ask the witness, Mr. Hartson ¢

Mr. Harrsox. I want to ask him what other methods conld be
developed to arvive at the value of the assets transferved for (he
stock there?

Mr. Sneenern. Well, the Senator suggested one a while ago.
Take the annual earnings.  This property had 23 vears of pre-war
earnings, which averaged about $67.000 a year. If vou capitalize
that. even at 5 per cent, you have about $3.500,000 right there.

Mr. Harrson. Were there any other metliods, such as the regula-
tions suggest that might be used: namely, transactions at that time
for similar properties in that vicinity?

My, Suernesn. No, sir,

Mr. TLarrson. There were not?

Mr. Suxenrep. This property was, as has been stated time and
again, unique in a way,

The Coamsan. I think that is very stiange, that the answer is in
that form. in view of the fact that this new mine was bought i 1918
at approximately the same price as the original mine, without any
enhancement in value.

Mr. Suernerp. I think your representatives have overlooked a
matter there, which was stated in the record here.  The Santa Maria
mine is on the side of a mountain. That was the mine they had
developed. 'They have a 27-mile wagon haul from this mine down
over here to the station.  On this side is the Moradillas mine, which
was bought.

M, Maxson. That is the second mine.

My, Speeuesp. That s the second one. Now., at the time they
hought it. according to the statement there, it was nothing but a
prospect. They bought the ranch from the Mexican that owned the
ranches around there, because that was the basis in those days. Tt
was nothing but a prospect. :

The Cramaran. T would like to ask My, Manson if he understood
that it was only a prospect at the time? .

Mie Mansox. Yes.

The Cnamyan. You did not say in your statement {hat vou
anderstood 1t was only a prospect.

My, Sueenerp. You might go a litile further. This mine over
here. the Santa Maria mine, is not exhausted at all. 'With this
deposit over here there is a haul of 27 miles, practically, a wagon
haul.

Mr. Mansox. Would not that make it a very much more valuable
property than the mine located 27 miles further away from the
ailroad ¢

The Cuamyan. Yes: but it was not a prospect, and that makes
some difference.

Mr, Manson. I want to ask the witness a question: Is it not a fact
that the records showed in the case of hoth these mines outeroppings
all along the surface?

Mr. Sueruern. The record speaks of

Senator Joxeks of New Mexico. And is it not a fact that it was
from these outcroppings on the surface that they estimate the quan-
tity of the ore?
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Mr. Snaepuerp, The Santa Maria outerops. 1 do not remember
anything in the record as regards this later purchase.

The Craikman. If this later purchase were a prospect, and only a
prospect, there could certainly be no outeropping. Otherwise it
would not be only a prospect, but it would he a reality.

Mr. Maxson. I will look that up.

The CramMaN. Yes; look that up.

Mr. Manson. It is my recollection that in the cage of hoth mines
there were outeroppings all along the surface.

* Mr. Saeenerp. I would like to call your attention to another
thing, '

Mr. Manson. I would like to ask you another question.

The Craammman, Let him make his statement.

Mr. Manson. All right.

Mr. Suernesp. The fundamental basis of profit in the mining in-
dustry is a market for your product. This is a controlled com-
modity. We can not deny that they have a market. They can supply
the demand. Now, the reason that other properties are not worked
down there, if there are these millions of tons of similar ore. as
claimed by your representative. they would be exploited. The fact
that they have not a market for it makes it of practically no value,
These people control the supply for the market.

Mr. Maxsox. That is, they control the market /

Mr. Suernery. They control the market. They can produce ap-
parently as much as is needed for the market.

The Cramraan., So that there is no need for the new development?

Mr. Surenenp. If there was a market for it. and if there i< as
much ore there as has heen stated by vour representative. there would
be & lot of people down there operating to-day.

Senator Joxgs of New Mexico. Then, why should not the valua-
tion be based upon the fact that they have a mavket rather than upon
the fact of the value of the ore in the ground?

My, Suernesn. That is what we do in figuring the present worth
of operating profit based on what they ean sell.

Mr. Maxsox, In other words, then, the valne that vou give®to the
ore in the ground, which is the thing the law requires to be valued,

«is based upon the market that this particalar concern has, rather
than upon the fact that the ore in the eround has a particnlar value,

Mr. Sureneko, I will answer that in this way: What iz the mar-
ket for lead or zine ore?  Before yon can market it you have to put
it into a pound of lead or a pound of zine. You have to concentrate
it. This grinding of graphite is practically similar to the metal-
lurgical treatment of copper or silver or lead or zine ores.  In other
words, you have to concentrate it.  You have to grind it to make it
merchantable. I was going to attack you on that point this morn-
ing, because you said there was a manufacturing profit. But vou
corrected it yourself. Their hasis, as set up in their information. is
perfectly correct, aceording to the regulations and the law. as we
understand it.

Mr. Maxsox. The law requires vou to value the mine property, §

¢ does it not? .

Mr. Sueruerp. Yes, sir.
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Mre. Maxsox. And the regulations provide that the value you shall
give to the mine property is the value which a willing seller would
take and a willing bayer would pay for the mine property; is not
that trne?

Mr. saeenern. Generally @ ves; siv,

Mr. Maxsox, Al right. Then. assume that we have a mine iden-
tical with the mine involved in this ease, located in Mexico, with the
same quality of ere, the same distance from the railroad, but with no
organization in the United States throngh which the product can
be marketed. Would that mine have a value anywhere nearly com-
parable to the value that yvou have placed on this mine owned by
this company ¢

Mr. Sueenern, Not on the besis of present worth of operating
profits, ‘

Mr. Maxsox. Yes.

Mr. Sueenern. Because vou have a market for your stuff?

Mr. Maxsox. Sure.  In view of that fact. what you have of real
value is the organization, the business genius, and the good will of
the United States Graphite Co., instead of the mines in Mexico, is it
not !

My, Sueriern. No.

Senator Joxes of New Mexico. T would like to ask you to explain
why that is not the case?

My, Sueenern. Well, I think it is apparent, Senator, that it is not.

Senator Joxgs of New Mexico, In otLvr words, it is this organiza-
tion here that gave value to it at all, is it not?

Mr. Suernerp. The market and the organization combined.

Senator Joaxes of New Mexico. Yes: the market and the organiza-
tion combined is the thing that gave value to it at all.

Mr, Sueruern. But we get right back to the fact that the basic
thing is the market. If you have not that market it is not worth
anything,

Senator Joxes of New Mexico. That seems to be true, but these
mines down there were not worth anything until they took up this
organization. and that is the reason they could get thein at a ndminal
value, relatively speaking. It is perfectly clear, it seems to me, that
the profit of this thing 1s in the working of the ore, and not in the
ore itselt.

Mr. Sueenern. Well, on that basis. Senator, a gold vein would
not be worth anvthing unless vou had a mill to work it with.

Senator Joxes of New Mexico. That is true: but to give the value
to the ore in the ground after it is found, and what can be gotten
from the manufactured product, it seems to me is all wrong, and
certainly it is quite clear to me that the statute never intended any
such thing when it said that vou should value these mines accord-
ing to the market valne of the mine and similar properties, etc. I
have tried my best to work out some theory to justify the basis of
this valuation, but T have been totally unable to do it, if you take
into consideration the language of the statute itself. I do not think
your basis for valuation has any justification found in the statute,
according to which vou are to ascertain the value of the mine as a
mine, and not the value of the manufactured product after it is
taken out.
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Mr. Suepnerp. Senator, 1 am very poor——

Senator Joxes of New Mexico. L tried my best to justify o my
own mind what apparently has been the custom there, but I am
unable to arrive at any justification for it at all.

The Cuamman. I do not think there is any justification for it, as
a matter of fact. '

Senator Jones of New Mexico. No.

The C-1ammmax, They have stated how they have done it, .nd I
think we understand that perfectly clearly. '

Senator JoNes. Yes.

The CuairmMaN, But I do not think there is anv justification for it.
unless they submit some further evidence that there is no more of
that kind and no other mine that mav be compared with it for the
purpose of arriving at value. .

Mr. Maxsox. Let me ask vou this. You stated that the factors
that you used here of 10 and 20 were standardized factors that were
generally in use in similar cases: is that correct?

Mr. Suernern. I said the risk rates were generally standardized
in those cases; otherwise, we would have taxpavers coming in and
claiming that they were not wriven the same treatment as the other
fellow.

Mr. Maxsox. Are those the same risk rates that vou would apply
or have applied to property located in the United States?

My, Suernrrp. No: T think originally we used a lower risk rate.
It depends on the property.
~ Mr. Maxsox, What T am driving at is this. Would similar prop-
erty located in the United States be valued in accordance with those
rates that you have used in connection with this property?

Mr. SuerHerp. Would they be valued according to these rates?

Mr. Maxsox, Would you use these rates. these discount rates. in
arriving at a value for similar property in the United States?

Mr. Suernern. We would probably use lower.

Mr. Maxsox. How much lower!

Mr. SaepeHerp. Two per cent,

Mr. Maxsox. Do vou know of any cases where you have used
lower rates in the United States?

Mr. Surpnern, Oh, yes. Take the Tron Range. When you are
dealing with a different nietal, you have to consider the metal and
consider the hazard to a certain extent that is involved.

Mr. Maxsox. There is one thing that I want to point out to the
committee, as I pointed it out in my opening statement here, and that
is that in 1913 and 1918, the two years in which valuation was made.
Mexico was in a state of revolution, and that revolution was lavgely
brought about by agitation which finally resulted in the adoption
of a constitution under which this very property was denounced.

Mr. Suepueep. Pardon me. 1 think you are off there. T think
you are wrong.

Mr. Cuammax, T understand that counsel desires to take up the
Steel Corporation case to-morrow ?

Mr, Maxsox. Yes.

The Cuairmax. If agreeable, we will meet here at 10 o'clock
to-morrow morning for the consideration of the Steel Corporation
case. It is after 12 o'clock now.

(Whereupon, at 12.05 o'clock p. m., the committee adjourned undil
to-morrow, Tuesday. December 30, 1924, at 10 o'clock a. m.)
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TUESDAY, JANUARY, 6, 1925

UNrrep STATES SENATE,
Serecr CoMmMrrree 1o INVESTICATE THE
Bureav or INteryan Revexcr,
Washington, D. (.

The committee met at 10.30 o’clock 2 m., pursuant to adjonrnment
of yesterday. '

Present: Senators Couzens (presiding), Jones of New Mexico,
and King. Present also: L. C. Manson, Esq., of counsel for the com-
mittee, and I.. H. Parker, chief engineer for the committe .

Present on behalf of the Bureau of Internal Revenue: Mr. C. R.
Nash, assistant to the Commissioner of Internal Revenue; Mr. Nel-
son T. Hartson, solicitor, Bureau of Internal Revenne: and Mpr.
S. M. Greenidge, head engineering division, Bureau of Internal
Revenue.

The Cuammax. The committee will be in order,

Mr. Maxsox., Mr. Chairman, Senator Ernst requestod me to say
that he is tied up with the Committee on Revision of the Laws and
will be unable to be here.

Th» Caarvman, You may proceed. Mr. Manson.

- Mr. Nasu. Mr. Chairman, before Mr. Manson proceeds, I just
want to say that on yesterday afternoon we discussed at the oflice
the suggestion of the committee on refund claims, and an order has
been issued which will stop the scheduling of any claim for refund
or credit where the elements of natural resource valuations or
amortization are involved in the case. A survey will also b made
of all schedules that are now in process, and if any claims #re dis-
covered on these schedules where the elements of natural resoure»
valuations or amortization are involved they will be withdrawn
from the schedules.

In addition, we have taken steps to place technical personnel in
the claims-control section, where all claims go for final schedule, to
review all claims and segregate those cases where the items ques-
tioned above are involved.

The Cuamrman. That will include, of course, oil discovery and
depletion ¢

Mr. NasH. Natural resource valuations would include both the
valuations for depletion and valuations for invested capital. Both
of those elements were discussed in some of these nonmetals cases.

Mr. Manson. I wish to say that Mr. Nash called me up vesterday
afternoon and wanted my opinion as to whether the order he has
mentioned would cover this situation, and I advised him that, in my
opinion, it would.

92019—25—pr 8——9 , 1359
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The Cuammax. That will be very satisfactory.

Mr. Maxsox. This is the case of the Climax Fire Brick Co,

The question involved here is almost identical with that which was
involved in the United States Graphite Co. matter. The question
involved is the valuation of the lease. In that instance it was the
valuation of the fee. In this instance it is the valuation of the lease
to mine fire clay, for purposes of invested capital and for purposes
of depletion.

The amount claimed in the final claim of the taxpayer as the valua-
tion of this property as of November, 1900, is $380,137.20. The
amount allowed 1s $154,120.70. The matter involves the refund of
# tax amounting to $26,192.48.

This taxpayer is a manufacturer of fire brick. The principal

product appears to be the brick that is used for the lining in the base .

of blast furnaces. .
The company was incorporated in November., 1900. The incor
orators were a partnership. This partnership has carried on this
Eusiness for a period of 15 months prior to the incorporation of this
company. The capital stock of the company, amounting to $100,000,
was issiied to the partners in payment for the business and the assets
of the artnershi%.
Mr.? ARTSON. Mr. Manson, may I interrupt you right at that
oint ‘
P Mr. Mansox. Yes.

Mr. Harrson. Did your engineers find, in going through the files,
that the revenue agent had reported that $200,000 in capital stock
had been issued, but that the engineers of the Unit, in reviewing
the revenue agent’s report, did find, as you have said, that $100,000
capital stock was issued in exchange for this lease?

Mr. Maxso~. No.

Mr. Hartsox. You found no such inconsistency, so far as your re-
ports are concerned ¢

Mr. Maxsox. No; that is the first I heard of that. At least, if

that was the fact, it was not a fact which was before the engineers
or before the conferees at the time they fixed this value, and, if it
is a fuct, it is a fact that has not been brought to the attention of
the Unit by any brief of the taxpayer. If it is a fact, it is a fact
which does not appear on the books of the taxpayer.

On the books of the taxpayer, the assets acquired by the cor-
poration from the partnership are listed, and they amount to
$123.427.26.

The lease in question was owned by the partnership; it was trans-
ferred to the corporation, and no value was given this lease upon the
books of the corporation. I make that statement advisedly for the
reason that the exact items making up the $123,427.26 of capital
charges are set forth in detail in the brief of the taxpayer, and are
set forth in detail in the report of Mr. Parker, the committee’s
engineer.

The first claim filed by the taxpaver was on September 20, 1920,
when the taxpayer claimed $25,500 as the value of this property.
This claim was allowed in whole by the engineer.

The CramrMaN. Just what was the claim for?

*

—
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Mre. Mansox. For the value of the lease to the property fram
which they procured that clay, out of which they made their five
brick,

The Cuameyax. But was the claim for a refund or for an abate-
ment?

Mr. Maxson. No:they set up the $25.500 as a part of their invested
capital, and as the basis for xiepleticm, as the amount they had de-
pleted to take care of this leave.

The (uairman. Had the case been closed then? You call it a
claim. Just what do vou mean by that?

Mr. Maxsox They claimed a value on this lease of $25,500. It
was the amount et up in a letter which accompanied the form upon
which the eluim for 59;:1(4 ion is made.

My, Harrson. Mr. Manson, I think 1 can straighten this out. The
thing the taxpayer was claiming was the valu: as of the date of in-
corporation of thix lease for invested capital purposes in 1917. It
is true that after the value was set up in 1900, when the company
was incorporated, they depleted it down to 1917 for the purpose of
invested capital in that year. It is not a depletion claim; it is an
invested capital claim.

Mr. Maxsox. The $25,5007

Mr. HarrsoN. Well. the thing that had to be determined was the
value of u lease. if any. at the date of the incorporation.

Mr. Maxsox. Yes.

Mr. Harrson. Which was in 1900¢

Mr. MansoN, Yes.

Mr. Hartsox. Now. the reason why that value h:d to be deter-
min"gd was to tind out what the company’s invested capital was in
1917.

Mr. Maxsox. Exactly.

Mr. Harrson. So this lease, after the value had been ascribed to
it as of 1900, was depleted or depreciated down to 1917, when it was
given a value for invested capital purposes.

Mr. Maxssox. Tsee. Well, I stand corrected as to that. That fact
had not been brought to my attention.

The second claim of the taxpayer for the value of this lease was
filed on December 7. 1923, on which they claimed $250.453.83 as the
value of this lease as of November. 1900.  This claim was disallowed
in full by the engineers of the bureau, upon the ground that the
lease was not a proper part of their invested capital, and upon the
ground also that they were entitled to no depletion on it, for reasons
which T will hereafter give.

The CraryMaN. Does the record show what reason they advanced
for jumping the value from $25,000 to $250,000¢

Mr. Maxcox, They just recomputed it. They presented a new
computation.

1e CuarmMax. What was there to compute in valuing the lease—
earningks? '
Mr. Maxsox. That is what they finally did compute: ves. This
value is set up on the basis of prospective earnings.

The Cuasiryan. They jumped that value ten times in that period
from 1920 to 19237
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Mr. Manson. That was the inference that I drew. but Mr. ITartson
fias explained that those two values were not as of the same date, and
1 do not take exception to his statement.

As T stated, the second claim for $250,000 plus was disallowed.
The third claim was filed on January 1. 1924, in which they set up
a value on this date of $380,137.22. This is the claim which was
finally acted upon. This claim was disallowed in toto by the engi-
neers.

A conference was had. The special conferee was the same man,
Mz, Shepherd, who was special conferee in the United States Graph-
ite Company Case. At this conference, an allowance was made of
$200.456. s the value of this lease as of the date of incorporation.

The facts with reference to the lease are as follows:

The lease was a 20-year lease. It contained no clause providing
for renewal. It permitted the mining of fire clay upon this property.

For the benefit of the Senator who has just come in, I might make
that statement over again.

This is a claim for value for purposes of depletion and invested
capital on a lease. The valuation 1s made as of November, 1900.
The lease, as I have stated, permitted the corporation or permitted
the lessees to mine this fire clay upon the payment of a royalty of
25 cents a ton for the best grade of clay and 15 cents a ton for the
second grade of clay. No bonus was paid for the lease at the time
it was entered into.

In 1907, about seven years after the date as of which this valua-
tion is made, the taxpayer acquired another lease upon an adjoining
property for the same purpose, namely, the mining of clay, upon
exactly the same terms, namely, 25 cents a ton for the best grade of
clay and 15 cents a ton for the second grade. No bonus was paid
for that lease.

Upon the expiration of the lease in question in 1919, it was

renewed, and, as I have stated, it was not renewed pursnant to a

provision of the lease, but it. was renewed by voluntary action of
the partners, without the payment of a bonus, and upon the same
terms,

For the purpose of showing the arguments that influence the
bureau in making this valuation, I am going to read some short
ex{;ibits, and, for that reason, I am not going into that subject at
this time, but I will merely state that the basis of this value is
the capitalization of the prospective profits which the bureau held
the company would make, not out of the fire clay it mined, but out
of the sale of the finished product, namely, fire brick used to line
furnaces.

The bureau found that the profit of the manufacturer upon this
fire clay was $1.38 a ton—and, mind you, the lease provides for the
payment of a royalty of 25 cents a ton for one grade of clay and
15 cents for another. The whole $1.38 was capitalized and reduced
to a present value by the application of a discount factor of 8 per
cent, representing their theory of what the profit ought to be, not-
withstanding the fact that they were making a profit of $1.38 and
there was a royalty of 25 cents and 15 cents.

Senator Kine. Why did they not proceed to levy an assessment
upon the basis of the profits, without attempting a capitalization?

-
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Mr. Maxsox. I am going into the reasons which actuated them,
Senator.

Senator Kixe., All right.

Mr. Maxsox. I am merely deseribing now how they arrived at
those figures.

As I have already stated, this lease was for 20 years. It con-
tained no provision for renewal, and yet the profits were capitalized
over a period of 40 vears in making this valuation of $200,456.

As T stated before Senator King came in, this entire claim has
been disallowed by the engincers on several occasions—at least on
three separate occasions—and this value of $200,000 was aiiowed in
a conference presided over by a special conferee, Mr. Shepherd,
with whom we became acquainted in a former hearmg.  After this
conference, the chief of the nonmetals section, the section which had
passed on this claim three times and rejected it, wrote a letter to
the head of the engineering division, Mr. Greenidge, in which he
calls attention to the essential facts in this case more briefly than I
could relate them and, for that reason, 1 am going to read this
letter. 'This is our Exhibit G, which I offer. This letter is dated
January 29, 1924, and reads:

JANUARY 20, 1024,
Mr. S. M. GREENIDGE,
Head, Engincering Division.
(Re: Climax Fire Brick Co., Climax, I'n.).

Inclosed are data in the caxe of the above-mentioned company, also con-
ference memornndum and valuation memoerandum of this uuit based upon in-
structions given in couference.

Mark that fact, that determination here ix, according to thisx memorandum,
hased upon instructions given in conference, and that fact is borne ont by
further exhibits which I will offer.
~ The gquestions involved relate to value of letsehold of city land as at
Decoember 31, 1900, at which time the Climax Fire Brick Co. (corperation)
acquired the assets of the Climax Five Brick o, (partnership).

The leasehold in question was first acquired by s Mr., Bell under date of
April 24, 18589 under date of October 19, 1809, Mr. Bell assigned one-half
interest in the leasehold to a Me. Hinws *these two composed the Climax Five
Brick Co. Life of leasehold is 20 years,

Ne bonus was palil for the leasehold. the elay being paid for on a voyalty
baxis.,  No statement of any amount paid for one-half interest by Mr. Haws
hax been made. .

The corporntion issued $100,000, par wvilue of stock, assuming liability
for the assets of the partnership. The allocation of assets at that date makes
no mention of lensehold.

In 1920 it appears that company returned Form F to this ofice in duplicate
showing nothing paid for leasehold. . .

On December 10, 1923, a brief was submitied by the taxpayer in which a
value for the leasehold as at December 31, 1000, was placed at $250,453.83.
Thix value wax computed on the basis of earnings subsequnet to acquisition
(tive-year period) and a life of 50 years. Taxpayer was advised that the
hasis of valuation was not sound, that it would be necessary (o bae valuation
upon data at or before the date of acquixition rather than upon data occur-
ring subsequent to acquisition.

Taxpayer submitted a new brief dated January 10, 1924, in which the valua-
tion is hased upon the earnings of the partnership from Octeher 1, 189, to
December 31, 1900, at which time the partuership assets were transferred to
the corporation, and a life of H0 years,

In 1907 the company acquired a leasehold covering an adjoining property
containing the same kind of clay upnn the same royalty terms as in the lease
in question, no bonus being paid. In 1919 the original leave expired and a
renewal was made upon the same terms—no bonus. Based upon the fact that
no bonus was required for the lease, acquired in 1907, and that the original
lease was renewed in 1912 without bonus, the royalty terms being unchanged
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this unit held that the original leasehold had no value. The word * value” as
here used menns the selling price (or cost) that wonld pertain between n
willng buyer and g willing seller,

The taxpayer protested the holding of the unit and the question belng
referred to a special committee, instructions were issued (o determine valua-
tion based upon earnings from Qctober 1, 1899, to Devember 31, 1000, making
allownnee for manufacturing profits, and a life of 40 years. In accordance
with 2 memorandum of the committee on appeals and review {n the case of
the Houston Colllerfes Coal Co,, Cinciunati, Ohio, the valuation should have
covered a period not exceeding the life of the lease,

The taxpuyer states in support of the value eladimed of the elay in question
that the tinished product is superior to that made from other elavs and that
it brinegs a premium In the market, Admitting that this is so, it is appnrent
that the texpayer pays for this superfority I the raw material in that the

royalty rate per ton js approximately double the royalty paid for other clays |

used in prodacing the same finished produets,

In the discussion In conference the taxpayver was :ulvised that the entire
depogit could have bheen purchased outright for a mere fraction of the sum
claimed for paild in surplus on the leasehold above, The taxpaver replied
that the clay depogit had a comparative low value to the fee owner s he
had no ability nor capital to manufaeture refractors pi slned-

In this reply the taxpayer unconsciously recognizes the faet that the profits
of the business are due not so much to the raw material us to the eapital
employed in the business and the ability of the mannzement,

This Is the same idea that has been expressed by Mr. L. €' Eekels in a
dizcussion of the Portland cement industry. An analysis of the elemoent:
that enter into the business of the conversion of raw material into n finished
product is =et out in which it s shown that the raw material isx a very un-
important factor (“ negative’’). 'The real factors ave the ability of the man-
agement, capital employed, perfection of processes, otc.

Thig matter is submitted to you for Instructions as to further action,

J. H. Briags, Chief of Section.

I submit that after receiving that letter, the head of the engi-
neering division had before him every element which should be con-
sidered in determining whether or not that lease was entitled to a
value. If any further action in this case was taken improperly, it

can not be because everyone who had anything to do with it from

this point on was not fully advised of the premises, yet this is the
reply of the head of this section.

Senator Kixg. Who was the head of that section then?

Mr. Manson. Mr. S. M. Greenidge.

I would call attention to the fact that all of the valuation, that all
of the determination of amortization, that everything that required
the use of engineers, comes under the jurisdiction o% the man who
wrote the letter that I am about to read, after receiving the advice
that he received in the letter which I have just read.
3OT111‘Li)52 4is a memorandum addressed to Mr, Briggs, dated January

Mr. Briggs,
Chief, Nonmetals Valuation Section.
(In re Climax Fire Brick Co., Climax, FPa.)

There Is returned to you the case of the ahove-named tuxpayer.

Conference report dated January 21, 1924, states:

“ It wase finally agreed to accept the valuation claimed by taxpayecr in prinei-
ple, but to revise the factors involved in making his calculations on a fair
and reasonable basis, The detalls are shown In accompanying valuation
memorandum dated January 21 (IT:EN:NM:ESB) and the resulting figure
of ‘$200,456 was agreed upon as valuvation of leasehold at January 1, 1901,
this amount to be amortized over 40 years at the rate of $5,011.40 annually.”

This case will be closed in conformity with conclusions reached at this

conference,
8. M. Greex10GE, Head of Division.

Janvvany 30, 1924,
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The Cnarman, It is worth a lot of money to have Mr. Greenidge
the chief of that division?

Mr. Manson. Oh, yes. After Mr. Briggs, the head of this sec-
tion, whose men had examined this case, had been thus summarily
disposed of, the case went to the review section of the audit division.
A man by the name of Smith was the head of the section to which
this case was referred. This allowance was too much for Smith to
swallow, and Mr. Smith protested to the conferees, and to the chief
conferee, a man by the name of Shepherd.

For the benefit of the Senator who was not present when Mr.
Shepherd was on the stand before, I might state that Mr, Shepherd
is & man who impressed us with the fact that his good judgment
was of greater controlling force in the determination of these valua-
tions than even an act of Congress.

After Mr. Smith had made this protest—-

The ?Cu.\xmmx. In just what form did Mr. Smith make this
rotest ?

! Mr. Mansox. Evidently it was verbal, because I do not find it in
the record; but after he had made this protest, Mr. Shepherd wrote
a memorandum dated February 29, 1924,

Before I read that memorandum, I wish to call the attention of the
committee to the fact that when Mr. Shepherd was a witness before
this committee in the United States Graphite Co. case, he took the
very meek attitude that he was a mere advisor at these conferences,
and he had no authority to order the engineers to do anything, and
that if, after one of these conferences in which he participated, the
engincers saw fit to revise their reports, that was their responsibility ;
it was not his. I merely wish to refresh the recollection of the com-
mittee on that point, because the memorandum I am now about to
read in this case throws considerable light npon that point.

This is the memorandum by Mr. Shepﬁerd, our Exhibit I:
1T :EN :NM :ESB
Ref: INTR :G-9 Mr. Austin

ENGINEERING DIVIBION~—-NONMETALS SECTION-—SPECIAL MEMORANDUM.

In re Climax Firebrick Co., Climax, Ya. Manufacturers of refractories. Or-
ganized 1900. Taxable year 1917 and 1918.

This case was valued on January 21, 1924, by the nonmetals section foliow-
ing conference with taxpayer held on that date.

Valuaticn and conference reports bearing that date are in the case.

As shown therein settlement was made with taxpayer on the basis of dis-
counting expected profits over a normal operating life of 40 years.

This action was taken by the section upon instructions from the under-
signed special conferee.

A 40-year life was allowed in spite of the fact that taxpayer only held a 20
year lease at organization, for the following reasons:

1. Taxpayer maintained that a custom, amounting almost to unwritten law,
exists in his district which provides that any lessee is given the privilege of
renewal at the expiration of his lease.

2. Taxpayer demobstrated that he had obtained control of all the sarround-
ing property in such a way that the fee owner would not have been physically
able to lease the property to any one else without his (taxpayer’s) consent.

Shades of Blackstone! It seems to be almost unnecessary
Senator Kinc. Do not comment.

Mr. MansoN (continuing). To comment.

Senator Kine. Because ﬁmt is a sort of blackmailing proposition.

v
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Mr. Mansox. It is not only that, but anyone who knows the least
thing about the fundamental principles of the law of real property,
knows that if, by any means, a man’s property is surmundes. the
law has from time immemorial recognized the right of the man thus
surrounded to demand a right of way to his property. From time
immemorial that has been the law. It is laid down as a8 fundamental
principle in Blackstone, and recognized ever since.

There is a8 much soundness in that and as much merit as there
is in the first proposition, that because it was the custom of the
community to renew leases, therefore, the lessee of a farm had a
property right extending beyond his lease.

The Cuarman. I think, Mr. Manson. if you would give those.

reasons in continuity. without interjecting these remarks, we would
probably get a better picture of it.
Mr. Max~son. I guess so.

3. Taxpayer cited the fact that he had secured a renewal of his lease when
it expired in 1019, at its original terms, thus demonstrating the truth of his
contentions as above set forth under (1) and (2). This renewal was prac-
tically a lease in perpetuity.

A memorandum from review section, dated February 20, 1924, is now re-
ferred to nonmetals, by audit G, stating that 20 years should be the period
adhered to, the life of the original lease, and that paid-in surpins allowed as
valuation of lease at organization of the company in 1900, should be gmort-
ized over 20 years, Instead of over 40 years, as was determined by this section.

RECOMMENDATION

Case has now been reviewed by nonmetals sectlon in consultation with
special conferee, undersigned.

Inasmuch as the settlement with taxpayer, set forth in above mentioned
conference report, was arrived at as a compromise after prolonged contro-
versy; and final calculations regarding valuation and amortizatiop of lease-
hold were set down in taxpayer’'s presence; and he was assured that his case
would be closed upon that basis,

The memorandum of review section Is herewith returuned with the recom-,

mendation that final audit be completed on basix of valuation report origin-
ally written under date of January 21, 1924,
A R, SHEPHERD,
Special Confree,
E. 8 Boanien,
Subsection Chief.
Noted :
! J. H. BriaGs,
Chicf, Nonmetals Valuation Scetion.

I am going to offer as exhibits in this case, the various memo-
randa which show the course that the case took. ' )

They finally did prevail, after repeated efforts, and in spite of
the backing that Mr. Shepherd had from his own chief-—they finaily
did prevail upon him to cut the life of this valuation down to 20

ears, which makes the amount $154,120.70, which was finally al-

owed. Regulations 62, article 206, beginning at page 87, provide as
follows:

Valuations by analytic appraisal methods, such as the present value method,
are not entitled to great weight: (1) If the value of a mineral deposit can he
determined upon the busis of cost or replacement value, (2) if the knowledge
of the presence of the minern! 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 marketlng‘abfllty of the taxpayer, or to extrinsic

JUDs—
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causes other than the possession of the minernl itself. Where the fair market”
volue must be ascertained as of n certain date, analytic apprisul methods will
not be used if the falr market value can rensonably be determined by any other
method,

T «ubmit that in this ease the fact that another lease was obtained
upon an adjoining property during the period between the beginning
and the termination of this lease, upon the same terms, is conclusive
of the value of that property, and shows that the royalty paid was
equal to the value. '}‘ho fact that this lease was renewed at the end
of 1ts term, without honus and upon the same royalty terms, shows
that the lease itseli was not considered to have any value.

1 have discussed this matter of capitalization of prospective profit
in other cases, but I want to call the attention of the committee to
this fact, that in a case such as this, where it is conceded that the
clay had little or no value to one who did not possess the capital to
exploit it. to one who did not have thie machiery and equipment
with which to convert it into brick, and to one who did not have a
market for his brick, that is conceded. I take the position, there-
fore, that this value, as set up here is dependent mainly not upon
the value of the clay in the ground, but upon the value of the
business,

I would eall the attention of the committee to the fact that in the
conference reports which 1 shall introduce in evidence, it is shown
that the taxpayer was confronted with that situation by the en-
gineers, and that he took the position that if this partnership were
sold as a whole, as a going business, yon would have to capitalize
these profits, and that that was the basis on which this valuation
was mnde,

Take the case of any lease. 1f I have an advantageous lease over
a long period of time, at a rental much below the going rates of
rental for that class of property, that lease is an asset to me; it has
a value to nie vegardless of whether I conduct my business at a
profit or at a loss. I have known of cases where bankrupt concerns
left as the only valuable element of their estate an unexpired lease
which was sold by the trustee, and upon which the only real assets
of the estate were realized: yvet, if you had applied this metlrod of
capitalizing profit in that instance, you would have been able to
make a real asset appear to be a liability.  Or, to put the case the
other way around: Here we have a profit of $1.38 a ton accepted
by the bureau. It is conceivable that this taxpayer, making a profit
of $1.38 on this clay could have paid 50 cents for the clay and still
have made a profit. If this taxpayer had paid 50 cents for this
clay when the going price of that clay was 25 cents, clearly his
lease, instead of being an asset, would have been a liability. But by
capitalizing even that reduced margin of profit, by capitalizing at
$1.13 instead of $1.38, you would have this lease appear to be of
enormous value, although it was actually a liability.

It seems to me that those illustrations demonstrate the fallacy,
the utter fallacy, of applying this rule to any case of a lease.

The Cuairman. If the taxpayer, after receiving this large capi-
talization on the value of the property, had failed the year after-
wards, through incompetent management or a change in the in-
dustry, that would have defeated the whole principle under which
this tax was assessed, would it not? 4
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-

Mr. Manson. Certainly; because the taxpayer himself says—and
X do not think it is necessary for me to go all the way through these
exhibits—the taxpayer himself says that the reason he should re-
- ceive a higher valuation on this lease than the value of the fee—
mark you, that the reason he should receive u higher valuation on
this lease than the value of the fee—was because the fee owners did
not have the capital, the business genius, the organization, and the
salesmanship with which to exploit the property and give the value
that it had to them,

Senator Kine. Is unis case closed as yet?

Mr. Manson. Is it, Mr. Parker?

Mr. Pargenr. I do not know for certain whether it is or not.
The refund letters were made out, but I could not tell whether they
were collected or not.

Senator King. You mean they ordered a refund?

Mr. Mansox. They ordered a refund of $26,193.48,

Senator Kina. Has that refund been paid, as yet, Mr. Nash?

Mr. Nasu. I do not know, Senator. I will check that up and
find out. ‘

Mr. Manson. To complete the record in this case, I wish to offer
Exhibits A to K. ' ) ”

There is another point in this case that is so tersely stated by
Mr. Parker, the chief engineer of the committee, in the conclusion
of his report, that I desire to read it into the record.

The very essence of the law in its purpose of settlng up Invested capital, Is
defeated in this case by the employment of this method of valuation bused on
anticipated profits, If this method could be applied to the business of all
taxpayers alike there would he no need of an excess profit tax, for the in-
vested capital would be fixed by the profits themselves at a point where only
8 per cent could be realized on this flctitfous capital, and there would not be
any excess profits worth mentioning,

We submit that the law in allowing the incluslon in invested capital of good
will and other Intangibles in a epecific manner and under specific limitations
certainly implied that such Intangibles should not be included with the valua-
tlon of tangibles. This is what has happened In this case,

To sum up briefly, we conclude the unit to be fundamentally in error, in
making valuations of the intrinsic worth of natural resources from the total
profits of a by ‘iness when it is obvious that such profits are in a great measure
due to good will, superior management, marketing ability, sufficient capital,
and superior methods or processes.

The CuairnmaN. As I understand it, it is just as necessary for
the future that this matter be gone into, because the fixing of in-
vested capital for depletion purposes is still necessary, even though
we do not have any excess profit tax now. _

Mr. Manson. The ﬁxm% of valuation for depletion purposes,
Senator, is still necessary, because depletion is geing on as long as
natural resources are being used. ]

The Cuamman. Yes; I wanted to get that in the record here,
because some people may have the impression that because the excess
profits tax has been abolished it may not be necessary to again go
through this same process of fixing invested capital, but it is neces-
sary in view of the depletion that is allowed .

Mr. Manson. I wish to offer Exhibit L, being the report of the
comiittee’s engineer. ) . . .

The exhibits offered by Mr. Manson in connection with this case
are as follows: ‘

A




INVESTIGATION OF BUREAU OF INTERNAL REVENUE 1869

Xt A

In the Treasury Department, Bureau of Internal Revenue, HBefore the natural
resource division in the matter of the valuation at date of incorporation ot
elay leaseholds of the Cllmax Fire Brick Co.  Brief on behalf of the Climax
Fire Brick Co.

This brief Is filled supplementing the brief previously fited covering the
valuation of the clay leaseholds at the date of incorporation which was dis-
allowed by the Bureau of Internal Revenue in conference, for the reason that
it wus valued on the hasis of the profits earned subsequent to the date of in-
corporation, instend of those earned prior thereto.

The Climax Fire Brick Co,, which was incorporated under date of Novem-
ber 7. 1900, under the laws of the State of Pennsylvania, was organized for the
purpose of taking over the husiness of a partnership, conducted under the
same name by Henry Y. Haws and W. G. Bell

Under the date of Decembher 31, 1900, the Climax Fire Brick Co. (corpora-
tion) purchased the assets of the Climax Fire Brick Co. (partnership) ana
assnmed the then existing liabilities for a noming 1 sum of $100,000.

At the time of tnking over the assets of the partnership the corporation
delivered the entire amount of the capital =tock of the corporation to Mesurs,
Haws and Beil. in payment for the spid nssets, The assets taken over the
liabilities assumed by the corporation at December 31, 1900, are shown in the
opening halance sheet of the company, attnched hereto and designated as
Exhibit “L."

The business engaged in by the partnership and continued by the corporation
was the manufacture and sale of fire-clay products, such asg fire brick, fur-
nace bloeks, tuyeres, ete., used in the construction of kilns, furnaces, Boessemeoy
furnace bhottoms, etc.

The primary and fundamental requisites for the manufacture of fire-clay
products and the operation of a profitable husiness of this nature s a sufficient
and suitable supply of fire clay.

There was Included in the assets which were purchased from the partner-
ship for the nominal sum of $100,000, a leaschold covering the mining of fire
clay from an operating mine known as Catheart Mine, for which no velue was
recorded on the books of the corporation,

Under date of April 24, 1809, prior to date of incorporation, a lease wis
entered into by Mr. W. G. Bell, 2 member of the partnership, with Mrs, M, v,
and Wm. Catheart. whereby they conveyed for a period of 20 years all rights
to the mining of fire clay on, in, or under a certain tract of land situated i
Porter Township, Clarion County, Pa., at a royvalty of 25 cents per gross ton for
No. 1 fire clay and 15 cents per gross ton for No. 2 fire clay.

At the date the corporation acquired the assets of the partnership, this
lease was assigned by W. G. Bell and llenry Y. Haws to the corporatien, for
which the fair value at the date of acquirement is now claimed as pald-in
surplus,

This company is engaged, and was engaged prior to the dnie of incorporation,
in the manufacture of a high quality of fire-clay products. Its principai
buxiness being the manufacture of tuyeres and blocks, used in the construc-
tion of Bessemer furnace bLottoms, the manufacture of which requires the
uxe of an exceptionally high quality of fire clay.

By reasen of the quality of these products being far superior to any manu-
factured by its competitors, namely the long endurance in the resistance of the
intense heat of molten steel and iron, which is attributed to the unique structure
of the clay in this deposit the company is known as the manufacturers of the
Lighest grade preducts of this nature,

Since the date of incorporation of this company the earnings have been
exceptionally large as compared with the values at which the assets appear
in the balance sheet, and its prosperity has been continuous. The results of the
operations have shown large returns on the capltal, and the dividend rates have
been exceptionally high, For the period from the date of incorporation. up
to 1918, the company shows annual average earnings at 21 per cent and average
apnual dividend payments of 14 per cent.

In Exhibit II, attached hereto and made a part of this brief, is presented a
copy of the lease, for which the value is noiw claimed at the date of incorpora-
tion. .
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By reference to the copy of this lease, it will be noted that it provided for a
period of 20 years, and further provided for the exclusive right to mine all the
fire clay on or under the respective tract.

This company now submits that the valuation be made on the basis of the
- entire life of the mine, for the reason that it is implied and understood in thiy
region that the lessee shall be required to mine clay or pay an annual royalty
for the period embodied in the lease, and that he is permitted to mine clay as
long thereafter as it can be mined, on a profituble basis, which inference is
characteristic of all gas, oll, and clay leases entered into on o royalty basis in
this region.

At the date of the expiration of this lease a new leaxe was entered into upon
the same conditions and royalty as was provided for in original lease,

VALUE OF LEASEHOLDS AT DATE OF INCORPORATION

The method used in valuing this leaschold Is as recognized by the coal
valuation section of the natuval resource divitlon, Burean of Internal Revenue,
namely, by the use of Hoskold's formula, which provides Intevest on the present
worth of $1 at 8 per cent annually.

By applying this method to the average total estimated earnings for the life
of the mine of $1,768,320, based upon the average profit per ton from clay con-
sumed of $1.80 for the period from October 1, 1809, to Devember 31, 1900, aster
providing an average annual return of 8 per cent on the average annual net
tangible assets for the same period, the value arrived at, besed upon the
b0-year life of the mine, is $408,621.62. From this value there has been
deducted $28,484.40, representing the present worth (Hoskold's formula, 8 per
cent—4 per cent) of the esthwated capital expenditures, which it wonld be
necessary to make to keep the mine on a producing basis, or a net value for the
leasehold of $380,137.22, The. estimuted capital expenditures have been based
upon the original investment at the date of incorporation, which have an esti-
mated life of 10 years plus four similar expenditures for the remaining 40
years of the estimated life of the mine.

The O0-year term used as the estimated life of the mine 18 based upon an
enginecor's report, a copy of which is designated as Exhibit 11L, which re-
port shows unmined elay at Novemboer 9, 1922, of 63070 gross tons,  During
the period from Junuary 1, 1901, to November 9, 1922, 146.834.3 gross tons of
clay were mined. which when added to the unmined tennage at November 9,
1022, shows 00,8243 gross tons at Jamury 1, 1901, The total ¢lay mined
for the period from January 2, 1901, to November 8, 1922, was 428925 gross
tons, or an average annual produetion of 10648 gross tons, which when divided
into total tonnage of 968,982.,5 gross tons at January 3, 1901 (900,82.4.3 Cutheart
mine, 98,158.2 Buzzard mine), reflecty a life of possibly 50 years. The Duozzard
mine consisted of an old tract which was entively worked out and abandoned
during 1907,

In Exhibit IV, attached hereto, Is presented a statement, cetting forth a de-
tatled valuation of the leaxehold on the basis as outlined ahove, and in Exhibits
I and V are presented balance sheets and statements of income, profit, and loss
for the period from October 1, 1809, to Decemover 31, 1900,

Wherefore, it is respectfully submitted that the values claimed herein for
the leasehold at dute of acquirement of $350,137.22 be allowed as paid-in surplus
and that a deduction from taxable net income be allowed for depletion, based
upon this valuation and the actual tonnage In the mine as stated herein.

Davip Bakry.
COMMONWEALTH OF PENNSYLVANIA,
County of Cambria, 83

Before me, the subseriber, personally appeared David Barry, who, being duly
sworn according to law, deposes and says that he is president of the Climax
Fire Brick Co. and that the statement of facts as herelnbefore set forth is
true and correct as he verily believes,

{Signeaq) DAvID DARRY,
Sworn to and subseribed before me this 0th duy of Januvary, A. 1. 1024,
[seaL]) Harry V. KUNTZ,

Notary Public,
My commission expires January 15, 1027,

e s SR
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ExHIinir I oF A

Climazr Fire Brick Co. balance sheeta, October 1, 1899, to December 31, 1900,

inclusive
Oct. 1, 1800 | Dec. 31, 1809 | Dec. 11, 1000
ASSETS

Cash..... OOV N $1,307. 14 $6, 950. 33
Noteg receivable i e 2, Hdh, 62 ‘ 2,689, 65
Accountsrecelwable. . oo L e e e e . b, 650, 84 T2 4V
DL L2 U Y $5, 712,00 7,21.73 | 11,038, 79
Realestate.... ... ... ... 1, 240,00 1,240 00 : 2, 200, 00
Clay mine development . . 3, 500, 00 3, 500, 0O 10, 670. 28
Gas wells developmoent (LR N I 15, 000. 00
Buildings ..... .. ... 11, 600, 00 11, (60. 00 10, 632. 63
Dwelling houses . . .. ooi i iari e i e 8, 146. 18

Machinery wnd equipment .. o0 0TI T I o k65 00 | a4,706.05° 1 48, BIT. RS
50.000.00 | 67,212,881 123,648, 10

LIABILITIES AND CAPITAL )
!

Accounts payable~teade. .o e 4,020.83 8,078.64
Accounts payable--oflicers, ete e e 80.(\0' 5106
L0y 111 41 PRI 50, 000. 00 62,211, 56 115, 517. 81

50, 000, 00 07,212. 98 i 123,648. 11

Exnamir 11 or A

This agrecment made the 24th day of April, A, D. 1809, by and between
Mrs, M.V, Catheart and Willlam Catheart, her husband, of Porter Township,
Clarion County, Pa., of the first parg; and W. C. Sell, of Climax, of said
county aud State, of the second part.

Witnesseth: That the sald parties of the firat part for and in consideration
of the sum of §1 to them in hand paid the receipt whereof is hereby acknowl-
edged, and in further consideration of the covenants and agreements here-
inafter mentioned, have granted, sold, demised, and let unto the said party,
hix heirs or assigns, all the five clay on, in, or under that certain tract of land
situated in Porter Township, Clarion County, I'a., bounded and deseribed ag
follows :

North by lands of W, C, Soil, east by lands of J. J. Anthony, south by lands
of J. J. Authony, and west by waters of Iled Bank Creek, containing one
hundred (100) acres or less,

To have and to hold the same unto the said sccond party, his heirs or
assigns, for the term of twenty (20) years from the date hereof, Together with
the right of way over sald premises to and from the places of operating, and
also sutficlent ground to erect buildings, construct railroads, or platforins
necessary for mining and carrying away all fire clay mined on sald lands.

The said second party hereby agrecs, in addition to the sum of one dollar
hereinbefore mentioned, to pay a sum of twenty-flve (23) conts per ton of 2,240
pounds for each and every ton of number one fire elay and fifteen (15) cents
per ton of same number of pounds, for each and every ton of number two
fire clay that may be mined and removed from said premises,

And the said second party also binds himeelf, his heirs or assigns, to mine
fire clay to the amount of one hundred (100) dollars per year or pay for the
same, uanless the fire clay will not justify him on account of quality or quaniity:
said second party to be the judge; settlements to be made every three months.

And it s hereby further agreed by both parties hereto, that a certain article
of agreement dated the first day of August, A, 1. 1884, by and between Mrs.
M. V. Catheart and Witliam Cathcart, her husbhand, of the one part and Thomas
Johnston, of the other part, acknowledge the 16th day of August, A. D. 1889,
and recorded in Clarion County on the 4th day of September, A, D. 1889, in
the recorder's office of sald county, in license, agreements, ete., volume 8, page
44, is hereby rescinded and canceled in so far as its terms are inconsistent with
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the terms of the present lease, Failure to comply with the terms of this lease
shall render 1t null and vold.
In witness whereof the said parties have hereunto set their hands and ses’..

the day and year above written.
Miiay V, CATHCART. . |SEAL.}
WM., CATHOCART. | 8RAL. )
W. G, BeLL, |8EaAL. ]

Rigned, scaled, and delivered in the presence of-—
KATIE SHOEMAKER,
J. 1. SHOEMAKER.
W. T. A, Crala.

StaTg OF PENNBYLVANIA,
Armstrong County, ss:

On this 24th day of April, 1809, before me, the subseriber, a justice of the
peace In and for sald county, personally c¢ame the above-named Mrs, M. V.
Cathceart and Willilam Catheart, her hushmnd, who in due form of Jaw
acknowledge the foregoing indenture (o be their act and deed and desived it
to be recorded as such:

She, the sald Mrs, M. V. Catheart, being of full age, and examined by me
separate and apart from her said husband, and the contents of the within
Indenture belug by me first made fully known to ler, declared that she did
voluntarily and of her own free will and accord, sign, scal, and asx her act
and deed deliver the within written indenture, without any coercion or com-
pulsion of her said husband.

Witness my hand and official scal the day and year aforesaid,

|8BAL.] J. 1. SHOEMAKER,
Justice of the Peare.

STATE OF I'ENNSYLVANIA,
cvounty of Clarion, ax:

Recorded on this 25th day of April, A, D. 1809, in the recorder’s office of
sald county, in leare, agreement, ete., book, vol. 13, page 136,

Given under my band and seal of office at Clarlon, the date above written.

|8BAL.] 8. 8. LAverLiN, Recorder.

Now, Oct. 19, 1809, for a valuable consideration, I hereby sell, assign, trans-
fer, and set over to Henry Y. Haws, of Johnstown, Pa., his helrs and assigns,
all my Interest to and in one-half of the within agreement or lease.

W. G. BELL. (BEAT.)
Witness my hand and seal—
Jno. M. Rosk.

STATE OF PENNSYLVANIA,
County of Cambria, 88:

On this 19th day of October, 1809, personally appeared before me the sub-
scriber a Notary PPublie in and for said County, W. G. Bell, above named, who
in die form of law acknowledged the foregoing assignment to be his act and
deed and desired the same to be recorded as such,

ALEx N. MarT, Notary Public.

Nov. 17, 1899, for a valuable consideration, I hiereby sell, assign and transfer
to the Climax Fire Brick Co, all my rightz, title and interest In the within

ieure,
W. G. BEiLL.
Henry Y. Haws,

Crimax, Pa., April 1, 1902,
Crimax Fikg Brick Co.,
Climaz, Pa.
GENTLEMEN: Pleuse pay to Flora May Shoemaker one-fourth (%4) of all
amounts coming to me for clay royalties after January 1, 1903.

Mrmram V. CATHOART,
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Exmir IXI or A

.
CLIMAX FIRE BRICK C0O,, CLIMAX, PA---ESTIMATE OF UNMINED CLAY TONNAGE A8 OF
NOVEMRBER #, 1022

DerosiT BANK BUILDING,
Dubois, Pa., November 30, 1922,
ft Lease number, 12,
b Name of lessor, Jacob J. Anthony—Alex, and Bolls Catheart,
¢ Date of lease, March 11, 1907—April 25, 1519,
d Name of tract, Anthony-—-Cathcart.
¢ Workable seams, 1—1,
f Average thickness, 9 feet--6 feet.
£ Recovery per acre-foot, 2270 net tons—2,270, 76 per cent basis,
h Area leased, 64--93.
i Nonclay bearing avea, 14—18.
3 Mined-out area three-fourths of 204, mined), 158,
k Nonmineuble; faulty, 36—-10,
! Net clay area, 6—52.
m Total recovery, 102,200 net tons—844,440; 91,300 gross tons—70638,970,

ExHipre IV ofF A
CLIMAX FIRE BRICK CO~VALUATION OF CLAY LEASEHOLDH

Net profit prior to incorporation (Fxhibit V) :

Oct. 1 to Dec. 31, 1899 $6, 924, 34
Jun, 1 to Deec, 31, 1000.. v 2R, 342,01
PO o e e et e o et e e e e $33, 266. 35
Average net tangible assets (Exhibit I) :
Oct. 1, 1899 oo e e e e een $50, 600. 60
Dec. 31, 180 e e 62, 211, 55
b1 7 ) OO 112, 211. 55
Average annual net tangible assets__._ .. ... 68, 105. 78
Average net profit attributed to tangible ansets (8 per cent per
annun, 15 MORthS) o e e e 5, 610. 58
Net profit attributed to leaseholds. ... ————— 29, 655, 77
Tonnage mined Oct. 1, 1809, to Dec. 31, 1900 (Inc.) (gross tons). 16, 485, 45
Average profit per gross ton attributed to leascholds_ ... $1.80
Estimated consumption of clay subsequent to Dec. 31, 1960
19,648 gross tons per yeiar for 50 years (gross tons) e 982, 400
Estimated total value (982,400 by $1.80) oo ———- $1, 768, 320, 00
Present worth, Jan. 1, 1901 (Hoskold's formula 8 per cent—4
per cent factor 0.231099) .- e e o e o 408, 621. 62

Cost of machinery and development

Estimated i

capital . I Present
oxpondi- |14 (s enrs)l  Factor worth
tures

e _— .. | o .
$10, 670. 26 10 L0 $10, 670, 26
10, 670, 26 10 . . 612404 6§, 534, 51
10, 670, 20 101 L 440211 4, 097,17
10, 670. 26 10 L0726 3,035, 64
10,670, 26 | 10 | . 216171 2, 940, 82
5 ............ ‘ ............ frevesrevares 28, 484,40

Value of jeaschold Jupuary 1, 1001, claimed us paid-in surplus, $380,137.22,
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Climax Fire Brick Co.—~Statement of {ncome, profit and loss

Oct.1to | Jan.1to
Dec. 31, Dec. 31,
1899 1900
Income-
Merchandise $0108 . . oo e e et e emin— e ——————— $16,008. 63 | $78, 80O, 61
RODIE. o o et et ccae e e e e imasm wseamaammenrarem———— « 110,00 445,30
” 16, 178.63 79, 245.97
Eqmm(w
Y e e e et e e e et cmaa e m et e m e naatan e eaneaeueesaeeemananaean 2,705, 47 14, 268, 78
Labor.. .. et mme i iavaasee i ame—.an e A 47219 26, 916, 53
Fuel. . 488, 54 8,771,863
Ropulrs ................ 347. 34 1,523.31
Miscellnneous expenses . 600. 75 3,200 39
Plgtsburgh offleo eXpenso. ..o o oieiu i TS SRNPRPRRTIN 514,32
| 0,250.20 | 50, 3. 48
NOL PrOfit 108 PETIOR. . .« oo emeeoe oo ee e e e e enaea I 0,020.34 [ 28,342.01

Exuamir B
CoNnsoLIDATED CARE
CLIMAX FIRE BRICK CO., CLIMAX, PA., AND LONG RUN FUEL (0.

SECTION OF MISCELLANEOUS NONMETALS,
Washington, D. C., September 30, 1920,

Taxable years 1916 and 1017,

Bessemer tuyeres and No. 1 flre brick manufacturing,

Leases of elay and natural gas for production purposes,

1. There are two affiliated companies involved in this operation; the parent
company being the Climax Fire Brick Co., engaged in manufacturing tuyeres
and fire brick and the subsidiary company, tlu- Long Run Fnel Co., dissolved in
1919, and was incorporated to supply natural gas at cost to the parent company.

2. As to valuation of the fire clay, Form ¥ was submitted in blank \\lth
the statement that it does not apply. The taxpayer states in letter of %ptom-
ber 20, 1920: “ We lease Hw land from which fire clay is mined” * »*

u Dnrim: 1019 we fizured 5 per cent depletion from our clay mines account. "
As Form F shows that nothing was paid for the clay lease, no asset repre-
senting clay ix atlowed. Depletion is not involved.
Actlon taken:
Fair market value of clay as of March 1, 1013, account “ Clay
mine and equipment,” clalmed... . $25, 500, 00
Allowed : Nothing for clay.

1916
Deplotion claimed:
Clay mine and equipment_ .. . ee $700. 14
Gus well Hne angd 1easeSe mmm e e e e e —————— 3,074.93
Ot o e o e e e e 4, 465. 07
Depletion allowed: Nothing for clay,
07
Depletion claimed :
Clay mine and equIPMONt o e e o e — $1, 085,53
Gas well lines and 108808 oo ot e 10, 541. 77
N TOtAL oo es e rrm e s e st e e e 14, 627. 30

Depletion allowed: Nothing for clay,
JoHN SEWARD,
Valuation Enginecr.
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Examir C.

TAXPAYER'S CONFERENCE
DrceMBER 11, 1623,

Taxpayer: Climax Firebrick Co.

Address: Climax, Pa.

Represented by Mr, Morgan, treasurer; Mr. N. C. Domboft,

Matter presented: Claim for paid in surplus on elay leasehold acquired in
1900, amounting to $250,453.83,

Ixsues discussed : The merlts of above claim.

Conclusions: Taxpayer was given until January 13, 1023, to submit additional
evidence, DBrief, as submitted wax not accepted as satisfactory subsrantiation
of claim as to valuation of leasehold,

Interviewed by,
Frawk 11, Manisox,
Conferce.
B. 8. Boanicn,
Subsection Ch'ef.

J. H. Briaas,
Chicf Nonmetals Valuation Seetion.

Noted :

Exuisir D
DEeEcrMprRr 12, 1923,

Climax Fire Brick Co, Climax, Pu,, lessees of fire elay deposits, and manu-
facturers of tuyeres, firebrick, ete. Organized 1900, Valuation report for
1917 and 1MSK,

This case was valued in nonmetals seetfon September 30, 1020, At that
time all value and depletion for elay were disallowed,

On December 16, 1923, a brief was flied by taxpayer claiming value of clay
leaschold at acquisition as $250,453.83 and asking that that value he allowed
as pald-ln surplus, and that a deduction from taxable net income he allowed
for ilepletion, based upon this valuation and the total available units as shown
In engincers’ report attached to brief,

At the same time Mr. Morgun, treasurer of the company, and Mr, N. .
DomhofY, his awditor, appeared in conference to support that c¢lain,

It was shown that the original leasehold was secured In 1800, by predecessor
partnership, on a stralght royalty basis, no honus of any kind being paid.

At organization of the company in 1900 the leasehold was tarned in for
nothing, not even belng entered on the hooks as an assot,

In 1907 an adjoining property was leased at snme royalty rates, nothingeing
paid for the lease In the way of a honus,

In 1919 the first lease expired and was renewed on same terms, apparently
to the satisfaction of all concerned,

Valuation at the above-mentioned figure I set up by taxpaver on the basis
of average profits for 1901, 1902, 1903, 1004, and 1905, discounted over §50 years.

Nothing was pald for the lease etther in stoek or cash, There is nothing
to indicate that it had a market value, known or ascertainable, at date that
it was turned into the corporation by the partnership, Leases taken in 1899,
1007, and 1919 were all on a straight basls, no honus or other payment belng
required in any ease.

It is held that the lease hold had no marked value, from the standpoint of
ncome tax law. eitiver at acquisition or at March 1, 1913,

Action taken: Valuation of leaschold at acquisition in 1900 claimed (paid-in
surplus), $250.453.83: allowed (as above set forth), nothing.

Valuation report of September 30, 1920, is confirmed, in which March 1,
1913, value, and depletion were disallowed,

E. 8. BoaricH,
Subsection Chief,

92019--28—p1 810



1876 INVESTIGATION OF BUREAU OF INTERNAL REVENUE

0y

ExmpiT E

TAXPAYER'S CONVERENCE,
FINGINEERING DIVISION, NONMETALS SECTION,
January 21, 192}.
Taxpayer: Cllmax Flrebrick Co.
Address: Climax, Pa.
Represented by: L. R. Morgan, Secretary and Treasurer ; M. C. Dornhoff, F. C.
Mitiler.

Matter presented: Claim for pald-in surpius on clay leasehold acquired by
corporation from predecessor partnership, at organization November 7, 1000,
amounting to $300,137.22, This amount was arrived at by discounting the
expected profits of the predecessor portnership over 50 years.

Issues discussed: In consldering the above claim the following points were
discussed : )

The lease was obtiained by one of the partners a little more than a year
prior to the organization of the company, on a stralght royalty agreement,

Adjoining clay deposit was leased by the corporation in 1007 on same
terms; no bonus asked or paid.

The original lease wng renewed in 1919 on same terms that held in 1899;
no bonus,

The total royalties over a period of 30 yeurs would approximate $200,000,
and the present value of the total royalties at acquisition is equivalent to
about $45,000.

In reply to arguments that the entire deposit coulil have been purchased
outright tor a mere fraction of the sum tlaimed for paid-in surplus on the
leasehold alone, taxpayer malintained that;

The clay deposit had a compurative low value to the fee owner, as he
had no ability nor capital to manufacture refractory products.

The partuership made great profits from the moment it started business
October 1, 1899, to the orgunization of the corporation,

The value of the leasehold to the partnership wus inenlculably greater than
the value of the clay to the owner, as the purtnership had demonsirated its
abllity to earn many times the amount of the royalty Income recelved by the
fee owner of the clay,

A ‘“willing buyer” contemplaiing purchase of partnership business, at date
the business was Incorporated, would have culeulated value of leasehold on
basls of the earnings, glving due consideration to value of physleal assets and
attributing a falr percentage of the net profits to those assets.

The reason the adjoining property was leased in 1007, and the originnl lesée
renewed in 1919, on such ensy terms, being that taxpayer had bought up the
surrounding property on every slde and the owners of the clay deposits had to
do business with the taxpayer or let their property be idle, producing no income
whatsoever.

Conclusions: It was finally agreed to accept the valuation claimed by tax-
payer in principle, but to revise the factors involved in making his calculations
on a falr and reasonable basis. The details are shown In accompanying valu-
atlon memorandum dated Junuary 21 (IT:IN: NM: ESB), and the resulting
figure of $200,456 was agreed upon as valuation of leasehold at January 1
1901, this amount to be amortised over 40 years at rate of $5,011.40 annually,

Tuterviewed by:

O L ]

PPN

T e e

SErs Ao IO TV I % - S S

L

F. H. Mapison, )
Conferee. b
. 8. Boaricw, i
Subsection Chicf.
Noted:
J. H. Briges,
Chief, Nonmetals Valuation Sectivn.

Exaisir I
Janvary 21, 1924,
Climax Firebrick Co., Climax, Pa. Lessees of fire-clay deposits, and manufac-
turers of tuyeres and fire brick. Organized 1900. Valuation report for 1917
and 1918, (Case in audit section.)
. This case was reviewed {n nonmetals section September 30, 1920, at which
time ali value and depletion for clay was disallowed.
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On December 10, 1923, a brief was flled by taxpayer claiming valuation of
cluy leasehold at acquisition as $250,453.83 and asking that value be allowed
us pald-in surplu-,

That figure was dou-rmined by discountiug expected profits of corpora-
tion based on average enrnings during the first five years ufter organization.

In conference December 11, 1023, taxpayer was informed by this section
that his briet was not geceptable ax satisfactory substantiations of his ¢laim
for valuation of leasehold, and at his request he was given an extension of
time to submit additional evidence,

On January 21, 1924, taxpayer again appeared in conference, having sub-
mitted o second brief under date of January 10, 1924,

in this brief he discoumts the profits of the predecessor partnership--as
shown from 15 months’ aperating experlence--over 50 years, and arrives at a
valuation of leaschold, at organization of corporation, amounting to $80,137.22,

Ax shown in conterence memorandam of January 21, 1924, taxpayer's
method of valuation was accepted in principle, but various adjustments were
made in the factors entering into the caleulation,

The ftems shown in the “ allowed column ™ were each agreed to by the tax-
piyer, ns well a~ the tinal result,

Action taken 1 Claimed ! Allowod

Net proﬂm of {mrtnorsbip prior to incorporation. . ......o.o.iiiaiianan. | $34, 208, 35 | $30, 200, 35
Vnlue of physieal aesets of partnership. .. ..o o iiuneiiiiiiiniaaeaas $50, 106,78 | $100, 000, 00
Por cont. of net profit attributed to physical nssets _.pereent, . 8 10
Net profits attributoed to thql« 0l assets. ... e $5, 610, in $12, 500. 00
Net profits attributed to leasehold. . . 329 655, 77 $22, 768, 35
Tonnage mined by partnerstnp (15 momhs) $\0 415, 45 $16, 435, 45
Averago profit per grosf ton. ... ... - 1 W $1.30
Fatimated future annual production. . ... 19, !}48 ; 13,152
Lifeofdeposit ... ....... . ... . . ...cooee... . 40
Tote! tous over life of deposy ... I T ' K2, 400 : 526, 080
Total expected pmnu L Co SLTOR 320 1§72, 08040

.21 | . 276

Hoskolda factor. . OO |

Present worth of expected profits, 1. e, valuations of leasehold at
acquisition :
JNlaimed as padd In SOrpPIS e e §$380, 137, 22
Allowed as padd D sREPIS . e e i 200, 4606, 00

The above to be amortized over a life of 40 years beginning January 1, 1901,
in equal amounts of £3,011.40,

Amortizations of leasehold

1801 to 1918, Inclusive. .o —————— F80, 162, 40
T e e e et e e 1 e b o, 011. 40
BB e e e e o 9,011, 40

E. 8. Boauwcn,
Subsection Chicf.

Noted : 1. . Briacs,
Chief, Nonmcetals Valuation Scetion,

Exnmr ¢
JANTARY 20, 1924,
Mr. 8. M. GREENIDGE,
Head, Enginecerivg Division,
Re: Climax Firve Brick Co,, Climax, 'a.

Inclosed are data iu the ease of the above-mentioned company, also confer-
ence memorandum and valvation memorandum of this unit baxed upon instruc-
tions given in conference,

The questions involved relute to value of leasehold of clay land as at
December 31, 1000, at which time the Climax Fire Brick Ce. (corporation)
acquired the assets of the Climax Fire Brick Co. (partnership).

The leasehold in question was first acquired by a Mr. Bell under date of
April 24, 1809: under date of October 19, 1899, Mr. Bell assigned one-half
interest in the leasehold to a . Mr. Haws; these two composed the Climax Yire
Brick Co. Life of leasehold is 20 years,
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No bonus was pald for the leasehold, the clay being panid for on a royalty
basis. No statement of any amount pald for one-hnlf interest by Mr. Haws
has been made,

The corporation issued $100,000 par value of stock, assuming lability for
the assets of the partnership. The allocation of assets at that duate makes no
mention of leasehold.

In 1020 it appears that company veturned Form F to this office in duplicate,
showing mothing paild for leasehold,

On December 10, 1923, a brief was submitted by the taxpayer in which a
value for the !easehold as at December 31, 1900, was placed at £250,453.83.
This value was computed on the hasis of earnings subsequeént to acquisition
(five-year pertod) and a life of 50 years. Taxpayer was advised that the
basls of valuation was not sound, that it would be necessary to base valuation

wpon data at or before the date of acquirition rather than upon data occurring

subsequent to acquisition, .

Taxpayer submitted a new brief dated January 10, 1924, in which the valua-
tlon Iy based upon the earnings of the partnership from October 1. 1809, to
December 31, 1900, at which time the partnership assets were transferred to the
corperation, and a lfe of H0 years,

In 1907 the company acquired a feaschold covering an adjoining property con-
taining the same kind of elay upon the same royalty terms as in the lense in
question, no bhonuvs being patd. In 1919 the original lease expired and a re-
newal was made upon the same terms: ne bonus,  Baxed upon the fauet (hat
no bonus was required for the lease acquired in 1907 and that the original
lease was renewed in 1919 without bonus, the royalty terms being unchanged.
this unit hield that the original learchold had no value. The word ' value ™ as
here used means the selling price (or cost) that would pertain between a will-
ing buver and n willing seller.

The taxpayer protested’ the holding of the unlt, and the guestion being
referred to a speeinl committee, instructlons were fwsued to detevinine valun-
tion hased upon enrnings from Oetober 1, 1809, to Decomboer 31, 1900, making
allmvance for manufacturing profits and a life of 40 yenvs, In accordance
with a memorandum of the committee on appeals and review in the case of
the Iouston Collerles Coal Co., Cincinnatl, Ohio, the vatluation sheudd have
covered a perlod not exceeding the life of the lease,

The taxpayer states in support of the value claimed of the elay in question
that the finished produet is superior to that wade from other elays and that it
brings a premium In the market.  Admitting that this is so, it is apparent that
the taxpayer pays for this superlority in the raw material, in that the royalty
rate per ton s approximately double the royalty pald for other elays used in
producing the same finished produets,

In the discussion in conference the taxpayer was advised that the entire
deposit could have been purchased ountright for a mere fraction of the sum
clalmed for paid In surplus on the leasehold above, The taxpayer replicd that
the clay deposit had a comparative low value to the fee owner, as he had no
ability nor capital to manufacture refractory products,

In this reply the taxpayer unconsciously recognizes the faet that the profits
of the business are due not 20 much to the raw material as to the eapltal
employed in the business and the »ability of the management.

This {3 the same idea that has becn expressed by Mr. B, C. Eckels in a dis-
cussion of the Portfland cement industry.  An analysis of the elements that
enter into the business of the conversion of the raw material into a finished
product is set out In which ir ik shown that the raw material is a very unim-
portant factor (“negative®). The real factors are the ability of the manage-
ment, capital employed. perfection of processes, ete.

This matter is submitted to you for instructions as to further action.

J. H, BriGus,
Chief of Section,

e

" R R

ST~
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JocoME ‘Pax Unir, ENGINEERING DIVISION,
January 30, 1924,
Mr., BRigos,
Chief, Nonmetals Valuation Scction,
In re: Climax Firve Brick Co., Climax, Pa.

There 18 returned to you the ¢ase of the above-numed taxpayer,

Conference report dated January 21, 19024 states:

“It was finally agreed to accept the valuation claimed by taxpayer in
principle, but to revise the factors fnvelved in making his calculations on a
fair and reasonable basis, The details are shown in accompanying valuation
memorandum dated Jauvary 21 (I7: EN: MM: ESB) and the rosulting figure
of $200,4066.00 was agreed upon as valuation of leasehold at January 1, 1001,
this was agreed upon as valuation of leasehold at January 1, 1901, this amount

b to be amortized over 40 years at the rate of §5,011.40 annually.” ?
b This case will be closed in contormity with conclusions reached at this con-
! feronee,

N. M. GREENIDGE,
Heuad of Division.

Exnmir 1

ENGINEERING DIVISION, NONMETALS SECTION

Npeclai memorandum
In re: Climax Firebrick Co,, Climax, Pa. Manufacturers of Refractorles.

Organized 1900. Taxable years 1917 and 1918,

This case was valued on January 21, 1924, by the nonmetuls section follow-
ing conference with taxpayer held on that date,

Valuation and conference reports bearing that date are in the case,

As shown therein, settlement was made with taxpayer on the basis of dis-
counting expected protits over a normal operating life of 40 years.

This action was taken by the section upon instructions from the under-
signed speclal conferee,

A 20-year life was allowed in gpite of the fact that taxpayer only held a
20-year lease at organization, for the following reasons:

1. Taxpayer maintained that a custom, amounting almosi to unwritten law,
oxists in hig distriet which provides that any lessee is given the privilege of
renewal at the expiration of hix lease,

S Taxpayer demonstrated that he had obtained control of all the surfound-

ing property in such a way that the fee owner would not have been physically
able to lease the property to any one eise without his (the tuxpayer's) con-
sent,
3. Taxpayer cited the fact that he had secured a renewal of his lease when
it expired in 1919, at its original terms, thus demonstrating the truth of his
contentions as above set forth under (1) and (2). 7This renewal was prac-
tically a lease in perpetuity.

A memorandum from review section, dated February 26, 1924, iv now re-
ferred to nonmetals, by audit G, stating that 20 years should be t.~ period
adhered to, the life of the original lease, and that paid-in surplus allowed as
valuation of lease at organization of the company in 1900 should be vmor-
tized over 20 years, instead of over 40 years, as was determined by this sec-
tion.

Recommendation : Case has now been reviewed by nonmetals section in con-
sultation with special conferee, undersigned.

Inasmuch as the settlement with taxpayer set forth in above-mentioned
conference report was arrived at as a compromise after prolonged contro-
versy, and final calculations regarding valuation and amortization of lease-

R R
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hold were'set down in taxpayer's presence, and he was assured that his case
would be closed upon that basis:

The memorandum of review rectlon is herewith returned. with the recom-
mendation that tinal audit be completed on basls of valuation report origl- ]
nally written under date of January 21, 1924

A. R. SHEPHERD,
Special Conferee.
H. 8. Roawicn,
Subsection Chief.
J. H. Brices,
Chief, Nonmetals Valuation Section.

BExnieir J

BukgAvU OF INTERNAL REVENUE,
INcoMmE Tax Unir, NATURAL Resourcrs Avpit Division,
March 3, 1924,
Mr. W. C. TUNGATE,
Chief, Section C.
In re: Climax Fire Brick Co.

The memorandum of February 29, from the englueering division is noted.
In conference with Mr. Shepherd, it was understood that the result would
not be greatly different whether the deduction should he allowed on a 20-year
basis, or a 40-year basis, and this section indlcated that it might approve
the case if such were the facts. )

However, on investigation it is found that by handling the case on a 20-year
basis, the resulting refund is changed over $4,000). It i=x true that this case
has been settled in conference and that the conferees were not conversant
with the new ruling in making adjustmentg of this nature; but since the
amount has such o marked effect on the tax lability, 1 see no reison why it
should not be done in accordance with the recent ruling.

1, therefore, recommend that the adjustment be made on a life of 20 years 5
instead of 40 years. I discussed the matter with Mr. Griggs, assistant head
of engineering division, and he stated that they desired to have the adjust-
ment made correctly.

£ e

Rost. C. SMITH,
Chief, Review Section.

s

CExamir K

ENGINEERING DIVISION., NoNMEFALs SECTION,
Muarch 22, 192},
Ref: IT: NR:G-9-WLA. Climax Fire Brick Co. Climax, I'a. Organized

J900.  Valuation report for 1917 and 1918. (Case in audit section.)

This report supersedes all prior reports,

QQVa{}})xgtmn memoranda previously written on January 21. 1924. and February
20, 1924,

Value of leasehold was allowed, at acquisition in 1900, on basis of dis-
counted expected profits cover a life of mineral deposit of 40 years, although
the lease itself was for 20 years.

The attention of this section has now been called to the unpublished A,
R. R. No. 6459, by the chlef of review section in memorandum dated March 3,
1924,

In complinnce with the provisions of that ruling the valuation of taxpayer's
lezsehold at acquisition has been established as follows:

The lease was dated April 24, 1889, and was granted for a term of 20
years.- The original lessee was W. Q. Bell, one of the partmers who formed
the Climax Fire Brick Co. on November 7, 1900,

The life of the lease, to the corporation, was therefore frem November 7,
1000, to April 24, 1919, or 18 years 5 months and 17 days, i. e, 1 month 23
days in 1900; 18 years from 1901 to 1918, inclusive: 3 months and 24 days In
1919,

The partnership was in operution 15 months prior to incorporation and
valuation of leasehold at acquisition is based on discounted expected profits,
as indicated by the results of the pavtnership earnings.
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AOTION TAXEN

Net profits of partnership prior (o incorporation (15 months).._. $35, 206. 35
Value of physical assetr of parthership_. o .o $100, 000. 00
Per cent of net profit attributed to physical assets. v veeee . 10%
Net profit attributed to physieal AsSetS. .ot $12, 500. 00
Not profit attributed to leaseNold.. ..o e 822,768, 35
Tonnage mined by partnership...... e e e e e = et e 16, 435, 45
Average profit per gross tOle ..o s $1.38
Jstimated future annual output, tons_ .. 13,152
LAfe Of 10ARBE, FOATR o e e e et 0 10 e s 2t e 18. 46
Total expected production over life of lease (18,152X18.44) ... 242, 786
Total expected profits 1242788 XE188) oo $3385, 0485. 00
Hoskold's factor (at 8 per cent and t per cent) .. . .46

Present worth of expected profits, §. ¢, valusation of leasehold at
acquisition I8 335,045 X046, OP e e $154, 120. 70

This value, £154,120.70 to be amortized over a life of 18 years Hh months and
17 days on & prorata basis, from November 7, 1900, to April 24, 1019,

Norr.—The actual calculation is not made hecause the taxpayer's returns are
not at hand and it 18 not known whether he reports on a calendar or fiseal

year.
J. H. Bricas,
Ohief, Nonmetals Valuation Section,.

Noted.
E. 8. BoaLioH, Subscotion Chief.

Exuieir 1,
OFFICE REPORT NO. 7

Taxpayer: Climax Fire Brick Co., Climax, Pa.
Rusiness: Fire-brick manufacturer,
Subject: Valnation and depletion for invested capital purposes. nonmetal sec-

tion.
Amounts involved:

Original value of leasehold claimed.. . . $25, 500. 00
Claimed by taxpayer 12-T-28. . e i e 250, 453. 83
Claimed by taxpayer 1-0-24 e 380, 137.22
Alinwed by order of COnferee. . v e e 200, 436. 00
Finally allowed on account protest review seetion of audit._._. 154, 120. 70
Refund involved 19171010 Lo e 26, 102, 48

BYNOPBIS OF CABSE

The casze of the Climax Fire Brick Co. is a case of setting up a fictitious
value as of date of acquisition. This value is set up by the unit under the
special conferee system as was the case in the United States Graphite Co.
It is allowed taxpayver by special conferee in direct opposition to the views
of the engineers in the nonmetal section as being directly contrary to methods
used by them.

The set up finally allowed in this conference hefore the special conferee was
as follows:

Net profits prior to Incorporation (15 months’ perioq) e oo~ $35, 266, 35
Value of physical B8SetS. . e e $100, 000. 00
Per cont annual profit allowed on physical assets (per cent) . .._.. 10
Net profits attributed to physical assets (18 months) .. $12, 500. 00
Net profits attributed to leasehold o e $22, 766. 35
Tonnage mined prior to incorporation (15 months) v noa 16, 4135. 45
Average profit Per Zro8S 0N oo e e e et i $1.38
Estimated future annual production, tonS . . oeeem 13, 152. 00
Life of deposit Fears. .t ——————— 40
Total tons over life of deposit. o 520, 080, 60
Total expected Profits... e m s m e e $725, 990. 40
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”&eg&ut worth of expected profite—i. e., valuation of leasebold at acqulsition,
200,458,
We believe thut this value of $200,458 set up as the intrinsic value of the
uninined ciay as of date of acquisition on November 7, 1900, is entirely un-
warranted, as well as the value of $154,120.70 as later set up on protest of
review section of audit,

T revision muade at the Insistence of the review section modified the set-up
sho.'n In detall above as foliows:

Life 2 JeBBe (FOAB) co et ————————— 18, 16
Total expected production over life of lease in tons (13,152 by

ABAC) ettt 242, 786
Total sxpected profits 242,786 by 1.38. . e $335, 045. 00
Hoskoid's factor at 8 per cent and 4 per cento. oo e .46

Present worth of expected proiits—1{. e., valuation of leasehold at acquisition,
is $335,043 by 46 or $154,120.70.

This value is set up on the basis of profits; and throws into the value of the
unmined clay all the profit arising from the good will of the buslness, the
marketing ability of the manufacturers, the superlor workmanshlp of his
employees, and the business management of his organization.

This method of valuation {3 definitely condemned and prohibited in regu-
lation 62, arts. 205 and 208,

HISTORY OF CABE

The Climax Fire Brick Co. {8 a manutacturing concern producing fire brick,
furnuce blocks, tuyeres, ete., as used In the construction of kilns, furnaces,
Bessemer furnace bottoms, ete. The company’s raw material I8 therefore fire
clay.

The Climax Fire Brick Co; was Incorporated under the luws of the State
of Pennsylvania on November 7, 1800, taking over the business of the partner-
ship of Henry V. Haws and W, G. Bell.

At this time of incorporation there was turned over to the compuany by the
partnership a lease covering the right to mine and remove fire clay from a cer-
tain 100-acre tract. ‘This lease was not included in the assets turned over
to the corporation at any value., In fact no bhonus was pald for the leas~
either hy the partuership or corporation. The consideration was in the shape
of a royalty of 20 cents per gross ton on No. 1 fire clay and 15 cents per
gross ton on No, 2 fire clay. See brief of taxpayer, dated January 9, 1924,
Exhibit II, for complete copy of this lease. (Exhibit A attached.)

On September 20, 1920, taxpayer in a letter transmitting Form F schedule,
stated the value of lease for depletion purposes at $235,500,

Engineer John Seward of the unit reported on this elatm on September 30,
1020, disallowing this value and all depletion agllowances, (See Exhibit B
attached.)

Nothing further appears on the record, until on December 7, 1923, taxpayer
through his accountants, Richter & Co., of Pittsburgh, Pa.. tiles a brief set-
ting up a value of £250,453.83 ax the valne of leaschold on date of acquisition.
This value is arrived at by the present value method (Hoskold's) using rates of
8 per cent and 4 per cent for operating profit and discount, respectively. The
profit is estimated fromn the average profit for § years following date of acqul-
gition, and the life of lease is taken at 50 years, although 20 years is the time
specified 1n that document.

Following the prescutation of this brief taxpayer was granted a conference
under date of December 11, 1922, (See Exhibit C attached.)

On December 12, 1923, an engineer’'s report was prepared covering the re-
sults of above conference. This reports allows nothing for value of Ileaseheld
at date of acquisition and no depletion. (8ce Exhibit D attached.) This re-
port was not used in audit as taxpayer had been granted additional time to
submit more data.

On January 9, 1924, taxpayer filed an amended briet similar to that of
December 7, 1923, except that lease is valued on basis of profits made by part-
nership in the period of 15 months prior tv incorporation. This profit appears
to have been a statement of fact by taxpayer rather than a substantiated state-
ment. This brief is shown In full with exhibitz under our Exhibit A attached.
It claims a value of $380,137.22 for leasehold.
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On January 21, 1021, taxpayer was granted a conference, as per Exhibit B
attached.
The main portion of this cogference report Is quoted in full herewith as
pertinent to this case.
“* MATTER PRESENTED

“ Clafra for paid in surplug on clay leasehold acquired by corporation from
predecessor partnership, at organization November 7, amounting to §380,137.22,
Thix amoant was arrvived at by discounting the expected profits of the pre-
decessor partnership over 80 years.

“ JRBUER "IBCUBSED

“In considering the above claim the following points woere discnssed:

“The leave was obtained hy one of the partners a little more than a year
prior to the organization of the company, on a straight royalty agreement,

“ Adjoiping clay deposit was leased by the corporation in 1907 on same
terms ; no bonus asked or paid. ‘

“The original lease was renewed in 1919 on same terms that held in 1800,
no bonus,

*The total royalties over a period of 50 years would approximate $200,000,
and the present value of the total royalties at acquisition is equivalent to
aboutr $4:5,000.

“In reply to arguments that tire entive deposit could have been purchaszed
outright for a mere fraction of the sum elatmed for paid-in surplus on the
leasehold alone, taxpayer maintained that—

“The clay deposit had a comparative low vdiue to the fee owner a8 he had
no ability nor capital to manufacture refractory products.

“The partnership made great profits from the moment it started business
October 1, 1809, to the organization of the corporation,

*The value of the leasehold, to the partnership, was inealeuably greater
than the value of the clay to the owner, as the partners<hip had demohistrated
its abllity to earn many times the amount of the royulty income recieved by
the fee owner of the clay.

* A Cwilling buyer ' contemplating purchaze of partnership business, at date
the business was Incorporated, would have caleulated vatue of leasehold on
bakis of the earnings giving due consideration to value of physical assets and
attriburing a fair percentage of the net profits to these gssets,”

The reason the adjoining property was leased in 1007, and the originak
lense renewed in 1019, on =uch easy terms, being that taxpayer had bounght
up the surrounding property on every side and the owners of the clay deposits
had to do business with the taxpayer or let their property be idle, preducing
no Income whatsoever.

CONCLUSIONA "

It was finally agreed to accept the valuation claimed by taxpayer in prin-
ciple, but to revise the factors involved in making bis calculations on a fair
and reasonable basis. The detalls are shown in accompanying valuation mem-
orandum dated January 21 (IT: EN:NM:ESB) and the resulting figure of
200,456 was agreed upon as valuation of leasehold at January 1, 1901, this
amount to be amortized over 40 years at rate of $5,011.40 annually.

This conference was held before special conferee, although his signature is
not attached. and a value of leasehold of $200,456 was allowed. It appears
that this conclusion was ordered by the special conferce, Mr. A. R. Shepherd.
This ix shown by the statement of the other signatories of this counference
and also in the special memorandum dated February 20, 1924, which will be
;efnrre»d to hercafter, and which states in regard to valuation of January
21, 1924:

“This action was taken by the section upon instructions from the under-
slgzned special conferee.”

Also on January 21, 1924, a valuation report was made by the nonmetals
section, confirming the valuation of $200,436 and showlng the depletion for
various tax years based upon this figure. (See Exhibit F attached.)

On January 28, 16824, Mr. J. II. Briggs, chief of the nonmetals sectiong,
addressed a protest to Mr. 8. M. Greenidge, head Engineering Division, setting
forth a résumé of the sallent features of taxpayer's clailm and the reasons
for disallowing same. (See Exhibit G attached.)
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On January 30, in a memorandum in answer to above, the head of the
diviston ruled that find!ng must be made as per concluston of conference, which
had been held before special conferve.  (8ee Exhibit H attached.)

On February 20, 1024, a special memorandum was prepared in anawer to
a protest from tiie Review Division, questioning the legality of allawing a
. forty year Ilife on a twenty vear ieaxe, This memorandum refused to change
the finding of speclal conferee on basis of an agreement with taxpayer. (See
Exhibit I attached.)

On March 3, 1924, a memorandum fromn Mr. Robert €. Smith, chief of the
Review Section, made further request for the determination of thls valuation
on & proper basis., (See Exhibit J attached.) .

In accordance with thie request a new valuation wag prepared by the non-
metals section on basis of 20-year life, amounting to $154,120.70. Thisz is the
last Getermination of valuation,

We refer agaln to sectlon 207(a) of the revenue act of QOctober 3, 1917, as
showing this valuation to be illegal as it esceeds even the total par value of
stock 1ssued to partnership for all its assets oy lncorporations.

The Climax Fire Brick Co., when it took over the assets of the partnership,
lssued therefor $100,000 in stock,

This list of argets Iy as follows;

CRAN i i e e e s e v e e P, D50, 85
Notes recelvalle o e e e i e e 2GR0, 55
ACCOMMERL . e v mia ot et e e e n e o e T 220, 6
IOVeNLOTY o o o e e e e e o ee e 11, O3B T
Rl @REALO . e e e e e e 2, 280. 00
Clay mine development.. ... o cnmnen. ot e mem e et e e 10, 870, 26
OB Wl e e e e e e 135, 600, 60
B NS e e 10, 632, 413
Dwelling house_.. o e e 8, 1448, 18
Machinery and equipment. . e 48, 817, 8K

TPOLAY e et e ot et et e e e o 123, 427. 20

From the above list of assets it is seen that the leasehold was not considered
of any monetary value., Further, the total amount of stock fssued being
$100,000, it is obvious that the placing of any value on this leasehiold in excess
of this amount, as has been doue in this case, is clearly illegal for the veur
1917, at least,

We contend that the only possible valuation for invested capital purposes for
years subsequent to 1817 Is a valuation based on the actual marvket value of
the lease ol the clay deposit at date of lncorporation.

In the conference of January 21, 1024, it Is stated:

“In reply to arguments that the entire deposit could have been purchased
for a mere fraction of the sum c¢'aimed for paid-in surplus on the leasehold
alone, taxpayer maintained that—

“The clay deposit has a comparative low value to the fee owner as he had
no ability nor capital to manufacture refractory products,”

We maintain that the intrinsic value of the leasehold must not be greater
than the value of the Jand in fee, and this position is. we believe, borne out by
1aw and regulation. All such matters as necessary capital, ability to market,
good will, and business genius In management are intangibles, which should in
© no case enter into the valua:fon of the lease.

We condemn in this case as in the United States Graphite ¢axe the policy of
having & special conferee adfust mutters of this kind without having had
sufficient opportunity, to thoroughly study the case. It Is clearly brought out
by the various conferances that both the engineer making the valuation, the
subsection chief, and the chilef of the section were all opposed on proper
grounds to this valuation, and that further the review section of audit also
protested the finding on a specific point, us being entirvely illegal,

We contend that when taxpayer was able to renew this lease tn 1919 on the
same terms of royaity without bonus, it further proved no cash value of lease
at time of acquisition.

We further contend that when taxpayer was able to make a similar lease on
adjoining property in 1907 with other partles, he also estublished the fact that
there was no market value to these leases outside of what was covered by the
royaity payments, which, of course, are deducted frow !ncome In any event as
being part of operating expenses.
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The very essence of the law in its purpose of setting up invested capital, is”
defeated in this case by the employment of thie method of valuailon based on
anticipated profits. If this method could he applied to the business of all
taxpayers alike there would be nd need of an excess profit tax, for the Invested
capital would he fixed by the profits themselves at a point where only 8 per cent
could be realized on this fictitious capital, and there would not be any excess
profits worth mentioning.

We submit that the law in allowing the inclusion in invested capital of good
will and other intangibles in a specific manner and under specific limitations
certainly implled that such Intangibles should not be included with the valua-
tion of tangiblex. This is what has happened in this case,

To sum up briefly, we conclude the unit to be fundamentally in error, in
making valuations of the inirinsic worth of natural resources from the total
profits of a business when 1t is obvious that such profits are in a great measure
due to good will, superior management, marketing ability, safficlent’ eapital,
and superfor methods or processes,

Respeetfully <abmitted,

L. . PPavkeg, Chicf Engincer,

Senator Kiwa, Ts this ease typical of other cases?

Mr. Maxsow, This appears to be the practice, so far as we have
heen able to ascertain it. T hesitate to commit myself any further
than that. -

Mr. Harrson. Now, Mr. Manson, on that ve;*g question I was
going to bring out the same point that Senator King has in mind.
Mr. Briggs has told me informally, and T think there can be no mis-
understanding about it--that he called the attention of the repre-
sentatives of the investigating commiltee to a group of cases that
have come out of his nonmetals section, wherein the adjustment had
been made over his head and contrary to his views, and, if I re-
member correctly, he said that there were five or six cases; I do not
know just how many.

I believe that all of these cases that have been before the committee
from the nonmetals section were cases that Mr. Brigps, the chief of
that section, disagreed with, and I want to ask Mr. Manson whether
these cases which have been brought out here are cases which, in his
judgment, and based upon the reports which came to him from the
Committee’s engineers, are répresentative of the nsual practico of
the nonmetals section in fixing valuations, both for purposes of de-
pletion and purposes of invested capital. .

Mr. Maxzo~N. My answer to that 1s that it will be noted that this
case was closed within the last year. I would call attention to the
fact that the same was true of the United States Graphite Co. case,
and T think the same was true of the New Jersey Calcide Co. case.

Mr. HarrsoN. Yes; and those are all cases in this group of five or
six, Mr, Manson?

Mr. Maxson, Yes; I understand, but the point is that these cases
illustrate the legal, if T may so label these views—illustrate the legal
views an | the economic theories and the engineering theories en-
tertained by the present head of the engineering division.

Senator Kixa, Mr. Solicitor, I de not think you ought to minimize
or attempt to minimize, or that any of the officers of the departinent
or the bureau ought to minimize or attempt to minimize these prac-
tices, but, rather, you ought to aid in trying to find out the extent
to which they have been pursued, and wKethor they are continuing,.

Mr. Harrson, Senator King, T have no such purpose at all, but
what T would like to know is this, whether cases are going through
that nonmetals section in a way which these cases clearly reflect?
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Senator Kina. I understand.

Mr. HartsoN. My own information is that that is not the case,
that these are instances which have received the criticism and the dis-
approval of the chief of that section, and that the usual case that
- goes through his section is a case which he himself settled as the

Eeud of the section, and therefore it is unneccessary to call in the
special conferee that Mr. Manson has referred to, and in such cases
a more satisfactory method of determining these valuations is used.
That is my impression. . :

Mr. MansoN. Oh, I wish to say this, that as far as the chief of
the nonmetals section is concerned, I do not believe there is anything
that gets by him, if he can help it, that is not proper. I was refer-
ring to Mr. Briggs.

Mr. Harnrson. %le is in charge of that section.

Mr. Manson. I do not assume that the majority of cases are ap-
pealed. T do not know ahout that.

In orvder that the Senator may know, I wish to say that up to
within a few days we have had a force of five engineers who have
been put on from time to time. The tive have averaged 72 days of
service as of the lat of January, and in order to get before the com-
mittee at the start a general view of all of the operations of the
engineering section, we have not devoted our attention exclusively
to any one subject.

I am not attempting here to charge that this is the generul prac-
tice. All the cases that I know anything about are the particular
cases that have been brought to my attention. We have one more
nonmetals case. involving discovery value of a gravel pit that we
will present tomorrow. Those are the only cases of this kiud that
Y know anything about. I do not know whether Mr. Parker knows
of any other cases; but I have never intended—I want to be fair to
the bureau—I have never intended to make the inference that any-
thing was the general practice until I had gone far enough into
that particular subject to determine, at least to my own satisfaction,
that 1t was the practice, and I do not think T have ever taken the
position that any principle was generally followed until it was
admitted by the bureau in committee meeting that that was true.

The Criamryan. In view of the fact that Mr. Greenidge is here,
and apparently Mr. Shepherd and Mr. Smith are still in the service,
I think it would be perfectly proper to ask if they approve of a
continuance of this polici?

Mr. Harrson, I think, Mr. Chairman, the regulations would
have to speak for these individuals, unless they deliberately went
flying in the face of the regulations, which I can not believe the
are doing. The regulations say that the analytic appraisal method,
or any theoretical method of determining value by capitalization
of earnings, or determining present worth of future earnings, is un-
satisfactory, and is looked upon with disfavor, and shall not be used
except in the absence of any other method of determining value.
The regulations are very specific about it.

The Cuarrman. Do you think they have followed the regulations
in these cases?

Mt. Harrson. I think, Mr. Chairman, that the effort down there,
in the engineering section, is to determine, in some satisfactory way,

-

i
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the fair eash value of these leases on a given basic date. I believe,

however, that the opportunity to show definitely what the fair value
is is very slight. In many of these cases, there is not a single thing
to which they can point to determine a value. and yet the taxpayer
comes in, and, with considerable force, argues, as he does in this
case, that there must have been some value there beyond the mere
puaper itself on which this lease was written.

Now, Mr. Manson, in this case, takes the position that the lease
has no value as a lease. I rather differ with that, in all fairness.
I do not know that $154.000 was the proper value of that lease. I
do not know just what the vulue is. but it does seem to me that, after
a partnership had acquived a lease on u clay deposit, giving them the
exclusive right to mine. it vou will, this cluy product——-

The Cramaran. Oh, but it was not an exclusive pright.

Mr. Harrsox. It was on the area. Mr. Chairman.

The Coamesan, But there was another area near by which they
later acquired on the same terms on which they acguired the original
aren,

Mr. Harrson. That is quite true, but. on the other hand, there is
nothing to show that this other area was commercially advantageous
for use at that time. There is a complete absence of proof of that,
hut they did have an exclusive right to take the clay out of this
particular tract, and the partnership did work the deposit for 10
months, or something over a vear, or some such short period. and
did it profitably. At the conelusion of that time. the corporation
was formed and took over the lease.  They had had the experience
of a profitable operation of a tract of land coverved by a lease which,
on tneir books, they did not give any value to, as such, but

Senator Kive. Yet, if vou will pardon the interruption, Mr.
Briges. 1 think it was, finds that the value of the lease as fixed was
evidently more than the value of the foe itself.

M, Harrson. 1 am not arguing the correctness of the $154,000,
Mr. Chairman—not at all: but 1 believe 1 am entitled to argue the
correctness of trying to tind out a value fov that lease, if it had any,
and. in all fairness, I think the lease did have a substantial value. .

The Cuamryman. Do vou concur in the reasons advuanced bysMy.
Shepherd for fixing this value?

Mr. Hartson. Certain legal views that were evidentlv entertained
by Mr. Shepherd I do not conenr in, and I think Mr. Shepherd
himself, if he were asked. would say that he was a little out of his
own province when he expressed himself in the way he did. But
that lease would not have heen sold, Mr. Chairman. by the company
for nothing, it would not have heen given away, and if vou had held
it vou would not have sold it for a nominal sum.

The Ciramyan, I wounld Like to know whether that lease carvied
with it any obligations to extract any minimum amount of that
deposit, '

Mr, Harrson. T do not understand it did.

My, Manson. No: it did not.

This last remark of Mr. Hartson’s opens up something that is in-
herent in this whole system of valuations. In other words, the
thing to be determined in a depletion case is not the utility value of
the property to the owner. It is the market value. The law says
the market value.

-
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Mr. Hakrson. Is not that the same thing, Mr, Manson?

Mr. Manson. No; it ic not the same thing, by any means, for this
reason. If the market value was the same as the utility value, there
would be no reason in the world why unybody would buy unything.
because you buy with the expectation of making a proﬁt: vou buy
with the expectation of investing your capital, or using your organ-
izing and managerial ability, and out of the combination of your
purchased property, your capital. your organization, your salesman-
ship, and your ability as a manager, to make money. "If you are to
capitalize as the value of the thing you buy the profit that you expect
to muke beyond the assumed profit fixed by the engineers in advance.

just ag Mr. Parker pointed out in the pithy stutement that I have

read from his report, there would be absolutely no sense in an
excess-profits tax, because you asswme that in the beginning.  The
whole thing is a process of reavoning in a circle. You start ont
with vour assumed profit: yon eapitalize your earnings upon the
basis of your assumed profit to get a basis for figuring a profit, and
you are hound to come back to the point where vou started from.

Senator Kina, But the courts bave held uniformly, Mr. Manson.
that in determining the market value of a given picce of property,
the jury may take into account, and the question is submitted to the
jury, all the uses to which the property mey be put. I remember
the standard case, which was one 1nvolving o small island in the
Mississippi River. 'This island had very little value, except that it
could be used as a sort of rendezvous, if T may use that expression.
for logs that were floated down there,

Mr. MansoN. Yes.

Senator Kin:c. And they could be gathered between the island
and the mainland.

Mr. Maxsox. Yes.

Senator Kixa. If the person who sued resisted the claim that yon

could taken into account the particular and peculiar value which ~

attached to it, because it may hold the logs in there, the court wonld
charge the jury that that conténtion was not right; that they could
take that into account and any other use to which it might be put
in determining the fair market value of the property.

Mr. Maxso~. But, of course, you have two different aspects of
that question. For instance, if you are determining damage I suffer
from an injury to my property. or, as in the case of a condemnation
proceeding. where my property is taken for a pullic use, while the
mark-t value is the thing to be determined there. the market value to
be determined there is quite a different thing, and the courts will
permit the consideration of vastly different factors in a case where I
am deprived of something than they will in a case of this sort, where
you are starting ont with something which has but little value.
unless vou apply capital to it.

Senator Kixe. Well. I can not conceive that the mark.t value
would be in excess of the fee.

Mr. Maxsox. Oh, no: of course not,

Senator Kinc. In a case like that, that would seem to me to be
absurd.

Mr. Manson. But I do wish to point out this fact, that the utility
value of a piece of property to its owner is quite a different thiny
fromy what he can get for it. ‘

-
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Take the case of 2 new automobile. That is the best illustration
I know of.  You go out and buy a new automobile, for which. we
will say, you pay $2,000. *You run that automobile around for a
month and vou do not abuse it; you take perfect care of it. That
autowobile has a utility value to you. as its owner, that is approxi-
mately as great as it was on the day of its purchase. but as a market-
ing proposition, it is a secondhand car, and vou could not get any-
where near what the utility value of it to vou is, if vou have a use
for it.

But what I do mean to say in the case of all of these natural
resources is that thev are purchased by people with capital, with
every expectation of making money.

The Caamman. What would he the capitalization, and what would
be the policy of the burean, if, next to this particular property there
was an operator who was losing 8 per cent a year? \{'hat would be
the relntive value of those two properties for capitalization s How
would you capitalize the next property. which was losing wmoney,
with relation to the property that was maeking money ?

Mr. Maxsox. It is very clear that the clay in both instances has
some intrinsic value, but there is one element in this case that is
conclusive, Tt is very clear that no clay. nor any oth.r natural
resource, is increasing in quantity. It is very clear that over a
period of 20 vears, the value will tend to increase instead of de-
crease; that is, the value of any useful naturai resource. At the
expiration of this lease in 1919 it was voluntarily ren wed by two
parties. neither one of whom was under the slightest legal obliga-
tion to renew it. It secems to be manifest that if, in 1919, the
owners of that property caw fit to renew that lease upon the same
terms as those provided 20 vems hefore, they did so b cause that
was all they could get for it, and if that was all they could get for
it, certainly the lease had no value.

The Cuamrman. I would like to ask Mr. Hartson if he sees any
reason for capitalizing this over a period of 40 years when the lease
onlv ran for 20 vears. :

Mr. Harrson. Mr. Chairman, this was not capitalized over a

eriod of 40 years. There is every reason why it should not have

en, and, in fact, it was not.

Mr. MansoN. In the final allowance it was not,

Mr. Harrson. Mr. Manson laid great stress upon the proposed
action by Mr. Shepherd, which was not the action of the bureau.

The CHamrman. I see.

Mr. Harrson. And Mr. Manson pointed it out very clearly, but
with principal emphasis on the proposed action, rather than on
what actualfy did take place.

Mr, Manson, I will tell you my reason for that.

The Cramman. I think that was done, perhaps, not so much te
influence the committee in this particular case, but to influence the
action of the type of men that Mr. Shepherd had in dealing with
these cases.

Mr. Manson. Also the further fact that this thing was brought
to the attention of the present head of the engincering section.

The CHARMAN. Yes.
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Mr. MansoN. The man of all men who is responsible for enforcing
whatever uniform pruactices may exist in the bureau.

The CrammaN. But he ignored that.

Mr, Manson, He ignored it.

Senator Kina. That is the way I understood it.

Mr. Hartson. But the fact was that that was emphasized and
the other Was not emnphasized, and apparently the impression left
up(:ln the mind of the cahirman was that the 40-year period had been
used. :
h'l‘he CHarrMAN. Yes; T confess that I overlooked the latter part of
that,

Mr. Harrson, And I am sure Senator Jones went out of the room
thinking that that was the case, too, and I had in mind calling his
attention to it before he left, that the 20 years was used, and the 40
years was not used, and should not have been,

The Cusmaran. And yet both Mr. Greenidge and Mr. Shepherd
agreed to the 40-year proposition.

Mr. Hanvrson, 1 do not knew that Mr. Greenidge did. Mr. Shep-
herd apparently did.

_The Cuawmstan. Oh, yes; he sent it back indorsing that proposi-
tion, .

Senator Kina. He said that closed it.

The Cuamman. Yes; Mr. Greenidge was apparently of the
opinion that that was the proper basis.

Mr. Haxrson. If he is, 1 do not agree with him.

The Cuarman. What steps will be taken to correct his attitnde
of mind as to all of these matters?

Mr. Harrson. I do not know that Mr. Greenidge’s attitude of mind
is entirely wrong about these matters. I am sure that he did not
have before him all of the facts,

The Cramyman, We can hardly let that stand on the record, after
the commurication that Mr. Briggs sent to him.

Mr. Harrson. I know, but you can not sit at a desk like Mr.
Greenidge does. and catch all of the details in all of the reports sent
to him by all of his subordinates. T am in a position myself which
enables me to recognize the difliculties on the part of the chief of any
section in going into the detail of each one of these cases. Ie
might have relied upon his subordinates. He might have a great
deal of confidence in a subordinate, and have accepted some of the
things that his subordinate said, without that opportunity of re-
search or study which should be afforded in passing on a diflicult
question.

The CuamrMan. What do you think ought to be done with Mr.
Shepherd, in view of that communication that he sent?

Mr. Hawrsox. T doubt very much whether my view on that would
be of much value, Mr. Chairman.

The Crarman., Mr. Nash’s view on it ought to be of some value,
because he is in charge of the work there.

Mr, Nasu. I have already suggested to the commissioner that I
thought Mr. Shepherd was in the wrong place.

Mr. Cuammaxn. I am glad to see that some recognition is being
taken of these things.

Mr. Greeniboe. Before Mr. Nash made that suggestion, Mr.
Shepherd’s services as conferee had been discontinued.
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Mr, Harwvson. T want to say one further thing sbout the point
that Mr. Manson made when he last spoke.

It must be borne in mind*that we are valuing a lease; we are not
valuing a elay deposit; we are valuing a right of this taxpayer to
extract clay from the earth.

The Cuamyax. Do you think that his right is of greater value
than the fee, however?

My, Harrsox, T would be inclined to believe that it would be most
surprising if it were. The lease had been owned by a partnership,
and was transferved to the corporation. T made dm statement, to
which Mr. Manson took exception, that the partnership would not
have sold this lease, or the corporation, after it acquired it, would
not have sold this lease, except upon payment of some substantial
consideration. 1 helieve that to be true. I believe that is a thing
which does throw some hight on the value of the lease.

Mr, Maxson, Just a minute,

Mr. Tlaneson. Now, just 2 minute, Mv. Manson.

Mr. Maxson. 1 want to call attention——

The Coamman. Just a minute,

Mr. Hawrson, Let me complete this statement, because if T Jet
you interrupt me, 1 will have dificulty in getting back to it again.

Mr. Maxnson. Adl right. I beg your pardon.

Mr. Harrsonx. 1 want to say this, that if there had been a sale
by this company of the lease, on or about that date, that would have
heen—and T think you will agree with me—a clear indication
providing the parties were dealing at arm’s length, of the value of
that lease, would it not?

Mr. Manson. Yes.

Mr. Hanrrson, Now, if a sale had occurred at that time, this seller,
the corporation, would have had in mind the earnings that that lease
had made, if any, during the period of time it held it, and would
also have had in mind the future prospects of profit in the operation
of that lease, and the figure at whicﬁ a willing seller would have
parted with his interest in that lease at that time would have involved
the consideration of some of these elements which you are criticisigg
the bureau for having used.

Now, take the buyer. What does he do? He looks at what has
happened in the operation of that property under the lease, and he
has scen that company operating under the lease has made certain
profits. Those things would have been considered by the contract-
ing parties, dealing at arm’s length, had there been a sale of this
property at or about that time.

The Cramyvas . May I ask you a guestion at this peint?

Mr. Hartsox. Yes,

The Crramman. Assuming, for instance, I had got an option on
this other piece that was later acquired ; then you would come to me
and sav, * I would like to buy your lease.” I would say yes, because
I knew I had this other piece in sight, from which I could make
identical earnings, and I would be very glad to take a quilk profit
and sell my lease to you, knowing that T had an option on that next
piecce. T raise that question because T do not believe the other
assumption is correct. that the seller would have fixed the earninga
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over a twenty-year period as a basis on which he would have sold
the property at that time,

Mr. Maxsox. T would call attention to this fact, in answer to Mr,
Hartson’s argument, that there is an element of value in the property
which would not attach to the adjoining property where it lluul been
developed, and that element has already heen allowed in another
form. In other words, many of the tangible assets for which allow-
ance is made are included in the sum of $10,670.26 for mine develop-
ment; so the only difference that there could be betwéen these two
pietes of property, lying along side of each other, in the value of the
two, would be that one was a developed piece of property and the
other was not.  The value of that development, which is the only
element of difference, is already ircluded in another allowance,
which we do not question at all.

Supposing I saw this company making a lot of money, and I
wanted to go inte the clay business or into the fire brick business.
If 1 had the capital, and if T believed that 1 had the same genius
that they had for making money out of that business, T wonld be
just as apt to go and buy that piece of property that was acqnired in
1907 andl develop a clay mine there as [ would be to buy their prop-
erty, and T certainly would not puy any more for that property than
the additional value contributed by the development of the property
which has already been allowed in another item.

Senator Kixa., Does it not simmer down to this, that there is, as
Mr. Hartson maintains, some value to the lease? What that is is a
matter of ascertainment, but I can see that there is a great deal of
force in Mr. Hartson’s position. However, if you go further and
sav that the leasehold value was as great as the fee value, I would
have to part company with you radically.

Mr. Harrson. I have not suggested so, Senator.

Senator Kixa. Noj; I said if you did that.

Mr. Harr<o~. Yes.

Senator Kine, It does seem to me that, taking the case by and
large, it does not bear scrutiny, and I think the department erred,
if T understand all the facts.

Mr. HarrsoN, There is one further point, in order to bring the
picture more clearly before the-minds of the members of the com-
mittee, and that is this, There was this $154,000, T think in round
numbers, which was finally allowed as the value of the lease in
1900. The thing that had to be determined, however, was invested
capital for 1917, so that this $154.000 was depreciated or depleted
down to 1917, giving an invested capital figure as of that time of
$19.000.

Now, I merely point that out to show that the value of $154,000
was not the fizure used for invested capital for 1917 at ail. On the
other hand, $19,000 was the figure that was used as paid in surplus
because of the acquisition of this lease in 1900.

There is this further thing, too; the books of the company in 1900
did not set u{)) as a capital asset separate from other capital prop-
erties owned by the corporation the lease itself. They. however, as I
understand it, did have on their books certain properties acquired
at that time, for which expenditures had been made of a capital
nature, of around $62,000. There was a capital stock issue in excess

-
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of the cupital assets which were carried on their books, indicating
that there was some unexplained issue of stock beyond the clearly
identifiable capital assets which were carried on their hooks.

When Mr. Manson opened his statement of the case, I asked him
whether a revenue agent had not reported that $200,000 in stock
had been issued at the date of incorporation. 'That is not neces-
savily material, because I agree with Mr. Manson that the figure
used in the settlement of the case in the burenu was $100,000 issued
at the time of the incorporation. However, my information is, and
I think it can be shown by the record, that wKile the taxpayer did
not argue it, and while the settlement was made without considera-
tion oguthe additional issue, in view of the revenue agent’s report,
that there was a $200,000 stock issue at that time.  Assuming, how-
ever, that there was only $100,000 stock issued, and that the $:200,000
is immaterial, you have an unexplained issne of stock there, which
may account—I do not say it does, but may account for a value for
the lense. If the $200,000 were issued, there could be said to be a
substantial amount issued in exchange for the lease.

Senator Kixg. That would be a fictitious stock issue, would it not ¢

Mr. Harrson, Well, we all know the practice of corporations in
that respect.

Mr. Manson. Having in mind now the fact that there is a con-
solidated schedule in this case of the gas company and of this brick
company, the capital of the two companies is $200,000,

Mr. Hartson. That may be the explanation, Mr. Manson. T am
not prepared to say that it is, at this time.

ﬁ. ANBON, Y'éu spoke of there being $62,000 carried onto the
books. My informaion is—and this is taken from the brief of the
taxpayer—that there was set up on the books as against the capital
of $100,000 items consisting of $123,427.26, instead of 62,000 and
something, and that those items are enumerated ; they have been set
up on page 7 of Exhibit L, and among them is this item of $10,620.26
of mine development, to which we have taken no exception. But
the assets, exclusive of the lease—the lease is not included among
the assets—set up on the books as against the capital stock exceed
the amount of the stock issued. Therefore, there was no discrep-
ancy between the amount of the stock issued and the taxable asscts
which might have been construed to cover the value of this lease.

Mr. Harrson. That is a point that can easily be verified, Mr.
Manson.

Mr. Maxsox. Yes; I took those figures from the taxpayer's brief,

Senator Kixa, Mr. Nash, by inquiring of the vavious oflicials in
the Lurean, can vou find out whether there are any other caces that
would come within this eategory, not only in the nonmetals seetion,
but in the mineral section? T can coneeive that this prineiple could
be applied to the mineral section as well as to the nonmineral, he-
cause many leases, as you know. are executed for mining property,
and the same principle might be applied to those leases, to the great
disadvantage of the GGovernment.

The Cuvrsrax. I might sayv to the Senator in that connection that
we are preparing a number of oil, copper, and silver mine cases,

Senator Kina, T see.

The Crratrarax. Which we will present to the committee Iater on,
as to how these things are being done. '
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Senator Kixa, T think, however, that Mr. Nash, whose attention
has been ealled to the significance of this, onght to aid the committee
in every possible way, beeanse we want to denl fairly and make a
proper report. T should be delighted to find that that is the only
case, but if thore ave any other eases, T think every officer of the
bureaun should aid this commnittee in finding out about it, and advise
themselves and advise us.

Mr. Nasn. Senator, the principle that was nsed in determining
value in this case—that is, of this lease—is something that is recog-
nized in the regulations in extraordinary situations, such as M.
Hartson has explained, and the same principle could be applied to
metals eases or to ol eases,

Senator Kixa, Yes, .

Mr. Nosi And T opresume it is.

Senator Kiva, Yes,

Mr. Nasn. T want to suy that we, of the bareau, are trving in every
way we can to cooperate with this conmuittee heve,

Senator Kina, T think that is true,

Mr. Maxson, I want to confirm that staterment.

Senator Kiva, Yes,

Mr, Maxson. With reference te the mine situation——

The Cuamryan, Before we adjourn, I would like to make this
stutement, that Mr. Hartson has Inid considerable emphasis on the
fact that these cases that we have gone into, and which have been
presented to the committee, represented only the cases to which Mr.
Briggs objected; T mean the nonmetals eases. T think it would be
interesting, Mr. Manson, at least it would be to me, if you déould pick
out a case that was settled in accordance with Mr. Briggs’s theory,
showing by comparison the difference in that particular case and the
cases about which you have complained.

Mr. Maxsox. We shall do that.  In other words. we had to start

somewhere, p
The Crammax. T understand; but 1 wounld like to know about
that.

Mr. Maxnsoxn, Yes,

The Ciamryman. T would like to make an inquiry at this point with
respect to this mine situation. 'We have had a man working for
two months now on a copper and silver mine valuation. He was
about ready to make a report, when he learned verbally that the
commissioner was about to put into force a revaluation of copper
mines, made about two years ago, and was gbout to order a revalua-
tion of silver mines. Of course, I do not want to bring before this
committee any maiter that is in that condition, if that is true. This
is just something that Mr. Wright has picked up around the bureau,
and I do not want to bring that situation before the committee and
take up its time arguing moot questions, nor to criticize anything
that the bureau itself recognizes should be reexamined.

Do you know, Mr. Nash, whether or not that statement is authori-
tative?

Mr. Nasu. The subject of copper valuations has been under dis-
‘cussion in the bureau for several years, and I believe it was in De-
cember, 1922, that it was definitely decided to go again into the
question of copper valuations. A revaluation has been ordered, and

LY
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there have been revaluations made on a number of properties. I
believe it is intended to gp into all the copper cases. 'I‘ilere have
been additional assessments proposed in some cases, and audit let-
ters nave gone out. It is work that is now in the mill.

Mr. Hawrson, What I means to say was this, that there has been
a revaluation made, but that for some reason or other it has never
been put into effect through assessment in taxes.

My, Nasi. I think that is true. Under the 1924 act, we sent out
the «30-day letter, giving the opportunity of appeal to the burean,
and then the 60-day letter, giving the opportunity of appeal to
the Board of Tax Appeals, and 1 do not think any of the cases have
conme up to the point of assessment.

The Cramsax. It will be necessary to adjourn now.  You can
make a further answer us to that to-morrow, at which time we will
vroceed at 10.30 o'clock.

My, Hagrrson, Before you go, let me say that the Climax Firve
Brick Co. paid a 60 per cent excess-profits tax during the vear 1917,
so that they paid a substantial tax.

The Cuamyax, Have you anything further to say in connection
with that settlement?

Mr. Hanrsox. Nothing of an extensive nature, Mr. Chairman,

The Cuamyan, Then we will adjourn until to-morrow morning
at 10.30 o’clock.

Mr. Manson, We will then take up the case of the Penn Sand &
Giravel Co.

(Whereupon, at 12.05 o’clock p. m., the committee adjourned until
to-morrow, Wednesday, January ‘7, 1925, at 10.30 o’clock a. m.)
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WEDNESDAY, JANUARY 7, 1925

UN1TED STATES SENATE,
Sereer CoMMITTEE To INVESTIGATE THE
Brreav or Interyarn Revescer,
Waskington, D. €',

The committee met at 10.30 o’clock a. m., pursuant to adjourn-
ment of yesterday.

Present: Senators Couzens (presiding), Ernst, and King.

Present also: L. C. Manson, Esq., of counsel for the committee;
Mr. L. H. Parker, chief engineer for the committee; and My, H.
M. Parker, investigating engineer for the commitiec,

Present on behalf of the Bureau of Internal Revenue: My, €. R.
Nush, assistanut to the Commissioner of Internal Revenue; Mr. Nelson
T. Hartson, solicitor, Bureau of Internal Revenue; Mr. James M.,
Willinmson, office of solicitor, Bureau of Internal Revenue: anl
Mr. 8. M. Greenidge, head, engineering division, Bureau of Internral
Revenue,

The Cramyan. You may proceed. Mr. Manson.

Mr. Maxsox. This is the ecase of the Penn Sand & Gravel Co.
The issue arises over an allowance for discovery value on o gravel
pit.  ‘The actual price paid for the property was $54.954.36. The
original discovery value claimed by the taxpayer as depletable was
$173,261.26. The amount allowed by the engineers was $54,95-4.36,
the cost of the property. The discovery value subsequently clainted
was $220,500. Upon this claim the same amount was allowed as
hefore—the cost of the property.

The final value claimed was $341.400, upon which an allowance,
according to the method of capitalizing prospective profits, was
made, amounting to $150,297.07.

There are refunds involved. amounting to $48,233.

Before going into the facts in this case. I urge the first objection
to this allowance upon the ground that the law does not provide
for the allowance of. discovery value or of discovery depletion in
the case of a gravel pit.

I will read that portion of the statute which i1s applicable, 1t is
section 214, subdivision 10.

In the ease of mines, ofl and gas wells, other natural deposits, and timber,
a resgsonable allowance tor depletion and for depreciat!nn of improvements,
according to the pecullar conditions in each case, pased spon cost, fnclading

coxt of development not otherwise dedueted: Provided, That in the case of
such properties nequired prior to March ¥, 1013, the fuir market value of the
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property (or the taxpayer's Intorest therein) on that date shall be taken ju
Heuw of cost up to that doate:  Provided further, 'That in the ense of mines,
ofll and gas wells, discovered by the taxpayer on or after March 1, 1018, not
aequired as the result of purchase of a proven tract or fease, where the fair
murket value of the property s mnterinlly disproportionate to the cost, the
depletion allowanee shall be based upon the faly market value of the property
at the date of dixeovery, or within 30 days thereafter—

I would call the committee’s attention to the fact that while this
statute specifically provides for depletion upon four things, namely.
mines, oil and gas wells, other natural dvvusits. and timber, the pro-
vise permitting discovery depletion applies only to mines and oil
and gas wells.

It may be claimed that technically any natural deposit constitutes
a mine, and that any extraction of.inorganic matter from the soil
or beneath the soil constitutes mining. If that construction of this
statute were to be applied, it would be necessary to read out of the
statute that provision which specifies ** other natural deposits.” as
being subject to depletion.

It is a fundamental and cardinal principle of statutory construe-
tion. adhered to by the courts for alll time, that in constroing a sta-
tute it is necessary to give force and effect to every word in that sta-
tute, if it is possible to do so. My position is that Congress. in
using the words *other natural deposits,” as distingnished from
mines, in the first part of this section, used the word “mines™ in
accordance with its commonly accepted meaning, and not in any
technical sense, as it might be used by seientists, by geologists, or hy
engineers, It is used in the sense in which the ordinary man uses
the word “mines.”

For instance, if we are to include stone quarries, clay banks, sand
pits. and gravel pits es embraced in the word * mines.” no significance
or meaning can be given to the term * other natural deposits ™ as he-
ing =:ubject to depletion,

Under the rule of statutory construction which 1 have just «tatetl.
it is necessary to give some significance to those words if it is possible
to do so. It is possible to do so if we are to nse the term * mines ™ as
that term is commonly used and accepted, and apply to the term
“other natural deposits ™ the meaning which the common man ap-
plies to it, such as in the case of quarries.  No one thinks of ealling
a stone quarry a mine.  No one would refer to a man working in a
stone quarry as a miner. No one thinks of ealling a clay bank a
mine,  No one ever has, as far as the common acceptation of that
term is concerned, and no one would think’of calling a laborer work-
ing in a gravel pit a miner. No one would think of ealling a gravel
Pit & mine,

T admit that technically, in the parlance of geologists and engi-
neers, the word “ mines " ¢an be applied to this class of deposits, and
the term *mining ™ can be applied to that kind of business: bat, as
I say. it is not so commonly applied. it is not commonly understood,
and Congress. by designating " mines” and *other natural de-
posits ”* separately in this act, clearly did not contemplate ™ other
natural deposits ¥ could be included in * mines.”

The Cramsax. Does vour entive objection to this case rely upon
that contention?

Mr. Mansonx. No.  No: I have many other objections. T would
call attention to the fact that while this first portion of the statute

T
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providing for depletion of costs includes “ other natural deposits.”
the proviso covering depletion or discovery value specifieally omits
“other natural deposits,” and that specific omission of *other nat-
ural deposits un({ the specific omission of *timber ™ clearly shows
that it was not the intention of Congress to allow discovery value
upon such natural deposits as cluy banks, stone quarries, gravel pits,
sand pits, and things of that character, which, in aceordance with
the commonly accepted meaning of the term “mines™ are not
included.

The Cramman, In other words, you believe that Congress in-
tended to put this in the snme category as they would a forest?

Mr. Manson. Absolutely.

The Cramman. The timber?

My, MaxsoN, Yes.

Now, to proceed with the facts in this case:

The taxpayer is a corporation organized for the specific purpose
of acquiring the property in question and of developing and working
such property us a sand and gravel pit.

This company was caused to be organized by a man who was

securing an option on this property for the purpose of developing it
ns a veal estate project. After securing the option he visited the
woperty and found that in sinking a well for one of the houses
{wing erected upon the real estate project, gravel was brought up
in the material taken out of the well. He was o building contractor,
and, realizing the significance of the existence of gravel and the
-alue of the property as a gravel pit, proceeded to interest some of
his friends in the organization and capitalization of a company to
acquire the property under his option. It did acquire the propert;
under this option.

The second objection that 1 urge is this, that the discovery of
gravel was not made on this property by the taxpayer, namely, the
corporation.  The statute specifieally provides that the discovery
must be made by the taxpaver. In this instance the discovery was
made by the promoter of the corporation before the corporation was
organized, and the corporation was organized for the express purpose
of acquiring the property as a gravel pit—not as a real est: te prépo-
sition. The very name of the corporation, whose sole business it is
to operate this property, and which was organized for the express
purpose of acquiring this property. indicates that it was acquired for
the purpose of doing s sand and gravel business, and it is clear thav
at the time the corporation was organized, as is indicated by its very
name, it was known that this property contained sand and gravel.
Tn addition to that, it is an admitted fact here, as fav as the rvecord
is concerned—in fact, it is specifically represented by the taxpayer
himself—that the sand and gravel were discovered npon this prop-
erty in the way T have described.

So my second objection is that the claim itself aud the basis sup-
porting the claim specifically sets up on behalf of the taxpayer facts
which show that the taxpayer was not the discoverer of this sand
and gravel.

Furthermore, many years before this property was developed or
was acquired by this company——

Senator Kixa. May T interrupt you right there?

Mu. Maxsow. Yes, sir.
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Senator Kine. Did they allow a value in settling the tax for this
alleged discovery which was greatly in excess of the price which he
agreed to puy under his option?

Mr. Manson. Oh, yes.

Senator Kina. When he sought it as a real estate project?

Mr. Maxson, Yes. The price under the option was $54.000 plus,
and the amount allowed was $150,000 plus.  Furthermore, T will
show in the exhibits which 1 desire to offer to the committee that,
according to the veports of the United States Geologieal Survey
and the reports of the Geological Survey of the State of Pennsyl-
vanin, the whole township in which this gravel pit s located is

shown to contain gravel of the chavacter found here and that those

examinations were made and those sreports were published many
vears before this gravel property was acquired.

The Coamvan, Just why do you want to put that in, in view of
the fuct that the taxpayer did not make the discovery?

Mr, Manson. Well, thers is another question involved lhere,
There is nothing in the statute to the effect that it must be denon-
strated that there is sufficient gravel or sufficient material in the
mine to warrant its commereial development and operation.  There
is nothing in the statutes which provides that, but a departmental
construction of this statute provides that, and I mention the fact
that these geological strveys show the existence of this gravel for
two reasons. In the first place, it is cumulative evidence, and in
the second plac., it shows that the gravel which was found to come
out of that well was not & mere pocket of gravel located at a par-
ticular point where the well was sunk, but that the same gravel
deposit extended over the entire township.

That is the second objection that we raise to the allowance of
discovery value in this particular case.

The chird objection is to th» basis upon which the allowance was
made, ’

When it had been determined over the protest of the engineers
to allow discovery value in this ease, the engineers made a very
careful study of comparative sales which had tak n place in this
same township, and it was found that after the development of this
property several thousand acres-of land changed hands with a view
to its use for gravel development, and that many other gravel pits
were opened in the locality.

The engineers made a careful study of the prices paid and the
depletion unit which would be allowable in accordanc: with the
prices which were actually paid for property in the same township
contuining the same sort of gravel, and arrived at the depletion
unit based upon that sort of discovery value, although thev did
find this, that if vou applied a depletion unit which was based apon
a comparative sales value to the facts in this particular ease, yon
did not get sueh a differene between the amount that would be
allowed and the actual price that this company paid for this prop-
erty as would cause it to he so disproportionate to the actual price
as to come within the terms of the statute.  In other words, the
statute only permits the use of discovery value as a basis for deple-
tion when th' actual value is entirely disproportionate from the
price paid. :

»o that is my third objection in this caxe.

e e
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The whole case is completely set up in the exhibits which I wish to
offer for the record.

Senator Kine, Are those exhibits extensive?

My, Maxsox. They are not,

The Coamyan, They are not to be printed in the record?

Mr. Maxson. They are not to be copied into this record.

Senator Kixe. 1 was thinking of the printing bill.

My, Manson. 1 believe these exhibits should be printed in the
printed record, but not be copied into this record.

Senator Kive, 1T was wondering if you could make a sort of
abridgement of the record which would give the sume information,
without having to print the entive record.  Of course, if that would
involve any great labor, the saving, perhaps, would not be worth
while. :

Mr. Manson. T will say to the Senator that T am moving heaven
and earth to try to boil this thing down, but I do not want to have
the record contain my mere unsupported statement in connection
with any case.

Senator Kina. No.

Mr. MangoN. As to the point that I mentioned with respect to
this gravel being shown by the geological surveys, which, in my
opinion, ig the strongest point in the case, showing not only the
existence of the gravel, but the extent of the gravel, after this case
had gone to the committee on appeals and review, and the committee
on appeals and review had determined that the taxpaver was entitled
to discovery depletion, Mr. Briggs, the chief of this section, caused
the investigating engineer, Mr. Madison, to prepare a memorandum
which he, in turn, gave to Mr. Greenidge, the chief engineer of the
Income Tax Unit.

This memorandum is addressed by Mr. Madison to Mr. Briggs,
and reads as follows:

You will recall that when the case of the Penn Sand & Gravel Co. was
returned from the committee of appenls and review, with the notation that
discovery of sand and gravel had heen allowed the tuxpayer by the commilftee,
1 questioned the sworn aflidavits exhibited by the taxpayer wherein it was
stated that gravel deposits were unknown in Falls Township, Bucks Couwty,
Pa., prior to the dixcevery by James Mundy and associates in 1013, With
this thought in mind I examined repovts of the Pennsylvanin second geological
survey and the Trenton Folio of the United States Geolog'eal Survey.

In 1881, a geologist, Chuarles I° Hall, in degeribing the geology of *hiladel-
phibi, Montgonery, ul Bueks Counties, states, cohceraing Falls Township in
Bucks County, page 50 :

“ravel and river deposits cover the greater portion of the south half of
the township., Neur the northern edge of the gravel we find terraces and
escearpments,  These escarpments have a diagonal course aeross the town-
ship. The escarpments mark the successive course of the Delaware River as
it has gradually undermined the cretaceous beds which arve now eraded or
concenled below the alluvial * *  * The course of the river at one time
has been on a iine between Morrigville and Tullytown.”

A rough sketch-map of KFalls Township taken from the Trenton Ieiio of
the United States Geological Suryey, published in 1909 nccompanies this brief
notatlon., Referring te this map it will be seen that two formations practically
cover the township (a minor ocuterop of gneiss is shown in red). These
formations are called the Pensauken and the Cupe May,

The Pensauken formation iz one of gravel and suand on the higher terraces
and capping hills and divides. The geoolglsts of the survey comment con-
cerning the Pensauken:

“In the Trenton quadrangle the Pensiauken i8 the most important source of
gravel; there is hardly a hilllop or divide capped by the formation which
has not been pitted to obtain it.” (¥, 23, Trentun I'ollo.)
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senator Kinag. Of course, the pitting will show the existence of
the gravel!

Mr. Manson. Yes.  In other words that they mean by * pitted ”
is the digging of the postholes to determine that there was gravel
theve, that there was n gravel formation there.

“The solls of the Pensnuken formotion are gravelly to clayey lomwms,  In
many loealities o bod of silt from 1 to 3 feet thick covers the typical sand and
gravel of thix formation. (1% 23, Mreuton Folio,)

“The widespread Pensauken formation consists, for the moxt part, of un-
consolidated gravel and sand, most of which in this region Is below the 130
foot contour, * o

“ Shnd pl‘t-d*nnhmwa over mnterinl of larger size in the DPensauken, but
gravel iy common and boulders ean hardly be =ald to be rave, especinlly at
the base,” (1. 16 Trenton Follo.)

The Cape May formation Is gravel and sad and clay formiung low terraces
and includes some recent alluvium and swamp muck, The Governmment Geolo-
gists (Trenton Follo, p. 16) comment concerning this formatlon:

“The Cape May formation s confined largely to the valleys of the present
streams * % " This gravel has long been known as *Trenton gravel”
When its deposition was completed glacial gravel tlllcd llu- vadley of the Delu-
ware up to a level now 120 feet above the sea, * *

The Delaware River is past geological ages, nutuhly after the glacial period,
flowed from Trenton to Tollytown in a stealght line vather than in the broad,
sweeplng curve it occuples at present,  Great quantities of gravel and Mlll(i
were carried by the river from the terminal moraines created by the retreat
of the ioe—pntk at the close of the glucial period.  From those moraines to
Trenton the river hal a stralght sweep but the bend of the river at Prenton
caused a damming eftect and the river dropped at great portion of its load.
There was thus built up a series of river terraces of saud and gravel roughly
parallel and covering the sonth half of Falls Township,

In the NMght of the foregoing remarks, and of the geological evidences given
on page 50 of the 1881 € 6 report of the Second Geologieal Survey of Penn-
wylvania, and the knowledge of the sand and gravel formations of Falls Town.
ship, as shown in the Trenton Folio of the United States Geological Survey, it
is diflicult for this office to veconcile the recommendation of the committee
that the taxpayer be allowed discovery with the language used in rogulations
62, page 9, paragraph ¢, wherein it is stated

() lnr the purpose of these seetions of the act, a mine may be said to
bir discovered when * % % (2) there Is disclosed by drilling or explora-
tlon conducted above or below ground, o mineval deposit not previously known
to exist and so Improbable that it had not been, and coald not have lmcu,
Included in any previous valuation for the purpose of depletion * = #

Rvaw*ctluln.
Fra~xk L Mamson,
Valuation Eayinecr,

( :
This wemorandum was communicated. as T stated, to My, Green-
1dge, and this is his reply 1o Mr. Briges:

Incoyme Tax Uxrr,
LENGINEERING  [lviston,
February 16, 1925,
Mr. Bricas,
Cudef, Noninetals Viduation Section,
In ro 'enn Nond & Gravel Co,

in l'evls to your undated memorandum concerning the abhuve-named taxpuyer,
T wishi to state that 1 have not oxomined this cse, lmt thte information I gather
from the report of Mr. Madizon makes it apparent that the committee on
appeids and review has allowed the taxpayer a right to discovery, Unless it
can be dearly shown that this decision of the mmmitrw is illegul, 1 c¢an not see
how we can consistently ask the committee to reopen this case.  Throughout
this division at the present time there secins to be a decided inelinntion on the
part of some of the engincers to disagree with thoir superior officers and a
coutinuation of such feeilng will very soon result in complete disorganization,

LY
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‘This divislon wmust vegard the decistons of the committee on appeuals and
review a& ity instructions to be carrfed out without question unless it can he
shown pladnly and anmlstakably that any one decision Is illegnl,

It i my opinien that the nhové-mmed case should he elosed in necordance
with the instructions of the committee on appeals and review and also that
something be dong to curb the tendeney of engineers toward the taking issue
with the decisions or instructions of their superior oflicers.

. B, G GUEENIDGE,
Head Engineering Division,

Senator Kixa. If 1 may express myself in regard to that. that
seems to me to be o very improper letter. You mwht just as well
abolish your investigating engineers. if they are to he sat upon and
denonnced because of their mdopend«m ]u(lp:uwnt I think M.
Greenidge there exhibited a lack of appreciation of the respon-
sibilities of his position.

The Cuamyan. Ave you through with the presentation of this
case. Mr. Manson?

Mr. Manson. Just to complete the record, T wish to offer my ex-
hibits A to O, as well as the veport of Mr. H. M. Parker. the investi-
aating engineer for the committee, which is approved by Mr. L. H.
l\ul\or, our chief engineer.

(The exhibits and wpmt subsitted by My, Manson in connection
with this case are as follows:)

Rerour or H, M. P'avken
JaNcary 6, 1925,

My, L. €. Mansou, counsel Semite Commmittee for Investigation Bureau of
Internal Revenue,

Office teport No 9,

Taxpayer: Peun Saund & Gravel Co,, Philadelphla, Pa.

Business: Gravel, erushed stone. and soand,

subject : Discovery value, nommetal section.

Amounts involved:

Actwil price paid for real estate including evpenses... e RO O34 56
Originnl discovery vidue clibned by taxpayers as dep vlulnlvwn,_-,_ 1734, 261, 26
Original value allowed For depletion o oo e o e o U530
Discovery value subscquently claimed... oo oo oo oo 22000, 00
Vihie allowed by unit engineer. oo i B OO L UG

Final discovery value elaimeda by m\xmwr IRUNDUURRINRRRRPI- & § I 3T A1 1]
Final discovery valne allowed by nnit uu;.nuw e e e YOO, 20T
Total refunds involved, 1917 to 1921, inclusive mpm'u\im.m'i--.. 45, 208, 0

Status of claim: Completed in engineoring dividdon; now i audit,
Final set-ap nllowsed:

Total tonnage, as of dale of gequisition oo .o oL A4 002, 000
Produetive Hie of property, Years_ o oo e e 21
Avernge annual production, toMs oo oo L e e e 2105, 060
Average profit per ton, 1016 (o 1920 .o oo an S0, 175
Total expeeted profits. . e = 196,600, 00
Cost of second plant o o i el e e 200, 000, Y
Present worth at discovery, using Hoskol's formula (h per unt

i 4 per cent ) o w e i e e e e LON LN 0T
Cost of st Pt .o et e = LD 00D, 00
Value of the minevalo oo e e e 150, 297, 0%

DIOPLeton W - o oo et m s ot e L0329
SYNODsIS OF CASL

Tavpayver has been alowed a0 diseovery aadue Tor gravel which is classitied
under section 2T vevenue aet of 1921 ax “other natural deposits™ for
which discovery vulue is not provided,  The allowance for discovery value
mnde i this case is therefore conteary to law,

]
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No reul dizcovery of gravel was made, as fully proved by the Geologicnl
Survey charts as published prior to date of aequlsition.  These charts show
gravel fn this whole territory,

Fven if dixcovery value conld he allowed, the amount allowed Is greatly in
excess, This value hax been arrived at by the use of the analytieal method
of appraisal, which throws into the value of the gravel all the good will, mar-
keting ability, business genius, ad other intasgible assets of the company,
Iicured on o comparative =ales method, the value of the property on which
discovery 18 claimed, as computed by one of the nonmetal seetion engineers,
would not he dn excers of the SH395836 palid for the <ume,

HISTORY OF THE C\NE

The Penn Sand & Gravel Co. s engaed In exeavating, washing, separuating,
and marketing gravel in Tullytown, Bucks County, Pa.

The company was corporated September §, 1913, but did not commence -

operations until a vear lhiter, ’

Depletion wur originadly climed by taxpayer on his returns for years 1915
to 1921 inclusive, The depletion deducted not heing substantiuted he was re-
gulred to submit the Form F schedule, Oirnished by unit. "Phis form was
diuted May 21, 1621, The dircovery vahi claimed on the form as subject to
depletion amounts o $173,261.26,

Undler date June 1, 1921, taxpayer wan notifled by unit, that depletion was
disallowed on basis of insuflicient information, (See LExhibit A))

On December 14, 1021, taxpayer submitied a revised Form I8, showing the
discovery value of $220.500 and n tofal tonnnyse on date of discovery of 2,940,000
tons of pebbles and sand,

On May 24, 1022, taxpayver was abowed a value at acquisition hased on cost
of $534054.36 and the depletion rate of $0.0186. (See Exhibit B.)

Taxpuyer having protected the above finding the unlt reatlivnied the action
taken May 24, 1022, by a valuation report dated June 16, 1922, (Nee Ex-
hibit C.)

Under date of January 5, 1923, taxpayer filed a brief appealing from addi-
tional tax lability occuastoned by the deninl of his discovery value clatmed.
(Nee Exhibit DO

On January 9, 1923, taxpayer was granted a conference, shown in full in
Exhibit ¥, Claim for «discovery value was denied on the basis that Mr.
Mutely, one of the members of the company, had discovered the gravel prior
to date of ineorporstion, and that therefore at the thme company was formed
existence of gravel was known, The naine of the company being signiticant
of the fact that existence of sand and groavel was known and that company
oxpectedd to operate for that piurpore,

Tuxpayer appealcd and case was sent te Committee on Appeals amd Re-
view, Taxpayer asked for an oral conference,

Op May 19, 1923, after having an oral hearing on May 10, the Committee
on Appeals and Review gave the opinion that no diseovery value should he
allowed for purposes of depletion and sustained action of the unit,  (See
Lxhibit L) Cuase was vecommended for awdit and on August 27, 1023, tax-
puror was notified that his additional tax liakilliy was now $10.613.15,

On August 200 1923, through his attorney, taxoayers appenled for reopening
of ease gl have Committee on Anpedls and Review hear new evidence,  (8ee
Exhibit 6, attached,)

Committee on Appeals and Review under date of January 14, 1924, reverswd
its prior ruling and recowmended allowing discovery value,  (See Fxhibit .

Following this decision, Mr. Madison, valnation eagineer, nonmetal section,
in n memorandum to his ehtef, Mr. Briggs, protested this action.  (See Exhibit
T. attached.)  Mr. Briggs forwarded this protost to the head of division, Mr,
Greenidge, for action, This protest shows plainly that gravel was know, to
oxist in this locality in Iarge quantities before acquisition by company,

On February 16, 1924, Mr. Greenidge in a2 memorandum to Mr. Briggs,
administered g reprimand to him for dizagreeing with his superior officers,
(Sve Exhibit J, attached.)

o May 10, 1924, taxpayer trausmits additional informavion asked by unit.
(Sge Exhibit K, attached,)

Valuation report is then issued by unit on October 17, 1924, based on com-
purative sales method for determining discovery value and allowing a valnation
of £54.95430 and a depletion unit of 00186, (See Ixhibit I, attached.)

-
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Taxpayer agerln protests this action by unit and at a conforence on November
19, 1924, he i ullowed privilege of making a further statement of hix case.
This he does on November 24, 1924, (8ee Fxhibit M, attached.)

A conference was then held with taxpayer on November 25, 1924, hefore the
speeial conferce, Mr. Shepherd, in which taxpayer was allowed the use of the
analytic method of appraisal in arriving at his discovery value.  (See Exhibit
N, attached.)

Conforming to the instruction of conteree, the final valuation of $150,207.07
for discovery value was allowed by unit, which allows a depletion factor of
$0.0329.  (See Exhibic O, attached.)
~ This iy Iast paper in the case, and we undevstand sume Is now in audit on
this basis of valuation.

DISCUHSKION OF CARE

We submit that it is contrary to lnw to allow a discovery value on gravel as
has been done in this case,  An examination of section 214 (a) (10), revente
act of 1921, will show that while depletion ig allowed on * Mines, oil and gag
wells, other uatural deposits, and timber,” discovery value is only to be allowed
on * mines, aad oil and gas wells,” The omission of the words * other natural
deposits, and timber” from the discovery clause, clearly provents the allowance
of a discovery value on gravel, as in the four classifications given in the law,
gravel must ciearly be Included in the term * other natural deposits.”

1f further reason was necessary for disaliowing the discovery value in this
case, it is confained in the protest of Mr, Madison, engineer (see Exhibit 1),
which refers to the fact that the existence of large quantities of gravel all
through this couniry is shown on the Geological Survey charts published in
1609, or four years bhefore date this company was incorporated. In fact, in
i881, a geological report covering this locality showed the predominant material
of this soil to he gravel.

If o still further reason is required in addition to the two conclusive reasons
shown above for disallowing discovery value, it is in the fact that discovery
value Is not disproportionate to the cost of the property. ‘This {s shown by
the comparative vitlues of other properties as contained in valuation report
of Mr. Madisen, dated October 17, 14924, (Exhibit L.) In this report it is
shown that the total of purchases of gravel lands purchased in 1918, 1919,
and 1920 <howed that though these were years of high prices, that they did
not establish a value to taxpiayer's gravel above his original cost,

In view of the above veasons it would seem at first glanee that this must
have been a mistake which Inadvertantly slipped through the departmeut,

Thix, flowever, i not the fact,  The history of the ease already given shows
cleavliy that the most careful consideration was given to it. The englneers
disxallowed discovery value several times, the Committee on Appeals and
Review snstained the engineers, nnd then, without any adequate reason, re-
versed its decision,  Then nonmetals section still protested the obviously wrong
decision, only to he finnlly overridden by a reprimond for their interest in the
Government's welfare,

The taxpayer hias heen allowed the use of the analytieal method of appraisal
by speeinl conferee. Mr. Shepherd, when other methods were available,

The taxpayer has been allowed to ralse his estimntes of total tonnage from
SMGO00 tons to 4,002,000 tons, and is gllowed to base his value on digcovery
o the average protit subseqguent to this date for the period 1916 1o 1920,

Thix method, of conrse, as shown in preceding cases, throws the value of
geod will, marketing ability, business geniuy, and other intangibles into the
vilue of the grave! in the gronnd.

We do not belteve we need to proceed further with the dizeussion of a cuase
which has been finally determined on such obviously improper principles, We
will «um ap, therefore, by saying that we believe the flual allowance for dis-
covery value in this case te be contrary to law, contrary to the fact requirving
proof of diseovery, and contrary to any reasonable value established by the
application of wound cngineering principles,

Lespeetfully submitted.

11, M. PARKER,
Investigating Enginecr.

Approved :

L. II. PARKER,
Chicf Engincer,
92919—25—p1 §—~-12
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Exumir A .
SECTION 0F TNORGANIC NONMETALS,
. , Washington, D, C., June 1, 1921,
PEMNN Saxp & (GRavEL (o,
207 Nouth Ninth Street, Philadctpiia, Pa.
Sand and gravel,

1. Form F recelved May 24, 1821, Paxpayer elalms gravel land purchased
1013, 1914, 1917 and 1018 for &5:4954.836 cash, gereage Is not given, amonnt of
land exheuxted by removal of sand and gravel not stated and restdunl value of
Iand after removal of sand nnd gravel not submitted,

2, Taxpayer states lands were purchased sis farm Innds mul seeks to estab-
llnh discovery value of $173,261.26 for sand and gravel in deposit,  For deple-
tion he cluhins T cents per ton an arbitrary rate and computes depletion at this
rate. Cost of land subregquent to 1913 governs and a discovery valde can not

be recogunized, Valustion given on Form 1M ax cash paid for land does not-”

agree with statoments on returns,  Valuation shown fn balance sheot attached
to 191% returns shows assets as of December 31, 1017, “ gravel mines,”
F3,805.11.  Valuation of gravel mines in depletion schedule of 1917 returns
shows ** cost acquired subsequent to March 1, 1913, $47,745.30,

3. 1t I8 recogndzed by this section depletion may enter into this case but {t
i impossible to determine the correct nmount frow evidence subiitted by tax-
payer, and it ix not advizable to approve any valantion until taxpayer sub-
mits necessary information to check np the amounts on the incowme tay re-
turns of the various parties frow whom purchuased with the respective amounts
in various years mentioned ; this has not been done.

4. All claims for valuation and depletion are disnllowed for reaxons stoted
above,

ACTION TARKEN

Valuation claimed: for mineral, $173,261.2¢.
Valuation allowed ; cost of land not to be depleted.
Approved June 2, 1921, by Head of patural resources subdivision,

Depletion claimed on Form F:

A e e e et et e e e $623. 00
I o e e e e e e 1 b2t e o 25 2 1 2 1, 250, 00
IR T e e e e e e et e o e e e 20 o e e e e e o o 4, 725,20
11 ] 1 S U UP O UUPNRURO R £1 A% 1104 (K
I e et e v e o o £ e e e w11, 250. 60
20 e e et e e et o e e o o o e 1 B 13, HoT. 20

TPOTEY o e et e et e 1 e e e ot e e e e 49, 203. 16

Depletion allowed : None.
C. C. Grigos,
¢ Valuation Engincer.
Approved :
Onrn R, HHAMILTON,
Chief, Metals Valuation Scetion.

sxmmt B
May 24, 1622,
PENN SAND & Gravir Co,,
207 South Ninth Sireet, Philadelphia, Pa.

Sk Reference 1s made to your income-tax returns for the years 1915 to
1920, inclusive, and to the question of the fair market value, the rccoverable
rederves and depletion rate per ton of sand 2nd gravel,

In this connection, you ure advised that as a resuit of an examination of the
data submitted by you on Form F received December 17, 1021, the foliowing
valuation and depletion rate have been determined.

Falr market value at acquisTION . oo e e 854, 054, 46
Roecoverable reserves, LONS o o e e i 2, 040, 000
Depletion rate per toNa oo e i $0. 0136




et w o

Totev T
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Thix value und depletlon rate will goverr during the life of your property, =
subject to capltal additions, deductions, or corrections (should error be ddis-
covered), which would require modification of these fignres,  The nbove
results will be reflected fn the atdit of your case, which will begin 20 days
from date of this letter.

Respectfully,
E. H. Barsoy,
Deputy Commissioner,
By A, H. Fay,
Head of Division.

b v

Exumir €

SECTION OF INORGANIC NONMETALS,
June 16, 1022,

[ Penp Sund & Gravel Co., 207 KRouth Ninth Street, Philudelphin, Pa,,
Incovporated September O, 1944]

Case reviewed by . C. Griges, valuntion engineer, who disallowed depletion
at that time.

Form F received December 17, 1921 Taxpayer states 156 aceves of furm
lnnd valunble as sand and gravel land purchased in 1013, 1914 1917 and 1918
for &54,904.30 caxh.  An attempt is made to set up a greatly appreciated value
yor the land claiming additional valued due to discovery but ihis ix not
wliowed.

ACTION TAKEN

Valuation at acauisition in 1913 to 1918, inchusive,
iadmed : $220,0500 mineral land,
Howed : $54,954.36 as mineral land subject to depletion.

DEPLETION

Taspayer estimates 2.040,000 tons of recoverable sand and gravel which
with a1 cost of $534,040.36 gives a mnit vaive of $0.018G, which is approved as
the sustained and allowed depletion rate per ton of sand and gravel,

l)(*pl«;tlnl‘!
Deple sustuine
lzltpih \E::n and wllowed
I e 0t
per ton

Yeurs Tons

200, 006 l $625, 00 $3, 720,00
U 1, 250,00
204,175 G, 725,20
211,084 | 15, R16.30
156, 000 | 11, 250. 00
I, 086 | 13 607,20
v ettt

G, B85 | A9, 20095

- 17,000, 43
N e e e mee e e “eeeel V153,383 | 11,003.73 2,852, 60

"Tonnage estimated,

Approved : hief nonmetals valuation section.

- W. W. HaANSON,

Assistant Valuation Engincer,

Exmmir D

In re Penn Sand & Gravel Co, Philadelphia, Pa,

To the CoMMISS8IONFR OF INTERNAL REVENUE!

Ixceptions to and appeal from decision of Income Tax Unit in letter of
December 5, 1022, regarding additional tax Hability or deficiency of $10,613.15
against the 'enn Sand & Gravel Co. for years 1017-1920, inclusive,

James A, Mundy, being duly sworn according to law, deposes and says that
he i the president of the Penn Sand & Gravel Co, and as =uch is instructed to
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file exception to, and an appeal from. the findings and deciston of the Internal
Revenue Bureau in its letter to the company dated December 5, 1922, and to
show cause or reasons why the additonal tax or deficiency of £10.613.1H for
the years of 1917 to.1020, Inclusive, therein stuted (o be due from said company,
shonld pot be pald ; that the exeeptions and appeal arve not filed for the purpose
of delny but to acguaint the burcau with the true facts in the case; that the
Penn Sand & Gravel Co, exeepts speeifically to the determination made by the
bureau of the value of its property for purposes of depletion; to the bureau's
allowances for depletion during the rears 1917 to 1920, inclusive, as contained
in the stutement attached to said letter of December 3, 1922: to the findings
as to the amounts of surplus during the different yesrs; as to the atlowanees
for deprecintion; as to the deduction for so-culled inadmissibles; and ns to the
additional tax assessed for the different years involved,

Déponent furtier stated that he wus one of the orlginal incorporators of the
Penn Sand & Gravel Co, and has been its president ever sinee Incorporated ;
has personal knowledge of all trausactions preceding the incorporation of the
compiny, us well as of all subsequent transsctions relating 1o the company's
affuirs which have any bearing upon its income and profits tox linbility, and
that the following i{s a correct exposttion of the facts:

The company’s depletuble property conslsts of several tracets of Innd, acquired
at o total cost of $54,004.38, as follows:

Letand farm, acquired in August, 1913.

Laune & Blackford, or Starkey fari, acyuired in August, 1013.

Jesse Smith farm, acquired in May, 1916,

Ruaub farm, acquired in November, 1917,

Muther farm, acauired in March, 1918,

Prior to the incorporation of the Penn Sand & 4Gravel Co. deponent owned
aud controlled the American Paving & Construction Co, and was engaged in
the contracting business,  In carrying on the business of that company he had
oecnsion freguently to pass by the first two properties—the Leland farie and
the Lane & Blackford, or Starkey farm--located adjnceent to the New York
division ot the Pennsyleanin Railrond.  He noticed  eonsiderable building
activity in the vicinity and, upon investgaton, found that Lane & Bluckford
had been engaged in developing the territory by dividing these farm propertios
into building lots, construeting bupgalows theveon, and selling same, and that
their efforts were meeting with considerable success,

The suceess of theiv operations cavised him to interest three other parties,
namely, Jolin Seely and Walter Barnum, of New York City, and Frank A,
Furst, of Dultimore, Md., to become associnted with him in the purehase and
development of property in the neighhorbood,

e ihercupon becan negotinting for the purchase of property and in July,
IO1R, secured an option of purchase.on the property known as the Leland famn,
containime abont 78 acres, at a price of 10000 for the sum of 330, which was
paid on Aungust 1, 1913, by clhieek of his company, the Awerienn PPaving & Cone
struction o,

That on Auwgn-t 21, 1913 he obtained an option of purchase or the Lane &
Blagckford, or Stavkey fuarm, containing approximately 150 aeres, at o vate of
L3125 per aere giving as conslderation therefor o check of the Ameriean 'av-
ing & Construction Co, for Ston,

Lane & Blacktord hiad bat recently purchased this fava, laid it out in lots
and started the construction of a bungalow on one of the lots,

That, atter the option wis secured, depenent went upon the land, which was
covered with weeds waist high, for the purpose of observing Low the lots had
heen Lnid out and the developuient then in progress.  In examining the work

done on the bungalow, which the parties in question had started construet-.

ing, he poticed that they had dugz a well in the vieindty to furnish a4 water
supply for the bungalow, and that the exeavated material scaiiered about the
well contained o large quantity of sand and gravel or pebbles such as used
in building operatlons,

Deponent therenpon concelved the fdea that if the land contained sand and
gravel in relative guantity and grade to that shown by the excavation from
the well it would render him and his associates o greater return on their
investment to mine and sell the material than would the real estate opera-
tions, as at that time there was no sand and gravel operation anywhere in
that vicinity, Upon his suggestion that the land would probably be found to
contain sand and gravel deposits of sufficient value to justify such a develop-
ment, he and his associates agreed to form a corporption for the purpose of

-
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exploring the property sind mining and selling the materinl should it be found
upon  investigation 1o contain  deposits sufficiently valuable to  Justify the
same.  They thereupon incorporated, under the laws of the State of Delaware,
as the Penn Sand & Gravel Co,, the chirter being Issued on the 9th day of
Neptember, 1013,

The fivst meeting of the board of directors of the IFenn Sand & Gravel Co.
was held on the 28th day of October, 1913, at which meeting was presented
stock subscription agreement containing subseriptions to stock to the company
at par (£10) for cash, as follows:

Shares
Walter BArNUN - . e e e e 1, 407
American Paving & Construction Cooo. oo e 1,406
Seely Engincerdng Co. ..o et e e e e e s % o 22 0 o e e 0 97
Frank A, FUDSE oo e st o o e o s - 800

which, with the 10 shures originally fssued to secuve incorporation, consti-
tuted all of the stock issued.

Other resolutions relating to the business of the company were adopted,
among which was one authorizing the proper officers of the company to pur-
chase the properties upon which the options had been obtalned, and ansther
ay follows ;

* Upon motlon, duly seconded, it was further

“Resolved, That the proper officers be, and they hereby are, instructed to
make a thorough Investigation of the properties, before Incurring any further
linbility as to the class and quantity of enaterfal existing in the different prop-
ertles, either by open pit work, drilling, or any other mianner which in their
judgment should be done, If it is necessary to consult experts in this line of
business. This s offered with a view of not golng too far into it until the
amount of material in the deposits 1x uscertained, before making any larger
invesiments than are now made. The properties are farm properties and
investigation or diccovery has not been thoroughly made at the present time.”

Irnomeadiately after that meeting of the board, the properties were purchased
in aceordance with the terms of the option and an investigation started to
determine the class and quantity of material existing thereln. The investign-
tion was continued during that fal) and in the early spring eof 1914, The
investigation disclosed sand and gravel in sufficient quantity, in the opinion
of the board of directors, to justify the purchase of machinery suitable for
a commnercial development, and the board at a mecting held April 16, 1014,
pirsed a resolution authorlzing the president of the company to take such
actio,  Comgnervigl production did not commence uniit 1915, The company,
therefore, claims that it is entitled to a discovery valuation on its properiy
for purposes of depletion.

The property has been explored sufficiently to determine by a2 very close
approximation (he quantity of sand and gravel coutained thevein,  Sixty
acres of the Leland farm has been mined to water level, producing a total of
060,000 tons, aud there is remaiuing in «aid farm below the water level enough
materini to produce 9,000 more tons per acre, or a total of 540,000 tons, Fhere
is also in the Leland farm 10 acrex of marsh land which the company has
as yet boen unable to drill and explore, but which it is estimated will produce
23,000 tons por acre or 250,000 tonx, meking a grand total of 1,750,000 tons on
that farm.

A portion of the Lelund & Dlackford, or Starkey, foem (80,7 acres) was taken
by the United States Government under condenmmnation proceedings, leaving
the company 643 acres, which has in it an average of 35,000 tons per acre,
or 2:240,000 tons of material.

The company «onsiders that its property has a valuation of 7% cent: per tow,

As an fHustration of the fact that the valiue of these properties hasx become
entively disproportionate to the purchase price as a result of the discovery of
the sand and gravel, attention is invited to the awnrd made in connection with
the condemmnation proceedings instituted by the United States Government.
In 1920 & jury of viewers, appointed by the Distriet Court for the Eastern
Distriet of Pennsyivania, fn which the proceeding: were instituted, awarded
the company K285.231 for the 83,7 acres of the Leland & Blackford, or Starkey,
farm. This sum was later reduced by compremise to $145,000, or approximarely
$1.700 per acre.

1t will be observed from the minutes of the meeting of the board of dicectors
Beld October 28, 1013, that at that time it was unknown whether the properties
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would contain sand and grave! in sufliclont quantity to justify commercial
development and, therefore, the land could not possibly be vegarded as having
been purchused fi:t a proven tracet,

Deponent states that in presenting this dain no ceateulation has bwen mude
of the quantity of waterind contained in the other properties which weve ae
quired in 1916, 1917, and 1918, respectively, as the results of explorstions
mude on them is aleeady avaldlnble to the burenw and as the action of the
bureau as set forth in the Jetter 1s based upon the ground that the company
is not entitled to g discovery vohumtion of fis property.

The depreciation dedueted by the company s based upon expevienee which
Las indicated that =ix years is the probable usefnl Hiv of plant used in exea-
vating atd preparing sand and gravel for mavket and that the rate of depre-
clation allowed by the burenu is incorrect,

Deponent therefore betioves and avers that under the revenae Jaws and rega-
lations the Penn Sand & Gravel Co, is entitled te a revaluntion of its property
based on a discovery of sand and gravel nm(lq- subsequent to purchase of same
which has resalted in the fair market valac of the property coming dispropor-
tionate to the vost.

JaMmes A, Munoy,

Sworn te and subscribed before me this ith day of January, 1023,
oW, Beiess,

Notary Pubiic.
My commission expires 21st day of Febhruary, 198,

S
fixmpir K

TAXPAYER'S CONFERENCE,
NATURAL RESOURCES DIVES ON, NONMETALS NuCTION
Januury 9, 4923,
Taxpayer: PPean Sand & Gravel (o,
Adidress: 207 South Ninth Street, Philadelphia, Pa.
Company represented hy: James A, Mundy, president; W. 8 Hammers,
attorney.

The case came up for conference to conxider “ Exceptions to and appeal from
decixion of Income ''ax Unit in letter of December §, 1922, regarding additional
tax lHability or deficieney of $10,013.15 against the Penn Sand & Gravel Co,
for yeurs 1917-1920, inclusive.”

The exceptions taken by the compuny were to the bureaw's allowauces for

depletion during the years 1917 to 1920, Inclusive: to the findings ax to the
aiounts of surpius during the différent cears: to the allowance for deprecia-
tion : to 1he deduetion for so-ealled inadamis<ibles; und {o the additionald tax
aesesved for the difforent yvesrs invoived

Little or no contention was mude in support of these eseeptions offiey than
the gquestion of depletion. 1t may be stated that depreciation swas veduced
sonew e fn adnif, the amouant ailowdd belne the waal 10 per cont riete wpon
plant and equipment. 1t appears that 5 per cent only had been takeu in earlier
operations and the company had inercased the rate exvessibly to make up for
failure to take proper amount in the past.

Form ¥ (revised) received in this office May 24, 1021, set up information
as toilows:

Date acquired, 1013, 1914, 1917, 18 amount pnid in cash, 8540543068 10
whom paid, Jos, Leland, Lane & Blickrod, J. Smith, J Raub, and . Mather.

“Phese propertics were purchiased as farm pw]wniv» and have nor been
fully exploved,

SEXHIBIT A OF E

“ Popletion Is claimed on fair value of the properties based upon after dis
covery of natural deposits of <and and gravel * > * Alter due copsidera-
tion wo eonsidered 715 per cent a fair value for depletion.”

The content of pravperty was stated, “anknown”; value of unit in place,
“unknown.”

Under date of December 17, 1921, another copy of Formn F (revised) was
received in this office which set out additional information as follows:

Number of acres, 156 acres; value per aere, 96 acres at $1,875, 60 acres ut
£675, $220,600. ’

A
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Remurks: Ninety-six acrves consist of 82 peres of Raub and 14 acres of Smith
property Is flpured will yleld 25,000 tons per acre and 60 acres of Leland prop-
erty below water level will ylold 9,000 tons per acre ns per Kxhibit A,

The content is stuted at 2940000 jons: valae per unit fu place, T cents pes
ton for pebbles and sand.

The table of production and depletion deducted {s then stated,

Pnder date of Jane 16, 1922 a valuntion was made in which the eash eost
of S5400486 was allowed for invested capital purposes and based upon the
content off 2,040,000 tous and the cost the depletion rate was computed at
$0.0188 per ton.

[0 the brief submitted by the company claim I8 made for discovery value
upon which to baze depletion. A digest of the basis of the clalm follows:

The company’s depletable property  consists of  several tracts of L,
acquired at a total enst of $HE00436, as follows: Leland favin, acquired in
Augzust, W03 Lane and Blacktord, or Starkey, fuarm acquired in August, 1913
Joesse Npdth furm, acquired in May, 1915 Raub farn, gequired in November,
1917 Mather farm, acquired in Mareh, 1918,

Prior to the Incorporgtion of the Penn Sand & Gravel Co. Mr. Mundy, who
wis engaged in the contracting business, frequently passed by the first two
properties—the Leland farm and the Lane and Blackford, or Sturkey farm., Ile
observed bullding activity and found that Lane and Blackford were dividing
those properties into building lots, construeting bungalows thereon, and selling
same.  The suceess of their operations caused him to intexest three other
partics to become assoclated with him in the purchase and development of
property in the neighborhood. He began negotiating for purchase of property
and in July, 1913, seeured an option of purchase on Leladd farm, containing
abour T8 aeres, at S10000, the =um of 830 being patd on August §, 1913,

On Akt 21, 160, an o option of purehe e was obtuined on the Lane and
Blackford, or Starkey farm, containing approximately 1050 acres at a rate of
$125 por aere, a check for K100 being given as consideration,

After the option was secured Mr. Munay went upon the lund for the purpose
of obxerving how the lots had been laid out. He noticed that a well had been
dug and that the exeavated materinl seattered about contained a large quantity
of sand and gravel or pebbles siuch as used in building operations,

Mr. Mundy conceived the idea if the land contained sand and gravel in rela-
tive gquantity and grade to that shown by the exeavation from the well it
would render him and his asseeiates a2 greater return on their investment to
mine and xell the materind than would the real estate operations. Upon his
suggestion that the land would probably be found to contain sand and gravel
depoxits of sufficient value to justify such a development, he and his associates
agreed to form a corporation for the purpose of exploring the property and
mining and selling the material,

They incorporated the Penn Sand & Gravel Co, eharter issued September 9,
1913, At the first  bonrd of directors meeting October 29, TS, stock suabe
seviptions were made #t par for cash, A resolution was adopted to investi-
gate the properties, before incarriug forther Habillty, either by open pit,
drilting, or any other manuoer, ot

immedintely arter that meeting of the board. the properties were pur-
chased in aecordanee with the torms of the option and an investigation started
to detormine the class and goantity of n terial exiating thereon,

The company makes the elnim that the option in itxelf constitatex g pur-
chase: that the discovery of the sand and gravel at the well was subsequent
to the option and that as the option was taken for real estate purposes the
finding of the <and and gravel constitutes a discovery.

The vepresentat’ves of the Govermment held that no puarebase was made
until after the Penn Sand & Gravel Co, was formed, cash paid in for stock
and the property thereafter aequired for eash, at which t'me the presence of
siand and gravel was known,  That the company that was formed to acquire
the property was numed the Penn Nanid & Gravel Co. is significant of the
fact that =and and gravel was huown (o exist and that the incorporation
expected to operate the property ior that purpose  Otherwise, f it had been
intended to operite it ax a real estate business @ motre appropriate pame
would have heen used,

At this point the representative of the eompany raised the point that the
fact that it may have been Known that there was sand and gravel in the
property at the thme the Penn Sand & Gravel Co. made pyyment for same
wnder the terii: of the option, it became a sand and gravel property only
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after exploration and develepment und then only after it was demonstrated
that sund and gravel in quality wnd quantity sufffelent to make it a valuable
operation was proven,

The Government vepresentatives beld that it was o saud and gravel prospect
and that whatever work wis <done in demonsteation constituted developinent
mitd the cost was o propeyr capital chiavge,

At thix point Mre, Mundy stated that he, one of the individuads that formed
the company, discovered sand and gravel after he took au option for another
purcpese, viz, real estate operstions, that he and his assocutes were the com-
pany and he did not Know that it was nsin for them as individuals to proteet
themselves by forming u corporation. .

Without admitting that u discovery was made by the Individuals that
formed the compuany taxpayer was advised that any rights as such were
waived when the company was formed and the property thereaftetr nequired
for cash,

Claim for discovery value was denled. Taxpayer stated that an appeal

would be taken. .
Interviewed by :
W. W, Hansoxn,
Valuation Engineer,
. A. BARNES,
Auditor, Audit F.
J. . Bricus,
Asgistant Chief of Scetion,
Approved :
C'HIEF, NONMF L8 SECTION,
SHIFF, AUDIT ) SECTION,

Exnmimn F
RECOMMENDATION NO. 3026 —('OMMITTEE ON AVPPEALS AND REVIiEW

In re appenl of Peun Sand & Geavel Co., 207 South Ninth Street, Philadelphia,
I'n. Years 1917-1920.
207 South Ninth Street, Philadelphia, Pa.  Yenes 1917-1920.

May 18, 1923,

My, COMMISSIONER
(¥For Deputy Commissioner, head Income Tax Unit).

The eommittee has considered the appeal of the above-mentioned taxpayer
tram the aetion of the Ineome Tax Unit in refusing a valution for depletion
purposes based on g diseovery, resulting in n proposed issessment of additional
taxes gmonntingg to S10.6G:3.15 for the vears 1917 te 1920, inclusive,

Oral hearioge was held on May 10, 190223,

Fhe committee finds chat Janes A Mundy, with three business associndes,
took an oral opticn on twe pleces of land in Buceks County, Pa,, for a period
of 30 diys, puying ¥60 on July 25, 1913, by a cheek sipned by Jdames A, Mundy,
president of the Amorvican Paving & Construction Coo Tt was the puepose of
Mr. Mundy jnd hix as<ociates to pareliase the Iand as o veal estate speeulation,
bt ~oon after the option had been obtnired he visited the innd to see how the
lots bhad been laid out, and to examine 1 building then in process of con-
straction. e found that o well had been dug for water snpply and that the
material exeavated from the well contained a lavge pereentage of pebbles or
pravel such ax i< used in ilding operations,  Tis experience as g contractor
led hiim to believe that thie property conld probably be developed for the pro-
duction of gravel wore profitably than as o real estate veniare,

After discussing the matter with his associades, they incorporated the Penn
sind & Gravel Co,, secuving o chavter on September 90 1913 with an authorized
eapital stock of RT00,000-- xhares having the par value of 810 cach, At the
first meeting of the hoard of directors shares of stack to the gmount of 40000
par value were subseribed to be paid for in ecash, and the purehise of the
preperty upon which the option hind been obtained was gauthorized.  Photostatic
copies of deeds have been submitted whereln it shows that the title was teatis-
ferred to the appeliunt corporation.  "F'he honrd of directors also authoyized
a thorough investication of the properties by deilting and in other ways to

-
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ascertain the mnount of materind In the deposits. The total cost of the
depletable propecty and developmnent wis 85496830,

The gquestion hetore the commitfee i whether or not g discovery valne shoald
be gliowed to establish o valuntion for depletion deductions,

It is contended on the part of the appellant that under article 219¢0 of
Regulations 62, dixeovery means the dicclosing by drilling ov exploration of
wominersl deposit not previously knowa to exist and “in quantity and grade
suftictent to justify commerefal exploitation ™ that discovery *did not take
place uniil after the corporntion had been organized and the tests authorized
at the mecting of October 29, 1913, hed been completed,”

Article 200(d) of Regulations 62 provides In part that no discovery can be
allowed * ax of a date subsequent to that when, in fact, diseovery was evident,
when delay by the taxpayver in omaking ¢'aim therefor has resulted or will
result in exeessive allowances for depletion,”

Article 219() of Regulntions 62 reads as follows:

In the case of a mine, 4 ' proven tract or lease’ includes, but is not neces-
sarily limited to, the mineral deposiis known to exist in any known mine
at the date as of which suel mine was valued for purposes of depletion, and all
extensions thereof, including * probable” and ‘ prospectiye’ ores considered as
a factor in the determination of the value or cost,”

The committee Is not convinced that the corporation ix entitled to a dis.
covery sinee a deposit of gravel was known to exist before the formation of
the covporation, as Is shown in the statements tiled by the sppellant, and as
is further indicated in the name chosen for the corporation.

A simflar case has been consldered by the committee and ix covered by
AR, 1781, wherein no value on account of discovery was recommended.

The committee, therefore, {8 of the opluion that no discovery value should
he allowed to the appellant corporation for pmrposes of depletion and aecord-
ingly recommends that the action of the unle be <ustained and the appeal
denled,

KiNeMAN HREWSTER,
Chairman Committee on Appeals and Revierr,

Approved :

D. H. Brag,
Commissioner of Lanternal Revenue,

Extmir G

Avaust 30, 1923,
To the CovansaroNer oF Txresryan Revisor,
In re Penn Samd & Geavel o, 207 South Ninth Street. Philadelphia, Pa,
Reterence: T NK - 2- PAD-SAR,

We respectiully request g reconsidevation of the decision of the committee
on appeals nnd review, s expressad in its letter of Juane 210 1925, of the
Income Tax Unit denying the company g valuation for depletion purposes based
on discovery.,

The vequest for recopsideration is hased gpon two gronnds, cither of which,
it fully constdered. will eptitle the company to a reversal of the conclusions
stated in th commiitee’s lerter, viz:

First. The facts in the case present o legal question that should have been

passod upon by the Solicitor of Internal Revenue, namely, what, vader the act
el pegulations, constitutes dixcovery of a mine,
v Necomd, The conclugion veachod by the committee admits diseovery but
desies the corporation the incregsed valuation of its property for depletion
purposes conirary ot the conclustons reached in a previons deeision A R R,
TI2:00 1) 1 =30 and nosubsequent deci<ion published in butletin of June 25,
020, page B0 1112 940, 10, 1701,

Brietly sticed, the faets gare as follows: Jameso A0 Munda, winh threee busi-
Ness dassocintes, (ook e option of purehase on g piece of property known ais
the Lelnud ferm, in Bucks Connty, 0, This option of jarchase was obtained
July 23 1918, for the <t of 830, On Augu<t 21, 1905 for the i of S100
Ak option of purchase was obtined on another traet of Iond known as the
Lane and Blackford farm.  On Angust 250 1015 the option of pnyeliase on the
firsl tract of fnd was exercesod and g tirst payvient made o the propesty of
ML CThe propertios were heing nequived purely as o veal estate speenlation,
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the purpese belng to continue n huiliing opeeatlon then ln progress by Lane
and Blacktford,  After the option was obtained on the Lane and Blackford
(Ntavkey ) farng, the property was visited by Mr. Mundy to aseertain how the
Jors had been Inid out. During the visit he notleed that the materinl whiels
had been exeavated from a well dug fo <upply water to the oceupants of a
brangalow wnder construction contidued a darge pereentage of pebbles or gravel
surh as wsed in building operattons, Hooecuvred to him that the property
might be undertadd with a quantity of the materinl and, beennse of {is vielnity
to the railroad, concelved the ddea that it the land proved upon investigation
to contuin the-e pebbles v satlicied gquantity, i would render a greater retirn
to him ond his associates to nane and sell the materiad than to continte with
the proposed real estate operntions,  He took the matter ap with his assecintes
ane they agreed to incorporate a company with a view to exploring the prop-
erty and engaging in the mining husiness in case, upon exunination, the pebbles
wore found to exist in guantinty and grade sutlicient to justily commercial
exploitation, ’

A company wits vhereapon formed, to b known as the Penn Sand & Gravel
Co, and o charter secured September 9, 19230 'The company wis 1o have
authorized eapital stog'k of ST00,0068, divided into 10000 shares of $10 each,
Of the nuthorvized eapital stoek 000 shares were issued for cash to the four
partners, namely, James A, Mundy, 1,000 shares; Waltter Barnum, 1500 shares:
John Seely, S0 <hares: Frang Puest, S0 shares, . With the money  receivet
for the stoek the puyvments were mnde on the properties on which the options
hiad been taken, and deeds were made out transterving the title to the corpo-
ration,

T'he first meeting of the hoavd of diveators of the corporation was held
Oetober 29, 1913, at which meeting the following resofution, among others, was
wdopted,

* Upon motion, duly seconded, it was further RESOLVED that the proper otli-
cers beo and they hereby are, instructed to make i thorough investigation of the
properties, as to the eluss and quantity of material existing in the ditferent
properties, elither by open pit work, drilling, or any other manner which in
their judgment should he done: if it i necessary, to consult experts in this
business,  This ix offered with o view of not going too far fnte it until the
smount of materind in the deposits is pscertained, before muaking any Inrger
investments than arve now made,  The properties are farm properties and
investigation or discovery has not heen thovouehly made at the present time,”

The nvestigations which were made durving the fall of 195 md early
spring of 1911 proved that the material existed iy quantity and grade sutlicient
to justity commereinl exploitation, and during 1914 machinery was purehased
aned installed and commereind prodaction started in 14915,

On the question of discovery there were filed with the comnittee on May 10,
1000, vour aflidavits, chree of which were by reputable husness men who bl
fivedl for over 20 vears in the community where the properties nre foeited,
fe=tifving to the et that o deposit of pebbles or geavel hind never been known
fo o exist in that loenley antil the discovery thereaof by Me. Mundy nnd his
seamoeintes, These atlidavits follow

SIATE oF PENNSYLVANEY,
County of Bucks, ax:

Personally appered before me, o Justico of the peace in ol for the Rtate
and county aforesuid, Barney Mazuire, who, heing duly sworn gecording 1o aw,
deperes and says: Phat he has Divesd in Pals Pownship, Bucks County, Pa,,
tor over D0 vears, I familing with the site and focation of the Penn Sind &
Gravel Co's gravel and sand deposits, and thnt to hisg knowledgee there was
never Known any pebbles or gravel to oxist in this tercitory antil same was
dixcovered Ly James A Mundy and his pesociates,

There were several side hill sand banks, but none produacing pebhles, The said
Jumes A Muandy and his associates heing the discoverers of same,

Barxuy Macrie,
INeser Mivsirn,
Justice of Peaee,
MY commission espires first Monday, dannary, 1926,

T s S -

I e Gnm Y




INVESTIGATION OF BUREAU OF INTERNAL REVENUER 1417

HEATE OF PENNSYLVANLY,
Cottndy of Bucks, ss;

Personnlly appearced before w0 justice of the peace fn and for the Ntate
anil cotdy ntoresudd, Blmer B Jehnson, who states for the past 205 yveurs he
hax been o storekeeper at Tuliviown Borough, Bucks County, Pa., who belng
daly sworn gecerding (o buw, deposes anel says: That he s famdlinge with the
roads and conditions In this territory and to his knowledge there was pever
known to exist & sanad and gravel produeing plant antil geavel and pebbles were
discovered by Juames A, Mundy and his assoclates, There were Known to he
sand deposits but no pebbles or gravel,  The same s stated herein was dis-
covered entirely by Jumes A, Muody and his assoclates, and were first to erveet
o osand and gravel produelng plant in this county.

HWenmer Jonssos,

: BLMeER MinsteR,
Justice of Peace,
My commission expires first Mouday, January, 1020,

STATE OF PENNBYLVANIA,
County of Bucks, 8s:

Personally appeared before me, a justice of the peace in and for the State and
county aforesnid, A, Brock Shoemaker, who states that he has been in the
building and supply business, inchuding lumber and feeg, for the past 25 years,
located at Tullytown RBorough, Bucks County, Ia., who being duly sworn
according to lnw deposes and says: That he is entively familinr with Falls
Township, Bucks County, ., wherein the plant of the Pern Sand & Gravel Co,
g located, and to his knowledge there was never known pebbles or gravel to
exist in any commercinl quantitics until same was discovered and developed
by James A, Mundy and hix associntes. It being an entirely new enterprise in
this territory.

A. Broex SHOEMARER,

Erser MENSTER,
Justice of Peace,
My commission expires first Mondny, January, 1926,

These aflidavits e by disinterested  parties, repitable citizens whe have
lived in the viecinity of the properties for wore than 20 yenrs and thoroughly
fumiline with conditions ext<ting in 1913 and prior years, ‘They ave furnished in
addition to the affidavit of Mr. Mundy and ene by Mvr, Walter Barnu, both of
whieh are on file with the huremt. When vend in connection with the resolu-
tion passedd by the board of diveetors of the Penn Sand & Gravel Cooatoits
weeting of Oetober 20, 1013 and quoted ahove, prove conclusively that o dis
vovery of pebbles o gravel oceured,

The faets presented, therefore, show conclusively that diseovery took place,
This is not dended by the committee, but i< conceded as it is stated in the
letter of June 21 that @ is et convineed ot the corporation i< entithad
to n discovery sinee 1 deposie of gravel wik known to exist hefore the for-
neition of the corporation. as is xhown by the statements filed by the ap-
pelint”  Ax the statements filed by the appeblants all show fhat gravel was
not known to exist until fivst observed by Mr, Mumdy, the diseovery is con-
coded but the decision turns on the question of whether the right to its vatun-
tion for depletion purposes helongs to the corporation or fo the partners, thus
raising o legal question, nanely, what constitutes g discovery of o mite,

The question of what constitutes @ discovery of o mine ix obviously a fesad
question to he passed upon by the Solicitor of Internal Revenue,

Article 219 () of Regnlaiions 42 provides that for the purposes of the aet a
mine may be snid to be diseovered when -

SOy There is found a wiural deposit of mineral ¥ Y which v % ®
eviste in quantity and grade suflicient fo Justify commercinl expleitation,

Y2y There is diselosed by drilling or exploration, conducted above or helow
ground, a mineral deposit not previously knoewn fo exist and se hmprobable that
it hod not been and could not have  heen ineluded in any previous vatuation
for the purpose of depletion, and whieh % % % exists in quantity and grade
sufliclent to justifs commercial exploftation.”



e

1418 INVESTIGATION OF BUREAU OF INTERNAL REVENUE

In avtiele 220 11 s stated that = guantities sutlicient to justify commercial
exploitation " ave deemed to exist when the quantity und quality of the material
recovered are such as to " attord a reasonable expectation ot at least veturning
the capital invested ™ through the sale of the material,

Insmuch as ar the e the appellant eorporation wis charterved its board
of directors did not have sutlicient information upon which o reach o conelue
sion that the properties contained gravel in quantity and geade sugliclenr to
Cuffond o oreasonnble espectation of at least renurning the capltal invested,”
and therefore adopted o resolution at its et mecdng held on Octoher 22, 1913,
directing the oflicers * to make o thorough investigation of the properties, as
to the eluss and guantity of materinl existing ™ therein, the positton wis taken
in the papers previously presented to the bhurcan, and in the oral srguments
presented that under the regulutions the actual discovery took place when the
investigitions had progressed sutliciently to afford a reasonable expectation
that the maierial eaisted in quantity and grade suflicient te return the capital
invested if mining operations were carried on,

Since the regulations suy that discovery' dees not tike place until it becomes
known that the material exists in quantity and grade sutlicvient to justify com-
mercinl exploitation, and the courts have so held, the United States Supreme
Court as well as the State courts, u2 evidenced by the numerous decisions cited
in a brief which was flled with the committee on May 17, 1023, and the facts
as presented show clearly that the material was not found to exist in such
gquantity and grade until after the corporation was formed and the investiga-
tions ordered October 29, 1913, had been completed, the conapany felt, and
still is of the view, that umh r a fair immpromtlun of the act and regulations
it Is entitled to o discovery value.

Inasmuch ax the committee hay nppnrvun:y' taken the view, in reaching its
conclusion, that there was suflicient evidence available upon whicl to base
conclusion that the material existed in quantity and grade =uflicient to justify
commercinl exploitation when Mr. Mundy first observed the excavation made
for the well, ot radses a guestion upon which the appellant was not afforded
an epportunity to be heard viz, did the partuers loxe their right te o valuation
hased upon discovery by subseguent]y incorporating?

The question is the busis for the sccond ground upon which this request tor
reconsideration s presented. Te A0 R R 712 (-1 €L B 183) the sole poiut
at dssue was stated to be *whether the incorporiation of the partnership with
stock distribataed to the partners as stoekholders in the <ame proportion as
their share interest in the partsership prechudes o cliim for depletion on the
certain oil properdies, the value of which wis discovered by the partners.,”  In
that particulay instance the cotnuittee held that the rights which vested in the
partnership also vested in the corporntion and allowed the corporation a deple-
tion deduction en the bhasis of known vadue of the properties at the date ae-
quired by the corporation, reversing the action of the Tocome Tax Uuit in
di=allowing depletion based on valnes discovered prior to the incorporation of
the compiny.

We ean observe 1o essentinl diffore nee boetween that ense and the one of the
Deonn Sand & Granel Co

Sinee the veecipt ol the lettor of June 21, 1928, denying the appeilant com-
pany an inereised valuwation for the purposes of depietion based on diseovery,
Interngd Revenue Balletin Noo 72 has been puhh Tied vontainiue ansother yul
ine of the ~ame purport as A0 R. R 712 and citing the previous ruling,

Under the «ireumstances hevein vecited, Bois the view of the Penn Sand &
Gravel Co. that it is entitled to o review of the ruling of June 21,0 7023, in-
volving as it does in its proscnt shape the two lezal guestions hereinbefore
nmehtioned.

We respectfully request thetetore that the case be farther considoved in the
light of these facts,

Re~pectfully submitted.

Woar, s v s,
Mlturueg for e Pown Nand G Grarel o,
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Sy e H
RECoy MENDAVEION No, G303, —CoMaier oy APPEALS aap Riview

Iy ves Appead of Penn Sand & Gravel Cog 207 Nonth Ninth sSreeet, Philla-
delphin, Pa. Yenrs 1917 to 1920, incasive.
Jasvany L 192,
A, COMAMIRSIONER
CFor Deputy Commissioner, Head Income Fax Unit)

The commitee has recon<icered s recommoendation (A LR 3526) in the
appeal of e shove-nanmed taxpaver from the aetion of the Income Tax Unit
in denying o discovery valuation for depletion purposes,

The committee finds from the preponderanee of evidenee submitted, both
oral and written that gravel was not determined to exist in commereint quantl-
ties in e land in question until after {he formation of the uppellant corporn-
iton and the completion of the boring tests condueted by it. 1 therefore ap-
pears within the meaning of the word dixeovery " ogas set forth in artiele
210(h) of regulntions 43 (1920 edition), that the appellaut company is en-
thtled on principle to sueh discovery value as can be established in conneetion
with the gravel deposit in question,

)¢ Is therefore reconmmended in the appeal of the ahovenamed taxpayer that
the action of the Income Tax Unit be reversed and that the previous recom-
mendation of (e committecein this case (A R R 3526) be revoked.

Ciarres D, Hamer,
Chairman Committee on Appeals and Review.

Approved:

D. 1. Bramg,
Commissioner of Tnteraul Rereiue,

Exmnir 1
My, J. I Druass,
Chie; Newmetals Section, Engineering Division,
Internal Rervenie Burcau,
Re Pean Sand & Gravel Co.

You witl reeall that when the ease of the Penn Sand & Gravel oo wax e
turned from the Conmittee of Appeals and Review, with the notition that diss
covory of sand and gravel had been allowed the taxpayer by e cointitice, &
gquestioned  the sworn affidavits exhibited by the taspayer wherein it wus
stated gt zeavel deposits were unknown in Fadls Township, Buek County,
P, prior to the discovery by Jmes My and associntes in 1138, With this
deent in mind 1 oesamined reports of the Peansylvania second geological
<urvey and the Trenton folio of the Vrited States Geolocical Surves.

D 1 o seologist, Chavles 1, Hall, in desceribing the ceslopy of fhildelphia
Mengeomey, and Ducks otinties, sttes, converning Palls Town=tip, in Duels
Eaunty, pige H0:

sdravel aud river deposits cover the greater portion of the conth half of
the township,  Near the northiern edge of the wravel we find terrace sl
esearpments,  These esearpments fuve o diiigonal eolrse aeross the township,
The esciorpments mark the sgecessive courses of the Drebiware River s it bax
gradually undermined the Creteeous heds which dre now eroded or eonceiled
bolow the alluvial, * % % The course of the river at ene time has heen
on i line between Morrisville and Tullytown.”

A rongh sketeh map of Fults Township taken from the Treuton folio of the
United States Geological Saevey, published i 1999, accompanies thisx brief
notarion,  Referring to this map it will he seen that two formatiots practi-
catly cover the township (a4 minor outerop of neiss s shown in redy Mhese
fornetions are called the Pepsauken und the Cape May,

The Pensauken tormation is one of gravel and sand on the highes terinees
and eapping hitls and divides, "The geologists of the survey comment eon-
cerning the Pensnuken:

“Tn the Trenton quadeangle the Pensintken ix the most importing somree af
gravel: there is hardiv a billiop or divide eapped hy the formation which Vs
not heon pitted o obtain it (P23, Teenton folia)
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Iu other wordys, what they mean by oitted ™ is the dizging of the postholey
to determine that there was gravel there, that there wax a gravel formntion
there,

*he solls of the Pensauken formation are gravelly to clayey lopms. In
putny loclities s hed of silt from § to 3 feet thick covers the typieal sand and
gravel of this toemation (P 23, Trenton tollo,)

*The widespread Pensnuken formption eonsists, for the most part, of an-
consolidated wravel and =and, mo=i of which in this yeglon is below the 130-
foor contowr, * * *

< Sand predominates overcmaterial o of lneger size in the Pensauken, but
gravel Is copnon and bewlders can hardly be said 1o be rare, especinlly at the
base.” (P, 15, Trenton tolio,) ’

The Cape May formation is gravel and sand and clay forming low tee-
eifees s and dncludes some recent alluvium and swamp muck. The Govern
ment geologists (Trenton folio, p. 16) comment concerning this formation:

“The Cape May formation is confined largely to the valleys on the present
streams * % * Phis gravel has long heen knhown as the * Trenton gravel"”
When its deposition wax completed #incial gravel fillea the valley of the Dola-
ware up to a level now 120 feet above the sen, * * * "

The Deluware River in past geologienl ages, notald, after the Glacial period,
flowed from "Trenton to Tullytown in a steaight Hone rather than in the broad,
sweeping curve it oceuples ar present,  Great quantities of gravel and sand
were earrvicd by the river from the terminal mornines created by the retreat
of the ice paek at the close of the Glacial period. Feom these moraines to
Trenton the river had a straight sweep, but the bend of the river at Trenton
e a0 damming eoffect and the viver deopned nogreat portion of its foad,
There was (hus budlt up a series of viver terraces of sand and gravel roughly
parallel and eovering the south halt of Falls Townelip,

v the light of the foregoing remarks, and of the geologient evidences given
o page H0 of the 1SS C 6, report of the seeond geological survey of Pennsyl-
vania, and the knowledge of the <and and gravel formations of Falls Township
as chown in the Trenton folio of the United States Geolegieal Suvvey, it ix
diticult for thix ofice to reconeile the vecommendation of the committee that
the taxpayver be alowed discovery with the ingunee used in regulations 62,
page 99, paragraph ¢, wherein it is stated:

“(¢) For the purpoxe of these seetions of the act, o mine way be said to be
dizcovered when  * * 0 (2) There is diselosed by dzilling or exploration
condueted above or below ground, n mineral deposit not previonsly Known to
exist and so improbable that it had not been, and contd not have heen ineladed
in any previous valuation for the purpove of depletion, * *  **© ,

Respectfully,
Frasvk L Manisox,
Valuation Engineer,

s J

Ixcome Tax Usir, Fhanreming Division,
Febravey 16, 1525
Mr. BRIGGS,
Chief Nonmetals Valuation Neetion:

In re Penn Sand & Gravel Co,

In reply to your undated memorandum concerning the above-nained taxpayer,
[ wish to state that T have not examined this cuse, but the informution I
gather from the report of Me, Madizon makes it apparent that the commivtes
on appeals and review has allowed the taxpayer a right of dizcovery,  Unless
it ean be clenrly shown that this decision of the conmittee is iliegal, T can not
see how we can consistently ask the comuiittee to reopen this enve,

Throughout thic divicion at the present tinme there seems to be a docided
inclination on the part of some of the engineers to slisberee with their supoerior
oflicers, and a continuation o s<neh feeling will vory soon result in comploete
disorganizition.

This divizion must regavd the decisiens of the committee on appesls and
review as its instruetions to be earricd out withoat question unless it can be
shiown plainty and nnmistakably that any one decision is illegal

A e~ e s |
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It ix my opinion that the above-named ense should be elosed in necordance -
with the instructions of the committee on appenis and review nud slso that
something be done to curb the tendency of engineers townrd the takingg fssue
with the deeisions or juxtruetion? of thejr saperior otfieers,

S, 4 GrReLNibor,
Head Engineering Division,

axansir I

Wasmineron, D, C, May 10, 192,
In ve: Penu Sand & Gravel o,
COMMISNSIONER OF Extraval REVENUE,
Washinuton, 13, €,

Drag Sime: o comply with the request in bureau letrer of Mareh 11, 1924,
{(the time for compliance with which was estended to May 11) requesting
information to substuntizte the depletion rate based on discovery used by the
Penn Sand & Gravel Co., theve is submitted the following

Letter of Jemes A, Mundy, president of Penn Sand & Gravel Co, dated
Apr 1 29, 1024,

Five copies of Form I* duly exeeuted, one for each property belonging to
the compuny.

Sketeh map showing loeation of company’s properties and the loeation of
the property of other operitors,

Statement showing net profits detailed for the yvear 1015,

It will be seen by reference to the coples of Form F o that all of the com-
pany’s opermions have been condueted on the Lelind furm, Fall information
in regnrd to the purchase of the Leland and Starkey farms on which dis.
eovery was flest made has already been furnished.  Theve Lax also been tav-
nished a laree blueprint show ng the boundaries of all of the company's prop-
ertiex except the Mather fuvmm, the location of which ix shown on the muap
here accompanying,

The burean letter asks for an elaboration of the acreage containing gravel
on the Starkey farm and the portion sold to the Government, This informa-
tion ix given in Form F herewith, and on the blueprint now in the hureau's
filex, There ix aiso on file in the burenu a copy of the report of the Jury of
Viewers awarding the company ®IS5.20591 damages for the BAT acres of the
Starkey farm taken by the Unlted States Govermment.

It is believed that all information asked for in the bureau letter of Mareh
11 has heen furnished,

Yours very truly,
W, 8. HaMMERS,
Attorney for Penn Sand & Gravel (o,

PENN Nanp & Grasn Co,,
Philadetphia, Pa,, April 20, 192,
{COMMISSIONER OF INTERNAL REVENUCE,
Wahsintogosn, D, €,
Attention J. L Briges, chief of seetion,

GENTLEMEN . Replying to yours of Marveh 11, in which yon reguest us to fill
ont copies of Form I* for each of the properties known as the Leland farm,
Stiarkey form, Smith farm, Raub farm, and the Mather form, we herewith
inelose snid forms as per your request,

The price marked for each favm is price to be paid to owney “or property,
hut does not include the cost of attorney fees, transfer insuraice, the cost of
drilling and exploring of the Starkey, Raub, Leland, and Smith farms, the cost
of which was 8733095, The result of this drilling and esploratlon was shown
in blue print sent youn and which you have, You will notice by Porm B
of these farms that the excavation has been done entirely on the Leland prop-
erty. I your letter you state that it appears we are deducting depletion on
the Raub farm purchinsed in 117, We are not, AL onr deplentien and exea-
vation, ax stated, is entively confined to the Leland farm.
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In additien, yvou ask for what purpose the land in question was purchased,
We asstme that you refer to the Smiith, Raub, aud Mather farros,

The Nmith farm was purchased vor the purpose of providing a place for
wasting our excess sand, which we nre oblized to do, as the market for sand
is very Heht, When we got indo sand we have o ogreat excess for which there
is no murket, while we do have o market for all our pebbles, and, therefore,
weie oblized to buy this Rmith properaiy.

The Raub farm we owned to the center of the ereek, and this farm owned
the other half of sadd creck, We are using the water from it in great guanti-
ties @! the rade of 1,000 to 2 500 gallons per minute gnd the overflow from onr
washeries, which was very divty and carvicd a large amount of sedlment,
dgirtiex the creck. and the farmers on adjacent fnrms complalvned,  As the
propevty was tor sale and could be hought cheap, we consldered advisable to
purchase, amld for the farther repson we would own the entive body of the
creck passing through our properry.  We Lhad not made any examinrtion noe

was there any surface fndication of gravel or sand.  Our full thought was as”

stated herein, .

The Muther farm is adjucent te the new line of the Pennsylvania Raflroad.
This property being offered for sale. we bought it for the renson that it was
cheap and adjncent to the Pennsyvivanin Ratlroud, New York division, This
property we have uot used nor explored,

In computing our valantion we fizure it at 7' cents per ton for the units in
a deposit, these units being bused from our drilling and exploration.  We
are informed thuat the following firms ave puying as a royaliy prices helow
quoted, and have heard of others who are payving a great deal more money, but
at the present tine we have not been able to confivm same.  We consider 7ty
cetis o very low royalty for the quality of maierinl in these deposits which
we have discovered.  While the writer does know of o good meny deposits
amd has seen sime, none equil the percentige of clean pebbles that are in these
deposits.  As stated, we are informed the following royalties ave being paid:

J. 0 Dyer & Co., Birdsboro, Berks County, Pa. Have been paying to the
Brooks Tron & Steel Co, o royaity of 44 conts per ton on stone extracted from
their land ; have been paying this for 30 years,

Birdshore Crushed Stone Co., Blrdshoro, Pa. Pay to Mr«. Brooks a royalty
of 5 conts per ton on erushed stone,  This ugreement recently made.

John Goll & Co., Philadeiphia, Pa.  Pay to the John lodgkins at Vale, NO T,
9 cents per ton, from 1907 o= 1909, for all sand aud gravel extracted from his
propertyv.  Note this ocenrred priov to the war,

Hodgkins Sand Co. and Linde & Griflith o, Neteong, N J. Prior to the

war they padd @ royalty of 10 cents per ton: since the wav, they pay o cents

per net ton and 6 ceonts per gross ton,

Suceasunna Sand Co., Suceasunng, N.J0 They pay a royalty of 10 cents
per ton on sand and gravel wherve the selling price is in execess of 33 cents
per ton, and 6 cents per ton where the selling price ic less than 33 cents
per ton.

The Good Sand & Gravet Coo Chavlestown, Md. From 3910 o 1917 they paid
Goprae and John Cooper g royalty of 5 eenis per fon i approximately 100,000
tons.  In M7 g aev agreement was made for anothoer eact, and the lessee
agreed o pay o royalty of & coents per ton, and hes continued doing so to the
present date,

Chas, Warner Co, Wilmington, Del. Pay to the Manor Sand & Gravel Co,
who own GO0 seres in Fails Fownship, Ducks County, Pa, S cents per ton
for pebbles and 5 cents per ton for sand, with o minimtm payment of seven
to ten thousand dollars a year,

Dean & Biddle, Eastern Sgnd Co, Easthuen & Co, Three plants working on
g royalty in Moreisville districy, Bueks County, DPa, ave paying 15 cepts
per ton,

Prusting the above will give you the information yon desive, beg to remain,

Very truly vours,
PNy Savp & Graven Cog,
Javiks X Musoy, Presidont

T
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Detailed statement of operations for 1015

Gross ICOMC. L e e e 20, TRT. 27

Deductions: *

Coal, ofl; vheet iron, bolts, ote.. . 4, 740, Ho

Title Insnrance, attorwey feos_ oL ol 176. 60
General expenses, otfice, eteo oL e UON, BT
Fire insueance... ... .. 250, 00
Linbility iusurance ... 100, )
CommlSs 008 e v e TOATR
I'repald fredghte oo e e e ——— 296,18
JAabor e e et e bt et e e e et e et en 9, 914, 36
NRICHIMAN L o e it et e s e e $16. 61
Discounts and rebntes. .. e e 273. 59
Renewals and general repalrs to machim-ry- e 1y G4, B3
Depreciation. .o e e 1, 230, 00
Depletlon . e e e 625, 00
INLCrest oo e e et e o o 1, 711. 73
Taxes, OMeSC e e i 506. 08

~~~~~~ 23, 128, 49

3,608, 718

Net profit.. .o e = e e m e

Exnmir L
Ocroner 17, 1924,

Sand and gravel. Valuation report for 1917, 1918, 1019, 1920,

The case was reviewed by this section on June 1, 1921, and June 18, 1022,
at which time u depletion rate of T4 cents per ton for gravel on a discovery
basis was denied and the taxpayer allowed depletion on g cost basis of
$O.0186 per ton, The taxpayer protested these findings nnd carried the case to
the committee on appeals and review, who In recommendation No. 3526 sus-
tained the action of the nonmetals section in denying the taxpayer discovery
of sand and gravel, The taxpayer was informed on August 27, 1921, of this
action and notitied that there wus no change in the tux Hability us outilned
in the oflice letter dated December, 1922, On August 30, 1928, the corporation
requested o reconsideration of thp decision of the cmmmm-u in denying the
company a valuation for depletion purposes based on discovery. “Fhiy reguest
was granted and on Junuary 14, 1924, the committee on appeals and review
reconisidered its recommendation (A, ].. It 3526, and found * from the pres
ponderance of evidencee subiitted, both oral and written, that the taxpayer
was entitled o Huvh discovery mluc as can be established in connection with
the gravel deposit tn guestion,”

Thix office hes sinre been engnged fn reviewlng records of sales of <amd.
and wenvel Linds in the county courthouse for ioails Township, Bucks Connty,
Pacrin cheeking up tonnnge estimates on varvious sand amd zravel deposits
in |~ alls Township: and in ascertaining prevatling rovalty rates in the Deln-
ware River, Teiiyvtown to 'renton district,  The puvpose of these investizn-
tions hax been {o contorm «trictly to Regulutions €2, article 219, relating to
discovery of miaes, the pertineat paragraphs of the r(\mlmnnm being:

“thy Mo entiile s m\pmor to a valuation of his property, for the purpose
of depletion atlowances, by reason of the discovery of i mine on or after
March 1, 1835, the discovery must be made by the taxpayer after that date
ard st vesidt in the fuir-market valne becoming disprapertionnte to cost

“Ue) The vilue of the property claimed asg a resalt of a discovery must
he the fair-nuaket value, as detined in grticle 2066, based on what 1s evicent
within 20 days after the commereially valuable character and extent of the
discovered deposits of ore or mineral have with reasonable certainty been
established, Jletermined, or proved.

“Amr. 206, (0) Where the fair-market value of the property at a specifiod
date In liew of the cost thereo! iy the basis for depletion * * *  doductions
such values * % % chould he that estublished assuming a trunsfer be-
tween a willing seller and a willing buyer as of that particular date., The

0291920 pp 8—- 13
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comm =ioter will lend due welght and consideration to any and all factops
and evidence having a bearing on the market valoe, such ay cost, netunl sales,
and transfers of stmilar properties, royalties and rentals, ete”

Thix ofice has consistently held that the fairest c¢riterion of value whenever
the fnir muarket value of any comon nosmetal, sueh s sand and gravel, is
in dispule s that whivh results feom the parvehisse of sneh deposits from i
willing seller by a willing buyer,

There have been a number of sples of sand and gravel lands in Bucks Town-
ship since the © discovery ™ of xand and gravel in 19183, Numerous companies
have come into the fteld, the most Important of which are Hill & Curtis Sund &
Gravel Co., whose brnpm(\ i now under lease to the De Feain Sand Co.; the
De Frain Sand Co.; the Charles Warner Co,, whe lease the Manor Sand &
Guavel Co,, whose snwk in 1920 was owned two-thirds by the Penn Sand &
Gravel Co, and one-third by the Charles Warner Co.; and several small opera-
tors near Morrisville, These different compantes ene into the tleld 1o 1918,
1018, and 1920, after the value mnud extent of the sund and gravel deposits in
Bucks Township had beon demonstrated by the Penn Sand & Geavel (o, It
is therefore bhelieved that the various purehases of these different corporitions
fllustrate thoroughly that value found by uxe of article 206, Regpulations 62,
through actunl sales and transfers of similar properties,

In 1918 ene corporation purchased 342 neves of land at an average price of
F137.05 per acre, with a low of $100 per acre and o high of $181 per acre.
The fons of samd andd gravel purchased, the price paid for the 342 acres less
the rvesidunl value of lund and bhuildings, was such that the resultunt depletion
rate was $O.00688 per ton.

In 1019 two corporations purchased 142 acres of sand and gravel Innds at
an Indieated price of S2T018, or an average price of $103.70 per acre, with a
low of aboui $105 per acre and a high of $270 per acre. The tons of sand
and gravel purchased, the price paid for the 142 aeres less the residual value
of Innd and baildings, wax such that the resultant depletion rate was $0.01
per ton.

Careful fest drilling and rechecking, together with allowances for fine and
rough bottom of over 1,400 acres of the above, and allowing proper amounts
for residual value and buildings, gives n depletion rate of slightly over $0.01
per ton of sand and gravel. Six hundred aeres of these 1920 purchases were
bought by the Manor Sund & Gravel (o, 207 South Ninth Street, Philadelphia,
., whose stoek was owned 6624 by the Penn Sand & Gravel Co. and 33%
by the Charles Warner Co. A contract was made in 1921 whereby the G0
neres referred to above were leased to the Charles Warner (o, at royalty
rate of I cents per ton for gravel and 5 cents per ton for sand. Due to o
1ew wnmmt the present rmultv ratex are 8§ cents per ton for gravel and 4
vents per ton for sund,

The Charvles Warner Co, is now bullding a $750,000 sand and prav: i plant
on this property to mine the sand and gravel contained therein,  Depreoeiation
will he taken on this plant on the haxis of a 10-yvear lHte and an annuni sutput
o hetween TO000060 and 1A00000 tons per year.  If the average is 1,250,000
tony per yvear, this would indicate s tonnage of 12000000 tons of sand and
mravel, Un this basly the esthnated produetion gives a life of T4 years, 10
vears in the future plus 4 years since the purchase in 1420, The present worth
of » x"wult\ for 10 vears of 8 cents per ton of gravel at 8 per cent and 4 per
went iw 424 cents,  On the basis of cost in 1920, however, the figure is greatly
different.  The cost us given to an engineer from this oflice who \riﬂ"(‘(l the
oftice of the Manor Sand & Gravel Co. in September of the yeav was as follows:

—— e e me e e

. Yo
Purchased from Acres Cost { (mfr(‘am

Bond JU. 100 | $26, 000, (0 320000
Wright ... . 150 |18, 000,00 120,00
Taylor e .. . 137 ] 22, 550, 60 164.25
Girard Trast GO L e e i ae s e s 213‘ 22, l)U() 00 163, 1)0

600 | 82, 550,00 ! 147, 60

3

Baxed on a total cost of $82.550, as given above, and a total tonnage recover-
able of 12,500,000 tons, the depletion rate per ton of sand and gravel i

$0.006604.

.

I
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However, the 1920 return of the Manor S8and & Gravel Co. Hsts “gravel ©
mines ” at FISIRA7.03 amongst its assets.  PPending receipt of Form I from
the Manor Sand & Gravel Co., this office is in doubt ax whether the S123.837.03
Is the corveet tigure for the GO0 aeres purchased in 1920, or it the actual cost
was SS255L000 us given the engineer from this office, However, i€ we aceopt
the cost nt F12ER3T63, and nseribe no revidund value to elther land or buildings,
the depletion rate hased upon the tonnuge estimate given by the Charles Warner
Co, I under $0.01 per ton of sund and gravel, A diviston of the expocted
tonnage into tons of sand ang tons of gravel Is faie on the baxis of about
a3, per eeat for gravel and 6624 for sand.,  If gravel is twice as valuable as
sund, as would appear from the royalty rates, then the corporation paid:

_l*’orw | Cost } Tons !(‘ost perton
J— - — i [
BANA . o et e e e e ] $41,245.88 8, 300, 000 $0. 0050
GIAVE) e e e e e e aeLLBS 4,200,000 L0197

| 12, K385 12,500,000 | .0

The highest price per acre of sand and gravel paid durng 1920 when over
2117 aeres exchanged hands was at the viate of $502 per acre. The Lelund
Furm, one of the original purchases of the taxpayer upon which depletion
based on a discovery value of T4 cents Is cluimed, is estimated by the tax-
payer to contain 25,000 tons to the acre of avadlable gravel resevves, If the
highest cost price found in 1920 of 702 per acre for gravel hinds i given the
taxpayer he would be entitfled to a depletion rate for gravel of $0.02004 per
ton. The Lune and Blackford Farm averages 40000 tons to the aere und
hiased upon @ price equal! to the highest price per acre paid in 1920 of §502
per aere the deptetion rate would be $0,01255 per ton.

A totul of purchases during 1918, 1019, and 1920 qmounting to 20601 aceres
and costing SHA2.601.36 oF an average $20480 per acre together with the ton-
nage estimates indicate that. sand and gravel coulbd have been pareliased in
1018, 19, and 1920, five to ecight years after the taxpuyer's “ discovery ™ in
1913 st the average cost of 8001 per ton of =and and gravel in place, These
were in the - high-cost years,”

It is apparent that the valuation memorandum  doated Jbane 16, 1922, in
allowing the taxpaver S0.0186 per ton for gravel hased on a total cost of
SR1.0%4306 with no allowance for vesidual vahie ad an est mnted tonnage of
2040000 tons has granted the taxpayver all that could be allowed even under
the * discovery cliiuse ™ of the law,  The * fair market value ™ = not dispro-
purtionate to cost of similar properties similariy situnted,

Tt is recommended that 1917 (o 1920 be aud'ted on fhe basis of the priov
nemoraidem dated June 16, 1922

Fiavn AL Mapison,
Valuation Engineer,
Avproved :
REW SR,
Nubhseetion Chicf.
Noted s
J. L Bucoes,
Cirief o Section,

Exmuer M
WastiNaron, L Co Narewhor 24, 192,

CoMAISSIONER OF INTFRNAL REVENUE,
Treasury Departarent,
Washington, 1, €

Diar Sir: In accordance with the understanding reached at the conference
of Novenher 10 in regavd to the property of the Penn Nand & Gravel Co, on
which a diseovery valne is claim d, we were to furnish a statement as to the
estimated tonnnge in the depoxits.  Mr. Mundy has acecordingly examined his
records fitkd reports that the company hits mined 60 geres of the Leland farm
to water level producing 16000 tons per aere or i tatal of 960,000 tens,  When
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the reports on Form F were made up mining operations had been carried on
in a crude way to a depth of 16 to 18 feet below water level, which Indicated
a prospective recovery of 9,000 tons per acre. Since then, however, develop-
ments have been carrfed to 28 feet below water level, lndicating a recovery
of 15,000 tons per acre or a total of 900,000 tons below water level on the ¢0
acres, These operations Indicate that the 10 acres of marsh land on the farm
will yield 40,000 tons to the ecre whick totals 400,000 tons, and makes the
total tonnage for the Leland farm 2,200,000 tons. (Pencil): 52,000 more to
be added.

The tests made on the Land and Blackford (Starkey) farm indicated a yleld
of 356,000 to 40,000 tons to the acre, or a total of at least 2,240,000 tons.

The Starkey farm lies aeress the rallrond so that all operations have been
conducted on the Leland farm, operations on the Starkey farma belng deferred
until the deposit on the Leland farm is exhausted.

I am inclosing a copy of the statement furnished by the company showing
net profit per ton for the materlal mined, This net profit is exclusive of des
preciation and depletion.

I am furnishing also a copy of the plunt account from 1915 to 1921, to
which the bureau assigned g 10 year life, as follows:

TS o $2,802.72 ] 1M $22,351.88
I8 o 8,343.34 } 1920 . 22,151, 88
I el 682,50 | 3020 o 22,351. 88
TS 22, a51. 88

(In pencil) : Digging plant only ; total plant will cost more; about $200,000,

The average yearly production as shown on the Form F on file with the
bureau is about 213,000 tons.
Yours very truly,
Wnt. S. HAMMERS,

May 28, 1924,
Mr. J. G, BrIGHT,
Deputy Commissgioner Internal Rervenne,
Treaswry Department, Waghington, D, C,
(Attention Mr. J, H. Briggs, chief of section.)

DEAR SIR:

Depletion claim—Averayge sales price and st of production of sand and
pebbles during the years 191} to 1920, inclusirve

. Average Cost of
Yenr sale price production
Per ton Fer ton
) ®
$0.40 | . eeina...
.40 $0.25
.58 .37
L8314 .68
.80 .60
100 .82
5)3. 595 5)2.72
.18

t Only turned plant over and tried out machinery,

COMMONWEALTH OF PENNSYLVANIA,
County of Philadelphia, s8s:

The undersigned, president of the Penn Sand & Gravel Co., being duly
aworn, deposes and says that the above facts as set forth arve true and
correct to his best knowledge and bellef.

‘Swom to and subscribed before me this ——— day of May, 1624,
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Exnuisir N
TAXPAYER'S CONFEREI'CE

Novemsen 235, 1924,
Taxpayer: Penn S8and and Gravel Co.
Address: 207 South Ninth Street, Philudelphia, Pa.
Represented by Wm. 8. Hammers, attorney; James Mundy, Fresident.
Credentials: Power of attorney and enrolhment card to Mr. Hammers,

Matter presented: Revised tonnages on Lelund and Starkey farms, net profit
per ton for the years 1916 to 1920, and digging plant account for the years
1015 to 1921,

Issues discussed : The tnxpayer argued that discovery value should be based
npen separate computations by the “ discount of profits method of the two
tracts involved, This office stated it was their opinion that this would grant two
discovery values whereas ounly cne discovery was made. It was also pointed
out that under this system, * discovery value” on the second tract would be
being deferred over ten years have little value and that the average of the
two would give a lower rate than that computed by taking the two tracts as a
whole.

The taxpayer protested the use of the figure $223,000 as plant value stating
that while his underwater digging plant cost abhout $200,000, his surface plant
which he had used 8 years only cost bim about $100,000. A rough computation
for * discovery value” using a life of 21 years, a factor of § and 4 per cent,
and the above plant costs gave approximately 3 cents as the value of gravel
fn place. The taxpayer pointed cut that the jury had awarded them 9% cents
in the government condemuation proceedings in 1920 when a portion of the orig-
fnal ““discovery tract” was taken over by the Government in building its
Tullytown plant and that the taxpayer had finally accepted 4.8 cents as a
compromise figure in 1921. He stated that inasmuch as a jury of unbiased,
disinterested viewers appointed by the courts had granted 9% cents for gravel
in place hat this should be taken as the criterion of vaiue, or at least the mini-
mum of 4.8 cents accepted by -the taxpayer as a compromise figure, He stated
that his only reason for compromising at 4.8 cents was hecause he needed the
money to construct an underwater digging machine costing $150,000.

Conclusions: The taxpayer was informed that the Unit in granting a value
of about 3 cents per ton had gone as far as possible in calculating a “dis-
covery value " and that 1f it were unacceptable he could appeal to the solicitor
or to the board. He stated that he wanted an A-2 letter based upon the rate
found by using $200,000 as the value of the second and the cost of the first
plant as shown in the returns. However, the plant as shown In the returns is
not correct and the taxpayer agreed to furnish a schedule showing plant ex-
penditures up to 1921. KEarly action was requested upon the 1921 return which
involves a claim for refund of $31,000. The taxpayer was mromised that an
expedite would be attached to the case,

Feang H. "7ap1son,
Engineer.
E. 8. BoaLicH,
Subsection Chief.
A. R. SHEPHERD,
Engineering Division Conferee.

J. H. Brigas,
Chief Nonmetals Section.

Noted:

ExHipit O
DeceEMBER 9, 1024,
Gravel, Valuation report for 1917, 1918, 1919, 1920, 1921.

A valuation memorandum dated Qctober 17, 1924, and based upon the findings
of an engineer from this office who examined the Bucks Township sand and
gravel deposits in August and September, 1024, was sent the taxpayer on
October 27, 1924, The taxpayer protested these findings and conferences were
held on November 18 and November 23, 1924, At these conferences it was held
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by the engineering dlviston conferee that the taxpayer was entitled to value
his mineral property by the “discount of prufits” method and that the ton-
nage on the “discovery” tracts, the Lelund and Starkey farms, should be
used. The tonnage in the two farms is 4,552,000 tons; the average production
was agreed to be 213,000 tons ; the life of the property is 21 yeurs; the cost of
the first plant is, from the tax returns, about $105,000; the depreciation rate
is 10 per cent on the plant as a whole and the cost of the second plant (an
underwater digging plunt) is $200,000; and the average profit in the years 1916
to 1920, Inclusive, 1s $0.155 per ton,  The total expected profits ave (1552000
times $0.176) $706,600. Deducting the second plant ($200,000) the present
worth of $596,800, usiug Hoskold's formula at 8 per cent for interest on capl-
tal lnvested and 4 per cent of the sinking fund (0.427020), in $256,207.07. The
first plant, costing about $105,000, deducted from $255,207.07, glves $150,207.07
as the value of the mineral. This divided by the tonnage, 4,552,000 tons,
glves $0.0320 as the resultant value of mineral. .

The taxpayer's representutive stated he wished an -2 letter bazed upon
thix, aithough he was not wholly satisfied, He was informed by the ongineer-
ing conferce that this office had goue as far as possible in granting this value
for * discovery ” purposes and that if he was dissatistied with the value shown
above it would be necessary to appeal to the committee or to the tax board.

Cost of real estate to the taxpayer is ax follows:

Penn Sand & Gravet Co.

i Date pur- Cost
chased

Leland farm .. 1913 f $10, 000, 00
Starky farm.. .. 1913 18,736, 25
Smith farm. . - e 5250.00
Raubfarm...._..... 1017 6, 507. 16
Mather furm.._._._.. . J 1) 7,100,060
Exploration and development Work . ... ..o ooeoivemn et e , 7,360.95

TOML- e eeeeseemeneaemmmcceeeemaeneeeeeeeneeeeseeeseemene oo ; 54,054, 36

The Starkey farm was condemned as to 83.7 acres by the Governwment in
1918 and sold by agreement in 1921 for $145,000. 'The remaining value on the
Starkey farm (043 acres) was $8,037.00. Adding the Leland farm cost aud
the exploration work glves a cost of $25,398.45 to the depletable assets. The
Smith and Raub farms, while containing depletable asxets, will not be mined
Tor several years and hence need not be considered for rate of depletion,
Since the tonnage on the Leland-Starkey tract Is 4,502,000 tons, the depletion
rate based on cost is $0.0056. Depletion based on cost and depletion allowed
o(n income tax returns through discovery is then as follows:

Depletion rate Depletion
Year Tous ' ,
1 Allowed on
. S rd
Cost | Discovery | Sustained 1o o e tax
OR €Ot Creturns
A PR ! PO,
1015-18 I 200,000 | $0.00356 ' 20,0320 | $1,120. 41 | None.
1917 241475 1 00 o3 | 125 | Noue.
211,284 L0056 L0320 1, 183,19 &4, 951, 24
150, 000 . 0056 L0829 84, ) 4. 935,00
180, 094 . 0056 L0329 1,008, 5d 5,425, 16
153, 383 . 0056 L0329 858, 44 5,046, 30

Depletion based on discovery in 1915, 1916, and 1917 was 424,173 times $0.0322
or $13,056.36. Since the 1918 law first contained the * discovery " clause the
taxpayer 1s not allowed depletion in 1913, 1916, 1917 based on discovery but fs
only legally entitled to depletion based on cost as shown above, The resultant
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discovery value as at January 1, 1018 s $1560,297.07 less $13,955.30 or $136,-
34171, However, for invested capital purposes the taxpayer is entitled to the
paid in surplus resulting from the © realization of appreclation” due to * dis-
covery ™ for all years subsequent' to 1018 unless the * realization of apprecia-
tion”’ is distributed ns a dividend,

Attention of the audit Is called to the clalm for refund for 1921, The {ax-
payver has reguested that this be given attention and consideration with the
audit of the years 1017 to 1920 in order that the matter be settled as soon as
porsible, '

Frank II. Manigoxn,
Valuation Enginecr.

Approved :
Duranb,
Subsection Chief.
Noted : .
J. i Briog,

Ohicf of Section.,



