INVESTIGATION OF BUREAU OF INTERNAL REVENUE

HEARINGS

SELECT COMMITTEE ON INVESTIGATION OF THE

BUREAU OF INTERNAL REVENUE
UNITED STATES SENATE

SIXTY-EIGHTH CONGRESS
~ SECOND SESSION

PURSUANT TO

S. Res. 168

- AUTHORIZING THE APPOINTMENT OF A SPECIAL COMMITTEE
TO INVESTIGATE THE BUREAU OF INTERNAL REVENUE

JANUARY 19, 20, 21, 22, 27 AND 28, 1925

PART 9

Crinted for the use of the Select Committee on Investigation
of the Bureau of Internal Revenue

WASHINGTON
GOVERNMENT PRINTING OFFICB
02019 1025



SELECT COMMITTEE ON INVESTIGATION OF THRE BUREAU OF
INTERNAL REVENUE

JAMES COUZENS, Micbigan, Chairman

JAMES E. WATSON, Indiana. ANDRIEUS A. JONES, New Mexico.
RICHARD P. ERNST, Kentucky. WILLIAM H, KING, Utak.

i



BORDER ISLAND COMPANY CASE

1481






INVESTIGATION OF THE BUREAU OF INTERNAL
REVENUE

WEDNESDAY, JANUARY 19, 1825

UNirEDd STATES SENATE,
SeLect CoMMITTEE TO INVESTIGATE THE
Buneav or INTERNAL REVENUE,
Washington, D. (.

The committee met at 10.30 o'clock a. m., pursuant to adjourn-
ment of Saturday, January 17, 1925,

Present: Senators Couzens (presiding), Watson, and King.

Present also: L. C. Manson, Esq., of counsel for the committee;
Mr. L. H. Parker. chief engineer for the committee.

Present on behalf of the Bureau of Internal Revenue: Mr. C. R.
Nash, assistant to the Commissioner of Internal Revenue: Mr.
Nelson T. Hartson, solicitor Bureau of Internal Revenue: Mr. James
M. Williamson. office of solicitor Bureau of Internal Revenue: Mr.
S. M. Greenidge, head engineering division, Bureau of Internal
Revenu~; and Mr. F. T. Eddingfield, engineer, office of solicitor.
Bureau of Internal Revenue.

The Cuamrmax. You may proceed, Mr. Manson.

Mr. MaxsoN. I feel that, in justice to the Income Tax Unit I
should call the attention of the committee to the fact that the
bureau has voluntarily issued an order which abolishes the special
conferee system, which in my opinion, was responsible for the
trouble in several of the cases presented here. They have also pro-
vided in this order that minutes of all conferences shall be made
at or about the time of the conferences. That also was the subject
of considerable criticism in the committee. I think, in justice to
the bureau, I should read this order into the record:

FNGINEERING Diviston, INcove Tax Uxnrr,
. January D, 1123

Memorandum to chiefs of sections: Ol and gas, timber, coal, metals, non-
metils, appraisals, production commitiee, Mr. Griggs,

In re: Conferences,

Paragraph 2 of memorandum dated December 19, 1925, which reads as
follows :

“2) In uny conference where there appenrs to he no Lkeliliood of auree-
ment hetween the taxpaver amd the department, before adjowrn ng the con-
ferenee this ofilee is to be notified and a speeial conferee will be delegated to
#it in the conference.”
is hereby revoked, )

Effective us at the beginning of business Wednesday, Janunry 14, 1025,
egeh engineer fu this division is instructed to write n memorandam on euch
case ghbout which he talks with a taxpayer or taxpayer's rvepresentative,
This instruction meang that esch time a taxpayer or taxpayers representi-
tive talks with an cngineer on any ease such conversition, of however
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trivial a nature, will be consldered n conference and the engineer 18 directed
to write and promptly forward to this office, as well as to file with the cage,
a copy of such report,

A report will be kept in the head office of ench ense on which an engineer
has been called to meet the taxpayer or the taxpayer’s rvepresentative uand
to avold delay In keeping this record current, enghucers are requested to write
conference reports a§ soon as possible after holding the conference,

In the case of conferences where the conferee-cngineer of this division
and the taxpayer or tauxpayer's representative do not reach an agreement,
conference memorandum wiil bear in its upper righthand corner the word
“ disagreed.” '

The above Ipstructions are also to apply to the chiefs of sectlons and
amsistant chlefs of sections.

8. M. GRFENIDGE,
Head Engineering Division,

Senator Kina. 1 was not here when that matter was under con-
sideration by the committee. May T ask, Mr. Manson, whether
that order which you have just read will be beneficial and helpful
to the Government as well as to the taxpayer?

Mr. Manson. There is no doubt about that, in my opinion.

Senator Kin:. I do not quite see the significance of that, now,
but I will read tlie testimony concerning it.

Mr, Manson. T ceall the committee’s attention this morning to the
Border Islund Co. depletion on March 1, 1913, value for invested
capital purposes.

I wish to offer my apologies to the department at this time
for not giving them earlier notice of bringing up this case. I did
not notify them until this morning. That was due to the fact that
I intended to take up another case, but yesterday when 1 came to
examine the engineers’ report on the other case, I found nothing
in it which I personally could criticize.

This is a small case, but it is important for the reason that, in my
opinion, it represents another ba({ ractice.

In the first place, it is a case where a value had been fixed by
the appraisal engineers, and the solicitor’s office assumed to set
aside that valuation and fix a valuation of its own.

I hate to criticize lawyers, but I do not believe that the legal
end of the Income Tax Unit is the proper place to make valuations.

This case also illustrates quite clearly a matter that was dis-
cussed here some time ago, namely, the difference between the
utility value of a picce of property to the owner, and the market
alue of it

In this cage the Border Island Co., the taxpayer, acquired un
island in the Niagara River, on the line of the c¢ity of Buffalo,
which island consisted of a deposit of sand and gravel. This island
was acquired in June, 1912, for some $130,000, consisting of $6,000
cash. $54.000 in the stock of the Border Island Co., and a mortgage
of $70.000. The mortgage was already on the island. The island
was acquired subject to this mortgage of $70,000.

At the time of the acquisition of the island by the taxpayer, the
previous owners had given a lease for the excavation of sand and
gravel, under which they were to receive 8 cents a cubic yard for
a given amount of the sand and gravel and 714 cents thereafter.
‘This lease was to expire in 1926,

The engineers allowed for depletion purposes the sum of $127.000,
which was the purchase price of the island less the value of that
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portion of the island whicii consisted of soil that was not sand
and gravel.

The vaiue finully allowed was $196,159.99, making « difference in
the tax of $10,9569.

Senator Kina. They allowed a depletion that was more than the

prgyertﬁr codt?
r. Manson. Yes; the depletable value was $196,159.99.

As I stated, the property was acquired in June, 1912. The value
was fixed as of March 1, 1913. 'The taxpayer—that is, the president
of the taxpayer—states in an affidavit in the record that there had
been no change, that the value in 1913 was the same as the value
in 1912. It is manifest that there could be no change, for the
reason that the island was acquired subject to the lease. The lease
was a lease under which the gravel was being taken ouf.

If the island had doubled in valne, so far as the gravel was con-
cerned, it would not have benefited the lessor.

The value finally arrived at was determined by capitalizing.tho
royalties to be paid under this lease and discounting them at a 6
per ceut profit rate. If the receipts of royalties provided under this
contract were capitalized and discounted at a 10 fper cent rate, you
would get an amount which was within $1,000 of the amount paid
for the island. -~

That raises this question in my mind: In June, 1912, the owners of
this property had every advantage that the Border Island Co.
acquired from them, and which the Border Island Co. had on March
1, 1913. They saw fit to sell this property at a price which, under
that contract, would give them a 10 per cent return on their money.
The solicitor’s office took the position that the property had a value
which would yield a 6 per cent return on the money.

My first proposition is that the fact that this property was sold
within a few months before March 1, 1913, and that the same con-
ditions existed with respect to the lessor on March 1, 1913, as existed
at the time of the sale of the property, indicated that there could he
no such thing as an increase in the value of the lessor’s interest in
that property, namely, the reversion. The actual sale demonstrated
that men are not willing to invest money in that kind of a property
under those conditions, at a price which will yield them less than
about 10 per cent. It must he assumed that if the former owners of
this property could get a higher price for that island they would
have demanded it. TIf the purchasers of it had been willing to pay
more, the former owners would have probably received more. The
mere fact that the transaction took place is conclusive of what the
market value was. and is also conclusive, if you wish to appraise this
property on the aaalytical basis, of capitalizing earnings, as to the
rate of profit that the purchaser expected to make on that kind of
investment.

I wish to call the attention of the committee to this fact, that the
discount. rate used, 6 per cent, is approximately the rate on firvst-
class real estate mortgages, where the value in the property is double
the amount of the mortgage.

The Cuamrnyran. Do you know what the interest rate was on the
$70.000 mortgage ?

Mr. MansoN. I do not know. The record does not disclose it.
That mortgage is not in the record, and T do not know. But a 6
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Eer cent rate is about the rate, or approximately the rate paid upon
irst-class real estate mortgages, and it is inconceivable that anyone
would consider investing his money in a project of this sort. where
he was to receive his principal back in d[riblcts, yvear by year. and
at the end of that time would have nothing coming, where he was
to tal2 all chances of erosion on this island. Therd is constant
erosion going on in the Niagara River, and all chances of erosion
rested upon the owner, with the consequent liability for loss of his
gravel because the lessees only paid for the amount: they actually
took out. He took all chances of the lessee failing to perform his
contract, and I maintain that even if you had no fixed standard,
as it is fixed in this case by the actual sale which took place a few
months before March 1, 1913, the 6 per cent discount rate used here
is manifestly ridiculous.

The CaamMan. Do you want to say anything in connection with
this case at this time, Mr. Hartson ¢ )

Mr. Harrson. I think I should say this, Mr. Chairman, with
particular reference to the statement of counsel that, in his judg-
ment, it is unwise, inappropriate, and a bad policy for lawyers to
sit in judgment on the engineers in the Income Tax Unit,

On that point, I desire to make this explanation: The solicitor’s
office is, under the present organization, divided into a number of
different groups, one group being known as the review division of
the solicitor’s office. That division has as its backbone the former
commitee on appeals and review organization and personnel. There
have been changes made in it so far as personnel is concerned, but
the general character and nature of the old committee on appeals
and review is now incorporated in the review division of the
solicitor’s office. There are lawyers and accountants, and engineers
in that division.

The CuHairman. Wus that the staff of the solicitor at the time
this case was considered ¢ '

Mr. HarrsoN. Yes; I so understand. This may, however, Mr.
Chairman, be a case which came to the old committee on appeals
and review, and was not disposed of by that committee during its
organization, but was inherited, in a sense, by the solicitor’s office.

Mr. Manson. That is true, Mr. Hartson?

‘Mr. Hartson. It was?

Mr. Ma~xsoN. Yes.

Mr. Harrson. Now, if that is true, this case was no doubt assigned
to an engineer. The engineer heard the taxpayer on his protest,
and the report of that engineer was I have no doubt, reviewed by
lawyers, and reviewed by the usual reviewing agency, which the
review division in the solicitor’s office provides.

I quite agree with counsel that on a pure engineering question,
the solicitor’s office, if it were composed entirely of lawyers. would,
on engineering questions, be functioning in a manner which might
be unwise and inappropriate. If the lawyers reversed the engineers
on pure engineering questions. I agree with counsel on that. ITow-
ever, our present organization does not contemplate that that be
done, and I think it is not done.

The number of engineers in tlie solicitor’s office on that work is
limited, and, as a result, the engineering cases that do come up there

-
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are not disposed of as rapidly as they would be if we had more
engineers on review work. .But it is true that when the cases
go out under the present organization, they go out with the solic-
itor’s name attached and from the standpomt of one looking at
it superficially, the impression wonld no Jdoubt be gained that u law-
yer hiad reversed an engineer on a pure engineering question.

The Cuamyan. Well, was this purely an engineering question?
It seems to me it was not an engineering question, but 1t was a ques-
tion of policy as to whether this should be determined on the an-
alytical baesis. or whether it should be determined on some other
basis. and that it did not involve an engineering problem.

Mr. Harrsox. Mr. Chairman, I think the determing ¢f a value
is ordinarily left in the hands of valuation experts.

The Cuameyan. Was it true in this particular case?  Let us deal
with this case.

Mr. Harrsox. Yes: and I think this is a clear example of the
general statement which I made.

If a court has to pass upon a value as of a given date. experts
are called to advise the court as to what is. in the opinion o} the
witnesses, the proper value. If the property is real estate, they
call real estate experts. If, on the other hand, it is a mine or a
quarry. or some natural deposit, it is customary to have engineers
familiar with those deposits and the methods of their operation and
development testify as to what, in their judgment, the values ave,

I think this formula which Mr. Manson has referred to is a for-
mula which has been constantly and customarily used for years in
determining values und in appraising mining properties.

The rate is one which I desire to be heard on later, beeause, as
I have said. 1 know nothing about the facts in this case. and T am
sure the committee will give ns an opportunity to reply to the erit-
icism as to the rate used and also the formula that was used.

The Crmateman. If. as a matter of fact, this case had gone to
court, and there was a dispute between the engineers and the tax-
paver as to whether they should Lave wused the purchase price
or the analytical system. a lawver would have to decide ity would
he not?

Mr. Harrsox. The judge would decide it. and. of course. he is a
lawver. That is true: but, on the other hand. he has the advice
of the expert witnesses who are presented to the court for the
purpose of testifving on this point.

The Craamyrax. Well, the solicitor had that advice. too, had he
not. when he passed upon it?

Mr., Harrsox. Yes; he had.

The Ciramyix. 1 would like te ask Mr. Mancon if there is any
reason <hown in the r<rds as to why the solicitor's office over-
turned the viewpoint of the engineers?

Mr. Maxsox. The only thing T can find in the vecords is the
reconmmendation to the commissioner. signed by the solicitor. There
is no report in the records of any engineer in the review section of
the solicitor’s oflice.  There is nothing to indicate whether an
engineer did pass on the matter of the discount rate to be used.

I wish to sav this. in connection with what Mr. Hartson has just
said. This matter of the discount rate to be used may not be

920025 pT 9 <=2
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urely an engineering question. but it is a wmatter which should
¢ based upon information and experience. Appraisal engineers
are called wpon to use this formula, and the appraisal engineers
are the people who have, in connection with the use of the formula,
gathered information and assembled data as to what rates of profit
mvestors in the different kinds of enterprises expect to receive.
It is for that reason that I maintain that the matter of the dis-
count rate to be used is a matter which should be passed upon by
an appraisal engineer.

As to the question of whether or not, under the regulations. the
actual sale price of this property a few mounths before March 1,
1913, should be used, or whether the analytical appraisal method
should be used, T think that is a matter the legal department could
properly pass on. .

The Cramman. What varying rates of discount have been used
by the department? We have heard a good deal about these rates
of discount in the testimony. What have been the varying rates
used by the department? :

Mr. Manson, The highest one that we have had brought to our
attention was 10 per cent, in the case of the Graphite Co., in New
Mexico.

Mr. Harrson. T would like to ask Mr. Eddingfield to answer that
question, if he knows.

Mr. Eddingfield is an engineer in the solicitor’s office, and he can
tell you what rates have been cunstomarily nsed ia the valuation
under this analytical appraisal method.

Mr. Eppincrierny. They vary, of course, with the type of owner-
ship. For a property which is under lease, the owner is generally
allowed 6 per cent. On coal, T believe they allow a discount rate
equal to 8 per cent. The highest rate I personally know about was
in the case of a lessce where 35 per cent was used. In my own
case, the largest T have used is 26 per cent.

The Crammatan. What is the usual rate!?

Mr. Eppinerierp. Six per cent for a case of this character.

The Cuamman. What is the usual rate in cases where there is
not a lease? ‘

Mr. Eppincrierp. For an operating owner, it would depend
largely upon the circumstances, but. generally about 7 or 8 per cent.

The Crarryan. Is it your opinion that 6 per cent and these low
rates are equitable rates’

Mr, Evpixorienb. Yes, sir. '

The CuairmaN. Notwithstanding all of the hazards of the busi-
ness, you capitalize these properties at a very high value. so as to be
able to get big depletion figures on a basis which the most conserva-
tie invester can get on his money ?

Mr. Eppixeriern. Well, T would not say the most conservative, be-
cause Government bonds are 4 per cent and even 3145 per cent.

The Crarman. Well, a first mortgage bond is pretty conservative.

Mr. EbpincriErp. Yes, fairly so; but they do lose money on those
sometimes?

The Cruairmax. Not very often.

Mr. Eppinerizp. I have seen a great many in income tax matters,
where foreclosure proceedings were had on mortgages which resulted
in a loss by the mortgagor.

-
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The Cramyan. That is not due to the rate or the fact that it i
a mortgage, but it is due to the original valuation, or the fact that
it is an excessive loan on the valuation.

Mr. Epmxariern, Yes,

The Crrammax, But it is a well-lmown fact that conservative
rmortgages, 50 per cent below valuation, can secure 6 per cent. and
they are perfeetly safe.

Mr. Evpixcerierp. Are there any other features of it, Mr. Hartson,
that vou want taken up?

M. Hawrsox, Mr. Chairman, Mr, Eddingfield was the engineer
in the solicitor’s office who handled this Border Island case. that
Mr. Manson has referred to this morning.  Until he arrived here
this morning he did not know that this case would be brought up.
He came up here in the expectation that the case that Mr. kfsz-:nn
referred to as being the one he had though he would take up this
morning, but decided not to, would be heard. So Mr. Edding-
field has had ne opportunity to go over his records. It has been
six months, or probably a year, since he considered this Border
Island case, and I would like to have him be given the opportunity
of discussing it to-morrow with the committee, unless the committee
desires now to ask him some questions in connection with the case.

Senator Kin¢. Yes: I think we had better have it all at one time,

The Ciamyan. T still think that Mr. Manson ought to have some
mformation there as to the reason. which reason he should have
taken from the records, as to why this change was made.

Mr. Maxsox. The records do not state any reason. The records
merely contain the following memorandum, signed by the solicitor:

[Recommendation No. 582, In re protest of Border Island o, Mutual
Life DBuilding, Buffale, N, Y. Years 1917, 10M18)

OFFICE OF SOLICTIOR OF INTERNAL REVENUE,
Auwgust 23, 1024,

Mr. COMMISNIONER
(For Deputy Commissioner, head Ineome Tax Unit).

This oftice hus had under consideration the protest of Border Island Co.
dpainst the action of the Income 'Tox Unit in its determination of the value
at March 1, 1913, of certain sand and gravel deposits.

Hearing was held August 15, 1924,

On March 1, 1913, the taxpayer's sand and gravel was under lease, having
13 years to run with a specified minimum of $24.000 a year and a royalty
rite of $.075 a ton in addition for all sand nnd gravel removed in excess
of 320,000 cubic yards a year. A sale of the taxpayer's interest on March 1,
1913, would be made subject to this lease agreement and would be measured
by the terms of the lense.

Valuation Mar, 1, 1913 Cuble yards
Rexerves—sand and gravel at ocquisition_._______ S, 4, 700, Q04
Paid for Mar. V, YO 266, 667

Reserves—Mar, 1. 1914, 4, 433, 352
Royalty yateo... K1), 075
Gross  expected  receipts 332, 400, 98
Less estimated expenses for 13 yeurs (taxes, salarvies, ete.,

at !52.0(“!)_...._“,-_”-,-._h...._--y_m.:ﬂ..‘.w_._--m_..,_......_“__,..ww- 26, (Y, (0
' Net expected reeeiPts. oo e s 306. 499, 98
I'resent ‘worth at 6 per cent and 4 per cent for 13 vears, factor .64
Vilue of taxpayver’s interest Mar, 1 108 . 196 150, 99

Unit of depletion per cubie ¥Yavd oo 0, (442
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It is, therefore, recommended that the action of the Income Tux Unlt be
maditied to the extent of allowing a value at March 1, 1913, of $196.150.99
and @ depletion unit of $0.0442.

Nerson T, Hauwrsox,
Solicitor of Internal Revenve,

Approved:

L HL Braam,
Commisgsioner of Intcrnal Rervenue.

There is nothing further in the record to show on what ground
the solicitor reversed the action of the unit. I submit that this is
a straight redetermination of value. '

Senator Kine. Does that now involve a refund of the tax?

Mr. Harrsox. Not necessarily, Mr. Chairman,

Mr. Paeken It relieves him of an additional assessment of
$10,000.

Mr. Maxson. $10.959.

The Cuamyax. As a matter of fact, without impugning any-
body's motives, those things can be done arbitrarily and automat-
ically. if they are done in any such manner as that.

Mr. Hagrson. Now, Mr. Chairman. in answer to the question.
the memorandum which Mr. Manson has read is the recommendation
of the solicitor, which, as has been indicated. was approved by the
commissioner.  That memorandum constitutes the reply to the
Income Tax TUnit. to their letter of transmittal. when the case 1s
referred to the solicitor’s office on this taxpayer’s protest. Tt advises
the unit of the conclusion on the protest, and is the decision, of
course, of the commissioner, that is finally made in the ease. Now,
the files of the solicitor, no doubt. have some memoranda which
were prepared by Mr. Eddingfield. and which indicates his line of
reasoning.

The Ciamyan. Well, as T understand Mr. Manson there is no
such record,

My, Hareson, Mr. Manson has not had aceess to the solicitor's
files in this ease—not because they are not available, but by veason
of the fact that his engineers have gone over what we call the
administrative files. We maintain a separate file in our oftice, of
ca~es that come over to the solicitor. The only thing that goes
hack into tus administrative files are the conclusions of the solicitor
in surh cases as these, and that file contains the decision.

Senator Kixe. Do you not think the decision should contain the
reason for the reversal of the ruling of the engincers?

Mr. Harrson, Of course, the decision does give the basis for it.
You can take that decision and find out just exactly what was done.
A= to the reasoning in support of what was done. it probably would
take a good many pages, and cases ave being handled there by the
hundreds=. We are getting out something in excess of 200 a1 week of
these cases-—cases like these.

The Cioaevax, When the commissioner comes to accept that
recommendation of vours. he just accepts your blank recommenda-
tion. without any argument? Now, it appears that there were two
units or two divisions of his own department which differed. and
he took vour conclusion without making any inquiry as to the reason
{for it at all. and that. of course. could be done in little cases or in
big' eases, or in any case: is not that correct?

-
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Mr. Hawrson. Well, it can be dene in little cases and it can be
done in big cases. It is done in little cases, but it is not done in all
big cases. These other cpses. Mr, Chairman, are handled in the
bureaun a good deal like the more important business that the Nenator
handles.  He gives them a little different attention and more care-
ful serutiny than he gives to matters that do not amount to so much.

When I am permitted to engage regularly in the business of my
oftice, when these cases come, 1 take to the conmissioner’s personal
attention different cases. cases thui seem to me of tremendons im-
portance, which T think he ought to go into personally. and I say
to him, » T want to call vour attention to the fact, Mr. Commissioner,
that the Income Tax Unit and my oftice have opposite views on the
question here. There is a sharp disagreement, This is my view,
and this is why I think s0.” I think the commissioner might well
call in the representatives of the unit and get from them what
their view is. I can not tell vou how many times that same thing
has been done. The commissioner has heard both sides. and then
he has approved one or the other.  Not so long ago, a case running
into several millions of dollars was one which I thought «hould be
reversed: I thought the action of the Income Tax Unit should be
reversed. The commissioner. upon my taking it to him. said, = I
do not agree with you.” and he sustained the Income Tax Unit.

So that, in these cases. each one is given the attention that the
pavticnlar case seems to warrapt: but it is true that. in the usual
run of eases, these recommendations of mine go over on the com-
missioner's desk. and he signs them personally without going ‘nto
them carefully at all, just as I have to sign things without going
into them carefully myself.

In these review cases it so happens that, by reason of the large
munher of them. and by reasen of the fact that there was an equally
large number of other cases going through my office, straight out
and out opinions on legal propositions, and by reason of our appear-
ance in conrt, both in the Federal courts and before the Board of Tax
Appeals, and by reason also of our handling penal cases and com-
promise cases. my name is signed to a good many cases that T never
see. It so happens that my name was signed to the Border Island
case, and I never heard of it until Mr. Manson mentioned it this
morning. So, in the actual operation of the bureau’s affairs, things
have to be done by subordinates, by people whom we have chosen by
reason of their qualifications and our confidence in them to make
these decisions and make them properly, and yet they go out in the
contissioner’s name and in my name,

The CramyaN. As I understand it, you desire to leave this case
until you have an opportunity to make reply?

Mr. Harrsox. Yes: T would like to have an opportunity to-morrow
morning of having Mr. Eddingfield tell you just what occurred here,
and just what the files of our offices show. if anything, in addition
to what Mr. Manson has called attention to. He can certainly give
vou the hasis for his reasoning. and the committee can hear him at
that time.

There is another request, Mr. Chairman, that I should like to make,
and that is that to-morrow’s sesgion be devoted to the tying up and the
clasing up of some of these cases in connection with \_svh‘f:h the burean
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would like to introduce some additional evidence. In other words,
if ngreeable to the chairman and counsel for the committee, I would
like to devote the entive session to-morrow to putting in the replies
in two or three cases, und to gathering up some }oose ends that I think
ought to be definitely closed from the bureau’s standpoint.

The Cuamenax. Will those matters deal with lllm case of the
United States Steel Corporation?

Mr. Hawrson, T have this to say about the United States Steel
Corpovation case, 1 do desirve to say something in addition in that
L I U :

The Crvaryan, I think the committee ought to know, in addition
to “the reply that vou made at the end of the enses. whether the
burean intends to take any cognizance of the findings in this case
or the evidence that has been developed, in dealing further with tha
particular ease,

Mre, Hawesox, I made the statement some time ago, Mr. Chair-
man, that the burcau would substitute actunl figures for estimated
figures in the postwar period of the steel company’s production. I
mmke the further statement that there will be an entire disallowance
of amortization based on the cost of any transportation facilities
that the steel corporation might own when such transportation
facilities were used by common carriers.  Those changes ave already
being made in the adjustment of the United States Steel Corporation
ease. .

The Cramaran. Will the bureau please veport to the committee
just when that is completed and what the difference in the computa-
tion of their tax amounts to.

Mr. Harrson. We <hall be glad to, Senator.

The Cnamman, Have you any further reply to manke in connec-
tion with the Penn Sund & Gravel Co, ease!

Mr. Harrson, I have. 1 have had no opportunity to reply to that
cuse, due to the fact that that was the last case that the commitiee
had ander consideration at its Inst session. ‘

The Chnamsan, That is the type of case that vou want to deal
with at the session to-morrow ?

Mr. Hakrson, Yes, sir.

Senator Warson. Now, let me ask vou a question there. You
have said that you were going to make certain changes in the tax
of the United States Steel Corporation, Are those changes the re-
sult of the testimony that has been adduced before the committee
in its investigations, or would thev have been discovered and made if
this committee had not been organized?

Mr. Harrson. That is hard to say, Senator, in definite terms. T
did make the statement here, and this is correct. that there was a dis-
agreenent in the engineering division of the Income Tax Unit about
this amortization allowance in the steel company case before the com-
mittee introduced any evidence on it here, and it was stated that
the matter would have been referred to the soliciter's office for
opinion, '

Now, Mr. Manson developed, on examining one of the witnesses,
that the exact points of criticism that the committee made formed
no part of the reasons for the intended reference of the case to the
solicitor’y office; but notwithstanding the case would have gone
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over to the solicitor’s office, and what might have developed as thé
result of the serutiny of the matter over there it is difficult to say.
It would have gone thera: the case would not have heen closed
forthwith. even had the committee not heard evidence on it,

The Cnamman, Has the committees work in connection with the
Steel Corporation ease been helpful?

Me, Harrsox. 1 believe it has. 1 believe it has,

The Coameman. Where did Mr. Gary get the impression, as pub-
licly stated, that the case was closed ¢ ‘

Mr. Harrson. 1 have tried to explain that several times, Senator,
T believe his statement was made in entive good faith, for this
renson, that the engineer’s report had been finally agreed upon in
conference with the Income Tax Unit,

The Cuateman. I nnderstand. and be thinks that =ettles it

Mr. Hawrson. He thinks that is settled.

The Cuamrman. That is far enongh, 1 think the committee under-
stands it

Mr, Jiawrson. And, in the usaal case, that would have settled it,
but it so happened that some of the veviewers, in going over that
after the conferees had finndly agreed on it, thonght that there
vere some questions that should be deternmined by the solicitor,
and it would have gone over to my office in any event. It might
have gone over on these other points that the committee has
questioned about.

Senator Kiza, Mre. Hartson, will not the criticisms of the com-
mittee and the facts developed in that case, as well as any other
cases that have been brought to our attention. require, in justice
to the Government, in justice to the taxpayer, and in justice to the
Income Tax Unit, a reconsideration of some other cases that may
rest upon the sume basis and be bronght within the same category
as some of the caves which have been brought to our attention?

Mye, Hawrson. | think that the cases in which the committee has
found things that we all have conceded should be correcied will
develop information and corrections in other cases that are not
specifically mentioned by this committee,

Senator Kine, And will yvour unit, at as early a date as it is
possible—and I know the vast amount of work which devolves
upon you-——revert, to those cases, so that none may escape or be lost
in the shuflie, without due opportunity being afforded to consider
them in some unit ol the burean!

Mr. Harmson, 1t will be the conscientious effort of the unit to do
that, Senator.

senator Kine. 1 would like to make one suggestion, if T may, Mr.
Chairman. 1t is not germane to anything under discussion now, but
a number of taxpayers—I1 shall not mention their names, and it
has not been recently, either-——have stated to me that they were
allowed, they thought, more than they should have been by way of
credits and what not beeause the department adopted a method of
determining value on the 1st of March, 1913, which was not (‘u.ite
just. It took into account a great many factors and conditions which
arose and developed subsequently, to the advantage of the taxpayer
and to the disadvantage of the Government. In other words, they
did not adhere to the value in 1913 as of the date fixed in the law;
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they gave an entively new value. which relieved the taxpayver of
taxes which ought to be paid.

I just want to call attention to that, so that Mr. Manson and the
department, if that is the case, may bring that to onr attention, and
the department may govern itself accordingly in reviewing these
cases. Two taxpayers have told me that they have had quite an ad-
vantage by reason of that.

The Cuamryman, Do 1 understand, Senator, that that was done by
the department on its own initiative, and was not initiated by the
taxpayer?

Senator Kina. Well, T did not inquire enongh about it, but they
got that allowance, and factors were brought onto the equation that
should not have been considered, and that gave them a very great
advantage, .

Mr. Maxson. T will state to the committee that it is very diflicnlt,
in fact, impossible, to arrive at what has been done. except to take a
particular case and analyze that eace and see what has been done in
that case. That is exactly the policy that we have pursued,

Senator Kina, It is like hunting for a needle in a haystack to carry
out the suggestion abont learning something on this point, but the
department, it seems to me, ought to bear that in mind in consides-
ing some of these unadjudicated and undetermined cases.

?1‘:-. Manson. It is my purpose to try to present cases to the com-
mittee which are illustrative of different angles and practices. That
is very dificult to do, because it requires an examination of a case
with the same degree of care whether we present it to the committee
or not. For instance, the engineers worked up this Geauga Silica
Sund Co. case, and presented it to me. I notified the department that
T would bring it up. but when I came to examine it, I could not find
anything in the record to criticize.

Senator Kina. Do the engineers who are making the investigation
for the committee think that it should be criticized?

Mr. MansoN. Well, one of the new engineers that we have recently
put on thought there was something to criticize about it, but [ could
not see anything myself to criticize about it, so I did not waste the
time of the committee to consider it.  That sometimes happens.

[ wish to say this, in connection with the case we have just con-
sidered, that in connection with the Climax Fire Brick Co. case and
in connection with some other cases, we had illustrations of the harm-
ful results of permitting engineers to pass on questions of law, T
believe there is a very clear differentiation between a question of law
and a question of fact. I do not think the engineers should pass on
questions of law: nor do I think the legal end of the unit should pass
on questions of fact. and particularly where they involve expert
knowledge on an accumulation or fund of information, such as is
involved in the case just presented.

Senator Kina. But in a case like the one under consideration the
unit that finally passed on it consists of a lawyver and engineer. and
they collaborate. They have the findings of the engineer sitting
with the attorney, whe writes the opinion or passes upon it. The
opinion of the engineer is the basis of the judgimment formed by the
lnwyer. and that constitutes the basis of the judicial determination.
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Mr., Maxson, The fact of the matter is that they are all subordi-
nate to the solicitor. who is a lawyer and not an engineer. 1 just
repeat that in my opinione it is a bad practice.

Mr, tlakrson. Of course, the answer to that is that everything
that is done by engineers in the Income Tax Unit is done in the
nume of the commissioner, who happens to be a lawyver.  Now, you
have to look through the form to see what actually is done in order
to see whether the practice is justified or not. 1 have tried to ex-
plain that while my name is attached to that opinion and to other
opinions which issue from the review division in my oflice, the
opinion was actually written by an engineer. and the conference was
conducted by an engineer, but the review work and consultation was
in connection with the lawyers in the office, and possibly an aceount-
ant went over it as well. It is onr effort to have these eases that are
there on review considered by the technieal men who are best quali-
fied to pass on the guestions raized, and to have an interchange of
views and combined judgment on them, vather than the single in-
dividual judgment of one person.

The Coamevan, Mr. Nash spoke to me the other day in connee-
tion with this matter of decentralization. 1, as one member of the
committee, am extremely interested in that, and 1 reeall that Mr,
Nash said that they had extended the decentralization of the work
to a greater extent than heretofore.  Will vou please tell us briefly
for the record how that has worked out and when yon did it?

Mr. Nasie Prior to 1924 all mdividual imeome-tax retiirns show-
ing a net income of $5,000 or less were held in the offices or retained
in the oflices of the collectors of internal revenue for andit and ad-
justment with the taxpayer. At the beginning of 1924 the pro-
cedure was changed, so that all individual income-tax returns show-
ing a gross income of 515,000 or less were held in collectors” oftices
for audit and adjustment.  The procedure worked very successfully
diring 1921, and ont of something over 000,000 returns that were
filed, ubout 7000000 were held and adjusted in the collectors’ offives
before the close of the year. At the beginming of this year we in-
creased the amount to $25,000 gross, and that now means that a
little better than 90 per cent of all personal returns that will be
filed during this present filing porim‘% will be retained in the col-
lectors” oflices for andit.

The Cuamemax, I think that is good progress.

Senator Kine. Yes.

The Cuamrman. I want to congratulate the department for ex-
tending that activity, so as to minimize the amount of work to be
done here in Washington. The collector of internal revenue at
Detroit, Mr. Woodruff, was in to see me the other day. and he
¢poke about some division in Detroit that had connection with your
bureau, in charge of a man by the name of Crone.

Mr. Nasu, That is the oflice of the internal-revenue agent in
charge at Detroit.  Tlis office has to do with the examination of
corporation returns, the large individual returns, and partnership
returns.  These returns are sent out by the burean for exmmination,

The Coamyax. That is entirely separate from the internal-reve-
nne collector’s office, is it?

Mr, Nasi, Yeos, sir.
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Senator King. That is, it is a separate branch of the work, but
it i all in the internal-revenue oflice?

My, Nasn, The internal-revenae agent in charge works under the
direction of the deputy commissioner in charge of the income-tax
field unit.

The Cuamyax. In other words, then. the internal-revenue col-
lector at Detroit has charge of or management of this other hureau?

Mr. Nasir. No, sir.

The Cnamyan, Just why do vou have two departments in the
big cities, where they are functioning under the department, with-
out any connection with each other?

Mr, Nasi, They do have 2 connection in that they cooperate with
each other.  We have in the interanlrevenue orgnnization, and
always have had, two agencies,  One is the internal-revenue agents,
and the other s colleetors’ oflices. There are 63 collectors’ offices,
and there ave 35 imernal-reventie agents in charge.  Every State
has at least ore collector’s oftice. and reveral States have more than
one oflice. The agent in charge may cover one State or he nmy
cover several States, The men that are employved by the collectors
are noncivil service emplovees, for the most part. The men that
are emploved in the office of agents in charge ave technical men and
civil-service employvees,

The investigation of income-tax returns prior to the war was
entively in the hands of the internal vevenue agents. Then, when
the war revenue acts were passed, and we hegan colleeting taxes
and requiring returns from people of smaller incomes, it brought
in millions of returns, where before it had been less than a willion,
There was more work than the inceme-tax organization in Wash-
ington could handle. and the smaller returns were kept in the col-
lectors’ offices for audit. This function in the collectors’ oftices has
been growing, and the tendency has been to add a little more each
year,

The Cuamrman, These returns, where the gross returns ave 25000
or less, are dealt with in the collectors’ oflices und not the agents’
offices ?

Mr. Nasp. That is true.

The Coamyian, Is there any good reason why the sgents’ oflices
and the collectors’ oftice could not be combined: T mean under one
head?

sSenator Kixe. And the employees put under the eivil serviee?

Mr. Nasir. 1 believe, Senatoy, in view of the way in which the
personnel is secured at the present tune, it would be inadvisable,
The collectors are presidential appointees, and usunally political ap-
pointees, Their time is usually taken up in two wavs: one hy poli-
tics and the other by running an oflice for the Government. A
few of them may devote more time to one job than the other.

The Cirateman. That is the faet, is it?

Mr. Nasi. In some instances that is the case: yes, sir.

Senator Kixe., There is no doubt about it. The charge is made—
I will not mention the State—that in the last election every man
in the collector’s office was giving from half to most of his time
for several weeks before the election to a particular party.
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The Ciamevan. I am not influenced by the personnel. It seems
to we that the Government is higher than the personnel.  Yon said
because of the personnel of the organization, you thought it was
inadvisable to combine the operations of the two sections or units,
Areall of the employees of the collectors offices political employees?

Mr. Nasn. No, sir. )

The Citairyax. How many of them are, and how many of them
are under eivil serviee? )

Mr. I\".\su. I believe nbout 25 per cent are civil service employees,

Fhe Coaneman, Then. if yon had all of them civil service em-
ployees in the collectors’ offices would there be any objection to
combining the agent’s oflice with them¢

Mre. Nasie Providing you had employees of the technical gnalifi-
cations to handle the work.

The Cirvieyan, Faneang if they were just teansferred over to the
collectors” oftices, would the civil service protect them!?

Mr. Nasu, 1 owant to say this, Senator, that the present adminis
trative heads of the bureau are not entirvely satisfied with our ficld
organization, It is o thing that was developed during the war to
tnke earve of an emergency, and we are right now in the process of
reorganization, and are hoiling it down.  Personally, 1 am not at
all satistied with the present plan of organization, in having part
of our work done in colleetors’ oflices and part done in the ol‘ivos
of agents in charge, another part by general prohibition agents,
and another part by prohibition divectors, ete. H oall of this feld
work could be put under on administrative head. the ideal organi-
zation would be to have one administration head in each State, in
charge of all internal revenue work.

The Coamyan. The colleetors who issue these liquor permits
are the collectors of internal revenue, and they have no connection
with the general agent’s division?

Mr. Nasi. The collectors of internal revenue have to do with
certain activities that might properly come under the jurisdiction of
the prohibition directors,

Senator Kina, But they are uot connected with the general
agent’s division?

Mr, Nasi. They are not connected with the internal revenue
agents in charge,

The Civamrmas. The internal revenue agents in charge have noth-
ing to do hut to pass upon the records and check the records. and
they handle ne money.

Mr. Nasit. That is it exactly. Theirs is investigative work.

senator Kina. Mo what extent do they investigate the returns
in the States that are made to the collectors’ oftices, and particularly
the small returns, or where returns are made showing no taxable
inconie?

Mr. Nasu, The internal revenue agent in charge very seldom
gets in on a case that involves a small return, unless the agent who
is examining a corporation at the same time takes up the examina-
tion of individual returns of the officers and some of the employees
receiving the larger salavies. It is our plan to have one man go
into a business and take up everything, and not to bother the heads
of the business hy having our men follow one another on different

phases of the work. '



1448  INVESTIGATION OF BUREAU OF INTERNAI REVENUE

Senator Kina. In many of these States, as you know. in many
distriets, there are hundreds, if not thousands, of returns,  Most
of those returns have been prepared by incompetent men in the
collectors’ offices; that is, by beginners, becruse, when there is a
change of administration, they turn those men out, and from G0
to 75 or S0 per cent of the personnel is composed of new men.
Many of them ave wholly unacquainted with du- law or with the
making of those rveturns, and they go out and talk with the tax-
payer. Your officer is ignorant of the law, and the taxpayer is
ignorant. of the law, and the veturns are made as best they know
how, They may be correct, or they may not be correet.  Is there
any wayv to check those returns?

Mr. Nasie I do not quite get your point, Senator, hecause our
men do not prepare the veturns.  The taxpayer prepares his own
return.

Senator Kina. You say they do. but in many cazes the return is
prepared by the taxpayer collaborating with the collector's agent,
In many caces the taxpavers go to the collector’s oflice. T know
that is the case in my State.

Mr. Nasi. We have probably 2000 deputy colleetors, who are
working on a schedule. visiting every town in their districts, and
advertising ahead when they are going to reach those towns, for
the purpose of assisting taxpayers in the preparation of their ve-
turns and giving them information. That is a part of the educa-
tional campaign that the bureau puts on every vear. Now. the
men that 2o out on that work are trained men. We do not send an
nexperienced man out.  We have a half dozen men in the burean
who are experts on income tax matters, and, during the course of
the year. they go to every collector’s office and hold a school for
two or three weeks. The men who are sent out, to assist the publie
must attend that school, they must pass an examination, zm(% they
must attain a certain gradde before they arve permitted to go ont,

Senator Kine, But that does not answer my question. When
those returns ave filed. whether they arve filed after cooperation he-
tween the taxpayer and these experts whom vou send out, does any-
body in the collector’s office look over those returns?

Mr. Nasu. Oh, those returns are all reaudited after they are
filed. :

Senator Kixe, That is what I am asking about.

Mvr. Nasir. They are audited by the audit division in the collector’s
office. but if the return is in excess of $15,000 gross, it comes on
down to Washington for audit.

Senator Kine. Is there anvbody in the collector’s oflice that is
sufliciently skilled to audit those returns?

My, Nasit. Yes, sir; some of the best income tax people that we
have in the service are in the collector’s oflives,

Senator Kina. Are those under civil service?

Mr. Nasi. Some of them are and some of them ave not.

Senator Kixc. At any rate. then, it may be said that all returns
filed are audited at some time and at some place?

Mr. Nasir. Yes, sir.

Senator Kina. By competent persons?

Mr. Nasu. That is true, absolutely true.
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The Cuareman. Are all of the men in the agents' offices civil
gervice men

Meo Nasie Yes, sie,

The Couarvax. What are the relative salaries paid to the men
in the agents™ offices and those in the collectors’ offices?

M. Nasi The average salary of deputy collectors is a little less
than 82000, FThe avernge salury of the internal revenue agents
on income tax and estate tax work is ahout $3,000.

The Crovarytan. So that the eivil service men in the agents' oftices
get higher pay than the men in the collectors” oflices, who are not
under civil service?

Mr. Nasn Well, they arve different types of men, Senator, men of
diflerent training and edueation.

Senator Kize, But they do get a higher salury, as the Senator
asked?

Mr. Nasie Yes: but they are doing a higher grade of work.

The Coaarvan. I othink that s correct. 1 am not criticizing
that. I just asked for information.

Mr. Naxn. Yes, sir,

The Citamesax. How many fewer employees would you have to
have if vou inereased the maximum gross income that may remain in
the colleetors’ oflices?

Mr. Nasie It will mean probably a slight increase in personnel
in some collectors” oflices, but we are working on a program of
reduction ir the Washington end that will reduce our personnel
about 500 between now and June 30, That is due, not to this
particular change in procedure, hut to a great many other things.

The Ciatgyan, Wlmt T want to get at 15 whether the decentraliza-
tion of so much of this work would not automatically reduce your
stafl here in Washington by a large number?

Mr, Nasi. What we have in mind is a cleaning up in Washington,
and bringing more work into Washington does not help us clean up.
The more we ean keep out, the better chance we have to gei rid of
the accumulation that is already here,

The Craresan. How much of an accumulation have you here now§

Mr. Nasi The last statement that T saw, which was several weeks
ago. or since Christmas, certainly, showed about 250,000 cases for
1920 and prior years,

The Ciramaan. For 1920 and prior years?

Mr. Nasi. Yes, sir.

The Cisiraax. You still have, of course, 1921, 1922, and 1923 ¢

Mr, Nasnn. 1923 is about 40 per cent complete—that is, in the
bureaw, T means the field work 1s complete on it—1922 is about 40
per cent complete, and 1921 is about 60 per cent complete.

Senator Krna. In the bureau?

Mr. Nasu. Yes, sir.

Semator Kixa. And it is all complete in the field?

Mr, Nasae Yes, sir; the collectors’ end of it is complete, The
internal revenue agents, of course, are working on such 1918, 1919,
1920, and 1921 cases as are being referred to them.

The Criaaryax, Then, the collectors’ work is current?

Mr. Nasin, Practieally so; yes, sir.



m/.

1450 INVESTIGATION OF BUREAU OF INTERNAL REVENUE

Senator.Kina. 1 have heard a good deal of criticism growing out
of the fact that, notwithstanding the great diminution in taxes
collected since the peak during the war, you are maintaining through-
out the organization substantially the same number, if not more,
employees than when you were collecting twice the amount that you
are collecting now, and at a time when the law was more complicated
and less understood and the men were green and all that sort of
thing. What is the fact about that?

Mr. Nasu. Senator King, in the years that we collected the most
tax, nothing was done except to collect the money. That was during
1918 and 1919. The internal revenue organization at that time was
a comparatively small organization. It was not until 1920 and 1921
that the internal revenve organization was built up to audit returns
that were filed during the war, and it is since 1921 that practically all
of the auditing and adjustment on the returns that were filed during
1917, 1918, and 1919, has been completed.

Senator King. But the criticism goes to the extent of charging
that even in the collectors’ divisions and in other activities of the
department not connected with the auditing the same number of
employees is maintained.

Mr. Nasu. Senator King, there are just as many taxpayers now as
there were five years ago. or niore. The function of the collector is
to get the current returns, get the money in the bank, to adjust the
small returns and send the big ones on to Washington. Last year we
had something over 8,000,000 returns filed, that is, for the year 1923,
as against something over 7,000,000 for 1922, alinost a million increase
in the number of income tax returns. The collectors’ men are con-
stantly searching for delinquents, the people who do not file a return
until they are canght. I think our statistics show for the fiscal year
ending June 30, 1924, something over 425,000 that had never hereto-
fore filed tax returns were discovered and compelled to file returns.

Senator Kixc. Does that bring in much money in taxes? .

Mr. Nasi. Yes, sir. In the fiseal year 1924 we collected about
$54000,000 from delinguent taxpayers, and as a result of verifica-
tions.

The Cramyan, Did that include penalties, too?

Mr. Nasi. That includes penalties, taxes, interest. and fines, ote.,
and includes not only income tax, but also excise tax, and distraint
warrants,

The Cuamaan. I think that is work well worth while.

Mr. Nasua. Tt would be folly to reduce that organization. The
expense of a deputy collector averages about $2.500 for his salary
and travel expense, and our collection statistics point out that he pays
for himself about ten times.

The Cramyan. In addition to creating respect for law?

Mr. Nasu. We have reduced our organization by over 2,000 in
the last two years, and we are turning out more work. T think we
are getting rid of a lot of deadwood. This reduction program that
they are working on to be effective between now and June 30. ought
not to seriously hurt our production. Here and there we find drones
that are not producing, and when we find them, we get rid of them.

A
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The Criauenan, As a matter of fuet, then, if it were not for wns-
ing this erganization to catch up on the back work, the decentraliza-
tion of this work would greatly reduce the stafl here. would it not?

Mr. Nasin Oh, there is not any argument about that.  The tend-
eney now is. as we develop anditors in Washington, to transfer them
into the field. We do not make any original appointments in our
field oflices.  The additions are made by transfer of the auditors that
hiave been developed in Washington. Tt is in effect a promotion to
the auditors.  After & man comes in here and works in the bureau on
returns for two or three vears, and shows the ability to handle dif-
fienlt enses, we can transfer him to the field. That is where he has
to audit the actual records of the tax payer.

The Ciamraan. Is yvour office iceated at Pennsylvania Avenue and
Miudison Place!?

Mr. Nasi, My office is in the Treasury Building.

The Cramyan. In the Treasury Building?

Mr. Nasu. Yes, sir.

The Cuairyax. Where is Mr. Tlartson’s office ?

Mr. IHarrson. My office is in the Interior Building. That is four
or five blocks away. Mr. Bright is in the building that you refer to.
Mr. Bright is the deputy commissioner in charge of the Incomé Tax
Unit.

The Ciaeyasx, Have you anything else you wish to take up now,
Senator!? .

sSenator Kive. No. Has Mr, Manson anything more this morning ?

Mr. Maxsox. No.

The Cuazryman, Then, we will adjourn here until to-morrow morn-
ing at 10.30 o'clock, )

{ Whereupon, at 11.50 o'clock a. m.. the committee adjourned until
to-morrow, Januury 20, 1925, at 10.30 o’clock a. m.)
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TUESDAY, JANUARY 20, 1925

URITED STATES SENATE,
SeELECT COoMMITTEE TO INVESTIGATE THE
Bureav or INTERNAL REVENUE.
Washington, D. €.

The committee met at 10.30 o’clock a. m., pursugnt to adjournment
of yesterday:

Present: Senators Couzens (presiding) and King.

Present also: L. C. Manson, Esq., of counsel for the committee;
Mr. L. IL. Parker, chief engineer for the committee.

Present on behalf of the Bureau of Internal Revenue: Mr. C. R.
Nash, assistant to the commissioner of Internal Revenue ; Mr. Nelson
T. Hartson, solicitor, Bureau of Internal Revenue; Mr, James M.
Williamson, office of solicitor, Bureau of Internal Revenue; Mr. S.
M. Greenidge, head engineering division, Bureau of Internal Rev-
enue; Mr. F. T. Eddingfield, engineer office of solicitor, Bureau of
Internal Revenue: and Mr. John A. Grimes, chief metals valuation
section, Bureau of Internal Revenue.

The Ciarraran. You may go ahead. Mr. Hartson.

Mr. Harrson. Mr. Chaluan, I should like to ask Mr. Eddingfield
~ to take the stand,

STATEMENT OF MR. F. T. EDDINGFIELD, ENGINEER OFFICE OF
SOLICITOR, BUREAU OF INTERNAL REVENUE

. I‘s{r. Hartson. Give your full name for the record, Mr. Edding-
feld.

Mr. Eopixcriewp, E, T. Eddingfield.

Mr. Harrson. By whom are yon employed now, Mr. Eddingfield ?

Mr. Epnivcvierp, I am in the office of the solicitor of internal
revenue. review division,

My, Harrson, In what capacity are you serving?

Mr. Eppincrierp. T am serving as an engineer; determining valua-
tions.

Mr. Hartson. Where did you obtain your engineering education.

Mr. Eppincrierp. I graduated from the Columbia School of Mines
in New York.

Mr. IHarrson. In what year?

Mr. EvpincrrzLp, 1906.

Mr. HarrsoN. Did you secure a degree?

Mpr. EppIiNGFIELD, Yes, sir.

Mr. Harrson. What was it?

1463
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Mr. Evmincrieen. M, E~—mining engineer.

Mr. Harrson. Will you very briefly outline what your experience
has been since graduation, Mr, Eddingfield ?

Mr. Eopixarigrn, T have operated and managed a number of
properties. T was assictant superintendent of El Cobre Mines, of

cubn, T was munager of the Deer Lodge Consolidated Mines, a
silver and lead mine in Montana. T operated the eyanide plant of
the Dolores Mines, of Chihuahua, Mexico, I was connected with
the Bureau of Mines in Manilla, and made numerous valuation re-
borts for the bureav and for private individuals in the Philippine
slapds. T examined placer gold properties, gold vein properties,
copper properties, iron, and numerous nonmetal deposits of various
kinds, such as road materials, sand, building stone, and limestone.

I worked on the oil strata of West Virginia at one time. I was
general manager of the Blanton Copper Mines, of Santo Domingo.
I was in the Burean of Mines in this city. T was consulting engi-
neer for the Burean of Mines and investigated the State inspector’s
office in Minnesota, and wrote quite an elaborate report on the
iron mines of Minnesota.

I worked in the war minerals velief of the Burean of Mines, and
compiled a book on the iron ore resources of the world.

Mr. Hanrsox. That was done when you were in the Bureau of
Mines?

Mr. Eppixeriern. When T was in the Bureau of Mines; yes.

Mr. Harrson. When did you go into the Burean of TInternal
Revenue, Mr. Eddingfield?

Mr. EvviNerienn, 1920,

The Cramyvax, In this experience that you have had, you wrote
reports for private investors?

fr. Evpmixarox. Yes, sir.

The Coamyax. Did you recommend that any of them engage in
mining on & 6 per cent hasis?

Mr. Fobineriven. No, sir,

The Cuamaax. T thonght not.

Mr. EppiNceienp, That was for an operating owner.

The Cuamyan. But you did not recommend any operating owner

going into mining on a 6 per cent basis?
i\}l‘. EbmNariern. No, sir. ) .
Mr. Tharson, Mr, Eddingfield, would you have recommended
that a lessee operator oo into the mining business on a ¢ per cent
basis?

Mr, Evmxorienn, Yes; it is done. and sales are made on that
basis. sales of interests, of lessor intevests in Minnesota. Numerous
sales have been made on that basis.

Mr. Harrson. You came into the bureau in 19207

Mr. Epmineriern, 1 eame into the burcau in the fall of 1920.

The Cuamyax. What salary are you getting in the burean?

Mr. Eppixeriern, $3,200,

My, Harrsox. That is what you are now receiving?

Mr. EpviNeriern. That is what T am now receiving; yes.

Mre, Harrsox. You came in under the civil serviee, did you, M,
Eddingfield?

Mr. Epmixericin. Yes,

Mr. Harrsox. After an examination?

A
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Mr. Evpincriewn, Yes. .

Mr. Hakrson. Where did you serve in the burean prior to your
present assignment ? .

Mr. Epmineriern. T was in the metals valuation section—natural
resource division it was called at that time.

Mr. Hawrson. Were you present at the session of the committee
yesterday, when Mr. Manson called the committee’s attention to
the Border Island case?

Mr. Evmi~oarieen. Yes: 1 was,

Mr. Harrson. Have you had any personal knowledge of that
cuse?

Mr. Epminerierp. Yes: 1 made a valuation, which was the basis
of the solicitor’s recommendation,

Mr. Harson, Were you in the solicitor's office when the case was
there on protest, and did vou handle the case for the solicitor?

My, Evminariern, Yes, sir.

Mr. Hauwrson. 1 would like to have you explain to the committee
the basis for the recommendation and the reasoning that you fol-
lowed in arriving at the conclusion which was incorporated in the
solicitor’s recommendation.

My, Eopixerieep, With vour permission, Mr. Chairman, 1 will
read some rough notes that I made since yesterday. hurriedly
prepared.

The question of the valuation at March 1, 1913, of the interests
of the Border Island Co. has been presented by the counsel of the
Senate investigating committee.  The statement was made that the
cost to the Border Island Co. was $130,000. of which $70.,000 was
represented by mortgage assumed, $6,000 cash, and $54000 stock
of the Border Tsland Co. 1t has apparvently been assumed by
counsel that the stock, amounting to $5-4.000 par value, was actually
worth no wore nor less than par.

The Income 'Tax Unit accepted this value as at acquisition, but
the reasons for this acceptance do not appear in the record. 1t is
assumed that, had $100,000 par value of stock been issued, the unit
would have accepted that without question.

The par value of stock issned for property is no proof of its
value, and it has not been the practice of the bureau to accept such
a basis of valuation. Therefore, inasmuch as there is no evidence
showing that the property acquired for stock, cash, and liabilities has
been valued either by the taxpayer or the Income Tax Unit, it can
not be satd that determination of a value at March 1. 1913, of
$196.159.99 was allowing the Border Island Co. any value in excess
of cost,

1t is pointed out in the brief submitted by the taxpayer that the
statement in the letter of transmittal of the Income Tax Unit,
showing $54,000 par value of stock issued to the Strawberry Island
Co. s incorrect. It is stated in this brief that the stock was divided
equally hetween the Strawherry Island Co. and the various parties
owning the northerly end of the island, which ave referred to as
the Cherry interests. Consequently, the organization of the Border
Island Co., which took place in September, 1911, and the acquisition
of the property, which took place some time between that date and
May 1, 1912, supported by a further deed, dated June 12, 1912,
represented consolidation of the interests owning the novthern and
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southern portions of the island. ‘The property thus acquired for
stock, cash, and liabilities, would be subject to valuation on that
date, for invested capital purposes.

Counsel for the investigating committee referred to the recom-
mendation of the solicitor as the determination of invested capital.
It may be noted in the recommendstion that the only pomt passed
upon was the value at March 1, 1913, for depletion and that no
mention is made of invested capital.

It was further mentioned that on account of the nature of the
mining of sand from this deposit and the fact that it was subject
to erosion, a greater interest rate factor should be applied than 6
per cent, as used in the recommendation of the solicitor’s office,

In this connection, it might be mentioned that the sand deposit

was a result of the accumulation of sand on and surrounding Straw-
berry Island, owing to the peculiar nature of the currents at that
point. The taxpayer stated in conference that this accretion was
constantly going on and the deposit was increasing rather than
diminishing on this account. Therefore, there is no justification
for a high risk rate on account of erosion.

The question of what rate to use is one of judgment. and all of
the conditions connected with the operation should be considered.
It might be pointed out that there was a specific minimum royalty
of $24,000 & year to be paid whether sand was removed or not which
represented payment for 30,000 cubic vards per year. There appears
to have been no question as to the ability of the lessee to make such
payments nor as to the probability of such payments continuing
until the property was exhausted. Therefore the situation ix very
similar to the valuation of fixed annuities, $24000 a year being
practically assured, since the conditions of thie market at that poing
were exceedingly good and there was no reason to believe that such
conditions would change. It might be admitted that a 10 per cent
rate would be applicable if the value were based upon the profits
of an operating owner and might be even in excess of 19 per cent
if a valuation was being made of the lessee’s interest. that is the
interest of the Empire Limestone Co., which company was a second
party in the contract calling for the payment of $24.000 a year.

It is pointed out in the taxpayer’s brief that, both prior to and sub-
sequent to the organization of the Border Island ('o.. certain suits
wete carried on In court to protect the interests of the owners of
Strawberry Island and to define the limits of their rights. It is not
stated whether or not all of the suits had been terminated at the
time the deeds of the property were passed to the Border Island
Co. However, litigation had been going on for nearly a vear,
and this litigation may have had some effect upon the value of the
property at the time it was acquired. 'This pont, not being one of
issue, was not transmitted to the solicitor’s office for a decision. It
appears that the Income Tax Unit was willing to accept the value
of $130,000, and that the taxpayer did not protest.

Referring again to the interest rate of 6 per cent used in the
valuation included in the recommendation of the solicitor’s office, 1
desire to present the following authorities which tend to confirm the
rate used in situations of this character

he Cunamman. In your statement, vou refer to the fact that
there was an accretion to the gravel and sand, due to the peculiar

A\]
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currents, rather than any erosion and that that fact was developed
in conference. Is there any record of the fact that that did develop
in conference? .

Mr. Epmnceriein. Noj just my recollection on the matter.

The Ciamyan. That is u fine record for a governmental ugency,
is it not. to trust to an individual's memory with reference to condi-
tions such as that?

ier Evm~eriewn. The geological effect is sufficient to confirm
that.

The Cuamyan. But anybody examining the records would not
have access to the same methods of reaching conclusions as the
conferees had., would they?

Mvr. Evpineriern. The point was not brought out.

The Cuamodran, But it was brought up in ¢ .nference, and it in-
fluenced the decision, did it not?

My. Evpinorrerp. The only time that it has been questioned, is
it not, that that question of erosion has been brought up, has been
Ly the engineer and the counsel of this committee.

The Cuarwan, But, as I say, to overcome that criticism, you
relied wpon your memory, and stated that in conference the tax-
payer made that statement.

Mr. Epminerienp, Yes, sir; I recalled it.

The CiairmaN. Yes: but there is no record of that fact.

Mr. Evpingrierp. No, sir. We have no stenographers for that
purpose, and do not take the minutes of the hearings. We always
request the taxpayer to present his information in writing, to avoid
the necessity of having a stenographer take down the hearings word
for word.

The CuairmMan, But in this case he did not submit that fact as a
consideration of value, did he? '

Mr. Eppincrienn. No, sir; but in view of the circumstances in the
case, it did not seem to be an essential point at the time. Had it
been a vital issue at the time, I certainly would have made a nota-
tion of it. :

M. Harrson. And, as I understand you, it has only become vital
by reason of counsel’s criticism?

Mr. Evpinerierp. That is it.

Mr, Harrson. It was not one of the things that were in dispute
before in the solicitor’s office?

Mr. Evvincrienn. No. Shall I proceed, Mr. Chairman?

The CuaIRMAN. Yes.

Mr. Eppincrierp. Although it is admitted that an investor in
mines expects a greater rate of interest than used in ordinary mer-
cantile and industrial transactions it is submitted that the rate of
interest of 6 per cent is adequate for a lessor of & mine in which
the ore reserves and the profit per unit are proven,

1. The lessor shares none of the inherent risk of loss to which the
operator is exposed. If the lessee operator ir forced to abandon
the operation and surrender the lease, the lessor does not suffer any
loss except a deferment of profit until another lessee exploits the
ore. Often in cases of surrender of a lease, covenants in the lease
require that a surrender of title to the lessor of all the plant and
equipment and other fixtures installed by the lessee during his
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tenure. In such cases the lessor frequently profits by unsuccessful
operation by the lessee.

Mr. MansoN, Was there any plant here?

Mr. Eppingriewp. I do not know, sir.

Mr. MansoN. Does not the record show that there was no plant,
as & matter of fact?

Mr. Evoinarienp, I did not investigate that feature of it.

Mr. Manson. Well, does not the record itself show that the owner
of this property owned no plant, and that there was no plant con-
nected with the property at all? The lessece had some dredges.

Mr. EppingrieLp. Yes.

Mr. MansoN. The excavation was made by suckers, was it not?

Mr. EpmNorierp. Suckers or buckets—1 do not know which.

Mr. MansoN. It was done by dredging?

Mr. EpvinerieLp. Yes.

Mr. Harrson. I do not believe Mr. Eddingficld has in mind the
recitation of these facts as applying particularly and definitely to
this case. He is speaking of the general principles, and he is iﬂus-
trating by an example, which may not be exactly comparable to the
case which is under criticism,

The Cuamman. I think that is correct. . 1 understood that this
was just a general statement.

Mr. Epvingrierp. Yes. I have here a few excerpts or quotations
from published papers of various recognized mining engineers:

R. (‘J) Allen, Mining and Engineering World, September 12, 1914:

The Michigan States Tax Commission used discount rate of ¢ per cent and 6
per cent,

R. C. Allen, Fourth Proceedings Michigan State Conference on
Taxation, Detroit, January 28, 1915:

If due conservatism 1s maintained in the estimation of prospective ore it
will he generally unnecessary to make great allowance for hazards by application
of a high-interest rate to Invested capital. Therefore, the common investment
rate of 8 per cent is used,.

The CaamrMaN. Let me ask you at this point, does the bureau use
that rate in computing the inheritance taxes, in valuing properties
in inheritance-tax cases, the same as they do in figuring invested
capital for income-tax purposes, or excess-profit taxes?

r. Eppinorierp. For lessor interests, they do, sir. In fact, I
have seen even lower rates applied; 5 per cent and 5 per cent, to the
inheritance tax.

R. B. Brinsmade. Transactions American Institute of Mining
Engineers, Volume XLV, page 322:

The Investing public is evidently satisfled with a net yield around 5 per cent
from Mlichigan mines, for during muny years the stock of the Calument & Hecla
Co. has heen often quoted at prices to yleid only 7 per cent, and this includes
the necessary sinking fund annuity.

H. M. Chance, ¢ Valuation of coal lands,” Transactions American
Institute of Mining Engineers, volume 47, page 111 (1913). In a
formula developed he uses as remunerative rate 6 per cent and as a
redemption rate 5 per cent.

Mr. MansoN, As of what date was that?

Mr. EppiNcriELp. 1915,

S
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W. E. Fohl, “ The valuntion of coal lands.” Colliery Engineering,
volume 36, page 965 (September, 1915). Mr. Fohl uses 5 per cent
compound interest in the valuation of a royalty equity, and 6 per cent
;mdd 4 per cent in valuing the operators’ interest of developed coal
and. .

R. V. Norris, consulting mining engincer, W ilkes-Barre, Pa,
€$1 & year man on Government job during war). Discussion of
“ Federal taxation of mines,” by L. C. Graton. Transactions of
American Institute of Mining Engineers, September, 1919, Bulletin
155, page 2957 :

In the case of a lessor who has constant tonnage royalty, regardless of the
profits or losses of the lessee, the roturis can and should be divided Into
interest on the volue of the property and depletion to amortize its value in
its probable lite; and, as these returns are practically independent of mining
proﬁts,t the legal rate of 8 per cent be used in culeulating the value of this
property.

He further states:

I would respectfully suggest that the present value of coal properties
be calculated on the basis of 6 per cent. Six per cent plus the necessary
percentage to amortize the property value is all that is Justified in calcu-
lating present values in the case of coal mines.

Report of the Commissioner of Corporations on the steel industry,
part 1, July 1, 1911 (Government Printing Office), page 3. The
royalty valuation made in this report is on the basis of 00,000,000
tons of free ore, at an average royalty rate of 28 cents per ton, and
a 6 per cent rate of interest. }

In the following cases the present value method was subjected
to judicial attack and in both cases it was sustained:

Sunday Lake Iron Co. ». Wakefield (1915), 153 N. W. 14,

Newport Mining Co. ». Ironwood (1915), 152 N. W. 1088.

* Sunday Lake Iron Co. . Wakefield, 247 U. S. 850.

The cases involved a refund of taxes paid under protest under
the Michigan statutes in 1911. The tax was based on an appraisal
by J. A. Finlay made by the engineering appraisal method in
which he used a discount rate of 5 per ceut.

The courts said that the appraisal was made by sound business
methods, and that there was no reason to disturb the findings of the
board of commissioners.

Mr. Hartson. Mr. Eddingfield, based on your experience and
your knowledge of good engineering practice, do you believe that
the use of a 6 per cent interest rate in the valuation of a property
such as this deposit contained in the Border Island case was
thoroughly warranted ?

Mr. %‘Jnmxcmnw. I think it would be the maximum rate that
should be applied in this particular case, because the contract speci-
fies & minimum annual reyalty payment of $24,000. )

The Cuamryan. What was the attitude of the other engineers
who disagreed with the .commissioner’s office and with your view-

oint ?

P Mr. EppinerieLp. I have not noted any; I have not seen any-———-

Mr. Harrson. The Senator wants to know what was the basis
for the allowance by the unit of the value as of March 1, 1913.

The Ciamrman. Yes. Some other engineers disagreed with him,
because they had protested or objected to the ruling of the solicitor’s
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office antd used some other factors in arviving at the cost, or at least
they disagreed with the engineer in the solicitor’s office, that the
valuation of March 1, 1918, was a proper valuation.

Mr. Evmixerieen, 1 examined the record, and was unable to find
any valuation on any basis made by an engineer of the Tncome
Tax Unit.

Mr. Hawrsox, They just accepted it, and they assumed that the
cost was $130,000¢

My, Kpmiseriern, $130,000. )

The Cuamman. As 1 understand it, it was developed in some of
our former hearings that the statute somewhere said that the par
value was to be used.

Mr. Manson. That is the 1917 statute as to invested capital,

Mr. Harrsox. And this question is one, as Mr. Eddingfield has
pointed out, which is limim} entirely to depletion. Tt was necessary
to determine the value as of March 1, 1913, for the purpose of de-
pletion. Is not that the point in controversy ?

The Cramryax. I understand, but is there a different valuation for
invested capital than there is for depletion¢

Mr. Harrson. There is, sir,

The Caamrman, Why? .

Mr, Harrson. For the reason that the depletion value is based
upon & March 1, 1913, value, whereas the valuation for invested
capital purposes is the value of the asset at the time of the acquisi-
tion, if acquired before March 1, 1913; so that for invested eapital
purposes, it was necessary to value this deposit at the date of acqui-
sition, which was in 1912. For purposes of depletion, it was neces-
sary to value the same property as of March 1, 1913, that being the
effective date of the first income tax law.

Mr, Maxnson. A difference of nine months.

The Cuamrman. What I am trying to get at is this: It was only a
few months prior to March 1, 1913, that this property was acquired.
and I would like to know whether any different factors are used
in arriving at valuation for depletion than valuation for invested
capital purposes? :

r. Epmixerienn. Actually, there should not be.

The Crairman. That is what I am trying to get at.

« Mr. Epvixerierp. There is a tendency for including in a March
1, 1913, value an element of probability; that is, they are not quite
so strict as to value as of March 1, 1913, as they are in valuing for
invested capital. That is a distinction withont a difference. 1In
my experience, there has been no difference in the value that I have
determined. A value is a value, and it does not matter at what time
you determine it.

The Cuairman. T thought that that was true, but considerable
emphasis seems to have been laid on the fact that this was arrived
at for depletivn purposes and not for invested capital purposes.

Mr. Eppincprerp. That was merely because it was mentioned by
counsel that we determined the invested capital. Such was not the
case. We did not make a determination of invested capital.

The Cuarman. Well, the resu't would be the same, would it not?
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Mr. Epvinerieno. Yes, sir. Had we been called upon to do sol
But there was never——

The Cuamrman. Why lay emlx)lmsis on the fact that it was done
for the purpose of depletion and not for invested capital purposes?

Mr. Eppinceriern, Because, had we been asked to make a value for
invested capital in 1912, it is possible that the value which we would
have determined would not have been different from the March 1,
1913, value.

The Crargman. And yet it might have been different ?

Mr. Eppinorierp. It might have been different, because——--

The Cnamaan. On what theory?

Mr. Eppinarivrp. I mentioned in my statement a while ago that
there was litigation going on during 1911 and 1912; which might
influence the market value of the property.

The Cuamman. What was this litigation to determine?

Mr. Evmincrierp. The rights of the owners of the island to the
sand surrounding the island, and until that had been fixed by the
courts, the owners of the property did not know how much sand
they really owned, and they were subject to trespass all the time by
these sloops that came around and dredged the sand surrounding the
island. So that, if that litigation had been settled at the time the
corporation acquired the property. I should say that the value that
should have been given for invested capital, or to which the taxpayer
would have been entitled, wonld not have been less than the March
1, 1913, value as we determined it; but I have endeavored to point
out. that there has been no valuation made by the Income Tax Unit,
either at acquisition or at March 1, 1913. They have merely accepted
the par value of the stock, plus the cash, plus the liabilities assumed.
presumably on the theory that it was sufficiently low.

The CuarMAN. Do you want to ask the witness any questions, Mr.
Manson?

Mr. MansoN. Yes: have vou made any inquiry as to the extent of
these aceretions?

Mr. EppINGFIELD. No. ,

Mr. Mansox. You do not know whether the accretions are suffi-
cient to overcome crosion or not?

Mr. Evppincrrerp. T have seen no proof of the fact that there was
any erosion.

Mr. MansoN. There is a strong current in the Niagara River
there, is there not?

Mr., Epminerierp. Not at this point. Have you any evidence of
the fact that there was erosion, or that there was a strong current?
R.Mr. Manson. I know that there is a strong current in the Niagara

iver.

Mr. Eppixcriewn. Yes, sir: but that is in the mouth of the harbor.

My, Manson. Yes; I know exactly where it is.

Mr. Eppingrierp. It seems to me that if the contention is made
that there is erosion, it is incumbent upon the engineers to prove
such a thing.

The CuairMaN. I do not think that is relevant. We need not go
any further on that.

02019—28—p7 $——3
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Mr. Manson. What I am trying to get at is this: This value was
made for depletion purposes?

Mr. EovinarreLp. Yes, sir.

Mr. Manson. Depletion allowance is made to take care of the
investment in the property which is consumed in operation. If
there were accretions to this island by reason of the action of the
current, it is very clear that the depletion would not be equal;
that is, the depletion in value would not be equal to the value of
the sand and gravel taken out of the island, and it strikes me that
if .you were determining a value here for (iepletion purposes, and
there was anly evidence whatever of accretions, you could not de-
termire a value to be depleted until you ascertained the extent of
the accretions. :

The Caamman. I think that is sdund; but in going back to the
records of the bureau we find that they do not indicate any such
theory as that, and I think we will have to dispense with any
lengthy discussions of that subject, in view of the fact that the
records do not show it. We must let the records stand, showing
that the bureau decided these questions on the statements of tax-
payers without a proper record or a proper consideration.

Mr. MansoN. You spoke of there being a fixed allowance of
$24,000 a year under this lease. It is a fact, is it not, that that
$24.000 is the minimum which is to be paid until the gravel or
sand is exhausted ¢

Mr. EppingrieLp. Yes, sir.

Mr. MansoN. And that that stops the moment that it is exhausted ?

Mr. EvpiNcrieLp. Yes, sir.

Mr. MansoNn. So that, instead of being a fixed annuity, it is con-
tingent upon the amount of sand and gravel that is removed?

Mr. EppinerieLp. Yes, sir; that is, provided there is still sand
and gravel remaining.

M. MansoN. Yes. ,

Mr. Evpingrignn, It is not contingent upon the sand and gravel
removed.

Mr. Mansox. I say, it is not contingent upon the sand and gravel
removed. It is contingent. upon there being sufficient gravel on the
island to make up the $24,000.

Mr. EppinGrieLp. Yes. ‘

Mr. Manson. At the royalty rate specified in the lease.

Mr. Eppincrieip. Yes.

Mr. Maxson. You spoke of these appraisals having been made on
the basis of sales, is it not a fact that an appraisal made accord-
ing to the present-value method is the basis on which negotiations
start, instead of heing the place where they end?

Mr. Eobinerierp. In most—

The Cuarman, T think that would apply to a specific case, but
not in general.

Mr. Manson. I think that is true as a general rule. Is it not?

Mr. Eppinerierp. There are usually two reports made in a case
where a valuation is necessary. The prospective purchaser has an
engineer make a report along the most conservative lines. The
seller, the owner of the property, has an engincer make a report -
along exceedingly liberal lines.

-
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The Crairman. I am glad you state that, because it shows that
the engineer will make sach a report as he is hired to make. That
is something that T have contended for some time, as applied to not
only engineers but to attorneys and experts, and I have been literally
“ panned ~ by the members of those professions for assuming that
these experts have any such attitude of mind.

Mr. Eppinerierp, I might state in that connection that there are
engineers who will not lend themselves to the latter basis.

he Caamman. Oh, I knew I would get a rise if I said that. So
it all depends upon the engineer as to whether we get an honest
report or not.

ir. Evvincrierp. There are plenty of engineers in this country
who will not lend themselves to certain statements, just as there
are attorneys who will not defend an obviously erroneous case.

Mr. Manson. Assume a situation of this sort: Say a corporation
desires to get out a bond issue, and they go to & firm of underwriters
with an engineer’s valuation, based, we will say, on a 6 per cent dis-
count value, and say the valuation shows the property to be worth
$50,000.000, and they desire to get out a bon(f issue of $10,000,000.
If the underwriters accept that valuation as the basis of the $10,~
000,000 bond issue, you would not say that that was an acceptance
of a 6 per cent discount factor as the proper factor in determining
the value of that property, would you?

Mr. Eppinerizrp. Not necessari Z

The Cramman. That would probably be shown in the prospéctus
that ;hey would issue when the underwriters attempted to sell the
issne

Mr. Manson. Yes.

The Caamman. But if the underwriters hired engineers to go out
and check up the prospectus, the person who applies for the under-
© writing, according to the witness’ testimony, would get an entirely
different result.

Mr. Manson. Yes.

The Caairman. In other words, he would get a conservative result,
while the engineer who presented the valuation for the underwriting
would get an optimistic report.

Mr. Manson. What I was endeavoring to point out, in connection
with these appraisals based upon capitalization of prospective profits,
is this: That they are a useful and intelligent basis to start figuring
" from. If the prospective purchaser of a mine is shown an a%prﬁ isal
- by an engineer in whom he has confidence, he looks to see what dis-
~ count factor has been used. If a 6 per cent discount factor has been
- used, and he expects to get 18 per cent on his money, he will pay
one-third the value shown by the engineer’s appraisal. If a firm of
. underwriters were figuring on floating a bond issue, and are shown
. an engineer’s appraisal made by an engineer in whom they have

confidence, they will look at the discount factor. If the discount
factor is 10 per cent, and they do not care to loan on any less basis
" than 20 per cent, they may lend up to the amount of the appraisal.
In other words, this method is an intelligent method of arriving at
& basis of value. When you come to make an actual sale or actual
loan. you figure from the discount factor used on the basis you desire
to buy on or on the basis you desire to loan on. The use of these fac-
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tors by engineers is by no means conclusive that the result arrived at
either represents market value or represents the loan value. That ig
the point I wanted to make.

The Cuamrman. Of course, if the bureau, in inheritance tax
matters as well as in the matter of appraisal for capital invest-
ment or depletion, used uniformly the same discount rate for all
alike, I would not find any particular fanlt with their being liberal
to the taxpayer in fixing these amounts, but 1 think it has been
developed that there has been a lack of uniformity. - I do not think
the committee, so far as 1 can speak for it, is prone to criticize
a liberal treatment of the taxpayer in these matters, when there is
a question of doubt as to market value, out they do find fault with
the apparent lack of uniform policy in all cases. ’

Mr. Eppixcriern. 1 might say, Mr. Chairman, that the capital
stock tax people have of late years been in close touch with the
valuation section of the Income )i'ax Unit, and they use their values
for capital stock tax purposes; the valuation section is in close
touch with the inheritance tax division, and whenever there is a
case of inheritunce they use the value assigned by the inheritance
tax people.

The (E’mummx«. 1 am glad to have you make that statement, and
I would like counsel to check up on that, because, in conversation
with counsel in the past, I have gotten the impression that no
such relation existed between the various units of the bureau or §
between the various departments of the (overnment, and that there §
was no such understanding as he thinks. :

Mr. Eppinerienn. When I was in the metals valuation section,
representatives from the capital stock tax division used to be in
our office very frequently, c‘teuking up on the various taxpayers, §
and I, myself, have visited the inheritance tax people on numerous
occasions to get a value.

The Cuamman. But it is only spasmodic and irregular; there §
is no system about it? ’

Mr. Evvineriewo, They have a system in the capital stock tax
division. They are there all the time.

The Cuamrman. 1 think T can substantiate the belief of counsel, §
as transmitted to me, at least, that there is no system about it, but
‘they rely simply upon the initiative and good judgment of the en-
gineer and the auditor dealing with the case.

Mr, EppiNerierp. That may be possible.

The Cuamyan. Do you know whether that is true, Mr. Nash?

Mr. Nasu. The valuations for invested capital and for depletion §
in the same case would be under the supervision and divection of
the man handling that case.

The CuairmanN. How about the inheritance tax division?

Mr. Nasu. The proper procedure is for them to check it with §
the proper valuation section of the engineering division on any val- |
uation that requires engineering judgment. :

Mr. Hartson. They are acting under such instructions, too, are |
they not? .

Mr. Nasn. They are acting under under such instructions; yes,
sir, .
The Cuairman. Is there any check-up to see whether or not that
-is done? .

.
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Mr. Nasu. We do not have individual inspection of cases to see
that it is, but we have enough confidence in our supervisory officers
in charge of these divisions to feel that it is done.

Mr. GreeNmae. We have written instructions to that effect, that
we ean not change,
My, Maxson, i'low long huve those instructions been in effect?

Mi. Nasu. Ever sinee T have been in the bureaw, Mr. Chairman.

The Cramrman. Well, we do not want to waste any more fine
on that now. 1 have asked Mr. Manson to check that up and see
il that 1= frue, and report to the committee.

Mr. Manson. Very well,

Me. Harrsox. My, Chairman, I would like to address myself to
the comment that Senator Couzens made about employing experts
whose judgment differs, that one expert. will reach a conservative
result and another a liberal result. I quite agree with the chair-
man in his statement that there are conservative individuals em-
ployed in all of the professions, and there are men of less conserva-
tive tendencies engaged in those professions. We all know, of com-
mon knowledge, that in trials of law suits, doctors go on the stand
and one will testify, using his expert knowledge, and will reach one
conclusion.  Another doctor of equal experience and of equal in-
tegrity will reach another conclusion.  The difficulty, My, Chairman,
as I see ite—— :

The Cnamyan. Just a minute. I do not want to encumber the
record with that, Mr. Hartson. What 1 say is that the same doctor
will testify on either side of a case, dependent npon which side
he is employed to testify for. I was not developing the fact that
an enginecr or doctor of equal expertness will testify on a different
side. 1 know that is true, and I am not finding any fault with it,
but your witness said that you could get an engineer who would
make a liberal valuation, dependent upon what his client wanted,
or he would make a conservative valuation, dependent upon what
his client wanted. That was the point I was making, and not the
point that you are developing here, and T do not want the record
to show that.

Mr. Harrson. I merely had this in mind, that the subject with
which we are dealing and the subjects which require the assistance
of expert testimony allow and permit such a wide latitude of judg-
ment and discretion that there 1s not any exact answer to it. There-
fore, a man can be intellectually honest and morally honest and
reach a more liberal result than the same man might possibly reach
had he a different. point of view in approaching the subject.

The Cuatenan, Well, as I say. it depends on who hires him as to
the point of view he has, because the employer designates the point
of view, and the engineer goes out to establish that peint of view.

Mr. Harrson. T think it is human nature

The Cuamvan, T am not finding any fault with it, but T was
glad to have such an expert engineer confirm my theory, which
theory I have been condemned for having advanced.

Mr. Eomixgrienp, Mr. Chairman, there are two values in every
case, or an infinite number, There is 2 minimum value. which, based
upon the most conservative line, would be an absolutely safe invest-
ment. There is another value, which might show the possibility of
developing and operating a property. Anvone purchasing the
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property would want both statements, the maximum possibilities in
the property. and the minimum possibilities in the pro[;erty.

The Cuaryan. I know, but the man who is selling the property
would not want the minimum possibilities.

Mr. Evpixcrieen. He would not publish them.

The Cuamman. Certainly not. He would not want them. and
probably would not want to know.

Mr. Evpineriern. But the purchaser would want to know both.

The Cunamaax. He may not want to know the maximum cither.

Mr. Epmincrienp. Oh, yes,
* The Cuammman. Because he would not want to be keyed up to
paying too much for the property.

r. Eppinerieep. I think the purchaser wants to know the maxi-

mum as well as the minimum, sir. °

Mr. Mansox. In connection with this matter of discount rates, I
want to say that when I first started this work, I had a conference
with Mr. Greenidge. and T had a conference v ith the chief of the
appraisal section in the estate tax division, and tried to get from
both of them some information as to the discount rates that they
applied to different classes of industries. It appeared to me that,
with the large number of prople engaged in this work, there must
be some set of instructions which would at least fix the minimum |
and maximum discount rates that could be applied to different §
classes of investments, appraised according to this method of ap- §
praisal. The best that I could get out of either of them, after most §
persistent efforts, was that it was all a matter of judgment, and I §
have not, as vet, any knowledge of the rates that are applied, except
as brought out in specific cases. It seems to me, if there is to be any
uniformity, even in the same office, to say nothing about it as between
two offices, there must be some accepted standards. If there are, I
have failed to discover what they are. '

The Cuamyan. That is what the committee has asked vou to laok
up and report back to the committee on, Mr. Manson.

Mr. MansoN. Yes, '

The Cuamryrax. To see if there are any standards.

Mr. Manson. I just made the statement, for the purpose of in-
forming the committee, that was one of the first things I attempted

‘to do,

The Cuamsan, Have you anything more to put in now, Mr.
Hartson?

Mr. Harrson. Not so far as Mr. Eddingfield is concerned.

(The exhibits offered by Mr. Manson in the Border Island Co.
case are as follows:)

Exumir A
Janvary 17, 1925,

Mr, L. C. Manson, counsel, Senate Committee for Investigation Bureau of
Internal Revenue.
Office report No. 11,
‘Paxpayer: Rovder Isiand Co.. Buffalo, N, Y.
Business: Lessor of gravel bed.
Subject: Depletion and March 1, 1918, value,
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Amounts involved:
Actual price paid for island, June, 1912—

CasN e e $4, 000, 00
Stock. ] e ot e et e e 54, 000, 00
MOPEZARE - o e 70, 000. 00}
Lotal . e e 130, 000. 00
Value first claimed by taxpayer. ... 120, 600, 00
Value allowed by engineers... . oo ---$180, 000. 00
Less value silt land. ... e 3, 000, 00
Net value sand and gravel. ... .. o i 127, 600, 00
Second value claimed by taxpayer—
Finally allowed value. .. e 164, 159, 99
Difference fn tax, 191718 e e 10, 959, 00

STATUS OF CLAIM IN AUDT

Final set-up allowed:

Reserves, sand and gravel and acquisition. ... cublie yards.. 4, 700, 000
Removed up to Mar. 3, 1013__ . .. ... .. e do...... 266, 667
Reserves, Mar. 1, 1913._._.. . e e e do. ... 4,433,333
ROYAItY ITal@e .o o o o et e m $0. 075
Gross expected Fecelpts.. o o e $332, 400, 98
Less estimated expenses, 13 years. .o e $26, 000, 00
Net expected recelpts. .. o oo $300. 499,98
Present worth at 6 per cent and 4 per cent for 18 years, factor-__. $0. 61
Value of taxpayer’s interest at Mar. 1, 1918 v $106. 159.09
Unit of depletion, ¢nbie yard. . e 0. 0442

SYNOPSIS OF CASE

The taxpayer diag heen allowed to greatly inerease the value of his property
for March 1, 1918, over the cost of one year previous, on dute of acquisition.
There is no proper substantintion or logicul reason for any such increase
In value In so short a period of time.

Second, a valuation hag been allowed by the solicitor’s ruling on the basis
of the analytical method of appraisal, using a profit factor of ¢ per cent and
a discount factor of 4 per cent, Profit factor of 6 per cent in the sand and
gravel business is ridiculous.

HISTORY OF THE CASE

The Border Island Co. is stated as being “a corporation organized in
September, 1911, under the laws of the State of New York., The seal used by
the company gives date of incorporation as 1912." The first meeting was held
in June, 1912, ‘The company holds title to an island in Niagara River, partly
within lmits of city of Buffalo. This property acquired by company by deed
in June, 1912. Its sole business is leasing of the right to dredge or pump
sand and gravel in and around said island. This right is held by lessen, the
Empire Limestone Co.,

Prior to the dote on which the Border Island Co. acquired title to the
island, the then owners of the island, represented by Allan I. Holioway and
Maurice C. Spratt, trustees, entered into an agreenient with the Ewmpire Lime-
stone Co. on April 24, 1912, whereby the latter company was to pay 8 cents
per cubic yard for the first 300,000 cubic yards, the next 20,000 cubic yards to be
free, and the remaining material taken out to be at the rate of 7% cents per
cubic yard, the minimum payment to be $24,000 per annum, the company
baving the right to operate until May 1, 1928, provided island is not removed
before that date.

Correspondence on this case has been protracted over four years, the tax-
payers not appearing to give much helpful information, Conferences were



1468 INVESTIGATION OF BUREAU OF INTERNAIL REVENUE

arranged alud postponements thereof successively requested by taxpuyer: when
ﬁlm;ll.v held little scems to have been accomplished in the way of substantiating
claims,

The information contained on Form F dated May 12, 1021, not belng satistae-
tory to the unit, taxpayer presented a statement on December 20, 1921, setting
forth certain additlonal information, the most important part of which shows
that the purchase price of the property wius $130,000, (8See Exhibit B attached,)

On February 27, 1922, the unlt disallowed the depietion clnimed by taxpayer.
(See Exhibit ¢ attached.)

On April 5, 1922, taxpayer having protested the action of the unit noted ahove,
prexented a beief, clulming a valiue of $3.400 per acre Instead of $3.000 per acre
originally clnimed on his Form F.  (See Exhibit D attached.)

On April 5, 1022, following the conference, Mr, 8. L. Shontz, valuation
engineer of the unit, wrote up the report allowing a value of $127,000 for thy
gravel based on the cost as furnished by taxpayer. (See Kxhibit I attached.)

Again on June 11, 1922, he makes a more extended valuation report, (See
Exhibit I attached.) .

On November 24, 1922, taxpayer was notified of a proposed additional assess-
ment hased on the valuation veport of Mr, Shontz, nbove noted.  (See Exhibit
G attached.)

On December 12, 1922, taxpayer files n formal protest to the proposed assess-
ment. (See Exhibit H attached.)

On January 16, 1023, a field agent made an examinntion of the books and
records of the Border Island Co, (See Kxhibit I attached.) "The revenue
agent was In error in not having the informution as to the valuation set up
hy the valuation sectlon, .

On April 14, 1923, the above was set forth In valuation memorandum sent to
the taxpayer approving thelr originnl allowance for depletion based on cost,
(8ee Exhibit J attached.) .

Therefore, on Fehruary 5, 1923, the unit notified the taxpayer of an addi-
tional assessment of the taxpayer, $10,059 based upon the depletion allowunces
ag originally made hy the nonmetals section. (See Exhibit K attached.)

On Octoher 4, 1923, the Border Island Co. flled a formal appeal to this
additlonal assessment setting up a value based on total receipts from 1912 to
1923, inclusive. (See Exhibit L, attached.)

On October 28, 1023, the engineering diviston prepared n memorandum to the
committee on appeanls and reviews, giving the history of the entire matter to
date. (See Exhibit M attached.) *

After conslderable delay, the taxpayer on July 23, 1024, files a supple-
mentary brief, farther protesting agalnst the additional assensment mentloned
above, (8ee Exhibit N attached.)

A verbal hearing was accorded taxpayer on August 15, 1924, by the soleltor's
office. The result of this hearing was handed down by the solicitor in his
recommendation No. 682, dated August 23, 1924, which fixes the valuation and
depletion unit on taxpayer's property at $196.150 and 0.0442 respectively. (See
Exhibit O attached.)

«The nonmetals section on September 16, 1924, prepared a memornndum setting
up the new valuation and depletion as required by the solicitor. (See Fxhibit
P attached.)

This was the last paper of the case and we understand that the cage I8 now
In audit,

DISCUSSION OF THE CASE

There seems to he no good reasnn in this case why the value of this gravel
property should have incereased any pppreciable amount, between date pur-
chased in June, 1912, and March 1, 1913, In fact, the unit has been liberal in
allowing the cost shown by the taxpayer; inasmuch ax about half of this cout ix
represented by a paymeat of $34,000 in eapital stock and there Ix no evidence
that this stock was worth the ahove-stated par value.

The records show that the unit consistently denied the repeated clalms
made by the taxpayer from November, 1020, to August, 1924, the time the
solleitor's recommendation No. 582 allowed the use of the analytical appraisal
method, This memorandum not only allowed the use of this formula but it
deslgnated a rate of profit at ¢ per cent. In fact. the solleitor's office took
over the entire function of the engineering division, s it set up a detalled
appraisal of the taxpayer's gravel. as well as fixing the unit of depletion to
hp sllowed thereon, .

-
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We submit that a procedure of this kind makes it impossible for the”
engineering division to glve different taxpayers equal and just treatwsent.
Ir would seem proper for the solicitor's office to Indicate the polnts of law,
or even the general method whifch should be applled to the taxpayer's cuse,
but we deem it decidedly unwise for the solicitor to set up definlte valuations.
Such action makes of the engineeriug divislon a mere rubber stamp.

The use of the profit rate of 6 per ¢ent in a sand and gravel business of
this charncter, subject to rlxks, such ns defaulting the lessee, rlsk of croslon,
risk of partles dredging around Island, risk of oveprestimation of recovery,
u rate of interest which s expected only on sure investnients such as bonds
and mortgages thoroughly secured by property of value far in excens of
the totnl amount of the bond or mortgnge, 18 absolutely without sound founda-
tion. We contend that even If it was proper to use the analytical appraisal
method, In this ease, n profit factor at least of 10 per cent should bhe used.
If thix rate had been unsed, the value of the taxpayer’s gravel on March 1,
1018, would have been approximately $130,000, an amount in pre ctical agree-
ment with the $127,000 allowed cost of this gravel

To sum up, we contend that the coxt of this property In June, 1912, was
the best Indieation of its fair marketr value on March 1, 1913, We further
contend that an allowance of ¢ per cent profit for this business can not bhe
Justitied,

Respectfully submitted.

H. M., Pavker, Investigating Engineer.

Approved :

1. . Pargkr, Chief Engineer.

Fixumr B

Berrao, N Y., December 20, 1921,
COMMISSIONER oF INTERNAL REVENUE,
Washington, D. €.

Dear Sir: Referring to your letter of October 18 re Rorder Islannd Co., we
finnily succéeded in getting a survey of the property which shows the deple-
tion much greater than we had thought possible, and I am inclosing your
affidavit settihg forth all the fucts, We have a map of the lsiand and i you
would like to have us flle it with you we would be glad to do so. X think
the atfiduvit inclosed covers all the points whie h you want to know,

Yours very truly,
TrHomAs R, NtoNE, President,

StATE oF NEw York,
Erie County, &s8:

Thomas R, Stone, of the city of Buffalo, N, Y., belng duly sworn, on oath
says he s the president of the Border Istand (‘o which ownx an island in
the Ningara River, Erie County, N. Y.: that sald company was incorporated
in September, 1911, That sald island was purchased by sald company on or
about June 15, 1912, at and for the suin of $130,000.

That suid company did not conduet any business in or about suld Ishind
uatil the year 1918; that In the year 1018 it was estimated that 2 acres of
Jland had been removed, and the same amount was estimated as removed dur-
Ing the yenrs 1919 and 1020 and cinimed ax depletion in its returns for said
years; that a survey of sald islind was made during the manth of November,
19921, which shows that the depletion of spid isinnd from September 28, 1917,
to N(n\'(*:lmm', 1021, is 20 acres, The head or south end of said Island was
composed entirely of sand and gravel, up to the line thereef reachied during
the year 19020, and from that line north the island is overlaid with several
feet of silt or mud, which has to be removed before the sand and gravel v
be pumped, and thereby a much greater acreage of the island wasx taken
away duringg the year 1021, in order to procure sufficlent sund and gravel;
that the pumping upcmtlons are carried on fom May to November cach year.
Depletion of 2 acres was clnimed in the income-tax return of sald company
for the year 1918, and 2 acres each for the years 1910 and 1920, making a
total of 8 acres, and the number of acres actually removed, as shown by sald
survey, during the years 1918, 1919, 1620, and 1921 is about 17 acres,

9201925 —p1 § — -4
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That sufd tsland when purchased by safd company wax encumbered by mort-
gages nmounting to $70,000, and title wus taken subject to spme, and stock of
the compuny nmounting vo §54.000 nnd cash $6.000 wans pald, making n total
of $130,000. '

That the value of sald ixland in 1913 was about the same as 1012,

The esthmate of the surface aren in report for year 1921 as 30 ncres, ut
$3,000 per acre, I8 shown by said survey to be not correct,  That there s not at
this time to exceed Y0 acres estimated to be the value of $3,000 per acre, and
from latest developments shown about 20 acres of the value of §1.000 per acre,
and 35 neres of the value of about $50 per acre. It is exthnated that at least
7 neres of surface of sald island were removed during the yveay 1921,

The ertimate of the nmount of depletion of sald islund during the vears
1038, 1919, and 1920 was not, therefore, equul to the amount actually removed,

TuoMmas R, Sresp,

Sworn to before me this 20th day of December, 1921,

[8EAL.) A. W, Prumuey, Notary Publie,

-

xuisir
FEpnuary 27, 1022,
Borbper Israxn Co,
Ruffalo, N, V.
Strs: With reference to your income-tux returns for the years 1917 to 1020,
inclusive, you are advised that the evidence submitted in Form F and in your
letter of December 22, 1021, does not substantiate your clalm for depletion,

which g therefore disallowed. a

Value claimed at acquisitlon. . .. . L. L en e $30,000
Fair market value at acquisitlon. ... . . . ... Noue,

(Lease not subject to depletion.)

Depletion clalmed, 1010 et ——————— @, 000
Depletion sllowed, 1919 _____ e eem None.
Depletion claimed, 3920 e e 8,000
Depletion allowed, 1820 e e None.

This action will be reflected in the audit of your returns which will begin
20 days from date of this letter, and you will be notifled of the tax lability
resulting therefrom.

Respectfuily,
E. H, BATSON, P
Deputy Commissioner,
By A. H. Fay,
Head of Division,

‘ SxHIntT D

STATE 0F NEW YORK,
County of Erie, City of Buffalo, s8:

Thomas R. Stone, belng duly sworn, deposes and says that he resides at
the city of Buffalo, N. Y., and Is an attorney and counselor at law, practicing
his profession in snid city; that he is an officer, to wit, the president of the
Border Island Co., a business corporation organized in September, 1911,
under the laws of the State of New York; that he Las been president of sald
corporation since its first weeting in June, 1012; that in June, 1012, sald cor-
poration uacquired Strawberry Island, located partly within the city of
Buffalo in the Niagara River, by deceds of conveyance from the Strawberry
Istand Co. and from Wiilliam H. Heimbach and wife, which deeds were re-
corded, respectively, in Erie Couunty clerk’s office on the 17th day of June,
1922 that title to said island was taken by the said Border Island Co, sub-
Ject to mortgages aggregating the sum of $70,000, and also subject to a
certain agreement licensing the removal of sand and gravel from and around
sald island, made with the Empire Limestone Co., engaged in the business
of removing sand and gravel from the Niagara River and selling the same
for commercial purposes in the city of Buffalo and vicinity, which agree-
ment was dated April 24, 1912, .

.
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That prior to the acquisition of title by the Border Island Co. to sald
island a trust agreement was entered into between the Strawberry Islund
Co,, Willlam R. Cherry, Anna L. Cherry, Frank . Hibbard, the then owners
thereof, with Allan I. Holloway and Maurice C. Spratt as trustees, wherein
the said trustees agreed to oversee the removal of sand and gravel from sald
river under the sald Empire Hmestone contract of April 24, 1912, and apply
the net proceeds thereof upon the principal and Interest of the above men-
tioned mortgages outstanding on said island the surplus therefrom, if any,
to be distributed as therein provided,

That pursuunt to the provisions of sald contract of May 1, 1912, sald island
owned by the Border Island Co. was duly leased on June 17, 1912 hy the sald
Border Island Co, to the said trustees, who agreed thereafter to pay the sald
Border Island Co. for any and all uplands of said island removed in the
operations under suld contract of Aprid 24, 1012, or any subsequent moditica-
tion thereof, nt the reasonnble value thereof of $3.000 per acre.

That thereafter, and ot August 4, 19017, the sald agreement of April 24, 1012,
between Empire Limestone Co. and the prior owners of said property, was
amended by a supplemental agreement dated on that day, and said Empire
Iimestone Co. has exercised the right and operated under sald agreements
since Aprfl 24, 1917, and is now exercising the right to take sand and gravel
from and about sald island, and i8 now so operating under sald agreements,
which lHeense right is therein given the sald Empire Limestone Co, unttt May
1, 1928, provided said island is not remnovedl before that date.

That sald llcense agreements with the Empire Limestone Co. provided rules
and regulations for the removal of sald materials by the sald Empire Limestone
(lo., and that the uplands of sald island should not be removed in sald opera-
tions until a determinntion was made by arbitration as to the necessity
therefor, and it was determined therein that such removal was necersary to
enuble the said Empire Limestone Co. to obtaln the minimum yvearly mmount
of materials specified to be patd for in said agreement.

That during the latter part of the year 1916 the Empire Limestone Co., as
such Heensees, applied to the Border Ishand Co. for a determination and
its permisslon as to the removal of materials constituting the upland of said
fsland for the operating season of 1917 and thereafter, and, after due deliber-
atlon between the parties, It was determined and agreed that the Empire Time-
stone Co. and itz licensees should have the right and privilege ¢f removing the
uplands of sald islaund beginning in the spring of 1917, and thereupon the
removal of said uplands was commenced and has continued since under the
terms of sald contracts,

That during the season of 1917 there was removed from the uplinds of sald
laland, under sald cenfracts, 63 acres at the southerly end and east and west
gides of sald isiand, which is located in the city of Buffale, and the sald Allun
I. Holloway and Maurice C. Spratt, trustees, duly accounted to the sald Border
Island Co. therefor at the agreed value thereof, to wit, $3.000 per acre.

That on January 1, 1919, the lease theretofore made by the Border Island
Co, was mutually canceled and annulled, and on an accounting in writing, made
at sald time for the acreage of the Island removed during the vear 1018, said
trusteex paid to the Border Island Co. the sum of $9,000 In payment for the esti-
mated acreage of sald uplands so removed during sald year; that sald adjust-
ment was estimated by the partles, as no survey of tie island was made for
said purpose at sald time, the prior surveys of the island having heen made
in November, 1918, and September, 1917,

That since January 1, 1019, the Border Island ("o. hias supervised and col-
lected the amountis pald by the Empire Limestone Co. under its agreement
of April 24, 1912, and the subsequent modification thereof, and during the
year 1919 two acres of the uplands of said isiand were estimated to have been
removed in said operations, and in its income tax return for that year sald
Border Island Co. claimed under the item of exhaustion for two acres, so
estimated to be removed, of the value of $6,000.

That in the operations during the year 1920 there wur estimated as having
been removed from said island by the said Empire Limestone Co. and
reported by the Border Island Co., and claimed in its return for that year,
depletion of 2 acres of said uplands at $3,000 per acre, which, in deponent's
Judgment, was much less than the market value of such aucrenge so removed.

That in the operations during the year 1921 there has been estimated as
having been removed from said island by said Empire Limestone Co., 7 acres
of the uplands of sald island, which deponent verily believes was worth in
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excess of $8,000 per acre; that in November, 1921, a survey was mude of said
falund hy Straley Bros., civil engineers of the city of Buffalo, and such survey
shows that from the beginning of said operations ir 1817 upward of 20 acres
of the southerly portion of sald island within the city of Buffale had been
removed by sald Empire Limestone Co, under said contracts.

That the time of the Bovrder Island Co., to flle its income tax return for
the year 1921, has been duly extended until the 15th day of June, 1821, and
only a tentative tax return has yet been flled.

Deponent 18 a stockholder of the Border Island Co., and is acquainted with
all of the stockholders thereof; that none of the stockholders of the Border
Istand Co., I8 now, or ever has been, a stockholder of the Empire Limestone
Co,, or interested jn its business operations in connection with the removal
of materials from sald island: that sald corporations are entirely distinet and
unassociated except under sald contracts. All of the panyments made to the
Bordgr Island Co., under sald Heense agreement were made in good faith
and as per the bona fide contract agrecments of the partles, '

That deponent ir n stockholder In satd Border Island Co, and has during
the last 10 ycars had experience concerning the market value of the land in #ald
taland containing sand and gravel, and algo knows the price pald for other land
of similar kind and character and in the same locution, excavated for such
purposes, and deponent knows that the market value of sald land was in the
year 1913 upward of the value of $3,000 per ucre, and since that time has in-
ereaved in value by reason of the fact that the iarket value of sald materials
har advanced and the supply has decrensed In the Niagnra River and vicinity:
that sald Border Island Co. purchased sald {sland for the sum of $180,000
in June, 1921 that in the opinfon of deponent on March 1, 1913, as shown
by later developments, sald island was worth much more than the purchase
price thereof, and war reasonably of the value of $3,00k er acre; for 48 acres
of the southerly portion of sald island, consisting of snld 48 ncres, was composed
ahmost entively of commercial sand and gravel, and the northerly portion of snid
fsland has not been developed, or proven, as to the value thereof, or of what
character of materinl it consists.

That it has been estimated by deponent and others who ave familine with the
situation and know the amount of materinls removed during the year 1921,
tggt at leant 7 acres of aplands of sald i€land were removed daring =aid year of
1921,

That deponent has computed the cuble contents of au acre of land to a
depth of 30 feet, which was the average depth of the acrenge removed from sadd
uplundy, as shown by afidavits submitted herewlth, and upon sald computation
it i« found that an acre of upland containg 48,400 cuble yards, which at the
minimum price paid to the Border Island Co. by the Empire Yimestone o,
under the contract of April 24, 1912, amounted to the sum of $3.480 per acra;
that deponent knows of his own knowledge that snid acreage so removedd is,
and was at the time of sald removal, of the value of $3.490; that the number
of cuble yards of materials actually removed and paid for by the Empire
Limestone Co, and its licensees from the uplands of said island, from the spring
of ID1T to the fall of 1921, greatly exceed the number of yards claimed as
depletion for sald years. On the basis of 48400 enbic yards per acre for the
214 acres claimed a8 depletion since the spring of 1817 tha computed yardage
therefor would amount at the minimum contract price of 744 cents per cuble
vard to $78,000, and during snid perlod the Empire Limestone Co. had pald a
total of $24.000 per yenr g8 n minimum and have removed in each year in
excess of 320,000 cuble yards.

That the Border Irxland Co. doex not own any hoats except a small motor boai
usedd by the inspector and for supervision and measurement of loaded sand
suckers and scows, and that it owns no other property of any description except
sald island so located in the Niagrara River, materials from whieh ave ve-
moved by the Empire Limestone Co., or its licensees.

Deponent further says that when said materials are removed from said
island the upland disappears and where the isiand existed before there I8 deep
wiater, which has no known commercial use or value,

THOMAS R, STONE.

« Subseribed and sworn to before me this 4th day of April, 1922,
AGNETH R. HANSON,
Commissioner of Decds, Buffalo, N. Y.
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Sr* w or NEw YORK -
Jounty of Lrie, Uity of Buffalo, ss:

Jacob J. Straley, belug duly sworn, deposes and suys that he s a clivil
engineer and har practiced hlg profession at thie city of Buftalo, N, Y., for
upward of 27 years lust past; that he is a member of the firm of Straley Bros,
and had personal charge of the survey and preparation of the map of Straw-
berry Island, of which the attached blue print is a copy; that the said survey
wns made by deponent in the month of November 1921, and shows the sald
fsland and the margin of the lands thereof as they exlsted in suld month; that
the southerly portlon of said island has been excavated by means of so-called
sund suckers and through the operations of what is known as a digger operating
upon the uplands «f sald island, which digger is the property of the Emplre
Limestone Co., engaged in the sand and gravel business in und about the clity
of Bufftlo; that during the month of November, and while sald survey was
being nade, such operations were fn progress along the southerly margin of
sild island; that deponent has been familiar for many yenrs with said island,
of which, prior to November 1013, 88.18 ncres were within the lhmits of the
city of Buffalo; that said portion of said island has since been removed with
the exception of 1.44 acres, now remafning at the tlme of saild' deponent's
survey within the limits of said clty; that sald portion of sald islund so re-
moved was 3 or 4 feet ubove the mean level of the river and quite heavily
wooded with large trees; thut sald portion of sald island except the surface,
s0il, was entirely of sand and gravel taken for commerelal putposes from sald
uplands; that the greater part of said portion of said island heretofore lying
within the city of Buffale, has been removed since the year 1916, when the
more extensive operations in said uplands commenced ; that the reinoval by said
operations of the uplund of said Islvnd has extended along the easterly and
westerly shores thereof, beyond and northerly of the line indleated on snid map
as the Buftalo city line, to an amount practically equal to the aereage yot
remaining of said island within sald city.

That denonent has caused to be indiented on sald map, of which said Wue
print is a copy, the outlines of suid {sland and the margin of the river as located
September 27, 1017, In the survey thereof and map made by IFrederick K. Wing,
civil engineer, of the city of Buffalo, and also by the survey thereof made by
suid Wing In November 1913, and the said blue print corvectly shows the loen-
tion of the margins of said island as evidenced by the said maps and surveys
of the sald Frederick K, Wing,

From sadd surveys and depenent™ personal knowledge of the situation at
sald island in November 1921, in deponent’s opinfon, upward of 26 ancves of the
southerly portion of sidd Islund have heen removed, to n dopth of upward of 30
feel, sinee the year 1916,

Jacon J. Nruanky.

Subseribed and sworn to before me this st day of April, 1922,

CHarLes A, Haug,
Notary Publie, Lrie County, N. V.

STATE OF NEW YORK,
County of Erie, City of Buffalo, ss:

Robert Vellacott, being duly sworn, deposes end says that he vesides in the
eity of Buffalo, N. Y., and that in the month of May, 1913, he wus employed
as un inspector by Spratt & Holloway, trustees, to supervise the pumping of
gand and gravel in the Niggarn River, and to inspect and measure eqceli honte
load of material that was taken hy certain sand suckers, which are bonts
equipped with centrifugal pumps; that deponent entered upon his duties in
the month of May, 1013, and has continued from that thme on until the present
to act in the ecapacity aforesaid; that deponent has seen snd been on and
around the fstand fn the Ningara River owned by the Border Island (o, each
spring, smmmer, and fall of each year beginning with the year 1913, and ending
in the yoear 1921; that deponent was well acquainted with and knew the shore
outline of said island ag it existed in May, 1913,

Deponent further says that said shore line as it existed in May, 1913, con-
tinued to be the sume without material change until the spring of 1917, at
which time the operntors of sald sand suckers were given permission hy the
owner of said island to encronch upon and take away the materia! contained
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In the upland of sald island; that the south end of sald island as it existed
during the year 1913 to and including 1916, was hetween three and four feet
above the mean water level of the Ningura River; that said south end of said
island was not covered with any mud, slit, or any other materiul, und wus
composed wholly of sand and gravel and extended north approximately 1,000
feet without chunge and from that polnt north to what I8 known as the
Buffalo city line, the surface of sald island {8 covered with silt averaging from
two to three feet and becomes thicker as the distance continues north on sald
fuland,

Deponent further says thut all of said material go removed from sald island
s0 owned by the Border Islnnd Co. was removed by bouts owned by the Empire
Limestone Co. to tuke and remove suid material and for which the Empire
Limestone Co, necounted to the trustees or owner of snld island.

Deponent further says that the captaing of various sand suckers which
removed the materinl from said island are as follows: Sand sucker Trenton
was operated by Capt. John Gamble; sand sucker Hyman was operated hy-
Capt. Fred Barry; sand sucker Victoria was opernted by Capt. Murray Maines;
and that the sand digger Flco was operated by Capt. Hdward Henrletta.

Deponent further says that the Buffalo city line hisected suid fsland about
thirteen hundred feet north of the original south end of sald island In the year
1913 and the spring of the year 1017, and that all the sand and gravel which
composed the south end of said island up to sald city lMine hns hoen entlirely
removed by sald sand suckers with the exception of two small points as
shown upon the survey made by Straley Brothers in November, 1921, and to
great depth, and that where sald island orlginally existed there is very deep
water at this time, .

Ront. VELLACOTT.

Subscribed and sworn to hefore me this 30th day of March, 1922,
E. J. Prusmiey, Notary Public.

Srate oF NEw York,
County of Erie, City of Buffualo, s«

John B, Gumble, being duly sworn, on his onth deposes and says: 'That
he restdes In the ety of Buffalo, N. Y.,; that he has been engoged us a cap-
tadn on sand suckers operating In the Nlagara River siuce the year 1802 to
and Including the year 1021, and that in the operation of =aid sand suckers
sand and gravel was pumped during the years 1917, 1018, 1019, 1920, and 1921
from the mninland of the istand owned by the Border Istund Co, in the Niagara
River o n depth of an avernge of about 30 feor and that the souil end of
safd Istand has been entively and completely taken away by annd suekers and
an elevator dredge: that the portion of sald island so taken away duaring
the yeurs 1017, 1018, 1019, 1020, and 1921 has heen exeavated and completely
reinoved to an average depth of about 30 feet and that water is now where
portion of sald islund formerly was. -

Deponeni further says that the shore line of sald islund in the early spring
of the year 1017 was practically the same ay the shore lne of said island in the
spring of 1013,

Depenent further says that during the yeur 1917 operations were carried
on by suld sand suckers so that a pertion of the south end and portions
of the enst and west sides of the uplands of sald island were removed:
that the materiul composing the south end of said Islund so taken consisted
almost entirely of sand amd gravel; that the extreme south end of said island
wag about from 3 to 4 feet ubove the mean water level of the Niagara River
and consisted entlrely of sund and gruvel except a covering of loum from 2
to 8 inches; that the suld land on said island gradually tapered down to the
north until the islund now as it exists averages about 1 foot above the mean
water level of said river and said island as it exists at this time Is covered
with a silt which varies in depth from about 8 inches to about 8 feet.

: ' Joun B, GaAMBLE,

. Subscribed and sworn to before me this 30th day of March, 1922,
{8EAL] A. W, 'romeey, Notary Public,
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Bxumit E

TAXPAYERS' CONFEBENCE,
Narurar Resources DivisioNn, NONMKETALS SKCTION,
April 5. 1922,
Paxpayer: Border Islaud Co.
Address: Buffalo, N. Y.
Represented by : G, C, Riley, attorney (stockholder).

Matter presented : Affidavits and mups to support clalm for value of sand and
gravel based on cost at acquisition.

Issues discussed: Mr. Riley read and explained afidavits to show that the
gravel was worth more than $3,000 per ucre because of its location very near
the docks in Buffalo. He explained that this is the nearest msvalluble supply
of sand and gravel. Other Islunds near by being too valuable for real estute
to use for sand., e also called attention to a lease which added value to the
purchuse, it being a consideration of the trausaction. Under the terms of this
lense the Empire Limestone Co, agreed to pay the Border Island Co. for sand
and gravel removed from the Niagara River or from Strawberry Island from
April 24, 1012, to May 1, 1926, as follows:

IMirst $00,000 cubic wmlq, at R cents per euble yavrd; next 20,000 cuble yards
nothing; all other yardage, 7% cents poer cuble yard. Minimum puymentq
$24,000 annually.

The Border Island Co. should have recelved ghout $250,000 for sand and
gravel produced under the terms of this lease,

Mr. Itiley produced the original contract and original deeds, Coples were
not submitted. He offered to submit any other dain that may be required,

He explained that a trust agreement had been entered into by the Straw-
berry Island Co. prior to acquisition by the Border Islund Co. providing for
the payment of certain receipts from this sale of sand and gravel to trustees
to be disbursed te othier former owners and to others holding mortgnges.
That $3,000 were pald to these trustees for each aecre removed by the Emplre
Limestone Co.

Mr., Ritev was andvised that he had apparently substantinted their claim for
the value of the sund and gravel, as they cluimed only the amount of purchase
price less value of portion of Islund known to be covered with silt, which he
stated to be at least 8 feet deep.

The value claimed:

Purchase price stock. e e e e e e e e 304,000
CRBN oo i e+ o e e e e e o 2 - 8, 000
MO IO o e e e e e e e e 10,000
POtAY e e e e 130, 000
Less value of slit-covered land.. ... .._ e e e i e 1 ot e e 3,000
Net value sand and gravel __ . . . . .o 127,000

8. L. SmoxTs,
Valuation Engineer.
Approved :

Sy — pr—

‘
CHIEF NONMETALS VALUATION SECTION,

ity I©
SECTION oF INORGANIC NONMETALS,
. April 11, 1922,
Bonper Istaxn Co.,
Bufralo, N,

Mavricr . SpRaTr and Amm I. HoLLoway,

Trustecs, Buffelo, N, Y.

1. This company was Incorporated in 1911, In June, 1912, it acquired an

island in the Niagara Rlver, pavtinlly within the boundary of the clty of
- Buffalo, for panyments as follows:

To Strawberry Island Co., S8t0CK. e oo e $54, 000
Wwilliam R. Cherry, W. H. Helnbach, and Moses Cherrv, [7IT5] | T, ¢, 000
MOPEEAZCS e e e i e e e e e e e e e 70, (1,1,1]
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The total capital of the company is $60,000. A contract was acquired
with the purchase which provided that the Empire Limestone Co. might
dredge sand and gravel from the Niaugara River und from Strawberry Island
from the perlod April 24, 1012, to May 1, 1026, unless previously exhausted,
for which the Border Island Co. was to have been paid as follows: First,
300,000 cubie yards, at 8 cents per cabice vard; next, 20,000 cubic yards, nothing,

All other production, 7% cents per cubie yard. Minimum payment, $24,000
er year.

P Iny the following tabulations the number of cuble yards produced was
taken from Form I

- Cubic Atnotnt
Year yards Rate due under
produced contract
— - { - -
. ; Cents

2. SO UR SRR L 219,176 N | e
. 8 i, 485, 92
L1 2 e E TR TR '~, 218,080 { % 8, T4, 65
1M e e s e e 400,838 7he | 30,002, 92
] U L L LT TR 434, 562 V4 32, 581, 40
1016, T e The | 37, 080.38
W7, O S PP 410,915 7141 41,508 62
WAR oI I I T LI e 7% | 28302 1
Wlo. T L S s Ty | 26,049,908
| a,900, 084 |. i 240, 378, 30

The gross income for the years 1912 to 1920, inclusive, «hould bhe ne less
than the amounts In the above tubulation,

The total value claired I8 cost at acquisition___... .. .. ... . .. K130, 000
Less value of tand covered with «ilt. .- .. . .. .. 3. 000
Net value of grave! and sand-._.. ... 127,000

In an aflidavit submitted in conference May 5, 1921, 28 acres Is stuted to
hive been the arven of the position of the island containing sand-gravel, the
lower end being composed of silt., The gravel is dredged to a depth of 30
feet, lenving no residual value, The volume of 1 nerve 30 feet deep is 485,400

cubic yards; 48 acres woeuld produce 2,323,200 cuble yards, ,
Totul aren sand and gravel on iqluml I REETE o L 4N
Aren dredged from island 1917 to 1‘#"1 im luxl\ [OOSR | I1 J M7
Area dredged 1920 i e e O 7
Area dredged 1917 to 1020, Inclusiv oo e oo 1.7
Area sand and gravel remaining at end of 1920, U | [ J. 8.3
Sind and gravel remalning at end of 1020_ .. .euble yavds_L 1,369, 720
Sand and gravel removed from 10.7 acres....._... . __.__...do._._. 903, 480
sSand and gravel removed from viver._.._.. . . . . doo__. 2,871 564
Total available at acquisition_.._____.__ ___ . ____ .do. .. 4,604, TG4

Possession of the Islaund apparently carried the right to gravel and sand in
the river adjacent, as whis company was paid for it at the suame price as for
material taken from the island. The total quantity was depletable. "The
supply in the river ‘has been practically exhausted.

Action taken:
Value claimed for Strawberry Island, cost at acquisition, June

X, MM e e e $130, 000, 00
Less value of portion not containing sand and gravel. . _________ 3, 000, W
Value claimed and allowed for sand and gravel at acquisition__.. $127, 000, 00
Value allowed for srnd and gravel, March 1, 1013__ .. ________ $121, 082, 25

stimated depletable quantity of sand and gruvel-ﬂ..cubic yards.. 4,695, 000
Depletion rate per cubde yard__________ . . _____________. $0. 027
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. w
e
Cuble | Biowedfor | goying price
income tax
Year ' )r"(lp?;l?:ed and sustained umtls;ct%on-
I agalnst in-

vested capital

B2 oo e e e eeaan | aeael s | 817,508
SR Ioasose | hessaz| 1526087
21,0000 878043

SRR I |

10,822. 65 30, 062, 92
11, 732. 90 :"12,691.433

347,333 9, 478.00 2, 049, 98
B2 . e it euetseimeraussecaneenmeeemnraraan ey en 404, 310 | 10, 916. 37 30, 323, 26

TPORAY. « < oo e e e et ee e e e e e an i 3,325,044 | 69,770,190 |  258,117.73

Mavurice C. SPRATT AND ALLEN I. HOLLOWAY,
Trustees, Buffalo, N. Y.

Nineteen hundred and seventeen return for the trustees included with Border
Island Co.

Prior te this ancquisition hy the Border Islund Co. a trust agrecment had
been made by which the Strawberry Island Co. agreed to have the net proceeds
from the sale of gravel and sund distributed through Allen T, Holloway and
Maurlee C, Spratt, trustees, among Thomas R. Stone, George C. Riley, Frank
C. Hibbard, and Strawberry Island Co., mortgagors and mortgagees,

Depletion applies to the Border Island Co, and not to any of the parties {c
whom payvments were made through the trustees,

8. L. Sioxrs,
Valuation Ingincer.
Approved;

Chief Nonmetals Valuation Section,

Exnmr G
Borbver Isranp Co,
306 Mutual Life Building, Buffalo, N. Y.

Sies: An examination of your income-tux return for the year 1017 discloses
an additional tax Uabllity for that yeur aggregating $4,274.08, as shown in
detail in the attached statement.

In accordance with the provisions of section 250 (d) of the revenue act of
1021, vou are granted 30 dayvs within which to file an appenl and show cause
or reason why this tax or deficlency should not be paid, No particular form
of appeal is required, but if filed it must set forth specifically the exceptions
upon which it 18 taken, shall be under oath, and contain a statement that it is
not for the purpose of delay, and the facts and evidence upon which you rely
must be fully stated, The appeal, if filed, must be addressed to the Commis-
sioner of Internal Revenue, Washington, D). C.,, for the specific attention of
IT:NR: I*-DWJ, which wil be referred to the Income Tax Unit before trans-
mittal to the agency designated for the hearing of such appeals,

You may, if desirable, request a conference before the Income Tox Unit in
connection with the appenl to be beld within the period prior to the expiration
of five days after the time prescribed for the filing of the appeal. If the Income
Tax Unit is unable to concede the points raised in your appeal, it wiil be
transmitted, tegether with the recommendation of the Income Tax Unit, to such
agency as the commissioner may designste for final consideration.

Where a taxpayer has been given an opportunity to appeal and has not done
S0, as set forth above, and an assessment has been made, or where a taxpayer
has appealed and an assessment in accordance with the final decision of such

appeal has been made, no claim in abatement of the assessment shall be
entertained. .



p—

1478 INVESTIGATION OF BUREAU OF INTERNAL REVENUE

Payment should not be made untll a bill I8 recelved from the collector of
internal revenue for your district, and remittance should then be made to him.

Respecttully, B H B
. . ATSON,

Deputy Commissioner,

By A. H. Fay,
Head of Division.

In re Border Island Co., 806 Mutual Life Building. Buffalo, N. Y.

CoMMISSIONER OF INTERNAL REVENUE,
Washington, D. C.
Siz: Receipt ix acknowledged of your office letter dated November 24, 1922,
bearing identification symbol IT: NR: F-DWJ, and showing as a result of an-

examination of our tax returns— .

Additional tax Uability
Xenr 1007 . e e e e e e o $4, 274. 08
Total ceme . e e e et et e e st e i e 4,274, 08
Net additional $aX. o ccv o il i e amemeim e e o 3, 274,08

In response thereto we hereby advise that--

(1) We accept as correct the above statement of net ndditional tax liabiiity
and agree to its assessment In due course, or,

(2) We belleve the above statement of met additional! tax liability is in-
correct, and we desire and shall proceed within the time figed in your letter
to prepare and present evidence showing that the amounts stated above should
not be asgessed. '

Notr: Taxpayer should sign but one of these statements.

Boxper Istanp Co., Buffalo, N. Y,

1917
Net INCome repOrted . oo e e e e e $10, 300. 38
Depletion deducted - . e e $20, 250. 00
Depletion allowed... ..o e e e e = 11, 364. 71
e 8, 885, 20
Net income corrected. ... .. e e e et e o s e e e mm 19, 185. 6%

The amount of caplital stock outstandivg, $60,000, has been accepted as your
invested capital.

Computation of tax:

Net income correctedo .. oo e $19, 185, 87

Less: Excess-profits tax. s 3,203. 55 $3, 203. 65

Balance subject to tax at 2 per cent and 4 per cent.. 15, 802. 12

Tax at 2 per cent and 4 per cent. o mm e 053. 53

TROLAL CX e et e o m e e e e e e e e 4, 247, 08

Tax previously a88e88ea. e e e None.
4,247.08

Allowable depletion is bared on the cost at date of acquisition of Strawberry
Isiand, $130.000 less $3,000, the value of the part not containing sund or gravel
or $127.000, and estimated recoverable reserves of 4,605,000 cubic vards of
sand and gravel, which produces a unit rate of $0.027 per cuble yard.

In view of the data at hand and information submitted at the various con-
ferences held in this office with your representatives, it is held that the income
statement reported in the return designated “ Maurice C. Spratt and Allen
I. Holloway, trustees,” more properly represents the income statement of your
corporation. The amount reported thercon has therefore heen used in the
ddjustment shown above,
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Exummr H

. Berraro, N. Y., December 12, 1922.
COMMISSIONER OF INTERNAL REVENUER
Washington, I}, C.

Attention : Natural Resource Section.
In re: Border Island Co., Buffalo, N, Y,

Sip: Reference is had to communication from rour office dated November
25, 1022 (IT:NR:F-DWJ), addressed to the above-named corporation, in
which notice 18 given of examination of 1917 tax labllity and tentative determi-
uation of additional tax Hability In amount of $4,274.08, with accompanying
sehedule showing the busis of assertion of the additlonal Hability.

There {8 inclosed herewith, in accordance with the instructions In the letter
of your oftice, receipt of the communication with protest against the pro-
posed nssessment, ‘There {s also inclosed herewlith orlzinnl amended returns
executed on behalf of the corporation and signed under oath by the president
and treasurer thereof, together with comparative balance sheets for all years
from December 31, 1912, to December 31, 1921, inclusive, and complete recon-
ecillation of surplus for the entire perind of existence of the corporation. In
order to complete your files there {8 also inclosed copy of claim for refund
filed on behalf of the corporation for all of the years 1017-1921, inclusive,

The amended returns and colluteral evidence submitted are the result of
correspondence had with your department and of several conferences held
before oflicers of your department at which the value on March 1, 1913,
of the property owned by the corporation subject to depletion was determined.
At the conferences held contention was made on behalf of the corporation
for o different basis of valuation, but In order to close the case as promptly
as posstide returns were prepared and are being snbmitted in which the
valuatio: placed by your department has been used for the purpose of de-
pletion, and in which tax Hability has been determined entirely in accord
with the values fixed by your department. 'The proposed assessment shown in
letter of your department of November 25, 1922, is erroneous, not only be-
cause it ignores the valuation of assets heretofore fixed by your department
Lut also becauge it does not take into account the actunl investment of the
corporation. The returns herewith submitted, which are forwarded direct
to your department in order that no unnecessary delay may occur, huve been
prepared with extreme care and are thought to be entirely correct. If any
question arises regarding the acceptance of the figures submitted it I8 re-
quested that your department name & date on which conference can be held
and evidence submitted which will satisfy the examining offeer that the
amended returns herewith submitted are entirely correet,

This conmmunication is not written for the purpose of causing any delay in
the completion of the case at hand, but, on the other hand, in order that it
muy he expedited as much as possible,

Rtespectfully,
AMEN, SENpAM & Co.

StATE OF NEW YORK,
County of Eric, 88:

Thomas R, Stone, being duly sworn, deposes and says that he is president
of the Border Island Co., of Buffalo, N. Y., and that he has read the foregoing
statement and that the fucts contained therein are true and correct to the
best of his knowledge and bellef.

TaoMmas R. StonNE

Swern and subscribed to before me this 13th day of December, 1022,
E. J. PruMiEy, Notary Public.
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Exnaisrr I

{Copied for the Senate committee. All computations and calculations verified by offico
. of internal revenuoe agent in charge)

JANUARY 16, 1923,

In re: Border Island Co., care Fuiler Audit Co., Brisbane Buiiding, Buffalo.
N. Y. Exanmining officer. W. F. Bookser; examination commenced January
16, 1023 ; examination completed January 16, 1928 ; days, 1.

INTERNAL REVENUE AGENT IN (CHARGE,

Ruffalo, N. Y. .

An examination of the books and records of the above-named corporation for
the year 1017 discloged the following in connection with its Income and profits
tax ligilty: 1917, additionul taz, $569.52.

Kind of business, owners of Strawberry Islund, Niagara River, selling gravel
and sand therefrom to sund companles on royalty basis, 4

Authority for examination, trunscript for year 1916; examination disclosed
ne basls for consolidation.

Iistory of organization: Yncorporated under the laws of the state of New
York June 15, 1912 with authoized capital stock of $¢0,000 all common fully
paid up.

Important features: Empire Limestone Co. get their supply of sand or gravel
from this island and pay to the above-named corporation a royalty based on
the number of cubic yards removed,

Further information: Additional taxes found is due to the fact, that original
return showed no tax liability. Subsequently corporation had their books
examined and rewritten as the original boocks were very incomplete and the
Fuller Audit Co. was engaged to look after this work and the corporation’s
interest, '

Claim pending is marked IT:NR:F—DWJ—November 25, 1022

Mr. Fuiler was very courteous and assisted your examiner in every possible
way. Amended return was flied by corporation during September, 1922,

Index to report, schedules 1-2, Exhibite A~C, inclusive, Inclosures, tran-
seript year, 1916, filed by M. C. Spratt, as trustee, with memo attached, Fuller
Audit Co.

W. F. BOOKSER,
Internal Revenwe Agent.

SCHEDULE 1—NET INCOME YEAR, DECEMBER 41, 1017

Net incoine as disclosed by bookg, $§,402; as corrected, $8,492; net changes,
none,

SCHEDULE 1~A—-EXPLANATION OF ITEMS CHANGED

Corporation claims depletion in the amount of $20,250 on the basis of the
faiy market value as of March 1, 1913; in accordance with the rules set out in
articles 170-173, regulation 33, revised.

Facts are as follows: Originally set up on books. $130,000; appreciation of
real estate, $185,000; value March 1, 1013, $315,000.

Island consists of 105 acres. which bring value March 1, 1913 at $3,000
per acre. Proviston in the accounts for depletion of natural resources during
the years 1917 to 1921, inclusive totals, $08.250. Year 1917, the sum of $20.250
represents 6% ncres, at a value of $3,000 per acre. Balance, $78,000, was
apportioned te the years 1918-1921, inclusive, upon the hasis of cash recelved
as a royalty from the Empire Limestone Co. a8 per agreement April 12, 1912,

Prior to year 1917 corporation maintains that uplands were untouched:
that is, of the island itself; consequentlv no adjustment, Depletion adjust-
ment is left to the natural resources division accordingly.

SCHEDULE 2~-COMPUTATION OF TAX 1017
Bulance sheet December 31, 1016, reflects that deduction exceeds income feund.

Taxable net income, Schedule 1, $8,402. Taxable at 2 per cent, $169.84; tax-
able at 4 per cent, $330,68; total tax iability, $509.52.
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Exuipir A—-Balance sheet December 13, 1917
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. Books Reductions | Amended
ABSRTA
Cash ID DADKS. .uvvueeocinninccncmaecvarernenas sonnunsonan $3,118.10 |ooeovnnenen... $3,118.10
Deferred charge.. 2,367,582 2, 367. 82
Equipment 200.33 |. 200, 33
Real eataw, island m 130, 000, 00 130, 000 €0
Appreciation of r 185,000,00 | $185,000.00 ... .. ......
320, 684, 05 135, 604. 08
LIABILITIES N
Aocounts payable. L. ... ioiiiicae e o 7.8 7.8
Mortgage [myablo 30, 30, 00 30, 000, 00
Reservml or upprociutlun roa) estate . . 185,000.00 | *is5,000.00 {. ... oinnoanan
Capital stoc €0, 000, 00 60, 000, 00
surplus 45, 617. 67 45,017, 67
320,694, 95 165, 000, 00 135, 694, 95
t Appreciation oliminated from balanos sheet.
Ezhibit B--Balance Sheet Deocember 31, 1917
Books Reductions i Amended
e e . B :
ASSETS
Cashinbanks... ... ... vt $4,650.48 ... ‘ $4,650. 40
Deferrad ¢harges. ..o ovoruievnoe i i 1,867, 52 |.eneemaaann. 1,867. 52
EQUIDPIMENY ..o oo oo iee e et a e na e 20083 {.ooeieiinnnnn | 200, 33
Real estate. 1S1ONA PrOPOrtY.....ouunaveeeniammnmecanaenns 130,000.00 {....._........ 130, 000. 00
Appreclation ofrenl estate. ... ..o.cooueee i 164,750.00 | 1 $164,750.00 . ooouvncnens
301,483.31 | 164,550.00 | 136,733.31
LIABILITIES
Accounts payable ............................................. T2 leeiiimnnnns 7.8
Mortgage fmyab ............................................. ,000,00 ... ....__.... 20, 000, 00
Reserved for appreciation realestate. ........................ 164,750.00 | £ 104,750.00 |.......c...cuon
Cupltal BLOCK . e e et eaennaa oreeannnaa 60,000.00 ,.............. 60, 000, 00
Surplus......covenn. PR 56,680,008 |.....coovenenn 56, 656. 03
301, 483. 31 164, 750, 00 136, 733. 81
! Appmclstion eliminated from balance sheet.
Exhibit C—Analysis of book Ssurplus
Date Item [ Debit Credit Balunce
Dec. 31,1012 | Eornings, year 1M12__, . .. . ............ $12,722.67 ... .. ...
Jan.  1,1913 | Distributed to stockholders_ ... ... . ... [ mu 090,00 |............ $2,722,67
Dec, 31,1913 | Earnings, year 2033, . il ot e 18, 218,75 20, 941. 42
Jan.  1,1814 | Distributed to stockbolders. .. ... . BO00D | ... ... 12, 041,42
Dee. 31,1014 | Earnings, yeor 018 .. ... e | IR 19,202. 24 32, 143. 66
Jan,  1,1915 | Additional income tax, 13, ... ..o | b2 11 AU
Distributed to stockholders .- ... L0 13, 600. 00 |- 19, 121. 51
Dec. 33,1015 | Earnings, Year 10015 .. oo oooietveeemmmevnonantonn b e 18, 855,82 37,977.33
Jan.  1,1916 | Notes payablo (old notes paid). . - 800,00 |
Additional income tax, 1615 . 201, 27
Incomotax pald.......... i 1.89
Dlstributed tn stuckbolde 11, 500, 00 , 674,
Dec. 31,1016 | Farnbogs, year 19018, - oo i e e iiaa 19, 843 45, 617, 67
Jan. 1,1917 Tocome tax, 1916, .......... e 203.84 | ... e i
Distributed to stocktwlders. .. .0 L0010 1g 500000 L0000 Tl 27 014, 68
Dee. 31,1017 | Depletlon. .. ..ot e aaa e enmaan 20,250.00 ... ._.....
Earnings 108 Yeur. oooomomemonn i e P §,492.00 | 56, 8%6.03
[ i
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It is ussumed that the following entries wer~ made in the books of record
in transferring the renlized depletion to Surplus Account:

|
Debit l Credit

Reserve for appreciation. ... . _. PRI P N $20,250 | . .. ......
Appreciation of reul @8tate. . . L i iieiaiincereraramneaafaameaaan $20, 260
Profitandloss .- ... ...l Ll S R 22,20 .o
SUrPIUS. Lt e e e e v e R UTY P, 2, 280

Exurery J

SECTION oF INORGANIC NONMETALS,
April 14, 1923,
Bonrver Istanp Cu, .
Buffalo, N. Y,
Sand and gravel,
Taxable years 1917 to 1920, inclusive.
Walver Flled March 6, 1923,

R. A. R. February 13, 1923, shows additionnl tax for 1917 of $509.52, ap-
parently allowing $20,260 depletion, the amount taken by tuxpayer. Assess-
ment letter dated March 30, 1923, is based upon that report.

Valuation memorandum dated April 11, 1022, allowed $11,364.71 for depletion
in 1917, No information has been received since that date to alter the
depletion rate.

Actlon taken: Valuation of Aprll 11, 1922, is hereby approved.

Depletion
i sustained
Depleti tngm?ﬁ:

’ Jepletion nves
Years b aken capital and
! allowed a8 &
E deduction
i

!

from income

S. L. SHoNTS,
Valuation Engineer,
Approved ; e,
‘ . Chief, Nonmetals Section.

Exxinit K
(Copled for the Senate committee)

Listed for regictration September [, 1823,

Boroer Ispany Co.,
Buffalo, N. Y.

Siws: An examination of your amended income and profits tux returns and
of your books of accounts and records for the years 1017 and 1018 discloses an
additional tax lability for those years aggregating $10,059.45, as shown in
detail in the attached statement.

This assessment is in addition to ail other outstanding and unpsid nssess.
ments appearing upon the collector's 1lists,

In accordance with the provisions of section 250 (d) of the revenue act of
1621, you are granted 30 days within which to file an appeal and show cause
or reason why this tax or deficlency should not be paid. No particular form
of appeal is required, but if filed, it must set forth specifically the exceptions

.
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upon which it is taken, shall be under oath, contnin a statement that it is not.
for the purpose of delay. and the facts and evidence upon which you rely
must be fully stated. The appeal, if filed, must be addressed to the Commis-
sioner of Internal Revenue, Washington, D, €, for the specific attention of
I'T:NRR:FNL:DWJ-495, and will be referred to the Income Tax Unit before
transmittal to the agency designated for the hearing of such appeals.

You may, if you desire, request a conference before the Income Tax Unit in
connection with the appeal, to be held within the period prior to the expira-
tion of flve days after the time prescribed for the filling of the appenl. If the
Income Tax Unit, to such agency as the comumissioner may designate for
final considerution.

Where a taxpayer has been given an opportunity to appeal and has not
done 80, a3 set forth above, and an assessment has been made, or where &
taxpayer has appealed and an ssessment in accocdance with the final deeision
on such appesl has been made, no claim in phatment of the assessment will he
comsiderad,

Payment should not be made until o bill i« recelved from the collector of
internal revenue for your district, and remittance should then be made to him.

Respectfully,
J. G, BrigHT, Deputy Commissioner.,
By Eeap or Ivisiox,
STATEMENT
107
Net income reported amended retuUrN. oo ot $8, 492. 00
Depletion deduveted. e $20, 250. 00
Depletion allowable. ... .. o —— 11,364, 71
s 8, 885, 20
Net income corrected. . .o e 17,377.29
e ———
Invested caplital:
Capital stock outstandlng Jan. 1, 3817 . e 60, 000. 00
Surplus, balance sheet Jan. 1, w7 $45, 617, 67
. Less depletion reSfeve_ oo 47, 928. 34
Nonoperating defl alt. oo 2, 810, 67
Invested capital, begining of FeAT . wmec v vt --u- B7,0689.33
Less dividend distribution, Jan. 1, 1817 . e 17, 500. 00
Invested capital for the yenr—_____ . _______ ... 40, 189, 88
SmT————
Computation of tax:
Net income corrected. .. . ... .. oo $17,377.20
Less excers profits tax. . o s 4,974, 22
s 4 T4, 22
Ralnhece subjoct to tax at 2 per cent and 4 per
CODY et et 12, 403. 07
Tax ut 2 per eent and 4 per conto . 744,18
TOA] UK - = oo e e e hmm e 5,718. 40
Previously aS8e88ed .. o e e e 509. 62
Additionnl tax due {(waiver of flle) .o b, 208.88
16i8
Net IRCOMe COTFECLRA . e e e s e o ot s e e m 6, 144. 31
Depletion deducted .. oo e e e $21, 707, 40
Depletion allowable.. ... .. ____ .. e 10, 188. 77
v i 11, 518. 63

Net income corrected. o oo e 17, 662. 94
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Invested capital :

Caplital stock outstanding Jan, 1, 1018 . e $60, 000. 00
Surplus, balance sheet as at Dec. 81, 1917 ... $56, 656, 03
Lesn depletion reBerve.. ..o 59, 203. 05
Cooperating deflelt. o e 1. 2,647, 02
Invested capltal, beginning Of YeAr.. . e 57, 362, 98
Yess dividend distribution Jan. 1, 1918 . __ . . v ot e e 17, 500. 00
Invested capital for the year... . ... ___ ——— 89, 862, 68

Computation of tax:

“ Net {ncome corrected. ..o oo .. $17, 602, 94
Fesg profits tax (see, 302) . . .. e . 4,308, 88
Bxemption. .o e v 2,000, 00
8, 308. 88
Balunce subject to tax at 12 per cent_ .. ... ... 11, 264. 06
Tax at 12 Por Cent oo o ————————— 1, 351. 69
TOtRl S0 e e 5, 750, 57

Previously assessed, none.
Total tax due, $85,750.57.

Allowable depletion 18 based on cost of Strawberry Island at date of acqui-
sition, $130,000 less $3,000, the value of the part not containing sand or gravel,
or $127,000 and estimated recoverable reserves of 4,605,000 cublc yards of
sand and gravel which produces a unit rate of $0.027 per cubic yard.

Allowable depletion 18 shown in the following tabulation:

Produc-
v Amount
Year . tion, cubie | Unit rate
yards l depletion
e i e = e eeom - - | [ T
3 . P I 219,176 $0.027 $5,017. 75
218,086

Exuisir L

i

Burraro, N. Y., October 4, 1923
COMMISSIONER OF INTERWAL REVENUE,
Washington, D. C.

in re Border Islund Co., Buffalo, N. Y.

Sir: This is an appeal from decision of the Income Tux Unit of the Burean
of Internal Revenue in the case of the Border Island Co,, 816 Mutual Life
Building, Buffalo, N. Y., a corporation organized in the State of New York,
with principal office and place of business at Buffalo, N, Y, This appeal covers
the question of tax liability for the years 1917 and 1918, the amount involved
in the appeal belng $5.208.88 for the year 1917 and $5,253.25 for the year 191R.
This appeal is taken in good faith and not for the purpose of delay or the
evasion or avoldance of any proper tax liability on the part of the appeliant
corporation.

The particular adjustments mede by the Income Tax Unit to which this
appeal is directed are (a) the 4t lowance of allowance for depletion claimed
by the corporation in amounts of $20,250 for the year 1917 and $21,707.40 for the
year 1918, based.upon fair market value of the natural resources owned by
this corporation and in place on March 1, 1918, and the substitution therefor
of depletion allownnces in amounts of $11,364.71 and $10,188.77, respectively,

-
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for the years 1017 and 1918, based upon the “ cost of Strawberry Tsland at date’
of acquisition, less $3,000, the value of the part not contalning sand or gravel,”
and (b) the reduction of invested cupital based upon the proposed dlsallowance
by the Income Tax Unit of the falr market value of the natural resources owned
by the company on March 1, 1913, and the consequent diminution of capltal
by depletion on cost only.

The particular point at Issue in this case is the falr market value of the
natural resources (sand and gravel) acquired by the appellant corporation
through the acquisition in the year 1012 of the property known as Strawherry
Island, ur sland s tuated in the Nisgara River ndfacent to and partially within
the boundarles of the city of Buffalo and consisting, nt the time of acquisition rod
on Mareh 1, 16818, of approxinmtely 103 aeres of lond, practically ol of which wag
known at that time to be composed almost entlrely of commercial hutlding sand,
arnvel, and grit. The issue was oviginglly somewhnt confused through the
aperation of n trust agreement made on the 10th day of May, 1912, between the
appellunt corporntion and certaln trustees which was Intended lnrgely as a
raaranty that cevtnin mortgase Habilitlos of the appellant corporation wonld be
met from the sale of the natura® resources of Strawberry Island prior to
determination of any income of the appelinnt.  However, under date of Novem-
ber 26, 1922, a communication wr 8 aadresrsed to appellant corporation advising
of the opinion of ofticers of your department that the trustees nunder sald agree-
ment should be deemed to be acting on behaif of the corporation and that the
income received by sald trustees should be reported by the appellant corpora-
tion, and accordingly amended returns were prepared and submitted covering
the vears 1917-1921, inclusive, in which depletion was shown as a deduection on
the basis of a valuation of $3,000 per acre for the land cut away during each of
the years covered by said amended returns through the operation necessary to
the removal of the sand, gravel, and grit owned by appeliant.

The valuation on $3,000 per ncre used in the amended returns was not g
new figure estabiished by the appellant, but was one on which considerable
evidence had been submitted to your department and one which the officers of
your department stated would represent the maximum allowance for value on
March 1, 1018, at the time when the appeliart corporution, through its repre-
sentatives, was attempting to demonstrate a different basis of valuation. In
connection with the figure of $3,000 per acre used in the amended return,
attention is called to afMdavit of Thomas R. Stone, under date of April 4, 1922,
in which an estimate is made of valuation of $3,000 per acre for sald Island.
It is also desired to eall attention to the fact that the trust agreement just
referred to, dated May 19, 1912, placed n valuation of $3,000 per acre on the
property owned by the Border Island Co. This last-mentioned document
could not possibly have been prepared with a view to its use in the support
of the falr market value of said property. It was for an entirely different
purpose, was executed as n trust agreement for the purpose of liguidating in-
debtedness, and was so near In point of time to the effective date (March 1,
19138) as to be peculiarly applicable to the quesilon at issue. Abont the time
coples of the above agreement and affidavit were submitted to your depart-
ment the corporation was clalming a valuation for the natural resources owned
by it based upon the realizable income from a sale contract entered into prior
to March 1, 1918. At that time a copy of contract entered into on April 24,
1612, by and between Strawberry Istand Co.. William R. Cherry, A. L, Cherry,
und Frank C. Hibbard (the last three named individuals acting for and on
behalf of the appellant corporation), and the Empire Limestone Co. was pre-
sented to your department. This contract evidenced the fact that the sand
and gravel in place as owned by the appellant corporation through its agents
and appointees was purchase by the Empire Limestone Co. at a price of
$0.07% per cubie yard, and it was contended that the contract sale price fur-
nigshed the best basts for valuation of the natural resources owned by the
Border Island Co., on March 1, 1913, This claim was denfed by officers of your
department, who stated that realization values were not used by the natural
resource section of the Treasury Department as a basis of valuation except
where other methods of determining value could not be secured, and who also
pointed out the fact that evidence on file in the Dureau of Internal Revenue
established a value of Strawberry Isinnd on March 1, 1013, of $3.000 per acre
and indicated that said value would be the only basis acceptable by the Lreasury
Department for determination of annual depletion. It i3 net admitted by
appellant that the realizable value based upon sale contract entered into prior
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to March 1, 1018, does not constitute a proper basle for valuation of naturs!
resources, particularly in the light of declsions which have been rendered by
your department and of memorandum 2039 of the Internal Revenue Bureau
fssued under date of December 11, 1022, and governing the method of valuation
of mineral properties. However, the valuation of $3,000 per acre, apparently
acceptable to officers of your department in the fall of 1922, was used as a
basts for amended returns conforming with the opinlon expressed that the
corporation should account for all income, and a communication was addressed
to your department under date of December 12, 1922, In which acceptance was
made on behalf of appellant corporation of the tentative declaration by officers
of your department that $3,000 per acre should represent a proper busla for
depletion reserves,

In the letter of your department dated September 7, 1028, the valuation
used for purposes of depletion I8 based upon the *“wcost of the property at
date of acquisition.” In view of the statements made ot the conference in
Washiington the above declsion was not understood, and the records in the
case were therefore carefully checked in order to ascertain, it possibie, the basis
for the declsivn of your department, Certified coples of a nuniber of con-
tracts, agreements, mortgages, eote, have been furnished your department.
In checking over these papere it 18 noted that the Heense agreement by which
the Empire Limestone Co. contracted to remove sand and gravel and grit
from the cost expressed In termg of mortguge executed and stock issued by
thereof is dated April 24, 1012, and the deed transferring title in Straw-
berry Island to the Border Island Co. is dated May 1, 1912, The fact that
the deed by which the Border Island Co. secured title to the property was
dated subsequent to the license contract may have created the impression
in the minds of the officers of your department that the Border Islund Co.
acquired the property after the license contract had bheen consummated by
the vendors and that the March 1, 1913, value should not he greatly different
from the cogt expressed in terms of mwortgage executed nnd stock issued by
the Border Island Co. As a magter of fact, the orgnnization of the Border
Island Co. and Its ownership of Sterawberry Island represented aut the most
but a change of 30 per ceut interest, inusmuch as the Strawberry Island Co.,,
which had previously been the owner of approximately one-half of Strawberry
Isiand, became a 50 per cent stockholder in the Rorder Island Co., while the
organizers of the Border Islund Co. had acquired the remaining 50 per cent
interest -through the Cherry contract early in the yeur 1911, and not in the
year 1912, as is Indicated by the vecords heretofore submitted, and ax your
department has assumed,

Prior to the year 1011 approximately one-half of Strawberry Island had
been owned by William R. Cherry and Anna I. Cherry. During the early
part of the year 1011, Messrs. Thomas R, Stone, Maurice C. Spratt, George
C, Riley, and Frank C. Hibbard formed u plan for ncquirement of the portion
of Strawberry Island owned by Anna L. Cherry and William R. Cherry.
because of its valuable sand and gravel deposits, and negotintions were
opened with sald individuals for the purpose of scquiring their interests and
of' thereafter combining an organization with the Strawberry Island Co.,
owner of the remainiug half interest, for the purpose of exploiting the
natural resources of sald island. After considerahle negotiations a contract
was entered Into between William R. Cherry and Anna L. Cherry with Frank
C. Hibbard for the purchase of their interest in Strawberry Island, Subse-
quently, and in September, 1911, the Border Island Co. was organized for
the purpose of taking title to Strawberry Island, one-half interest in suid
corporation to he held by the purchasers of the interest formally owned by Anna
L. and William R. Cherry, nnd the remuining one-hanlf interest to he owned by
the Strawberry Islund Co. Title wa= not transferred finmedlately becnuse of
the plans which bad been made to issue nmortguges on the property and to
thereafter transfer title in the property to the Border Island Co,, subject to said
outstanding mortgages. An affidavit settlog forth the above fucts executed by
Mr, Frank C. Hibbard is attached hereto and made a part hereof (Exhibit A).

It is thought that the above will clarify the questions in the minds of the
officers of your department, for it wiil be seen that the license contract pro-
viding for the sale of the sand and gravel deposits of Strawberry Island was
consummated on behelf of the Border Island Co. and of the interests which had
gucceeded the former owners of Strawberry Island, but that on account of the
legal title remalning in the names of the former owners it was necessary that

*
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the lMcense contract be executed by said Individunls jointly with Frank ©.
Hibbard, the contract pu chaser. Actually the ownership of Strawberry Isiand
was In the Strawberry 'sland Co. and the Individuals who early in 1911
acquired by contract the .'~hts of Anna L. and William R. Cherry, and no
change whatever occurred ). ~“tual ownership thereafter subsequent to the
contract of purchase, and said contract effected a 00 per cent Interest only.
Thus the excess of value on March 1, 1013. over the amount of mortgages
against the island, plus the capital stock issued by the Bowder Istand Co., is of
far less significance than was apparently given it by the officers of your depart-
ment. for it would seem that the tentative holdlng, that the Mareh 1, 1913,
value was the same a8 cost, must have been premised upon the proximity to
March 1, 1013, to the time when title to Strawberty Island was transferred to
the Border Island Co., and the fact that the license contract appurently ahte-
dated the time when the island was conveved to the Border Island Co,

The record in this case Is apparently somewhat confused. The officers of
the appellunt corporation had been of opinion that since all proceedu from the
sle of sand and geavel resulted from a eontract entered into prior to Mareh
1, N3, that sald coutract should be contrelling of the value on the effeciive
date of the nutural resources owned, After some negotiations {t was appar-
ently deterinined by ofticers of your depariment that a value of 3,000 per acre
should be fixed as the valuation of March 1, 1013, of the preperty owned by
the Border Islund Co. on that date. Thereafter the appellant corporation
prepared and submitted amended returns, using as a basis of valuation the
$3,000 per acre fixed by your department, and accepted sald valuation In com-
munication addressed to your depurtment under date of December 12, 1022,
It is thought that the valuation so accepted is extremely consarvative but the
appellant corporation is prepared to accept sald valuation, and in support
thereof submits that the only transaction in comparable property known to
the officers of the appellant corporation indicates that the valuation of $3,000
per acre Is extremely conservative, An offidavir of Thomas R, Stone, dated
September 29, 1923, 1s submitted herewith and made a part hercof (Iixhibit
B). After attesting to the accuracy of the statements made by Mr. Hibbard
in his affidavit, Mr. Stone relates the circumstances, so far as they ure a matter
of record, of the transfer of a similar property on February 6. 1015, The
Squaw Island property referred to is very similar to Strawberry Island,

It has been determined by the assessors of the city of Buffalo to be approxi-
mately 110 acres In extent, while Strawberry Island wuas approximately 105
acres in extent on March 1. 1913, 1t is somewhat nearer the mainland, but
it is not known to have as extensive a depoxit of sand and gravel as Straw-
berry Island. The transfer wus made on February 6, 1915, Probably the
negotiations were made in the latter part of the year 1914 Either date is
between one and two years after the effective date for valuation of Strawberry
Island, and possibly the value might have heen slightly greater on either date
than it would have been on March 1, 1913. But the mortgage placed on the
property alone of $500,000 would show a cost of approximately $H,000 per acre,
It is understood from individuals who would he in position to secure accurate
information on the subject that the consideration paid for Squaw Island was
$600,000, or approximately $6.000 per acre. If Squaw Island was worth from
$5.000 to $6,000 per acre Ilate in 1014 or early in 1013, there can bhe no
question but that Strawberry Island had a falr market value on March 1,
1913, of at least $3,000 per acre, The appellant corporation is of opinion that
the property had a value greater than $3.000 per acre on March 1, 1913, in
view of the transaction in comparable property within a reasonable period of
time from that date, and of the Heense eontract by which the sand and gravel
deposits were sold prior to March 1, 1913. However, the formal claim has
been entered of n value of $3.000 per acre and the appellant corporuation Is
prepared to adhere to sald claim. There Is belleved to be ample evidence that
the property known as Strawberry Island was, on March 1, 1913, of a value
of at least $3,000 per ncre. No evidence has been produced which would tend
to indicate a lesser value of such property.

The nhove is considered to constitute evidence which establishes beyoud
doubt the justlce of the clalm made by appellant corporation for a valuation
on March 1, 1913, of $3,600 per acre of the property known as Strawberry
Island and then owned by the Border Isiand Co. But the proof of valua-
tion is conclusively demonstrated by the results of the operation of the property
since March 1, 1918. There I8 shown herewith detail of the quantity of sand
and grave! removed from the properiy of appellant corporation by the Empire
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Limestone Co," for the years 1012-1023 inclusive (the figures for 1022 covering

the perind to September 30). .
' | |
| Quantity, Amount !‘ Quumny! Amount
B Tt prnte [ - e e e e b
bO213,233 1$16,000.00 L 1019 ... . ... . .. 371,007 $27,832. 28
{320,000 | 24,000.00 1 1920. ... ... 339,403 ' 25,465, 23
oy 320,000 24,000.00 L. 381,301 ; 24, 002.07
. 320,000 ' 24,000.00 " 1022, .. L ... 332,414 0 24,941.05
b 320,000 1 24,000.00 1623 (5 months May 1-Sept. :
8,60 | 33,070.8% ¢ 3. . oL L 06, 231 ¢ 26,067, 32

S A20,018 | 31,508.62 i

The above recelpts by the appellunt corporation through sale of the saud
andd gravel deposits of Strawberry Island practieally equal to the Mareh
I, 103 value which hns been clalmed.  In econnecction with these figures it
should he zinted for the lnformation of your department that there ts still
a sttliefont deposit of sand, gravel, and grit on the property owned by the
Border Island Co, on March 1, 1013, to continue operations at the same rate
as fx shown for the past few years for a period of at least five years, Thia
fact shows conclusively that the amount which had been realized by the horder
Island Co. on March 1, 1013, to continue operations at the same rate as is
shown for the past few years for n pertod of nt least five years, This fact
shows conclugively that the amount which had been reaifzed Ly the Bowrder
Island Ce. through the operation of n contract entered into prior to Marveh
1, 1913, will be considerably In excess of the March 1, 1013 value which has
been claimed.

Respectfully submitted.

AMEN SURnDay & (o,
SraTE oF NEW YORK,
County of Erie, as:

Thomas R. Stone, belng duly sworn, deposes nnd suys that he is president of
the Border Island Co., and that he rend the foregolng communlcation and that
:h% fra('m stated therein are true and eorrect to the best of his knowledge and
wellef,

Tuoas R, STONE.

Sworn and subseribed to before me this 4th day of October, 1923,
ARTHVR R. JENRINS, Notary Public.

Exmwre M
OcToseEr 26, 1023,
From: Engineering Diviston, Income Tax Unit,
fo: Committee on Appeals and Review (through Records Division),

Case of Border Island Co., Buffale, N. Y. Incorporated June 13, 1012, State
of New York. Fee owners of sand and gravel lands.

%S)tutggient: Years under audit and additional tax 1917, $5,208.83: 1918,
£5.203.25.

1. Determination of March 1, 1813, value as a basis for allowance for de-
pletion. This is the only Issue raised in the appellant’s brief,

In June, 1912, the faxpayer acquired Strawberry Island, lecated in the
Niagara River, near Buffalo, N, Y., comprising 105 aucres, partially containing
sand and gravel. Thig property was acquired from the Strawberry Island Co.
and vurious persons and cost as follows:

To Strawberry Island Co., stock. ... . B e e e $54, 000
To various persons, cash..... .. . e e 3, 000
Mortgages assumed. ... .. ... e et e e e e 70, 000

Total o e e e e 130, 600

Prior to the acquisition of the island by the taxpayer, the former owners had
entered into an agreement with certain trustees, whereby the trustees were to
oversee the removal of sand and gravel from the river and apply the net pro-
ceeds derived, upon the principal and interest of the mortgages outstanding.
When the tnxpayer acquired title to the island these mortgages were assumed

-
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as n par: of the purchase price and the trust agreement apparently continued
to he efiective, Title to the islund earried with it the right to remove sand
and gravel from the river adjaceat,

An fmportant consideration in the transactlon between the taxpayer and the
former owners v.as the acquisltion of u sale contract between the Strawberry
Inland Co, and various persons and the Empire Limestone Co., whereby the
Intter ecompany had contracted to purchase sand and gravel from the former
purties; this sand and gravel to be obtalned from Strawberry Isiand and the
river adjacent and to ve pald for at royalty rates as follows:

Firat 300,000 cuble vards at 8 cents per cuble yard: next, 20,000 cubie yards
at nothing,  All other production at 7% cents per cubic yard. Minimum annual
payment, $24.000, Contract to be in Yoree until May 1, 1926,

An affldavit made April 4, 1922, by Thomas . Stone, president, states that 48
acrex only, are copsidered to have proven sand and gravel, The materinl is
recoverad to a depth of 30 feet. wo that the total resources on the islaed at
acquisition were 2023,200 cuble yard:s,  Production to the oxtent of 2,371,504
cuble yards was derived from the viver ndjacent to the Island, se that the totu!
resotivees at acquisition amounted to approximately 4,005,000 cuble yards,

Taxpayers contentions : That the $130,000 pald fn 1912 was not the just basis
for depletlon, for the following reasons:

() A trust agreement dated Moy 19, 1012, placed o valuation of 3000 per
acre on the island.,

(h) The contract sule price furnished the best basis for valuation as of
March 1, 1913, citing memorandum 2039 of the Internal Revenue Bureau,
fssued December 11, 1922,

() The valuation of $3.000 per acre was “ apparentiy acceptable to the offi-
cers of your department in the fall of 1922

() Comparlzon with the transfer of Squaw Island locpted nearby, stated
in affidavit to be very simtlas to Strawberry Island, and stated to be worth
S5,000 to £6,000 per acre in 1014,

Unit's contention : Valuntion clnimed by taxpayer on Form I* submitted
May 12, 1021, and substantiated in conference Aprit 5, 1022, was as follows:

Total cash value of all conslderation padd. ..o L. .. '$130, 000
Less value of silt-covered Wand. .o o 3, 000
Net value sand and gravel .. e e e 127,000

Valuation report dated April 11, 1922, allowed cost at aequisition in accord-
ance with those figures, ‘The March 1, 1913, value allowed was based on cost
less depletion susthined, Depletion was allowed on cost and March 1, 1913,
value ar a rate of 27 cents per cubie yard based on a total content at acquisition
of 4,693,000 cuble yards. This valuation is approved for the following reaxons:

(a) The trust agreement made between the taxpayer and certain trustees
*wage intended largely as a®zuarantee that certain mortgage liablilities of the
taxpayer would be met from the sale of naturnl resources from the island,
prior to any determination of profits by the taxpayer” (appellant’s brief).
As the taxpuyer states that only 48 ncres of the islund contalned recoverable
rravel which coul@ be expected to yvield a return, it can not he considered that
this trust valuation applied to the whoele 105 acres, the remaining 57 acres of
which was valued at $£3.000 in conference. A valuation of $3,000 per acre
would net be far from $127,000 ailowed by the wnit, if applied to only 48 acres,
the rate per acre then being $2,645. However, this would disregard tne fact
that approximately one-nnlf of the total recoverable quantity of sand and
syavel was in the river andjacent to the island. As this quantity is practically
exhausted and can be reasonnbly closely estimated, thix unit holds that com-
putation based on yardage are preferable to those based on acreage.

(b) Memorandum 2032 cited by the taxpayer in (d) above refers specifi-
cally to the copper and sillver industry and Is not applleable in this cuse.
Valuation on the realizable value, based on the sale contract, can not he con-
sidered here as the sule contract was a conslderation in the transaction, which
was actually consummated, as far as the taxpayer is concerned only elght
months before the basic date. The sale contract must have been an important
factor in the negotiations between the buyer and the seller, The taxpayer has
not substantiated any cluim for appreciation during these eight months,

(c) There i8 no evidence In the case to substantiate the statement by the
applicant that a valuation of $4,000 per acre was * apparently acceptable” to
the officers of the unit. It may have heen oraily stated in conference that
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such would be acceptable as applying to the content of 48 acres, plus the

quantity obtained from the river, with the total apportioned over 48 acres.

There 18 no record, however, of such statement having been made.

: (d) The comparison “vith the transfer of Squaw Island is not applicable,
a8 the taxpayer stated in conference April 5, 1922, that other Iulnmfs in the

river nearby are too valuable as real estate to be used for sund and gravel

production.

The president of the Border Island Co. stated in an affidavit dated Decem-
ber 20, 1921, that * the value of said island in 1913 was about the same
as in 1912."

It should be noted that the production figures reported on Form F, and on
which the valuation report of April 11, 1022 was made and depletion allowed
do not correspond with those reported on the brief submitted October 4. 1023,
Income wasg reported based on the latier set of figures for the years 1917--1920,
inclusive, The taxpayer has been nsked to reconcile the differences but has
not done so, .

tonferences : First conference, April 5, 1922 issue No. 1 considered. Second
conference, June 20, 1922; issue No. 1 considered.

No request for an oral hearing before the committee on nppenls nnd reviews
has been made,

A copy’ of thlg letter of transmittal i« belng forwarded to the taxpayer in
accordance with Treasury Declslon 3492,

J. G. BrioHT,
Deputy Commissioner,

RBurrato, N, Y., July 23. 192},
COMMISBIONER OF INTERNAL REVENUE,
Opice of Rolicitor of Internal Revenue,
Washington, D. €,
In re: Border Island Co., Buffale, N. Y.

Sir: This is a supplemental memotrundum for the cousideration of the
Solicitor of Internul Revenue In the matter of appeal of the above-named
taxpayver from the decision of the Division of Natural Kesources of the In-
come Tax Unit in the determination of the tax liability of the uppellant cor.
poration for the years 1017 and 1018, the umounts of tux lability inveived In
this appeal beiug us follows:

12 U $5. 208. 88
08 T 5, 2953, 25
| S 10, 462. 13

Formal appeal from the decision of the Incomg Tux Unit has been entered
and copy of memorandum of transmittal to the committee on appenls and
review dated October 26, 1023, has been furnished the taxpayer., Conterence
hug bheen set for August 15, 1924, before the committee on appenis and re-
view, and, as it Is understood thut matters before the sald committee on ap
peals and review have been transferred to the solicitor of jnternal revenue,
this memorandum is addressed to sald officer for consideriation In connection
with the hearing on the ease above veferred to,

ISBUK

As stated in the memorandum of the Income Tax Unit, the issue Involved
in the appeal of the taxpayer is the :unount of depletion allowable on the
basis of exploitation of natural resowmces owned on March 1. 1913, A col-
lateral issue is {nvolved of the amount of invested capital, but ns this is
controlied entirely by the valuation placed upon the natural resources as of
March 1, 1913, and the allowable annual depletion for all periods subsequent
thereto, it will not be enlarged upon in this wenorandum,

FACTS

In the memorandum of the Income Tax Unit it is stated that the appellant
corporation acquired Strawberry Island, comprising 105 acres, partlally con-
taining sand and gravel, in June, 1912, 1t is true that the appeilant corpora-

A\l
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tlon acquired legal title to Strawberry Island In the year 1912 (see coples of ~
deeds from the Strawberry Island Co. and Willam H. Heimbach dated May
1, 1812, on file in your oftice). It {8 not understood how the Income Tax Unit
arrives at the date of June, 1912. * However, the exact date of transfer of legal
title 1s immaterial. The equitable title to the property in question rested in
the Border Island Co. on and after September 16, 1911, the date of organiza-
tion of said company, for the corporation was formed solely and specifically for
the purpose of taking over title to sald island and exploiting the natural re-
sources which were inherent in the title to sald island. The delay in transfer of
legal titie was merely for the purpose of completing certain suits which had heen
instituted and placing a mortgage upon the property prior to the transfer of
titie. The Income Tax Unit has placed constderable atress upon the date of
acquisition of legal title to Strawberry Island by the appellant corporation
in the determination that the nomiual cost value should be used in lleu of fair
market value a8 at March 1, 1018, and this matter will be referred to later on
in this communication.

It s farther noted that the Income Tax Unlt stautes that the acreage of Straw -
berry Island partially contained sand and gravel. Thls statement of fuct 8
incorrect., In the original negotiations with the Income Tex Unit In the year
1622 it was stated that a part of the island had not been sounded to determine
to what extent it contained sand and gravel--see atfidavit of Thomas R. Stone,
president of the Border Island Co., dated April 4, 1922, in which it is stated
that * the southerly end of sald island, consisting of sald 48 acres, was com-
posed entirely of commercial sand and gravel and the northeriy portion of sald
island has not been developed, or proven, ag to the value thereof, or of what
character of material it consists.,” However, since that dste the actual opern-
tions of the licensee in obtaining sand, grit, and gravel from Strawberry Isianid
have demnnstrated that all parts of the ifland, under the surface covering of
siit, consists of the same material as the southerly end thereof, which hnd been
surveyed by engineers at the time of Mr, Stone's affidavit in 1922,

The Income Tax Unit has shown In its memorandum, Issuance of capital
stock of the Strawberry Island Co. of a par value of $54,000. This Is incor-
rect, as the nominal capital Issued by the appellant was Issued in equal amounts
to the Strawberry Island Co. and to the individuals who had purchased the
interests of certain furmers In sald, island, herelnafter referred to ns the
Cherry family. However, the total stock Issued is correct, as {8 also the
amount of mortgage assumed, and, therefore, this question is not of any par-
ticular moment in the determination of value on March 1. 1013, of natural
resources owned by the appellant corporation,

The following is quoted from the statement of facts of the Income Tax Unit
in transmitting the case to the committee on appeals and review.

“An important consideration in the transaction between the taxpayer and
the former owners was the acquisition of a sale contract hetween the Straw-
berry Island Co. and various persons and the Empire Limestone Co., while
the latter company had contract t¢ purchase sand and gravel from the former
parties: this sand and gravel to be obtained from Strawherry Island and the
river adjacent.”

This stajement is only partially correct. The acquisition of the sale con-
tract was of no consideration whatever in the assumption of title to Straw-
berry Island by the appellant corporation, The interests of the Cherry famtly
In Strawberry Istand were acquired by the organizers of the appellant corpora-
tion on or ahout April ¢, 1911, Thereafter and on September 16, 1011, sald
vendees organized the Dorder Isiand Co. for the <ole purpose of taking title to
Sirnwherry Island and exploiting the natural resources of said {sland, As
hereinhefore stuated gsome time was necessarily consumed in completing certain
legul actions which had heen instituted and in negotiating the contract with
the Empire Limestone (o,, promptly upon the completion of which the legal
titie to Strawbherry Islund wag transferred to the Border Tsland Co. The mere
fact that indehtedness was assumed and stock issued in a total amount repre-
senting the purchase price to the tneorporators some time previous to May 1,
1012, ig of no particular moment since the transfer of the title to the appellant
corporafion and the issuance of stock by said corporation expressed no change
in interest whatever.,

To review this matter from the beginning requireg going back to the year
1911 when the purchase of Strawberry Island was made. The grester portion
of the island was owned by seme farmers who had, prior to the making of the
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contract, permitted material to be tnken from the Niagara River adjacent to
the island so that the wpland was being encroached upon, They made fre-
quent protests, but took no action In the courts to prevent these trespasses,
'There were at the time several boats pumping sand, gravel, and grit in the
Niagara River, and the material was tuken from any part of the river where
the captain of the boat desired to begin operations, These farmers, all mem-
bers of the Cherry family, were cllents of Thomas R, Stone. They consulted
him several thmes about the matter, but were unwilling to incur the large ex-
pense to malntain actions to procure Injunctions agalnst the different owners
of the boats doing the pumping.

They were desirous of disposing of their interest to some ope who would be
willing to incur the necessuary expense to protect the property by legal action,
and about the 8th day of April, 1011, a Mr. Sherwood, Frank C. Hibbard,
George C. Rlley, and Thomas R. Stone made an arrangement by which the
property was to be purchased in the name of Frank C. Hibbard and actions
commenced to restrain the owners of the different hoals operating in the river
from trespassing upon the (slauwd, and such an action was commenced in the
Supreme Court, Erie County, in which Willlam K. Cherry and oue were
plaintiffs and Perry Sand Co., et al, were defendants, which resulted in »
judgment entered in 1011, by which the rights of the plaintiffs were establistied
and a permasent injunction was grunted againgt these defendants from
further trespassing upon the property of the plaintiffs, which included the
riparian rights and the rights to lateral support for the island, and prohibited
excavation or removal by the defendants of the shoals, bars and deposits of
material in the river in and about said island, This injunction did net operate
against any person except the 11 defendants in this first actlion, and when the
owners of the other boats got within the prescribed limit as defined by the
court in the first action, new actions were commenced and the same routine
gone through to maintain the rights of the plaintiffs,

This litlgation extended over the years 1911 and 1912 when the rights of
the plaintiffs were finally established, All of this expense had been borne
and the legal work performed by Mr. George C. Rlley, who is an attorney
at law, and Mr. Thomas R. Stoue, who is also an attorney at law, and later
by Maurice C. Spratt, now deceased, whe wasr also an attorney at law of
considerable prominence, who devoted a great deal of hig time to the work
and who purchased the intevest in the ‘contract of Mr. Sherwood.

These various actions, which had been brought in the name of Cherry and
one, pertained only to the northerly portion of the island, and dld not affect
the southerly end of the island which was owned by the Strawberry Island Co.

It became necessary also for the Strawberry Island Co. to begin and main-
tain actlons to protect its rights against the trespassers in a manner similar
to the actions brought and maintuined in the name of Cherry and one, 80 that
this litigation pertaining to the whole of the island was going on for nearly
two years before the two Interests consolidated by conveyances thereof to the
Border Island Co., a New York corporation, organized with a nominal capital
of 600 shares of the per valre of $100 each, and without any relation to the
actual value of the property, and without any necessity for determining the
real value of the assets that were being conveyed to it, and which the parties
in interest sought to protect against invasion by the several boats theu
operating in the river and adjacent to the lsland.

The Border Island Co. was organized under the luws of the State of New
York on the 18th day of September, 1911, but the title to the property was not
taken by the company untll May 1. 1812, when Willlam R. Cherry and the other
original farmer owners of the northerly portion of the island. in pursuance
with the agreement made with Frank C. Hibbard early in 1911, cenveyed
the nertherly end of the isiand to Willlam H. Heimbach., who took title on
behalf of the Border Isiand Co, for the purpose of making the bond and
mortgage required to secure the payment of the balance of the purchase price
of the premises, and after that was done he iminediately and on the sarme day
conveyed the northerly part of the island to the Border Island Co.

On June 12, 1912, Frank C. Hibbard, for the purpose of divesting himself
of all ané any rights which he had under and by virtue of the contract made
with Cherry and others to purchase the island, executed and delivered a deed
of the same portion of the island as had been conveyed by the Cherrys to
Helmbach to the Border Island Co.

On May 1, 1912, the Strawberry Island Co. conveyed all its interest in the
southerly end of the island to the Border Island Co,, subject te mortgnges

.
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to the umount of $35,000 so that the Border Islund Co., became the owner of
the entira Island, with all the rviparlun aad appurtenant rights, including
various {ande under water adjucent to the island theretofore conveyed by the
State ¢f New York to the original owners,

This recital Is ninde for the purpose of showiog that the value of the island
was established by these various court actions, and had they not heen success-
fully maintained the Istand would have been of little value, as it was not
practical to uxe it for any purpose except for the materfal which it contained.
The judgments in the various court actions enhanced the value of the property
several times more than it wad before the judgment in these actions had been
rendered. It should be remembered that this enhanced value had been estab-
lished before March 1, 1913.

Under date of April 24, 1912, a contract was entered into and executed and
delivered June 19, 1812, between Strawherry Islund Co. and Willlam R,
Cherry, Annn L. Cherry, and Frank . Hibbard, of the first part and the
Empire Limestone Co, & domestie corporation with offices st Buifalo, N. Y., of
the sccond purd, wherein exciusive vight to remove muterinls from the inmls
and premises of the parties of the first part constliuting the whole of Straw-
berry Islamd, andg to Invade the ripavian rights, and the rights of the owners
of lands under water around sald {sland, were given to the Kmpire Limestone
Co., and the rights of the owners were therein described as those set forth
in the various judgments rendered by the Supreme Court of the State of New
York in suity brought by the original owners against various infringers upon
sald rights snd lands at the instance of the contrazct owners, Thig contract
was negotia‘ed by Messrs, Stone, Riley, Spratt, and Hibbard and the Straw-
berry Island Co., who had organized and were the sole owners of the stock of
the Border Island Co.

The Empire Limestone Co. had bheen a defendant in several of the varlous
actions brought for trespassing upon the island and the rights of the owners
thereof and it had, for many years, been engiged in removing material from
the Niagara River for commereial purposes.

The contract with the Empire Limestone Co, could never have heen made
had not these judgments in the court actions been rendered.

Subsequent to the taking of title by the Border Island Co., it commenced
an action in the Supreme Court, State of New York, against Cowles Ship-
yard Co. and others, to restraln trespssses by sald defendants upon the
island and an infringement of the riparian rights of the plaint!ff,

Issue joined in this suit was referred to the Hon, Albert Halght, former
judge of the court of appeals, the highest court in the State of New York,
as referee, to hear, try, and determine all the questions involved. After a
hotly contested fight by the defendants, and after taking voluminous testi-
mony a judgment was rendered defining the rights of the Border Island Co.
as shown on the map, which has been heretofore submitted, and enjoining
defendants from removing materials from the island, plaintiffs’ lands under
water or within the boundaries extending to the international boundary line
on the west and the center line of the Niagara River on the east of sald island
properties, 'This judgment finally determined the rights of the Border Island
Co, in the island and the lands adjacent thereto.

When the contract with the Empire Limestone Co. was made, it established
the value of the islund not only for the acreage contained in the upland
of the islund but also for the rights which pertained to the island and
which were & part of the islund, and which permitted the removal of ma-
teriale which had been deposited by aceretion te the upland and constituted
the lateral support of such uplands.

The situation of the island, after the rights had been established by these
various sults, created a value which did not exist prior to the judgments, and
this value was the true resuit of the efforts of the individuals consisting
of the stockholders of the Border Island Co. in their individual operationa
under the Hibbard agreement. =

It should snlsc be remembered that at the time that this contract was mnde
and that these suits were dBrought, the income tax was not thought of, so
that any action taken by those interested in the island, who afterwards be-
came the sole stockholders of the Border Island Co., was only for the pur-
pose of owning the island as soon as the conditions were right to have the
property transferred. ’

92019—25—p1 —5
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The incorporators of the Border Island Co. were nominal incorporators
and had no interest in the corporation, and as soon as the company
began active business they resigned and the present ofilcers, who had been
the real parties In interest since early in 1911, with the exception of Mr.
Spratt, who was an officor up to the time of his death in November, 1920,
continued to be oMicers and owned the whole of the stock of the company,

In the statement of facts of the Income Tax Unit referonce is made to
a trustee agreement entered into * prior to the acquisition of the island by
the taxpayer " by which certain individuals named as trustees were to recelve
the proceeds of the exploitation of Strawberry Isiand and to devote a certain
specifled portion of sald proceeds to the payment of mortgages and other
iiabilitles. The statement of the Income 'I'nx Unit ag to the time of said
contract is Incorrect (see agreement dated May 10, 1912, between the Border
Istand Co. and Allen I, Holloway et al). 1t will be noted that the agreement
was entered into by the appellunt corporation after acquiring legal title to
Strawberry Island. This point I8 not f particular Importance and I8 not
at issue In the appeal from the decislon of the Income Tax Unit, put is re-
ferred to because, taken with other erroneous statements of fact of the In-
come Tax Unit, it betokens an apparent lack of careful review of the case
and consideratlon of the clalms made by the appellant corporation,

CONTENTIONS OF THRE TAXPAYER

The appellant corporation takes fssue with the position of the Incomy Tax
Unit that the valuation shown on Form 7 compiled by the taxpayer should be
uged to determine the valuation on March 1, 1913, of Strawberry Island and of
the sand, grit, and gravel located in the Niagara River adjacent to Straw-
berry Island. Form F when submitted covered the cost to the Border Island
Co. of the uplands of Sirawberry Island. As has been carefully pointed out in
this commnnication & large part of the value of the natural resources of S{raw-
berry Xsinnd arose from the sulis which were instituted by the incorporators
of the Border Islund Co. who had ascquired the interests of the Cherry
family and subsequently of the Strawberry Island Co., all prior to the taking
over of legal title by the Border Island Co. Prior to that time variocus dredging
compantes had taken sand, grt, and gravel from the Niagara River without let
or hindrance and had encroached upon the riparien rights and lateral support
of Strawberry Island, After the suite had been completed and the rights
of the parties had been estabiished ibe appellant corporation lessed to . F. -
pire Limestone Co, the right to remove saud, grit, and gravel from the Niag. =t
River adjacent to Strawberry Island, and from the isiand itself. The lessee
removed material from the river adjacent to the island and pald the appellant
corporation for that privilege from the year 1012 until the year 1917 before it
was necessgry to remove any material from the mainland of the island. But
the Income Tax Unit proposes to allow only the figure of nominal cost of the
uplands of the island to the incorporators of the appellant corporation and
fo spread suck cost over the entire deposit of sand, grit, and gravel-—both that
ocated on the uplands and that in the river adjacent thereto.

The appellant corporation for some time clalmed that the value of Strawberry
Island was best evidenced by the contract of sale with the Empire Limestone
Co., for that contract was unequivocal and provided for payment at a definite
fixed price covering removal of a minimuie quantity of sand, grit, and gravel for
a perjod of not iess than 14 years. Even the minimum specified in the con-
tract and reduced to the present worth in accordance with Hoskald's formuls
on 8 basis o 5 per cent interest for an average of 7 years, would show more
than double the amount proposed to be allowed by the Income Tax TUnit.
After considerable correspondence and two separate conferences before the
Income Tax Unit it was understood that that division of the Treasury Depart-
ment proposed to allow depletion on the basis of $3,000 per acre on the uplands
of Strawberry Island and amended returns for the years 1917 to 1921 were conr
plled and submitted on that basis. In the memorandum of the Income Tax
Unit, 1t is denled that this was the intention. The appsllant corperation there.
fore reiterates Ity position that the best basie of valuation of Strawberry Isiand
on March 1, 1918, wat. the contract of cale, or realization value evidenced by that
contruct entered lato bhetween the representatives of the appeliant and the
Pmpire Limestone Co. in the year 19i2 and under which the natural resovrees

of the Border Island Co. were actually sold.

-




INVESTIGATION OF BURKAU OF INTERNAL REVENUE 1495

It is understood thac depletion of natural resources based upon the value
of March 1, 1913, is presumed to be arrived at by the determination of the falr
market value of sald natural resources in place on that date. In the Cum-
mulative Bulletin for the year 1919, Ofice Decision 7 stated that:

“ In general, value as at March 1, 1013, of property, real, personal, or mixed,
may be established by consideration of bona fide transactions in like property
occuring on or about March 1, 1913, together with all other facts pertaining
to such value”

This seems to be the first rule of evidence as set forth by your department.
However, the actual sale of the property would seem to be of even greater
welght when made on or about March 1, 1913. It has been shown, contro-
verting the statements of the Income Tax Unit, that the property wuas not
acguired by the Border Island Co, on or about March 1, 1913, from dis-
Interested parties for a fair consideration, It Is clearly shown that the
natural resources owned by the Border Island Co. were actually sold to Jis-
fntrested parties by contract of April 24, 1012, for what must he presumed to
he a falr considerantfon under all of the circumustances of the case.

In addition to that fact there was shown in brief of October 4 and the
attidavits accompanylng sald brief the record of a transaction in exactly com-
parable property within a short period after March 1, 1813, and before any
declded changes in cost of bullding materials hiad occurred at an approximate
price of $6,000 per scre. The Income Tax Unit states that:

“The comparison with the transfer of Squaw Islund is not applicable, as
the tuxpayer stated in conference of April 5, 19:2, that other islands in the
river nearby are too valua)hle as real estate to be used for sand and gravel
production,”

There is no record in the file of the appellant a8 to statements which may
have been made in the conference of April, 1822, The records given of the
transfer of Squaw Isiand ave records of the transfer of property clearly com-
parable in character and used for exactly the same purpose as Strawberry
Island—the exploitation of the naturai resources thereof counsisting of sand,
grit, and gravel of the same character and quality as is secured in and ahout
Strawberry Island. The attempt of the Income Tax Unit to cast aside record
evldence to transfer of comparable property merely on the statement of the
oplnion or reesllection of some individual conferee on bebaif of the appellant
taxpayer does not seem to evideuce the best of judgment on the part of the
Income Tax Unit or an apparent desire to arrive at a falr and equitable con-
clugion on the issue involved. This ia the type of evidence which has always
been found te be of first importance. It I8 subject to exact verification and
check by the Treasury Department, and yet the Income Tax Unit proposes to
disregard such evidence merely on the statement that some individual wasg
of opinjon that other property located in the Niagara River was too valunble
for exploitation of the natural resources contalned therein, but which the
owners of Squaw Island are now and for several years have been sactually
doing. So far as I8 known by the appellant corporation, the transfer of
Squaw Island iz the only transaction of comparable property within a period
of years, FHowever, it is possible that other transactions in comparable
property within a reasonable radius might have been made which are now
Enown to the officers or representatives of the appellant corporation, It is
thought that their Inck of knowledge of the facts cam not be held to contro-
vert of change such facts and the position of the Income Tax Unit In this
respect 1s not understood.

The Income Tax Unit proposes to ignore the ruling contained in Memoran-
dum 2039 because it * refers specifically to the copper and sllver industry and
i8 not applicable in this case.”” It is not understood how a principle once
clearly defined can be llmited to any particular case or cases, If the principle
I8 correct in the determination of value of natural resources of one industry,
it does not seem logical that it has no relation to the method of determining
value of natural resources in a different industry.

CONCLUBION

The appeliant corporation has attempted to place before your department
every factor which can bear upon the determination of value on March 1,
1912, of the natural rescurces owned by it on that date. A number of contracts
and agreements have already beeu furnished to your department with prior

-
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communications, and in order to avold repetition it s desired to refer to sald
contracta and agreements, together with the communications which they se-
companied. and to incorporate said communications, contraets, and agreements
g a pavt of this communication for the consideration of the Rolleitor of Ynter-
nnt Kevenue,

Representatves of the appellant corporation will make arrangements to be
present at the conference set for August 15, 1924,

Respectfully submitted,

AMEN, Berpvy & Co.
Sratk oF New Youx,
County of Erie, 8a:

Thomaa R, Stone, heing duly sworn, deposes and says: That he 18 president
of the Border Islund Co, of Buifulo, N, Y. that he has read the foregoing
cemmunication; and that the faets stated ther(-ln are true and correct to tlw
best of his knowledge and bellef,

Trosmas R Srone.

Sworn and subscribed to before me this 4th day of August, 1924,

Wi, G, Daroan,
Notary Public, Evie County, N. Y.

Exsimgvry Oo—<Recommendalion No. G382

OFFICE OF SOLICETOR 0F INTERN AL REVENULE,
August 23, 1924,
In re protest of Border Island Co, 308 Mutunl Life Building, $3uffuafo, N. Y.
Yenrs 1917, 1018,
Mr. CoMMISSIONER
(For Deputy Commisstoner, Head. Income Tax {nit) .

This office bas had umder consideration the protest of Border Island Co.
against the action of the Income Tax Unit in its determination of the value
at Mareh 1, 1913, of certuin sand and gravel deposits,

Hearing was held August 15, 1024 .

On March 1, 1613, t»2 taxpayer's sand and gravel was under lease, having 13
years to run with a specified minimum of $24,000 a year and a royalty rate
of 30970 a ton in addition for afl sand and gravel removed in excess of
420,000 cuble yards n year, A rale of the taxpayer's interest on Mareh 1,
1913, would be made subject to thils lease agreement and would be meusured
by the termw of the lende,

Vatwafion at Marveh 1, 1913
' Cubie yards

Reserves, sand and gravel at aeqrisition ... 4,700, 60 |
Paid for af Mar. 1, Y08 o e e = 26, Q6T
Reserves, Mar. 1, 1013, anpald for. e 4,438,333 §
BOFAIY TBEC e e e e e et s e e e o e e $0.075 §
Groxsyg expected rm'eipt!-t ......................................... $332, 499. 08
Less estimated exponsse for 13 wurs (taxes, salaries, ete, at
B2 o e e e et b o e 0 o e e 26, 000, 00
Net expected recelpta. e 308, 499 9%
Present worth at 8 per cent and 4 per cent for 133 years-—factor.. 0.64 -
value of taxpayer's interest at Mar, 1, 1918 v ocm 196G, 1.".9 a5 4
Unit of depletion per cubie yard. .o om e 0. 0442 |

It is therefore recommended that the action of the Income Tax Unit be §
moditied to the extent of allowing o value at Marveh 1, 16813, of $196,150.00 and §
a depletion unit of $0.0442. :

NrLson T. Haarsow,
Solicitor of Internal Revenue.

D. H. Buaig,
Commwsmne: of Internal Revenue.

Approved
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Fxwr

. ENGINEERING DIVISION,
NONMETALS SECTION,
Neptember 16, 1924,
Bororr IsLanNp (o,
Buffalo, N, Y.
Lessors sand and gravel,
Incorpornted Keptemher 14, 1911,
Valuations for years 1917, 1018, 1019, 1920,
Returns in case: Tentative, 1920, Regular: 1032, 1013, 1014, 1415, 1916, 1917,
1018, 1910, 1920, Amended: 241917, 21018, 1019, 1920,

Form 1 orviginally recelved May 12, 1921; a copy with more daty received
Octobor 11, 1921; conferences were held April 6, 1022 and June 20, 1922,
valuntion reports ave dated April 11, 1922, and April 14, 1923, the Intter to
modify a I A, R, dated February 13, 19238, which Ix a part of the case; an
appenl from the findings of the Income 'Tax Unit is dated October 4, 1623, and
this appeal was consldered before the veview division of 11 solicltor's office
August 15, 1924 ; the results of this hearing are given In solictior's recommendn-
tion No. H82, dated August 23, 1924, a copy of which Is attached for refevence,

The Border Island Co. acquired Strawberry Island, in the Ningava River, May
1, 812, for the following considerations:

Cusle et e e e s e . G, 000
BUOCK. e e e e e = Db (OO
MOPTENEO. o e e e e e T, 000

BOtRb . e e e e n n e e a1, OO0

A contract with the Fupire Limestone Co, was also acquired by the Border
Islunid Co. at the sume thme, the essential detalls of which fotlow,

The Empire Limestone €o, to puy $0.08 per cabie yard for the first 300,000
cuble yaeds; no churge for the next 20,000 cubic ynrds; $0.075 pee cuble yurd
for subsequent anits: S24,000 mindmum annual payment ; contract to terminate
May 1, 1924,

The Border Islund Co, claimed 8 higaer vidue nt the basie date, Mareh 3,
I, than the Income Tax Unit would allow; the unit would concede tha
vithue at acquisition only as the proper vatue to gpply.

The euse ix forwarded to audit, using the factors advecated n solicitor's
recommendation No. 82, ag follows:

Valuation dSfareh 1, 1313
Culle yards

Reverves, sand and gravel at acquisielon_ . . ... . . ... ... 4, 100, 600
Paid for at Mar. 1, 1003 o e 2606, 807
Reserves, Mar, 1, 1013, unpadd foro oo 4,433, 333
ROYAMY FHEC . e e e e e e i e e e e e $0.076
Gross expected reeelpta oo e e £332, 441, 98
Less estimated expensse for 13 years (taxes, salavles, ote., at
D200 e e e e e 265, GO0, ()
Neot expeeted Tecelpts o i e ———— 300, 499, 98
Present worth at 6 per cent and 4 per cent for 13 years——factor.._ 0. 64
Value of taxpayer's interest at Mor, 1, 1003 _ . ... _ 104, 16D, 99
Unit of depietion per enlie Yarda. oo e 0. 442

The tabulation thut follows uses the unit depletlon cecommended stbove, to-
gether with the annual production figures from the tuxpuyer's protest of Oc-
tober 4, 1923, te arvive at the yearly deplotion sums allowable, and the cost
at acequisition, which s 8130,0i0 clatmed and allowed, with the same produc-
tion figures to arvive at yearly depletion sums based on cost,
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’ Depletion
\ Cubie sustuined

Depletion

Year | yards "::(S:m“‘_“ ll‘%\(/)!‘;:"t|!?u

: produced tion: uh(t, m}:;, sstv)f,\.lm.‘;

! $0.0277 unit,$0.0442

Previousto Mar. 11088, ... RN 4 oea00r | snasces |

260,007 | 7, 0, 68 | 811, 786, 68
320,000 | 8,804,000 | 14, 144.00
S HMLO00 [ NTRGL00 | M4 144,00
. 0,000 | . B 8400 | 14, 144,00
44K, 45 12,495 78 19, 843, 37
Lo A20,018 | 160,35 | 1N 004, 44
CLooaner | 1o ae | 16,402 40

020, - e i ien e e et L B3V, 403 0,40L.40 | 15,001, 61
T R R SHE, 801 | 10, M3.70 16,856, 18
99 e, e CoWR 4 BANNT | 14,602.90

. "B, TAT, 460 un.m-z.mg 155, 619, 45

W. L. ScanLan,
Valuation Fnagineer.
Approved :
E. 8. Boanc,
Acting Chicf of Seetion,

Mr. Harrson, Mr. Chairman, T have a very brief statement to
make about the United States Graphite Co. case. There was a sug-
gestion made by the chairman at the time that the Graphite Co. case
was under consideration to the eifect that this graphite deposit,
which was acquired by this company some 10 or 15 years after the
acquisition of the first property, was, in fact, a prospect. The low
price paid for that could well be understood. T have caused an
examination of the files in the Graphite Co. case to be made to de-
tormine what the evidence was as to the nature of the deposit or the
property that was acquired in 1918, with reference to whether it
was 8 prospect or not, and T have this to sey about it:

The taxpayer, in his brief, on page 16, in connection with the
Moradillas mine—and that is the mine which was the development of
the prospect. :

The Cuamyax. You mean that that was the later mine?

Mr. Hawrson. Yes; that was the later mine:

On December 31, 1017, the company obtalned from Aquirre Hermanos, owner
of the Los Pocltos ranch, which comprixes some 20,785 hectares (ahout 51,812
acres) and adjolns the Santa Marla property, an option to purchuse the graphite
rights on suld Los Pocitos ranch-—

I think I have made a mistake about the identification of these two
properties. I think that Moradillas mine is the old mine. Am I
right about that?

Mr. Parxer. The Santa Maria is the old mine,

Mr. Harrson. The Santa Maria is the old mine, and the Los
Pocitos ranch is the new property:

¢ * 5 for the sum of $37,500, sald option to be exercised after the extrac-
tlon of a quantity of graphite ore, not less than 1,500 tons, from the Morndillns
mine, which s situated thereon,

It does, then, work out that the Moradillas mine is the mine which
was developed on the Los Pocitos property.

The latter property was only a prospeet, and the compuny merely took it over
because they believed it had grent possibilities in the future,
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Mr. Maxson. Did they not take out a certain amount of ore before
they exercised the option ¢

Mr. Harrson. That is correct. The situation, as T understand it,
though, was this: They acquired an option to purchase during a time
when it was a prospect, and they agreed that if they exercised their
option and they took out a certain quantity of ore, then they wonld
pay the full amount for it. In other words, had they not found ore
in paying quantities there—and at the time they acquired their op-
tion they did not know that they would find it—they would not have
exercised their option and have paid the full amount.

Mr. MansoN. In other words, at the time they actually closed the
deal under the option it was no longer a prospect.

My, Harrson. Yes; at the time they acquired the total amount they
had taken out upparently the 1.500 tons, but they had reached the
final purchase price agreed upon already, not knowing that there
wits ore there in paying quantities,

Mr. Manson. Did you find this also, Mr. Hartson: In the first
place, they had already developed a mine, the old mine; that it
was a seam in the earth, and that there were outerops in both cases,
and they knew from the development of the old one what the gen-
eral nature of this new one would be, provided the quality was what
they wanted ¢

Mr. Harrson. No; I think that is not right.

Mg. MansoN. And that was settled by their taking cut this 1,500
tons

Mr. Nasu. No; I do not understand it that way.

Mr. Iartson. I do not understand it that way, cither.

Mr. Nasx. The mines are not on the same side of the mountain,
The Moradillas is on one side of the mountain and the Santa Maria
is on the other side of the mountain. They are several miles apart.

The Cuammman. I think the testimony shows that they are farther
apart than that.

Mr. Nasu. Well, there are 50,000 acres in the property.

The Crateman. I think, in view of the fact that they tried to go
in on that property and extract 1,500 tons, it was no longer a pros-
peet, after they made their payment.

Mr. Harrson. Well, the payment, Mr. Chairman, was made before
they extracted their 1.500 tons. They merely had an option, which

ave them the right to buy it at $37,500 if they could extract or
id extract, in fact, this 1,500 tons,

The Cuaieman. Yes; but they did not pay the money until after
they extracted it.

My, Harrson. Noj the payments were made as follows, so that we
will have them exactly set forth in the record:

On December 31, 1017, the company obteined an option from Aquirre Her-
manos, owner of the 1os Pocitos vanch, to purchase the graphite rights con-

tained therein for the sum of §37,5600. (See page 168 of our report.) This
option was exercised and the $37,500 due on the same paid as follows:

Jan. 10, 1018 e ot o e et e e 1 2 o 3 2o 1 $4, 000
FeD. 14, 108 e e e ot e et e Bt e 1, 000
0L, 30, L8 e e e e e e e e e e e e e 5, 000
MAr, 10, 100 e e e o e e e 27, 500

The Cuamman. Does the record show when they exiructed this
1,500 tons?
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Mr. Hawrson. It does not.

The Cramsan. T assume from the way you read it they had a
right to extraet these 1,500 tons before making any payment or exer-
cising any rights under the option.

Mr. Manson. They had to pay something for the option.

The Cuamman, Yes,

Mr. Harrson. Oh, yes: that is what they did, but that bound the
seller to transfer and convey title at the price that the optional
agreement called for, subject, however, to their determination that it
really was no longer u prospect, but had the mineral content there
which they desired.

The Cramsan. Yes; it did not bind the buyer, though.

Mr. Hanrson. No. If, in fact, he decided not to exercise it, pre-
dicating it on the development there. and finding thut there was not.
the graphite that he hoped there might be, he could disregard it,
and all that he would lose would be his payment for the option,

Mr. Manson. Yes; but all he was paying for the prospect was
whatever he paid on the option. When he paid the $37,500 he was
buying the mine.

The Cuanoran. Yes; I think that is corrvect.

Mr. Harrson. The price, however, that was agreed on was one
which was entered into prior to his final determination that it was
a Inine. _

Mr. MansoN. I wish to call the attention of the committee to
this. In Exhibit 1 in this case, it says:

It has never been necessary to survey or map mine workings heeause the
course of vein can be traced by surface outcroppings, and ore production
commences practically at “grass roots.” Further, because of comparatively
small tonnage consumed and extent of deposit, but little time i needed to
block out & year's production,

Mr. Hakrson. Mr. Chairman, there was a question asked with
regard {o the Climax Fire Brick Co.. of Climax. Pa., as to whether
the case had been closed or not.

The recerd shows that waivers for 1917 and 1918 are on file and
that keeps the case open until March 15, of this year.

The Cnamyan, You say you can keep it open until March 15/

Myr. HarrsoN. In other words, the statute of limitations has not
un out on it. I do not know whether it has been closed or not.
The matter has been closod in the Bureau, subject, however, to the
rossibiiity of reopening it within the statutory period. The statute

198 not yet run against us.

Mr. Manson. I'do not undeisiand that the statute rins, Mr. Hart-
son, on allowances for depletion?

Mr. Harrson. Mr., Manson, the statute runs on the right of the
commissioner to levy an additional assessment and if an allowance
has been made for depletion which, for instance, is too high, and it
is necessury to decrease that depletion value, and the effect of that
would be to levy an additional ascessment, if the limitation period
has run it can not be corrected.

Mr. Mansoxn. T understand.

The Cuamyax. So it applies to the amortization of any of those
accounts?

Mr. Harrson. Yes.
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The Cumamyan, Where an additiona! assessment is involved?

Mr. IHarrson, That is right.

The Cuamuax. Do I understand that the bureau will go into
this Climax Firebrick Co. case, in view of the fact that the statute
of limitations has not run?

Mr. Harrson. The burean is and has been looking over this case,
Mr. Chairman, There was another point in this case that I asked
Mr. Greenidge to furnish me data on.

Mr. Greenwee. That is being typed now, Mr. Hartson.

Mr. Hanrson. It was in connection with u question that the
chairman asked.

In that case ulso, there was a lease obtained some years after the
acquisition of the first property, and at a figure which counsel for
the committee has tuken the view reflects the value of the first
property, and my understanding was—and 1 want to verify it by
the introduction of such proof as we have—-—

The Cuamaran. You will continue to check up on this case and
let the committee know, will you?

Mr. Hagrson. Yes.

Mr. Chairman, we have another matter of great importance
to submit. to the conunittee, and it is in connection with
a greneral policy rather than in connection with any specific case. It
arises by reason of the general criticism which the committee is
making against the appraisal method of determining values of
natural resources. You remember that Senator Jones invited the
assistance of the bureau and its officials in correcting what he
thought was an abuse, and what undoubtedly is considered by the
members of the committee to be an incorrect practice in the bureau.
We have devoted a great deal of time and thought and study to
the question since it was first raiscd here mn the committee, in its

roceedings, und without regard to any specific case, necessarily,
ut as 4 general policy or a general plan we have worked out a state-
ment which we desire to make on i1t. This statement is extended;
it is not a short one, by any manner of means, and it goes into the
subject in some detail.

I desire to have an opportunity to call one of our engineers,
who will make a statement of the bureauw’s position with regard
to its practice of determining values by mieans of the appraisal
method. It certainly could not be concluded this morning, but we
can start now if the chairman wishes,

The Cuammax. Yes; you may start now.

Mr. Harrson. And continue it over such time as it might take,

I will ask Mr. Grimes to take the stand.

The Cramstan. Before you begin with his statement, let me ask
who has prepared the statement?

Mr. Hawrson. Mr. Giimes has prepared it personally, but I have
read it over, Mr. Nash has read it over, and other engineers in the
bureau with Mr. Grimes have also read it over.

The Ciramran. It is a statement dealing with the past work of
the bureau, or does it illustrate what the ‘I)m'euu intends to do in
the future? .

Mr. Harrson, It is, Mr. Chairman, a statement of conditions
which confront the bureau in determining these values and a justifi-

D215 -k e
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cation of their determination by appraisal methods, and a frank
discussion of the whole subject.

The Cuamman. Does the statement contain conclusions?

Mr. Hartson. I imagine it can be said that it does contain certain
opinion evidence. That is all opinion evidence is-—somebody’s judg-
ment with reference to it. We hope to show that the highest en-
gineering authority in the country not only justifies the use of the
analytical appraisal method for determining: values, but that it also
is common and ordinary practice to use it, not alone in the valuation
of these resources, from the standpoint of the Government, but it is
commonly used in commercial practice, and we hope to show that the -
results reached by these methods are not very different from com-
mercial values themselves. .

The Crammyan. Yes; but is it in accord with the statute, when
the statute requires market values?

Mr. Harrson. Oh, absolutely, That is what we are trying to de-
termine, the market values, by such methods as are available, and it
has never been our position here—and the committee has misunder-
stood it if they gained the impression-—that the bureaun disregards
satisfactory evidence as to market value and flies to some theoretical
method of deterinining value. when there is more satisfactory evi-
dence, but we hope to show that in the application to mineral de-
posits, commercial transactions as reflecting valuations are very
seldom available, and, when transactions have occurred, they are of
no real assistance in determining the value of the particular prop-
erty that is being appraised.

The CHAIRMAN. 1}S) this the unanimous opinion of the gentlemen
who have reviewed this, that you have enumerated st the beginning?

Mr. Harrson. Mr. Chairman, there would not be any unanimity
of view on a question such as this. Men’s minds differ, and 1 can
not say that this is the unanimous view of everybody who has read
it. X do not know. T would not say that it was not.

The Cuamman. Is it the view of the commissioner and of the
Secretary of the Treasury, both, or either one?

Mr. Harrson. The commissioner, the Secretary of the Treasury,
neither one has read it, nov do they+know, other than in a general

*wgg, what is in it. '
he CrairMAN. In other words, you assume, though, that it would
meet with their approval?

Mr. HarTsoN. lPrather think it would; yes.

The Cuamman. Then, the witness may proceed, after stating his
connection with the bureau.

STATEMENT OF MR, JOHN A. GRIMES, METALS VALUATION
SECTION, BUREAU OF INTERNAL REVENUE

Mr. Harrsoy. What is your full name, Mr, Grimes?

Mr. Grises. John Alden Grimes.

Mr. Harrson. What position do you hold in the bureau?
Mr. Grimes. I am chief of the metals valuation section.
Mr. Hartsonx, How long have you been in that position ?
Mr. Grives. Since March, 1923,

Mr. Harrson. Were you in the bureau before that time?

- |
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Mr. Grimes. Since January 15, 1920.

Mr. Harrtson. In what capacity were you serving before you
became chief of the sectiond

Mr, Grrurs. I entered the bureau as a valuation engineer. I
think I was valuation engineer for a year and a half. Subsequent
to that time I became assistant chief of the metals valuation section,
and held that position until March, 1923,

Mr. Harrsox, Where did vou gain your engineering education,
Mr. Grimes?

Mr. Grives, I praduated from the School of Mines at the Uni-
versity of Minnesota in 1908, with the degree of engineer of mines.

Mr. HarrsoN. Have you been continuously engaged in mining-
engineering work since your graduation?

fr. Grimes. I took a two-year course of graduate work in geology,
metallurgy, and mining engineering in Columbia University from
1908 to 1910, and in July, 1910, I entered the employ of the Ana-
condu Copper Mining Co. at Butte, Mont. I was in their empioy
mntinuausfy until the time that I entered the Bureau of Internal
Revenue, except for about eight months of military service.

Mr. Harrson. What was the character of your work with the
Anaconda Co.?

Mvr. Garses, T was in the geological department of the Anaconda
Co. At first my work consisted of taking geological notes in about
one-third of the mines of the Anaconda Mining Co. in Butte and
making recommendations to the mine foremen as to development
work which they should do to find ore bodies.

About 1913, as I recall, the geological department was given com-
plete charge of the development work of all of the mines of the
Anaconda Co. The mine foremen were not permitted to do any
exploratory work without written instructions from the geolq‘giml
department, and from that time on T had complete charge of the
development of about 10 mines, comprising one-third of the Ana-
conda Co.’s properties, or about 12,000 or 15,000 feet of development
work per year.

The Caairmax. What salary did you get in a position of that
character?

Myr. Grismes, It varvied. T started at $100 a month, and when I
left the Anaconda Co. to go into the employ of the Government I
was drawing $315 a month from the Anaconda Co. and making
during the last two years that I worked for them better than $125
a2 month on the outside doing mine-examination work for inde-
pendent operators outside of Butte. I was not permitted to do eny
work in Butte naturally. Working for one company there, we were
not expected to use our experience in assisting otgers in that district.

The CuairmMan. What salary do you get with the bureau?

My, Grives, 1 entered the bureau at a salary of $4,500 a year. I
am getiing $5,200 a year nt the present time,

The CriatrMaN. You may proceed, Mr. Hartson.

Mr. Hartson, Mr. Grimes, at Mr. Nash’s request, you have pre-
pared, have you not, a statement dealing with the methods used by
the engineering division in appraising natural resource deposits?

Mr. GrimEes. Yes, sir.

Mr. Hantson. I should like to have you. 1f you will, read your
statement in the record, and I invite the chairman’s attention to this
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point, that if any questions occur to the chairman, or to counsel for
the committee, during the course of the reading. it is entirely proper
to have the points discussed at length here, because we would like to
have the committee thoroughly informed of what we are doing, and
we want to lay the whole picture before the committee, if we can,

The Cuamman. 1 would like to have him go through the report
with as little interruption as possible, so that we can get a consecu-
tive picture of it.

Mr., Manson, At this point I want to say that, so far as the com-
mittee i concerned. counsel for the committee has less objection, if
uny, to the application of the analytical apy})ruisal by Mr. Grimes and
his saction than to its application anywhere else in the bureau’s
work. In other words, our investigation so far discloses that the use
of this method by Mr. Grimes and his section has been attended with
less abuse than any other place in the bureau’s work.

The Craiman. Does this report reflect the application of it to
Mr. Grimes’s section, or does it reflect the application of it to all of
the sections? -

Mr. Hawrson. In that regard, Mr. Chairman, this ought te be
said: Mr. Grimes. of course, has personal knowledge of everything
that has occurred in his own section and other sections of the engi-
neering division, but has not that definite or intimate knowledge of
what has taken place in other sections that he hns with regard to
the business of his own immediate associates. He, however, i3 one
of the conspicuous figures in the engineering division and engages
constantly in discussion and interchange of ideas with men engaged
in the same work in the entire division, and he has a general knowl-
edge of things that go on there, sufficient so that I think he can
enlighten the committee us to just what takes place in other portions
of the engineering division. .

The Crramman. Does this stutement that he is going to read apply
to the sections over which he has not immediate control?

Mr. Harrson, There is a discussion there, Mr. Chairman, of th
application of this analytical apprsisal method by other sections
in the engineering division, as welipus the metals valuation section.

The Cuoamyar, That is contained in this statement?

. Mr. Grimes. That is correct, sir.

The CHarMAN. Then, Mr. Grimes may commence, but before he
does that let me ask whether Mr. Grimes is under Mr. Greenidge?

Mr. Grives, Yes, sir,

The Cramyax. Mr. Greenidge is Mr. Grimes'’s superior officer ¢

My, GrimEs. Yes, sir,

The Cramyax. He is your immediate superior officer?

Mr, Grrves, There is an assistant head of the engineering divi-
sion.  Mr. Greenidge is the hiead of the engineering division. Both
of them are my superior officers,

The Cramsaxn. All right.

Mr. Grives. The appraisal method for valuing natura) risources:

Economists regard as axiomatic the statement that the investment
value of any property depends upon its present or potential ability
to produce mcome. As an illustration, the following is quoted from
page 239 of Henry Rogers Seager’s Principles of Kconomics:

As aun investeent, land ix valued, as in any other form of income-producing
property, by eapitalizing its annual retsurn at the enrrent rate of interest,
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This involves analytical appraisals of all tyres of income-produc-
ing property that are bought or sold, and both the buyer and seler
customarily make snch appraisals in one of two ways, The first
method is to determine what rate of interest the income from the
property will yvield upon the price of the property. If it is estimated
by the prospective buyer that an investm:nt will safely yield a satis-
factory rate of interest ai the price asked by the seller, he resorts to
the second method of appraisal, that is. the determination of the re-
placement cost of the property in question, If the prospective pur-
chaser is assured that he can not nequire similar property at a lower
price, and that his investment at the price asked for the property will
yield a satisfuctory rate of interest, a sale of ilie Ympm'ty ensties,
Frequent sules after appraisals of this type estublish a compara-
tive market by which buyers and sellers, who ave incompetent to
make appraisals, may judge of the relative values of other prop-
erties,

The analytical appraisal method is used to value all classes of
income-producing property and is the primary method of valuation
from which all others must be derived. If no two properties could
be compared, or if sales of a comparable natare should be very few
and far between, the only basis for determining value would be by
un analytical appraisal.

Such a condition exists in the valuation of public utilities for vari-
ons prrposcs. For instance, in the State of New York a valuation
on the basis of earning power is made and the difference between that
valuation and the replacement cost of physical assets is the value of
the franchise upon which the public utihity most pay a tax,

Publie utlities are customarily valued by appraisal methods for
rate-making purposes, but the method of appraisal used is the cost
of veplacement method. If the valuation is required for the consoli-
dation of two public utilities, the appraisal is made on the basis of
income-earning capacity, and the relative values of the two proper-
ties to the consolidation are determined as accurately as possible.

The Crairvax. It on the question of consolidation, there wero
no earnings, as in the case of some municipalities, where the authori-
ties do not permit a high enough rate to ereate earnings, what basis
ix then used for consolidation?  (Can you answer that, Mr, Grimes?

Mr. Grrvies, The potential earnings, as well as the present earn-
ings, are taken into consideration. 1 do not think there would be
any consolidation if there was no prospect of any earnings at any
time in the future, because there would be no object in such consoli-
dation or transfer of the property.

The Criamyax, On that point, in Washington at the present time,
there is now an attempt at consolidation of the two street railway
companies.

Mvr. Grises. Yes: but they vre both earning money.

The Criamyan. Not according to the statement made to Congress
by the Washington Railway & Electric Co. They make the statement
that they are not earning money, that their traflic is dropping off, and
it would be interesting to know how vou would arrive at a valuation
of that eompany in order to consolidate it'with the Capital Traction
Co., and, as 1 anderstand it, it i« the intention of some Members of
Congress to compel that. : '
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Mr. Grumes., There does not seem to be a very strong inclination
on the part of the Capital Traction Co. to favor that consolidation.

The Cuairman. I am not discussing the attitude of mind of the
Capital Traction Co. X am saying that Congress may pass a law com-
pelling it. In that event what basis would be used?

Mr. Grises. It would be very difficult to say. If one property was
producing income and the other property was not producing income,
the only way that I can see that that consolidation could take place
would be by some legislative enactment, because there would be no
objgct otherwise for the company earning money to enter into such a
consolidation.

The Cuamsan. Assume, for instance. that the heads of the
two companies got together, and the head of one of the csivpanies '
said, “ You do not make any money, while we make $1,000,000 . year,
but combined we can make $2,000,000 a year because of decreased
operating expeunses, the unification of routes, ¢twe.” Then on what
basis would the Washington Railway & Electric Co. join hands with
the Capital Traction Co.?

Mr. {’}mmrzs. The potential carning capacity, probably checked up
with a physical valuation of the properties, or the replacement cost.
The Washington Railway & Electric Co. would undoubfedly hold
out to get at least the replacement cost of their properties ss the basis
for consolidation. :

The Cuammman. All right; you may proceed with your statement.

Mr., Grimes, If the property is sold it is necessary to determine
actual value to a willing buyer and seller, but in case of the con-
solidation of two or more properties the appraisal need show only
the relative values of the several properties, 4

The discussion of the general application and use of appraisal
methods in determining values might be continued iudeﬁnito‘y, but
a sufficient number of illustrations have been cited to demonstrate
that the use of analytical appraisal methods by the Income Tax Unit-
is neither unique nor even & departure from the methods of appraisal
customarily used in nearly every kind of business for valuing practi-
(-alley every kind of income-producing property.

To proceed as rapidly as possible let us consider the application of
engineering appraisal methods to, the valuation of natural resources,
considering first the differences between vsluation for commercial
purposes and for taxation which can not be avoided.

The valuations required for income and excess profits tax purposes
are valuations at some prior date and under conditions which can not
be visualized accurately nt the present time. The valuer can not
avoid some consideration of the subsequent history of the property
valued. It is humanly impossible to overlook the fact that a par-
ticular property has been a huge success or a rank failure since the
date at which a valuation is required. It would be much easier to
value natural resources at the present than at dates in the past. The
valuation for commercial purposes is at the present date in nearly
every case.

The commercial valuation is made after exhaustive field examina-
tion, physical examination of properties valued, and the accumula-
tion of all possible information concerning the property. A present
physical examination of properties, such as mines or oil wells, would

~
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be little good when one is ostablishing a value as at March 1, 1913,
and the income-tax unit has but one source of information—the tax-
ayer. It is to be doubted that any great arcounts of unfavorable
acts are voluntarily furnished, and under these conditions it is
reasonable to believe that if the income-tax unit applies strictly
commercial methods of valuation it will get higher than commercial
values as a result.

A valuation for commercial purveses need not be similar in method
or result to any other valuation ever made either by the same or
other persons. The valuer can exercise his judgment to the fullest
possible extent in each individual case and can profit from his ex-
perience by entirely changing his methods as often as he desires or
considers necessary. With valuation for income-tax é)urposes there
are many men of various degrees of capability and differing judg-
ment employed in the task of determining the tax-free depletion
deductions of competitor taxpayers in the same industry or of com-
petitive industries. It becomes necessary to adopt less flexible valua-
tion methods than would be employed by engineers doing commercial

work. Changes in methods are recommended and adopted only after.

long study and conclusive proof that the new methods result both in
more accurate values and greater equity between taxpayers. But
little deviation from a stanﬁard methrd and from standard factors
is possible if the income-tax unit would avoid constant criticism for
arbitrary and discriminatory decisions.

There are similar differences in the tangible elements and factors
found in nearly every type of valuation. In previous hearings there
have been mentioned the inclusion of manufacturing profits—that is
page 1357 of the hearings, Mr. Chairman—and the value of a going
concern or the lack of that value (p. 1362). Management, marketing
ability, and other factors have been mentioned. Political conditions
are of superlative importance in countries such as Mexico, Siberia,
China, and others. Labor conditions might also be mentioned, in-
cluding adequacy of the supply, scale of wages paid in comparison
with scales of wages paid for other mining districts and with other
industries in the vicinity, nationality of labor, degree of satisfaction
with wages and working conditions, etc. All of these factors are
considered in a general way by the engineering division in valuing
metal mines, but it has been impossible to give as definite considera-
tion to these intangible elements of values as would be given in a
commercial valuation.

To illustrate this particular question of tangible and intangible
clements of value: Take the case of two leasor equities in iron mineg,
both extending over a future period of 30 years, both having lease
clauses ca}linﬁg for the payment of $100,000 a year as minimum roy-
alty, and both containing ore reserves which, by the terms of the
respective leases, would provide the same total ultimate royalty to
each lessor. In one case the lessor receives 25 cents a ton royalty
and in the other a royalty of $1 a ton, but in both mines it is esti-
mated that the operating profit will average $1.25 a ton, including
royalty. When the royalty rate is approximately one-half of the
expected operating profit it is a normal royalty rate. The lessor
with a 25-cent royalty has almost no risk that his income will stop
through surrender of the lease by the lessee, but the lessor with a

A
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rovalty rate of $1 has that risk, which involves also the risk of
releasing at u lower rate of royalty and the interim ox{mnm of the
property until a new lessee is secured.  Any intelligent buyer would
pay more for the lessor’s equity in the 25 cents & ton royalty lease
than for the lessor’s equity in the $1 a ton royalty leace. The
income-tax unit recognizes that there is this difference in value and
in valuing such a mine would use a higher interest rate in diseount-
ing to present worth the expected income from the high-royalty mine.

The engineering division does make a sharp distinction between
the going concern and the new mine which has yet to prove its merit.
Good will er other elements of value separate from the ore body are
net important in the metal-mining industry, but when a mine has
never been operated successfully its value 1s more speculative, and
therefore less, than is the case aiter it has been proven that the mine
can produce profitably in competition with other sources of supply
of the same natnral resource.

The Coamman, Take the kind of a mine which you have just de-
scribed, which has not been worked and which you admit is specula-
tive. Should that be capitalized on a 6 per cent basis?

Mr. Grimes. We use 10 per cent as a minimum.

The Crramrmax. Ten per cent as o minimum?

Mr. Grimes, Yes, sir.

The Cramsan. What elements would you consider in arriving at
10 per cent on that kind of a mine?

Mr. Guines. We have found from experience that 10 per cent is
about the proper rate as a minimum to give by our appraisal meth-
ods, in comparison with such cash tramsactions as we have. We
check the 'methods of appraisal, vsing the 10 per cent interest rate
in case of mines of that class, with as many cash transactions as we
can get u record of.

Mr. Manson. When you speak of cash transactions do you mean
the stock sales or sales of mines?

Mr. Grraes. 1 mean a number of diffevent {hings—the actual sales
of mines for cash, cash sales of the majority interest of stock, under-
writing agreements, in which underwriters in consolidations guar-
antee to purchase any stock of the companies entering the consolida-
tion that is not turned in for the stork of the new company, and
similar transactions of that kind. We have in addition frequently
stock quotations of the predeces#or company and the successor com-
pany, which may or may not be an indication of the value. Such
stock quotations may be away above normal or away below normal
at the time of the consolidation, but we keep those records up for as
long a perioil of time as we can get stock quotations, and we check
up that basis as well as by others which we have available.

Mr. Manson. The stock quotation reflecting the net return will
sho‘%v the earnings of a going business, which includes capital, does it
not?

The Cnamyan. Well, T understood he took that into considera-
tion.

Mr. Mansox. I am trying to find out, Mr. Chairman, whether it
Is a going mine and whether he would have to make a comparison
with the stock of a mine that was not a going mine or a successful
concern.

ryyy

e Criairmax. You may proceed, Mr. Grimes.

AT
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Mr, Grives. A metal mine sometimes doubles in value for no other
reason than that it has been proven that the estimates of profit pre-
viously made were substantinlly corvect. The same condition exists
in the coal-mining industry. The value of a going business is fre-
quently double the cost of purchasing conl lands, developing and
equipping them, and meeting the other expenditures required in
launching a new enterprise. This important increment of valne is
entirely & function of the decrease in risk brought about by the op-
crating demonstration of the aceuracy with which the estimates of
profits were made at the inception of the enterprise.

The Cuamyax. Let me get this clear in my mind. The more suc-
cessful the management, the more successful the marketing, and the
more competent the officers the concern has the less tax they pay, be-
cause of the higher valuation that you give them on their mine, based
on & return, and the Jess comapetent the concern. the more ineflicient
the concern the higher the tax it pays, because you do not give them
the same capital investment, because when you come to capitalize it
on a 6 per cent return the higher the value'is to the competent con-
cern and the lower the value is to the incompetent concern. Is not
that correct?

Mr., Grirs. That is correct to a certain extent. In valuing oper-
ating profits, the management and all that poes with management is
reflected in the operating profit; but in the particular industry in
which I have had experience in valuation—that is, the metal mining
industry-—practically every company of any importance has a paid
management, aad even their financial arrangements are through paid
ofiicers, who own very little stock in the company.

The Cnamman. 1 do not see that that makes any difference, be-
cause you are working on the asswmption that the paid ofticers do
not work as well as those who have a stock investment. I do not
think that is relevant,

Mr. Grives. But in the expenses of the company for operition
there is the cost of management. and each company has that cost,
atd we assume that each one has averuge management,

The Cnaievas. Yes; but getting back to my point, the lewst com-
petent management would show the lowest returns; is not that true?

Mr. Grives, Yes,

The Cramman. And therefore they would receive a lower valua-
tion, because they did not earn as much as the other concern, which
did earn big returns, and they in turn would show a higher value,

Mr. Grives. A company with lower earnings would sell its prop-
erty to some prospective purchaser at « lower price than a company
owning the sime property and having good management and good
earnings would sell it for,

The Cuaiavan. I am not denying that, but I am saying that the
company with the best management pays the least taxesand the com-
pany with the poorest management pays the most taxes.

Mr. Grimes. No: that is not correct.

The Cramryan. 1f your methods of valuation are different.

Mr. Grrves. The value, we will say, amounts to from a quarter to
one-half of the operating profit. That means, we will say, onc-third
of the average of the operating profit is deducted for depletion.
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Now, two-thirds of that operating profit is not subject to tax dede-
tion. A muu pays his income tax on two-thirds of it. He has a
tax exemptivn on account of his better management, so he gets one-
third of his additional income on aceount of better manngement ex-
empt from taxation and two-thirds of his additional income, on ac-
count of better management, is taxable,

‘The Cuamman. Two individuals or twe corporations each bought
a piece of property at $2,000,000, and you use the analytical method,
and if in the one case he earned 12 per cent you would capitalize
that on a 6 per cent basis at $4,000,000, would you not?

“Mr. Grimes. No, sir.

The Cuairnan, Why?

Mr. Grimes, We do not capitalize it at 6 per cent except for lessor
operations under long-life conditions.

The Cramrman. What about the cases I have just given?

Mr. Grimes. The case of an operating owner?

The CHAIRMAN. Yes,

Mr. Grises. Who buys his property for $2,000,0007?

The Caairman. Yes.

Mr. Grimes, After March 1, 1913, or before?

The Cramman. Well, at any time, where you use the analytical
method of fixing the capital investment.

Mr. Grimes. In the case of a cash transaction after March 1, 1913,
there is only one besis of deduction, and that is the cost of the prop-
ert divideg by the number of recoverable units.

The Cuamrman, Suppose you go back, then, to March 1, 1900, and
he pays $2,000,000 for it, or go back to March 1, 1910, and he pays
$2,000,000, and he asks 12 per cent on $2,000,000? What woulc} tge
vaiuation be at which you would fix it, at March 1, 1913, assuming
that ‘there are no outside allowances such as depletion and other
things? What would you base that on—on the 6 per cent, or what
basis would you use for capitalization ?

Mr. Grrmes. There are a great many factors that will enter there
that are not mentioned in the problem as you have stated it, Mr.
Chairman. There is really not suflicient information there to state
what method of valuation would be used.

The Cuamaax, Supruse the conditions were equal, so far as the
gctaal investment in the property was cumrcx*nc({, and you would
use the analytical method ?

Mr. Grives, If we had a property earning 12 per cent and had
the O{wruting record for some years under normal conditions show-
ing that it could earn 12 per cent under normal conditions on the
cost of the property, that property wonld not sell for the $2,000,000
that was paid for the property. Tt would sell for a higher price
than $2,000,000 at the date of valuation.

The Crammax. What would it sell for?

Mr. Grosis. If that property had a life of, we will say, approxi-
mately eight years, an({ then was exhausted, and this interest that
we are figuring is in addition to the return of capital, we are assum-
ing the return of capital is assured in discussing the interest rates,
if the property had eight years’ life, the 12 per cent interest rate
‘would be just ubout right to express the hazard of a mining business.
If the property had a 10-year life, a 10 per cent rate would be &p-

LY
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proximately correct. If the property had a 15 or 20 year life, 8 per
cent would express the same hazard as 10 per cent for 10 years, If
the property had 30 or 40 years’ average sif’o, 7 per cent wonld be
sufficient to express the same hazard,

The Cuamman. That is, with the assumption that it would earn
12 per cent.  Suppose it earned 6 per cent, what would you do?

Mr. Grimes, 'l ‘E ¢ property would have depreciated in value, be-
cause, for a mine operator, 6 per cent would not be a sufficient rate
of interest to make the purchase attractive,

The Cuamrmax. So tlmt’ you would fix it at a less capital invest-
ment figure, would vou not?

Mr. ((imm:s. Yes,

The Cuammrax. That does not prove that he has a less capital
investment figure than the man who earns twice the amount, and
yeu the property may be identical. I mention that to prove that it
all depends on tho kind of management you get as to the figures you
would arrive at for capital stock and for capital investment,

Mr. Grives, At the date of aequisition, we would have the same
invested capital of $2,000,000 in your statement, both properties cost-
ingr $2,000,000. These properties, we assume, were acquired several
vears before March 1, 1913. In the one case, wheve the mine earns
12 per cent—and we will say both properties had a life of 20 years
after March 1, 1918-~the value after ﬁarch 1, 1913, by our method
would be in excess of the original cost of the property. Where the
property was earning 6 per cent ufter March 1, 1913, the value by
our metﬁods would be less than the original cost of the property: and
we do have those identical problems in our work. We have a large
number of appraisals where the cash cost of a mining property would
be considera{; v in excess of the value at March 1, 1913,

The Cuamman. Then, ussume, for instance, that this mine which
is operating efficiently and earning an estimated 12 per cent, should
be in a position to o out and buy that next mine, which is operating
less efficiently, at ;4‘53,{)()03(}()0, Would not that be a basiz for fixing
the capital mvestment on the first mine?

Mr. Grives, No.

The Cuamyan. Even though it was contiguous to it, and the
conditions were identieal, it would not be the basis for figuring
the value of the sneeessfully operating mine!?

Mr. Grryves. There is no such thing as two identical meta! mines,
T have never seem any two metal mines yet that were anywhere
nearly identical. Each one has its individualities.

The Cramaran, That may be so, but T am assuming that this is
n case where vou considered the management, in velation to the
value of the property, rather than what you might buy op the sume
prospect in another mine.

Mr, Grises, It woull be evidence of value in caseg where the
properties were comparable.  Coal properties are more comparable
than metal mines.

The Cratmax. T am only talking sbout propertics where they
are comparable, not where there are a lot of outside elements.
However, I think I have developed what T wanted in that connec-
tion. You may proceed.
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Mr. Grives, Tn the conl-mining industry, one of the mujor ele.
ments of valye in the securities of a company is the market supplied.
A coal-mining company makes large profits, if it can sell its capacity
production tfu'(mg.{ wut the year, but an identical mine might be
operated at a loss if it depended upon the caprice of seasoned de-
mands for its market.

A cement maker derives his profit from manufacturing and niar-
keting ability to a much greater extent than is trae in the majority
of natural-resource industries. o
< The Cuamyan. T want to call the attention of counsel for the
commmittee to some of the statements that are made in this brief.
I do not know whether he agrees with them or not, but 1 do not.
A\ statement is made that a coal-mine, operating at full capacity
all the time is more successful than a vnu\ mine that may only be
operating during certain scasons of the vear. That statement i
not at ull conclusive, because the mine that operates at all times
may have a poor grade of conl, selling for railvoad purposes. and for
which they may not be able to get the same margin of profit ax the
mine that is operated only «ix mouths in the vear, with a high-grade
domestic coal, with a larger margin of profit. T think. if you will
cheek that up, vou will find that those (Lin;{s are not conclusive, at
least as far as I am concerned.

Mr. Grimes. These things arve all elements of value in the going
business because the value of a going concern depends upon the
profits it can realize, but the profits due to marketing, management,
ete., have nothing to do with the value of the natural resources which
furnishes the raw material for such industries. Occasionally it is
possible to segregate the total value inte its constituent parts, but n
cases where this s impossible a higher interest rate is used for dis-
counting to present worth. The Commissioner of Internal Revenue
and the Secretary of the Treasury have approved such procedure for
tho use of the enginecring division. '

Discussions of the limitations of the “ present value method” for
valuing natural resources by discounting expected future profits to
present worth at some rate of interest were frequent during 1920 in
the natural resources subdivision which comprised both andit and
engineeving sections,  The metals valuation section found that the
present value method of engineering appraisal was the only possible
method it could use in valuing most metal mines, while t}m non-
metals subsection (of the metals valuation section) and the coal
valuation section found that they had to employ entirely different
methods to get results comparable to commercial valuations. The
reason for this difference is siraply that the profits from metal mining
are largely due to the value of the mineral deposit, while in the
coal and nonmmetallic mining industries profits are due in_greater
part to management, marketing, and other extrinsic causes. Nvothin;:
in this discussion is intended to convey the impression that there is
any shorp distinction between the several mining and quarrying
industries. One method of valuation fits one industry and its type
of valuation work better than another, andi where one type of work

redominates, the appraisal method best suited to that kind of work
18 most frequently used.
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The engincering division uses a nwmber of different valuation
methods Ilallowing in general the methods which have been adopted
by the several industries themselves for commercial valuation
purposes.

1a valuing some conl fields and some nonmetallic mineral deposits,
such as the sulphur deposits of Louisinna and Texas, it would be
almost impossible to use any method of valuation except the present
value method of engincering appraisal.

Both the coal and nonmetals sections use that method of valuation
as a supplement and alternative to the determination of values by
comparative sales. TFor instance, if u property is leased on the open
market to-day for a royalty of 10 cents per ton, that royalty com-
prises the entire value of the natural resource. Ten “years ago
similar propertics were leased for royalties of 5 cents per ton, The
difference, or H cents per ton, is the royalty differential, which rep-
resents the lessee’s equity under the lease of 10 years ago. 1f the
exnected royalty at date of lease is reduced to present worth at a
proper rate of interest by the present value met}md of engincering
appraisal, and the value of the land for purposes other than mineral
production is added to this amount, the result should be the value
of the property which may be expressed in dollars per acre. Such
valuations may be checked with cash sales of similar properties and
the proper rate of interest determined.

In timber-valuation work, there are large numbers of cash sales
and valuations for tax purposes may be based upon comparative
sales to the greatest extent possible in any natural-resource industry.
In the majority of the coal and nonmetallic mineral industries, cash
sules are less frequent and the properties sold ave less comparable than
in the timber industry. Engincering appraisal methods must be ve-
sorted to more frequently than in the timber-valuation work, but the
accuracy of the methods employed is subject to very close check, In
the oil and gas industry. there are numarous sales, particularly of
leases, but when such sales are accomplished before the existence of
oil ov gas in the property is known, or during a boom period. which
is part of the history of cvery new oil field, the comparative sales
are worthless as dndications of value under normal conditions of oil
production aftev discovery. Still, there are a sufficient number of
cash sales to afford a fair check upon the wmeihods of engineering
appraisal adopted by the income tax unit. In the metal mining
industry, prospects or young mines are sold, but profitable mines very
rarely change ownership except by consolidation into larger and
more eflicient operating units, and, as no two mines are alike, com-
parisons become impossible.  Some anthracite mines and some non-
metallic mineral properties fall in much the same eategory. 1t is
still possible to obtain some comparative evidence of the value of
metal mining properties throngh a fow cash sales, offers to purchase,
stock quotations over long periods from the larger stock exchanges,
purchases of large blocks or control of the stock of g company, issues
of honds convertible into stock, underwriters agreements to purchase
minority stock interests for cash when consolidations of properties
take place. and other evidences of an even less tangible nature.

The engineering appraisal methods advoecated and adopted in
large part by the metals valuation section have been checked by all
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other possible methods and by comparison with the appraisal
methods used by mining engineers and tfm mining industry the world
over. They have been fonnd to give results closely approximnting
commercial transactions, the average value allowed for income tax
depletion deductions beingr less than 25 per cent in excess of average
for commercial valuation. The timber valuation engineers can cut
this margin of about 25 per cent to around 10 per cent, and the
methods used in valuing other natural-resource industries should
obtain results hetween these limits. '

- There would be no difficulty in developing appraisal methods
which would give 100 per cent of the average of commercial trans-
actions for income tax valuations, but the element of barter must be
considered. An appraisal method.to be administrable can not give
results that reflect bargain prices to any great extent. Th. bargain
price may be 75 per cent, the average price 100 per cent, and the
maximum price 12§ per cent.

This discussion has touched in general upon the principles of val-
uation appliceble to all of the natural-resource industries. The same
principles and methods are applicable to all kinds of valuation, but
the accurncy of the results must vary to some extent with the dif-
ferent. types of valuation, It has been stated that the greatest varia-
tion from commercial values, and the greatest variations in commer-
cial valuations of the sume natural-resource pro[l)m-ty by various
appraisers, will be found in those industries in which sales of proper-
ties are most infrequent. In the engineering divison of the income
tax unit, the greatest variation should be expected in the appraisals
of the metal mining and the oil and gas industries. Tt is not con-
tended that the appraisal methods now in use are perfect, nor that
improvements ave not possible in those methods in any or all of the
several valuation sections, but any improvements or changes in
method ean only be made after long and careful study and exparience
in the application of the methods evolved to a large number of con.
crete cases, :

The preceding statements may be sunmurized briefly as follows:

(1) In some natural-resource industries valuation by the present-
worth method of analytical appraisal is the only possible method
that can be emploved.

(2) The methods of appraisal in use are those adopted by the
several industries for commercial valuations.

(3) There are diserepancies hetween values obtained by the methods
in use by the Income Tax Unit and commercial values, but it should
be possible to limit the margin to between 10 per cent and 25 per
cent in excess of the average of commercial values.

(4) Details of the methods of valuation in use can be improved
in time if funds become available to finance the necessary study, but
there are no other known methods which can be substituted for those
now used.

Similar conclusions have been reached by other organizations
which have made investigations of the methods by which it is pos-
sible to value mines, 9s witness the following typical quotations:

Excerpt from report of the engineers’ advisoiy valuation commit-
tee to the United States Coal Commission, September, 1923

Various methods of valuation for mining properties have been ~aggested, but
alt authorities seem to agree in aeeepting a< {he faivese and most praciienhls
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und logheal n eapitelization of the estimated future enrnings, when such esti-
mate ean reasoninbly be made.  UHoover and Flalay both emphasize this,

Excerpt from report of the committee on Federal taxation of the
Ameriean Institute of Mining and Metallurgical Engineers ap-
pointed in 1919

A proper value of 1 mining pr:»[x-rty I the present value of the prospective
net earnings, taking into aceount probably varintlons in output and value,

Senator dones has remarked that it seems to him that it would be
impossible to get at the market value of a body of ore or any other
nutural resource by any absolute formula. That is correct. It is
equally impossible to determine the market value of u farm or a
piece of city real estate. You can determine approximately what
a fair price would be for any of these properties, but the market
value is something else.  People who had great need of money sold
Liberty bonds at. 85, but the majority of the bondholders did not
belicve 85 was a fair price for Liberty bonds and still have them.

Mr. Herbert C. Toover, in his book Principles of Mining, pub-
lished in 1909, says:

It should he stated ae the ontset that it is utterly impossible to geeurately
value any mine owing to the many speculative factors Involved. 1he best that
cats be done i= to state that the value Hes between eertain lmits, and that
varlous stages above the minimum given represent varlons degrees of risk.

There seems to be entire agreement with this statement of Mr.
Hoover by all mining engineers. ‘The miring industry is essentially
Anglo-Suxon, and the perusal of at least 300 hooks and articles on
niine-valuation methods which are published in the English lan-
guage would fail to reveal a dissenting opinion,

The only error in Senator Jones’s statement is the assumption
that an engineer valuing a natural resource, such as an ore body,
attempts to use an absolute formula.  The only formula used is one
for interest, such as every hanker uses in his evervday Lusiness.
The average engineer knows there is sueh a formala, but Le is only
interested 1 the tables for Jiscount which have been derived from
the formula.  Such tables of discount factors have been published
for over 800 vears and bave been used ever since interest became a
recogniized factor in business. Thus in valuation a mathematical
formula is used in determining the cffects of one factor of valua-
tion—the interest rate.

The other factors of valuation which are selected according to
the judgment of the valuer are pumerons and of much greater im-
portance than the interest rate in the majority of valuations. In
order to obtain engineers with sufficient mining experience and
particular knowledge of some important branch of the industry the
metals valuation section requives of applicants for ipusiti(ms as
valuation engincers a degree of mining engineer. followed by
16 years progressive experience in the mining industry, at least
3 years of which must have been in positions requiring the exercise
of personal judgiment and personzl responsibility. The average
personnel of engrineers is about 10, and within the last five years
the section has lost 12 men who were drawing salaries of %1500
a year or more. It takes an average of 18 months to train an ex-
perienced engineer to do the specialized work of valuation in u fairly
satisfactory munner. and it should be evident that only very highly
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trained éngineers ean handle valuation work rapidly and with a
minimnm of error. If it weye possible to reduce the turnover of
employees, the percentage of error could also be greatly veduced.

To proceed to the subject of valuation. The provess of computa-
tion u{um' is quite simple, but wide experience and sound judgment
are required in making the selection of factors entering the computa-
tion. It consists of—

(1) A determination of the expected profit that can be won from
the different classes of ore (such as developed. partly developed. and
prospective ores: from direct shipping ores, milling ores, ete.):

(2) .\ determination of the amount of profit that will be received
each year;

(32 The immediate and future costs of plants, equipment, mine
development. and other facilities necessary to derive the prefit;

(4) A proper rate of discount to determine the present worth of
operating profits; and

(5) An allocation of the value of the operating profits to the
several items of capital required to derive the profit, the residual
amount. after all other items are provided for, being the value deter-
mined for the mine.

One can readily see that. the acceuraey of result obtained by suck a
method depends entirely upon the accurdey of the basic information,
the good judgment aud experience of the vaiuer, and the subsequent
management of the mine Ly the purchaser. But this method must
be used. beeause there is no other method available which can be
applied to all taxpayers or even equitably applied to the majority
of taxpayers.

In previous hearings doubis have been expressed that the values
determined by engineering appraisal methods are, in any way,
related to actual values. Senator Couzens states: “IFrom the tax-
pavers stundpoint, for instanee, if vou trace these properties back
to their loeal political subdivisions vou will find that they do not
stund for any local assessment based on the theory von adopr for
valuing the mine,”

Tt might be well to eall attention to the fact that an identical basis
has been used hy the State of Michigan since 19115 that the States
_of Minnesota, Wisconsin, California, New Mexico, and Arizona have
similar systems for valuing mining properties; and that there is
very little protest against mining taxes in Michigan  where
values are determined scientifically and fairly according to honest
judgnient, but that there is a loud outery from mining companies in
several States where less perfect systems are used.

The Finlay method of valuation, as adopted by the Michigan State
Tax Commission. is an analytical appraisal or present worth valua-
tion of the future expected profits. It has been subjected to the acid
test of judicial attack in two test cases, and in both cases the Supreme
Court of Michigan. the assessments hased on appraisals by the pres.
ent value method were fully sustained. (Sce Sunday Lake Iron Co.
2. Township of Wakefield (1915), 153 N. W. 14, and Newport Min-
ing Co, ». Tronwood (1915), 1532 N, W, 1088.) The Sunday Lake
case was taken to the Supreme Court of the United States on a consti-
tutional question (247 UL 8, 3530), and the court sustained the assess-
ment, \lthoueh the Supreme Court of the United States did not

-
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pass directiy on the Kinlay method, the transeript of the record
from the lower courts was hefore the Supreme Cowrt and the Supreme
Court, no doubt, considered “the questicn,

The following are excerpts of the court decigion :

The Supreme Court of the United States (247 1. 5. 360) :

We are unable to conclude that the evidence sufficed clearly to establish that
the State Board entertniuved or is chargeable with uny purpese of design to
diseriminate.  lis action is not incompatible with an honest effort in new and
difticult cireumstances to adopt valuations not refatively unjust or uneqgual,

The Supreme Court of Michigan, Sanday Lake Mining Co. 2.
Waketield (153 N. W. 14):

In the opinlon of this ecourt in the Newport Minlng Co. case, supra, we
have discussed and determined the propriety of the Finiay method of apprais-
fng mining property and of the use of such an appraisal by the State Bourd of
Tux Commissioners, reviewing the nssessments,  Indeed, in this case no serious
critictsm Is made of thut method of appraisal and it is sald that it, * When based
upon correct factors and assumption might produce reasonably satisfactory
results.” I fina no evidence fn tiis case which would jJustify the court in
arriving at a conclusion that the Siate Board of Tax Connnissioners acted
fraudulently toward this plainti¥ ov unjustly. The evidence all Indicates that
they used thelr best judgment and thelr honest endeavors asslsted by the State
In naving this expert (Finlav) employed. I know of no way by which a more
aecurnte or just method eonid be found for getting at the value of these mines,

Newport Mining Co. r. City of Tronwood (185 Mich. 668, 152 N,
W. 1088) :

In this case the Supreme Court of Michigan said (pp. 656, 68R%) :

Witnesses for pluintif and for defendunt, who spoke upon the subject, main-
tain some such method as that of Mr. Finlay must be used to determine the
vitlue of the mineral, and therefore of the land.  And it it is true thut the
Finlay method necessarily led to o valwation of the mining business, it doeg
not follow, 1 think. that its result wus not the falr value of the land. Large
fron mines are. it seems, very infrequentiy sold.  Compurisons, therefore,
ent nof be made to determine the caxh value -by any standard of selling
value,  The availubility and vidue of minerals unimined nre not mwatters of
comnon kpowledgze, nor to be corrvectly asceriained or estiminted except by
men porsessed both of certaln paeticular informotion and of expert knowledge,

The point we are concerned with i whether o omethod wronr In principle
was adopted by the assessing ofticers in their endeavor to form a judgment as
to the present vadue of the pactieulsr land.  ‘There is no reasonable ground
for contending that the State may not use the method of business 1o ascertain
such values,  In such 2 ease i s not compelled to igore or discount the fact
of demonstrated availability, quantity, and quatity of mineral. If a rate or
methot exists by which engineers amd business men ascertnin the valuex of
ore bodies for the purpose of buying oy selling them, if no better rule iv or
ean he suggested, how can if be sauid that the rule is wrong in principle when
adopted by the State?  The State must of necessity treat the peeulinre subject
of tuxation as the subject requires, not to change or modify a cardinul role
of taxation but to apply it,  Upon this record no other rule I8 suggested and
the rute ewployed is conceded to De the rule of engineers in these cases,

It saight not he out of place to imvite attention also to the fact
that as recently as 1921 and 1922 the State of New Mexico employed
the same authority on mine valuations who appraised the mines of
Michign in 16511, and that this mining engineer, Mr. J. R, Finlay.
wiote a report of avpraisal of mines in New Mexico. nsing interest
rates adopted by the Income Tax Unit for disconnting to present
worth, and T have been told that the tax commission of the State of
New Mexico has not used his report extensively because the values
determined were too low,  This statement may be verified and this
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commitiee may obtain a copy of Mr. Finlay's report from the tax
commission of New Mexico.

The following is quoted from page 1375 of the teanseript of pro-
ceedings of the committee for December 30, 1924:

Senntor Jongs of New Mexico. ™ ay I Inquire 17 you know of any mining
concern thet, in buylng a plece of property in the ground, hag ever been
wiiiing to pay for a mine on any such basis as is flxed here for valuation?

Mr. Grreg, X can not give you an exaiuple of that o= ot

Senutor Joves of New Mexlco. I sny you ean not do it, If you go inte a
mining venture you expect a preat deal mwore profic ther. has ever been figured
on lhere. If you can not get a bundred per cent or a housand per cent, or
something like that, on what you put inte it, you do not do it.

My, Gregg is a lawyer and, of course, could not be expected to cite
ofthand, specific instances of mine purchases.

The committee is again referre(ll to New Mexico. Ta 1920 the
Calumet & Arizona Mining Co. purchased the assets of the Kighty-
five Mining Co., of Lordsburg, N. Mex., for ¢ash and ntes. A profit
was made on the sale on the basis of the appraisal by the Income
Tax Unit as at March 1. 1913,

Reference is also made to the recent consolidation of the Calumet
& Hecla Mining Co. with several other Michigan mining companies
with important blocks of minority stock outstanding. A number
of the noted mining engineers of the country were called upon to
make the appraisal of these properties and I was told by one of
the appraisers that the relative values found for the several mines
were very close to those determined by the Income Tax Unit. I
was also informed by Mr. Vivian, the chief mining engineer for the
Calumet & Hecla Mining Co., that the values approved for con-
solidation were in excess of those allowed by the Income Tax Unit.

I have also been told that all but one of the steel companies, which
were considered for various proposed consolida*ions within the last
three years, have been willing to accept the appreaised values of jron
mines determined by the metals valuation secticn.

Some of this evidence is hearsay and it is quoted for what it is
worth, but a lerge namber of specific instances may be cited. The
Umted States Steel Corporation has made all purchases of mining
properties for cash since 1901, Half a dozen or a dozen properties
in the Lake Superior district were acquired within two or three
years prior to March 1, 1913, at higher prices than the appraisals
by the Income Tax Unit at March 1, 1913,

A taxpayer owning a silver property in Mexico tried to obtain a
value by appraisal which the Income Tax Unit considered to be
excessive on the basis of the evidence submitted. A French syndi-
cate of unquestioned financial standing made an offer to purchase
not less than 80 per cent of the stock of this company for cash within
60 days of the deposit of the stock and at a price for the property
greatly in excess of that which the Income Tax Unit regarded as
excessive. This offer and its rejection were within two or three
months of March 1, 1913. A half interest in the Cerro de Pasco
Corporation changed hands in July, 1915, for $13,500,000 cash, and
$1.500,000 commission paid to the underwriters. Slightly more than
a'half interest in the Chile Copper Co. was soold in 1923 for in
excess of $70.000,000 cash. It can be positively asserted that the
appraisal methods now in use by the Income Tax Unit would give
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vadues within 25 per ceent of these amounts. The figures are quoted
to indicate to the United States Senate’s special committes to in-
vestigate the Bureau of Internal Revenue, that because high values
are allowed for some natural rescurces, they are not necessarily
erroncous. The margin of error in the small valuations is apt to
be much greater than in valuations involving large sums of morcy,
chiefly because of the comparative amount of reliable information
available for making and checking the appraisals,

A large silver mine in Utah was discovered, and it was valued by
the metals valuation section at $4,150,603. Within six months after
the valuation, the cowrpany owning the mine received an offer of
§1.500,000 cash and $4,600.000 in interest-bearing bonds. The offer
was refused, the ore reserve valued has since heen exhausted and
the mine has as much and as good ore to-day as it has ever had.

Ninet7-six per cent of the stock of a lerge gold mine in Colorado
was purchased in 1916 on the basis of & mine value ol $4,270,000
aftec an appraisal of the mine at that valuc by a mining engineer
from Denver, Colo.

In 1910 th~ assets of the Original Consolidated Mining Co., at
Butt., Mont., were sold to the Anaconda Topper Mining Ce.. by W,
A. Clark for $5,000,000 cash, af.»~ both buyver snd seller had
their engineers appraice the propvities or the basis of expected
future earnings. .

A rich gold mine was discovered in California. The seller had
the option of retaining 40 per cent of the stock of a company to be
formed to operate the property, or of accepting $600,000 cash. The
buyer states that the seller reluctantly agreed to accept the cash
payment which places a maximum value of $1.500,000 on the mine.
The discovery value allowed by the appraisal method of the Income
Tax Uni{ was below that amount.

Noninterest-bearing notes have been given by the United States
Steel Corporation and by the Northern Pacific Railway to lessors
if iron wmines in pavment for specified tonnages of ore. These notes
mature periodically over long periods of yvears. The Income Tux
Unit discounts such notes to present worth or cash value at a 6
per cent rate of interest. The Northern Pacific Co. redeems its
notes for cash at a 4 per cent interest discount rate. One corpora-
tion recetving a large amounnt of the noninterest-hecring notes of the
United States Steel Corporation distributed these notes to its stock-
holders in 1919 as a liquidating dividend on the basis of a rate of
434 per cent interest for disc anting to present worth, some stock-
holders taking notes maturing in the immediate future and others
taking the notes which did not mature for 20 or 80 vears. In Decem-
ber, 1924, a block of $3.000.000 face value of these notes was sold
to an Insurance company at a discount on the basis of 514 per cent
interest,

Probably no successful purchase of a large metal mine has heen
made in the last quarter century except upon the basis of an engi-
neer’s veport as to expected o!wratingz profit, and a determination of
the present worth or cash value of the expected profit by either an
engineer or a financier. .\ chart was prepared in 1922 in support
of a previous recommendation to the cemmissioner that the copper
and slver mining industries be revalued in accordance with valua-
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tion methods then recomamended.  This chart shows the percontages
of interest recommended for use in discounting opevating prolits to
present worth by engineers who have written in the nglish language
on the subject of wine valuation. A copy of this chart is attuched,
There are also attuched excerpts from the published opinions of
several prominent engineers beaving on the sanie subject, and a copy
of the reconumendations for improverient of valuation methods as
mnde by the metals valnation section and approved by the com-
nussioner. '

It is certain that a court, if called upon to determine the value
of a mining property for income-tax puvposes, would consider
evidence of value indicated by a competent engineering appraisal.

Senator Jones is again quoted as follows:

I would ke te luvise the honest uand sincere effort on the part of you gentle-
men engaged in that work to devise some plan for handling thix thing other
than that whicl has beey adopted, because I declure this will not stund the
Hght of duv, ¢

As to errors in method and errors in result, it is admitted that
these exist to a greater or less extent i all of the valuation sections
and vary in degree as hetween individual engineers in a section. It
is remarkable that n ore and greater errors have not heen made.
But no matter how excellent the system of valuation adopted, the
values computed in dollars and cents depend almost exelusively upon
the capacity for judgment in the individual engineer in the divi-
sion. Absolute equity as between taxpavers can never be attained.
but a much greater equity in results is possible not only bet ween tax-
payers in an industry but between the several industries, The im-
provements, however, will develop gradually as the result of greater
experience and more intensive study.

There is one general ervor in the present methods of appraisal
which cousd be corrected after several months of statistical study.
This error s ulso common in commercial viduations: in fuct, it is
generaly mnde, It consists of the neglect to dediiet interest on work-
ing capital as an operating charge.  To make the corvection it would
be necessary to bave statistical investigations of the amounts of
working capital required in the varions industries, for inventories
(of supplies. materials in process, tinished products, ete.), and for
emergency or times of financial depression. Speaking of the ap-
praisul methods adopted for valuing metal mines, becavse I am
thoroughly familiar with all of the detail of those methods, I can
state that failure to deduct interest for working capital is the only
general ercor of method now known and not corrected. The correc-
tion would necessitate the review of every valuation made since the
initiation of valuation work over five years ago, and it is doubtful
whether the results of the correction wonld justify the veopening of
all of the prior appraisals.

The Cusmyaxn. We will adjourn now until 1030 o'clock to-
IMOrrow morning, :

Mr. Harrsox. Before we adjourn. Mr. Chairman. T would like
to offer those exhibits that were referred to in Mr, Grimes's report.
Lishould like to have them made a part of the record.

The Cnamaran, Yes,

('The exhibits referred to by Mr. Grimes in his statement and in-
troduced by Mr, Hartcon are as follows:)
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ExHisir B

Memorandum in re revaluation of copper and silver properties.

Under date of December 11, 1922, the Commissioner of Internal Revenue,
with the approval of the Secretary of the Treasury, * authorized and ja-
structed ” the Income Tax Unit “to proceed to the revaluntion of the copper
and silver mining companies for the purpose of determining their tax lability
for 1919 and subsequent years in accordance with the recommendations hereto-
fore made by it.”

The recommendations of the Income Tax Unit, to which the commissioner
made reference, are summarized as follows:

“¢1) That a standard basis for the determination of expected future sales
prices of the common metals be adopted. That the arithmetical average price
for the 10 years preceding the basic date be adopted as the expected future
sales price, except in the case of metals for which such an average price -
is pot available or for which the price trend during the 10-year period is
strongly and consistently up or down,

“(2) That in the case of valuations of long-life properties, based wupon
operating records and upon fully developed ore reserves, the present minimum
risk rates of @ per cent for lessors, T per cent for operating owners, and &
per cent for lessees are reaconable, but that relatively higher risk rates, ac-
cording to the peculiar conditions of each case, be used:

‘“(a) In the case of mines in which the ore reserves are not fully de-
veloped,

“(b) In the case of mines for which the.cost of operating must be esti-
mated. .

“(c) In the case of mines in which the indicated life is less than 10 years.

“(d) In the case of discovery values of short-life mines during the war
period whose value is largely dependent upon war conditions,

‘“(e) In the case of mines subject to interruption of operations for any
reason.

“(f) In the case of mines or mineral deposits in which the profit to be
realized depends to any extent upon manufacturing or marketing ability
or upon any factor other than the intrinsic value of the mineral product.

“(8) That the basis of all valuations, except short-life discoveries in war
times, be the expected profit as determined by pre-war costs and metal prices,
rather than the expected profit as determined by costs attained and expected
future prices as influenced by war conditions,

“(4) That all valuations by analytical appraisal methods, based upon esti- -
mates of any factors, such as operating costs, grade of ore, quantity of ore, or
increased rates of production, be provisional until actual operations by the tax-
payer have demonstrated the essential accuracy of his estimates; in other
words, that information derived from operations subsequent to the required
basic date will be the test of the accuracy of analytic valuations which must
be based upon estimates.

“(6) That in the case of a valuation of any mining or mineral property in
which the period required for the exhaustion of the ore or mineral exceeds
the life of plant or equipment utilized in its exploitation, provision shall he
made in the valuation for deduction from the value of operating profit at the
date of valuation, of the value at that date of the entire amoudit which is
expected to be returned in depreciation during the exhaustion peried.

“(6) That a 10 per cent interest rate is the minimum rate at which the
expected profit from untried mines should be discounte@ to present w-ith
or cash value,

“(7) That 1f a ‘pricetrend’ method is used, ‘cost trends, °‘interest-rate
trends,” and other trends should be considered in the valuations. Increasing
prices represent depreciating money vaiue and are accompanied by correspond-
ing iucreases in costs of production and interest rates. Increasing prices
should not be considered as any Indication of increased profits or of increased
values, unless the general price trend of commeodities and wages is increas-
ing at a far less rapid rate.”

That such gross errors in provisional valuations as follow be corrected :

*(8) Increasing the recoverable mental content pcr ton without increased
cost per ton, adding 50 tc 100 per cent to estimated operating profit per ton.

“(9) Using a_production cost per pound of copper attained in past opera-
tions mining a high-grade ore gnd gslng the same cost per pound as the ex-
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pected future cost with much lowe--grade ore, adding 25 to 90 per cent to the
estimated operating profit per ton.

“(10) Assuming that the grade of the ore would remain constant when a
long period of operations had shown that the assay value of the ore was con-
stantly decreasing and might be expected to do #o in the future.

“(11) Increasing the estimated present worth of the same total profit by
assuming large additions to plant capacity with decreased production costs
attending Increased capacity, and then assuming an average rate of produe-
tion and an average cost for the entire life of the mine,

“(12) Making no provision for plant replacement when the uscful life of
the plant is less than the life of the mine.

“(i 18) Accepting erroneous estimates of the taxpayer without check or cor-
rection.

“{14) Allowing depletion deductions for ore of such low value that it was
profitable only in war times, and was not included in the valuation. Thus,
in one instance, a ton of low-profit ore I8 excluded to each 2 tons of high-profit
ore included in the computation of value. The ore excluded must be removed
to permit mining of the commercial ore, and if the price of copper Is such that
it can be profitably treated, the ore is shipped to the mill instead of to the
dump. Perhaps a profit of 25 cents per ton is made and depletion of 50 cents
per ton allowed for this ore, Using a portion of the plant capacity for treating
this ore has also a direct effect upon the value of the commercial ore, in that
it reduces the plant capacity available for the commerclal ore and reduces the
present value of that ore.”

Exaibir C

R. C. Allen (p. 15, fourth State conference on taxation, Detriot, Mich., Jan-
uvary 28, 29, 1915) : .

“In approaching the problem of determining the full cash value at private
sale of a mining property, the appraiser will discover that the records of sales
and purchases are of no value for two reasons, viz: (1) Such transactions are
rare and (2) the value of a mine is subject to fluctuations which are, in many
cases, 80 rapid as to render a sale transaction a few months or a year old an
unsafe guide to present worth. He must, therefore, turn from the investigation
of what these properties do actually sell for to a determination of the amount
of money they should cpmmand in the event of a sale. He assumes the attitude
of » purchaser, or an adviser of one who desires to purchase, and seeks to
determine what a business man or a capltalist could afford to pay for the mines,
having full knowledge of their operating records, financial experience, present
condition, and future prospects.” :

R. C. Allen (principles of mine valuation applied to the Miawi listrict of
Oklahoma-Eansas, September 15, 1019) :

“A mine Is worth the amount of money it will command in the event of a
sale. The determination of the worth of & mine takes account of two elements
of value which may be termed °‘assured value’ and °‘prospective value.’
Most mines have both elements of value, but some have only one, and where
bo%h elements are present the prospective value often exceeds the assured
value, .

“A calculated value can be nothing more than the fair weighting and com-
bination of all of the factors determining value at the time of appraisal ; it may
closely approximate the sale value if good judgment is used in welghting each
factor in the calculation.”

R. C. Allen (p. 18, fourth Michigan State Conference on Taxation, Detroit,
Mich., January 28, 1815) :

“ Mineral values may be considered as both intrinsic and speculative, That
which lends intrinsic value to a mine is & measurable quantity of valuable ore,
Mines which have {ntrinsic values usually have in addition a speculative value
depending on the occurrence of an additional amount of valuable ore over and
above that which is susceptible of actual measurement. For such speculative
lvlu‘uuess the”owner will demand and the purchaser will have to pay an equivalent

money.

R. O. Allen (pp. 17-18, fourth proceedings Michigan State Conference on
Taxation, Detroit, January 28, 1015):

“The purchaser of a mine must look, first, to the safety of his capital, and,
second, to an income therefrom in fair proportion to his investment; in other
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words, his investment must be predicated on an eventual return of principal
with Interest.

“The valuation of a mine i8 an attempt to determine the amount of caplial
locked up in an ore body. We may as well stute here that a precise determina-
tion 18 impossible, except through n post mortem citleulation, . e, after the
mine 18 exhausted and all of the operations are terminated.

“The value of a mine may be deflned as the total capital represented by
the present worth of the sum of all opernting profits wh'ch may he veasonabiy
assumed on the basis of its experience, present condition, and prospects. In
most cases Ity experience has been eurefully recorded, itr present condifion
may he determined by examination, and from these and general considerations
its prospects may be inferred. The calculation of value is based on three
main factors, which are: (1) The operating profit per unit of production; (2)
the total ore reserves; and (3) the productive life.

“What is a fair income from a mine investment and what rute of interest
should redemption fund bear are questions which may be discussed only in
connection with the hazards of mining, Somewhere in the caleulations of value
a proper discount must he allowed for hazards of mining. Such allowance
may be small or great as the case demands, but it is an element that must re-
ceive due consideration.

R. C. Allen (p. 16, Fourth Proceedings of Michigan State Tax Conference,
Detroit, Mich., Jauuury 28, 1915) :

“ The entire value of a mine resides in the ‘ore in sight’ or * developed ore’
and such prospects us there may he for additional ore or ‘prospective ore.
This means, ¢! course, that the equipment, such as shafts and other openings,
machinery, ete., has no value considered apart from the ore tributary to it.

“s & & there aie cuses where the exhaustion of ore occurs or vnfavoruble
conditlons force an abandonment before the equipment is entirely consumed
or worn out. In such cases a small value attuches to what remains of the
equipment. This statement does not mean that the ore body lacking equipment
is of the sume value as an exactly similar one equipped, for it is patent that
there is a difference exactly equal to the value of the equipment., It is true
that the two ore bodies will produce the same amount of wealth, but in the
one case each ton of ore is credited with its proportionate share of the ecost
of equipment, whereas, in the other no such credit has as yet been made,”

R. C. Allen (I'rinciples of Mine Valuation Applied to the Miami District of
Okluhoma-Kansas, September 15, 1919)

“ With ores blocked out and plant installed the net earnings of 4 mine may
be fairly determined for & few months or a year in advance but * * * as
the period of operations becomes longer the hazard in the estimate increases
The estimated earnings of a partly developed mine have still less of certainty
in them and for an undeveloped ore body such estimates are correspondingly
more uncertain. ‘Therefore, in the estimation of earnings as a basis of pur-
chase an investor discounts the sum of calculated probable yearly earnings by
an amount proportioned to the uncertainty of realization.” This may be called
«discount for hazards. Each calculated yearly earning is further discounted in
accordance with its period of deference on the principle that a deferred pay-
ment is worth enly a sum, which invested at compound interest will equal the
amount payable on the due date. The whole sum of calculated earnings
reduced by the @iscount for hazard and interest is the amount a purchaser
could pay were he satisfied to invest in running property on the basis on which
bonds and mortgages are procurable, for the discounts have made provision
only for the return of capital with an ordinary rate of interest. But no
one would knowingly buy a mine on such a basis.

“The purchaser must pay himself for the trouble and responsibility de-
volving on him as a mine owner out of mine earnings.

“ He therefore subtracts finally an amount which represents his opinion
of what the rewards of successful operation should be, The rem~inder is the
amount he ean wisely pay for the property.

“A refined method of calculation based on factors which at best be only
roughly estimated adds nothing to the meaning of the result. ,

“The value of mining property is determined by imen's opinions of value.
Where these opinions are evidenced by actual transaction of purchase and sale
we have the best evidence of value, but when this gulde fails it is generally
necessary to resort to ealculations in order to approximate the amount a prop-
erty should command in the event of sale. The results of such computations

‘do not, of course, determine valne, but they may be accepted and used where
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no better measurement of value is posgible. * * » Men's jJudgments of value
do not run parallel, even when they are based on procisely the same data.”

J. R. Finlay, writing in the Kugineering and Mining Journal, May 3. 1919,
satd :

“ It may be worth while to repeat for the sake of emphasig that the xhorteat
justifiable life iz that which will merely return the capital with such interest
as might be obtalned merely by lending the money on good security. When one
comes to take acconnt of the ditficulty of guarding against the chances of
faflure, such as is in an overestimiate of ore wupply, underestimate of cost,
unfavoerable change in price, or unavoidable accidents, it seems venturesome to
consider a return as low as 10 per cent a safe mavgin for investment. To
justify it, it is necessary to count on exterlor factors, such as a probability
that the business wonld continue to expand indefinitely instead of being limited
to an exhaustible deposit. Perhaps I <hall not be far astray if I assert that
most mining enterprises are based upon a return of between 10 per cent and 50
per cent on the money reguired for development, plant, and working capital ;
that these returns vary according to the relative abundaacs of the mnnterial
handled; and that the higher returns are obtainable only upon bonanza de-
posits, in which mere discovery is a matter of capital importance,”

J. R. Finlay (p. 135, * Cost of Mining ") :

“The valuation of mining properties depends on some cardinal principles
that are easily understood in general terms.

“The basic factors are: First, averagze market price; secondly, average costs;
thirdly, the life of the mine.”

“In the case of a mining property, two concurrent questions must be answered
in order to determine its value: What will be the sum total of dividends? and
How long will it take to realize them?"” (P. 23.)

J. R. Finlay (pp. 256-29, * Cost of Mining") :

“ A valuation of a mine based upon a given ore reserve must generally con-
template that the value of a mine declines in direct proportion to the rate of
mining. But, in general, developmient work continually adds to ore reserves
so that mines having six months to five years' ore reserve develcpied 20 years
ago still have the same amount developed ahead of operation. M!ne valua-
tion must consider whether the mine is old or young, strong or weak, and
adopt factors for valuation accordingly. Increased discoveries usually result
in increared production rather than increased life.”

J. R. Finlay (p. 38, *“Cost of Mining ") :

“ When we come to take account of the difficulty of guarding against chances
of failure such as lie in the overestimate of ore supply, underestimate of
cost, unfavorable changes of prices, or in absolute accidents, it seems ven-
turesome to count upon a return as low as 10 per cent as a safe margin for
investment,

“ Perhaps we shall not be far astray if we assent that the bulk of mining
enterprises are based upon a return between 10 and 50 per cent on the capi-
tal required for development, plant, and working capital. * * * and that
the higher returns are obtainable only upon bonanza deposits in which the
mere discovery is a matter of capital importance.”

J. R. Finlay (p. 47, * Cost of Mining”) :

cosTS

“ Labor.—* High wages do not cause high costs under competitive labor con-
ditions,’ as ‘where wages are high, the most ambitious and intelligent men
are attracted, and they compete with each other for the places. From one-half
to all the difference in wages is made up in increased efficiency according to
different authorities. Since the labor accounts generally are about 60 per
cent of the total current cost of mining, differences in wages are not likely
to account for a variation of more than 18 per cent’ (of the total cost).
Where native labor is employed at a large plant at very low rates ‘it is well
kno;:'n that the costs are not lower than in the United States for similar
work.’

“ Supplies.—The prices of fuel, timber, explosives, steel, and tools does not
vary over 50 per cent from the maximum in the United States and as the
cost of these supplies is rarely over 20 per cent of the current cost of mining.
variations in the cost of supplies will produce 8 maximum difference of 10

92919—25—pr H—7 o
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per cent in current mining costs, In any country where the cost of labor is
unusually low the cost of supplies 18 usually high.

“ Underground, conditions.—The hardness of the rock Is n compiratively
unimportant factor. The stabllity of the ground Is more Important, as tim-
bering is often an important ftem. Increases in cost at depth are far from
proportionate to the depth as transportation and temperature difficulties in-
crease at depth. Temperatures of 80-40° F. affect the energles of the men
adversely and cause serlous Increases of cost.

“Crimate, altitude and population—Excessive ralnfall, heat, cold, altitude,
distance from transportation or ecivilizatlon often make it ditficuit or im-
possible to secure adequate labor.

“Transportation is often the most vital element in the mmt of mining and
marketing ability often is a vital factor iu costs as it may determine plant
capacities, volume of operations, ete, as well as price received (coal, iron,
salt, ete.).

“ Internal factors, size, attitude, uniformity, continuity, relation of ore to
gangue, and metallurgical problems are the greatest factors in cost. causing
variations of several hundred per cent. Four feet is the minimum for cheap
mining. Low mining costs frequently mean high ultimate costs and low
recoveries beyond the mine, and sometimes mean a loss of ore in the mine.
The cost of mining and percentage of recovery should be related to the value
of the pruduct.”

John Hays Hammond (E. and M. J,, Vol. LXXXIX, p. 10, January 1, 1910) :

“In many mines persistency of the ore deposits, and therefore the relia-
bility of the mines as dividend payers, justifies the investment upon a basis in
some instances as low as 8 per cent dividends, to which, of course. must bhe
added a certain percentage to provide for the amortization of the capital.
Generally speaking, however, investments in mining securities are not to be
regarded as attractive unless they return from 10 per cert to 15 per cent in
dividends, in addition to the profits to be set aside for amortization.”

John Hays Haminond * Suggestions regarding mining investments” (K. and
M. J,, January 1, 1910, p. 8, vol. 89) ;

“ Investments in partially explored or developed ore bodies are always
speculative.

“The capital required to purchase and develop a prospect is, of course, much
less than that required for the purchase of a developed mine and the installa-
tion of the mining and reduction plant necegsary for its exploitation.”

Mr. Hammond then states, in effect, that :

“1, Investments in prospects are entirely speculative.

“ For that reason a greater percentage of investments in prospects is lost
than in the case of investments ln developed mines, although individual losses
in prospects are smaller.

“ 2, Probably not one out of six good prospects becomes a profitable mine.”

Fred Hellmenn (T. I. M. and M., Vol. VI; “ Determination of the Present
Value of a Mine on the Rand,” London, 1897-1898) :

“The determination of the present value of a mine, and, as a sequence, the
intrinsic value of the shares, is naturally a matter of interest to engineers,
financiers, and mining men generally.

“The aceuracy with which the problem can be solved depends upon the
reliability of the various factors entering into the calculation. If the life of
the mine and the profit per ton milled over the total reef tonnage of the prop-
erty-—which involves the average grade of the ore and the average working
costs over the life of the mine-—could be definitely determined, the problem
would be susceptible of an exact solution. As a matter of fact the life of a
mine can hardly be determined within a year or two, and the profit per ton
milled can only be estimated on the basis of the development to date and the
costs obtnining at the time of examination. Furthermore, the formule de-
duced below presuppose the payment of an annual dividend at a fixed rate of
interest on the present value. In reality a mine begins usually by paying a
small dividend and gradually works up to a maximum, after which the divi-
dends may or may not fall off as the mine approaches exhaustion. Since the
varfation in the yearly dividends can not he estimated in advance, the only
coiurse possible ¢ to assume an equal dhtribution of profits over the life of the
unine.

“ It {8, however, not expected that an exact value shall be placed on a given
mine. All that an engineer can do is to gather such information as the mine
affords and base on it the possible approximation.”



L

INVESTIGATION OF BUREAU OF INTERNAL REVENUE 15627

Terminology :

L.=1ife of mine in years,

I'~=total net profit, .

S=aunual payment te amortization fund,

D=annual dividend.

a==rate of interest on amortization fund divided by 100.

d==rate of interest for dividends divided by 100.
Formulwe :

LSLD=P

y="8) -1

a
G aV aP
(lﬂ.)L"l mﬂL(la)L“’“‘l)Ld
D==dV

_Pp
V=___aL
(1+a) L=1+Ld

Hellmann then discusses a minor modification of the above formulas, which
he does not advocate for general use, and develops tables for annual and semi-
annual aunuities, using 3 per cent for amortization-frd interest and 5 to 7
per cent for dividend rates.

By inference ITellmann suggests ¢ per cent as a proper rate of dividend for
thie I(ljand mines when all factors of valuation have been conservatively deter-
mined.

MINE VALUATION AND MINE FINANCE

{By H. . Hoover. Abstracted from Mining Magazine (London), Vol. VII, p. 276,
October, 1012}

Valuation of mines. especially where the property is offered for sale for cash,
or cash and shares, or where the promoter or the vender wishes to secure
working capital necessary for its development and equipment, should be put
on a practical, sound basis. To do this the valuation should be stripped of its
academic and theoretical features; it should not be determined or interpreted in
money by any algebrafc formula, and it should not be fixed upon any sum
representing an assumed percentage in excess of the profit assured.

“The valuation of a mine involves two parts of widely different risk; that is,
profit assured and the prospective value. Therefore it 18 but logical that the
mine, when financed, should be capitalized into securities directly interpreting
this varied risk, namely, dcbenture, representing the ‘profit assured,’ and
shares, representing the * prospective value.,” For convenience in the discussion,
this debenture may be termed ‘an assured profit debenture.’”

Such a valuation will, broadly speaking, have two extremes to meet: (1) No
mine starts at the surface with any considerable amount of proved ore, and
yet this is the period when its prospective value is the greatest; and (2) this
same mine fully developed to the 3,000-foot level with gll its ore intact nresents
a large amount of proved ore and a greatly diminished prospective valve.
Therefore the prospective value is simply a matter of how far the ore in indi-
vidual mines will be expected to extend, and to this no mathematical factors
can be applied. Rather the governing factors are a blend of psychology and
geology, The prospective value of any mine will represent much of the indi-
vidual’s personal equation and metallurgical, economic, and geologic risk.

In the statement *“proved ore’ there are, of course, several speculative
featurex, the greatest of which is a geological one. Assuming a definite dis-
tance beyond each sampled face as proved ore, this distance varying with the
type of deposit, experience, ete., the greatest risk is removed and the other
factors can he assumed as constants,  “ Proved ore” will then equal “ profit
assured.” In presenting any statement of profit assured the following must be
included : (1) The tonnage of ore, (2) distance in feet the ore extends beyond
the sampled face, (3) average assay value., (4) average recoverable value, (5)
cost of mining, (6) price of metals assumed, (7) cost of necessary plant for
life, and (8) loss of interest during period necessary to recover the profit.

In any event there are two distinet values in a mine—proved ore or profit
assured and probable and prospective ore, or prospective value. Therefore the



1328  INVESTIGATION OF BUREAU OF INTERNAL REVENUE

profit assared shonld be represented by debentures redeemable In prineipal and
hm-ro:;t out of such profit and the prospective value represented by ithe share
capital.

Such a representation would give the fnvestor buying debentures a seecurity
for his money, and he <should be returned at least 6 per ecent, with rome dis-
count, and also have a bonus {r chares.  Further, the debentures shonld be
convertible Into shares. This methe © of capitalization has the advantage that
it forms an easy basis to negotiate between capital and the vender, It would
further encourage investment In mines, for the industry would then be on a
sound footing, If the vender showld underestimate the reqguired capltal to
bring the mine to produnetion, he would either be foreed o glve up his share
Interest through foreclosure proceedings or supply the money to go ahead on.

Hoover's “ Principles of Mining,” 1000

It should he stated at the outset that 1t is utterly impossible to aceurately
value any mine owing to the many speeulitive factors involved.  The bhest
thnt ean he done 18 to state that the, value le:d hetween eertaln Hmits, and
that varieus stages above the minimum given wepresent various degrees of

“‘The following discenssion is Hmited to in sltu deposits of copper, gold, lead,
siiver, tin, and zine: The value of a metal m'ne of the ovdey under discussion
depends upon: 4. The profit that ean he won from ore exposed. b, The
prospective proflt to he derived from the ore heyond exposing. ¢ The effect
of 0 higher or lower price of metal. d. The efficlency of management during
realization,

“The first may be termed the positive value, the second and third speculn-
tive values, and the fourth is indeterminnte.

“For the purposes of this discussion the subjects involved In the valuation
of mines are: 1. Average metal contents of the ore. 2. Quuntity of ore. 3.
Prospective value. 4. DPercentage of recoverable to gross value of the ore. 5
I'rice of metals, 6. Cost of production, 7. Redemption of amortization of
capital. 8. Valuation of mines without ore in sight,

“The average metal content is usually determined by sampling and assaying
the ore exposures, but where experience hag proved a sort of vegularity .of
recurrence (as In Mississippl Valley T'b and Zn and Michizan copper mines)
dependence must be placed on past records. or certain typienl secetions must be
mined and treated In test runs.

“The accuracy of sampling as a method of determining the value of stand.
Ing ore i3 a factor of the number of samples taken.

“AWith S-nceh by 2-dnet trenchies o samples, careful quartering, duplicate
assaving, and fneluding dMegh simples at the average of those adjacent, sampling
vsually indieates higher values than those attained in mining the ore, In
the case of three Australlan mines, for two years the sampling assay vilnes
were 10-12 per cent too high and on the Witwatersrand there is a constant
diserepaney of 10-12 per cent. At Droken THU the yield is 12 per cent less
thun indieated by sampling.

“In mines where the minable. ore ean only he determined by gssoys ad
cit not he determined by physical appearinee the diserepaney is greator,

“1. A fuctor of safety. of at least 10 per cent should be allowed on aay
sampling resulis and more In most eases, as ore is Adiluted In mining, more
than a fair proportion of sulphides getx In the sample, ete,

“a A factor of safety of 1085 per cent Is also allowed on tonnuase he
ciuse of porosity, losses In mining, varving widths, moisture, and vaviations
in specific geavity, This facior is usually applicd in the cubice feet per ton,

“3. In gold-quartz velns no ore should be called proven that is over 50
feet from an assay, and i limestone and other replacements the distance

should be less but in defined lodes and lenses it may be greater, say 16N

feet, nnd on Witwatersrand, 200 or 230 feet., Ore further away Is prohable
ore or prospective ore,

“Mines are seldom priced at a sum so moderate as that represented by the
profit to be won from the ore in «ight and what value should be assigned to
this unknown portion of the deposit admits of no certainty. ‘Any value assesesd
must be a matter of judgment and this judgment based on geologieal evi-
dence.’

“The additlon of varlous percentages to the profit in sight has heen used
by engineers and proposed in technical publications as varying from 25 to
50 per cent but this method has little foundation in sclence or logice as
the quantity of ore which may be in sight 1s Targely the result of managerial
policy.

h
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* Logically the prospective value can be simply a factor of how far the
ore in the individunl mine may be expected to extend * * ¢

“Extension of hatf length of oré shoot in devh used as minimum n vein
mines or shear zones bhut not in replancement mines,

“ AL mines become completely exhausted at some point In depth.  'The
renlly superficinl churacter of ore deporits even outside of the region of
secondary enrichment Is hecoming every year hetter recognized,

“ Conclusion : The prices asked for vein mines are In excess of the profits to be
won from the standing ore,  Whether or not the price should he pnid deponds
oit the engineer's estimate of the possibility of finding suflicient additiona) ove,
hused on (1) the origin and structural character of the ore deposit; (2} the
position of the opening in reintion to secondary alteration; (8) the size of
the deposit; (4) the depth to which the mine s already exhausted ; and (§5)
cemparison with the depth and continuity in adjacent mineg”

. . Hoskold (Engineers Valuing Assistant (24 edition, Longmans Qreen
& Co., 180D)) :

Mr. Hoskold cites 19 prominent mining engtneers, nctuaries, and mathemnti-
cluns of Great Britain in the proface of the first edition, published in 1877, ax
having reviewed and approved the prineiples and formulns of valuation pre-
sented in his book. (See pp. IX-X of preface of 2d edition.)

“Every beneficial interest or sum of money aceruing, or to accrue, and to
be pald at the end of a year, or portion of a year, may he considered as an
annuity, and may bhe either terminable with the life of an individual or per-
petual. Any sum of money left unpaid for a certain number of years is called
an annuity in arrear, and when not payable until after a fixed number of years
it 18 said to be a reversionary or deferred annuity.

“ On either case the annuity is transferable and may be purchased on certain
agreed terms; each class of annuities must, however, recelve a particular mode
of treatment, adapted to, and peculiar to, the nature of the clrcumstances
connected with each particular case,

“ If money could not be employed, and a marketable rate of Intereat obtained
for its use, the value of any sum of money or annuity would be equal to that
to be pald at the end of one year, multiplied by the whole perlod or number
of years the annuily has to run; but as compound Interest is Involved in all
these cases, it 18 clear that If A desires to sell an annuity to B, and which has
to last a certain number of years, a certain agreed Interest or discount must be
allowed to B upon the whole sum to be purchased and received by him for the
fixed perfod.

“Tables of the value of lenses on anuundtles have frequently been published.
That of Mr., Ward was written ax far back ax 1710: but Mr. Smart’s cele-
brated five tables of compound Interest, which appeared in 1726, fur excelled
all that had been done previously to that time: indeed, his tablex have been
incorporated more or less into the works of many writers to the present time,

“The tables specially referred to are: 1. The amount of £1 in any number of
vears, 2. The present value of £1 due at the end of any number of years,
2 The amount of £1 per annum for any number of years. 4. The present
va'ue of £1 per annum for any number of years. 5. The annuity which £1
w'it purchase for any number of years,

“ None of the iables of this class that I have seen (and I have examined a
large number of works upon the subject) are computed to rates of interest
higher than 10 per cent, and many of them extend only to 5 per cent.

“The rate of interest allowed to s purchaser of mineral property, such as
collierlex, iron mines, and others, frequently ranges between 10 and 20 per
cent, but more generally between 14 and 20 per eent, depending, of course, upon
the churneter of the property. It is evident, therefore, that tibles calenlnted
for rates of interest no higher than 8 or 10 per cent and to two or three places
of dectmuls could not be employed for ascertaining the true valne of annuities
derived, or to be derived, from high rates,

“ It ix stated on page 2 of all the editfons of Inwood's Tables of Annnities that
I have seen—that is te say, these published from 1837 to 1866—that *A leage or
annuity for 14 yenrs, to make 3 per cent and get back the prinelpal, {8 worth
112090 yvears' purchase of the clear annual rent,” and this rule is repeated ax a
footnote as far as puge 9 as being true for all the rates of interest up to 10 per
cent. The table goes no higher than 10 per cent, but it is identieal with Mr,
Smart's table—und that of all subsequent writers—of the present value of £1
per annum for any number of years. This table, and others of itu kind to be
found In most works on annuities, is constructed correctly according to the
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mode iaid down, but as that mode {8 buged on Incorrect principles its applica-
tion to the valuation of annuities, where interest ix allowed at higher rates
per cent than can possibly be found for reproducing eapital, is entirely falln-
clous, for the principle upon which it is based assumes that we ean reproduce
capital which may have been invested at the same rate of interest as that
allowed and expected to be reallzed on the purchase money invested.

“ The practice, therefore, of valuing upon tables constructed on the assump-
tion of reproducing capital at the same high rate of interest as that which may
be reulized on it is opposed to the truth and ealenlated to mislead and injure a
purchaser to a very large extent. .

“Thoman's definition is that the present value of a deferred annuity is
equal to the difference between two lhwmediate annuities of the ~ame yearly
income, one for the whole term, the other (o continue until the thme of entering
on the deferred annuity.

“ This rule, however, embraces but one rate of inferest in the present value -
of £1 per annuwm, but it hag, T believe, been followed by all writers on annuities
and by many valuers since Thoman's time.

It will be observed that throughout the problemns where the condition was
introduced that a certain sum was necessary to be expended upon open or un-
opened mines with a view to obtain an estimated yield of minerals and con-
stunt profit extending over a definite future period the ordinary or customary
mode of allowing 5 per cent upon any such sum has been followed. It was
considered advisable that this mode of solution should be fully exhibited, as it
is believed to be good practice by some of the profession.”

Spenking of deferred annuities, Hoskold says:

“ Generally, therefore, in cases of deferred annuities of this kind—that is,
when two rates of interest ave involved—a certain sum, Pi4-n, has to be pald
down immediately; but as no annuity is or can be payable under the circum.
stances during the deferred period the purchase money, Pe-fn, accumulates at
the rate allowed to the purchaser on his capital, or r’ per £, to a certain sum=
Pctn(1+r')t=Pn; but at the expiration of t years the deferred period closes,
and the annuity commences or is then entered upon, and its panymeunts have to
yield interest at the rate agreed upon between the parties to the business, or r’
per £ on the accumulated purchase money, Pv=P«+n(1+4r’)t, and also a sum
sufficient to reinstate the sum P», to which the purchase money has accamu-
lated at the end of the assigned term of t-+n years, at another rate per £, or r.”

Ruckard Hurd, *Iron Ore Munual. Lake Superior District” (Syvndicate
Printing Co., Minneapolis, Minn., 1011) :

* Rule for determination of present value of royalties:” :

Gross receipts equal tonnage not paid for in advance times royalty rate per
ton. . .

Life of the mine equals gross receipts divided by minimum royalty payment
ber year; or the unexpired term of the existing lease, if this is a shorter period.

* Multiply the annual payment, payable quarterly, by the present value of
$1 per annum, payable quarterly, at the assured rate of interest and for num-
ber of years determined as the life ‘of the mine. The result is the present
royalty value of the lease.

“ Determining interest rate anc factors.~—While under the conditions named
the security of the investment i unquestioned, for calculating present value
the determining interest rate depends upon a number of factors, such as—

“1. Average worth of money at the given time and interest rate expected for
a long-time investment.

“ 2. Fluctuating yearly income as the property passes back and forth from
shipping and nonshipping stages, from large royalty income on shipments one
Year to minimum annual payments when not operating.

“ 3. Quality of the ore and availability for furnace demands.

“4, Amount of the tonnage and the time required under normal mining con-
ditions to exhaust the ore.

“ 5. Character and standing of the lessee and his ability to meet the terms
of the leagse.

“@. Possibility of a surrender of the lease, depending upon whether the ore
is good or lenn, monetary situation, and the financial! condition of the lessee.

v “Under all these conditions such an investment demands and is entitled to
a high rate of interest even greater than a highest-grade preferred stock
or bond security would yleld. Capitalists would not entertain the purchase
of such a proposition at ordinary rates of 5, 6, or. even 7 per cent. While 10
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per cent seems to be the customary prevalling interest rate, it would appear
that 8 to 10 per cent should be now used in calculating the present value
of iron-ore royalties; that s, the ifvestment revquired to purchase the royalty
rights of a mineral leane containing known developed tonnage of merchantable
fron ove,

“ Royalty only basis of value—It will be observed that the assessed or full
value or market price of the tonnage ts not and should not be considered. That
concerns only the operating company and the tax officials. That value has gone
beyond the control of the fee owner with the lease; his value is in the royalty
alone.”

Hurd uses the Inwood tables of the present value of $1 per annum, payable
quarterly or annually, as the cace may be, for valuation purposes,

Willlam Young Westervelt, “ Mine examinations, valuations, and reports”
(see. 23, p. 1515, Peele’s Mining Engineers’ Handbook: John Wiley & Sons,
1018) :

“ Since the value of a mine s fts resources for produe¢ing future profits, that
value 1« no more susceptible of accurate determination than any other future
value, even in the ideal case of an absolutely developed mine. Fluctuation in
market value of all products (except gold) may change a profit into a loss or
the reverse; and it is seldomn, if ever. determinable whether or not further
discoveries, laterally or in depth, will resuscitate an apparently exhausted
deposit, or whether improvements in treatment, transport facilities. or labor
conditions will render profitable a scemingly valueless mine. The e¢ngineer
must bear in mind these uncertainties, use hix best judgment to determine their
probable combined effect, and the uncertainties in the basis of * * * c¢on-
clusions should be so expressed in the report as will indieate * * * the
degree of importance they occupied in the engineer’s judgment,

“ Proper margins of safety are essential, but a serfous underestimate of value
is as great an error as an overestimate; * * * though it usunally involves
less conspicuous censure, as close an approach as possible to the properties’
true value must be made, * * * without coucealing either favorable or un-
favorable .spects,

“ Sampling is the process of securing a more or less representative part or
sample for the purpose of gaining information as to the composition of the
whole.

“The procvess ix essentially one of approximation * * *,

“The greatest difficulty in securing an accurate sample is duo to the inac-
cessibility of most of the interior of the mass.

“ Owing in part to the more finable nature of the valuable minerals, and par-
ticularly to the inevitable inclusion, when mining, of some of the adjacent low-
grade or barren material * * * the yield per toh of a carefully sampled
deposit is generally lower than the calenlated av. erage, and the tonnage higher,
An allowance (say, 10 per cent} shonld therefore he made for this in report-
ing values,

“In general deposits not definitely limited are likely to contain at least
25 to 100 per cent more ore than can be actually assured,

“In estimating total costs, ample allowance must be made for general
overhead charges, selling, and sampling costs, freight to market, and con-
tingencies, the last usually being put at 10 per cent (sec. 21; sec. 28: art. 36;
sec. 32).

“ Fluctuations in market price of all other mineral products (except gold)
form one of the most uncertain elements of mine valuation. In case of the
metuls or coals having a standard market, it is questionable whether an
engineer should recommend purchase of a property which he estimates is
incapable of making a small profit, when mlnlng its choicest reserves and
selling its produet at the minfmum price of, say, 25 vears past., The value of
a property which would fail to make an attractive profit under normal
operation, at the average price for a like perjod, is even more doubtful.”

Price table (pp. 154'3—1544) glves highest and lowest prices with quantities
sold, and the average 25-vear price and quantity sold for ali common metals
and nonmetals.

Scale of operation limited by minimum rate of profitable working on the
oize hand; and by assured and probable ultimate mineral resources, avallable
capital, available market, ete. “The profit per unit multiplied by the pro-
posed annual production (on the usual basis of 300 days’ actual operatlon)
gives the estimated annual profit.”

[~ —
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“s # & there should be ussured mineral reserve at least sufficlent to
produce profits that will, more than return the capital required to put the
property into successful operation.”

The cost of securing capital under favorable conditions * often doecs not
exceed 10 per cent and may not be more than 5 per cent.”

“» % » the engineer must make allowance for amortization in drawing
conclusions as to the value of the property. Amortization of capltal is its
return, with interest at or before the time of exhaustion * * * of the
property.”

Table of Hoskold formula rates with 4 per cent sinking fund interest is
'ime]l.l 54%:):' 5 to 10 per cent risk rates, and 6 to 80 per cent dividend rates

p. .

“In the absence of assured mineral reserves, the whole question of value
s one of inference, and amortization tables have little application.”

(Whereupor, at 12.55 o’clock p. m., the committee adjourned until
to-morrow, Wednesday, January 21, 1925, at 10.30 o’clock a. m.)
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WEDNESDAY, JANUARY 21, 1923

UN11eEp STATES SENATE,
SeLect CoMMITTEE 170 INVESTIGATE THE
Bureau oF INTERNAL RFVENUE,
Washington, D. C.

The committee met at 10:30 o’clock a. m., pursuant to adjourn-
ment of yesterday.

Present: Senator Couzens (presiding).

Present also: L. C. Manson, Esq., of counsel for the committee;
Mr. L. H. Parker, chief engineer for the committee; Mr. Raleigh
C. Thomas, investigating engineer for the committee; and Mr.
James M. Robbins, assistant engineer for the committee.

Present on behalf of the Bureau of Internal Revenue: Mr. C. R.
Nash, Assistant to the Commissioner of Internal Reverue; Mr.
Nelson T. Hartson, Solicitor Bureau of Internal Revenue; Mr.
James M. Williamson, office of solicitor Bureau of Internal Reve-
nue; Mr. S. M. Greenidge, head, engineering division, Bureau of
Internal Revenue; and Mr, John A. Grimes, chief, metals valuation
section, Bureau of Internal Revenue.

Tdhe ?CHAIRMAN. Mr. Hartson, you had something more to present
to-da

Mr?' HartsoN. No; Mr. Manson announced yesterday that he
wanted to question Mr. Girimes.

The Cramman. Oh, yes. :

Mr. Manson. Before questioning Mr. Grimes I wish to make a
short statement.

Mr. Grimes’s statement is a general explanation and defense of
the analytic system of appraisal. It is confined almost entirely to
the application of that system to the appraisal of mines. It is
perhaps unnecessary, but well for me to say, that so far we have
considered no cases in which this method of appraisal has been
applied to mines. When we reach that point, as we will when
we take up the matter of the revaluation of copper mines, I expect
to discuss this method of appraisal more at length.

I do desire to say at this time, however, that the instances in
which its use has been condemned by the committee counsel, as well
as by Senator Jones, who was quoted to some extent in the statement
of Mr. Grimes, are all cases where this system of appraisal has
been applied to nonmetal resources, where the element of profit con-
stituteg a large part of the selling price, and in which cases it was

ossible to show the market value by either the sale of the property
1tself or by sales of similar properties.

92919—25—pT 9——8 o 163
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It is manifest that in cases where the element of profit is but a
small percentage of the price received for the product the intangible
elements that are brought into the appraisal, such as capital, business
organization, selling ability, etc., are reduced to a minimum.

It is unnecessary to discuss the advisability of applying this
method of appraisal to nonmetal resources, where the value to be
depleted can be ascertained by other means, for the reason that the
re;fulations themselves condemn the use of this method where the
value can be ascertained by the sale of the property itself or by the
sale of comparable properties.

1 am glad to have had the benefit of Mr. Grimes’ views before
discussing this method of appraisal when it is applied to mines in.
cases where the value can not otherwise be determined.

STATEMENT OF MR, JOXN A. GRIMES, CHIEF METALS VALUATION
SECTION, BUREAU OF INTERNAL REVENUE-—Resumed

Mr. MaxsoN. Mr. Grimes, how d¢ you examine the value of an
ore dc?)osit. of an undeveloped ore deposit, where there is no plant
and of course no operation and no profit to use as a basis for price!

Mr. Grimes, It 1s impossible to use an analytical appraisal based
npon an undeveloped property.

Mr. Mansox. What is your method ¢

Mr. Grimes. We would have to take the best evidence that we had
of other kinds. '

The CuairmaN. Would the necessity appear for valuing such
pro?ert_v when there is no profit and no excess-profit tax or income
tax?¢

Mr. Maxson. It might appear in a case, for instance, where a com-
pany owned an undevelopedl body of ore as of March 1, 1913, which
was subsequently developed, ang the question is the value of that
body of ore on the 1st of March, 1913, ‘

Mr. Grimes, That would probably fall into the class of discovery
value. If the existence of the ore body was not known at March 1,
1913, or if it was simply known that there was an indication that
there might be an ore body there, and the mine was subsequentl
developed at considerable cost, the value for depletion would in all
probability be a discovery value rather than a March 1, 1913, value.

Mr. MaxsoN. You have cases, have you not, where the ore body is
known to exist and some considerable data as to the extent of the
ore b;)dy on March 1, 1913, but which has not been developed as 2
mine?

Mr. Grisgs. I think the difference there would be in the use of the
word *developed.” That can be used with two meanings. One
would be explored so that the extent of the ore body could be deter-
mined and its content of metals; and the other use of the term
* developed " would be developed for mining, the mine workings as
contained in the ore body for the purpose of extracting the ore. The
term * developed ” has both of those meanings; one that of exploring
the ore body to find its extent and richness, and the other the driving
of the mine workings for the purpose of extracting the ore.

Mr. MansoN What I was referring to, then, was the first case,
namely, where they have developed it to a sufficient extent to deter-
mine the quality and quantity of the ore body.
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Mr. Grives. In that case, an engineering appraisal could be made,
because the extent and grade of the ore body would be known, and
the cost of mining could be estimated with a fair degree of accuracy.
The expected gross earnings of the ore deposit could also he esti-
mated with a fair degree of accuracy, which would enable an engi-
neering determination of the expected profit per unit of the ore
hody, and for the total developed ore body.

The unknown factors, which have to be estimated according to the
best judgment of the valuer, would be: (1) The rate at which it
would be possible to mine that ore body; that is, the rate of pro-
duction per year, which would determine the exhaustion period or
life of the ore body. (2) The cost of the development for working
purposes; that is, the shafts, mine levels, and other underground
workings, or, in the case of an open-pit mine, the cost of stripping
and other preparatory work required before mining operations
could begin; as well as the cost of plant ana equipment and other
facilities, possibly power plants, railroads, and similar facilities,
which would have to be built before the mine could be operated.

Those factors would be dependent to some extent upon the finan-
cial resources of the person or corporation owning the property, in
the case of the owner. If you are figuring on a willing buyer and
a willing seller, you would have to estimate also what might be
done by a willing buyer with adequate financial resources. Those
elements are known for an operating property, and we customarily
use a lower rate of interest in discounting expected profits to present
worth in the case of an operating property than in the case of one
which has had no prier operating record.

The Cuamrman. What consideration do you give to the market-
ability of a product in arriving at that?

Mr. Grives, In a metal mine, if the mine can produce in competi-
tion wich the present producers in that industry, say, the copper or
lead and zinc industry, there is no question about a market. There
is & market for a certain amount of each one of those metals. The
supply is not unlimited. The introduction of one new mine that can
market, we will say, at 5 cents profit per pound of copper, and pro-
duce enough copper to have an effect upon the world’s supply, say,
two or three hundred million pounds of copper a year, may redvce
the spread of prefit for the wﬁole industry sufficiently to put some
other company out of business which has been operating on, say, a
one or two cent margin per pound of copper; but the market for any
metal always is sufficient, so that the new mine has a market for its
entire product if it is able to produce that product at a sufficient
profit per pound.

The Cuammax. How do you arrive at the point, however, of
determining whether they can produce it at a sufficient profit per
pound or not?

Mr. Grimes. The only basis you can use for that is one which takes
into account the fact of whether the additional supply of the par-
ticular metal is sufficient to have any serious effect upon the world’s
supply and demand.

1t CHairMAN. Suppose, for instance, the business was some-
what depressed and there was a rate war or a price war between
producers. Might not that disturb your entire calculations as to
the method of fixing value of these properties?
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- Mr. Guumes. In any period which departs from the normal, either
8 slump in the industry or a boom period, we assume arbitrarily
two years of production at the current rato of profit.

The Crarman. You only use two years; you do not use 10 vears?
1 lmt(lierswod that in some of your formulas you used a 10-year
period.

Mr. Grimes. We use 10 years to determine the average normal
selling price. We use a 10-year normal period, without either
peak or slump years, or without the greatest peaks or the greatest
slumps. We have some ups and downs in that 10-year period, but
we take as normal a period as we can and assume that conditions
will return to normal within two years whether the industry is in -
a slump or a boom condition at the date of valuation. and assume
two years at the current rate of profit, which may be nothing.

Mr. Manson. The life of the property and the period of time
necessary to recover the ore reserves is predicated upon the capital
available for plant, 1s it not?

Mr. Grimes. In a good mine it is predicated upon the past rate
of production.

Mr. MansoN. Assume two mines with similar ore bodies, similar
accessibility, and similar quality of ore, one of which has had ade-
quate capital to carry on all of the development work that is physi-
cally possible, and adequate capital to supply all the plant that
18 required to mine at the highest possible rates: and the other one
which only has 50 per cent of the facilitics of the first. Tn that
instance you would have about twice as long a life for the second
mine as you would for the first, would you not?

Mr. Grimes. Yes, sir.

Mr. Maxson. The value that you would give to those two mines
for purposes of depletion would differ as the present value of %1
would differ for those periods, would it not?

‘Mr. Grimes. Not entirely. It would differ to some extent as the
present worth of a dollar. but there are other factors which affect the
computation. The mine with the shorter life would probably require
a much greater investment for plant and development.

Mr. Mansox. That would be about in proportion to the output.
would it not? ’ .

Mr. Grimes. It would be very much in proportion to the output.

Mr. Maxson. So that if your investment was in proportion to
your output, and the life of one property was twice as great as the
life of the other, your valuation for depletion wounld be in direet
proportion to the difference in the present value of $1 for the respec-
tive assumed lives.

Mr. Grimes. There is a little difference in there, hecause——

Mr. Manson. Well, is it really a very material difference? Would
it make a great deal of difference?

Mr. Grimes, It makes a verv appreciable difference, because you
take out the full cost of the plants and developments from the pres-
ent worth of profit in allocating present value of the total profit to
the different capital assets, and that present worth of total profit
includes value for depletion, value for depreciation, and the value
of development, and other facilities necessary to exploit the ore
body; taking out the full amount for those capital additions or
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capital requirements from the present worth of future profits mekes
8 very apl());'eciable difference in the value. It is not exactly the
difference between the value factors in use, .

Mr. MansoN. Assuming the present value of $1 on a 10-year life
to be 54.56 cents and the value of $1 on a 20-year life to be 37.4 cents
plus, the value you would give to the mine for a 10-year life for the
purpose of des)‘letion, and the depletion unit per ton would be & great
deal higher than it would be in the case of the mine having the
20-year life, would it not?

Mr. Grimrs, Might I ask what rato of interest is used in deter-
mining those factors? -

Mr. MansoNn. Well, does it make any difference?

Mr. Grimes. Yes, sir.

Mr. Manson. Assume a 10 per cent rate. -

Mr. Grimes. If these were operating mines, we would use a 10
ver cent rate for the 10-year life property and an 8 per cent rate for
the 20-year life property, because that expresses about the same de-
gree of hazard in the mining industry. That hazard is determined
from a discount for interest alone, assuming that 4 per cent covers
interest on investment. If the same profit figure for the 10-year life
property and the 20-year life property were reduced to present
worth by a discount factor of 4 per cent interest to cover interest on
the investment alone, we would take off about 35 per cent or 40 per
cent of that value determined by the 4 per cent discount, to cover the
hazard of mining, management, and other factors of the business.

Mr. Manson. Now, let me get this again: Do you apply a greater
discount factor to the 20-year life than you do to the 10-year life?

Mr. Grimes No, sir. ‘ :

The Cramrsan. It is the reverse.

Mr. MansoN. Yes.

Mr. Grrmes. The reverse. .

* Mr. MansoN. Then, the difference would be more than the differ-
ence in the present value of the dollar, because, in the case of the
short-life property, you used a greater discount factor?

Mr. Grimres. The difforence would be less if we used a greater
.discount factor in the short-life property. '

Mr. Manson. Oh, yes; I beg your pardon. In such instances at
what point would you abandon the 10 per cent and use a different
percentage?

Mr. Grimes. We try to select our interest rates. We have been
using interest rates to discount to present worth, but that was not
entirely satisfactory, and we have developed this other system of
taking about the same relative hazards as apply to the industry, and
that same hazard means a different interest rate for each different
exhaustion period or life of the property. We try to select our in-
terest rates to give about 35 per cent to 40 per cent discount for
hazard and management in a going business, and we have quite
elaborate tables, and are preparing graphic charts to enable us to
make our valuations in that way, because we find that by the use of
that method we obtain values which are closer to actual transactions
in every case.

Mr. Manson, Is it not a fact, Mr. Grimes, that in your work in
the Income Tax Unit you have taken this' analytical appraisal
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method and have compared the results obtained according to that
method with the results ¢btained by other means of ascertaining the
value of the property, and that you have endeavored to arrive at
factors which would give you an answer that would be comparable,
fairly comparable, with the value determined by other means? Is
not that true?

Mr. Grimes. Yes; we are engaged in constantly gathering informa-
tion from every possible source to compare the accuracy of our
method with actual transactions, or evidences of value obtained from
other sources. We are making improveinents all the time, and 1
think those improvements will be constant. Every once in a while
we will find some way by which we ¢an improve our methods. '

Mr. Manson. Is it not true that you have found, from your ex-
perience in the use of this analytical appraisal method, that unless

ou do gather and consider a great deal of data other than the mere
ife of the sn'operty and the amount of the reserves, the expected
profit and the Interest rate based upon current interest rates, you
do not arrive at a relinble result{

Mr. Grimes, You conld not arrvive at a reliable result in any valua-
tions unless you had as complete information as it is possible to get.
The more complete your information and the more you have tested
out your methods by comparison with other transactions, the more
relinble your methods are going to he.

The Cuamman. Have yvou any examples which you can give us
showing the results obtained by yonr analytical method as compared
with the valuation of capital stock on the market in the case of cer-
tain corporations?

Mr. Grimes. Yes, sir.

The Chamman. What has been your experience in comparing
those two methods

Mr. Grivmes, I think onr methods will give values which ave on
the average almost identical with stock quotations on the larger ex-
changes, such aus the New York Stock Exchange and the Boston
Stock Exchange. Curb quotations are more erratic, and the smaller
exchanges, suhx as San Francisco, Butte, Colorado Springs, and
Salt Lake City, and around the different mining districts of the
country are very unreliable, -

The Cuaimrman. If in valuing a certain mine by the application
of your analytical method and then you compared it with the total
value of the cutstanding capital stock and you found them approxi-
mately equal, would you assume that it was a fair valuation?

Mr. Grimes. I think, on the whole, stock quotations are too high
for values of a property, because they include other elements than
the actual physical values of the properties.

Tte Cnamman. In other words, they would include the back
earnings of the company, the management and other elements?

Mr. Grimes, Yes,

The Cnamman, Which you would not give credit to in the ana-
lytical method ? '

. Mr. Grimes. Not for the physical assets. We are obtaining re-
sults which, I think, on the average will closely approximate the
siock-market quotations on the larger exchanges. & think those
vilues on the exchanges are probably about 25 per cent too high
from other indications of valte. That is one of the lines of evidence
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that has led me to the conclusion that our values in the metals
valuation section on the average are somewhat in excess of the com-
mercial values. I think we average between zero and 25 per cent in
excoss of commercial valuations.

The Cnamman. That all inures to the benefit of the taxpayer,
does it not ? -

Mr. Grimes. Yes, sir. :

Mr. Manson. What do you mean by “commercial values,” Mr,
Grimes{

Mvr. Grivrs. Actual cash trausuctions.

Mr. Manson, Stock sales?

Mr. Grimes., Not vnless it was a control of the stock or a very
Jarge block of stock, which would be bought to atford control of the
property.

The (%’ummm\x. If a taxpayer appearing before the bureau should
argue for n valuation based on the total value of the stock outstand-
ing, computed at the market rate, would you consider that his posi-
tion was sound ? . ,

Mr. Grimes. We would check up that value by other methods.
We would not accept that without a check by appraisal methods
and by any other evidence of value that might be available.

The Criamman. The market value, of course, might depend upon
many elements, such as, for instance, an overzealous desire on the
part of an ambitious person to get control of the property.

Mr. GriMes. Yes.

The Cramrman. And to use any such basis might work an injury
to the Government, might it not?

Mr. Grimes, Yes; and stocks will vary as much as 100 or 200 per
cent. within a yoar or within two or three years. Now,'we might
be working an injustice to the taxpayer by taking the stock quota-
tions at the date of valuation, at a time, we will say. when Liberty
bonds were selling for 85. If we took the stock quotations during
the war times as an indication of value. we would be giving greatly
inflated values.

The Cuakman, Can you give us briefly some other method that
you used in preémring your analytical results with the total out-
standing value of the capital stock?

Mr. Guimps, In practically every mining industry theve arve a
few eash sales ot property. Those are the most reliable evidences
of values that we have. There are probably more offers to pur-
chase which are rejected, and that would give us a fair line on the
property. if the offer to purchase the property was made by respon-
sible persons and was refused by the owner of the property.

There are also, in a number of the larger mining companies, bond
issues, mostly issued on the basis of engineers’ reports. Whenever
mining company floats a bond issue, the underwriters of the bond
issue ﬁave very competent engineers to examine the property. In
the case of a bond 1ssue by a large mining company, we usually
have a very reliable engineer’s report.

The Cuairman, In that connection, in your work do vou find the
valuations arrived at by the engineers of the underwriters and of
the mine owners at variance with each other?

Mr, Guimes. The mine owners do not usually have a report made.
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The Cuairman. They do not have any report made when they
apelly to the underwriters for a bond issue? :

Mr. Grimes. We do not get those evidences in our files. I think
the officials of the mining company make a statement to the under-
writers and the underwriters determine from that statement whether
they would care to handle the matter at all. If they think they
would care-to handle it, they have a report made bY some engineer
that they have absolute confidence in before they will-go any further
with the matter. :

The Cuamyax. That is true also in the case of timberlands,
where they employ cruisers to figure the amount of timber on a given
pmlwrtv; is ot that sof . v

Mr. Grimes. I am not familiar with the timber industry, but T
should imagine they would employ very similar methods.

The CHamrMaN. You may proceed, Mr. Manson.

Mr. MansoN. What I am trying to arrive at is whether, in your
use of the analytical appraisal method you have not resorted to all
the sources of information that you could find for the pur‘ms-:e of
adjusting the factors that you apply in the use of this method, so
that you get a result that is comparable with evidences of value
obtained by other methods.

Mr. Grimes. We have tried to do that.

Mr. MansoxN. Yes.

Mr. Grimes. 1 would not say that we have exhausted every re-
source for such comparative information, but we have done the best
we could.

Mr. MaxsoNn. You have tried to do it?

Mr. GrimMEes. Yes.

Mr. Manson. In your discussion of your methods and the manner
in whick you apply them to the result you obtain you have special
rcference to the way this analytical appraisal method is applied by
you in your own section of the income tax unit, engineering division?

Mr. Grimes. Yes, sir; more especially with reference to the metal
section than to others.

Mr. MansoN, Yes. You do not. pretend to be able to discuss the
use of this method by anyone outside of your own section, do you?

* Mr. Grimes. Not the application of the use, because I do not know
specifically the details of the methods that are employed.

Mr. MaxsoN. Yes.

Mr. Grimes. I know the general methods, but not the detail
methods.

Mr. Maxson. Well, after all, the reliability of this method and
the results obtained Jdepend very largely upon the application of it,
do they not? ' .

Mr. Grimes. I should think altogether; yes.

Mr. MansoN. So far as your knowledge of that is concerned it is
confined entirely to the work of your own section; is not that true?

Mr. Grimes. Yes.

The CHairmaN. I think you may proceed with the case now, Mr.
Manson, that you want to develop this morning. :

My, Maxnson. I had one other matter. Is tﬁe engineer here who
was on the stand yesterday; the engineer from the solicitor’s ofticet

Mr. Hartson. No; Mr. Eddingfield is not here. -
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Mr. Mansox. I think Mr. Hartson can answer the question that
I want to ask. .

Is it customary on a taxpayer’s hearing in the solicitor's office to
have the section from which tl)l’l‘, appeal is taken represented ?

Mr. Harrsox. I can not say, Mx Manson, that it is customary.
It is frequently done. Ordinarily in every important case which
involves a good deal of money the unit engineers are notified of the
date of the hearing and are invited to be present. T can cite dozens
and dozens of cases where that has been done, but I would not say
it is customarily done, because the greater run of cases are these
smaller cases, and to have the unit representatives present at those
hearings would take their time and would also consume additional
time of others, which would seem not to be warranted.

The Cuaraan. In other words, there is no rule applied to it?

Mr. Harrson. There is no definite rule; no. It is left to the dis-
cretion of the assistant solicitor in charge of the review division
as to whether they shall be called in or not.

I know this, furthermore, that on cases where there is dispute
about it to the point where there may be some feeling developed the
unit representatives are called in and are given an opportunity to
question the taxpayer and his representatives in the solicitor’s
office and engage in such other participation in the hearing as is
warranted and the facts justify. In this case I can say that it was
not done.

Mr. MansoN. You refer to the Border Island case?

Mr. Harrson. I refer to the Border Island case.
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UNrrep STATRS SENATE,
SeLect CoMMITTEE TO INVESTIGATE THE
Bureau oF INTERNAL REVENUE,
Washington, D. C.

The committee met at 10.30 o’clock a. m., pursuant to adjournment

of yesterday.
resent: Senators Couzens (presiding), Ernst, and King.

Present also: L. C. Manson, Esq., o% counsel for the committee:
Mr. L. H. Parker, chief engineer for the committee; Mr. Raleigh C.
Thomas, investigating engineer 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; Mr. James
M. Williamson, office of Solicitor Bureau of Internal Revenue; Mr..
S. M. Greenidge, head engineering division, Bureau of Internal
Revenue; and Mr. F. T. Eddingfield, engineer, office of Solicitor
Bureau of Internal Revenue.

The Cramman. Were you to continue this morning, Mr. Manson?

Mr. Manson. Yes; I have several matters that I would like to take
up this morning.

The Cuamman. You may proceed.

Mr. Manson. The Chairman will recall that on December 8, while
the Standifer case was under consideration, Senator Jones suggested
that the bureau should at once make an Investigation to ascertain
what contractual amortization had been allowed by the several gov-
ernmental departments and whether or not it had been deducted from
amortization allowances by the Income Tax Unit.

At that time I suggested that this work be done in cooperation
with Mr. Thomas, of our engineering force, and that suggestion was
concurred in by the chairman.

The Cramsran. As I remember it, we also took the matter up with
the Navy Department, the War Deartment, and with other depart-
ments having contractual relations with taxpayers, and they found it
impracticable to go through the records and ascertain what the com-
mittee wanted to know,

Mr. Manson. In the case of the War Department and the Navy
Department, they advised us that they did not have the available
forces for the purpose of searching their records to get this informa-
tion. In the case of the Shipping Board. we are receiving informa-
tion as fast as they can turn 1t out.

I wish now to call on Mr. Thomas to make a report as to the
progress of this work.
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STATI:}MENT OF MR. RALEIGH C. THOMAS, INVESTIGATING
ENGINEER FOR THE COMMITTEE

Mzr. Manson. I believe Mr. Thomas has already been identified as
onc of the engincers employed by the committee.

Mr, Trnomas. This is & memorandum that I have written to Mr.,
Muanson, dated January 22, 1925:

Memorandum to My, L, C. Manson, Counsel, .
Suabject : Compiling data by the Income 'Fax Unics englneers on contrwetual
. nmmortization,

Shortly prior to December 11, 1924, the Senate Commitiee investigating the
Bureau of Internal Revenue, directed that an examination be made of the
several contractural departments and agencles of the Government with the
view of determining, If possible, the wwount of contractunl  amortization
allowed by oach to the various contractors holding war-time contracts with
the Government,

In order to determine whether or not the Income Tax Unit in its allowances
for contractul amortization to the several taxpayers mnking clnim for same
hud made a duplieation of allowances.

The writer was advised that this work was to be done by engineers of the
Income Tax Unit under his supervision and proceeded to muke plans for the
organization of the engineering force.

On December 11 four men were assigned by the engineering unit of the Income
Tax Bureau to handle this work. Immediately thereafter, two of these men
left their desks to go on annual leave and for a while another one was, an 1
have been told, on slck leave,

It was not until January 2 (when the men had returned from thefr annual
leave) that the force actually began work as a unit. This force was inerensed
‘to five men, Including Mr. Roenlg, who was deiegated to direct the work,
Between December 11, 1924, and January 2, 19825, 20 cases were taken from the
records of the War Department at random,

On January § the writer handed to Mr. Koenlg a supplemental list of cuses
which included the following: Northwest Steel Co., Kerr-Turbine Co,, Alum-
inum Co, of America, General Electric Co,, Ford Motor Co., Albino Englne &
Muachine Works, Stamdard Steel Cor Co., Crucible Steel Co. of Amerien, Colo-
rido Fuel & Iron Co,, Atlas Powder Co,, National Aniline Dye & Chemicul Co,

This Hst was submlitted In the order in which the cases were required.

Work proceeded without any apparent results with the exception of the
case of the Aluminum Co, of Anlerica, a report on which was submitted by Mr.
F.oenig on Friday, January 18. Mr. Koenig has been consulted from time to
time ar to the progress of the work. So many conflicting statements were
made in this connection that the writer delegated Mr. Robbins, assistant
engineer of the Senate Committee, to look into the matter in detail.
¢t On or about January 9, Mr. Robbins visited the engineering force at the
War Department and was told by Mr, Watkins, one of the engineers, that there
were 12 cases completed. On Tuesday, January 20, Mr. Koenlg fuformed the
writer that with the exception of the Aluminum Co. of America no cases were
completed, and on Wednesday Mr. Koenig submitted reports on nine cases, none
of which, however, appeared on the list which was given to him to get as a
gulde in this work. From the ahove it will be seen that this work as it 1s now
being handled by the unit is a waste of both time and money.

You will realize, I am sure, that it is impracticable for the writer to per-
sonally direct all of the details Involved in getting the information required,
and further, that from past experience it Is worse than useless to expect the
cooperation of the unit in this work, It is therefore recommended that this
work be taken out of the hands of the unit and be continued by our own
forces. And it is my opinion that by so doing we can accomplish a great deal
more work with fewer men in a shorter period of time.

In closing, I might add that about three weeks ago I requested that a
detailed expense account be kept by the unit, and after being referred from
vone officinl te gnother, was flnnly told this morning, at 940 o'clock, that it
would be necessary for Mr. Parker, chief engineer, to address a letter to
Mr. Greenidge, chief of the engineering division, making a formal vequest for

-
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thiz information. This is only one of many illustrations of the manner in
which the work of your englneers in the nmortization section are being hindered
in their efforts to obtain results,

Respectfully submitted, Rareten C. THOMAS,

The Cuamman. Mr. Nash, have you anything to say about this
matter?

Mr. Nasn, This is the first criticism that has come to my atten-
tion. Senator. T spoke to Mr. Manson about the status of this work
some time ago, um‘ at that time he said he would have something to
say about it later on, but that for the time being, we should let it
vest, At least, that is the way I understood him, and I assumed
that it was going along satisfactorily.

The Cnarman. How long ago was that, if vou remember?

Mr. Nasu. T do not remember. Do vou, Mr. Manson?

Mr. Maxnz=oN. I do not remember the conversation at all

My, Nasu. It was one day when we were taking up some matters
that were hanging over. I had a memorandum here to take up some
matters with the committee and T had a note that this seemed to be
a very diflicult task, or almost an impossible task. T spoke to Mr,
Manson about it hefore the meeting.

The Coammax. I understood from a discussion with Mr. Manson
vesterday that vou had a card list of corporations that had received
amortization allowances, and that you were checking back with the
War Department and the Navy Department to ascertain if they,
too, had contracts with these taxpayers, whether they had had any
amortization matters in connection with them.

Mr. Manson, Mr. Thomas ean undoubtedly state that better than
I ean.

Mv. Tromas. Yes: that is the case exactly, Senator.

Mr. Manson. Will you describe just exactly what was done and
the methods that have been used ?

Mr. Tuosas. The Income Tax Unit had typewritten lists, run-
ning, serially, from one on up, but not alphabetically at all, and it
was rather confusing.  So I had card indexes made, giving certain
information. arranged alphabetically. Those cards were confined to
amortization allowances—not claims, but allowances by these several
other Government departments, of $30,000 or more.

The Citairman, What was the total number of cases, do you re-
member !

Mr. Tuomas. T do not recall that, sir, but I should say there were
three or four thousand of them. There were certain cases which
both Mrv. Parker and I hud in mind, which should receive attention
befove others. I picked those cases out and handed them to Mr.
Kuoenig, who was in direct charge of the engineers. with the request
that they work on this original list of 20, which we picked out at
random, simply to get going, and that they should take precedence.
As 1 say, with the exception of the Aluminum Co. of America, no
reports have been handed in on any of them.

he Cuaizman. Can you account for that, Mr, Nash?
Mr. Nasu. 1 certainly can not, Mr. Chai- man.
_ The Cuamrman. Before we go further into any scheme of check-
ing up on those, 1 would like to have a report from you as to what
the committee may expect in connection with this matter, because
time is slipping by and this work was started more than a month ago.



/-

1546 INVESTIGATION OF BUREAU OF INTERNAL REVENUE

Senator ErnsT. When was the information requested ?

Mr. MansoN. December 8.

Senator KrnNst. What kind of information was requested ?

Mr. MansoN. The request was for a check-up on nhowances made
by the contracting departments of the Government. like the War
Department, the Nuvy Department, and the Shipping Beard, which
had allowed amortization to contractors, to determine whether such
allowances had been taken into consideration by the Income Tax
Unit in allowing applications for the same.

- Senutor ErNsT. at corporations were asked for, or did you ask
it on every corporation?

Mr. Manson. That was tne request of the committee. .

Senator Ernst. You know 8xat~ that is an impossible request.
Why are you finding fault with that?

The CaamrmaN. I resent that statement and wish to say that it is
not an impossible task.

Senator Ernst. I say it is an impoessible task. How many did
you say there were?

The Cuamman. Three or four thousand.

Mr. Tuomas. Several thousand, sir.

Senator ErnsT. Did you request detailed inforamtion on every
one of those for that length of time?

Mr. Tuomas. No, sir; T did not ask for that. For those cases
upon which amortization has been allowed in the amonnt of £50.000
or more. I suppose there are more than half of them in which
amortization allowance was nothing, or—-—

Senator Ernst. Did you put your request in writing?

Mr. Tuomas. No, sir; I ({)id not.

Senator Ernst. Who did you speak to?

; Mr. Tuomas. Mr. Koenig, who has charge of the engineering
orce.

The Cnamrman. Tt is a matter of record here with the committee.

Mr. Tromas. And with Mr. Keenan, who, in turn, was directly in
charge of Mr. Koenig’s work.

Senator Ernst. Just what information did you ask for?

Mr. Tromas. T asked for the amount of amortization allowed for
certain tax payers, or claimants, as we call them. because they had
claimants in the War Department and the Navy Department, from
$50,000 up, giving the several amounts and the names of the contrac-
tors, and if any depreciation had been paid. to make a note of that,
toc. That was the sum and substance of the request that I made, sir.

Senator Ernst. That request was made concerning 3,000, corpora-
tions, roughly, you say? :

Mr. Tromas. That is a very rough estimate. There were stacks
;gd stacks of cards. I should say there were 3,000 to 3,500 cards;

es, sir.

Senator ErNst. And you wanted that information on all of them?

Mr. Tuomas. No. sir: only on those covering $50,000 or over.
which would be greatly in the minority.

Senator Ernst. Mr, Hartson, did that information come to you?

« Mr. Harrson. Senator, I would like, if I may, to question Mr.
Thomas, and then answer your question.

-
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I think you stated in the beginning, Mr. Thomas, that the agree-
ment was that there be assigned certain engineers to work under
vour direction and secure this'information ?

Mr. Tromas. That is the way I understood it, yes, sir.

Mr. HartsoN. And, as I understand it, there were some five or
six engineers so assigned ?

Mr. Taomas. Four at first.

Mr. HarrsoN. And two were on annual leave, so that they were
not all present until after the first of the year?

Mr. Tiomas. Yes, sir.

Mr. HarrsoN. After which time they were all present?

Mr. THomas. Yes, sir.

Mr. Harrson. They worked under the direction of Mr. Koenig?

Mr. Troxas. Yes, sir.

Mr. Hartson. And Mr. Koenig was answerable directly to you,
was he not?

Mr. Tuomas. Yes, sir.

Mr. Harrson. Under the arrangement that the committee had
with the representatives of the bureau you were to get this informa-
tion yourself and use these individuals to secure it?

Mr. Taowas. I do not quite understand the question?

Mr. Harrson. I mean dmt they were to be your agents?

Mr. Tromas. No. sir; not at all. As I understood it, they were
the agents of the unit, but they were working under my direction.

Mr. Harrson. Well, that is another way to express exactly the
same meaning that I have in my own mind, namely, that those men
were responsible to you?

Mr. Tuoras. No.

Mr. Hartson. So far as the information was concerned, at least?

Mr. Tuomas. Mr. Koenig was; yes.

Mr. HarrsoN. You kept in contact with the progress of the work,
did you not?

Mr. Tromas. Yes, sir.

Mr. Harrson. And if they were working immediately under your
direction, or answerable to and reporting to you, you certainly would
have known before to-day that progress was not being made.

Mr. Tuomas. Why, certainly, Eefore to-day.

Mr. Hartson. When did you first learn that satisfactory progress
was not being made in securing this information?

Mr. TroMas. I should say about January 9.

Mr. Hartson. Did you go to Mr. Greenidge and complain at that
time, on January 97 )

Mr. Tuomas. I went to see Mr. Greenidge three times. Mr. Green-
idge was not in his office, and I went to see Mr. Keenan, who told me
that he was looking after that work.

Mr. HarrsoN. You did not see Mr. Greenidge personally at any
time?

Mr. Tuomas. No: but I saw his representative, Mr. Keenan.

Mr. HavtsoN. You complained to Mr. Keenan that the informa-
tion was not coming to you in a proper sort of way, did you?

Mr. Tuomas. I certainly did. )

Mr. Hartson. And as a result of your complaint to Mr. Keenan,
was any sppreciable progress made? .
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Mr. Tuomas. None whatever.

Mr. Hartson. None whatever. Did vou attempt to speak to Mr.
Nash about it?

l\llr. Tromas. I did not know that Mr. Nash had anything to do
with it. '

Mr. Hartson. Now, Mr. Chairman, I want to bring out this
situation: Mr. Nash and I are in charge of the conduct of the bureau’s
appearance before this committee, and we feel personally responsi-
ble for all of the information the committee desires, and we have
again and again assured the committee that we would do anything
within human possibility to secure information. Mr. Nash and 1,
until this very moment, did not know that there was anything to be
complained about in the furnishing of this specific information.
That is so as far as T am concerned, and I know Mr. Nash feels the
same way about it.

If this information has not been produced, one of two things must
be the reason. There is cither inefliciency in attempting to secure it,
or it is an impossible task.

I personally would like to be shown the courtesy of having com-
plaints directed to me before they are brought up here before the
committee. I think that would be fair.

There has been no effort on cur part whatever, at any time, to
attempt to hold back.and cover up, or to be slow in producing.
That 1s not my thought, and it is not Mr. Nash’s thought. But we
have a big organization; we have to work through our represen-
tatives, and if these other people. for one rcason or another, are
unable to produce results, we would like to know about it. '

The CHamman. I would like to ask Mr. Manson at this point
why he did not take it up with Mr. Nash. That statement has been
repeated here a number of times, and I know that the committee is
in full accord with what Mr. ITartson says, in that they have offered
whole-hearted cooperation. I wonder why vou have not taken it vp
with them, when you. vourself, have complained to me a number
of times.

Mr. Manson. The reason I have brought it up before the com-
mittee is the conflicting statements that have been made.

. The CHamyman, Why did you not go direct to Mr. Nash, as Mr.
Nash has requested a number of times?

Mr. MansoN. Well, I deemed it advisable to bring it to the atten-
tion of the committee. That is all I can say about it.

Senator Ernst. You did what?

Mr. Maxson. I deemled it advisable to bring it to the attention
of the committee. This work was presumed to be done. These
men were presumed to have reported to Mr. Thomas as to their
progress, and to be compelled to travel around on each one of these
steps through Mr. Nash makes a circuitous route in the securing of
information that ought to be forthcoming directly.

Senator Erxsr. Mr. Manson, I differ with you. The most direct
route for you at any time is to sgeak right to him, and then, if you
do not get it, you have gone to the responsible source. He has time

+and again said that he wants to know about these matters. Why"

do you not go to him if there is any complaint, and then, if he does
not furnish it, appeal to the committee?

-

-
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Mr. Maxson. 1 wish to say in that connection that what we are
complaining about here is not that we have not received all of this
information, but what we are complaining about is that no progress
has been made toward getting it. That is really the gist of this
complaint.

The Cuarman. I think, now that we have brought it to the atten-
tion of Mr. Nash and Mr. Hartson, we might defer any further dis-
cussion of it, and let Mr. Nash tell us at the next meeting just exs
uctly what he is going to do to get it. I have hesitated to make any
complaint, though 1 have been in contact with the workers for the
committee off and on. I have tried to be patient and not annoy the
chiefs any more than it seemed necessary to annoy them with these
complaints, hoping all the time that the thing would work out be-
tween the two staffs. I now do not see any reason why they could
not have gotten out the reports on at least those 20 cases that Mr.
Thomas asked for. T am not finding any fault with the managers of
the bureau in this investigation at all; but now that it has been
brought to our attention, I would like to know at the earliest possible
date just what we may expect in connection with the getting of this
information. ,

Mr. Nasu, I will be glad to check up on that this afternoon. Mr.
Chairman, and will endeavor to have a report for you to-morrow.
As I stated before, this is the first time that this matter has come to
my attention. I have assumed all along that the engineers that are
assigned to Mr. Thomas were properly performing the dutics as-
signed to them and that they were carrving out his orders.

The Cuairkman. What do you want to proceed with now, Mr.
Manson ¢

Mr. Maxson. T would like to examine Mr. Briggs.

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

Mr. Manson. Mr. Briggs, you are the chief of the nonmetals
section of the engineering staff of the bureau, are you not?

Mr, Brices. Yes, sir.

Mr. MansoN. Your section has jurisdiction over valuations places
on gravel pits and stone quarries?

Mr. Brices. Yes, sir.

Mr. MansoN. And on all other nonmetal deposits?

Mr. Bricas. Yes, sir.

Mr. MansoN. Do you have occasion to use what is known as the
analytical method of appraisal in arriving at the value of gravel
pits, stone quarries, sand pits, clay deposits, und properties of that
character?

Mr, Brices. We have used it in arriving at the March 1 values
quite frequently. )

The Cuairman, March 1, 19137

Mr. Bricas. Yes, sir. .

Mr. Manson. In cases where you are called upon.to determine the
depletionh which is to be allowed to lessors of such property, what dis-
count factors do you use in making your valuations?
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Mr. Briggs. We heve generally used 8 and 4. That was used up
to several months ago. Several months ago we thought it best to
use 10 and 4.

Mr. Manson. Have you made any comparison of the results that
you got by applying the 10 and 4 per cent rates with actual cash
transactions ?

Mr. Brices. Yes, sir.

. The CHAIRMAN. So as to have it in the record, just explain the
difference between the 10 and 4. I understand what the 10 is for,
buit I am not quite sure that I understand what the 4 is for.

Mr. MansoN. As I understand it, the 10 is the profit factor.

Mr. Bricas. The 10 is the profit factor, and the 4 is the factor used
in returning capital on the investmeit.

The CrHamrMAN. In other words, before you started to use the 10

er cent basis you charged up 4 per cent for the interest on the
ipvestment ¢

Mr. Briges. It is a formula which is known as Hoskold’s formula,
which is & combination of the profit rate and the return of capital
rate.

Mr. Manson. This is not a return .on capital, but is a return of
capital actually invested in the property.

r. Briges. Yes, sir.

The Crarrman. On the basis of 4 per cent per year?

Mr. Bricgs. Yes.

b Mr. Manson. Four per cent compounded. It is the sinking-fund
asis.

The Cuamraran. That is always counted in when a property may
be completely depleted in a set period of time; is that it?

Mr. Brices. Yes.

Mr. Maxson. What has been the result of these comparisons that
you have made where you used the 10 and 4 per cent?

Mr. Brices. My recollection is that Mr. Greenidge wrote a mem-
orandum to me several months ago in which he asked me what
factors I was using. As I recall it, we had used 8 and 4, but more
recently we used 10 and 4, and cven then I found the result was a
higher value than what actual cash transactions would have dem-
onstrated. ) :

The Cuammmax. In spite of that fact, as I understand you, you
reduced it to 6 in some cases?

Mr. Briaes. No, sir; we have never used anything under 8, except,
as I recollect, in two cases, which were valued before I came into
this work, some time over three years ago. Both of those cases were
cases which presented greater risk. In one of them they used 7 and
4, and in the other they used 6 and 4.

The CHamxMAaN. In the case of the Border Island Co., which. we
have just had up for consideration, you used ¢? :

Mr. Brices. That was the rate used in reversing our section. It
was not used in our section at all. It was used after the case had
gone from us. .

The Crarman. Do you ever use 6 in your section?.

* Mr. Briees. We never use anything under 8, not to my knowledge.

Mr. Hartson. I thought you just said that you did in one or two
cases. .

-
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Mr. Brigas, I said that was before I came into the work, three
vears ago. There were two cgses that I had in mind, and both cf
them were very risky cases, in which 7 and 4 was used for one and
6 and 4 for the other. One of these was the Texus Sulphur Co. case,
in which they used 7 and 4, and the other was the Myles Salt Co.
case, in which they used 6 and 4. Both of them were considered most
risky, and instead of lowering those rates they should have used 15
or even 20 or more.

The CHamrMaN. That is the way I understood it. In other words, .
the more assured the return is, the lower the discount factor.

Mr. Bricas. Certainly.

; 'nle?CHAIRMAN. Am{) the more risky it is, the higher the discount
actor?

Mr. Briaes, If it is a risky business, I would not want to put my
money into it unless I could figure on getting a big profit—that is, if
there is a risk—where something might happen that might destroy
my business.

Mr. Manson, If a discount factor of less than 8 per cent has been
applied to any valuations aris.ng out of your section since you have
been in there, it has been because the case was appealed to some other
authority and you were reversed ¢

Mr. Bricas. Well, that is the only case I know of where I was
reversed.

Mr. MansoN. What is the case where the 6 and 4 were mentioned ?

Mr. Brieas. That was the Border Island case.

Mr. MansoN. Is that Border Island case the only case you know
of where a discount factor as low as 6 per cent has been applied to
a nonmetals valuation?

Mr. Brices. Yes, sir; as far as I can recall. In a similar case to
that I think our work was upset. It came down about the same
time, and they used 8 and 4. In the Border Island case they used
the royalty rate for a term of vears. In the Geauiga Silica Co., in
determining the value. they used a royalty rate of 10 and 40 years
and 8 and 4. Now, I can not see why there should be any difference,
as long as they are determined on the basis of the royalty rates, so
that they should change the factor from 6 and 4 in one case to 8
and 4 in the other.

The CuamrMAN. Let me inquire at this point what is the name of
the engineer in the solicitor’s oftice? T do not recall his name.

Mr. Hartson. Mr. Eddingfield.

The CaamrmsN, Yes. I would like to ask him if he knows of any
cases that were scttled on a 6 per cent basis?

Mr. EppinGFIELD. In nonmetals?

The CramrMaN. Yes.

Mr. Eppinerierp. I do not.

The CuairmaN. You testified before the committee as an engineer
in the solicitor’s office the other day: is that correct ¢

Mr. EppiNcrFIELD. Yes, sir.

The CHarMaN. Can you tell us why this particular case was set-
tled on 6 and you dc not remember any other case being settled
at 67 ’

Mr. Eppixcrierp. I am not very familiar with the cases that have
been settled or deteriined in the nonmetals section, not being in that
section myself,
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The Cruamman. Yes; but——

Mr. Evpinoriewn. 1 am only familiar with the cases that have
come up to me in the solicitor’s office. In those two particular cases,
the two cases that were recited by Mr. Briggs, the Geauiga Silica Co.
and this case, the circumstances were entirely different. In the
Border Island case there was a specified minimum royalty and a
guaranteed cash payment of $24,000 a year.

The Cuairman, Whether they took out any gravel or not ¢

Mr. Evpincerierp. Whether they took out any gravel or not. The
final-risk rate which we use depends largely upon the elements of
risl:i that have been taken care of in the other factors which wer
used. :

The Cuamrman, Then, as a matter of fact, in your capacity as
engineer in the solicitor’s office you do not remember any other case
being settled on the 6 per cent basis?

Mr. Eppixcrrerp. Nonmetals case?

The Cuarman. That is what we are talking about, nonmetals
cases. Your answer isno?

Mr. EppiNorieLp. Yes, sir.

The Crarmav. All right, Mr. Manson.

Mr. MaxsoN. Mr. Briggs, were you called up in the solicitor’s
office, or was there any representative of your oftice called intc the
solicitor's office, in this or any other case in which an appeal was
taken from your office?

Mr. Briggs. Oh, yes; I have been up on one case in particular,
and I have been called up to be asked questions on one or two other
cases. One case I was there 4 half a day and in another case I put
in the whole day.

Mr. Manson. Is it customary to call you in, or to call in the engi-
neer who made the original determination{

Mr. Brigas. I think perbaps I can explain that. The first time.I
was called in there was following a case where we made a protest to
the board of appeals and review. They said that the next time
they had a case coming up they would call up the engineer, and
shortly after that I was called up on some cases, known as the Texas
cases. Since then I have been called in and asked my opinion, I
should say, about three times. ‘I was told, as a matter of fact, when
I said something about I would like to go before the board of
appeals and review the commissioner preferred that the engineer
should not go there; that he wanted the board of appeals and re-
view to handle those cases without being prejudiced by the engineers
in the divisions.

Mr. Hartson. Now, if I may interrupt there——

Mr. MansoN. Who told you that?

Mr. Brices. Mr. Griggs told me.

Mr. MansoN. Mr. Griggs?

Mr. Briaes. Mr. C. C. Griggs.

Mr. Manson. Who is Mr. %ﬁiggs?

Mr. Briees. Mr. Griggs is the assistant head of the division and
was formerly my chief,

* Mr. MansoN. He is the assistant to Mr. Greenidge?

Mr. Brioes. Yes, sir. I do not recall just when it was, but it

was some time ago that Mr. Griggs made that remark. e said he
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preferred them not to come up, that they did not want the board
prejudiced or inflnenced.

Mr. MansoN. That is your ‘general rule?

Mr. Bricas. T have been called up since that time. I should say
two or three times I have been called up to be asked my opinion.

Mr. Manson. Your understanding is that you are not supposed
to go to the appellant authority on consideration of appeals from
your section unless you are specifically called inf

Mr. Briges, Unless I am specifically called in; yes, sir.

Mr. Harrson. Mr. Manson, on questions of policy which affect
the work in the solicitor’s office I am better qualified to testify than
is Mr. Briggs.

Senator Kine. I suppose that is true, but we have a right to ask
Mr. Briggs in connection with these matters.

Mr. HarrsoN. That may be true, but Mr. Manson has already
asked me about the policy that was followed in our office in regard
to calling engineers from the unit.

The Crrairman. Yes; I understand, Mr. Hartson, and I was just
about to bring that out, but I think it is perfectly competent testi-
mony to find out to what extent that policy is curried out.

Mr. HarrsoN. Yes. I think my statement of the policy has been
borne out by what Mr. Briggs has said, that in important cases,
where we want the advice of the engineers in the unit, it is sought.

The CuairMaNn. I believe Mr. Manson’s question is perfectly
proper, in view of the fact that there is some question in the minds
of some of the members of the committee as to the extent to which
some of these policies are carried out. It is perfectly competent
testimony to find out how far the policy which you enumerated yes-
terday has been carried out.

Mr. HartsoN. Yes.

Mr. Bricos. I can state, with regard to the remark Mr. Griggs
made to me, that it was a case where I said I wished they would
call me, that I would like to go up. He said the commissioner did
not want the men to go up there; that they would be apt to preju-
dice and influence the members of the committee in handling the
case; that they had better handle it unbiasedly; which, perhaps, was
perfectly sound.

The CrHArMAN. I would question the soundness of that, whether
you think so or not; you are on the job, and being on the job you
might better be able to handle it from a practical standpoint than
somebody else can handle it theoretically.

Mr. MansoN, That is all.

Mr. Harrson. I should be very glad, as head of the solicitor’s office.
to inform Mr. Briggs that if any case ever comes to his attention
which involves facts and which involves a presentation of views and
arguments that, in his judgment, as chief of the nonmetals section,
should be brought to the attention of the solicitor’s office, Mr. Briggs
will be welcomed with such information. We will be glad to have it.

Mr. Brices. I have no doubt about that, Mr. Hartson.

Mr. Harrson. And that goes for anybody else in the unit. The
only difficulty, of course, is a practical one. We are so far removed
from them that there can not be that contact. that would be helpful
in an organization such as ours. We are a half a mile away, and
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unless & man takes the afternoon off and comes up there and visits
the representative of the solicitor’s oflice, there 19 really not that
opportunity of interchange of views or ideas in regard to these cases
that there might be.

The CHammmaNn. Yes; but as T recall it, these cuses that are
referred to here are usually set for hearing at a date and hour, are
they not?

Mr. HaxrsoN. Oh, yes; they are given a definite date for hearing.

The Cuairman. So that there would be no great difficulty in get-
ting these engineers who have been on the job up there by letting
them know in advance when the particular cases were coming up.

Mr. Harvrson. There would be no difticulty about it, but it would
take some time from their work to go back and forth. There is this
feature to be considered: The commissioner, under the regulations,
has designated that the taxpayver be given a hearing in an inde-
pendent tribunal from the Income Tax Unit. Under the 1921 act
there was a provision that an appeal might be taken to the commis-
sioner and the commissioner designated under that act the com-
mittee on appeals and review, which was an independent organiza-
tion, responsible only to the commissioner, and acting free from
what might have been done in the Income Tax Unit.

The Cuairman. Yes; but they would no doubt want evidence
from a competent authority.

Mr. HartsoN, Of course the evidence is included, or presumably
so, in the files. That includes everything the unit had before it,
the reasons and the grounds for the conclusion reached by the In-
come Tax Unit. That is fully set forth. in the files, so that the
written documents will contain a full statement of the reasons for
the original determination by the unit.

The CuairMaN. But, according to the testimony we have heard
so far, the taxpayer is represented before this unbiased tribunal, and
is permited to argue his case.

r. MansoN. And present new evidence.

The Cuamyan. Yes; he is permitted to bring in new testimony
orally. He can discuss it and bring in extraneous matters. 'Lhere
is no check on what he may put in; but on the Government's side
the records only are put in.

Mr. HarrsoN, Well, the representative of the comunissioner is
the Government’s representative.

The CHarMAN. Yes: but he is the unbiased man. He is the
judicial mun and not the proponent of any particular decision.

Mr. Harrson. Of course, he is acting in a dual capacity there.
His function is quasi-judicial. That is true, and he is the only repre-
sentative the Government has there. He has before him all of the
facts which have been developed by the revenue agent, if there has
been an investigation in the field, together with the e¢ngineering
reports, if any, which have been made in the case. At these hearings
there are no witnesses sworn; there is no testimony taken as such:
they are not authorized to administer oaths, and they do not sit as
a court. The result of it is that we have to get this information in
‘written form, so to speak.

Senator Kina. However, Mr. Hartson, the taxpayer may be there
with his attorney, and he or the attorney, or a person who accom-
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panies him, who may know some particular fact, or be familiar
with the law, is permitted to give explanations. 1¢ would seem to
me that. in a circumstance of*that kind, it would be wise to have
the engineer there, because he might be able to clear up a good many
perplexities in connection with the case.

Mr. MansoN. T would call attention to the fact that in the Border
Island case the testimony of the engineer from the solicitor’s office
was that the first evidence of aceretions was presented at this hear-
ing in the solicitor’s oftice. It will be recalled that there was nothing
in the record on that subject.

The Cnamyan. 1 have been very attentive at ail of these meet-
ings, and have been extremely interesced in the whole subject. One
of the criticisms, to my mind. is the method of settling tiaese cases.
That is one of the things the conenittee has been finding fanlt with
and criticizing, that in all eases that have come to us, the taxpayer
seems to huve gotten every possible advantage, and has gotten the
benefit of the policies of the bureau. I have no fault to tind with
their getting a fair opportunity in these cases to make a full show-
ing. In the Border Island case. which Mr. Manson has veferred to.
the testimony was that the evidence as to the accretions of sand
was introduced by the taxpayer, that that was an entirely new ele-
ment, and that it influenced your own engineers, and yet the en-
ginrers on the Government's side, who had dealt with this case, had
no opportunity to either contradict this evidence or to usc any other
outside element for the benefit of the solicitor's office, who was de-
termining this matter. That situation seems to run through all the
testimony. It was particularly developed in that case, and I am
glad to see that the bureau has changed, but it still seems to stick
out all over. { think the representatives of the bureau will say that
we have not been unduly critical in that respect.

Mr. Harrsonx. Mr. Chairman, the comiment that you are now mak-
ing would indicate that there would be an opportunity for the tax-
payer to be, in n sense, better represented than the Government in
many of these cases. It is true that the representatives of the bureau
sit in a quasi-judieial capacity there. They are judge on the one
hand and advoeate on the other. If they are not advocates, the Gov-
ernment has no advocate at the decision of whatever the issue may be.

The collection of the tax, of course, is really an administrative
job. Tt has judicial functions inseparably wrapped up in_it. Tt
would be highly desirable if the cases could be hitigated. Let the
Government be represented, and let the taxpayer be represented
before an independent tribunal. That is the ideal and theoretical
way in which these questions in dispute should be settled; but
there are too many thousands of them, Mr. Chairman, to really
settle them in that way, as a practical matter. Every citizen of
the comtry is a possible litigant before any such tribunal as you
may create. Our courts are totally unable to handle it because there
is other important litigation before them. Congress has created
the board of tax appeals, which is a specialized tribunal, and yet such
a court, Mr. Chairman, is a court created for what purpose? TFor the
relief of the taxpayer. And I must say that the irony of the situa-
tion sometimes strikes me with compelling force when I listen ta
the remarks of the chairman and members of this Senate committee
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as to the liberal action of the burean in favor of taxpayers, and
yet Congress in the last act created a tribunal which was designed
to protect the, taxpayer against harsh action. seemingly believing
thav the representatives of the bureau, sitting in this quasi-judicial
way. were arbitrarily acting against the taxpayer, and that the tax-
payer did not have an impartial hearing and did not have an
unprejudiced consideration of his case, and so they permitted him to
have it by going to this independent tribunal.

The Cuairman. But in that case, Mv. Hartson. vou must recog-
nize that the Members of Congress receive individual complaints
from citizens from all sections of the conntry. and they are im-
pressed by these individual complaints, and they properly attempt
to enact laws to relicve what they believe is an oppression, perhaps,
on the part of the bureau, The Members of Congress can not
analyze the merits of these complaints; so they deal with the matter
more or less superficially, and they have assumed, of conrse, that
this board is necessary to get a judicial decision and one that is
fair at all times, believing that the administrative end of this, in
their anxiety to protect the (iovernment. will not, perhaps. be judi-
cial.

That is an entirely different thing. from what we ave developing
here, where we are dealing with specific cases, and where we find.
at least in our belief. that the Government has not been properly
protected. ‘

In other words, Congress at all times has been taking the position
of protector of the citizen, without regard to whether the citizen
is being unfairly dealt with or not: but in these proceedings we arve
dealing with specific cases, and we believe the testimony shows that
the Government itself has not been protected. In the one ease
Congress is protecting the citizen. We are here developing the fact
that the GGovernment has not been properly protected. and that was
one of the inspirations back of this whole investigation—that the
Government was not getting its share: in other words, it was too
easy, not only on account of the volume of the business you had
but because of the insufficient- salaries paid. to get competent men,
the Government itself was not being properly protected, and we
thought it was time that somebody took the (fovernment’s side.
¢ Senator Kine. May I say, Mr. Hartson, that the resolution which
1 offered over a year ago in the Senate—perhaps nearver two years
ago—was prompted by boasts which big taxpayers and others. have
made to me of the ease with which theyv had secured great reductions
in their taxes. They would go away from Washington. they and
their attorneys, very much buoyed up in their feelings because they
had saved so much. , In many instances they would feel that the
Government had been imposed upon. T made some inquirvies and T
found ia many instances voung men, perhaps not very skillful and
perhaps not of very great e.perience, have been delegated the duty
of passing upon these very complicated questions. Doubtless they
acted with integrity and according to the best light they had. In
some few instances, I am afraid, they were influenced by improper
‘methods and considerations, and I felt that perhaps the Government
.was not receiving a fair deal. That was emphasized when so many
attempts were made to get refunds of millions and tens of millions.

-
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Congress was asked to appropriate that money to return it to the tax:

ayers, and, as I say, that 1s the chief reason which prompted the
mtroduction of the resolution, because I felt that we ought to set up
some diffcrent system of passing upon these matters. This is a
summary matter, and vet, as you have very pertinently said, you
can not delegate this to the Federal courts Sccause many of the
judges are not competent to pass on these intricite questions.  When
I was judge I would not have felt competent to do so. It needs
some peculiar training and a peculiar knowledge to go through these
reports and interpret these laws, and I believe we would find that a
great many Federal judges would not be competent to do that, So
you have to have a specially trained court to pass upon these very
complex questions.

1 am speaking for myself, but I am sure that the other Senators
share that view, that we not only want to see a course adopted
down there, an administrative course, which will be fair to the tax-
payer; but we arve also here to protect the Government, and we feel
that the Government ought to be well protected.

Mr. Harrson. I want to say to the chairman here—and I think
the chairman probably knows that this is the fact—that some cases
that have been and will be brought before this committee are cases in
which 1 have disagreed with the result. I have not been satisfied
with the result in each instance, and had the commissioner known
about them personally he might not have settled on the basis used.
1 have no doubt that this committee might sit for another year and
hear cases, one after another, in which the committee will disagree
with the result that was reached, and I might disagree with the
result that was reached; but with the thousands and thousands of
cases going through the bureau, the average—-and you have to deal
with an average in doing a job of that size—has been reasonably
correct.  You will find many cases where the burean has been just
as wrong against the taxpayer as for him, and no doubt complaints
have been made to the chairman and to the other members of this,
committee, where the burean has adopted the policy that the taxpayer
thought was arbitrary, and upon going into it you might reac‘h the
conclusion that the burean was wrong in settling it against the tax-
payer. You are going to find disagreements, and they are going to
work both ways.

The Cuairaran. That is the point I tried to make a while ago,
that these people who disagree with the conclusions of the bureau
are the ones W%l() are urging Congress to afford relief at all times.

My, Hagrrson. Yes.

The Ciairman. And that was the reason why Congress set up
this impartial tribunal to settle these cases.

Now, when the taxpayer is pleased with the decision of the bureau,
no one complains to Congress. In other words, the bureau could go
on indefinitely with the most liberal policy of exempting taxpayers
from the payment of taxes, and Congress would know nothing
about it.

Mr. Hartson. That might be true.

The Crramrman. As long as you give the public money away, by
remissions or refunds, in harmony with a taxpayer's view, Mem-
bers of Congress will never hear about it. It all goes back to the
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roposition that the Government has no representation if the
Klu'puu's policy is exceptionally liberal, or even unfair, in the inter-
est of the taxpayer: so it must be apparent to the solicitor that
somebody has to take the Government’s side in a controversy that
exists between the taxpayers and the burctu. That controversy is
a continuing one, and 1t was suggested to Congress that they set up
this impartial tribunal.

I want to say at this point that I find no fault with the commis-
sioner for setting up this system of hearing these cases, when it was
rovided in the act that an appeal Le¢ made to the ‘commissioner,
wegause I know he had to delegate it. I know he had to set up
machinery to do it.

The one outstanding fault that I find—and it has been apparent.

threughont all of this investigation—is that no one has vigorousl
rosecuted the Government’s side when the taxpayer has appealed.
thon there is an appeal to the commissioner, or through the com-
missioner to the organization which he has set up, no one takes the
side of the section or the engineer who decided unfavorably to the
taxpayer. All that is considered on behalf of the Government is
the written record.

On the other hand, the attorney for the taxpayver. with his big
voice, his brilliancy, and his training, appears before this impartial
bureau set up by the commissioner. He makes all kinds of state-
ments and uses all kinds of oratory and personal magnetism to get
this impartial burean to decide in favor of his client: but the bureau
which decided against him has no representative there. There is
no one there to upset this magnetism and power of argument which
is used by the taxpayer’s attorney. That has resulted in a criticism
and a justifiable one, becanse he raises questions which the burean
has to find in the record, and the committee is impressed with the
arguments of the taxpayer, while, if there were sitting on the other
side of the table the auditors and engineers who had decided against
the taxpayer to show that their conclusion was correct, much of the
argument of the taxpayer’s attorney might be dissipated.

I think that is the real fault that has developed in this situation
in the handling of these tax matters, and it is one which it seems to
me the bureau itself, through the commissioner and his deputies, has
not recognized early enough. That is one of the practices which are
being most criticised to our engineers by engineers in the bureau
themselves, engineers like Mr. Briggs, who is as sincere in his desire
and earnest for justice to the Government as anyone is in his de-
sire for justice to the taxpayer. He is just as anxious to have the
Government win as is the attorney for the taxpayer to have his client
win, and such men should have the same opportunity in protecting
the Government as the attorneys for the taxpayers have in protecting
their clients.

Mr. HarrsoN., Such a system, Mr. Chairman, would be ideal.
There is an inhevent objection to it, however, under the old law which
required the appeal to be taken to the commissioner. It would be
impossible for him to set up a court which was independent, for if
he delegated, for instance, to one of his agents the judicial function,
and then delegated to another of his subordinates the function of
arguing the case to that independent individual, you would have a
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situation in which the commissioner was divided against himselfs
You would have there an advocate speaking in his name, and you
would have a judge decidipg in his name, the taxpayer, of course,
being represented lfw counsel.

The Crammman, 1 think that is a theoretical objection.

Mr. Harrson. But, does it not strike the Senator as being a practi-
cal one; that is, with people who are all acting in the commissioner’s
name »

The Cuaikman. That shows the smartness of the attorneys. The
solicitor is an able advocate, and able to present his case in a very
forcible manner, and yet an examination of the language that he
himself has used just now would be impressive to a person who had
probably not given as much attention to this particular investigation
as I have; but, as a matter of fact, when the law contemplated an
appeal to the commissioner, it was assumed that the commissioner
was going to be an impartial judge of the decision reached by his
own staff on the one hand and the objection by the taxpayer on the
other; so, when he reaches that decision, he is lifted out of the posi-
tion of an administrator and is acting as a judge.

All through this testimony it has developed that the magnitude
of the work is so great that the commissioner himself can not deal
with all of the things and can not know about all of these matters.
On yvour taeory, then, the commissioner may sit by his delegated
representatives and just hear the fault finding of the taxpayer, just
hear the taxpayer’s criticism, admitting all the time that he knows
nothing personally about it himself, and that the man who decided
against the taxpayer, or the section which decided against the tax-
payer. must have no representation at all, because, theoretically, as
the solicitor says, it is the commissioner divided against himself.
Now, theoretically, I say the solicitor is right, but in practice the
solicitor is wrong, in my judgment.

Mr. Hakrson. 1 think, Mr. Chairman, that the creation of a board
of tax appeals is an answer to the Senator’s objection.  The task of
sitting in this dual capacity, charged with responsibility both of pro-
tecting the Government’s interests and also acting impartially on the
tuxpayer’s case, was considered by Congress to be an impossible one,
and they created this court outside, which had been a court before,
in practice, but not in theory, so they created it outside of the burcau.

The Cramyax, But at this point I want to put this thought in
the record, that wherever the taxpaver is able to bring influence,
proper or improper, upon the Government oflicials there is no ap-
peal. 1 b lieve that an engineer in the Bureau of Internal Revenue.
an auditor. or a section chief, ought to have the right to appeal to
the same board against the decision of his superiors, so that the Gov-
ernment would have the right of appeal as well as the taxpayer. If
all of the decisions by the engineers and auditors are in favor of
the taxpayer, the Government gets no opportunity to settle a dispute
between those who are its own agents. These men are representing
the bureau. Six of them may agree that this is the way that it ought
to be settled, and six others may agree that this is the way it ought
to be settled. And then some one in another office decides between
the two, and he may decide for an improper consideration in the tax-
payer's interest, and vet the Government has no appeal; but if he
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decides in favor of the Government, immediately the taxpayer ap-
eals.

P Does not that occur to the solicitor as an unfair system in favor

of the taxpayer?

Mr. Harrson. I know just what is in the Senator’s mind, and it
is a thing that has been discussed and considered in the bureau.

There ﬁnva been cases, no doubt, where the appeal or the constant
demand that an independent consifleration be given the case has
resulted finally in the taxpaver finding some representative of the
commissioner who agrees with him, and in good faith, and it goes
out and is settled in his favor, and there is no appeal.

The inherent difficulty is this, that the commissioner has to act
through subordinates. The law designates the commissioner as be-
ing the individual who makes the decisions. They are made in his
name by somebody else, and he can not be heard to appeal from his
own decision. If some independent organization made a decision,
the commissioner could take an appeal from it, but when somebody
decides a thing, makes a decision for the commissioner, and in his
name, it is, under the present law, improper to give the commissioner
an appeal from that decision of his own subordinate, because, pre-
sumably, he is entirely satisfied with the decisions that his subordi-
nates reach.

The Cuammran, Let me say at this point that I find no fault with
the power being placed with the coommissioner, but I think the bureau
chiefs, the deputy commissioners, and all ought to lend more en-
couragement, in connection with these highly controversial and tech-
nical questions to engineers and auditors who file complaints against
the decisions of their chiefs. Instead of eriticising these engineers
and auditors for raising these objections, they ought to be encour-
aged. Then, if the commissioner wants to set up an agency, or to
do it himself, to hear the differences between his own staff, that
would be satisfactory to me, without setting up any extra tribunal.

In other words, if I were president of a company and my own
staff got into a controversy:; if an assistant superintendent were
quarreling with his superintendent, I would feel that the assistant
supevintendent was not a good man if he did not appeal to the
president of the company against the decision of his own chief. 1
do not say that for the purpose of encouraging insubordination,
but when there is a legitimate difference of opinion on highly con-
troversial questions I think consideration should be given to these
engineers and these auditors in presenting their case. They onght to
be encouraged and not discouraged in appealing those matters on
which they disagree with their clilefs, .

Mr. Hartson. It is not discouraged, Mr. Chairman.

Mr. Manson. I would like to remark right here that Mr. Hart-
son has very truthfully and justly stated that neither he nor the
commissioner knew of these cases which have been called to the at-
tention of this committee until they were brought out before the com-
mittee, but if some system, such as the Senator suggests, were adopt-
ed they would be bound to know of all of these cases before they
passed to a final settlement.

+ The CaamrmaN. I recognize the difficulties of the situation, and,
as a Member of Congress, I would not be satisfied, in dealing with

.
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a controversial question between Mr. Briggs and some other members
of the bureau, to simply go to Mr. Grennidge, who is not an official
of the Guvernment, and let Mr. Greenidge, of his own sweet will,
decide it in any way he pleases.

During the course of this investigation I have heard many stories
and have received many written complaints, as well as some affi-
davits, which I have not even presented to the committee, but which
we, among ourselves, have given congideration to. As I say, we
have not presented them to the committee, because we did not desire
to encumber the record with hearsay and personal criticisms, per-
sonal jealousies, and personal likes and dislikes; and yet, in some
of the cases, there appears to be a real, sincere, earnest difference
of opinion, and in some cases, I am informed through reliable
sources engineers and auditors have had the temerity to go over
the heads of their chiefs, to the commissioner, and tlie commis-
sioner has sustained them. This, in some cases, has resulted in the
chief being displeased, dissatistied, and aggrieved at his subordinate,
and the chief has attempted to use his animus against the subordi-
nate for appealing to the commissioner. My admiration is un-
bounded for the man who dares to appeal to the head of the bureau
over his immediate chief, when he thinks his 1immediate chief is
wrong.

In other words, this Government is so big and the amounts in-
volved here are so large that certainly every member of the bureau
ought to feel that he is working for the Government and not work-
ing for Mr, Greenidge or for Mr. Blair. At the same time, I
recognize that respect is due them, and we can not encourage in-
subordination. and vet their loyalty must be, first, last and all the
time, to the Government. As I say, 1 have known of cases where
the employee has had the temerity to do that, and has had his own
chief reversed.

I have even heard of cases where the solicitor’s opinions have
been withdrawn because of protest at the decision of the solicitor.
I do not mean to say that that was the solicitor who is present at
this hearing, but probably some of his assistants.

Mr. Hawrson. The instance that the Senator no doubt has in
mind is a case where this solicitor was reversed.

The C'mamyax. I have heard a good deal about Decision 154,
Is that it/

Mpr. HarrsoN. Yes: that is the one.

The Crramyax. I think the solicitor is a big man, and I think
he encourages that sort of thing.

Mr. Harrsox, I am not afraid of it, Senator.

The Crammay, Certainly not. I judged vou were big enough
not to be afraid of it. Only the men who have come up in the
Army are competent to be generals, and any man who starts out
to be a general and does not understand the situation from the bot-
tom up never makes a good general, and no man who can not accept
orders is competent to give orders,

The whole criticism, as | see it, is that Mr. Greenidge has prob-
ably been too powerful or has intimidated some of his subordinates
to the point where they have not felt justified in protesting against
his decisions. By saying that. I do not mean to infer that Mr,
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Greenidge has been wrong in all of his decisions. T think the evi-
dence produced here shows tha: he has been wrong in some of his
decisions, if not in many.

Have you anything more, Mr. Manson?

Mr. Manson. T wish to call attention to the statement that Mr.
Hartson made te Mr. Briggs, that he was welcome to come down
at any time he desired to come, and that Mr. Briges could not do
that without being guilty of .insubordination. because the orders of
his own immediate superior are that he shall not do that.

The CHamyan., Have you anything further !

Mr. Manson. That is all. . .

The Craigmax, One thing has been running through my mind,
Mr. Briggs, and that is whether yvou'know whether there is any
estimate of the number of cases that were settled by Mr. Shepherd
in these special conferee cases?

Mr. Brices. That is, in my work ¢

The Criairman. Yes.

Mr. Bricas. I think Mr. Shepherd was in four or five cases only.

The Cramyax. Was vour decision reversed in those cases?

Mr. Bricas. Well, the two most impartant cases were cases that
we have had up here.

The Cuaryax. The ones that have been discussed here?

Mr. Brices. Yes. There was one other more recently. in which
Mr. Shepherd was not allowed to reverse us. He expressd his opin-
ion dissenting. A dissenting opinion was given by him in that case,
but he was not allowed to take charge of the case and overrule us.

The CHamaran. Have you any idea how many of these amortiza-
tion cases were settled on an estimated basis of production instead
of the actual basis of production?

Mr. Harrsox. Mr. Briggs has nothing to do with amortization,
Mr. Chairman.

Mr. Brices. No: I have nothing to do with amortization.

.The CHairyMax. Oh, I see. You have nothing to do with that?

My, Brices. No.

The Cuamryaxn. Does anybody here know just what relation the
cases settled on an estimated basis of production bear to the whole
number of amortization cases?

Mr. HagrsoN. I think there is no one here who could say that
cffhand, Mr, Chairman.

The Cuamamax, T want to say that I am very much impressed
with the injury that has been done the (Government by the use of
that basis of production. There may be some cases where injury has
been done the taxpayer, but in those cases the taxpayers are quite
competent to take care of themselves,

I am impressed with the idea that something is verv wrong with
the results obtained by using these estimates of production instead
of the actual production, because everyone knows that 1921 was the
most depressing year, and it had a very great weight upon the
minds of citizens. which would have a tendency to depress their
estimates of what the future would be. That depressed feeling
would tend toward minimizing production in 1922 and 1923 to
such an extent that the Government was done great harm. Many of
these big corporations made large claims for amortization: their
profits were so large during the war period that additional taxes
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based upon actual production, in justice to the Government, would
not be a burden upon them. in my judgment, and I think the depart-
ment ought to take a very active interest in recovering such reve-
nues from those taxpayers.

Mr. Harrson. Mr. Chairman, I have given a good deal of thought
to the point which you now have in mind.

The actual figures of production of these several companies, of
course, were unknown for the three-year postwar period, which was
the period estimated by the bureau, until the close of 1923. These
cases were up for settlement in the bureau immediately after the
war, and there was an attempt made to settle and close these amorti-
zation claims.  As the cases arose, they took them in order, and
engineers were sent out to examine the tacilities, starting with
1920, 1921, and 1922, and reports were made in an effort, Mr. Chair-
man, to close the cases at that time. If we did not close them as a
going proposition, they would all have remained open for final
adjustment at the close of 1923, when all actual production figures
would then have been available.

The Ciamemax. But, as a matter of faci, most of these cases which
were closed during that period, the earlier cases that were closed,
werc the smaller ones, the cases easily disposed of, and the difference
in vevenue would not be very material, perhiaps. In other words,
it has been shown here that there has been great speed in cleaning
up the easiest cases first, so as to get them out of the bureau, and
that the really important cases, such as have been presented to the
committee, were not closed. some of them, until 1924, and in fact
some of them are still not closed. So that, while what the solicitor
says is true. I think too great emphasis is laid on what the result
might have been to the Government, because most of them are
small cases.

Mr. Harvsox, That is true. Mr. Chairman, to a considerable ex-
tent. Here is a fact, however, which should not be lost sight of:
While these big cases which, as the chairman has suggested, were
not clused during these earlier years, nevertheless, the amortization
feature of the case. which may have been only one of a hendred
disputed elements or items involved in the disposition of the case,
was settled in 1921, 1922, or 1923, as the case may be, and the case
is still open on other points. The engineers had to get in a report,
and. based on that report, when it is finally approved, it becomes
the basis for the audit, when other disputed items are finally set-
tled. <o that the whole thing is included in one final adjustment.

In the Steel Company case, the chairman wili remember that the
report of the engineer was put in in 1922, There was a final con-
ference held in that case, in January, 1924, at which time the actual
production figures were available. and the question in dispute, or
up for consideration and settlement at that conference, was whether
they would change the enginecer's report, which was made two years
or a year and a half before, and substitute the actual figures. At
that conference, it was determined not to do this. We have since
advised the chairman that it was our intention io substifute the
actual figures,

The CrairmMan. I do not recall just why it was determined not
to do it at that conference, .
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Mr. Harrson. It was determined for administrative reasons, Mr.
Chairman., The difficulty of reopening that case, reopening the
amortization report on that case, based on these changed figures,
would have involved a tremendous amount of work. On the other
hand, there were other things which would have been thrown open
and again have become the subject of dispute, if there was any
disturbance on that point. There are many other cases—and I
say this with knowledge—the amortization point in which had been
settled two or three years. If they upset the Steel Co. case and sub-
stitnted actual figures, as a matter of policy and equity between tax-
payers, all cases which had been settled, so far as amortization was
concerned, where estimated figures were used, would have to be re- -
opened, and there would have to be' a substitution of the actual
figures for the estimated ones.

At that time, Mr. Chairman, I mean in January. 1924, as a mat-
ter of policy, they determined that this case should remain closed,
so far as amortization was concerned, in order not to be inconsistent
with the settlement and closing of other eases which had been de-
termined in like manner.

The Cramyan, I am in sympathy with the bureaw’s desire not
to be inconsistent. but T am still confused and somewhat numbed,
you might say, on the question of how vou could arrive at any pro-
duction figures in the case of the Aluminum Co. of Awmerica, which
was before us yesterday. where there was nothing that we can
find in the records to guide you, except the statement of the tax-
payer himself.

Mr. Harrson., In that casg, if my information is correct, the ve-
port of the engineer was made in February, 1922, He had the 1921
production figures, he so informs me.

The Cramyan, I« that in the record, Mr. Manson?

Mr. Mavson. Yes; T stated that yesterday.

Mr. Hartson, He was trying to settle their amortization claim,
at that time, when the actual” figures, even up to the beginning of
1922, were not available, to say nothing of 1923, So he had to do
in that case. what was done in the Steel Co. cave, namely. set down
an estimate on a rising curve of increased production that would
probabiv be expected by that company in 1922 and 1923, Those
figures were not available, because the vears had not vet been
passed; hut now, to-day, the figures can he ascertained, and I might
add parenthetically that we are getting the ficures in order to com-
pare them with the estimates. The engineer tells us that he made
rather liberal allowances for an increase production for those
two estimated vears. It may be that the estimated figures will not
be materially different from the actual figures. I am unable to
say, of course. But that was the trouble. They tried to close
these cases as they came up, the amortization features of them, and
they had to estimate a lot of figures in order to do it.

The Cuamryan. I recognize that, and I am not unduly critical of
the bureau, as later developments indicate that ihese assessments
were, peyhaps, unduly low, and they ought to have been more vigor-
ouk, in view of the fact that the cases were not closed, in protecting
the Government’s interests when changed conditions appeared.

I would like to ask Mr. Briggs just what division he is chief of.

.
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Mr. Brieas. The nonmetals section.

The Cramrman. Has this. investigation being conducted by the
committee been hindering your work at all?

Mr. Brices. Very little.

The CHammman. Very little. Has it been helpful in helping to
fix policies in dealing with these cases?

r. Bricas. Well, I can not say that we have made any change
since it has been up.

The Cuairman, Has there been any indication of any desire for
fewer appeals, or does there appear to be more stability of purpose?

Mr. Briges. Of course, the question of appeals comes up when it
comes to the question of the taxpayer being dissatisfied.

I might say this, that several men have remarked that they hoped
the investigation would result in something, that the main objection
our men had was to Mr. Shepherd’s work, and I must say that they
were demoralized by some of the work that he did, and I have heard
them make the remark, “The taxpayer wants so much; he is en-
titled to so much; what is the matter with giving him a little bit
more than he is really entitled to; perhaps we can hold him by that;
and if we can not hold him by that and he goes beyond this, he will
get a great deal more.” I said, “ No: don’t do that; just give him
what he 1s entitled to, and that is all, and if he is dissatisfied, let
him take his appeal and get satisfaction beyond: but don’t be in-
fluenced by the fact that you think he will be given a great deal
more.” After awhile they got that point of view; but, as I say,
this action of Mr, Shepherd in those few cases has demoralized the
work.

Mr. HarrsoN. Mr. Briges, vou say there has been no change in
administration, so far as vou have been able to determine. How
about the special conferce svstem?

Mr. Brrces. Oh, yves. That was done away with, We have been
notified to that effect. We go ahead and have our conference with
the taxpayer, and we make our conference memorandum, and we
have been notified, in cases of disagreement, to write up in the cor-
ner, “ Disagreed,” simply to indicate that our section did not agree
with the taxpayer, or the taxpayer did not agree with our section.
We have had more success recently in getting the taxpayer to see
our point of view. We have had one case within the last day or two
where there were two brothers who came in. They were a partner-
ship, and they wantea to charge to invested capital some items which
had been written off as expense. We explained to them that if those
items were restored. it would come out of their income; their in-
come would be increased. and therefore it would increase their tax,
but they woula get a bigger invested capital,

At first they could not see it, bt when my engineer came out he
said they were talking to each other. One of them understood it
and the other did not: but he said to his brother, *If you say so,
that is all right.”

The Ciairman, We are going into the matter of the copper to-
morrow, Mr. Manson, as I understand it?

Mr. Manson. Yes.

The CaammmaN, For fear that any misunderstanding may arise in
regard to what happened early in the morning with respect to con-
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tractual amortization, the committee—that is, those of us who have
heard the testimony-—have been impressed with the absolute dis-
position on the part of the representatives of the bureau to cooper-
ate in every way. I can not think of even one request that we have
been denied or in regard to which we have not received at least an
earnest expression on the part of the representatives of the bureau
that they would endeavor to get us the record.

I am sorry that this disagreement has arisen, and I hope there will
be closer cooperation between our counsel and counsel for the bureau
from now on.

We will adjourn until 10.30 o’clock to-morrow morning.

(Whereupon, at 12.10 o'clock p. m., the committee adjourned until
to-morrow, Friday, January 23, 1925, at 10.30 o'clock a. m.)
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TUESDAY, JANUARY 27, 1925

UNITED STATES SENATE,
SeELkCT CoMMITTEE 1o INVESTIGATE THE
Bureav or INTERNAL REVENUE,
Washington, D. C.

The committee met at 11 o'clock a. m., pursuant to call of the
chairmar.

Present: Senators Couzens (presiding), Watson, Frnst and King.

Present also: Mr. L. ¢, Manson of counsel for the committee, and
My, Edward ‘T, Wright, investigating engineer for the committee,

Present on hehalf of the Burean of Internal Revenue: Mr, . R.
Nash, assistant to the Commissioner of Internal Revenue: My, Nel-
son T. Hartson, Solicitor Burean of Internal Revenue: Mv. James
M. Williamson, attorney, oflice of Solicitor Bureau of Internal
Revenue: Mr. 8. M. Greenidge, head engineer division, Bureau of
Internal Revenue:; and Mr. Emil L. Koenig, appraisal engineer,
Bureau of Internal Revenue,

The Cuamyman. Have you anything else that you want to present,
Mr. Hartson?

Mr. Nasir. T have a rather lengthy statement. Mr. Chairman,
on this work that is being done in the War Department and the
Navy Department. in checking up on contractural amortization.
This statement is longer than 1 intended. I can submit it, if the
chairman wisiies,

Senator Kixa, Or you can abbreviate it.

Mr. Nasu. 1 can ent it down. It is still 13 pages long. 1t is
about twice too long.

The Cirameyan, 1 got a memorandum from Mr, Manson last Sat-
urday, T think it was, after our discussion, in which he reached the
conclusion that we were not getting anywhere because the engineers
or the employees of the bureau, who were doing this work for the
committee, were the men who were charged with the responsibility
In the first place of obtaining the contractual amortization, and
therefore it was, in substance, a situation where the staff was checking
itself,

Mr. Maxson, The man in charge.

The Ciamyan, Yes: that is what T mean.

Mr. Nasit. There are 10 men out of a total of 18 that are now on
this work for the committee, and I have brought Mr. Koenig. who
has been in charge of the work. before the committee this morning.
M_r.l Koenig was put in charge of the work because he was familiar
with it.

1567
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The CrarrMAN. Well, but he is the man who was charged with
the responsibility for obtaining credit or gathering the information
for the bureau during the time the contractual amortization was
being considered.

Senator Erxsr. You do not think there is any effort on the part
of the bureau not to give us everything that is there?

The Crxamyax. Oh, no: there is no such inference at all, but the
question is, if there had been any omissions in securing credit for
contractual amortization, the men who were responsible for it should
not be the men appointed to transmit it to us.

Senator Erxsr. Were they the men who made the final decisions,
or were they simply getting the information ¢ -

The Cramrman. He may get the irrformation or he may miss the
information; we do not know.

Mr. Nasit. If there is any question about Mr. Koenig’s integrity
in connection with this work. I will be glad to put another man
in charge of it to-morrow morning.

The Ciramyman. I do not say any such thing, but 1 am talking
about the procedure and the work it has worked out. I do not say
it is dishonest, but we may not always be ready to point out errors
made by ourselves.

Senator Kine. And we may not be conscious that it was an error.

The CuamyanN. No: we may not be conscious that it was an error.
I do think that the point is well raised. that the men who were in
charge of finding out for the bureau what the actual amortization
was for the other departments, should not be charged with the re-
sponsibility of finding out whether he himself mhde any errors.

Mr. Nasg, Mr. Chairman, Mr. Koenig is now in charge of the
amortization section. IIe has been checking up contracts in the other
departments. Ile was in charge of this work for the committee under
the general instructions of Mr. Thomas, because he is familiar with
the routine in the other departments, and he knows where to go to
search the files, ete. He is the one man in the amortization section
that has specialized on this work. But. as T <aid before. I wounld
be ¢lad to substitute somebody else in place of Mr. Koenig, if there
Is any question as to his integrity.

Senator Kuxst. If the representatives of the committee go right
along with him in checking 1t up, what opportunity is there going to
be for an error?

Mr. Maxsox. That is the very thing I suggested, Senator. I think.
in doing this work. there should be a little closer cooperation be-
tween the committee’s engineers and the engineers of the bureau.

The Crairaan, And vou recognize, of cour-e. Mr. Nash, that this
criticisin was made by Mr. Thomas?

Mr. Nusit Yes, sirv.

The Cramyax. Have you any fault to find with Mr. Thomas’s
criticism?

Mr. Nasu. There seems to have been a general misunderstanding
ever since the work was started. I understood that Mr. Thomas was
to have general supervision of the work for the committee, and that
cériain engineers were to be assigned to him. It was also my im-
pression that Mr. Thomas would work with those engincers. The re-
ports that have come to me from interviewing each of the engineers

-
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assigned to this work with Mr. Thomas are that Mr. Thomas was -
with these engineers once or twice and spent an hour or so with them
each time, and from that time on he does not appear to have been
in intimate touch with the work. 'The men have been working by
themselves, and from time to time have been in touch with M.
Thomas. I think once or twice a man by the name of Robbins, who
was associated with Mr. Thomas, has come down where the men
have been working, and has spent a few minutes with them, and has
then left.

The Ciramrman. Do vou think the work has now turned out so that
we can proceed, Mr. Manson ¢

Mr. MaxsoN. I think so. I think the stirring up that it has re-
ceived is going to help very much in getting it speeded up.

Senator Erxsr. Don’t vou think that if Mr. Thomas’s activities,
as stated by Mr. Nash, are all that is required of him, he has been
derelict ¢

Mr. Maxson. I do not think that Mr. Thomas has been derelict.
He had had a great many other things to do, and up until very re-
cently we have been mighty shorthanded in the way of enginecring
assistance, in view of the fact that we have been trying to keep
this committee engaged in hearing these matters. I know that Mr.
Thomas has made repeated efforts, as he has reported to the com-
mittee, to ascertain the status of this work, and he has received
conflicting reports as to its status.

The Cnamryax. There is no necessity for Mr. Nash to read this
statement unless he wants to,

Mr. Nasi. I would read this, but, as I say, it is much longer than
I intended to submit.

The C'maimemax. We do not want to hear it unless you want to
present it. We are satisficd with what you have said unless you
want to read it.

Senator Erxst. I would like to have that situation brought out
unless vou want to cut it down.

Mr. Nasm. It can be boiled down i0 per cent.

Senator Kixe. T would suggest that Mr. Nash do that.

Mr. Nasi. As to the conflicting statements that Mr. Mansen has
referred to I have asked the engineers, and it seems that Mr. Thomas
asked one of the engincers one day. who was engaged on a certain
portion of the work. as to how much was done, and that man told
him that he had completed 10 or 12 cases. e was working in the
War Department. e did not go to Mr, Koenig to find out what
the status of the work was. Mr. Walton is the man who was talking
with Mr. Thomas, and his information was only as to the cases in
the War Department. The cases had not been checked in the War
Department, so it necessitated further work on those cases, and they
were not completed. The reply Mr. Walton made to Mr. Thomas
was made in good faith, but it seems that Mr. Thomas ought to have
asked the man who was in charge of the work as to the status, and
not some man who was just on a certain portion of the work.

There also seems to have been a little misunderstanding as to
certain of those cases. The men started work on 20-cases, and later
on a second list of cases was referred to them, and three days later
another list of cases was referred to them; so that there were cases in
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various stages of development, and that work was stopped and they
started working on this other list.

The Cuarryan. I would like to have Mr. Maison explain why
that is.

Mr. Maxson, The reason for that was that the first list of cases
was submitted to them in order to get started. Then we prepared
a list of cases that we desired to submit to the committee with refer-
ence to amorizaion, and, of course, we desired to have information
as to contractual amortization allowed by other departments with
respect to those particular cases first. That is the reason.

‘he Cuamyaxn. In other words, the work that was done origi-
nally was not wasted, then?

Mr. Maxsox. Oh, no.

The Cuamman. I wonld like to atk Mr. Nash what progress is
being made in the Standifer case? I had some correspondence with
Mr. Blair about that matter.

Mr. Nasu. I believe the attorney reviewing the case is in New
York to-day to interview Mr. Schlessinger, who was formerly with
the Shipping Board, and took part in the final conference over there,
and that after this interview it will be closed up very soon. I't’.ink
it is right in the final stages, .

The Crammwax. Has the taxpaver been heard on it. or has he been
conferred with?

Mr. Nasu. T think he ‘has, Senator.

Mr. Harrson. I can make a little further statement on that, Mr.
Chairman, to give you the picture of the present condition,

This special committee that the commissioner designated to con-
sider the Standifer case has prepared, if T am correctly informed,
what we call an assessment letter, an \-2 letter. which frames the
issues. The taxpayer will be furnished with a copy of that in the
course of a day or two, and we will then hear him on that, e has
had informal hearings with these men from time to time through
his representatives, and I understand, personally, during the period
of time that has elapsed since the committee was first designated,
but he has not had any formal conference. Under the regulations,
the presceribed procedure will be followed as soon as he gets this
A-2 Jetter.

The CramryvaN. When will the A2 letter go out. do you know?

Mr. Harrsox. 1 should say within the course of a few days, now.
My information is that it is all prepared and ready to be transmitted.

Senator Warsox. Refore I go, Mr, Chairmun, I want the record
to show that for the last five days, while this hearing was going on,
I have been in attendance at the meetings of the Interstate Com-
merce Committee, which I thought a matter of sufficient importance
to justify my presence there,

The Cuairyax, I hope the bureau will close the Standifer case at
as early a date as possible so that the committee may have something
concrete in the way of informaticn as to whether our contentions in
this particular case were justified or not.

Mr. HarrsoN. Senator, in that regard, there will be no possibility
of closing it up so that the committee or anyone can say definitely
that the committee’s conclusions with regard to the matter were

correct.
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The commissioner. under the present state of the law, can only ~
make a determination of a deficiency. That is his conclusion with
regard to it. The taxpayer.is notified of it and litigates the cor-
rectness of the commissioner’s conclusion before the Board of Tax
Appeals. Tt is quite possible that before the assessment could be
made, if one is proposed to be made by the commissioner, it would
not be effective for another yéar, and it can not be said that the
determination was a correct one until the Board of Tax Appeals
has had an opportunity to pass on it.

The Cramyan, Then, the best you can do is to tell us whether
the commissioner makes the assessment,

Mr. Harrson. Whether the commissioner determines that an
assessment should be made?

The CHamyan, Yes,

Mr. Harrsox. Then, before he can make it, the board has to
approve his action.

,{Ir. Maxsox, Do I understand that to-morrow the solicitor will
continue with his answer in the case of the Aluminum Co. of
America?

Mr. Harrsoxn, Yes, sir.

The Cuamyax. Will you take up the matter of the copper proper-
ties to-morrow, too !

Mr. Harrsox, No: I prefer to have the copper matter go over
until Thursday, My. Chairman.

The Cuamyax, Very well.

(Whereupon, at 12 o'clock m., the committee adjourned until to-
morrow, Wednesday. January 28, 1925, at 10.30 o'clock a. m.)
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WEDNESDAY, JANUARY 28, 1025

UN1rren Srates SENATE,
SELECT CoMMITTEE TO INVESTIGATE THE
Buereav or INterNan Revesce,
Washington, 1), C.

The committee met at 10:30 o’clock a. m., pursuant to adjournment
of yesterday.

Present : Senators Couzens (presiding), Watson, and Jones of
New Mexico.

Present also: Mr. 1. C. \lunsun. of counsel for the committee:
Mr. L. H. Parker, chief (-n«rmvvr for the committee ; and Mr. Raleigh
(. Thomas, investigating engineer for the committee.

Present on behalf of the Bureau of Internal Revenue: My, Nelson
T. Hartson, Solicitor Bureau of Internal Revenue: My, James M.
Willismnson, attorney, oflice of Solicitor, Bureau of Internal Revenue;
Mr. 8. M. Greenidge, head. engineering division, Bureau of Internal
Revenue: and Mr. W. S. Taudm\v appralsal engineer, Bureau of
Internal Revenue.

Mr. Maxsoxn. This is the matter of the amortization allowance of
the Saginaw Shipbuilding Co. It involves the question of contrac-
tual amortization,

The amortization claimed on the original return was $1.239,757.83,
The amortization allowance was $1,078316.73.  The taxpayer then
filed a revised claim in the same amount as originally claimed, upon
which the Unit allowed $1.234563.13,

The Shipping Board allowed amortization to this taxpayer of
$685,171.34.

Senator Warsox. What case is this, now?

Mr. Maxsox. This is the Saginaw blnpblul(luw Co.

Thix amortization allowance by the Shipping Board was ignored.

I will supply the figures as to the difference in tax later, as ‘1 Lave
not secured them yet,

I wish to sy that we learned last night that after this case left the
engineering division of the income tax unit and went to audit there
was a further deduetion of about $130.000, which did not involve this
contractual amortization. but which, however, was an allowance of
cost. ax I understand it. rather than 2n allowance affecting the con-
tractual amortization of $655.000 allowed by the \lnppm.r Board.

Thi~ taxpayver received several shipbuilding contracts from the
Shipping Board. Under those contracts the taxpayer built. as 1
understand it. 18 ships. and contracts for 6 ships weve canceled.
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The shipbuilding company. the taxpayer. submited to the Ship-
ping Beard a claim in the net s of SLTI00OLS This elain,
while not speeifically mentioning = amortization.” includ < an item
for *Special facilities co~t™ in the =um of S670050800 This item
was to reimburse the contractor for plant expenditures, These facili-
ties were purchased and instalied by the taxpayer in the perform-
ance of the contraet, the material portions of which read a~ volows:

The Croamaax. Let mie ask at thix peirt do vou contend that this
claim for excess or = eial plant factlities wmonnt- o the sine thing
@ amortization
S Mo Massex, It does. Any amount allowed the contractor to re-
inborse the contractor for plant expenditure is an aortization of
plant expenrditures, :

The Crovmviax, Tasked that question beennse you mentioned that
anortization was not specifically named in the taxpayver’s claim o
the Shippine Board.

Mr. Maxsox. T stated that he did not set it up as amortization.
e set it up as the cost of special factlities,

Senator Warsox, Is that very often deme, Mr. Manson?

M. Maxsox. Yestit is very froquently done. The word * amorti-
zntion” came in use in connection with some legislation, that is, ~o
far as shipbuilding is concerned. It was not until the chipbuilders
sought legislation, partienlariy with regard to wood ships, that
the word “amortization ” as coined. if you might use that term. for
the purpose of having a term to apply to this particular class of
claims,

I started to read this contract, but before doing so T would call
attention to the fact that this claim was allowed by the Shipping
Board for amortization. in the sum of S685171.34, the total claim
being $922.171.34, from which was deducted a residual value of
£237.000, leaving the diffrrence that 1T have mentioned. The plant

ccost was $LHT6.763.15. The entive plant, including inventory, was

sold for $200000. The company set up a claim to the effecet that of
the $500,000, $158.000 was to cover inventory. leaving $342.000 to
cover what it received for its plant.

The Chamvan. In other words, the residual value.

Mr. Mavson, Yes: the residual value, and that amount of =343 .-
000 was dedueted from the actiial cost of the plant of S1HT6.763. 15,
leaving a difference of $1.234.763.13.  This is the amount which wus
allowed by the engineers in determining amortization.

As I have stated. there has been subsequently deducted from this
amount approximately $1:30.000, but that deduction. as 1 have ulso
stated. 1s not made becaunse of the disallowancee by the Shipping
Doard. Tt will be seen that inasmuch as the amortization allowed 15
equal to the ditference Latween the amount received by the company
for the plant. and the cost of the plant, the 685000 received from
the Shipping DBoard could not have been considered, and was not
considered.

Referring now to the contract under wwhich the plant expenditures
were made, I desire to quote as follows:

In view of the existing emercency, we are desirous of having you increise
with the greatest expedition the capacity of your plants by making altera-
tions and providing extra ways, equipments, and facilities, so that your
compuny may deliver to us largely increased. tonnages hefore the close of
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navigation, 1919, We request that you prepare ar youyr earliest conveniences
wostatement of the manner in which you believe your plants can most ad-
vantageously he extended to serve the above purpose, and submit that list
to ux,  We shall be guided very dargely by your request and your judgment in
this matter, and we shall express our approval as promptly as eircumstances
will permit,

We appreciate that the legitimate business needs of your company do not
require these alterations and expansions which probably will be of little or
no value to vou after the completion of this contraet.  We understand, there-
fore, that what ever you do in this respect is done at our instance and for
the sole purpese of facilitating the prompt production of the additional ships
hereinarter ordered, and constituted @ part of the cost to you of the con-
struction of said ships,

You are to proceed immiediately with thoe alterstions and additions te your
plants as ool as the list referred 1o has been approved by us, Additional
lists ot alrerations and beprovements may be furnished hereafter for ap-
proval.

We shall pay you Ss15000 for cuch of said ships,  Price s based on
SS00,000 as the price of the ship itself and S15000 as o contribution to plant
alterations and equipment, It ix alse bhaxed on a minimum expenditure of
8290.,000 for plant and equipment addifional to that now heing provided by
You 1o Carry out your other conteacts,  You are to submit proper proof of
these expenditures to us,

It will be seen that under that contract the Shipping Board agreed
to pay, as part of the cost ol each ship X15.000 per ship, and the con-
tractor agreed to spend a minimum of $275.000,

When 1t came to the cancellation of the six ships, the claim was
made that they had spent in excess of that amount, and they were
entitled to the full amount of their extre expenditures. The sum of
$922.171.34, less the residual value of $237.000 was allowed by the
Shipping Board.

The auditors have not furnished us with the computation of the
difference in tax, but we are advised that the difference in tax would
he approximately 30 per cent, which would be about $200.000.

The Cnamyan. Your contention is that the $200,000 excess was
allowed, or the whole $685.000? ]

Mr. Maxsox. No: my contention is that thev allowed $685,171.34
too much amortization, which would make a difference in tax of ap-
proximately $200,000.

The Cusmemaxn. 1 see. )

Mr. Maxson. In other words. I contend that this whole amount
allowed by the Shipping Board should have been deducted.

What happened was this: The taxpayer sold his plant. In ar-
riving at the amortization of 1,200,000, plus, they deducted fromn the
cost of the plant the amount that the taxpayer veceived for the plant,
and allowed him as his amortization, the difference, or his total loss.
Of that total loss $685,171.34 had heen borne by the Shipping Board.

The Cramnvax. Does an examination of the taxpayers claim for
amortization disclose that the Shipping Board claim was consideved
at all? _ . o

Mr. Maxson. T do not believe there is anvthing in the record at
all to <how it. We secured the information from the Shipping
Board. 1 do not think there is anvthing in the record to show that
the amortization allowed by the Shipping Board was ever investi-
gated. Mr. Parker states that the subject of contractual amortiza-
tion was not mentioned in the engineer’s report.

The Cramrmax. Is that the entire presentation of vour case, Mr.
Manson ? '
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Mr. Maxsox, Yes,

Nenator Warsox, Let me ask you one question about your method.
I Bave never asked anvbody about this, nor have 1 ever talked to
anyvbody about it.  When your men start in to investigate a case do
they go in independently or do they work in collaboration with or in
connection with the emplovees of the Treasury Department ?

Mr. Maxsox. We call for the record in the ease. T will try to
give you the steps of it and if I do not give them right & wish the
engineers would correct me, We eall for the record i a case. We
go over that record: that i, onr engineers go over it.  If there is
Sfomething about the record that wve do not understand-—if there has
been apparently a mistake made. or if there is something done that
requires explanation, we call on the engineer who examined that ease
for the unit to explain what he did and why he did it.

Does that answer the Senator’s question ?

Senator Warsox, Then, after that, you go on and make your own
independent investigation £

Mr. Maxson. Yes,

Senator Warsox, Do vou then call anybody’s attention to it hefore
it is presented heve !

Mr. Maxsox. We do this: When it comes to determining the
difference in tax. we call on the auditor who handled the case.

Mr, Trnomas, I he is there.

Mr. Maxsox. If he is there, to make that computaiion. We check
that computation. These engineers are not auditors, and we do
not rely on our own computations when it comes to a checking of the
difference in tax.

Senator WarsoN, Take this particular case. for instance. Did
Mr. Hartson, so far-as you know, ever hear of this case ?

Mr. Maxsox. What is that ¢

Senator Warson, I asked vou whether Mr. Hartson ever heard
of this case until just now?

Mr. Maxsox. I do not suppose so.

Senator Warson. That is wlat T wanted to get at. T wanted to
know just your method of operating down there and how you
worked.

Mr. Maxsox. Tt is not onr poliey to go to any officer of the unit
and criticize anything that they do.

Senator WarsoN. T understand. T was just trying to get vour
method.

Mr. Maxson. We submit it to the committee and leave it to the
committee to determine whether or not the bureau is to be criticized.
We do not assume to do that.

The CHamyax. 1 might say for the benefit of the Senators that
the question has arisen a number of times as to how we land on
specific cases or how we call for specific cases. An examination of
last week’s reports submitted to me by the engineers covering the
progress of the work shows a whole list of cases which are under
cxamination by auditors and some by engineers. In this memoran-
dum nearly every case, or at least a great many of them, indicated
the source of information or the source of the suggestion that we
examine a specific case. Some of these cases are referred to us by
engineers and auditors of the bureau, who have disagreed with the
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conclusions, and they have asked our men to examine into it to sce
whether or not our men agree with their conclusions or with the
final conclusions of the buwwean.  Other cases come to us in letters
from citizens who apparvently have some suspicion of some informa-
tion concerning a case. and they draw our attention to what they
think is a matter that justifies some criticism, and they ask us to
examine that case.  In that case the letters are referved to the staff.
The stafl’ looks into it: and if there is nothing to it, the case is
dropped. Tf there is anvthing to it, it 1s presented to this comitive;
or 1f it is only a trifling thing, it s abandone:dl. In other cases
citizens come to members of the statl or menibers of the committee
and make, individually, complaints or suggestions, Thoxe are taken
up by the stafl and investigated.  Many eases which are suggested
are not of sutlicient importance to eriticize, and we do not waste the
tiine of the committee by presenting thew.

Mr. Maxsex, I wish to say in connection with this case that when
the Standifer case was presented Senator Jones suggested that this
matter of contractual amortization allowed by the Government de-
partments be investigated.  In pursuit of that suggestion we called
upon tae Shipping Board, the War Department, and the Navy De-
partment for mformation. ‘The Shipping Board has shown us a
great deal of cooperation in that regard. Thev have supplied us
with the names of cases in which they have allowed amortization,
and when we look those cases up and find that the bureau has not
considered them we then call upon the Shipping Board for full
information as to their contractual relation with the taxpayer and
the settlement that was made with Lim.

I assume that this particular ¢ase was commenced in that way., 1s
not that so?

“ Mr. Parker. Yes,

The Cramrmaxn, I might say also that I do not think the Senators
who are here now were here yesterday when we discussed generally
this subject of contractual amortization allowed by other Govern-
ment departments.

Senator WarsoN. Yes:; I was here yesterday.

The Cuamyan. The fact, however, seems to develop that there
was no system or plan introduced or adopted by the bureau to
svstematically check contractual amortization allowances, because
if there had been we would not now be involved in the long research
that we are having to find those allowances. I do not know whether
there ix anybody here from the burean who knows what plan was
adopted or how thoroughly it was followed, to be sure that the
burcan did not allow a duplicate allowance, after an allowance had
been made for amortization by another Government department.

Mr. Harrsox. Mr. Chairman, a brief statement ax to the history
of the provisions in Regulations 62, which require that contractual
amortization allowed by other Government departments should go
to reduce cost, would be interesting.

When this subject was first discussed Mr. Manson pointed out that
the regulations in existence prior to the promulgation of Regulations
62, which regulations were isswed pursuant to the revenue act of
1921, contained no such provision requiringz contractual amortization
allowed by other departments to be used to reduce the cost of war
facilities in computing income-tax amortization.
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Senator Warson, What did vou do hefore that !

Mr. Harrsox, Before that, Senator Watson, the practice was to
include in gross income receipts from the other Government depart-
ments, and without subtracting from those receipts in a sense, the
amount allowed for contractual amortization. There was n great
deal of compiaint about that manner of treating it.

Senator ‘{'A’I'Sn.\’. How did Regnlations 62 happen to be issued?

Mr. Hawrsox. Because of a very strong protest from taxpavers,
beeause the tax on these mmounts reeeived during the excess-profits
tax years was so excessive that it worked a great hardship on them.
As a result, if T am correetly informed--and 1 have been investi-
gating it recently—it was felt that to consider the entire amount re-
ceived as income during the vear in which it was received. was to
defeat, in a sense, the purpose of the'amortization allowanees, which
were provided by Congress as a relief measure to taxpayvers, to write
off war costs as against war profits.  No this provision which we
are now dealing with, namely, of requiring the burean to consider
contractual amortization allowed by other departments as a redue-
tion of the cost of facilities, is, in a majority of eases, as T am in-
formed, & relief to the taxpaver rather than the imposition of an
additional burden on them. :

Now, it will have this effeet, My, Chairman. if T understand it cor-
rectly. If a taxpayer did not settle his claim with the Shipping
Board until after the excess profits tax law was repealed, he would
then get as income under the old regulations this money from the
other Government departments, not subject to excess-profits tax, and
it so happened in the Standifer ease that that was the situation. TIn
other words, I believe that is an instance where it has worked in
favor of the taxpayer, but the usual case, as I understand it. which
was presented to the bureau at the time Regulations 62 were under
consideration, was of the type that taxpavers had received their
money from other Government departments in settlement of their
war contracts, which was all being taxed to them in those vears under
excess-profits tax rates, and it was felt that had the effect of defeat-
ing one of the primary purposes, if not the principal one, of allow-
ing amortization to concerns that had installed facilities to produce
articles for the prosecution of the war. So, if this provision of
Regulations 62 involved in the case which counsel has just men-
tioned, the Saginaw Shipbuilding Co.. is not folowed: in other
words, if the amount allowed by the Shipping Board is not con-
sidered to reduce the cost, it is computed as income for the vear in
which received. and if it was received prior to the repeal of the
excess-profits tax it would result undoubtedly to the taxpayer's dis-
advantage,

Mr. Manson. That would depend upon the vear?

Mr. Hanrson. That is my point exactly, Mr. Manson.  As T say,
ih the Standifer ecase they have failed to consider any amount as
being an allowance by the Shiping Board to the Standifer Co. as
contractual amortization, and if any amount had been allowed hy
the Shipping Board on that item it worked to the advantage of the
taxpayer,

* The Cuamryman. In other words, had he received the settlement
during the period before Regulations 62 were adopted, he would have
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heen charged at the excess-profits tax rate and would have paid much
more than he did pay after Regulations 62 became effective?

My, Hagrson. That is my understanding.  If the settlement were
made before the 1921 act was passed.

sSenator Joxes of New Mexieo, That is. assuming it net earnings
would have hrought them within the excess profits provision?

My Harrsox, That s another assumption that must be indulged
in. Semrtor: yes,

Nenator Joxes of New Mexico, Well, is that a proper assimption?

Mr. Hawrsox. T believe it i,

Senator Joxes of New Mexico. Is it something that i« justified by
the fuets?

My, Hawrsox. T believe it is, Senator.

senator Joxes of New Mexico. That these people, as a rule, not-
withstunding this elaim for amortization, and so forth, had made
such carnings out of the proposition that they were subject to the
excess-profits tax.

Mr. Hawreson, T helieve it is, Senator,  That is a general statement
that we ought to be able to have verified. T shall be glad to try to
do it.

Senator Joxis of ‘New Mexico. I am sure your judgment in the
matter wordd be very valuable, beeanse of vour experience there,

My, Hharrsox. The basis on which I niake my statement is that
these companies, for the war years, and the years iinmediately fol-
lowing the war. particularly 1919, were verv prosperous. Some of
them suffered in 1920, and that was the Jast year in which the excess-
profits tax was effective.

Senator Joxes of New Mexico. The thought I wanted to develop
wag this, that in these various matters we are not dealing with bank-
rapt concerns, and it is simply a question of whether the concerns
shall profit to a greater or less degree out of war activities. There
is no reason why anybody should be disposed to favor the business
concerns in allowing what might be termed liberal amounts for
amortization or otherwise, that is, it conld be put on a strictly busi-
ness basis and should work no hardship to the taxpayer?

Senator Warson, T imagine that that was the objeet of the adop-
tion of Regulations 62, Ias it worked that way?

Mr. Harrsox. My answer to that, Senator Watson, is this, that
the reason for the change in the regulations, which became effective
when Regulations 62 were promulgated was not to be overly liberal
to taxpayers, but was an attempt on the part of the officials of the
bureau and the department. to interpret the will of Congress to make
a reasonable allowance for amortization, the purpose of which, it was
helieved, was to permit taxpavers to write ofl war costs agaiist ex-
cessive war profits. and to throw those allowances hack against the
war years, rather than to have taxpayers spend large simms of money
for facilities, during the high-priced years, and then have to pay for
thenm. you might say. out of the income from =ubsequent vears, which
represented income under quite different business conditions than had
existed during the war.

Senator Warsox. Have you the exact phraseology of that article
of Regulations 62 there?

Mr. Harrsox, Yes; I have it, Senator.



L)

1582 INVESTIGATION OF BUREAU OF INTERNAL REVENUE

Mr, Maxnson. Tt is in Regulations 62. T have forcotten the num-
ber of the article.

Senator Warsox, How long is it, Mr. Hartson?

Mr. Haxrsox, Do vou remember the section, Mr. Tandrow /

Mr. Tanorow. I believe it is article 182, Mr. Hartson.

Mr. Harrson. T have it herve, 1t is m'tit‘le 181,

The Ciamraan. Of Regulations 6:2¢

My, Harrsox. Article 181 of Regulations 62:

All allowances made to a taxpayer by a contracting department of the Gov.
cruent, or by auy other contractor, for amortization specificalty as such, shall
be treated as noreduction of the cost of the taxpayer's plant investment,  Fur-
ther amortization is allowable only in respeet of such reduced costs, Where no
sneh allowance has been made, the amount of mmertization to be allowed ax n
deduction from gross income for the purpose of the tax <hall he compnited in
aecordance with the provisions of articles 1= to 189, pursnant to which the
deduction must be made, and not upon the basis of any amount contractuaily
or otherwise determined,

The Cieamaas, T notice in that !an-rlmew it vefers to govern-
mental departments and others,  Ts that un'w(t’

My, Iarrson, “Or by any othm' centractor.”

The Criiatemax, =~ Or by any other contractor.”™ That is meant to

reach subcontractors, then. T assume that where it was a cost-plas
svstem, and the subeontractor did the work for another contractor,
who had a direct contract with a Government departient, he miglt
not again receive it in his income-tax returns.  Is that corrveet?

Ml Harrson. That would he my understanding of it, Senator.

The Cuamyran. T would like to ask whothel' any member of the
staff have looked into the purchases of the Saginaw Shipbuilding Co.
plant to ascertain who they - -eve?

Mr. Trosmas. T think T can answer that, Senator. That was gone
into very carefully by the Income Tax Unit engineers, as there
scemed o be some doubt as to whether there was a bona fide sale.
That question was cleared up. .

The CuamyaN, And it was determined to be a bona fide sale?

My, Tromas. Yes, sir.

The Cirairmax, I was wondering whether it was anything like
the sitnation in the case of the \mth\wst Steel Co.. where 1t wirs
sold to emplovees,

Mr. Tuomas, Noj they sold it to the Ruggles Motor Truck Co.

Mr. Maxsox. I understood there were no coramon officers until
after the sale took place,

Mr. Trooyas, Yes,

Mr. Masson. Or stockholders?

Mr, Troamas, That is right,

The Cianyan. So that our staff did consider that this was a
bona fide sale?

Mr. Tnoyas, Yes,

The Craeryax, IHave yvou anything further to present this morn-
ing, Mr. Manson !

Ml. Maxson. No: that is all,

The Cramran. Have you amﬂmm more. Mr, Hartson?

Mr. Harrson. 1 have not this mor ning. Senator.

The Cmamyaxn, Is Mr. Graton, who “examined the copper cases,

present now?
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My, Harrsox, He is not, Senator. He went back to Cambridge i
order to get some data, which he has in his own files there.

The Criaicyman. There is to be a meeting of the Interstate Com-
merce Connnittee to-morrow morning, which Senator Watson and I
desire to attend, and if it is agreeable we would like to adjourn these
proceedings until Friday.

My, Harrson. It would be entirely possible to wire Mr. Graton not
to come ‘to-morrow, and to put it over until any day that is con-
venient. I think he would be very glad to come at any time that
would be convenient to the committee.

Senator Warsox, To-morrow will be Thursduy. We had better
adjonrn nutil Friday, then.

The Cuamanan, Yes; if agreeable to Senator Jones, and if it does
vot inconvenience the bureau we witl adjourn over until Friday, Is
that agreeable to vou?

Mr. Haweson, That is =atisfactory to the bureau. In that event,
may 1 be authorized to wire Mr. Graton to the effect that we will
want him on Friday morning

The Cuaieman. Yes, we will adjourn now until Friday morning,
at 10.30 o'clock.

(Whereupon, at 11.30 o'clock a. m., the committee adjourned until
Friday. January 30, 1925, at 10.30 o'clock a. m.)



