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INVESTIGATION OF THE BUREAU OF INTERNAL REVENUE

THURSDAY, MAY 21, 1925

Unitep STaTes SENATE,
SreciaL CoOMMITTEE TO INVESTIGATE THE
: Boreau n* InTerNaL Revenue,
. Washington, D. C.

The committee met at 10 o’clock 8. m., pursuant to adjournmeny
of yesterday.

drﬁgent: Senators Couzens (presiding), Jones of New Mexico,
and King,.

Present also: Mr. L. C. Manson, counsel for the committee,

Present on behalf of Buresu of Internal Revenue: Hon. McKenzie
Moss, Assistant Secretary of the Treasury; Mr. C. R. Nash, Assistant
to the Commissioner of Internal Revenve; Mr. A. W. éyegg, So-
licitor Bureau of Internal Revenue; Mr. J. G. Bright, Deputy Com-
missioner'of Internal Revenue; Mr. J. B. Milliken, attorney, office
i)f the solictor; and Mr. F. D. Strader, attorney, office of the so-
icitor.

B

Mr. Greee. I would like to make‘a short statement in connectiom

with the case of the Pure Qil Co., cne of the companies as to which
reference was made by Mr. Fay in his last report, you will remember ?

Mr. MansoN. Yes. :

Mr. Greee. He questioned the valuation as of November 30, 1916,
when he said the actual discovery had been made in 1914.

Mr. Manson. Yes. : ,

Mr. Gerae, The facts are that in 1916 the proglert was acquired
by & new corporation, and they valued it as of the J;.te of acquisi-
tion. There was no question of discovery in it. That was the rea-
son the valuation was as of November 80, 1916, instead as of 1914.
That, I think, answers his whole objection to the settlement.

Mr. Maxson. If the property changed hands in 1916, after dis-
covery, it would seem to me that the purchase price would govern
the depletion. :

Mr. Greac. That is true, There was no discovery value allowed
in the case, but you see, the property had to be valued because it was
acquired for stock.

r. Manson. Oh!

Mr. Greeo. And it was valued as of November 30, 1916.

Mr. Manson, I see, ~ :

Mr. Grroe, Instead as of 1914, the date the discovery was made,
!;gizuse of the fact that it was acquired for stock on November 30,

3663



8664 INVESTIGATION OF BURFAU OF INTERNAL REVENUE

The Cuairman. I think we would like to look into that, because,
as I remember the case, Mr. ¥'ay made the statement that there was
a discovery.

Mr. Manson. Yes; I will look into that.

The Cramman. And discovery value allowed, and ulso that the
value was excessive.

M. Manson. Yes.

Mr. Gaeca. It was excessive, based on the fact that a higher price
of oil was used in 1916 than the posted price in 1914, when he said
that discovery was made. Well, he is right, the price of oil was
higher, but there was no discovery value allowed in the case, and
it was valued as of 1916, because 1t was acquired on November 30,
1916, by the corporation.

Mr. Manson. I will look inte it, and I might say at this time
that I will be prepared to discuss Mr. Gregg’s reply in the Gulf Oil
case to-morrow.

I asked the unit to have some one here this morning to discuss the
application of what is known as ‘A. R. R. No. 34. A. R. R. 34 was
a recommendation of the committee on appeals and review as to the
method to be used in determining the value of the intangible assets
of a corporation or of an individual-—the good will and the going
values, values of patents, trade-marks, and intangible values og that
character, where there were no sales at or about the date as of which
valuation was to be determined; and this committee’s recommends-
tion lays down a general method to be followed, which, as I under-
stand 1it, is considered at least by the unit as a starting point in
the proper method of ascertaining these values.

fIn order that we may have this before us I will read that portion
of it.

Senator Jones of New Mexico. Was that prepared by the unit?

Mr. Manson. This was prepared by the committee on appeals and
review as a recommendation to the unit of a method to be followed

“in gscertaining these values.

The CrammaN. What date was that?

Mr. Grega. The values of intangibles.

Mr. Manson, It is published in cumulative bulletin of June, 1820.
None of thess rulings appear to be dated. I have often wondered
why it was; that is, I mean the published :ulings do not appear to
have any dates.

Mr. Grege. The rulings themselves are dated, but the date is not
published.

Mr. Mansor. I know; but when you get back to the original
ruling it is dated, but the dates are not published. ‘

The CeamMan. Why are the dates not published? Is there any
reason for it?

Mr. Greca. No reason at all. .

The Cuamrman. I find that by not having the dates, it is difficult
for me to follow the sequence of these hearings. A

Mr. Greee. This was not & hearing on this specific case at all.

L The Caamman. I am talking about the hesrings we are holding
ere.

Mr. Grege. Oh!
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Mr. Manson, For instance, you can tell when e ruling is pub-
lished, but it is necessary to go back to the case in which the rulin
was made and get the original ruling before the facts are deletmf,
in order to ascertain the exact date on which tho ruling was made.

The first two methois set up in this recomnmendation——-

Senator Jongs of New Mexico. Do yon not think it would be
better, and that it would correct the situation, if in future publica-
tions you gave the dates?

Mr. Grege. I do not see the necessity of publishing the date
Senator Jones, when we publish a ruling. 1 see no necessity o
giving the date of its issuance, althouggh 1 see no objection to it.

Senator JonNes of New Mexico. Well, I can see a very important
reason that a person reading it should know whether it is a recent
ruling or an old ruling, or whether it should apply to a thing. X do
not see how you can reaily get the force of any of those rulings
unless you know the dates when they are promulgated.

Mr. Grece. Of course, all of them are issued in the bulletin
shortly after they are promulgated, except in the situation that I
referred to yesterday, where about two years age we dug up a lot
of old ones.

Senator Jones of New Mexico. Well, a person would want to
know whether it was one of those cases or not. ’

The Cuarman. The absence of the date seems absurd to me. For
instance, even though they are published three weeks after they are
issued, during those three weeks a case may have been dealt with and
a taxpayer not know that the rule was in existence nor the date
when it was promulgated.

Mr. Greca. I do not see that that is any hardship on the tax-

ayer. It is binding on the department when it is issued and when
1t 1s published, but not before.

The Cuairman. But the taxpayer does not know that it is bind-
ing on the bureau. That is the difficulty in the whole thin%, that
the taxpayer does not know that anything is binding on the bureau
half the time, nor what the bureau’s rulings are.

Mr. MansoN. This ruling is known as A. R. R.or A. R. M, as I
have it. Which is it—A. R. M, or A. R. R.¢

Mr. Nasa. A. R. M.

The Cuairman. In that connection, Mr. Manson, when you first
started out you said it was a recommendation' to the bureau. Do
we understand that that is the rule, then, because it was a recom-
mendation ¢

Mr. Manson. Well, I am coming to that. That is one of the
things 1 wanted to find out this morning.

The Cuamman. All right.

Mr. MansoN. I de not know; it has been followed in & good many
cases; but I have not, by such investigation as we have been able
to make in the bureau, come to any satisfactory conclusions as to
the methods used in arriving at these values, and for that reason ¥
asked the bureau to have men here this morning who could speak
with authority on the subject in order that we may get at the facts. .

Senator Jones of New Mexico. Now, let me understand that.
That ruling was promulgated when?

Mr. Manson. It was promulgated some time prior to June, 1920,
because it was published in the cumulative bulletin of June, 1920.
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Mr. Grece. It was handed down under date of February 6, 1920.
The Cnarrman. It was not published until June, 1920.
Mr. Manson. I do not believe that. I think it was published in

one of the weekly bulletins.

Mr. Grega, In the weekly bulletin ¢

Mr. Manson, In the weekly bulleting yes; but I find it in the
cumulative bulletin, which is published once in six months.

The Cuairman. There are always a cumulstive bulletin and
weekly bulletin?

Mr. Manson. Yes; there is a weekly bulletin, and at the end of six
months those publications, which come out weekly, are consolidated
into 8 cumulative bulletin.

This recommendation 1s as follows:

The commlittee has considered the question of providing some practical
formula for determining value as of March 1, 1913, or of any other date, which
might be considered as applying to intangible assets, but findsg itself unable
to lay down any specific rule of guldance for determining the value of in-
tangibles which would be applicable in sll cases and under all circumstances,
‘Where there i8 no established market to serve as a guide the question of value,
even of tangible assets, is one largely of judgment and opinion, and the same
thing is. even more true of intangible assets such as good will, trade-marks,
trade brands, ete. However, there are several methods of reaching a con-
clusion as to the value of intangibles which the committee suggests may be
utilized broadly in passing upon questions of valuation, not to be regarded as
controlling, however, If better evidence 18 presented in any specific case.

Where deduction is clalmed for obsolescence or loss of good will or trade-
marks, the burden of proof is primarily upon the taxpayer to show the vnlue
of such good will or trade-marks on March 1, 1913. Of course, if good will
or trade-marks have been acquired for cash or otker valuable considerations
subsequent to March 1, 1913, the measure of loss will be determined by the
amount of zash or value of other considerations paid therefor——

The CHairMaN. The measure of loss, you say?

Mr. Manson. Yes; in the case of a patent or the good will of a
concern, or the trade-mark, which was acquired subsequent to March
1, 1913, and we will say it is lost, as would be the case with a trade-
mark on whiskey by the prohibition raen.

Mr. Moss. You mean acquired for cash or some value that was as-
certainable?

Mr. MansoN, Yes. Their loss would be measured by what was
paid for it. .

The CuAIRMAN. A{nd also, I suppose, the depletion in the case of
the term of a patent?

Mr, Mansown. Yes. T will go back there. [Reading:]

Of course, if good will or trade-marks have been acquired for cash or other
valuable considerations subsequent to March 1, 1913, the measure of loss wiil
be determined by the amount of cesh or value or other considerations paid
therefor, and no deduction will be allowed for the value of good will, or trade-
marks bulit up by the taxpayer since March 1, 1913. The following sugges-
tions are made, therefore, merely as suggestions for checks upon the sound-
ness and validity of the taxpayers’ claims. No obsolescence or loss with re-
spect to good will should be aliowed except in case of actual disposition of the
asset or abandonment of the business.

In the first place, it I8 recognized that in numerous instances it hus been
the practice of distillers and wholesale liquor dealers to put out under well-
kanown and popular brands only so much goods as could be marketed without
affecting the established market price therefor and to sell other goods of the
same identical manufacture, age, and character under other brands, or under
no bread at all, at. figures very much below. those which the well-known brands
commanded. In such cases the difference between the price at which whisky
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wan soid nnder a given brand and also under avother brand name, or nuder no
brand, multiplied by the pumber of units sold during a glven year gives an
accurate determination of the arnount of profit attributable to that brand during
that yeur; and where this practice is contfnued for a long enough pertod to
ghow that this amount was fafrly constant and regulnr and wmight be expected
tc yieid apnually that average prefit, by capitalizing this earning at the rate,
say, of 20 per cent, the value of the brand is falely well established.

Another method is to compare the volume of business done under the trade-
mark or brand under consideration and profits made, or by the business whose
good will is under consideration, with the similar volume of business and profit
made in other cases where good will or trade-mark have been actually sold
for cash, recognizing as the value of the fiyst the same proportlon of the
selling prive of the secoud as the profits of the first atiributuble to brands or
good will ir of the similar profits of the second.

I now invite the committee’s particular attention to what follows:

The third method, and poesibly the one which will most frequently have to
be appllied as a check in the absence of data necessury for the application of
the preceding ones, is to allow out of average earnings over a period of years
prior te March 1, 1913, preferabiy not less than five years, a return of 10 per
cent upon the average tangible assets for the perlod. The surplus earzings will
then be the average amount available for return upon the value of the wntan-
glble assets, and it is the opinion of the committee that this return should be
capitalized upon the basis of not more than five years' purchase—that is to
say, five times the amount available as return from intangibles should be the
value of the intangibles,

In view of the hazards of the business, the changes in popular tastes, and
the difficulties in preventing imitation or counterfeiting of popular brands
affecting the sales of the genuine goods, the committee is of the opinion that
the figure given of 20 per cent return on intangibles is not unressonable, and
it recommends that no higher figure than thet be attached in any case to
intangibles without a very clear and adequate showing that the value of the
;ntangllbles was in fact greater than would be reached by applying this

ormula.

The foregolug is intended to apply particularly to businesses put out of
existence by the prouibition law, but wiili be equally applicable, so far as the
third formula is concerned, to other businesses of a more or less hazardous
nature. In the case, however, of valuation of good wili of a business which
consists of the manufacture or sale of standard articles of everyday mecessity
not subject to viclent fluctuations and where the hazard 18 not so great the
committee is of the opinion that the fignre for determination of the return on
tangible assets might be reduced from 10 to 8 or 9 per cent, and that the
percentage for capitalization of the return upon intangibles might be reduced
from 20 to 15 per cent.

In any or all of the cases the effort should be to determine what mnet earn-
ings a purchaser of a business on March 1, 1913, might reasonably have
expected to receive from it, and therefore a representative period should be
used for averagipg actual earnings, eliminating any year in which there were
extraordinary factors affecting earnings efther way. Also in the case of the
sale of good will of a going business the percentage rate of capitalization of
earnings applicable to good will shown by the amount actually paid for the
business should be used as a check against the determination of good will
value as of March 1, 1913, and if the good will is sold upon the basis of
capitalization of earninge less than the flgures above indicated as the ones
ordinariiy to be adopted the same percentage should be used in figuring values
as of March 1, 1913,

I would like to know who is present that the bureau deems quali-
fied to discuss this rule.

Mr. Grroe. We have with us this morning Mr, Milliken and Mr.
Strader, who are both familiar with it.

Mr. Mansown. In the case of an . ‘dinary manufacturing concern,
when the average earnings for the period to be used as the basis for
determining value have been arrived at, and the amount attributable
to good will has been determined; in other words, after you have
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eliminated the amount that you set aside upon the tangibles, what
percentage is ordinarily used for capitalizing the earnings at-
tributable to intangibles for the purpose of arriving at the value
of the intangibles?

Mr. Miuiaken, Well, the first theory to apply would be to apply
an average rate for intangibles, as is laid down 1n the memorandum.
If it is a particularly hazardous business, we would allocate 10 per
cent as a fair return on tangibles. If it be & nonhazardous busi-
ness—for example, if a person is manufacturing a device that is of
universal use, where a person may have a patent that amounts to
practically a monopoly, the business woul(i not be considered us

azardous——

Mr. Manson. That is, some article of everydgy use?

Mr. MiLLixken. Yes.

Mr. MansoN. And there is a practical monopoly of the manufac-
ture of it?

Mr. MiuukeN, For instance, I would illustrate it by a case that
came up yesterday. It is a case of a concern in Pennsylvania that
manufactures ingot molds. They have a monopoly on a certain
process by which they have been able tc manufacture, as well as
reduce the cost and increase the efficiency of the article. They
have s practical monopoly on the patented process for the period
of the life of the patent. They have also had extensions of that
patent protecting its use. They have a trade name for that par-
ticular mold, so that the company is not in a particularly hazardous
business. There iz no one else in the Unite«f States that has been
able to successfully compete with them. Its output is 80 per cent
of all the ingot molds used in the United States; so for that com-
pany their capitalization for tangibles should be at the very lowest,
namely, 8 per cent, as outlined here.

Mr. Mansos. That is the lowest factor that is used for the capi-
talization of tangibles, is it?

Mr. Mriuiken. ""nder this A. R. M.; yes.

Mr. Manson. T . is, where you follow the methodg—-

Mr. MiLLigeN. 1 :s; this A. R. M. provides for 10, 9, and 8.

Mr. Manson. Yes.

Mr. MiLuiken. For tangibles.

'alh' QMANSON. And 8 per cent is the lowest that you use for tan-
gibles?

Mr. MiLuig=N. Yes; under this A. R. M. here.

Mr. Manson. What percentage did you apply to the intangibles
in this case? .

‘Mr. Miuigen, In this case this company had all of these patents,
of course, before 1913. They had not purchased them. There was
no sale price and no purchase price—no upset price that you could
definitely show. If there had been a purchase or sale price, as this
A. R. M. states it, its provisions would not be applied, because there
was & wore acceptable basis to use. In the absence of that, we had
to resort to some other basis for computation of value of tangibles
and intangibles; so we allowed an 8 per cent return on tangibles,
and this being a nonhazardous business, and the other factors that
1 have mentioned not being present. Now, it being s nonhazardous
business, there likewise should not be a capitalization of 20 per cent,
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for the intangibles, because that is applied when you have a par-
ticularly hazardous business. So we spplied the lowest rate of
return for intangibles. :

Mr. Manson. What is that rate?

Mr. Miunixen, That is 16 per cent,

Senator Jones of New Mexico. Pardon me just & moment; 15 per
cent of what!

Mr. Miaken. Well, we will take, for example—1 am not an ac-
counts 1t, but 1 will try v give you a specific case to illustrate it.

Mr. Maxson. I will give you a specific case and this will answer
it, and the Senator will see what it is.

Assume & case where your net earnings, we will say, will average
$500,000 over a five-year period, and the tangibles are of such
amount that 8 per cent of the value of the tangibles will consume
$125,000 of the net earnings, or, we will say, $225,000. That will
leave you $275,000 of the net earnings over and above 8 per cent of
the tangibles.

Mr. MrnuigeN. That is as I understand it; yes.

Mr. MansoN. In other words, your average net earnings over a
5-year period are $275,000 in excess of 8 per cent of the value of
the tangibles?

Mr. MiLLigeN. Yes.

Mr. Mansown. Of the tangible assets?

Mr. Mriuiken. Yes.

Mr. MansoN. I understand that to arrive at the value of the in-
tengibles you divide $275,000 by 15 per cent, or fifteen one-hun-
dredths. In other words, you find the amount that $275,000 is 15
per cent of?

Mr. Straper. You divide by fifteen one-hundredths, or multiply
by 623, the same thing.

. Mr. ; ansoN. Do you understand, Senator Jones, what the method
is now ,

Senator Jones of New Mexico. No. I want to know, do you take
the net income of the business for the Year and get your 15 per cent
on that as a basis for determining valuation? :

‘Mr. MimuigeN, What you do is this Senator: As the recom-
mendation there sets forth, you take a 5-year period prior to March
1, 1913. That is the vaiue on basic date we are trying to arrive at
the value of March 1, 1913; so you take five years. You take all
of those earnings as the five years’ earnings together and divide the
total earnings by five, so as to get the average earnings applicable
over that mri0£ Now, if it so happens that at any time in that
period there has been an unusual situation developed, it may throw .
out this computation entirely. For example, you might have had
during this period—this company got an unusual contract and had
forced out all other contractors by, we will say, false competitive
bidding or underselling or unfair practices; so that if you take any
one of those things in the five years, you would have an income that
would be enormous, which is'not the ordinary income. This recom-
mendation makes provision for such & contingency as that; but let
us assume that it fairly averaged in all of the years and there was
nothing unusual in the business. ) '

Mt. Mawsox. That is, that you have a constant condition ¢

$2919—26—rpr 18-—2
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Mr. MiruigeN. Yes.

Mr. MansoN. A more or less constant condition$ L

Mr. MitLikeN. Yes. The theory back of it, as I understand it, is
this: Suppose, coming up to March 1, 1913, you have a business, and
you have large earnings from that business. This business is built
up by a certain good will.

For example, T will take the case of the Yale-Towne Lock Co.
They manufacture practically ail the locks in the United States, and
yet the patent on the Yale door lock expired years age, and every
concern in the United States can manufacture an identical lock, the
identical patented device, as can the Yale & Towne Manufacturing
Co. The patent has expired. It is public property; but yet the
Yale & Towne Manufacturing Co., by the high efficiency of their
workmen and by the good will of their product, and bir the quality of
the goods which they have produced, are able to actually get sbout 16
per cent move for the same article than a competitor can, or any
other lock company in the United States. Is there not a value there
that the Yale & Towne Manufacturing Co. has built up aside from
their tangible investment?

Senator Joxes of New Mexico. You are just touching on what I
have in mind. You say that they are able to get 15 per cent more.
Do you mean 15 per cent for the individual lock or the individual
article which they turn out? .

Mr. Miuiiken. I say that for the lock that is manufactured by
this company there is an identical lock manufactured by competitors,
and yet the Yale & Towne Manufacturing Co. gets 15 per cent more
money for their lock than do any of their competitors.

Senator Jones of New Mexico. For the purpose of estimating the
value of that good will or trade-mark, or Wﬁatever you may call
it——

Mr. MiLLIkEN. Yes.

Senator JoNes of New Mexico. Do you take 15 per cent of the total
output of the facto’i'y? :

Mr. Mu.ixexs. Their earnings over a period of five years; not
the total output of the factory but their total earnings during those

ears, after they have deducted such expenses as cost of material,
aber, etc. It is actual net earnings over that period of five years.

Senator Jones of New Mexico. You take 15 per cent, you say, of
the price, and attribute that to earnings of good will? ‘

Mr. MiLuken. No; it just happened in this case that that 1s so.

_Senator Jones of New Mexico. Well, we will take that case as an
illustration.

Mr. Mitukexs. All right.

Senator Jones of NewLMexico. That is what I am trying to get at.

Mr. Miuiken, Al right.

Senator Jones of New Mexico. That 15 per cent amounts to a
definite sum of money as an annual return.

. Mr. Miuiken. Yes.

Senator Joxes of New Mexico. Then, what rate do you expect to
earn on your capitalization—15 per cent?

Mr. MiuikeN. No. You earn 8 per cent on your eapital invest-
ment, on your tangible assets—— .

.

Senator Jones of New Mexico. I am talkiﬁg.about intangibles,
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Mr. Minuigen. All right. 'We have a specified thing, the tangibles.
The company has to have a fair return cn their tangible assets, then.
The company should have a fair return on the actual value of its
business. Now, we are trying to determine that value. Suppose
their carnings were $500,000 over that period?

Senator Junzs of New Mexico. You mean the net profits?

Mr. MisskeN. The net profits; just take the situation that Mr.
Manson spoke of.

Sepator Jonks of New Mexico. A hundred thousand dollars a
year.

Mr. Mutaran. All right, sir. Well, it would be more than that.
It is $500,000, but suppose you take a five-year period and it averaged
for all of those years g.’iO0,000 earnings.

Senator Jones of New Mexico. KFor each year?

Mr. MinuikeN. For each year. Now, still taking that—and, of
course, this would be a nonhazardous business, but we will say it is
hazardous, just to get round figures—we will assume that 10 per cent
of the earnings relates to tangibles—-—

Senator Jones of New Mexico. No; take 15 per cent.

Mr. Minuiken. All right; say $275,000 is the average earnings
attributable to intangibles, which we will capitalize at 15 per cent—-
Senator Jones of New Mexico. All right, i

Senator King. That is $275,000 of profit? _

Mr. Murigen. Yes. ,

Siem;tor Kine. Out of the $500,000 that you attribute to intan-
gibles

Mr. MiuigeN. Yes.

Mr. Manson. My question was this——

Senator JonEes of (kew Mexico. Hold on. Let me clear this up
first. Go ahead.

~Mr. Mpuuixen. All right. Take $275,000, which we will say is
attributable to intangibles— _

Senator Jones of New Mexico. All right; take $300,000; that will
be easier.

Mr. Manson. All right. Take $300,000, and we will say it is 15
per cent. We have reduced it down to that. It would be $108,000.

Senator Jones of New Mexico. For what?

Mr. MiuLigen. The value of the intangibles. We would not allow
them the whole sum.

Senator Jones of New Mexico. Now, do you mean to say that yon
put a value of only $108,000 on intangibles when they bring in a
return of $300,000 a year?

Mr. MiLLigeN. Yes, sir.

The Crarman. I think that is wrong. It should be $2,000,000.

Mr. MiLuixen. Oh, yes; $2,000,000.

The Caairman. They multiply it by 624.

Mr. Muruiken. Yes; my computation was in error.

The Caamrman. Yes. In other words, they fix the intangible value
at $2,000,000, Senator, because they earned $300,000.

Senator Jones of New Mexico. Then, you fix it at that because it
will earn 15 per cent of that amount during the year?

. Mr. Mnuiken, Yes.

!
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Mr. Manson. I do nov know that you can answer this question, but
I hope that some one here can.

The case you mentioned of the Yale & Towne Manufacturing Co.
is a very conservative business, is it not?

Mr. MiLuiken. Yes; it is.

Mr. Manson. Their good will does not depend upon their patents;
it depends upon the established business, their name for making good
locks, does it not? ‘

Mr. MiLtagen. And their trade-marked article.

Mr. Maxson. And the trade-mark article; yes. In other words,
people want the Yale locks because they know what a Vale lock is?

Mr. MiLuiken. If somebody else could put the trade-mark * Yale ”
on a lock and produce as good a lock in other respects they would
get the same basiness,

Mr. Manson. But it is a conservative business, the profits of which
from year to year can almost be anticipated ?

Mr. MiLLIkEN. Yes.

Mr. Manson. Now, do you know upon what theory 8 per cent
upon tangibles and 15 per cent upon intangibles is used for the pur-
pose of valuing a conservative manufacturing business when 5 per
cent is used for the purpose of valuing an oil well?

Mr. Grecs, May g answer that?

Mr. Manson. Yes.

Mr. Greea. Five per cent is not now used in valuing oil wells. The
memorandum of instructions to the oil and gas section, which I one
day read into the record, provides for a discount factor of 10 per
cent, and, again, the hazard there is taken care of through other fac-
tors than the discount. This 15 per cent for the capitalization of the
earnings of intangibles includes both discount and the hazard factor.

Mr. Manson. In the case of all businesses that come before you for
valuation there is some irregularity in net earnings from year to year
during any five-year period that you select, is there not ?

Mr. Miurken, I should say it would be very rarely that it would
be constant.

Mr. MansoN. Yes. In some of them there is a decided trend up-
ward, is there not?

Mr. MiLLiken, Yes. .

Mr. Manso~n. And in some of them more or less of a trend down-
ward ¢

Mr. MmLiken. Yes.

.er. ?MANBON. What consideration do you give to those trends,
if an

Mr:ty Mruiken. Well, we try to develop what is the cause of the
trend, why has that trend been downward? For instance, a com-
E:my might show decreased earnings. We will say they were very

igh at the beginning of the five-year period, before 1913, and we
will say, when we get up to 1912, they might be less than at the
beginning of the period. We try to determine those factors to see
what abnormality might be present. For example, it may be dis-
honest employees; there might have been embezzlement ; there might
have been unfortunate investments in businesses without the sco
of the corporation; or it may be that the corporation for 1812 was
going through an unusual experimental stage, we will say, on the
perfection of a device that they are now working on.
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The Cumamman. Or it might be that they bought a lot of ma-
terial at an excessively high price.

Mr. MiLuikeN. Yes; or conversely, they might show a large earn-
ing factor in the beginning of the period, which would represent a
lot of materinl purchased at a low price, and a bigh price for the
finished product. There might be any number of those things that
would affect the constancy of the earnings. We try to determine
those things.

Mr. Maxnson. After you have determined those things, what ef-
fect do you give to the trends upward or downward

The éumunmm It would depend upon the facts, would it not?

Mr. MiLLikeNn. Yes; altogether, I should say.

Mr. GireoG. 1 can give you an example of a specific case.

Mr. MansoN. Take a case where you determine the trend to be
one that you can expect will continue in the future.

Mr. Mivuiken, Well, if that ic something that is so apparent at
the end of the period as to show that that company, we will say,
for example—I can give you more of an illustration-——

Mr. MansoN. Well, take the case of the manufacture of wagons
and carriages.

Mr. Mmuikex. All right. Let us take carriages in 1913, 1 as- -
sume that in the automobile industry no one could foresee in 1913
what it was going to be in 1925, and yet I would assume, without
knowing—Ilet us say that there is a gradual decline in the demand
for carriages—but suppose this comi)):my during that time is mak-
ing an average return on its carriage business—take the Studebakers.

Mr. MansoN. Yes,

Mr. Muuiken. Without knowing, we will say that in 1912 they

were beginning to be interested in the automobile industry ; say they
were trying to rearrange their factory, their output, their employees,
their directing heads, to work out some improvement; that this car-
ringe business may be going down—if that be true—and tb ir earn-
ings fairly constant, no abnormality results necessitating &« change
in the computation. We simply take those average periods.
* The Cramman. Let us take up the Studebaker business agam for
a minute, I think the capitalization of the good will and the name
of Studebaker would be just as valuable in the automobile business
as in the carriage business,

Mr, MiLuiken. It would probably be more so.

The CuammaN. Yes; so that might be considered as an individual
fact in determining the good will in a case like that.

Mr. MiiuikeN, Yes. :

. Mr. Manson. Take the case of a carriage manufacturing business,
which in 1913 made no plans——

Mr. Mizuigen. All right.

Mr. Manson. To go into the automobile business, and there had
been a consistent dropping off. Just to illustrate, suppose we start
off with $500,000 in 1908 as the net income attributable to good will.

Mr. Minuxen. Yes.

Mr. MansoN. And that goes down to $350,000 in 1909, to $400,000
in 1910, and on down to $50,000 a year at the end of 1912.

Mr. MiLuikeN, Yes, ‘

]
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Mr. Manscs  That would bring it down o $300,000 10 1912, Mow,
for the purpu« of ascertaining the value of good will of thet com-
pa&x‘v, would you take an average of those preceding five yesist

r. Minuken. It would be necossary to analyze the cause and
nuture of the decline and give the seme proper consideration in
working out the computation.

Mrx. Manson. On the other hand, assume that you had e company
that in 1908 had net earnings attributable to good will—that is, after
taking care of its tangibles—af $50,000, and its business was con-
sistently incressing, o that its net earnings attributable to good
will wers ulcmaﬂing $15,000 & year.

Mr. Minziken, Yes.

Mr. Mawsox. Down io and including 19127

Mr. Muwiaken. Yos,

Mr. Mansoy. Would vou siso take u flat aversge of the net earn-
{)ngga ?ttributame to gpood will during that five-year period 28 the

Axis

Mr. Murxen. 1 woulid answer the same should be done as in
the case of declining earnings just veferred to,

Mr. Manson. In such a case as that it might be an automobiie
plant that was just getting started.

Mr. MinLigen, Yes.

Mr. Manson. We will say that they had gone on {or a couple of
years and had gotten to the point where they had & net, an actual
iep ereaing of Cver (0 par cont on heiv tangibles, and in 1908 they
had net surnings attriiutable o mu;gnbias of $hit, in 1909 of
$100,000, sud so on up to the end of five years, at which time it
would be %250,000. Would vou apply the same percentage to the
capitalization of the wzood will in both of those instances under
such circumstances?

Mr. Mictizen, I would anaivze uil factors as heretofore answered
a4 in esse of fownward or upward frend of earnings.

Mr, Mangon, Then the result would be that vou would capitaiize
the good will of u company that was on the declins at the rate of
$50,000 a yeur in 1913 ai s higher figure than yor would capitalize
the good will of u company whose business wss ascending at a
regular, consistent rate of $50,000 a year?

r. MiLLigen, Well, of course, that would go nack to another
factor. Suppose yon had $500,000 earnings at :1912. That has
oceurred for one pericd. Now, it is going up each yoar, bul what
roason i there to assume that it 1s going to continue for the rest of
the time, snd to take the high earnings

Mr. Marson. 1 am not arguing the proposition. I am trying to

et ut the facts.
" Mr. Mizugen., Mr. Strader is here. He was probably with the
bureau at the vime, in 1920, when A. Ii. M. 34 wae promulgated. He
knows more about it than I do. Jf he can give you anything on it
out of his e serience, © would be very glad to have him speak.

Mr. Manscy. What would your answer to that situation bet

Mr. Syrapre, I think if there was a gradusl trend of earnings
uy-ward over a five-year period, we would try to reasonably antic:-
prte whethe or not the-e earni g8 were going to continae, and
all ~f the - vrounding sod atteudsrt circumstances indicated that
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there was going to be a gradual increase, that any reasonable busi-
ness man would buy stock in that company on the basis of such an
increase, we would then capitalize che excess earnings at a lower
figure, or make a theoretical increase in the average earnings.

Mr. Manson. Can you cite us to any case where you actuaily have
anticipated an average increase in the earnings attributable to good
will, and have capitalized your nnticifﬁatad increase, or, on the other
hand, where you have anticipated a future decrease, and have taken
that into consideration

Mr. Straper. 1 can not give you the name of any concern. Such
a computation would ai)pear reasonable to me,.

Mr. Gurge. I think I can give you a sgeciﬁc case on that, It is
the Jobn B. Semple case, the valuation of a process of 1913. This
inventor had perfected his patent, a3 I remember it, in 1906. It
was on some type of device on high-explosive shells, and the earn-
ings from the patent had increased steadily each year up to 1913,
s the patent was adopted and accepted by other governments,

He came in with afidavits on valuations of $5,000,000—from every-
one who ever heard of the patent, including Adwmirals Sims and the
officials of the War Department and of the Navy Department—we
gave it a value of $400,000, but because of the fact that their earnings
were increasing year by year, we used not the five-year period prior
to 1913 but we used the 3-year period, and then took the two years
subsequent, and took an average from that.

Mr. M:nukeN. That was the John B. Semple case.

Mr. Grrea, Yes.

Mr. MinLiken. T handled that. § remember.

Mr. Manson. That was a patent case, and a patent, of course, is
iinble to expire.. You cited the case of the Yale lock, where dur
the life of the patent they had built up a good will that was as val-
uable, and perhaps more so, than tl.s patent; but in a case where you
nave geod will solely, as you wouid bave in the Yale Lock Co. case
to-day, and where the future expiration of patents is not liable to
interfere st all- :ake thic situation, the case of a company that
starts to manufscture somerhing of vnivorsal use-~that is, of every-
day ise—that there is a grest demand for, and their ability to manu-
facture is limited by a lack of capital; but every year they are turn-
ing their earnings back into the pusiness and increasing their ability
to manufacture, and thereby increasing their net earnings, and they
ars doing that as rapidly as the capital becomes av&ilabg; How do
ynu trest such a case as that?

Mr. Mitagen. i would try to take just the representative years in
that sase. As I said, in these cases, in the absence of any great ab-
normality—suppose the earnings should j\ung from $50,000 to
$500,000, there 1s a very big acnormality, and I think it would be
unfair to the tr=vayer to take the $50,000 and penalize him by that;
s0 1 would take che median, if T conld.

Mr. MansoN, Teke 3 case where you have $50,000 one year,
$100,00¢ the next, $150,000 the next, $200,000 the next, and $250,000
the next. Of course, you have a wide variance?

Mr. Mruker. Yes,

Mr. Aansow. Between the first year and the fifth year.

M: “nwaxes. Yes. -
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Mr. Manson. But you have a consistent incresse?

Mr. MnLiken. Yes.
~ Mr. Manson, Under such circumstances to what extent do you take
into ;zonsideration the possibility of that increase continuing after
1913 '

Mr. Micuikey. Well, there would be questions of fact, of course,
to determine. We are eliminating now the question of the patents
where you know your monopoly is going to play out§

Mr. MansoN. Yes.

Mr. Mizuikiv. We will say it is a household necessity that any-
one could manuracture who has the capital with which to engage
in it. .

Mr. Manson. Yes.

Mr. Miuken. I would simply say in that case it would be unfair
to take the first year of that company and only apply that, but
would take a median there, probably a year after 1913, as has been
done in some cases. :

The Cuarrman. At this point I would like to suggest that Senator
King has to leave town, and Mr. Bright—-

Senator Kine. No; I am not going. :

The Crairmax. You do not want o interrupt us now, so as to in-
terrogate Mr. Bright?

Senator Kina. No.

Mr. Maxson. In most instances, you would take, under such cir-
cumstances, one or two years, then, subsequent to 1913, and you
would not go back five years prior to 1913%

Mr. MiuLigeN. If there was such a great abnormality as a differ-
ence between $50,000 and $500,000 & year I would not ; no,

My. Mansox. Do you call a decided trend upward or downward,
which is consistent, an abnormality ?

Mr. MiLuiken, It would seem to me in the nature of an abnor-
mality.

Senator Kina. Take a copper company whose earnings are con-
sistently going upward, but sometimes steps are much greater, be-
cause of a foreign demand or because of a local demand having been
increased ¢

Mr: MrtLiken. Yes.

Senator Kina. You call that an abnormality, do you, because it is
a departure from the rule which you have enunciated ¢

Mr. MiLugen. T do not think simply a fortunate circumstance.
but suppose you were going through a war, that you had a year of
war, where there was an unprecedented demand for copper. 1 would
not say that that would be an unusual situation, but would be simply
a circumstance-in the business, which would probably be unusual in
its character and not recurring; but where you have a copper com-
pany that started ont in 1913, and they buy a smelter, whic they use
In connection with a copper mine, or they have other fortunate cir-
cumstances, or if they are having a different grade of copper——

- Senator Kixa. There are no different grades of copper. Copper is
copper.

Mr. MiLuiken. I thought so, too, Senator, until T went to Arizona
to practice law. I got into a little case out there which showed me
that copper was not copper.
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Senator Kina. Maybe you are speaking about ores.

Mr. MiutikeN. Yes,

Senator King. But I am talking about copper itself.

Mr. MiLuiken, Well, when you get copper in its last analysis, cop-
per is copper, I guess.

Senator King. It is an element.

Mr. Mirniken. Yes.

Senator Kine. You can not transmute it into gold or anything
else as yet.

Mr. Miriaxen. No.

Mr. Manson. To get back to this matter of an abnormality which
would justify a departure from the ruling of taking the five-year
average, would you consider a consistent growth from year to year,
we will say, of a company that starts out with earnings attributable
to good will of $50,000, and which increased regularly every year
$50,000; would you consider that abnormal ¢

Mr. Mivuiken. It would seem to me so, if it is going up to $500,-
000 from $50,000. .

Mpr. Manson. At the end of the first year?

Mr. MicuxkeN. That would deperd on the facts.

Mr. Maxsor. And you would consider, on the other hand, & situa-
tion where the company had earnings of $500,000 in 1908, which
decreased almost constantly ; in other words, if you were to chart it,
you would have almost a straight line of decrease.

Mr. MinuigeNn. That would be an appreciable decrease, and that
works both ways. It is a twe-edged sword, 1 think.

Mr. MansoN. Yes.

Mr. Mivurken. For instance, it is unfair to the Government to
value good will on March 1, 1913, by taking in these enormous years
back here and getting a lurger vaiue, when a fact may be present,
and allow the taxpayer that; and, conversely, it is unfair to the
taxpayer if he has an unusually bad year back here, we will say, in
1918, and his earnings bad advanced from $50,000 to half a million
dollars, he has more value there represented in his good will than
he has been given. ‘

Senator Kine. How can you ascribe any pecuniary value to good
will, becanse some corporation by a windfall on account of a war,
as you said, increases its output a hundred per cent in & year—
how could you ascribe that to good will? It would not be good will
if it had been a company just starting up, which would have made
the same jump from nothing to a hundred per cent or a thousand

er cent.

P Mr. MiuLagen. I think you are quite right, if you take a thi
like war; but suppose you take a company—and this is true inu;%
per cent of the cases—a company starting with & certain ecmmodity
that it manufactures. There are other commodities that are prob-
ably just as good, but they do not have the sale for them; they do
not earn the money on them. For instance, the Yale & Towne Co.;
thegeonly have & small per cent of their locks turned back on them
as being defective, and other companies have turned back a la

r cent of the locks which are defective in some respect. The fin-
1shed product that they have turned out has made this good will
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which they have developed. People will buy a Yale lock simply
because they have known them for years.

Senator Jones of New Mexico. Let me ask you this question:
Where a going concern, whether a new one or an old one, offers
beyond the 8 or 10 per cent on the tangible assets, do you attribute
any additional earnings to good will; 1 mean do you attribute to
good will all of the additional earnings?

Mr. MiLigeN. Yes, we do, Senator; as I understand it, unless
there be some evidence to show other values, such as patents. That
is done only in cases where there is no other evidence on which you
can determine that value. Suppose they started out with this patent,
and they paid $100,000———

Senator Jones of New Mexico. But suppose there is not any pat-
ent? Suppose I start in to manufacture needles and pins.

Mr. NIII)LLIKEN. And suppose the company had not bought out
any other compan¥? A 4

genator Jongs of New Mexico. Yes; and 1 start into that business,
and from the beginning I'earn more than 8 or 10 per cent on the
tangible assets. Do you attribute to the other earnings to good will
for capitalization purposes?

Mr. Miixken, Yes; if there be no other factors that should be
taken into consideration.

- Senator King. I think such a policy as that is an outrage, if I
understand it, and is a vrobbing of the Government.

Senator Jones of New Mexico. In other words, if a concern is
prosperous, you sintply, for the pur?poses of this law here, capitalize
ang(excess earnings into good will?

r. MiLrikeN. Now, we will go back as to why that is done. I do
not want to let that statement stand. We will go back as to why I
understand that is so. We will suppose that a company is~——-

Senator Kine. It is done, of course, for the purpose of saving the
taxpayer from pa}ring a tax to the Government.

r. MiLLikeN. Let us see what Congress has provided for it first,
Senator.

The Cuammman. 1 want to disagree with my colleague on that,
because I think there is a good wil‘f in a case such as Senator Jones
has suggested. _

Senator Kine. Then, everybody who :nakes a profit has good will.

The Cuamman. He certainly has, but it again depends somewhat
'ugon the facts; but if he has more efficient machinery, men of better
ability, and he knows how to route his material through the plant
better than somebody else, and he gets a better energy out of his
employees, that certainly is good will, and it certainly shculd be
capitalized differently, and he is entitled to more consideration than
a meribund company, that has no initiative or ability to manufac-
ture,

Senator King. I do not agree with you at all, Senator. I think
that would be productive of the grossest sorts of fraud.

Let me put a case like this: Two persons are engaged in mining,
The deposits of one of them are more. easily removed ; he has better
methods of treatment, he is better equipped, he has better experts; he
makes a profit on his copper or lead of 50 per cent more than the
other fellow; would you attribute that to good will and capitalize
those additional profits upon the ground of intangible assets?
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Mr. Miuiiken, Well, of course, if there is an unusual circumstance
in any business, but I am talking now about just taking the average
run of business.

Senator Kine. That is not unusual. That is the sitdation that
oceurs in every-day life. One farmer will be a little more efficient
than the other. 3

Mr, Miuiagen. Yes.

Senator Kina. One farmer will live a little nearer the market ; one
farmer's land has not quite as much clay in it as the other farmer’s
has: one farmer plowe(}ieeper or has better methods. Are you going
to capitalize the earnings of the more careful or more prudent
farmer, or a farmer who has a little better land or employs more
men and more modern methods; are you going to capitalize his sur-
plus earnings above a certain line, and then allow deductions by
reason of that?

Mr. Miriken. Would you say in connection with that copper
mine that it was worth any more than the other one?

- Senator Kina., It might or might not be.

Mr. Maxson. In the case of the copper mine that the Senator has
mentioned, that has all been brought out time and again before this
committee, that the values which the Senator mentions are capitalized
in the shape of the giving of additional value to the mine. That has
been brought out here time and time again.

Senator Kine. It is absurd, though, to give additional value to a
mine becanse you have a little better method of treatment, becausa
you have a cave-in system instead of a glory-holo system of mining,
or some more impoved methods.

Mr. Ma~son. It has been established here that that is treated by
the bureau not as an intangible value due to good will but that the
value of the mine is determined by capitalizing the expected profits.

Senator King. I think we ought to discover, if necessary-——

Mr. MansoN. And it becomes o tangible asset in that case.

Sanator Kine. T think we ought to discover—because most of the
States are now levying taxes upon intangibles—how many of these
companies that are claiming reductions in Federal taxation, or escape
Federal taxation, on account of deductions for intangibles, are pay-
ing an ad valorem tax upon their property, their intangible assets, to
the States. I venture the assertion that 90 per cent of these corpora-
tions to which you are allowing these intangible benefite are making
no claims for intangible profits, but, upon the contrary, they are
resisting them when made by the States; and before we get through
with these hearings I want to find out the amount that you are allow-
ing for intangibles in the bureau.

{r. Straper. Senator, this question comes up in the case of the
sale of a business, or where a concern quits business, where we have
to determine the profit that they made on the disposition of their
assets, where this good will developed without cost to the taxpeyer.
except through advertising or something of that kind. He gets rnc
deduction in the way of a reduction of income because of good will;
but if he sells his business, and the good will is sold along with it
we will have to determine what that good will was worth on March 1
1913, and this A. R. M. 34 was simply intended to lay down method:
by which good will could be valued, if there was no other way. I-
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there is any other possible reasonable way to determine the value
of good will, this memorandum would not be used. We might be able
to resort to the sale of stock or cash sales of good will in a similar
business, ot something of that kind.

Senator Kino. Let me interrupt you there. In reply to the hypo-
thetical suggestion made by Senator Jones, where he starts in in the
manufacture of needles and pins. He invests $500,000 for machinery,
and he makes 8 or 10 or 12 or 15 per cent. Would yon capitalize
that additional profit above the 8 per cent and attribute those earn-
in%ﬁ; to intangible assets and give him credit for it in his tax?

r. Straper. Oh, no.
© Mr, MiLuiken. I did not have in mind a taxpayer being allowed
# value for intangibles as concerns his current tax return, but a
value solely in accordance with the conditions imposed by A. R. M. 34,

Senator Kixa. Do you, in figuring the tax due, allow anything
for intangibles?

Mr. Mnxiken. No, sir.

Senator Jones of New Mexico. In settling these excess-profits
taxes under the old law, what did you do with this factor of in-
tangible assets?

Mr. Misuiken. Of course, the law provides for the computation

of invested capital and the limitations are provided for in the
statute.
" Senator Jones of New Mexico. We have a current provision in the
Iaw whereby a value must be ascertained, avd that is your capital-
stock tax of a corporation. Do you. in figuring the value of the
capital for the purpose of capital-stock tax, include any intangibles
ascertained on this basis?

Mr. Miuiken. Of course, the capital-stock tax is an entirely dif-
ferent thing. T have never worked on anything except income taxes.

Senator Jones of New Mexico. The capital stock 1s imposed upon
the actual value of the stock, and in ascertaining the capital-stock
tax, do vou ascertain the value of the stock on the basis of including
this factor of capitalization of the intangibles:

Mr. Miuikex. It is my understanding, without knowing it, Sena-
tor, to answer frankly that they do capitalize the earnings.

Senator Jones of New Mexico. We ought not to use this question
of intangible assets for one purpose and not use it for another.

Mr. Straprr. In the capital-stock tax, if there are no sales of
stock in sufficient volume to establish a value, and, of course, in
many cases there are not, we do determine the value of stock by
capitalizing earnings, which take into consideration, of course, any
intangible value that it may have, :

Senator Jones. Do you use this basig——

* Mr. Straper. Well, all of the net earnings are capitalized at an
average figure anywhere from 6 per cent, I think, for banks east
of the Mississippi, up to 10 or 12 or 15 per cent. It wili depend——

The Crarraan. That is in a case where there is no segregstion
between the tangible assets and intangible assets? o

Mr., StrapER. Yes, sir.

- Senator Kinc. Let me see if I understand that question of Sena-
tor Jones’s. I may not have understood it.
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Take, for instance, one of these oil companies producing oil in
Mexico. Some of those stocks, as I am told—I have nover dealt in
them, and do not know much about them-—rose in velue tremen-
dously, nearly a hundred per cent, or perhaps more. In levying this
tax on capital stock do you take the par value, or do you take that
swollen value that was justified by virtue of the tremendous
increase ? ,

Senator Jones of New Mexico. May I interrupt? The law says
that you shall take the actual value.

Mr. Naga. Senator Jones, the law says the fair average value of
the capital stock.

Senator Jones of New Mexico. Well, that is the actual value.

Mr. Straver. If there were sales in sufficient volume, that would
establish the value.

'[‘hg CuamymaN. Is not the actual value and the average value the
same ‘

Senator Jones of New Mexico. The fair average value there
means the fair actual value of the stock, or the average of the actual
value. That is what it means.

The CuamrmMaN. The average over what period of time?

Mr. Strapexk., This excise tax refers to a year. We may take the
stock on the stock exchange at 50 at the beginning of a year, and
at the end of the year at 250. What we are after there is the
average.

The Crnairman. So the average in that case would be 150.

Mr. Straper. We would probably weight the average and con-
sider the volume of sales to roughly establish it.

Senator JoNes of New Mexico. Would it not be a fair application
of the tax provision, both with respect to sales of these properties
and nsgto your capital-stock tax, that you should adopt the same
system ¢
yMr. Stravkr. We do where we can. Where there are sales of
stock, we do not apply this A. R. M. 34, because we can value the
assets by measuring the value of the stock.

Senator Jones of New Mexico. But there are thousands and
thousands of stocks that are mnot on the stock exchange at all.

Mr. Straper. That is where we have to use this memorandum,
where there is no cther basis that we can use. We resort to this
theoretical formula when there is absolutely nothing else to rely on.

Senator Jones of New Mexico. Is that theoretical formuls ap-
plied to the capital-stock tax?

Mr. Straner. To some extent; yes.

Senator Jones of New Mexico. “To some extent”; that is not a
definite answer.

Mr. Straber. It is to the extent that earnings are capitalized
where there is no other basis for the determination of the value.

Mr. Manson. Do you use the same rates of capitalization in ar-
riving at the value of stock for capital-stock purposes as you use for
the purpuse of arriving at the value of the stock for income-tax
purposes? - .

NB Straper. No; because in the capital-stock returns there is no
segregation of value of tangibles and intangibles. You simply have
the net earnings. From tho returns you know that the net earnings
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are a hundred thousand dollars, and that the business is earning
around 10 per cent. You capitalize those earnings to 10 or 15 per

cent, or whatever it might be, ) .
Mr. Manson. Is it not & fact that in the case of a conservative

~manufacturing business, in valuin?r for capital-stock purposes, you
- use not te exceed the 10 per cent fa

ctor, while for income-tax pur-
poses you use not less than 15 per cent?

Mr. Sinaper. Well, I would not say that we do not use less than
15 per cent in commercial concerns. There are cases where the evi-
dence justifies a lower rate for good will.

Mr. MansoN. Then, I understand that in a case where this same
business is subsequently sold after 1913, you ascertain the rate that
the purchaser fixed by purchasing the property, and you apply that
rate buck to ascertain the 1913 value?

Mr. Straper. Yes; that is one method.

Mr. MansoN. But in case you have no such evidence as that, is it
not true that in valuing the intangible assets of a conservative mann-
facturer 15 per cent is almost universally used ¢

Mr. Straber, No, sir; that is not true.

Mr. Manson. Then what basis for determining the percentage is
actually used?

Mr, Straber. Well, we have to make a study of the statistics to
see what the average concern having no abnormalities makes.

Mr. Manson. Have you collected such statistics with reference
to different industries in the United States?

Mr. Straper. There is what is known as the median, which showed
t{:e average percentage of the different concerns made prior to
the war.

Mr. Manson. Do you have those statistics compiled in your sec-
tion for use in making these valuations?

Mr. Straber. We certainly have them available.

Mr. Mangson. I would like to have those statistics examined by
one of our representatives. I have been unable to locate them.

Mr. Greaa. It is a published bulletin by the department.

The Caamman. Let me suggest this point, that Mr. Bright wants
to get away, and if there is no objection we might let him make
his statement now. .

Mr. Grese. May I put in just a word about the capital-stock
feature{

The rate used, as I understand it——I may be wrong in this, but
I can look it up—now is 15 per cent on the sapital-stock tax.

. Mr.d Nasn. In any number of capital-stock returns 15 per cent
is used. . .

. I}%r. ngnsox. And 15 per cent is your standard rate on income tax;
i8 it no

Mr. Grega. I think it is probably the most usual rate.

. Mr. Maxson, Yes. Here you have two concerns engaged in iden-
tically the same business. In a case of one concern there is un actual
sale subsequent to 1913, and by reason of that actual sale you find
that the purchaser paid an amount which would net 7 per cent on
the intangibles. Do you, in the case of a similar business, then
a.?ply that 7 per cent, or do you apply 15 per cent for the purpose
of capitalizing intangibles?
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Mr. Grega, I do not know. I should say that if it could be shown
that the sales were made of similar businesses on a 7 per cent basis—
I am not sure that we would go that low, but we would certainly
go under 15 per cent. ' ) L

Senator Jones of New Mexico. I am very much interested in this
question of the capital-stock tax. ,

Here you have a cattle business; a man owns a lot of land and a
lot of cattle. For the purpose of his capital-stock tax, do I under-
stand that you take the net earnings there, allow a 15 per cent profit,
and capitalize those earnings on the basis of 15 per cent, and arrive
at the capital-stock tax in that way?

Mr. Nasu. Not necessarily.

Mr. Grece. No,sir. The capital stock is based on what the statute
says—the fair average value of the capital stock~—and I do not
think anyone knows quite what that means, but we consider in the
gﬁpitul—stock tax three elements. If the stock is.dealt in, we consider

at. ,

Senator Jones of New Mexico. If it is what?

Mr. Greqa. If it is dealt inj if we have sales of it.

Seriutor Jones of New Mexico. Well, we may assume that there are
no sales.

Mr. Greca. Otherwise, we consider both book values of the assets
back of the stock and the earnings of the corporation. We do not
base it on either one entirely. Both are considered.

Senator Jones of New M’gxico. Suppoese you had a concern such
as ¥ have spoken of, where, if you would have the land and cattle
figured at what you might term the market value of that land and
cattle, but g&t it is earning only 4 or 5 per cent upon that valuation,
what would you do regarding the capital-stock tax there?

Mtf Nasn. We would compute the tax on the book value of the
stock. _

Mr. Grree. On the value of the assets back of the stock.

Senator Jowes of New Mexico. Is that fair? You would not
allow any element of good will there?

Mr., Grees, We have o court decision on that in a timber case.
We have a decision of the circuit court of appeals in that case,
wherein they claimed a high value as of March 1, 1913, for depletion
of the timber, higher than was indicated by the earnings of the
corporation. ’ ‘
. Benator Jones of New Mexico. Yes; but that was for & wholly
different purpose than the capital-stock purpose,

The Cuamman. Is it agreeable that we let Mr. Bright make his
statement now regarding the Anaconda Copper Co. case?

'STATEMENT OF MR. J. G. BRIGHT, DEPUTY COMMISSIONER OF
INTERNAL REVENUE

Mr. Brioar. Mr. Chairman, in the hearings before this cornmittee
on May 16 Mr. Nash, assistant to the commissioner, was asked that
I be present at the next meeting of this committee in order to fur-
nish it with a statement as to my reasons for ordering the case of the
Angaconda Copper Mining Co. for the year 1917 to remain closed.

At the time this case was closed in 1920 there existed a great many
confused ideas as to what constituted invested capital, paid-in sur-
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plus, reorganization, etc., and when this case was brought to me on
the question of reopening I was informed that this case had been
closgl after a conference in the office of the assistant to the commis-
sioner, Mr. J. H. Callan, wherein the taxpayer had waived certain
claims with reference to its case, in consideration of the Government
waiving the question of sustained depletion. However, the reason
I decided that this case should remain closed was the stress that was
being ﬁlaced at that time on not reopening cases on which the tax-
payer had previously been advised were closed and settled, as that
al;:peared to be the only way the unit ever was to become current in
the audit of its income-tax cases. Prior to the date that this case was
brought to my attention the tax simplification board had recom-
mended to the commissioner that cases once closed should be allowed
to remain closed in order to expedite the audit. As a result of that
recommendation the commissioner, under date of January 20, 1923,
issued the following order to the Income Tax Unit:

Numerous complainte from varlous sources have reached me that taxpayers
are being subjected to examinations and requests for Information concerning
cased in which the audits have been completed and the cases closed. 8uch ex-
aminations are not advisable and are clearly contrary to the spirit of the aet
and the regulations of the department. The reopening of closed cases should
be the rare exception and not the rule. In the absence of evidence of fraud
or gross error, cases once closed are not to be reopened.

During the summer of 1922 the question was raised as to reopen-
ing the valuation of copper deposits, which valuations were con-
sidered to have been made upon an erroncous basis. For the pur-
pose of disposing of this valuation—of this question—the unit granted
the copper interests a full hearing, which was held in June of 1922,
After numerous conferences in the unit, especially with engineers
of the metals valuation section, the Secretary of the Treasury, under
date of December 16, 1922, addressed a lettér to the president of the
Anaconda Copper Mining Co., which letter I believe has been made
a matter of record before this committee at a previous hearing.
However, I will quote part of that letter which has a bearing on this
Case:

After full consideration of the guestion it is believed that the matter shiounld
be szttled upon & compromise basis. In accordance with this view the valug-
tion of tho copper mines for invested capital and depletion purposes for the
years 1917 and 1918 will be allowed to stand upon the basis heretofore fixed
by the department, but for 1919 and subsequent years the valuation will be
corrected to conform to what the department regards as a more proper method
of valuing the copper iiues,

Senator King, What is the date of that letter?

Mr. Briour: December 16, 1922,

I have approved an order to the Income Tax Unit directing that the taxes .
of copper companies be settled in accordance with the above conclusions.

In view of the fact that this particular case had been definitely
closed with the apﬁmval of the assistant to the commissioner, Mr,
J. H. Callan, and the statement contained in the letter from the Sec-
retary to this company, there appeared to rae to be only one anawer
to the memorandum of Mr. Fay as to whether or not this case
should be reopened, and that was that the ease had been definitely
closed and should remain closed.
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Mr. Manson. Mr. Bright, the commissioner’s order with respect
to closed cases did except the cases in which there had heen gross
errors, did it not¢

Senator Kina. Or fraud. '

Mr. Mansox. Or fraud; yes. And those were excepted from the
operation of that order?

Mr. Brigar. Yes.

Senator Kina, And he further stated that in their exceptions
they should open them anyway.

Myr. Manson. In this particular case there had been allowed an
appreciation to the extent of $30,000,000 as against sustained deple-
tion. In view of the decision of the Supreme Court of the United
States in La Belle Iron Works case, would you not consider that the
allowance of $30,000,000 appreciation constituted a gross error{

Mr. Brigur. Mr. Manson, I do not think the question of appre-
ciation entered into that case. It was a question of the sustained
depletion that was involved there.

Mr. Manson. In what case?

Mr. Briour. In the case of the Anaconda Copper Co.

Mr. Manson. The record clearly shows in the case of the Ana-
conda Copper Co., to get back to Mr. Darnell’s memorandum, that
he ordered appreciation to the extent of $30,000,000 to be offset
against $35,000,000 of sustained depletion. In other words, the
question was not how much depletion had been sustained, and the
question was not what was the value of the mine, but the memo-
rendum of Mr. Darnell specifically stated that $30,000,000 appre-
ciation on the value of the asscts in the Apaconca M ininfg Co. should
be considered as offset against $35,000,000 approximately, sustained
depletion, and that was not only set forth in the memorandum of
Mr. Darnell, but that fact was contained in every memorandum
written upon the subject, and particularly in the memorandum %Ire-

ared by Mr. Tungate, I believe it was, or a subordinate of Mr.
E’ungate’s, which was forwarded through Mr. Fay to you. If that
clean-cut question of law, which had been decided by the Supreme
Court of the United States prior to the time that you wanted that
case closed was a fact in the case, would you not consider that &
gross error ?

Mr. Briour. If it was a gross error; but, Mr. Manson, at the time
this case was under consideration and these matters were up, when
I had Mr. Tungate and Mr. Donsahue in the office talking to them
about that case, they were not decided or sure about the question of
reorganization, or whether or not that consolidation which tovk
place in 1910 could be construed at that time as a reorganization. It
was not definite with them. That was a general discussion, of which
there was no record made.

Mr. MansoNn. Yes.

Mr. BricaT. I only have my recollections as to what occurred at
that conference.

Mr. MansoN. Yes; but there is no question from the record but
that when Mr. Darnell settled this case in 1920, his memorandum
at that time showed that he actually did allow $30,000,000 of ap-
preciation as an offset against sustained depletion, and the Supreme
Court of the United States subsequentiy held that that could not be
done. There is no doubt about that, is there, in the record ?
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Mr. Brionr., So far as the decision of the Supreme Court is con-
cerned, but the last statement of the Supreme Court’s decision was
with reference to depletion and not to the question of appreciation, to
the extent that the matter of depreciation or the like is not before it
for consideration, and therefore it does not answer it.

Mr. Manson. Well, the Supreme Court did hold this in the Ln
Belle Iron Works case, that for purposes of determining invested
capital, a mining company could not consider the appreciation in
the value of its mining property from the date of acquisition to the
date as of which invested capital had to be determined, did it not¢

Mr. Brieur, That is true.

Mr. MansoN. Yes.

Mr. Brionr, But that was in the case of a single corporation.

Mr. Manson. Yes. Then, in this particular case, the offset here
of this $30,000,000 is clearly stated to be due to the appreciation of
the value of the assets of the Anaconda Copper Mining Co.; is not
that truet '

Mr. Bricirr. Noj it does not state that. This is the statement made
by Mr. Darnell:

In the computation of invested capltal for the consolidated companies there
shall be deducted as lmpairment through depletion the difference between the
actual depletion from falr market value suffered, $315,676,623.65, and the $30,-
000,000 of paid-ln surplus of the Anaconda Copper Co. in 1910; that s, in-
stttﬁgl capital I8 to be consldered as Impaired by $5,876,623.50 through de-
pletion.

Mr. Mansox. That $30,000,000 was based entirely upon the ap-
preciation in the value of the invested capital, was it not?

Mr. Brieur. Mr. Manson, the memorandum here does not say any-
thing about appreciation at the time. The memorandum of the
auditor goes into the question. At that time, there was a doubt as
to whether or not this merger or consolidation that took place in 1910
was a reorganization, wherein this company could have taken into
its invested capital its actual value of its property, which was ad-
mitted to be $30,000,000 in excess of the par value of its stock.

Mr. Manson. As a matter of fact, what the Anaconda Co. did at
that time, in 1910, was to increase capital stock for the purpose of
acquiring other properties; is not that correct?

r. Brigur, That is so stated in the record there. I am not famil-
iar with all of the facts. I am only giving you the information, as I
recall it, at the time this case was discussed with me, and they stated
that there was a doubt as to the question of the reorganization.

Senator Kine., If it was a question of doubt, 1t could be easily
ascertained * that is, if that is the only point.

Mr. Brigar. I might siate that at that time we were under instruc-
tions to try to get the cases closed and settled. I have seen cases
coming through which after being worked on for over a year would
be finally settled without the original conclusion being materially
changed. The taxpayers of the country did not know when their
cases were settled, and the way this matter looked to me, with
the doubt expressed at that time, I considered that it having been
fairly considered by the assistant to the commissioner and by Mr.
Darnell, who was considered one of the best engineers that the de-
partment had, to. then go back and rehash it and to go over all these
things again when the case had been closed, should not be done. It




INVESTIGATION OF BUREAU OF INTERNAL BEVENUE 3687

was just a matter of conviction that 1 had at the time, not that there
had imen any error pounting to the extent that is indicated here in
the memorandums shown in the testimony. I never had any thought
of thut. If I had, the thing would have been handled the same ag
any other case that I handle where errors are involved. It was an
honest opinion, honestly arrived at, so far as I was concerned, at the
meeting held in my office and at the time I issued this memorandum,
and I stand on the opinion that I reached at that time. It was
honestly made, and that is all there is to it.

Mr. Maxsox. There were two other questions involved there, to
which your attention was called at that time.

One was the question as to whether the inventory at the beginning
of the year 1917 of the finished product had to be valued upon the
basis of cost, or whether it was to be valued upon the basis of selling
price. The regulations, the law, and your own rulings of the depart-
ment are very clear that the value to be placed was whichever would
s¢ the lower. That involves an item of some $3,000,000. Would you
not consider that a gross error?

Mr. Brigur. Mr. Manson, that question was raiscd in the case of
the Cerro de Pasco C'o. There was an opinion written by the solicitor
with reference to that, where he had allowed that item to be taken
into inventory, or, in other words, to consider it as accounts receiv-
able. This copper was sold under contract, to be delivered later.
The companyv had an actual responsibility for the delivery of that
copper. In some instances payments had been made on it to the
selling agencies, and it was considered in the light of accounts receiv-
able and not as an inventory item, but through their method of book-
keeping it had been taken on to their books as an inventory item,
rather than as an accounts receivable, on the basis of the actual sale
made at the time the contracts were entered into. That, as I under-
stood it, was the basis upon which this question had been handled
and gone through with. There was one opinion one way, and one
opinion another way, and therc was a statement that was handed to
me at the time, which 1 have here in the file:

The question at issue wan the determination of what constituted sales at
December 31, 106, and December 31, 1917, The taxpayer had reported as salea
for 1916 ail of hisx production to the end of the year 1918, both of refined
copper and of copper which had reached the stage of blister copper; and which
was refined in the early purt of 1917,

After dircussion by the interested parties, Mr. Talbert held that the biister
copper was not in a salable condition, since the facts showed conclusivoly
that only refined copper had been sold and delivered. The taxpayer was re-
quired to repert all blister copper at December 31, 1916, and December 31,
1917, as inventory on hand at the end of the year, 'and was required to show
as sales the amount of copper at those dates which had been refined.

This matter had been presented to the committee on appeals and
review, or to Mr. Talbert, who was chairman of the commiitee on
%é»;l)eals and review, and there were present at the conference Mr.

elly, president of the Anaconda Copper Co.; Mr. Evans, general
counsel; and an accountant. This statement was handed to me as a
plart sf the files at that time. 1t was considered and passed on and
closed.

Mr. MaxsoN. Then there was another question involved in this
case after the depletion of the assets.

Mr. Briour. Elimination of intercompany holdings?
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"~ Mr. MansoN. Yes.

Mr. BrionT. Amounting to $3,000,000 more,

Mr. MansoN. So far as appears from the files of the case, the

auditor who wrote this memorandum, which was sent on to ou,
found that there was such a duplication that we could not consider
that a error.
- Mr. Brierr., Teking into consideration that this was a reorgani-
zation and this taxpayer was entitled to a paid-in surplus uc that
time under the conditions, that this company’s property was twics
the value of its capital stoci:, that difference in paid-in surplus would
have offset the adjustment of invested capital as a result of the
d}xplicai::ion or the failure to eliminate certain intercompany holdings
of stock.

Mr. MansoN. Just a minute, now. The Anaconda Copper Co. in
1910 was capitalized at $30,000,000. They contended that they were
entitled to value their holdings as of that date at $60,000,000.

* Senator King, Why?

Mr. Manson. Their claim is based upon the theory that the prop-
erty had appreciated in value.

Mr. BrieaT, Mr. Manson, had there not been a complete survey
made of ell these properties incident to this reorganization, and
valuation fixed by competent engineers, before any dealings were
ever entered into in this case?

Mr. B wson. The value claimed by the company—that is, b
the original Anaconda Co.—on its property was $60,000,000, accord-
ing to the record here. You had allowed them, or at least Mr.
Darnell had allowed them, $30,000,000 of paid-in surplus to offset
$85,000,000 of sustained depletion. The oriiginal $30,000,000 was
capitalized in the first place. Now, having allowed that extra $30,-

,000, upon what theory would the aprreciation in the value of
their property cover an additional duplication of assets of sub-
sidiary companies in the consolidated books? In other words, you
Bla('l 'ailready taken care of $60,000,000,- which was all that t oy

aimed. :

* Mr. BriouT. Mr. Manson, this matter was a question that if they
opened up the case on one point they opened it up on everything;
that is, open it up on revaluation against the Secretary’s orders.
They would have opened up the entire case. It was & case of re-
thrashing and going over the entire case. As I told you before, it
was my honest conviction at the time that the case was proplgrly
closed. That was my belief, and I closed the case that way. That
is the only-answer that-I can give here.

Senator Xine. Well, I think it is quite unsatisfactory, so far as I
am concerved, |
- Mr. Briour. All right, sir. T have honestly performed m duty
to my Government as I have seen it. I did the best that I could.

. Mr. Manson. You spoke of certain things having been waived;
in other words, that the fact that the company had waived certain
claims was a factor which influenced you in settling this case. What
claims had they waived ?

. Mr. Brienr. The statement is contained in the file and the record
of the case that they had claimed them. '

Mr. MansoN. What is it they claimed ?
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Mr. BriouT. I do not know, A e e

Mr. MansoN. Well, did you know at the time you passed on itt

Mr. Bricar. No, sir. : SR

Mr. MansoN. In other words, you then took the position at the
time you passed on this matter and determined not to reopen it;
that you had been informed that they had made some cisims, the
nature of which ’lyou did not know? : :

Mr. Briaar. The statement is made in a memorandum of M,
Darnell, approved by Mr, Callan, . Lo

Mr. MansoN. Yes; that there were some claims that they waived,
and you did not inquire into them to find out what they were? -

Mr. Brigar. No, sir. . ‘ L. ol

Mr. MansoN. Now, to get back to this matter of %;:‘)rnsmg in-
tangible values where good will has already been capitalized on the
books of the company, do you accept valuation thus placed upon good
will in ?lieu of this method of appraisal that. we have been dis-
cussin L
Mr.%hmxm«. Do you have in mind where capital stock was spe:
cifically issued for good will? There the capitalization is increased
and the value back of the stock is the good will of the company. ‘

Mr. MansoN. Yes. .

Mr. Muuken. Of course, if you go back of that and show they
actually had good will you can work out a computation to show it
was actually there, and allow the value. If you can not show it
wg;lsl there, we say that the stock is not bona fidely .issued for good
will. , : . .
Mr. MansoN. I do not mean a case where there was geod will to
sustain the stock, but where a company has carried it into its capital
stock, or has capitalized its good will. Value which it has placed
upon its good will for the purpose of issuing stock against it may be
accurate; it may be inaccurate; the good will may be worth more
or les?s than that. Do you accept that value as placed by the com-
pan '

. MiLLikeN. I would not say that we would accept it just abeo-
lutely, hook, line, and sinker. We would go into tge question to
see whether or not such increased capitalization was warranted b
a fair computation of the value of that good will. If the stocﬁ
was actually issued for good will which was actually in existence,
and we could prove the good will was there the{::e.enﬁﬂed to it

Mr. MansoN. How would you prove it other t by valuing the
good will as of date? - .

Mr. MiLuiken. I would say that we would have to prove it by our
computation here. You might have some factors that are not present
in this memorandum, :

Mr. MansoN. Suppose you had a case where, upon making such
a computation as you have described, you find the:god will is less
than the book value of the stack, less than would be shown by tsking
the book value of the stock which governs in such instances?

Mr. Muuken, I should say that the stock was not issued then
bona fidedly for good will, because good will was not there.

Mr, Grzge. In other words, we take the actual value of the good
will rather than the book value? - . g »‘-

Mr. MiurageN. Yes.

-
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Mr. Grega. As determined by ourselvesd

Mr, MiuuigeN. Yes. :

Mr. MansoN. I wouid like to call your attention to the case of
Mrs. Anne O. Haight, of Canton, Ohio.

In this case Mrs. f—luight, in July, 1917, was the owner of most
of the preferred and common stock—~that is, she was the owner of
1,300 shares of the preferred stock and 979 shares of the common
stock of the Western Spring Co. $he exchanged 1,300 shares of

referred stock and the common stock that 1 have mentioned for
1,300 shares of preferred stock and 1,666 shares of the common
stock of the Standard Parts Co., and the revenue agent determined
that she had made a gain in that transaction of $134.843.50.

There was an appraisal made of this stock for the purpose of ascer-
taining whether or not the gain was made under the nrovisions of
A. R. M. 34. Under this appraisal the profits attributable to
tangibles were capitalized at the rate of 8 per cent and the good will
at the rate of 8 per ceni. Upon such determination she was found
to have a profit of $16,169.55.

I call attention to those rates because they seem to be considerably
' below; at least the rate applicable to good will appears to be consid-
evably below that which has been mentioned here.

* The Caamman. This company was an automobile parts concern?
"~ Mr. MansoN. An automobile parts concern.

Then, after that determination had been made, with those low dis-
count factors or with those low capital stock rates, upon the finai
audit the book value of the stock was accepted, and her gain was
ge(t;er&;ined to be $3,078.65, involving a tax of $6.23 as against

10,590, : '

T was wondlering to what extent book values are accepted in lieu
of appraisals, even where the property is capitalized at such a low
rate as 8 per cent.

Mr. Greo. I have been ronning through your statement in this
case, Mr. Manson, and it looks as if they used the book value, which,
goodness knows, 1s not indicative of the true value of good will, in
place of accepting the value which the formula indicated.

* Mr. MansoN. Our engineer finds that the value actually allowed
as a basis for the tax would regresent a capitalization of tangibles
et tthe rate of 7 per cent and of intangibles at the rate of 6.03 per
cent. : ' :

Senator Kine. As I understand it, here was a case where a person
had made a profit on the sale of—

" Mr. Manson. There was an exchange of stock.

Senator Kine. Oh, there was an exchange of stock? '

Mr. Manson: In order to ascertain the profit, it was necessary to
appraise the stock, appraise the value of it.
¢ The Crmamman. Let me get that straight. The profit was eventu-
al% made on the sale of the Standard Parts Co. stock, was it not ¢

VIr. Manson. Noj; the profit was made on the exchange. In other
svords, here they had an exchange of stock of one company for the
stock of another, and the question was how much progt was made
upon this ‘stock. In other words, the question was, What is the
value of the Standard Parts Co. stock acquired in the transferd’
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The CHAmrMAN. Yes; but she did not get any cash in the transfer.

Mr. Manson. She got no cash.

The CramrMan. What was taxable?

Mr. MansoN. The taxable gair upon the exchange. :

Mr. Greao. In other words, an exchange, even if you recsived no
cash, under the old law was taxable. at transaction would not .
be taxable under the later laws.

) ’I‘hefs Cuamman, That is what I am trying to get an understand-
g or.

ocl:' Moss. That was arrived at by an appraisal of the acquired
stock.

Mr. MansoN. Yes.

Senator Jones of New Mexico. Would you not have to appraise
the old stock, too

Mr. Manson. I think the cost of the old stock was a settled
question. :

-Mr. Greag. I think it had been purchased since March'1, 1913,

Mr. MansoN. Yes.

Mr. Greca. So the value of the old siack is not a factor.

Mr. Manson. No.

Mr. Greea. The question involved, then, was that growing out
of the sale of the acquired stock. :
Mr. Manson. Growing out of the value of the acquired stock.

The CHamrman. No; I said the sale.

Mr. Manson. That was not the question. There was no acquired
stock sold, Senator.

" The CrammaN. As I remember it, in going aver these cases, there
were other cases invelving the same question.

Mr. Manson. Not involving the same question. This is the only
case which involved the matter of the determination of the value
of the Standard Parts Co. I will present this report as an exhibit.

The exhibits submitted by Mr. Manson are on page 3704.

Mr Manson. When you fix the value of the stock of a corporation
for the purpose of taxation, do you keep any record of the value so
fixed other than the record that is in the file in that case? .

Mr. MivuikeN, There are 10 stockholders, if I understand your
question, in the corporation. There would be one whose value would
be fixed for him. Do we keep any records so that the same' value
would be applied to the other nine? :

Mr. Manson. Yes; tnat is it. :

Mr. MitsykeN. 1 will say that I do not know whether that is done
or not. I do know this to be a fact, that the Income Tax Unit, in
sending cases to the solicitor’s office, would send all stockholders’
cases together, and there will Le 10 written up at the same time,
That is the way it is done now. '

The Crarem:aN. Yes; but suppose that when you send those
to the solicitor’s office, there was a stockholder who had not come
‘under this classification, or had not sold his stock, but he sold it
later, and then the question of valuation came up at that particular
time, would you have any record to find out what valuation you had
fixed prior tiereto ¢ , o

Mr. Miuken. Of course, I am not in the unit, and I do not
know how that is done administratively. I know in the solicitor’s
LASSR B A . . ot . oo ' . e : oAb

-
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office, if we once establish the value of a share of stock, we try to
make a cross index.

The Cramrman. I would like to ask Mr. Nash if that is done in
the Income Tax Unit.
a1 Mr. Nasu. I believe that is done, Senator. I am not absolutely
gure ‘sbout it. We have an information section in the personal
audit division, where they have all sorts of information on stock
values. I imagine in a case of this kind the information that was
arrived at would be sent in to that information section for future
use by the unit.

The Cuamrman. Wonld you look that up and advise the commit-
tee as to whether you have anything of that kind ¢

Mr. Nasu. I would be glng to.

Mr. MansoN. Anything in the unit in the way of a card index?

Mr. Nasu. There are a great many card indexes in that informa-
tion section.

Bgr. Manso:r. I have called attention to this case, and we under-
00—

Senator Jonzs of New Mexico. You say “this case.”

Mr. Manson. That is, the Anne O. Haight case. We undertook
to follow that case into various ramifications for the purpose of
determining whether or not the bureau had any system whereby
they availed themselves of information they got in one case for use
in other related cases, and the report (Exhibit A) of Mr. Parker,
who made that investigation, is very short. I will read it:

The case of profit on sale of Western Wheel & Axle Co. stock by taxpayer,
Mrs. Anne O. Haight, has already been reported on; your engineers, starting
from the information in this case, and this case only, have followed out some
of those lines of inquiry which should suggest themselves to any thinking per-
son wishing to properly safeguard the interests of the Government. "We deem
the resuits of a partial investigation very interesting, and trust the bureau can
complete and perfect same with the much greater facilities at its disposal.

From a preliminary investigation the following points appear important:

1. Although Mrs. Anne O. Halght was deemed to have made a profit on the
exchange of Western Wheel & Axle Co. stock for Standard Parts Co. stock, no
profit appears to have been assessed to E. J. Hess or J. B. Childe, other
stockholders.

2. The 8tandard Parts Co. is allowed to include in invested capital a pay-
ment of $1,010,000 to the Perlman Rim Corporation, purporting to be a cash
paymenti for license rights under the Perlman patent,

3. The Perlman Rim Corporation clalms payment was made in stock of a
par value of $1,000,000 of Standard Parts Co. The Perlman Rim Co. did not
set this stock up on their books at any value.

4, The Standard Parts Co. claims payment of $1,010,000 was masne for patent
rights, while the Perlman Rim Corporation shows same to have been for past
claims and infringements.

6. The whole matter shows laxjty on the part of the bureau in properly com-
paring relatéd matters in different returns.

As shown in the case of Mrs. Anne (. Haight already submitted, the Stand-
ard Parts Co. absorbed the Western Spring & Axle Co. during 1817 by paying
the stockholders of the latter company for their stock in the stoek of Standard
Parts Co. It was glso shown that Mrs. Halght wes judged to have made a
profit by the transaction. A lst of the stockholders of the Western Spring &
Axle Co. is not evallable. We have looked at the returns of K. J. Hess and
J. B. Childe, who were other taxpeayers in this company for the years 1016
and 1917, and find no mention made of the returns or on the papers filed there-
;;lltg, showing any profit on the sale of Western Spring & Axle Co. stock in

- The Standard Parts Co., in a brief dated September 19, 1922, made protest
against the elimination for invested capital of the Perlman Rim Corporation




2

INVESTIGATION OF BUREAU OF INTERNAL REVENUE '8698

patent, pald for with cash and amounting to $1,010000. (See Kxhibit B.)
Contference was held on this matter on October 6, 1022, (See Fxhibit C.)
The taxpayer, through hisx accountants, Ernst & Ernst, states:

“The Periman Rim Corporation patent was proven to have been purchased
for $1.010,000 cash, ax evidenced by photostats of the check issued in payment,
While it was admitted that Mr. Periman, immedintely after the sale of the
patents, purchased $1,010,000 worth of the Standard Parts Co. stock, we have
no proof of an obligation or agreement on his part to do so, and hig action
wgs apparently entirely voluntury and based solely on his confllence and faith
in the future prospects of the investment. It is recommended that the cash
value of the Periman patent, $1,010,000, be restored to invested capltal.”

Referring now to extract from travel auditor's report dated January 28,
1923, please note as follows in regard to the 10,000 shares of stock taken over
by the Perlman Rim Corporation by thi milllon-dollar investment :

“lanking and Sells (accountants) made the following statement in thely
audit report dated September 20, 1017 : * We are Informed that 10,000 chares of
common stock of the Standard Parts Co. are being held in excrow by Perlman
Rim Corporation pending outcome of litigation in copnection with patent
rvighta'”

In the conference with tho Standard Parts Co, dated October 6, 1922, and
previously referred to, it was claimed that the Perlman Rim Corporatlon patent
was purchased for $1,010,000 cash,

On the other hand, the agreement between the Standard Parts Co. and the
General Motors Corporation, which had absorbed the Perlman Rim Corporation,
dated November 17, 1919, provides as follows [agrecement shown in full in
Exhibit Ej:

“ Whereas under date of December, 1916, the Perlman Rim Corporation ex-
ecuted a general rellef to the Standard Welding Co., also a corporgtion of the
State of Ohio, of and from any and all claims arising out of or connected with
the past infringement by sald Welding Co. of auy and all patents covering de-
mountable rims, and in particular of the aforesaid letters by the number
1052270 in consideration of the sum of $1,010,000, procured by the Standard
Welding Co. to be paid to the Yerlman Rim Cerporation.”

Confirming the gbove statement that this payment was for damage cauxed
by infringement, note the following citation to court records:

“Two hundred and thirty-one Federal, 453. Judge Hunt in the District Court
of the United States for the Southern District of New York., Also 231 Federal
Reporter, T34, appeal from above declsion. Decree affirmed.”

There iz also included in thix case as showing pertinent facts, Exhibit B,
which is a copy of the information contained on the photostat of the check for
$1,010,000 drawn by the Standard Parts Co. to the order of the Perlman Rim
Corporation. Exhibit D, a copy of a lcense agreement found in the filey
between the Standard Parts Co. and the Periman R m Corporation providing
for the licensing of the foriner on the payment of certain royaltiex to the latter,
It might be noted that this agreement does not appear to be authentic, for it
is not dated closer than November, 1018, and it does not appear to have been
filed.

There should be an agreement dated December 6, 1916, of the same nature
included in the papers in this case, but in spite of diligent search having been
made it can not be located. Exhibit I, recommendation No. 6617, committee
on appeals and review, covering the appeal of the United Motors Corporatlon,
but alse touching on the value of the Perhuan vatents, ix also attached,

It appears from the history of this case and the exhibits herewith submitted
that very great laxity exists in the bureau in mmpurin" related matters in the
returns of different taxpayers.

In the first place, it would appear that one stockholder at least in the
Western Spring & Axle Co. has been taxed on the transaction in exchanging
this stock for the Standard Parts Co., while certain other taxpayers have not
been g0 taxed. We believe that when transactions of this nature take place,
lists of all the stockholders should be secnred, and it should be ascertained
what profit or loss has been wmade by each, so that we may have some equity
between the different taxpayers involved.

A careful analysis of the conflicting statements in this case leads us to. the
following conclusions: The payment by the Standard Parts Co. to the Perhman
Rim Corporation of $1,010,000 was not a payment for patent rights in any

92019—25-—rr 18—3
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sense, but was a payment for damage claims on infringement, such damagey
having taken place prior to December 6, 1916, We contend that this mitlion
doliars cun in no way be consfdered a part of the invested capital of the
Standard Parts Co.

We believe the unit has erred also in the case of the Perlman Rim Corpora-
tlon in alowing the statement to go unchallenged that it had received 10,600
shares of stock in the Standard Parts Co. to be held In eserow, without making
a further examination of this statement. While it is true that the check
passed between the Standard Parts Co. and the Perlman Rim  Corporation
looks ke a straw transaction, nevertheless we belleve that the erlman Rim
Corporation actually received Income at this time und thar they should be
made to pay tax on the same, We have already shown in the cise of Mrys,
Anne O, Haight that the Standard Parts stock had a very substantial value at
this time,

It should alxo be noted that the Periman Rim Corperation was finally taken
over by the United Motors Corporation and the United Motors Corporation wasy
finally taken over by General Motors, This Jatter case is a very voluminous one,
and we have not been able to examine same through lack of time, We holjeve,
however, trom a very few questions asked about this case that General Motory
finally writes off a loss from their books on account of this patent. In the
meantime nobody else seems to have pald any taxes on receipt ot the $1,010,000
above referred to.

We believe that the matter above presented shows a necessitv for setting
up some system of adequate check between taxpayers’ returns which are
related. This is especially true on points where it {4 advantageous sor the
different taxpayers to take opposite sidex to the same guestion,

We found that the Standard Parts Co. had included in its invested
capital $1,010,000 as having been paid to the Perlman Rim Corpora-
tion for a license under the patents owned by the Perlman Rim
Corporation, That value was set up by the company and aliowed by
the bureau as a part of the invested capital of the Standard Parts Co.

In connection with ¢he proof of that item, as a part of invested
capital, the Standards Parts Co. exhibited a check. They claim it
was a cash transaction, that they paid cash for it, and thev exhibited
a check, which is in the files, for $1,010,000, That check is made
payable to the Perlman Rim Corporation and was collectcd by them.

The Perlman Rim Corporation does not report that $1,010,000 as a
receipt of income, nor as the sale of property, but they claim that
$1,010,000 was paid to them under those conditions; that the Stand-
ard Parts Co. had been infringing upon their patent: that lawsuits
were pending between the Standard Parts Co. and others who had
infringed upon their patent—that is, between the Perlman Rim
Corporation and others, not the Standard Parts Co.: that the Stand-
ard Parts Co. had deposited with them $1.010,000, not all cash, but
on their capital stock, to hold in escrow pending the determination
of this litigation with other parties.

In other words, they had a claim against the Standard Parts Co.
for infringement of patent. There was no lawsuit between them,
but manifestly, to avoid a lawsuit, the Standard Parts Co. deposited
with the Perlman Rim Corporation—this is what the Perlman Rim
Corporation claimed—they deposited this $1,010.000 of their capital
stock with the Perlman Rim Corporation, to hold in escrow until
the determination of this litigation.

The bureau sustained the Perlman Rim Corporation contention in
this case; so here you have two cases involving the same transaction.

Senator Kine. Regardless of the fact that the check passed and
was cashed ?
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Mz, Maxson, Well, regardless of the fact that they allowed the
Standard Parts Co. to capitalize what they claimed to be the owner-
ship of a patent purchased for $1,010,000, and at the same time they
permit the cmn{mny from whom the Standun} Parts Co. claims that
it purchased that patent to avoid the payment of tax upon the
$1.010,000 by the claim that the stock was held in escrow.

Subsequent to that time the Perlman Rim Corporation is acquired
by the United Motors Corporation, and the United Motors Corpora-
tion is acquired then by the General Motors Co.

Subsequently we find a contract between the G-neral Motors Co.
and the Standard Parts Co. in 1919, and this contract 1 will offer
as an exhibit here, but I will state the substance of it.

This contract recites that the General Motors Co. is the holder of
$1,010,000 of the capital stock of the Standard Parts Co., which was
given to the Perlman Rim Corporation in the payment of a claim
for damages for the infringement of a patent.

This contract further recites that at the time this money was paid
to liquidate these damages, a license was given under which the
Standard Parts Co. was to pay a royalty of 1514 cents, I believe,
upon each set of rims sold.

The Standard IParts Co. then buys back from the General Motors
Co. the very patent which it had been permitted to capitalize two
vears before in 1917. It buys it back for something like $300,000,
the same patent, the same patent number. It is identified all through
these transactions, and when it buys it back for some $300,000, and
gets its stock back from the General Motors Co., and in considera-
tion of the pavment of some three hundred thousand and odd dollars
and the continnance of a payment due to the inventor, it also agrees
to pay a royality of some 5 cents on each set of rims, the General
Motors Co. reserving the right to manufacture ail of these rims that
it needs for its own purposes.

Now, I call attention to this situation. that in the same year one
company is permitted to capitalize $1,010,000 as for the purchase of
a patent. Another company is not required to either pay a tax
upon that money as for its sale of a patent or for the receipt of
damages for the infringement of a patent.

In other words, the Perlman Rim Corporation never paid a nickel
on this transaction, although they received $1,010,000 of the stock
of the Standard Parts Co., which afterwards went to the United
Motors Co. and by them was sold to the General Motors Co., and
two years later bought back by the Standard Parts Co. from the
General Motors Co., and which, in the Anne O. Haight case, the
bureau had determined the vaiue, because they taxed a profit on it.

Senator Kixc. What became of the $1,010,000 in cash represented
by that check?

Mr. Mawnson. 1 believe the check was a purely straw transaction.
The check passed apparently for the purpose of permitting the
Standard Parts Co. to get away with this capitalizing of this pat-
ent, or it may have been to clear the transaction on the books.

What happened was that the Standard Parts Co. issued $1,010,000
of its stock to the Perlman Rim Corporation. This check may have
passed, and then as turned back to the Standard Parts Co. in pay-
ment of that stock; but there is no question about the stock having
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value, because the value was fixed in the Haight case. There is no
question but what it passed to the Perlman Rim Corporation, because
it was decided in this subsequent contract between the CGeneral
Motors Co. and the Standard Parts Co. just exactly how the Gen-
eral Motors Co, got it. Tt got it from the 'nited Motors Co., which,
in turn, got it from the Perlman Rim Corporation, and the stock
was actually delivered in the liquidation of the claim for damages
for infringement of a patent and not for the purchase of a license.

The Crawmmran. The point, then, really is that there is no cross
index or system in the bureau whereby these transactions may be
fullowe?d up to see that they harmonize with the statements of tax-

ayers
b Mr. Manson. It was for the purpose of developing whether or
not that situation exists that we just took one case and followed it
through to see what happened to 1t.

Mr. Nasu. T just want to say, Mr. Chairman, that the case looks
to me like poor work on the part of the field agent of the Income
Tax Unit, who made this original examination in the Haight
case——

Mr., Maxson, Well, it appears that there were two field aents,
and that these concerns were evidently not located in the sumwe man’s
jurisdiction, because one field agent reports that the Standard
Parts Co. was entitled to capitalize the purchase of this stock
and another field agent submits evidence that the Perlman Rim
Corporation is not chargeable with the receipt of this stock. that
it was only holding it in escrow, and you do not finally get all of
the facts until you get down to this contract between the General
Motors Co. and the Standard Parts Co. when they bought the stock
back, and in that contract it recites the whole history of the whole
business from start to finish. .

Mr. Nasu. Well, what I want to bring out is that the field agent
should not have closed his case on the Standard Parts Co. until he
had verified the other end of the transaction with the Perlinan Rim
Co. That was a part of his job,

The Cuamrman. If it had been in a different district, would it
have been a part of his job?

Mr. Nasu, Yes; he should have verified it by mail, then, through
the office of the agent in charge of the other district.

Senator Kine. Mr. Nash, have you any way now to cure this fraud
which has been perpetrated on the Government?

Mr. Nasu. I will be glad to have this case gone into and see what
we can do with it. It looks to me as though it was favity work on
the part of the examining agent in the field.

Mr. Manson. While there is a tax here involved on the $1,010,000,
that was not really the most important angle of this case, to my
mind. It was not for the purpose of developing that that we made
this investigation. It was for the purpose of determining the very
points that are brought out in cornection with oil wells—whether
or not there is some system in the bureau whereby the information
that you get in one case is made vse of in—-

Senator Kino. Related cases, .

Mr. Mansonx (continuing). In related cases,




INVESTIGATION OF BUREAU OF INTERNAL BEVENUR 3607

Mr. NasH. The procedure would be, s I stated a moment ago, for
this agent to follow it up as scon as he had discovered it and check
it up with the other company.

The Cuairmay. If he failed to do that, then there is no check in
the bureau by which it could be caught?

Myr. Nasu. There is no further check.

The Cnamrman. Do you not think that theve ought to be some
further check?

Mr. Nasu. We have to stop somewhere, Serator. We can not
check and recheck indefinitely,

The Cuamkman. But the point that Mr. Manson is raising is
whether there should not be a system in the bureau which would
enable you to use information in one case in connection with related
cases and, generally speaking, that could not be passed back to the
field agent, because a later date may come up in which he may not
be connected. 1t seems to me that there should be some clearing
house whereby the information could be used in future cages.

Mr. Nasu. We do have an information section, where we accumu-
late and keep volumes of information on valuations.

The (‘mawrmay. Have you any other case this morning, Mr.
Manson ¢

Myr. Maxson, That is all I have to present this morning. '

I want to have somebody, whom I will designate, look into these
statistics that are kept for the purpose of fixing the capitalization
rates, and 1 would wish that you designate somebody to confer with
Mr. Parker, whom I will designate to look into it.

Mr. Grrac, Those statistics were not prepared for that purpose.
They were prepared under the war-profits tax. There was some
provision there that called for them, and they werve prepared for
that purpose. They were not prepared for the purpose of determin-
ing the rate of discount.

The Cramrman. Could you tell us to what extent they are used,
My, Greggt .

Mr. Grece. They were used, of course, for the purpose for which
they were prepared, but I assume that they are used just as a ref-
erence to see the average earnings in the different lines of business.

Mr. Maxson. Let me make this suggestion before we go any fur-
ther. It may clear up what I really want to get at.

It is my opinion that when a man invests in a certain industry
we will say in the steel industry, if he buys stock in that kind of
an industry, with its history and its prospects, he expects to get
about a certain return on his money. In other words, he will pay
par for stock that will return him ¢ or 7 or 8 per cent dividends
on its net earnings of a certain amount of money. When he goes
into another industry, which may be more speculative, he will ex-
pect a higher return. When he goes into another industry, which is
less gpeculative, he will expect a lower return. If he goes into a
tremendously big concern. whose business is well settled, he may
expect a lower return than he will if he is going into a new concern,
even in the same industry, one that is starting out.

I can conceive of no just method of capitalizing profits for the
purpose of ascertaining the value of good will, except by the as-
sembling of that kind of statistics, the exhaustive analysis of them,
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and a careful use of them. In other words, I can not conceive how
it can be just to take a corporation which has been actually sold,
we will say, in 1918 or 1919. We find from the price paid for the
property of that corporation, or for its stock, that the purchasers
expected to get 6 or 7 per cent. Therefore, in determining the 1913
value we use 6 or 7 per cent as the basis for determining it.

Here we have an identical business, with all of the conditions ex-
actly the same, about the same size, engaged in the sume line of
industry, with about the same history and about the same pros-
pects, and becanse there has been no actual sale of the stock in that
concern, arbitrarily taking 15 per cent, which is about the only figure
that I have heard mentioned around this table; I will say this, that
we submitted two or three hypothetical questions, and 15 per cent
was the figure used there, and except in some extraordinary situa-
tion 15 per: cent appears to be the accepted basis of capitalization.

I believe that the only just method is by the assembling of exten-
sive statistical data as to what investors expect to get in different
lines of industry, in large concerns and in small concerns. In other
words, what is the range? It seems to me that we not only have
the stock market as a basis for gathering that data but we have all
the data that is available to the buresu, because every sale of a cor-
poration is coming into the bureau.

I do not know whether the information that thus becomes avail-
able is being gathered and tabulated and utilized, or whether it is
not; but it seems to me that it should be, and I can see no other
just way.

The CuarrMaN. Let me get the point there. I understand that a
taxpayer whose stock is traded on in the market frequently gets
greater advantage. Assume that the stock is traded on ona 6 or 7
per cent basis. He gets a greater advantage than a concern whose
ls)toc:k is not traded in and where it is capitalized on a 13 per cent

asis.

Mr. Manso~. There is no doubt about that.

Mr. Greoce. Mr. Manson, have you found any case where we took
a sale in a subsequent vear? I think very rarely did we take a sale
in later years and applied the same ratio, because conditions may be
so different at the time the sale was made. I know that in some
cases that has been done, but I imagine they will be very rare.

Mr. Mansox. Then I will offer S. M. 2435, A. R. R. 2954, and
A. R. R. 252 as evidence of the fact that it has been done at least
in those cases. and if the settled policy of the bureau can be deter-
mined from its published rulings, the method that 1 have just de-
scribed apvaars to be an accepted method.

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

{Internal Revenue Bulletin, Vol. IiI, September 22, 1024, No. 58]

Skc. 202, Basis for determining gain or loss, ¢
243&::1’. 1561. Basis foir determining gain or loss from sale. (III-38-178K, 8. M.
30.)
REVENUE ACTS OF 1918 AND 1021

Application of A. R. M. 34 '(0. B. 2, 31) in computing the March 1, 1913,
value of intangibles for determining gain or loss from sale in 1921 of a

publication.
In 1921 the M company, publishers, sold out to the O company. The price
pald was 15x dollars, represented by an initial payment of x dollars in cash
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and 11 promissory notes, each dated ——-—, 1020, and maturing annually
over a perlod of 11 years, from ~—-——\ 1021, t0 ——— 1881. In determining
the gain from the wale the revenue agent found that the value of the tangible
arsefr o) the M company at the time of the sale was 110x dollars, and that
the value of suceh tangible assets on March 1, 1013, was 1.9x dollars, the
reduction in vatue being due to deprecintion. It was therefore concluded that
the bulk of the constderation for the sale was paid for intangibles, and in
order to ascertain the value of the intangibles on March 1, 1913, the revenue
agent applied the third method for ascertaining such value outlined in A, R. M.
34, with the result that the value of intangibles represented by good will of
the business on March 1, 1913, was computed at 0.84% doilar and the amount
of profit derfved from the sale after making certain adjustments and dedactions
was determined to be 11.74x dollars. The net income of the taxpayer ior
1021, including the profit from the sele, was fixed at 11.9x dollars,

The revenue agent in applylug A. R, M, 34 allowed a rate of 9 per cent on
the value of the tangible assets as of March 1, 1013, and capltalized the rve-
mainder of the earnings at 20 per cent in determining the value of the intan-
gibles on that date. T'his method Is objected to by taxpayer's representatives,
who contend that the taxpayer should be permitted to capltalize the excess
earnings prior to March 1, 1913, on the sume basis upon which the intangibles
were actually sold, with the result that no gain or loss was derived from the
sale. The contention is based upon the iast paragraph of A. R. M. 34, which
provides that in the case of the sale of good will of a golng business the per-
centage of capitalization of earnings applicable to good will shown by the
amount actually paid for the business should be used as a check against
the determination o7 good will value as of March 1, 1913, and if the good will
fs sold upon a basls of capitalization of earnings less than the figures indi-
cated as the values ordinarily to be adopted, the same percentuge should be
used in figuring value as of March 1, 1913,

The taxpayer's total net earnings for the five years ending 1013 amounted to
1.50x dollars, while for the period 1013 up to the date of sale its total net
earnings amounted to 1.534x dollars. For 1913 its net earnings amoonted to
0.51x dollars, while for 10919 its net earnings pmounted to only 0.31x dollars,
and for 1920 it had a substantial loss. From 1912 to 1020 there was a steady
and substantial decline in the circulation of the publications. For esch of the
years 1012 and 1913 the clrculation amounted to 220y, while for 1020 it
amounted to only 1.8y. The revenue agent contends that the decrease in cireu-
lation was more than offset by the increase in recelpts from advertisemonts, but
it is obvious that this is immaterial in view of the decrease in net earnings.

A. R. M. 34 recognizes the impossibility of laying down any specifie rule for
“ determining the value of intangibles which would be applicable in all caves
and under all circumstances.” Having preseribed certain methods for the
determinution of the value of intangibles, it specifieally states that “in any or
all of the cases the effort should be to determine what net earnings a pur-
chaser of a business on March 1, 1913, might reasonably have expected to
receive from it.” The purchaser of thisx taxpayer's business would naturally
expect to receive a greater return on his money at a time when the tangible
assets were of greater value and the net earnings larger than at a time when
the net earnings were smaller and the value of the tangible assets less. As
shown above, the value of the tangible assets and the net earnings of the cor-
poration for 1918 and the preceding flve years were greater than the value of
its asvets and its net ear: . gs for 1920 and the preceding six years. There-
fore the obvious conclusion is that no gain was realized from the sale,

It is true, as contended by the revenue agent, that subxequent events do not
affect the March 1, 1913, value, but in the opinion of this office subxequent
events should, under these circumstances, be taken into consideration, at least
for the purpose of checking the result of the formula, which at best appears to
blp a mere guide. This is what the last sentence in A, R, M. 31 intended;
that is—

In the case .of the sale of good will of a going business the percentage rate
of capitalization of earnings appitcable to good will shown by the amount
actually paid for the business should be used as a check against the deter-
mination of good will value as of March 1, 1913, and if the good will 1s sold
upon the basis of capitalization of earnings less than the figures above indi-
cated as the oncs ordinarily to be adopted, the same percentage should be used
in figuring value as of March 1, 1913,
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When this check is used It proves the value of the intangibles was greater
on March 1, 1913, than at the date of sule. In view of this, and the fact that
the value of the tangible assets was also less at the date of sale than at
March 1, 1013, this office is of the opinfon that no gain was realized from the
transaction,

NELSON T, YIARTSON,
Nolicitor of Internal Kevenue.

{Cumulutive Bulletin 11-2, July-December, 1023, p. 2021

SEc. 243, Gross Income of corporations deflned.
Arrt. 540, Sale of capital assets. (Also sec. 202, art. 1561 see. 213 (a),
art. 41.) (11241100, A, R R, 20054.)

REVENUE ACT OF 1018

Where a corporetion sells ite assets and the conslderation is paid to its
stockholders there Is a sale by the corporation, and the corporation Is taxable
upon any profit realized on the transactlon.

In determining the earnings of a corporation chargeable to good will in
accordance with A, R. M. 34 (C. B. 2. p. 31), Federal income taxes may be
deducted. In arriving at the investment return of shares of stock the income
and profits taxes should be treated the same as other expenses.

The taxpayer appeals from the actlon of the Income Tax Unit in holding
that the appellant realized u taxable profit of 1427x dollars upon the sale of
assets to the N company on July —, 1919,

The M company was {ncorporated ———, 1889. From the date of organiza-
tion down to July —, 1019, the business was operated and controlled by A
and B. On July —, 1919, these two men owned all or substantially all of the
capital stock (9.2x dollars) of the company. All of the tangible assets of the
corporation were located in the city of 8,

In 1919 A and B desired to convert a large part of thelr heoldings and ac-
cordingly entered ‘nto negotiations with C, investment banker, of the city of T,
As a result of these negotiations the N company was formed, with an author-
ized capitalization of GO0y shares of preferred stock of a par value of 20z
dollars and 600y shares of common stock of no par value,

On August —, 1919, A, B, C, D, and E subscribed for the entire issue of the
stock of the N company as per the following:

Number of shares

Preferred | Cominon

[ S

A e daiccedmecmammeecaveemesmmeceanmcmecsamaeransennenvateannn 36. 03y 360. 33y
) - P o et A mm e e e N a S m A nmem e mn e a———————meen s s eana. 13y 1. 305
B e et amemneme— e emeseesesmeamnesemmemeeesemeamemeenenennaman 2.7y 237. 055y
0 R SRS OPRN 13y 1. 305y
B o ecererucesscacadccavamereessacemmesbacearanheecrenaanauentleonanrananan . 005y

This subscription was irrevocable for 15 days from its date and was condi-
tioned upon the acceptance by the N company of all of the assets of the M
company in full pagment for such stock,

Under a memorandum of agreement made between the stockholders of the
M company and C (trading as P company) on the day of July, 1919,
all of the preferred stock and 375y shares of the common stock of the N com-
pany were to be deposited in the city of T, bank of O, with a letter of instruc-
tions in words and figures as follows:

“ Unless second party (the P company) pays into the bank under the terms
of said letter (a) the sum of 88x dollars within three months from this date,
(b) and such amount as may be required to release to him all of said stock

deposited with said letter within six months from this date, then, and in either
" of said events, this contract will be at an end: second party shall thereafter
have no right to bny any stock for which he had not hertofore made deposits,
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and thereafter no rights or liabilltfes shall be clatmed or asserted under this
contract by any party thereto.”

The following resolution was passed at a stockholders’ meeting of the M
compuny held on August —, 1919

“Rexolved, hereby, by the stockholders of the M company, 'That this corpora-
tion forthwith sell all of its property, real and personnl, of every nature, in-
clading all itx tradeanarks, trade names, and the geod will of its business as a
polug concern, to the N company, in cousideration of 60y whuves full-pald 7
per cent cumulative preferred stock and 600y shares of the common stock
of no par value of sald N company being issued by sald last-veferred-to cor-
poration to the stockholders of this corporation.

“Rewolved further, 'That the transfer hereby authorized be upon a condition
that the N company corporation shall assume and agree to pay all the Habilities
of the corporntion, including Habllitles for taxes on account of being in busi-
ness heretofore,

“Revolved, "that this corporation be, and is hereby, disgolved.”

Thereafter, on August —-, 1019, at a joint meeting of the incorporators and
bourd of directors of the N company, ihe subzeription was aceepted and the cor-
poration accepted in full payment of the stock so subscribed the property of
the M company.

In its briet the appellant states that all moot questions have been resolved
by the Income Tax Unilt against it, namely :

(a) That the consideration paid by the N company passed to the M com-
pany and not to the individual stockbolders, as provided in the resolution su-
thorizing the sale,

(b) That in determining the relative values of good will in 1913 and 1919
the net income should be taken before the deductions of Federal income and
profits taxes and not after such deductions, as clalmed by the company.

(¢) That the conslderation received had a market value of of 42x dollars
instead of 80x dollars ar claimed by the company (assuming the transaction is
taxable and the stock had a market value when issued).

It then states that its appeal 18 based upon the following propositions :

(1) As a matter of law, the sale by the M company of ity assets and property
to the N company, Jaly —, 1919, did not constitute u tazable transaction.

(2) No taxable profit was renlized by M company in the sale of its assets,
business, and property to the N compuny, either in law or in fact.

(a) 'The stock of the N company had neither market nor marke* value at the
time of its issue and delivery,

(b) That if the coramisgioner is of the opinion and 50 decides that the stock
of the N company had both a market and a market value at the date of its
. 1ssue, the aggregate market value of such stock, properly deterrained, did not

then exceed the falr market valne of the assets and property of the M company,
as at Mm‘ci;) 1, 1913, adjusted by changes in the value of tangible assets to
July —, 1919,

(¢) That the relative values of the good will of the M company as at March
1, 1913, and the date of sale, July —, 1919, must be determined after the pay-
ment of all taxes,

1. The committee is of the opinion that thc sale of the M company of its
assets and property to the N company on July -——, 1919, constituted a taxable
transaction. The decision of the United States District Court, Eastern District
of Wisecnsin, In United States ». Cedarburg Milk Company, decided November
1, 1922 (288 Fed. Rep. 996), appears to he conclusive upon this point. In that
ease the ¢ourt held that where a corporation sold its assets and the considera-
tion was paid to its stockholders, there was a sale by the corporation and that
the corporation was taxable upon any profit realized on the transaction and
that the fact that the conslderation was paid directly to the stockholders was
immaterial. .

2. In computing the amount of the profit made by tlie appellant upon the
sale of its assets in 1019, the Income Tax Unit has held that the price for
which the broker, C, sold the common and preferred stock to the public repre-
sents the fair market value of that stock to the stockholders of the M com-
pany. In other words, the unit held that the fair value of the stock recefved
was 42x dollars. Under the agreement which the stockholders made with C,
the stockholders were to and did recelve 17z dollars per share for the 80y shares
of preferred stock and 0.8z dollars for 375 shares of the 600y shares of com-
mon stock. The amount of cash actually received by them from C was 26.4x

92019—25—pT1 18——4 .
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dollars. C agreed to and did sell the preferred and common stock to the publie
at the rate of 20z dollars per shave for the preferred stock and 1.5z dollars
per shave for the common stock. In order to do this he had to create a market
for the stock by extensive advertising. ‘The committee does not think, in view
of this fact, that the fair niarket value of the preferred and common stock to
the stockholders of the M company was in excess of 17z dollars per share for
the preferred stock and 8z dollars per share for the common stock. Upon this
basis the M company sold its assets for the cash equlvalent of 30x dollars,

In arrlving at the value of the appellant’s assets on March 1, 1913, the
Income Tax Unit ‘has invoked the miethod which was employed in-A. R. R.
252 (C. B. 3, p. 406) ; it has found the absolute amownt pald by the purchaser
for the intangibles by deducting from the selling price the bonk value of the
tangibles plus 49x dollars, representing appreciation thereof to March 1, 1913,
and then bas divided the portion of the average earnings for the preceding
five-year perlod properly allocable to the intangibles after first deducting
from those earnings an 8 per cent return upon the average amount of tangl-
bles (plus 0.49x dollars). In making this computation the unit has invoked
A. R. M. 145 (C. B. I-1, p. 24), whieh holds, in effect, that an individuai “in
determining the earnings chargeable to good will fn accordance with A. R. M,
3¢” (C. B. 2, p. 31) may not deduct Federal incolne taxes. It has therefore
used as the earnings for the five-year period substantially the net income
shown upon the corporate returns, :

The committee is of the opinion that A. R. M. 145 is not applicable tc a
corporation. Corporation income and profits taxes were heavy during the war
period, and corporation fncome taxes were also in existence during the pre-
war period. In arriving.at the investment return of shares of stock the income
and profits taxes should be treated the same as other expenses.

The committee 1s of the opinion that the fair value of the appellant’s assets
as of March 1, 1013, should be computed upon the basis of a 7 per cent return
upon, tangibles and a 10 per cent return upon intaugibles. This basls is
arrived at after a careful study of the earnings of the corporation from the
date of its organization in 1880, The average earnings aiter taxes of the
appellant for the five-year perind 1008 to 1912, inclusive, were 1.98x dollars.
After allowing a 7 per cent return upon the average tangibles of the period,
0.38x dollars, the nmount of the earnings allocable to the intangibles is 1.33x
dollars, and the capitalization of these earnings upon a 10 per ceut basis
shows that the value of the intangibles as of March 1, 1913, was 13.27x
dollars. The book value of the tangibles on July —, 1019, was 3.24x dcl-
lars and the appreciation to March 1, 1013, carried down to July —, 1019,
per A-2 letter dated September —, 1922, was 0.40x dollars. The depreciated
cost of the tangibles as of July —, 1010, was therefore 8.72x dollars, and
the total cost or fair market value of tangibles and intangibles as of Aarch
3, 1013, on the date of sale, was 21.99x dollars. The profit, therefore,
reallz(;d' by the appellant on the sale of its assets in 1919 is' shown by the
following: : : .

. Dollars
SOl 0P o eeeeeemceecce—cmecesemmmem—mmmemmceemee—escesseeee—= - 30x
Book value of tangibleé on July —, 1018
Appreciation to Mar, 1, 1913 e
Good will Mar. 1, 1938 e e em
22x
Net Profitecc oo sccmecemeeen e ———— 8x

The committee recommends that the action of the Income Tax Unit {n this
case be modificd as above indicated and that it be held that the appellant
:'ectl'ged a profit of 8x dollars upon the sale of its ansets to the N company
n 1919,
: KmNeMAN BREWSTER,
Chatrman Committee on Appeals and Review.

[Cumulative Bulletin No. 3, July-December, 1920, p. 48]

SEc. 202, ART. 1561. Basis for determining gain or loss from sule, (34420—

1143, A. R. R. 252.)
Determining the value March 1, 1913, of shares of stock in the M company,
owned by A. ’
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The committee hay had under consideration the appeal of A from the action
of the Income Fax Unit in determining the value of certain shares of stock in
the M compgny owned by him March 1, 1013, aud sold in 1916,

The difference between the market value of property owned on Mareh 1, 1013
{with, in some casen, proper adjustments for depreciation, ete.), and its selling
price deternines the profit or loss, as the case may bé: In any case, therefore,
of the sale submequent to March 1, 113, of assets owned on that date, it is
necessary to determine the market value of thoxe ausets on that date.

The comuittee 1x of the opinion that the market value of shares of stock was
what they would bring, and that the hest evidence of what they would Lring is
what such shares did in fact bring when offered for sale about that time in o
free and open market,  However, {n the present Instance it is understood that
there were no sales, and it ix necessary to apply other tests, the market value
fn such caxe being deemed to be what a wiiling buyer might renxonubly have
hieen expeeted to pay or i willing seller to accept for the stock.

At the outset the committee desires it to be understood that in using the term

“good will ™ it intends the termn to be given not merely the narrow and tech-
pical meaning which has been attached to it In numerous court decisfons, but
to include an well the futangible value which always attached te & more than
usually profitable enterprize by reason of its proven earning capacity. A
prudent investor contemplating an investnient usually takes into consideration
primarily two factors—-first, the safety of his capital, and, second, the return
on it which he may reasonably expect, It is axiomatic that the greater the risk
the less the price, und consecuently he would be satisfied with a Jower return
upon an investment which " nmply seenred by taugible salable nssets behind
it than he would be from an Investment made chiefly because of anticipated
irotits,
! Applying the above principles to the case under consideration, we find that
in 1916 all of the stock of the corporation in question was sold for the sum of
1.200x dollars. At the time of the sale the value of the tangible assets of the
corporation ax shiown'by the books was 610X dollars, There was pald therefore
for the intangible asset referred to above as good will the sum of 590x dollars,
Acvepting the figures submitted by the taxpayer and the computation based
thereon as correct, it appears that the average tangible assets for the perlod of
three and one-third years wvrior to the =sale was 586x dollars, and that the
average annual nei income for the same period was 112»- dollars, In A, R. M.
34, approved hy the commissioner, the rule has been laid down thut in a
hazardous business the investor should have at least 10 per cent upon his
tangible assets, and that in a stable line a less return would be satisfactory.
1% could hardly be contended that In 1913 to 1916 the business of manufacturing
automobiles, where the compuany was putting out a car of recognized merit,
with a wide demand, the business was particularly hazardous, and the com-
mittee is therefore of the opinion that 8 per cent on the average tangible nssets
would be a fair return.  This would absorh 46x dollars of the average yearly
emxningy of 112x dollars, leaving ¢6x doliars as the return upon the intungible
asse's,

SNirce 1t 1s shown ahove that the intangibles brought 590x dollars, it is ap-
parent that they were sold on the basis of a prospective return judged by
prev.ous experienve of a fraction over 11.1 per cent. Since the intangibles
were actually =old in 1916 on this basis, the committee is of the opinion that
it i= only fair to apply the same percentage in ascertaining the value of the
same intangiblex three years previously, The average earnings of the corpa-
ration, covering approximately the five-year period immediately previous to
March 1, 1913, were 30x dellars. During the same period the average tangible
assety employed were 2068x dollars. An & per cent return ¢n the average
tangible assets of 208x dollars required 20x dollars of this amount, leaving 10x
dollnrs as the earnings attribatable to good will at that time, which, capitalized
apon {he sasie basis of 1113 per cent, gives a valne of ¥2x dollars as the value
of the Lood witl on March 1, 1813, Thig, added to the book value of the tangible
as=ets s of Mareh 1, 1913, results fn a total value of all of the assets of the
sorporations, and therefore all of its stock as of March 1, 1913, of 324x dollars,
Deduriing from this amount 50x dollars, the par value of its preferred stock
Issned, would teave 274x dollars as the value of the shares of c¢ommon stock
sutsianding, or 1/10x dollars per share,

The taxpayet earnestly contends that the method indicated above should not
be applied, but that the amount received for the good will in 1916 should be
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treated as having ratably acerued over the entire period of existence of the
corporation from its organization {n 1901 to the date of sale.

The committee can not concede the validity of this contention. While the
Supreme Court has held in the cane of Hays v. Gauley Mountain Coal Copany,
247 U. 8. 180, T. D. 2724, that in the abrence of any better evidence and in
the absence of objection, the prorating method mizht be resorted to in order to
determine the value, in another and later case it held definitely that the value
established as at March 1, 1913, must be accepted. While the arguament of con.
slstent and steady increase in growth might with some reasen be advanced with
respect to good will as defined by the courts. It has no heacing upon the deter-
mination of good will as broadly interpreted abhove by the committee, since it
includes the intangible value of groven eurning capacity, which, of course, may
vary very widely. The brief of counsel for the taxpayer in a measure illus.
trates that this is the case, becanse it 1s contended that the value of the good
will ;:8;12 been largely increased by the success of the company in 1910, 1911,
and 3

The committee accordingly recommends that the tax be recomputed on the
basis of the value as at March 1, 1913, 1/10x dolars provided that a veritication
of the figures and computations submitted shows them to be correct; otherwise
upon & value computed along the line fndicated herein, substituting corrected
figures for those used.

(Exhibits submitted by Mr. Manson in case of Anne O. Haight
Perlman Rim Corporation, Standard Parts Co., and Western Wheel
& Axle Co., are as follows:)

TXHIBIT A

(Read into record on page 3692.)

ExumiT B

TiE STANDARD Parts Co,,
Cleveland, September 19, 1923.
The CoMMISSIONER OF INTERNAL REVENUE,
Washington, D. C. .

DeAR S1r: The purpose of this communication is to protest against the assers-
ment of additional taxes as set forth in your letter of September 6, 1922, ad-
dressed to the Standurd Parts Co, and its affiliated corporations, and to request
an opportunity of conferring with officials of your office to facllitute immediate
gettlement of the issues involved.

The Standard Parts Co. 13 now In recelvership and in urgent need of the
tax which has been overpaid. Consequently we object at this time to only the
major adjustments made by your office in computing the additional tax for 1917,

The adjustments to which specific objection is made are the following:

First. Failure to include as invested capital the preferred stock of the Bock
Bearing Co.

Second. Elimination from invested capital of patents and good will paid for
with cash and capital stock, viz:

(¢) Perlman Rim Corporation patent paid for with cash._____. £1. 019, 000, 00
(b) Perfection Spring Co. assets pald for with stocK oo 1, 142, 997. 68
(¢) Standard Welding Co. assets paid for with stoek . _..___ 767, 614. 90
{(d) Perfection Spring Co. assets paid for with cash_—_______.. 100, 777. 78

e et e s st e, 33

T RO 3,021, 390. 36
Third. Absence of adequate allowance for depreclation of patents.

FPREFFERED STOCK~BOCK BEARING CO.—$450,000

It is obvious that the failure of your office to include as invested capital the
preferred stock of the Bock Bearing Co. was an oversight. This stock was
paid for with cash, and during the year 1917 was owned entirely by outside
interests. It Is presumed, therefore, that further comment upon this item is
unnecessary.
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PERLMAN PATENT

This item, which you office tentatively excluded from invested capital, rep-
resents & cash expenditure in the acquisition of certain rights under United
States Patent No. 1052270, covering demountable rhos. A copy of the license
agreement, as well as a photostatic copy of the check issued in connection there-
with, 18 attached. This expenditure, without question, constifutes a part of
the Invested capital of the Standard Parts Co.

ASBETS DESIGNATED * GOOD WILL" ACQUIRED WFROM THE PERFECTION SPRING ©O.
AND THE S8TANDARD WELDING CO.

The amounts which your office has tentatively excluded from invested capital,
although designuted as * good will ” upon the books of the Standard Parts Co,,
represented, as a matter of fact, tangible assets, principally the vaiue of
merchandise inventory acquired from the respective corporations,

During the period of negotiation for the purchase of these two corporations
Coats & Burchard, public appraisers and engineers, of Chicago, were em-
ployed to appraise the physical property, consisting of buildings, machinery
and equipment, inventories of materials, and purchase contracts.

The value of plant and equipment, as shown by the appraisal report, was
entered on the books of the Standard Yarts Co. This was not true, however,

of the inventory valuation or the value of purchase contracts. The latter
items, as appraised at current market prices, were as follows:
The Perfection | The Standard
8pring Co. Welding Co.
Merchandise INVeDTOTY . oo co i et cmnns $1,631,427.60 $2, 946, 000, 00
Furchase contracts. ..o i e icaiaiinsncaaasansmnanan 2, 149, 300. 00 2, 700,000, (0
L 7 RS 3,780,727.00 5, 666, 000. 00

It was considered by the management of the Standard Parts Co. that it
would he detrimental to the interests of the company and its stockholders to
enter the current value of these assets on the books, for the reason that it
would to a large extent minimize the first vear's profits of the new company.
While this declsion may have been justified from a standpoint of conservative
business, it has caused the corporation to show e.xnings for the year 1917
which had, as a matter of fact, acerued to the predacessor corporations in prior
years, and in this manner the Standard Parts Co. has paid income and excess-
profits taxes which were net properly due.

in opening its books the Standard Parts Co. substituted the following values
for those computed by Couts & Burchard:

The Perfection | The Standard
8pring Co. Welding Co,
in ventoirﬂr ......................................................... U $1, 629, 500. 85 $1, 695,534, 71
QO0d WL, . e ccdtn e min i st et et e v 1,243, 775. 46 767, 614. 00
2,273,270, 31 2,463, 149. 81
ADDIAISed VRINES. .o e cccac e e ammem e m e cmm e mam e e 3,780,727. 00 , 6686, 000. 00
Valuo of assete not entered 00 DOOKS. cvn o covvvcvnueimarnsrumnmnane 1, 507, 450, 69 3,202, 850. 39

In other words, the Standard Parts Co, acquired nsvets which had an actual

vaiue of $4,710,301.08 in excess of the pav vaiue of the stock issued therefor,
This excess was not entered upen its books and to this extent the profits of
the company were subgeguentiy overstated.

It is very apparent from the evidence avallable at the date the assets were
acquired that not only is the invested capital of the Standard Parts Co.
grossly understated in its returns but that its profits as reported for the year
1917 were in excess of those earned and accrued im that year. Had the re-
turn for 1917 been prepared in conformity with the facts a paid-in surplus
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of tangible property in the amount of $4,710,301.08 would have been included
as invested capital and the opening Inventory uxed in computing net income
would have heen decreased $1,872,391.43, thus reducing the earnings of the
year 1917 in this amount.

With this explanation, and the fact that the Government hux as a result
of this procedure benefited by Income and execess profits taxes on income
overstated for the year 1917, there should be no yuestion ax to the inclus!n
of the * good will ™ ftems s invested capital.

In acquiring the Perfection Spring Co. it was apreed as part of the con-
stderation of the purchase that the Standard Parta Co. would pag the premiom
necesrary to retive the preferred steck., This premium was $10 a share, and
with acerued interest amounted to $100,777.78. This umount was paid in
cash by the Ntandard Parts Co. and properly constitutes a portion of the
purchase price of the assets of the Perfection Spring Co. and s, without
doubt, a part of its Invested cuplital,

PATENT DEPRECIATION

The Standard Parts Co. has never received the benefit of losses sustained
by reason of expiration of patents which is owned. The principal patents are
the Perlman rim patent and the automatic welding patent, the nggregate cost
of these being $1,413,243 in cash. These patents are of such character that
their value will be totally lost when the perlod of protection expires, so that
a proportionate part of the value s ullocable to each year. Thiv loss should
be deducted in computing taxable income and the right to make such deduc-
tion should not be prejudiced by the fact that no deduction has been pre-
viously made.

Respecttully submitted.
TiHE Nraxpaep Parts Co,

: By P. A, CoNNoLLy,
STATE OoF (Y110,

County of Cuyahoga, sx:

. A. Connolly, belug first duly sworn, deposes and says that he is secre-

tary of the Standard Parts Co., now in recelvership; that he has read the

foregoing statements and to the best of his knowledge and belief they are

true and correct. ‘
I’ A._CoNNOLLY.

Lucy A, O'NELL,
Notary Public,

Exuiir €

CONSOLIDATED RETURNS SUBDIVISION-~TAXPAYER'S CONFERENCE

Taxpayer: Standard Parts Co.
Address: Cleveland, Ohlo, )
Represented by Ernst & Ernst, Mr. J. J. Miller, Mr. W. H, Armat, Mr. W. B
Brunck, Mr. L. . Welss.
MATTER PRENENTED

The taxpayer filed a brief dated October 19, 1922, protesting against the pro-
pused assessment of $81,148.16 for the years 1915 to 1919, inclusive,

It was contended that invested capital should be increaxed by the amouunt of -
2450,000 preferved stock of the Rock Besarlug Co, outstanding, prorated from
the date of acquisition and consolidation, May 31, 1017,

The matter was thoroughly discussed, reference belng made to the adjust-
ment shown on line 2 of Schedule D of the original return. for capital stock
of the Standard Parts Co, issued at date of aequisition of the Bock Bearing
Co., and to the analysis of surplus under Schedule E of the revenue agent's
report,

II)t was shown that the adjustment on the return daid not include the preferred
stock of the Bock Bearing Co., and the addition to invested capital is, there-
fore, recommended.

Objection was made to the elimination from invested ecapital of patents
and good will acquired with cash 2nd capital stock.
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The Perlman Rim Corporation patent was proven to have been purchased for
$1,010,000 cash, as e ldenced by photostat of the check issued in payment.
While it was admitted that Mr. Perlman, fmmediately after the sale of the
patents, purchased $1,000,000 worth of the Standard Parts Co. stock, we have
no proof of an obligation or agreement on his part to do so, and his actlon was
apparently entirely voluntary and based solely on his confldence and faith in
the future progpects of the fnvestment. [t is recommended that the cash value
of the Perlman patent, $1.010,000, be restored to invested capital.

Assety destgnated as good will on the corporation’s bhooks representing the
excess of par value of stock issued by the Standard arts Co. to the Perfection
Spring Co. and to the Ntandavd Welding Co. over the book value of assets
acquired were shown to bhe tangible property, Leing wmerchandive inventories
and purchase contracts, as evidenced by nppraisals made by the Coats &
Burchard Co. at the time of acquisition,

These valties were improperly entered iu the books as good will, due to the
compuny's conservadve pol’ v in valuing ity assets,

It was conceded, therefore, it the amounts of $1,142.997.68 and $767.614.90
should be restored to investea capital.

Iu acquiring the Perfection 8oring Co. it was agreed as part of the considera-
tion of the purchase price that the premium necessary to retire the preferred
stock should be puid in eash. ‘Che premium of $100,777.78 therefor constitutes
good will acquired for ¢ash and should be restoved to fnvested capital.

Request was made for the allowance of depreciation on the Perlman vim pat-
ent and the automatic welding patent, having an aguregate cost of $1.413,243
in cash,

. Tt is recommended that depreclation be aillowed on these patents upon evi-
dence being subwitted in afidavit form by the taxpayer as to the life of each
of the patentws, .
'roper credentials were submitted by the taxpayer's reprogentatives,
Interviewed by:
W. F. MEHRLICH,
Technical Stafy.
F. P'. SCHMEHL,
Audit Section A.
W, P Birn, ,
Chief Conuoliduied Returns Subdivision,
OoroBER 6, 1922,

IxumIr D
[Extract from travel auditor’s report, January 23, 1023)
PERLMAN Rim CoRPORATION, NEW YORK aAND JACKSON, MICH.
HISTORY AND COMMENTS

The Periman Rim Corporation was Incorporated March 14, 1918, under the
laws of the Ntate of New York. The authorized capital rtock consisted of
100.000 shaves of no par value. Three thousand shares were designated as clgss
A stock and only holders thereof were entitled to voting power in sald corpora-
tion. 'The remaining 97,000 shares were known as common stock, and holders
thereof had no voting power, but were entltled to all other rights and privileges
enjoyed by the holders of class A stock,

On March 35, 1916, Louis 1. Perlman offered teo the corporation United States
Letters PPatents No, 10522706, dated Febrouary 4, 1913, covering improvements
in wheels, and four pending applleations based on original patent, together
with improvements and substitutes subsequently made, including right or
claim for profits or damages for past infribgements, for $25.000 cash a year
during life of patent No. 1052270 and the cntive authorized issue of 100,000
shores of stock. The offer conclndes with the proposal to donate back to the
corporation 2,000 sharves of class A and 62,000 sharvex of common stock,

The offer was accepted by the directors March 15, 1916, and the 160,000
shares were Issued to Louvis H. Perlman, and he inmediately returned 2,000
shares of class A stock and 62,000 shares of common stock to the corporation,
This left the outstanding stock at 36,000 shares,
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On March 20, 1916, the directors accepted an offer from W. C. Durant and
Louis G, Kaufnan to purchase 2,000 shares class A stock and 18,000 shares of
common stock for $1,000,000 cash, with an option to purchase the balance of 44,-
000 common shares in treasury at $30 a share, On April 17, 1016, the records
ghow that Durant and Kaufman had purchased 2,000 shares of class A stock
and 58,000 shares of common steck for $3,000,000 in cash,

In October, 1916, Mr., Christian Girl and A. H. Goss were given an option to
purchase 2,000 shares each at $50 per share. However, this option was never
exercised by either of the two mentioned parties,

March 20, 1916, the directors passed a resolution to set up patent rights at
$1 and royalties receivable on account of patents owned at $1,900,999. T'his
action was rescinded at a later meeting. The patent was valued on basis
of the market value of shares sold to Durant and Kaufman, namely, $50 a share
plus cash payments to be made yearly to Perlman during the life of the patent.
Thus the patent was set up at $1,800,000, a sum equal to 36,000 shares of
stock valued at $50 a share at time of Issue, Also $345,833.34 was set up as of
June 30, 1916, as liability to L. H. Periman for nearly cash payments accord-
ing to agreement above, This $345,833.34 was charged off to capital surplas on
June 30, 1917. The reason for doing this is not clear, although the charge
was authorized by the directors. It seems apparent that the directors felt that
the patent was not worth $1,800,000 plus $345,833.34 at the time (September
25, 1917).

The United Motors Cerporation started acquiring Perlman Rim Corporation’s
stock on or about Jun:: 2, 1916, By June 30, 1916, the United Motors Corpora-
tion had acquired 12000 shares of Perlman Rim Corporation’s capital stoeck,
being 3,000 shares of cluss A voting stock and 10,000 shares of common stock.,
The exchange appears to have been made on the basis of two shares of United
Motors Corporation's stock for one share of Perlman Rim Corporation’s capital
stock., The United Motors Corporation as of June 30, 1916, reserved 166,000
shares of its stock to acquire the remaining 83,000 shares of Perlman Rim
Corporation’s stock not acquired to sald date.

From October 20, 1916, to July 1, 1917, the United Motors Corporation ap-
pears to have acguired an additional 81,637 shares of Perlman common stock,
making its total holdings at close of June 30, 1017, 94,637 shares of the 90,000
then outstanding. An additional 60 shares of common stock were acquired by
the parent company by October 5, 1917, making its total holdings 94,697, which
amount was held by United Motors Corporation until dissolution ol’ the Perl-
man Rim Corporation.

The Perlman Rim Corporation Auring fiscal year ended June 30, 1‘)18 pur-
chased 711 shares of ity common stock, and 70 shares were purchased durlng
July, 1918, and charged to surplus by the Jaxon Steel Products Division.

April 17, 1916, this cerporation purchased the entire $100,000 capital stock
of Jackson Rim Co. for $200,000 in cask. The latter company manufactured
rims for the Perlman Rim Corporation at its plant at Jackson, Mich., As of
February 8. 1917, the Jacksoen Rim Co. directors voted to transfer all assets
and liabilities, excepting $5,000 in cash, to the Perlman Rim Corporation, The
transaction was ratified by the Perlman Rim Corporation September 25, 1917,
although the actual transfer was made as of June 30, 1917. The capital stock
of the Jackson Rim Co. was reduced to $5,000 and the corporation becsine the

selling agency of the Periman Rim Corporation until June 30, 1918, when both
corporations were dissolved.

Owing to difficulties with minority stockholders of the Perlman Rim Corpora-
tion, the United Motors Corporation on March 14, 1918, offered to purchase all
assets and assume all liabilities of the Perhman mm Curmmtion for $5,5600,000
cash (for patenis $1,800,000 and all other property $3,700,000). This offer wasg
accepted by Perlman stockholders May 13, 1918, and steps for dissolution
ordered. The Jaxon Steel Products Division of United Motors Corporation
was organized as of July 1, 1918, taking over the net assets of Perlman Rim
Corporation as they stood at the close of business June 30, 1918. The cash
for purchase of Perlman net assets passed August 5, 1918, and was disbursed
to the Periman stockholders, the United Motors recetving $5,469,.848.45 for its
holdings of 94,697 shares, leaving $30,151.65 for the 522 shares held by minority.
Seven hundrel and eighty-one shares were in treasury of Perlman Rim Cerpora-
tion, 70 sharese having been purchased during July, 1918.

The original return of the Perlman Rim Corporation for the fiscal year
ended June 30, 1917, includes the loss of the Jackson Rim Co. In this report
the fncome of Perlman Rim Corporation has been set up separately as required
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by the act of October 3, 1017. The ioss sustained by the Perlman Kim Cor-
poration upon partial Hquidation of the Jackson Rim Co. 18 allowed for income-
tax purposes but ig not allowable in stating income of Perlman Rim Corpora.
tion subject to excess-profits tax, being an intercompany loss,

ROYALTIES AND CLAM FOR DAMAGES CONNECTED WITH INFRINGEMENTS OF PATENTS

The sale of patent No, 1052270 to Perlman Rim Corporation on March 18,
1916, carried with it any claims Perlman may have had for damages arising
out of past infringements, Titigation was In process on March 15, 1916,
against the Standard Welding Co. for alleged infringement. A settlement
appears to have been made with the Standard Parts Co., the sucressor to the
Standard Welding Co., on December 6, 1016. The Perlmar Rim Corporation
accepted 10,000 shares of a par value of $1,000,000 in full settlement of past
claims agninst the Standard Welding Co. However, these shares of Stand-
ard Parts Co, were never set up on the books of the Perlman Rim Corporation.
Other sults were in prosccution against alleged infringers and were decided
adversely against the Perlman Rim Corporation in 1917,

At any rate, it certainly can not be held that the Periman Rim Corporation
received any income upon the receipt of this Standard Parts Co. stock in
1914, even If its right to receive the stock as damages for infringement were
unquestioned. It appears from the information which can now be gathered
that the Standard Parts Co, stock merely was held as security pending outcome of
the litigation now in process against other concerns involving the same ques-
tion of infringement on patent No, 1052270.

The General Motors Corporation became the owner of this patent by pur-
chaxe from United Motors Corporation on or about December 31, 1918, It
returned the 10,000 shares of stock to the Standard Parts Co. in a deal in,
1919, involving the sale of patent No. 1052270 to the Standard Parts Co. for a
consfderation equal to a sum representing the cost payments due to L. H,
Periman for the remaining life of the patent.

Haskins & Sells made the following staten.ent in thelr aadit report dated
September 29, 1917:

“We are informed that 10,000 shares of common stock of the Standard
Yarts Co. are being held in escrow by Perlman Rim Corporation pending out-
come of litigation in connection with patent rights.”

The following were interviewed in connection with the examination:

Mr. C. A. Souther, tax expert of General Motors Corporation,

Mr. L. F. Bomioff, treasurer of Jaxon Steel Products Co.

Mr. Rudesill, accountant of Jaxon Steel Products Co.

Mr. Lloyd Blackmore, patent expert General Motors Corporation.

W. A. PrigaxiTz, Auditor.

Novemuer 17, 1022,

GxHIBIT E

Agreement made this 17th of November, 1919, hetween General Motors Cor-
poration, & corporation organized under the laws of the State of Delaware,
hereinaffter culled * General Motors ¥ and the Standard Parts Co., & eorpora-
tion of the State of Ohio, hereinafter referred to as the Standard Co,,
witnesseth ¢
Wherens under date of the Gth day of December, 1916, the Standard Co.

entered into an agreement with the Periman Rim Corporation, also a New

York corporation, providing among other things for the granting of a license

to the Stundard Co. under the terms of Letters Patent of the United States No.

1052276, granted February 4, 1913, to Louis H, Perlman for an improvement in

demountable wheels; and
Wheregas under date of the G6th day of December, 1916, the Perlman Rim

Corporation executed a general release to the Standard Welding €o., alse a

corporation of the State of Ohio, of and from any and all claims arising out of

or connected with the past infringement by sald Welding company of any and
all patents covering demountable rims, and in particular of the aforcsaid Leiters

Patent No. 1052270 in consideration of the sum of $1,010,000 procured by the

Standard Welding Co. to be paid tc the sald Perlman Rim Corporation; and
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Whereas on sald December ¢, 1816, and as part ¢f the swbove consideration
the Derlman R.au Corporation subscribed for 10,0400 shares of the common
cupital stock of the Standurd Parts (o, and paid therefor the said consideration
recelved by it atoresaid, viz, §1,010,000, and there were subsequently issued to
it cortifientes representing snild 10,000 sharves; aud

Whereas Periman Rim Corporation has been dissolved and its assets trans-
ferred to and its labilitles assumed by the General Motors Corporation, also a
vorporation of New York, including the snid shares of stock and said license
agroement ; and

Whereas United States Motors Corporation was thereaftey dissolved and ity
property taken over and liabilities assumed by Genernl Motors Corporation,
inclunding the saia 10,000 shagces and the said license agreement ; and

Whereas (eneral Motors is now the owner of sald 10,000 share:. of the
connon capital stock of the Standard Parts Co. and is entitled to the benetits
and bound by the obligutions of said agreement dated the tth day of December,
1918, made by the Perimnu Rim Corporation amd the Standard Parts Co,; and

Wherens under dute of the 15th day of March, 1918, suld Perlman Rim
Corporation entersd into an agreement with Lous H. Perlinun wherein and
whereby the said Perlman, among other things, agreed to sell to said Perlman
Rim Corporation said Letters Patent No. 1052270, and the followg applica-
tlong for letters patent filed by suid Louis H, Perlman:

Serial No. 701214 for improvement: in demountable rim wheels, filed on
June 7, 1912,

Nerial No, 746078 for improvements In processes of applying pneumatic tires
to demountable rimy, filed on February 3, 1913 ;

Serial No. 483815 for improvements in wheels, tiled on Mareh 16, 1509 ; and
Serinl No. 823764 for improvements in wheels filed on March 10, 1914 ;
together with any clafm or claims for damages or profits incurred for the
infringement of the atorvesaid patent No. 1052270, in consideration of the pay-
menis to the safd Perimun of 3,000 shares of the class A stock oi the sald
Perlman Rhn Corporation and 97000 shareés of the common stock of suld
corporation, together with the yearly saum of $25,000 payuble in monthly
installments on the 3th day »f each and every month commencing on the
Sth day of April, 1916, and continuing during the life of said patent No.

1052270 ; and

Whereas the said original agreement was modifled by an agreement made on
the 1xt day of Meptember, 1917, between Perlman Rim Corporation and the
Standard Parts Co.. which agreement was thereafrer and on or aboat the
15th day of July, 18, extended to cover the perlod from July 1, 1818, to
January 1, 1919 and -

Whereas under date of the 1st day of January, 1919, General Motors an:?
the Standard Parts Co. enfered fnro an agreement, among other things fixing
the royaliy to be paid hy said licensee at § cents a set instead of 1534 per cent
of the actual sale price, ay in said origlunl Heense agreement provided, and
providing that ezcept as moditied by sald agreement the original license
agreewment should remain unaffected, and on aund after January 31, 1020,
should he in full force and affect, according to its original tenor; and

Whereas it is desired by the parties hoereto to cancel said agreement of
license and to transfer said shares of stock to the Standard Parts Co, and said
patent and paient applications upon the termy and conditions hereinnfter
mentioned ;

Now, therefore, iu consideration of the premises, the covenants herein con-
tained and other valuable considerations, it is agreed by and between the
parties hereto as follows;

Anticre 10 General Motors hereby sells and delivers and the Standard
Parts hereby agrees to purchase and pay tor the said United States patent
No, 1052276, and the aforesaid applications for patents, or patents that may
be subscquently issaedt thercon. and General Motors agrees to eause to he
executed, from tme. such assignments of said patent or patents and appli-
cations as may e necessary or proper to transfer to the Standard Parts
Co. 211 of its right, title, and interest therein without, however, making any
warranty in respect thereto, and reserving unto itself, and for the beaefit of
any corporation a majority of whose stock shall be owned by it, a license to
make. wse and vend articles embodying the said inventions or any of them,
the »ame as if the sald patents and applications therefor had not been assigned
te the Standard Parts Co.
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ART. 2. General Motors Corporation agrees to sell and transfer and the
Standard PParvts Co. aprees 1o purchase and puy for the sald 10,000 shares of
commor capital stock of the Standard Party Co, |

ART. 3. The Standard Parts Co. further agrees 'to pay (}eueml Motors Corpe-
ration for the foregoing the sum of $2056,250, in equal monthly installments of
S2.083.33, commencing on the 25th day of Novewsber, ‘1919, and continuing anril
the said sum sh&il be paid in fall,

ART. 4. The parties hereto hereby agree to cancel, as of the date hereof, the
sald lcense agreecment duted the 6th day of December, 1916, entered hito be-
tween Perlman Rim Corporaticn and the Standard Parts Co., and ench party
hereto hereby mutually releases and discharges the other from any aud all
claims, canses of action, rights of action, or ¢lahies to or in respect of dividends
on suid 10000 shares of stock or dumageu 1 law or rights In equity, in respect
of sald agreement or shares, or any obligation arising out of or connected there-
with, including any right or cluim enuring to the parties hereto in thelr own
right or in the title of the said Perlman Rim Corporation or the United Motors
Corporation or the said Weldiug Co., us the successor or suecessors thereot, or
to the rights and liabilitles forwmerly belonging to said corporations or any of
them, except as in this agreement expressly provided,

Awrt. §. This agreement shall bind and inure to the benefit of the partles
thereto and assigns,

In witness whereof the parties hereto have caused these presents to he
executed and their corporate seals 1o be hereunto affixed the day and yvear flest
shove written.

GENERAL Morors CORPORATION,
By ALFRED 8LOAXM, Vice President.
Attest :
WirriaM M. Swerer,
. Anrsigtant Secretarpy.
Tur 8ranparp Parva Co,,
By CurismiaNn Giny, President.
Attest :

P. A. CoNNoLLY, Secretary. ’

ExHipir ¥

COPY OF PHOTORTAT
NO, e
(Frout) :
Tue GuarpIaAN Savines & Trust Co.,
GUABDIAN BUiLpING, 322 EucLip AVENUE,
. Clevelund, Chio, December 6, 1916,
Pay to the order of Periman Rbm Corporation ene milllon and ten thousand
and no one-hundredths dollnrs ($1,010,000.00) .
. THE STANDARD P’ArTs Co.,
By DBExg. A. GacE, President,
(Back) : .
Pay to the order of the Guardiun Savings Trust Co.

TaE PrRLMAN RiM CORPORATION,
By L. H. PERLMAN, President.

Exumir G
LICENSE AGREEMENT

This agrecient made and entered jnto this ——~ day of November, 1916, by
and hetween Perlmuan Rim Corporation, & corporation duly organized and
existing under and by viriue of the laws of the State of New )urk and having
its principal place of business at New York, in the County of New York, and
State of New York, hereinafier referred to as the party of the fipst part, and
the Standard Parts Co., a corporation duly organized and existing under and
by virtue of the laws of the State of Ohlo, and haviong its principal place of



87192 INVEBTIGATION OF BUREAU OF INTERNAL REVENUE

business at Cleveland, in the county of Cuyahoga, and State of Ohio, hereln-
after referved to as the party of the second part; Witnesseth that

Whereas the party of the firgt part i3 the sole and exclusive owner of Letters
Patent of the United States No. 1052270, granted February 4, 1913, to Louis
H. Perlman, for improvement in automobile wheely; and

Whereas the party of the second part is desirous of manufactr -ing, using,
and selling articles falling within the scope of said letters patent;

Nuw, therefore, for and in consideration of the sum of $1 by each party to
the other party paid and of uther good and valuable considerations from
each party to the other party moving (including the mutual agreements here-
inafter contained) the receipt whereof is hereby acknowledged, the parties
hereto have agreed and do hereby agree as follows:

1. The party of the first part hereby grants unto the party of the second
part a license under said Letters Patent No. 1052270 to manufacture and use
throughout the United Statex and the territories thereof, and to sell to others
to use to the full end of thte terms of sald letters patent, all articles covered
by said letters patent, it belng however specifically understtod and agreed
that this license and all rights and privileges thereunder are nonassigmable
except to the successors of substantially the entire demountable rim business
of the party of the second part.

2. This license is to be known as license No. 1 and the party of the first
part agrees to grant mo nother llcense bearing the same number, and also
agrees not to grant any license to anyone providing any more favorable terms
and conditions than granted to the party of the second part; and, if in the
case a license is granted to any other party more favorable than this license,
then the same privileges as exist in uny such other license granted shall become
operative in this leense.

3. The party of the first part also agrees to grant unto the party of the
spcond part a license to manufacture, sell, and use any and all articles falliog
within the scope of letters patent of the United States, relating to demount-
able rims or rim constructions now owned or subsequently acquired or con-
troiled by the party of the first part ; such license, In each Instance, however,
being subject to the restriction that it shall be nonassignable, as also all rights
and privileges thereunder, except as above provided.

4. The purty of the second part hereby grants to the party of the first part,
without additional conslderation, the perpetual leense to make, use, and sell,
ail articles falling within the scope of ail patents reluting to demountable rims
and rim constructions, which the second party may hereafter acquire or con-
trol, subject, however, to the restrictions that all such licenses shall be nonas-
signable, as also all rights and privileges thereander, except as indicated in
article 1 hereof, 1. ¢, to the suecessors of the business, of the party of the first
part, Patents now owned or controlled by the party of the second part shall
not be incinded in this Heense agreemeut and the pavty of the first part shall
have no rights under the patents now owned or controlled by the party of
the gecond part. ‘

5. The party of the first purt shall, from time to time, give to the party
of the second part notice In writing as to the prices at which it ix seiling
articles under said patent No. 1052270, and it is an expressed condition of
this license that articles sold hereunder by the party of the second part shall
not be sold at prices less than those at which the party of the first part, is,
at the time, selling simllar articles. The party of the first party guurantees
that its prices shall be not less than 30 per cent above the cost to it of manu-
facturing and selling the same. Nothing herein shall be construed to prevent
the party of the second puart from selling at prices higher than those of the
party of the first part.

6. The party of the first part agrees to promptly from time to time, on the
request of the party cof the second part, specify prices with reference to types
or sizes of rims or parts, under this license which it, the purty of the second
part, desires to make and sell,

The party of the second part, shall be entitied to 30 days written notice of
any and all changes in prices.

No action of the party of the fdrst part in the matter of prices shall pre-
vent the party of the second part from fulfilding without change contracts
which may be made for 18 months or less.

7. The party of the second part agrees to pay unto the party of the first
part, & sum eqgual to 15% per cent of the actual sale price of all articles sold
by it covered by the license hereby granted under said Letter. Patent No.
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1062270, throughout the life of sald patent, or of any other demountable rim
patents owned by the party of the first part, which may be covered by this
Heense, but it is expressly understood and agreed that the party of the second
part shall not pay for any one article a sum in excess of an amount equal to
10 per cent of the acturl sale price thereof, and it is expressly understood and
agread that the 15% per cent shall be calculated upon the amounts of in-
volces: and it 1s further understood und agreed that in the event that sald
Letters Patent No, 1062270, shall be declared invalid by the Supreme Court of
the United Statey, the obligation of the party of the second part to any
royvalties thereafter accuring shall cease and determine.

S, When the regular anmumal statement of the party of the second part is
prepaved, it is mutually understood and agreed that a contrraccount shall
be entered agailnst the part of the first part for 16% per cent of the bad ac-
counts of the preceding yvear, and also 15% per cent of the discounts taken by
customers allowed for cash payments, which discounts shall not in any case
oxcead 2 per cent. The party of the second part agrees to pay to the party of
the firet part 15% per cent of all collections from such bad accounts whanever
received,

9. The license hereby granted by the party of the first part to the party
of the second part is, until January 1, 1920, exclusive for the serving by the
party of the second part of the following concerns; viz, Willys-Overland Co.,
Dodge Bros.. and all manufacturers of automobiles and all other users of rims
and rim parts having their principal place of business in Cleveland, county of
Cuyahoga, and State of Ohlo; but no license whatever Is hereby granted to
the party of the second part to scll up to January 1, 1920, to the following
concerns ; viz, makers of the Studebaker, Chalmers, Hudson, Monroe, Dort,
Briscoe, Chevrolet ears, and to such makes of cars as are now controlled by
The General Motors Co. Each party is free to accept, business from the
makers of all other cars no matter where such makers ate located excepting
those nnined in this paragraph, On and after January 1, 1920, the license
herein granted by the party of the first part to the party of the second part
shall extend to all territory but be nonexclusive.

14, The party of the second part agrees not to make any demountable rims
or demountable rim constructions, except such as fall within the scope of
United States Letters Patent No. 1052270, without the written consent of the
party of the first part, and shall give all moral support (but not financial)
to the protection of the patents owned or controlled by the party of the first
part, and the party of the second part shall do nothing to avoeid the spirit of
this license agreement, which {8 to make and sell rims under the patents of the
purty of the first part and under the patents of the party of the second part.

11. The party of the recond part agrees to give all moral support {(but not
finuncial) to the upholding of the patents of the party of the firsf part, under
which the party of the second part shuil be licensed.

12. Each of the parties hereto agrees to submit to the other for ity informa-
tion only, each new form of rim or rim construction which it may from time
to time propose to mavket.

13, The party of the fiest part agrees at its own owem»e to use ail reasonable
and dilicent endeavors to prevent and enjoin infringement by mukers of rims
and rim constructions of United Ntates Letters Patent No, 1072270, and of all
other patents owned or controlied by the purty of the first part, and upon re-
quest of the party of the second part, in writing, the party of the first part
agrees to bring legal action under said Letters Patent No, 1052270, against any
rith manufacturers, or agent, or customer of his vim product, when safd
manufacturer is producing more than 25,000 sets of demountable vims per
annum in infringement of said Letters Patent No. 1052270,

14 The party of the second part agrees to apply to all tire rims and felly
bands licenred hereunder due notice of patent No, 1052270, by stamping thereon
these words: patented February 4. 1913, Perlman patent manufactured by
Standard Parts; and to display conspienonsly on the outer {ace of all wedges
the word Perlman,

15, The party of the second part agrees to render monthly statements to the
party of the first part, showing al! licensed articles shipped or invoiced during
the preceding month, each statement running from the first of one month to the
first of the next suncceeding month, and to be furnished nnt later than the last
day of the succeeding month, and paymert of all accrued royalty as indicated
by such statement to be made not later than the day of said succeeding month,

.

—y |
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Each of said statements shall include the numes of purchasers, the dates of
~hipping, and the amounts of invoices.

16. The party of the second part agreex to furuish to the party of the first
part g statement on the 1Ist day of Februavy and the Ist of August of each
year showing the quantity of all articles manufactured during the six monrhs
preceding the tiest of the previous month, under the license of the party of
the titst part.

17, The purty of the second part glso agrees thot the party of the first part
shall have access to its books, referring to the manufactuve and sale of
Perhmn demountable rims, at all reasonable times fur purposes of inspection
und for checking back the item of statements rendered, such inspection to be
mude at the expense of the party of the flest part.

18, All Heense herein granted or provided for shall expire on February 3.
1930, unless otherwise agreed between the parties hereto,

'ertMAN RiM CORPORATION,
Per

i)
_ Pricsident.
Tue Sraspawp Pagrs (o,

I)('r 0
President,

KxHisir H
RECOMMENDATION NO, 601T-—COMMIPTTEY ON APPRATS SNID REVIEW

In re appeal of United Motors Corporvation wml atlilizred compaties, 33 West
Forty-second Strdet (removed te 1764 Brondway) New York, NO Y, fisenl
year ended Jane 30, 1917,

Mr. COMMISRIONER '

(¥or deputy Ceommissioner, Head, Income Tax Unit

The committee has considered the appeal of the United Motors Corporation
from the action of the Income Tax Unit in the proposed assessment of adili-
tional tuxes for the fiscal year ended June 3, 1917,

After careful consideration of the evidence of record. ax well as that pre-
sented at oral hearing on September 19, 1923, the commitree tinds:

{1) That the value of the assets aequired with 942,160 shares of no'par stock
was at date of acquisition $H1.818,8(),

(2) That the value of organization services, an intangible aszet, was at dute
of ncquisition $55.000.

(3) That the 20 per cent lHmitation for intangible assets should bhe hased
upon the market value of the no par value stock outstanding Mareh 3. 1917 as
at the date or dutes of {ssue ag claimed by the appellunt.

(4) That the tentative valuation of the good will of each of the corporations
involved in this appeusl should be computed in accordunce withh A, It M. 34
¢, R, 2, page 81, bused upon the earnings of eich corporation fer the three
years next preceding June 30, 1916,

(5) That in the tentative computation of the value of gond will it was proper
for the unit to consider the average tangible as<ets for each of the three years,

(6) That in the tentatlve computation of the value of good will the unit
shoald accept the appellant’s contention that 8 per cent represents a fair
return on the tangible property of each of the compunies und that the enrnings
applicable to good will should be capitalized upon the hasis of a 15 per cent
returi, ‘

(7) That in the computation of the tentative value of good will the Unit
should first deduct from the average earnings of each company the earnings
applicable to putents as determined by the appellant in its tentative valuation
of the patents, then deduct an amount equal to 8 per cent of the average tau-
cible asse(s and multiply the remaining earnings by 623 to arrive at the tenta-
tive value of good will.

(8) That for the purpose of computing depreciation the Perlman Rim
patent should he valued at $2,330,000 (value at date acquired by the Perlman
Rim Corporation), and that for the purpose of computing the consolidated
invested capital the Perlman Rim patent should be valued at $7,792.653.86.
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(1) That tor the purpose of computing consolidated invested capital the
difference between the total value of the assets, $H1LKINND0, acquired with
042,160 shares of stock, and the sum of the value placed upon the tangible
assets and the value placed upon the intangible assets (Includfng patents and
orgunization expense), as above set forth, should be.added to or subtracted
from the value of the good will and the patents (not including the Perhuan
Rim putent), allocation to be based upon the pereentage that the tentative
valuation of the patents (not including the Perhmnn patent), and the tenta-
tive valuation of the good will bears to the total tentative valuntion of both
the good will and the patents other thai the Perlman ptent,

(10) ‘That the depreciation of both tangible assets and patents must be
computed upon the basin of cost to the subsidlary companies without regard
to the nmount paid by the purent company for stock in the subsidiarvy com-
wanies,

! (11) That the rates of depreciation used by the unit in the last andit made
of the appellant’'s returns are fair to the taxpavers and to the Govermment
and therefore shiould not be changed. .

(12) That for the taxable year involved no depreclution should be allowed
on puients odher thun the Periman Rim patent, as the appellants exercised an
option in not clafming depreciation in their original returns and in not
charging sanme off on their hooks, .

(13) That that part of the distribution made during the taxable year by
the Hyatt Roller Bearing Co. and the Remy Electrie Co. to the United Motory
Corporation out of carniugs ueerned since March 1, 1013, should for tax pur.
poses be considered a dividend and taxed at either 2 per cent or 1 per cent
(not 4 per cent), depending upon the years fn which the earnings distributed
were acenmulated by the corporations,

(14) That the appellant admits that the result of the surplus reserve |
computations arrived at and set forth in the unit’s wemorandum i3 the ~ame
as the results of ity computations arrived at by a different method.

(15) That the contribution made by the Periman Rim Corporation in the
amount of §25 to the Switchman's Union is not deductible {n the computation
taxable fucone,

(16) That with reference to other minor adjustments referred to in the
unit's memorandum to the committee, the appellunt states in last brief sub-
mitted * the committee need not e burdened.”

KINGMAN BREWSKTER,
Chairman Conmittee on Appeals and Rericw.

Approved,

D. H. Bram,
Conunissioner of Internal Revenue,

Mr. Maxnsox. I would call the attention of the committee at this
time to what I believe to be true, and if it is not true I want to be
corrected.

I find nothing in any published ruling of the bureau which even in-
dicates that where a corporation is on the upgrade—in other words,
we will take the case of a corporation that starts in in 1908 with & net
income attributable to gom{ will of $50,000, and that net income
attributable to good will increases regularly every year at about
$50,000 a year until it reaches 500000 in 1917-—I can find nothing
in any published ruling of the burean which even indicates that up-
ward trend shall be considered. or will be considered. in determining
the value of good will as, we will say, in 1913, aithongh there is a con-
sistent history both before and after 1913 of an upward trend.

Senator Joxes of New Mexico, Let me ask this question, Mr.
Manson: Take an article that is newly discovered or newly manu-
factured. There may be no patent in connection with it at all, but
gradually there arises a greater demand for it. People through
some means find out that there is such an article. Take an ordinary
tool, for instance, and the demand for it increases. Of course, that
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increases the profit. According to that system is that increased profit
attributable to good will? .

Mr. MansoN. According to the method of valuing that increased
profit is attributable to good will.

Senator KiNo. And they capitalize that?

Mr. Maxsox. And that is capitalized for the purpose of determin-
ing value. Here is one of the best illustrations I know of of that
very thing. In one case the use of automobiles is involved and in
another case the use of aluminum for kitchen utensils. There are any
number of concerns that are engaged in the manufacture of alumi-
num kitchen utensils. They have become very popular. The growth
of that business has developed tremendously in the last few years.
There it is due to an appreciation-—a gradual growth of appre-
ciation—upon the part of the public of the usefulness and advantage
of that sort of thi%l‘g. '

Senator Kina, Would they caritalize that, and would they capi-
talize the aluminum companies which have a mono lﬁ' upon the pro-
duction of raw material; that is, the material which goes into the
finished product, because its sales are increasing every year owin
vo the greater demand for aluminum utensils for household purposes

Mr. MansoN. Oh, yes. The point is this, that the purchaser of
any industry or any stock does not buy the past. He looks to the
ggst, it is true, for the purpose of getting such information as may

useful to him in order to predict the future; but when any man
invests in an industry or invests in stock what he buys is the hope of
profit in the future, and he can only look to the past for the purpose
of judging what he may expect in the future,

n other words, there is no doubt in my mind but that any indi-
vidual will pay more for the good will of a concern which shows &
consistent history of growth and a consistent history of increased
profit than he will for stock in a concern which may have exactly
the same average earnings over the past but whose average earnings
are decreasing.

It may be true that the bureau considers the trend of a business
in arriving at the valuation of its geod will; but I can find nothing
in any publication of the burean which bears out the theory that
they. do consider the trend of a business in determining the value
- of its good will.

That is one thing. ‘

Hoere is another criticism I have of what appears from the publi-
cations of the bureau to be a policy of accepting the rate of earn-
ings, we will say, in 1919, as a standard for judging the 1913 value.

In other words the Dodge Co. was sold recently and its securities

were put on the market. Wo will assume that the public invested
in those securities on a basis that would give the purchaser a 6 per
cent return on his money.
. I do not know, of course, what the bureau will do with that case,
and I just use it as an illustration; but in arriving at the 1913
value, if that same basis is considered as is used for the purpose of
ca(fltalizing the earnings prior to 1913, it will leave out of con-
sideration entirely the fact that the value of money changes.

In other words, in 1918 or 1919, with all of the governments of the
world competing with each other in the market for money; with
bond rates high, and with other rates upon loans high, an investor
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wordd prruraliy expect a higher return in investing in stock than
e wonld expect, for instance, in 1913, when vou had an entirely
¢ erent kind of condition in the money market.  Anybody who has
ever followed the money market must necessurily know that when
interest rates ave high for one purpose, it boosts interest rates for
all purposes, and it boosts investment rates as well: and I can find
notiing in any publicatien of the bureau which indicates that that
factor is considered.

I believe that the trend of a business, upw:rd or downward, and
the value of money as about the time of the sale of that business,
are the two wmost tmportant factors that have to be considered in
arviving at any just valuation; and, at least so far as the publice-
tious of the burenu are concerned, therve is nothing to indieate that
eitlier one o) those factors is considered, and there i1s nothing to
indicate that the rate of return which an investor wowld ordinarily
expect in a given line of industry has been arrived at by the prop-
eration of any statistical data whatever.

Senator Kixe, Before you go into that, I would like to ask one

uestion. I may not understand this; in fact, I do not, and I would
like to ask one of these gentlemen representing the department.

Take the case where a corporation was organized and was a going
concern in 1913, It had good will, and you capitalized that, say,
for 500,000, and that bears a reasonable ratio to the invested capital.
and you allow a very high depreciation. Do vou allow deprecia-
tion not only upon the tangible. out upon that intangible capital?

Mr. Moss. No, sir; good will does not depreciate.

Mr. Manson. Unlesa it is « patent?

Mr. MuLkex, Well, if it is o patent, it will merge into good will;
but if you have a patent, you have a definite known value there and
we, of course, allow that,

Mr. MansoN. Suppose you are valuing a patent? In a case where
the profits of a business are used as a basis for valuing the physical
property; that is, if the property is depletable, it always enters into
the depletion allowance, does it not ?

Mr, Miuiges. Yes, If you have a brick building, and that is
a tangible unit, of course, you usually have the cost somewhere, or
you have the reproduction value, or you have some basis of arriving
at what that building is worth at that time, and that age, and that
type of construction, and you know what the depreciation rate
should be,

Mr. Maxson., Have you ever ascertained the value in case of a
brick building on the basis of earnings?

Mr. Minvixen. 1 do not know whether it has ever been done.

Mr. Straver. T do not know of a <use where it has ever been done,

Mr. Greas. I think what Mr. Manson had in mind was a mining
property.

Mr. Maxson. Yes: that is it.

Mr. Greas. Of course, we have always taken the position that a
mining company has no good will.

Mr. Maxson. The veason for it is that all of the earnings are
capitalized as a part of the value of the physical property.

The Crammaxn. So they do get good will, if it is a profitable
property, through efficient mansgement?
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Mr. Manson. Yes,

Mr. Gread. I do not think that is properly good will.

The Crnamrman. Weli, it has the same result.

Mr. Maxnson. It is depleted by every ton of ore taken out.

Mr. Greca. Certainly.

Senator King. Then, as a matter of fact, you allow depreciation
‘in one form or the other, in depletion, or what not, upon good will
in the case of mining companies?

Mr. Grega. Well, if you say & mining company bhas good will, ves.
I do not think a mining company has good will.  In other words,
we value the property of a mining company on the basis of an ap-
praisal, which takes into consideration tfm earnings of the compuny.

Senator Kina. Take a case like this; T want to get this clear in my
own mind. Tt may be infantile to you wise men here,

Suppose Senator Jones goes to Chicago and establishes a big
department store, something like Marshall Field. He has a lot of
apital, and his friends go with him. They established a corpora-
tion last year, and they do just as much business for the year 1925
as Marshall Field. They sell, say, $50,000,000 worth of goods, and
their net profits are $10,000,000. ‘Their capital, just for iﬁustmtion,
is $50,000,000 in cash, which they have put in. Marshali Field has
assets of just the same character and of the sume quality and kind
as Senator Jones, but you have been allowing thery, as I understand
it, for good will, prior to 1913, and right along since, a large sum,
because their earnings were very large, and you have capitalized
their good will. Marshall Field had a good name and a good
reputation. ,

What do you allow them as deductions or as capital for good will
which would diminish their tax, so that they would have to pay less
than Senator Jones’s company? .

Mr. Greae. You see, the Marshall Field Co. weuld not get any
depreciation of their good will,

Senator Kine, But you would allow them something on their
capital?

r. Greca. If they scquired a going business in 1916, assuming
that Marshall Field was reorganized in 1916, a new corporation was
organized to take over all of the properties, including all of the
intangibles, we would then allow them something.

Senator Kina. But suppose they are just the same now as they
were in 1912 or 1913, and that they have just the same kind of assets
as Senator Jones’s company, which was formed last year, has, and
the profits this vear are just the same; that is, $10.000,000. What
are you going to allow them that yvou do not allow Senator Jones’s
company, so that their tax would be less?

Mr. Gress, Nothing.

Senator Kineg, T think there is som» misunderstanding here,

Mr. Straper, This question comes up where stock is sold and we
have to determine a profit, and wheve a business is sold. :

Mr. Manson. It comes up in connection with invested capital
also?

Mr. Straber. Yes. Now, if Marshall Field was selling it, and we
will assume that they were incorporated before 1913, we would have
to go back and determine the value at March 1, 1913, for the good
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will.  'We would know what they got for it, and the difference
would be their profit. So far as affecting their annual income for.
intervening vears is concerned, it does not affect it.

Mr. Maxsox, For instance, the Dodge Co. lms just sold out. The
holders of that stork would pay a tax on the increase in value since
1913, In that case you would know what they got for it, if it be-
came necessary to take the value as of March 1, 1913,

Senator Kina. Do you not capitalize all intangibles for a busi-
ness which is being conducted now? Do you not do that?

Mr, MiLuikeN, No, sir.

Senutor Kixa, All vight.

Mr. MukeNs, As to depreciation being allowed on intangibles,
there is no deprecigtion, as [ understand it, that is allowed on in-
tangibles as such,

senator Kina, My latter question did not involve a gquestion of
deprecintion. It involved a question of what you would permit as
deductions from taxation by virtue of intangibles being capitalized,

My, Mutaken, Well, of course, you have the only deduction that
I would say they would get. That would b2 in the excess-profits
tax years, when you have the computation of invested capital.
You know, technicaily, invested capital is subject to several limita-
ons provided in the act of 20 and 25 per cent, under reguirements.
to chow that that good will has actually been purchased for its
value, and the good will was worth the stock issued for it; but in
any income-tax situation, as I understand it, you never get a de-
preciation of good will as such. You may get a benefit through in-
vested capital, but this ycar, when invested capital is out of the
picture, I do not see where it takes place, one way or the other.

Mr. Grece. You see, we have only had to value intangibles for
two purposes. The first, take a patent—depreciable property—we
Lave to value them as of March 1, 1913, for purposes of deprecia-
tion. That is in the statute.

Senator Kixa. Yes.

Mr. Grece. Where there was a reorganization or acquisition of
property, we had to value the intangibles, when taken over for pur-
poses of invested capital, but that is the only time that we ever had
to value good will. Tt had no effect whatever on current returns.

Mr. MopnikeN, The only deduction that Marshall Field would get
from income through those years would be to take their fixed assets.
They bave a building that is subject to a depreciation rate of 2
pev cent.  They have fixtures and furniture subject to a rate of 10 per
cent., They get their inventory, and their inventory then affects
thelr income, ¢f conrse, and they have certain unmerchantable goods
on hand at the end of the year that affect income, and many other
factors affecting theiv income.

Mr. Grroe, But they have no deduction for depreciation of good
will?

My, Minnses. No,

Senator Jones of New Mexico. Would it be of value in related
transactions, such as we were discussing awhile ago, about that rim
corporation, to require each field agent to report whether or not he
has examined the related transaction?
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Mr. Nasu. It should be a part of his report.  That is slready ve-
quired, Senator.

Senator Jones of New Mexico. And should not some one be desig-
nated to follow up the examination where it appears that they have
not been examined ?

Mr. Nasu. There is a review of that report in the office of the
agent in charge, and another review in Washington after it was
received. This appears to be a faulty examination.

Senator Jonks of New Mexico. Yes; I was just going to remark
that in this case it does not appear from this report whether he did
follow nup the related transaction or not.

Mr. Nasm. Yes, sir.

Senntor Jones of New Mexico. And should they not be vequired,
in cach instance, to report whether it has been followed up, so that
if it 15 not then someone elso may be desienated to do that

Mr. Nasm. Yes, sir; that is part of the examination procedure,
An agent is required to follow up a transaction of that sort and
check it from the other end, and comiment. on it in his report.

The Cramman. There is another fact in there that I think neither
Senator Jones nor you, Mr. Nash, has referred to, and that is the
question of the other stockholders who sold out this concern and
received stock in return of the Standard Parts Co. They had made
no report, according to the records, and had paid on no profit, like
this woman was required to pay on a profit. It seems to me that
‘nothing has been developed here to indicate that there is any method
in the bureau by which that may be caught.

Mr. Nasi. I did not understand from Mr. Manson’s reading of
the report that their had been other transactions, similar to the ex-
change of stock in the Haiglt case. He mentioned two names. and
I was trying to find out whether there were any similar transactions,
and I did not catch it,

Mr. Maxson. Well, you sce, all the stock—-

The Cuamax. Of the concern was sold.

Mr. MansoN. Yes; and these two concerns were consolidated.

Mr. Nasu. Yes, sir,

Mr, MansoN. All of the stock of this original company was taken
over by the stockholders of the new companv. In other words,
the stock of the new company was exchanged for stock of the old
company.

Mr. Nasn, It gets back to the fact that the agent, when he cheeke:l
up on the Haight case, ought to have reported on the other case.

Senator Jongs of New Mexico. Should not something appear in
the report as to whether or not he did follow it?

Mr. Nasu. Yes, indeed; Senator. He is required to do it.

Senator Joxes of New Mexico. Why was not this report sent
back, then ¢

Mr. Nasu. It appears to have been a faulty investigation, and ap-
parently it was not properly reviewed.

Mr. Maxsox. The fact of the matter is this. that the last transac-
tion that took place in this case took place in 1919, when the . Gen-
eral Motors Co. had this contract with the Standurd Parts Co, All
of the facts which I have presented to the committee here were
contained in the files of the Income Tax Unit here in Washington at




INVESTIGATION OF BUREAU OF INTERNAL REVENUE 3721

the time that the audit of the Standard Parts Co. case was made in
jo22. Even if the field agents had overlooked this it strikes me that
the auditors, when thev passed on the Standard Parts Co. case,
Jiould bave ealled for the file in the Perlman Rim Co. case, and
have determined what disposition had been made of this $1,010,000
i the Perlman Rim Co. case. In other words, we have not any
information here that is not in the files of the bureau, and which was
not in the files of the bureau.

wenator Jones of New Mexico. As T understand it, Mr. Nash, this
i~ a case where, in the reviewing division down here, or in the audit-
ing division, or what not, it was faultily handled?

Mr. Mansox. Yes,

senator Krxe, 1t occurs to me to inquire whether there is uny
requirement of corporations, through yvour regulations or otherwise,
that when consolidations are etfected and exchanges of stock result,
the seevetaries of the merging companies are required to advise the
department of that fact? ‘

My, Greca. These transactions have not been taxable since 1921,
Senator,

senator Kixa. No: but take old corporations now, that are con-
solidated.

Mr. Giree. They ave not taxable now.

My, Maxson. No: but if you sell that stock now——-

Nenator Kixa. Where there 19 an exchange of stock, which amounts
to a sale, they are not taxable now?

Mr. Greca. No,

Mr. Manson. No: but if vou sell that stock now, it is necessar
to ascertain the value of the stock that was exchanged for the stoc
that is now being sold.

Mr. Greca. The cost of it, but not the value, the March 1, 1913,
value.

Mr. Mawnson. The March 1. 1913, value. When that value has
been ascertained, we will say that John Jones sells some of that
stock this year. You go back and ascertain the March 1 value for-
the purpose of determining John Jones’s tex. Next year, or the
vear thereafter, Phil Smith may sell some of the stock, which was
also obtained in that same transfer: that is, at the same time, It
strikes me that it s important that when you have determined the
value of the Stondard Parts Co. steck of March 1, 1913, that de-
termination caght to apply to all of the stockholders in that con-
cern who acquired the stock in transfer, no matter when they may
sell their holdings. In other words, it is more important now than
it was before the tax was levied, when the exchange was made, and
all of the stockholders who made an exchange received their stock
within the same tax year. I may be assessed upon that stock this
year. and Senator King, who oot some of it, may be assessed on it
next vear, and so on. ‘Therefore it strikes me as more important
to see that some sort of a proper record be kept of those determina-
tions. Of conrse. I know that they are kept in the files of the
case, but that might as well be buried in the cemetery.

Mr. MicLikex. Therve is one tvpe of case that always comes to
the bureau’s attention wkhsre we find out all about it, and that is if we
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increase the value of the stock of one stockholder over that of an-
other stockholder.

The Cnammax. But they may not know that it has been decided
in the case of another stockholder.

Mr. MiLLikeN. They always find it out if the par value is higher.

The Cxamyan. I would like to put this sort of a case up to the

officials here:
"~ Assun:ing that one stockholder of a corporation buys out all of
the other stockholders, and there arve, say, six stockholders, each
owning, sy, 10 per cent of the stock. They all receive the same
price for their stock, and one of the individuals who sells out, in
making his returns, divides the receipt of that money received fov
that 10 per cent of the stock among all of his family, and returu-
are made on that basis, which. in effect, brings it away down toward
the bottom instead of up to the top of the surtax bracket.

Issft'here any way in which the bureau would entch a thing of that
sort ¢

Mr, Grece. Yes, sir; through a field examination,

The Crareman, Has that always been brought out?

Mr. Greae. It has been brought out in the case that the Senator
has in mind; yes, sir.

The Cuamkman. But it was not caught at the time?

Mr. Gereo. Noj it was not.

The Cuairman. Why not?

: My, Greda, I do not know. T can not understand why it was not
done.

The Cuareman. It was an error in the bureau, was it not?

Mr. Gresa. Probably it was, that it was not eaught originally.

Mr. MiLLigkeN, It appears also in the case that T have in mind thac
the person who sold that stock represented that his family had a prior
deeti) to this stock befove its sale and that he then in turn was not
acting for himself at the time of its sale, but was acting as an agent.

The Coairman. But the records of the corporation would show
the ownership of the stock.

Mr. Grege. Of course that is not controlling.

The Cuairyan. No; but how would the field fgent have canght
this, in the first place?

Mr. Nasu. He would have to check the transfer from the records
of the corporation and follow it down through the individuals
involved.

The Cutammman. You say the records of the corporation would con-
trol. This is an individual transaction, not a corperate transaction.
It is an individual stockholder who buys, and not a corporation.
How would you find out what that individual paid for that stock?
How would you get anything from him to show that? There is
nothing in the returns to show that.

Mr. Greao. I do not quite understand your question.

The Caairman. I say, supposing it was an individual who bought
the stock, there is nothing in the requirements of the bureau that
makes him report that purchase? .

Mr. Greea. No, sir.

T{:% CuamrmaN, Nor to whom he paid the purchase price of the
stoc
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Mr. Greca. We have to get that information from the one to whom
he sold and check it with his return. Of course, if on his return he
does not make any disclosure, it may be difficult for us to get it.

The CHatrman, Well, if the seller’s report is divided as between
five or six, instead of receiving it all himself, how would you catch
that if he fixes his record all right? How would you catch & case
like that ¢

Mr. Nasi. We catch a great many of those cases from an examina-
tion of the stock books of the corporation and s checking up of the
documentary stamp tax. When we check those taxes on transfers
«of stock we discover many leads on such transactions as we are
discussing.

Mr, Minnigesn. You might also get it from the corporation on a
distribution of dividends, showing to whom they distribute the
dividends.

M. Moss, May I inguire to see whether or pot T understoed Mr,
Manson’s purpose of introducing this cass to-day ¢

Mr. Manson's idea, I believe, 1s that where a value has been placed
on certain stock there should be in the Income Tax Unit some other
record, not incidental to some particular record, where the value of
that particular stock can be kept and found, not depending on an
incidental inquiry for some other purpose, but that that stock shall
stand there with that value, and that when other taxpayers file
returns with a similar stock involved somebody down there must go
right at once and find out ahout that.

Mr. Mansox. Yes. That is it exactly. Suppose you had s card
index——

Mr. Moss. I wanted to make that clear, because it is very mmpor-
tant. T do not know what exists now.

The Cuamyan. That also applies to oil wells. When there is a
sale of an oil well it appears that there is no check back to find out
that thing, and that has resulted in several valuations of the same
property.

Mr. Moss, Inequality of taxation,

The Cuamman, Yes.

Mr, Maxson. Suppose vou had a card index, and you had deter-
mined the value of the Standard Parts Co.——

The Cuamyman, That is just what Judge Moss spoke about. I
think we understood that. That is just a matter of the mechanics,
Mr. Manson. It is just a question of how to keep it.

My, Moss, 1 do not know what is actually Lept, but it seems to me
to be a very good suggestion,

The CaairkMaN. Have you anything further, Mr. Manson?

Mr. Maxson, Not this morning.

Nenator Jones. If such an index were kept, it seems to me that it
would make for both efficiency and a saving in expense,

Mr, Maxson. Yes. You have to do this work all over again un-
less you do have some way of being informed that you have done it
once bhefore.

Mr. Greca. The matter of keeping more records than we have kept
is a very important one, and one which we ave always working on.
For example, in the solicitor’s office we are having difficulty right
now, by having the same point raised in the different divisions and
decided ditferently, occasionally, in the different divisions. '
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Only once in a while does that occur, that a case is decided sepa-
rately in the divisions, but it is not at all rare to find the case being
prepared on a question in one division, when the same case is being
worked on in another division. We are trying now to keep a run-
ning index of questions involved in cases pending in each division,
and that, of course, is a big job in an office of that size.

The Cuamman. Will it be satisfactory to adjourn now until 10
o'clock to-morrow?

Senator Kina. I do not want to take it up now, but I am not satis-
fied with this question of capitalizing good will and these intangibles,
and the method adopted, and I want to make a little further inquiry
into that.

Senator Jones of New Mexico. That was very important when we
had the excess-profits tax, but we do not have that now.

The Coanorax. It s just as important now when it comes 14 n
sale of stock.

Senator Joxgs of New Mexico. By the way, I am extremely inter-
ested, Mr. Gregg, in your reference to having some digest of rates
of profit allowed i:.. different sections of the country in various classes
of business, and so on.  You say that is printed in pamphlet form?

Mr. Greca. I will say frankly that I do not know what there is in
that pamphlet.

Mr. MansoN. I would like to see it.

‘Mr. Straver. It is known as the Median, and was published under
the requirenents of the act of 1917, as I remember it, which required
the commisisoner to compile statistics showing the rate of profits
earned by certain classes of business,

Senator Jones of New Mexico. That is, where normal earnings
were varied from 7 to 9 per cent?

Mr. Grese. That is it.

Senator JoNEs of New Mexico. I would like to have a copy of that,

Mr. MimuikeN. We have another check in the” bureau of the
special assessments statistics. That is sometimes used.

Mr. Grecs. Of course, that is not public.

Mr. MinLixex. Noj that is not public.

Mr. Mansox. I have looked into that, but I can see where the
data that you have guthered for the purpose of making special
adjustments is of almost untold value for many other purposes if it
is utilized. You have a mine of immensely valuable information on
those cards.

Mr. Grege. That is very true,

Senator Kix¢. You mentioned just now the large salaries. I was
noticing in the 1922 returns that the salaries for a number of cor-
porations amounted to, I think it was, $800,000,000 plus, which was
entirely disproportionate to the amount paid to all other employees.
It amounted to about one-third of the salaries and compensation
paid to other employees. Are you checking up on that now?

Mr. Grese. Yes; we are checking them.

Mr. MutigeN. The act says “ reasonable compensation.”

Senator Kixe, Do vou cut them out?

Mr. MiLuikes. Some of them, but almost every time we get into
the comts the courts say that the company is the best judge of the
reasonableness of compensation of their ofticers and not the bureau.
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Senator Kine. There were 171,000 corporations reporting no net
income for taxes, and yet they were allowed $800,100,000, as I racall
it, for salaries,

I think, on this matter, that if the bureau has not the power now to
reduce those amounts and to prevent this abuse, that &?lgress must
do it. .

Mr. Greoo, Congress gave us all the power it could. It said we
had a right to determine what was a reasonable allowance for
salaries. I think you can appreciate the difficuity of our sitting here
in Washington and deciding the reasonableness of salaries paid in
all industries.

The Cuammman. We will adjourn here until 10 o’clock to-morrow
morning.

(Whereupon, at 12.45 o’clock p. m., the committee adjourned until
to-morrow, KFriday, May 22, 1925, at 10 o’clock a. m.)

Y2019~ 25—pr 1R—1f
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UniTed StaTEs SENATE,
Sercran CoMMIUTTEE TO INVESTIGATE
rur Bureavu or InternaL Revenue,
Washington, D. €.

The committee met at 10 o'clock a. m., pursuant to adjournment
of Friday, May 22, 1925,

Present: Senators Couzens (presiding), Jones of New Mexico,
and King,

Present also: Mr. L. C. Manson, counsel for the committee, and
Mr, Raleigh C. Thomas, investigator for the committee.

Present on behalf of Bureau of Internal Revenue: Hon. McKenzie
Moss, Assistant Secretary of the Treasury; Mr. C. R. Nash, assistant’
to the Commissioner of Internal Revenue; and Mr. A. W. Gregg,
solicitor, Burcau of Internal Revenue.

The Cramrmax. Do you want to introduce any statement now,
Mr. Nash?

Mr. Nasy, 1 had a statement on the anthracite coal matter. I
was showing it to Mr. Gregg before starting up here this morning,
but I think I left it on my desk.

The CHAlrMaN. We can put that in at some other place, then.

- Mr. Nasn. Yes, sir.

The Cuamrman. You may proceed, Mr. Manson.

Mr. MaxsoN. The first matter that I desire to call to the atten-
tion of the committee this morning is the matter of the compromise
of the tax of the Kerr Navigation Corporation.

The chief auditor of the committee, Mr. Box, has stated in his
report the history of this Kerr Navigation Co. and the facts lead-
ing up to the compromise. I am not going to state all the details,
but it appears that Messrs. Kerr and Clegg were citizens of Great
Britain. They conceived the idea of purchasing the interned steam-
ships belonging to the Hamburg American Line. It was nec ssary
to secure the cooperation of an American citizen for this purpose,
and they took in with them a man by the name of Geer.

The steamships were purchased for soinething over $8,000,000
and at the time that they were vefitted and ready for s rvice they
represented an investment of approximately ten million. About
$800,000 was paid in, and the remaining Inv stment was repre-
sented by money borrowed on gold bonds from Scandinavian in-
terests. '

. Subsequently, after the war was over, a deal was made to sell this
property to the Harriman interists.

i

8721 |
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At that time the taxes of the Kerr Navigation Co. and associuted
companies were undetermined, and there is evidence also in this
record of considerable fraud and many attempts to defraud the
Government.

At the time the deal with the Harriman interests was about to
be closed, & proposition was made by Kerr & Clegg, who owned 76 -
r cent of the stock, to have the money paid to them in London,

he Harriman’ opfe would not agree to that. Representatives
of the Income Tax Unit of the bureau were informed. I do not
recall’ just now how they got their information, but, at any rate,
they were informed that Kerr & Clegg were endeavoring to have
this money paid to them outside of the country, in order to escape
income tax, that the Harriman interests had refused to agree to this
sort of a proposition, and that the final arrangement was to pay
them in cash at the Chase National Bank in New York, and they gad
made arrangements to sell on the basis the money was to be turned
over to them. The revenue agents took the matter up with the
Harriman interests, and the Harriman interests agreed to notify
the revenue agents whenever the money was to be paid. They did
notify them. The money was turned over in cash at the Chase
Naticnal Bank in New York, and the revenue agents immediately
served notice upon them; $5,000,000 was put in the safe deposit box
to cover any taxes that might be due from Kerr & Clegg. So that
there was no tax lost so far as these individuals are concerned.

I cite the circumstances which I have just related for the purpose
of showing the character of the people who owned and controlled
the taxpayer involved in this case.

At about this time, in September, 1920, this company was in a
state of dissolution, and it appears that the property of this company
was turned over to another company, and it was the second company
that the Harriman interests bought. .

The Cuarman. But it was the same property that was involved?

Mr. MansoN. The same property. At the time the deal with the
Harrimans was made, a part of that deal provided that the Kerr
Navigation Co. should deposit with a trustee between $1,300,000
and $1,400,000 to meet any taxes that might be found to become
due from the Kerr Navigation Co. That money was impounded
with the trustee for that purpose.

* The CaatrmanN. Who was the trustee?

Mr. MansoN. I do not recall who the trustee was,

The Cramman. Does the record show that?

Mr. Manson. I assume that the record does show it somewhere,
but I do not think the record that I have here shows it.

Mr. Greco. I think it was the New York Trust Co.

- Mr. MansoN. Yes; well, there is no dispute about the fact that
it was on deposit.

~ Following this attempt to get out of the country, a tax was
assessed for the years 1917, 1918, and 1919, of $$6,553,372.45 on tlie
company. That was more or less an arbitrary assessment, to pro-
tect the Government.

A claim in abatement was filed, and the matter was taken to the
committee on appeals and review. After the committee on appesls
and review hag heard the taxpayer, they made a finding 1 the
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matter, and a reaudit of the case was completed in January, 1928, in
accordance with the determination of the committee on appeals
and review.

The result of this reaudit discovered that there had been an over-
assessment of $5,181,841.60, leaving due the' Government $1,381,-
530.85, together with a 5 per «wnt penalty and 1 per cent interest for
the failure to pay within the specified time after notice and demand.

The CrairmaN, What was the 5 per cent penalty for§ Was that
acrording to the statute?

Mr. Manson. Yes. That is the regular penalty. Under date of
March 20, 1923, it was proposed, on behrlf of the taxpayer, to offer
the sum of $800,000 in compromise and settlement. of the additional
income and profits taxes claimed to be due from the taxpayer, to-
gether with penalties and interests. This proposal was rejected by
the commissioner. Upon further consideration the commissioner
authorized the solicitor to inform the representatives of the taxpayer
that he wonld be inclined to give fovorable consideration to an offer
in the amount of $900,000. On May 15, 1923, the sum of $900,000
was deposited with the collector of internal revenue of the second
district of New York as an offer in compromise.

Under date of April 16, 1222, the Solicitor of Internal Revenue
wrote the commissioner (Exhibit I}) in relation to an offer in com-
promise of $800,000 by this taxpayer, in which he reminded the com-’
missioner that he had under distraint or other process a large amount
of cash impounded in New York to secure the payment of an alleged
tax liability against the individuals comprising the corporation, stat-
ing that “the above is mentioned merely to refresh your memory as
to some of the very hiﬁh lights in the case and to put you on notice
that very great care should be exercised in passing on any offer in
compromise.” ' .

Under date of June 27, 1923, Deputy Commissioner Bright recom-
mended the acceptance of the offer of $900,000 in a memorandum,
which I will read into the record.

The first part of this memorandum appears to be the form, merely
recommending the acceptance of $900,000.

The memorandum then proceeds as follows: .

The Kerr Navigation Corporation was incorporated under the laws of the
State of New York on the 14th of July, 1917, and was dissolved pursurnt to
the laws of the State of New York on the 25th of October, 1919, Its eapital
was $800,000, consisting of 160 shares without par value irsued for $5 per

share, The corporation filled income and profits tax returns for the taxable
yoars 1917, 1918, and 1919, and paid taxes thereon as follows:

For the year 1917 e e e $214, 453. 57
For the year 1918 e —— v ——————— 3, 024, 273. 16
For the yenr 1019 e v e e i e 800G, 625. 00

O R e e e e e o 4,039, 352. 63

Additional income and profits taxes were assessed against the tax-
payer in September, 1920, as follows:

For the year 1817 e $3073, 578. 24
For the year 1918 e e e e 1 o 1 8 o e 5,652, 217, 24
For the year 1019, ________ e e e 45, 576, 97

At the time the additional assessments were made taxpayer was
in dissolution. As it appeared that the former stockholders of the



8780 INVESTIGATION Of BUREAU OF INTERNAL REVENUE

taxpayer, who were in possession of all if its assets, were about to
depart from the countcy, summary assessments of the additional
taxes which seemed to be due were made. These additional assess-
ments were based largely upon estimates, and all doubtful questions
were vesolved agwinst the taxpayer and in favor of the Govern-
ment. Within a few days after the additional assessments had heen
filed, the taxpayer filed claims for abatement thereof. Thereafter
ugipeals were taken to the committee on appeals and review and
affidavits, certificates, and letters were submitted and oral argument
was presented and conferences were held between the representa-
tives of the corporation, the committee on appeals and review, the
solicitor of internul revenue, and representatives of the Income Tax
Unit. The principal poiats in dispute before the committee on
appeuls and review were the alleged realization of income from the
reorganization of the Kerr Navigation Corporation, amortization,
requisition charter hire in 1919, classification under section 209 of
the revenue act of 1917, special assessment under sections 327 and
328 of the revenue act of 1918, expenditures for reconditioning
ships, reorganization expenses disallowed as a deduction and charged
te capital account, deduction for salary paid to president, realloca-
tion of certain items to 1918 income, anci) the closed voyage adjust-
ment account, The consideration of the sppeal involved many
difficult questions and the examination of a mass of detailed and
complicated date. The committee on appeals and review in recom-
mendation No. 497, under date of March 19, 1921, allowed the ap-
peal in part and denied it in part. The case was thereupon re.
turned to the Income Tax Unit for reaudit in accordance with the
recommendation of the committee on appeals and review. Owing
to the extremely complicated nature of the case, the reandit was not
completed until on or about the 1st of January, 1923. As a result
of the reaudit, certificates of overassessment have been listed as
follows: -

For the year 1007, o e e e e $222,323. 14
For the yesr 1918 . o e e e e 4, 809, 452, 40
For the year 1010 . e e 260, 085, 97

There are accordingly outstanding assessments for the taxable
years 1917, 1918, and 1919 in the total amount of $1,381,530.85, which
18 claimed to be due from the texpayer, together with 6 per cent
penslty and 1 per cent interest for fnilure to pay within 10 days
after notice and demand. .

The taxpayer disputes the correctness of the recommendation by
the committee on appeals and review and the computation of tax
liability based thereon. The principal points on which the taxpayer
and the bureau are not in accord are as follows:

1. The taxpayer claims that it should be assessed under section
209 of the revenue act of 1917 at the 8 per cent rate, because it is
a corporation having a nominal capital, the term “nominal” being
a relative term; its capital stock, $800,000, is nominsl reletive to the
cost of the eight ships which it purchased, which was $9,847,650.
The capital is also nominal in compariscn with the net income as
stated above. '

¢. The bureau fixed the excess profits tax rate for 1918 at 66.8043
per cent. The corporation paid taxes at the rate of 50 per cent and
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claims that the rate should not in any event exceed 58 per cent, and
this rate may be too high.

3. The bureau has allowed an amount of amortization which the
eom{mn believes to be correct, the ships having been written down
in the bureau’s computation to $4,000,000. The bureau, however,
has spread this amortization between January 1, 1918, and Septem-
ber 3, 1919. This latter date is the date on which the formal transfer
of title to the ships was made pursusnt to the reorganization of tha
Kerr Navigation Corporation. The taxpayer submitted evidence to
the committee on appesis and review showing that the value of
the ships on January 1, 1918, was less than $4,000,000 and that the
value of the ships on September 3, 1919, was less than $4,000,000.

The taxpayer has also submitted an affidavit and brief (in the
hands of t'ﬁs Solicitor of Internal Revenue) showing that the value
of the ships in terms of their income-producing capacity did not

.decrease between December 31, 1918, and September 3, 1919, and
contending that if the value of the ships was $4,000,000 on September
3, 1919, it was ro greater on December 31, 1918, and that the fuil
amount of amortizatien allowed had been sustained during the tax-
able year 1918. In spreading this amortization, the bureau has allo-
cated $808,133.73 to 1919. This amount the taxpayer contends
should be allocated to 1918.

4. The bureau has also disallowed as an expense the sum of
$51,006.24 paid to Messrs. Haight, Sandford & Smith, the attorneys
who incorporated the company and who rendered the legal services
in connection with its note issue and mortgages and in connection
with the acquisition of the steamers and the transfer of their flags.
These attorneys have apportioned their bill as foilows:

()xganizatiof: Of COMPANY oo et s $1,967. 4%

Services and disbursements in connection with note issue and mort-
BBRCH oo et ot et et e e 1 e o b e 24, 188,77
Services in connection with acqulsition of steamers ... .. ... ... e 23, 200, 00
POLAL - e s o e s e A e = e e 53, 006. 24

This bill for legal services was paid in 1918 and the note issue and
mortgages were canceled in 1918. The taxpayer contends that the
charge for services and disbursements in connection with the note
issue and mortgages should be allowed as a deduction in 1918 and
that the charges for services in connection with the acquisition of the
steamers should be added to the cost of the steamers and amortized
in 1918,

Trustees in dissolution of the taxpaver hold assets of the value of
$1,350,051.90, There are no secured liabilities so that the Govern-
ment has a first claim on all the assets of the taxpayer for the pay-
ment of any taxes due. The liabilities other than the liability for
taxes amounts to the sum of $63,038.75.

Under date of March 20, 1923, it was proposed on behalf of the
taxpayer to offer the sum of $800,000 in compromise and settlément
of the additional income and profits taxes claimed to be due from
the taxpayer together with penalties and interest. This [lzroposition
was rejected by the commissioner under date of April 19, 1923.
Upon further consideration the commissioner authorized the solici-

“tor to inform the representatives of the taxpayer that he would be
inclined to give favorable consideration to an offer in the amount .
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of $900,000. This information was communicated to the representa-
tives of the taxpayer, and on May 15, 1923, the sum of $800,000 was
deposited with the Collector of Internal Revenue for the Second
District of New York as an offer in compromise.

It appears that the Government by resorting to distraint could
undoubtedly force the payment of a greater amcunt than has been
paid by the taxpayer as an offer in compromise. Howéver, the indi-
cations are that if an attempt shonld be made to collect the cutsand-
ing assessments in full, the assets would not be sufficient to entirel
satisfy the assessments, and such payments as would be made woulc
be made under protest and would be litigated.

The Cuairman. The shortage would be some $30,000, would it not$

Mr. Mansox. I have not considered that, but it would hardly be
much more than that, It is about $:31,000.

If litigation should be resorted to it would undoubtedly be very
complicated and long drawn out, invelving a very large expenditure
on the part of the Government. Moreover, some of the questions in
dispute are not entirely free from doubt and many of the employees
of the bureau who participated in the consideration of the case and
who were intimately scquainted with its details have since severed
their connection with the Government. It is, therefore, doubtful
whether the net result of attempting to collect the outstanding
assessments by distraint would in the end be more favorable to the
Government than the acceptance of the amount offered in compro-
mise,

The collector of internal revenue for the second district of New
York recommends that the offer be accepted.

Pursuant to that memorandum the offer in compromise was
acceFted.

I have this to say with respect to that compromise settlement, and
that my immediate point may be clearly brought out permit me to
- recapitulate very briefly.

Here is a2 case where a tax of something over $6,000,000 was sum-
marily assessed. There is no doubt but what that tax was assessed
because the people who controlled this property were known by the
bureau to be attempting to defraud the (iovernment, and the tax was
assessed to protect the GGovernment.

A plea in abatement was filed. This taxpayer was heard by the
unit. The case was considered by the committee on appeals and
review. The whole matter was threshed out, and subsequent to the
action of the committee on appeals and review the case was re-
 audited. As Mr. Bright states in his memorandun, there were con-
ferences between the taxpayer and the representatives of the unit,
between the taxpayer and the solicitor, and, as I have stated, the
taxpayer had a full hearing before the committee cn appeals and
review.

As a result of that action, it was announced that this taxpayer
owes the Government $1,381,000 in taxes. There is $1,350,000 in
taxes impounded with the trustee for the express purpose of paying
this tax. There are no secnured biabilities. The only other lia{;iiitiei
there are approximately $63,000. In other words, the officers of the
bureau have determined that there is a tax due, after full hearing,
. smounting to $1,381,000; the money is there to pay $1,350,000, and
yet this case is compromised for $900,000,
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Upon what theory? Upon the theory that this taxpayer may go
to rourt,

Now, let us take that theory. I submit that if a taxpayer has
paid more or is arsessed more than he should legally pay, his assess-
ment should be reduced. In other words, you have two functions
of the commissioner here. You have, on the one hand, the deter-
mination of how much tax the tuxpayer should pay under the law.
You have certain machinery set up be'ere for the purpose of ascer-
taining that. You have certsin rules and regulations laid down
for the sscertainment of that fact. Congress itself, in the act, has
provided, at least to some extent, what the rights of the taxpayer
are.

It is my position that unless a tax assessment is based upon its
merits, unless the rights of the taxpayer are determined in accord-
ance with the Iaw and in accordance with the regulations of the
department, and unless each claim is determined upen its own
merits, you have no such thing as an assessment of taxes.

In this case, if you can assess a tax of $1,381,000, and then after-
wards compromise that tax for $9¢0,000, throwing off $480,000,
approximately one-third of the tax, wihout determining the merits
of the different claims of the taxpayer, there is absolutely no rule,
there is no precedent established in that case, there is no way where-
by anybody can review it, there is no way whereby you can deter-
mine whether this taxpayer was entitled to what he claimed or not.

If the bureau had exsrcised its honest judgment, which judgment
I do not impeach, but if it had exercised its judgment in deter-
mining that this {axpayer owed $1,381,000, and tfle money was there
to pay it, there is no justification whatever for throwing off one
nickel of that tax, other than, perhaps, the $31,000 that wad not
mmpounded; but so far as reducing the amount which the bureau
was clearly able to coilect is concerned, there is no justification for
doing it. If there was any merit in this taxpayer’s claims, if the
responsible officers of the bureau, whether the committee on appeals
and review, the solicitor, or the commissioner himself, believed that
this taxpayer had been over-assessed, then that assessment should
have been reduced, and the ground upon which it was reduced
should have been made a matter of record. In other words, if this
taxpayer was entitled to consideration nnder the specinl assessment
statute, that matter should have been determined.

Senator King. Were not all of the questions coming under the
head of merit—and you used that word several times—involving
a determination in the final judgment which was rendered, con-
sidered by the highest appellate tribunal in the department?

Mr. Manson. They were.

Senator Kine. It is an impeachment, then, of the judgment of
the highest appellate tribunal in the department?

Mr, Manson. 1t is,

Senator Kine. May the commissioner, or any subordinate, in the
face of that final judgment, use his own whims-and caprice, and
make a settlement on any basis he pleases?

Mr. Manson. 1 believe that, under the statute, the commissioner
can settle any tax upon any basis he pleases.

22019-25-—pr 18——6
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What I do say is this: If you are ever going to have an orderly
procedure, if you are ever going to have taxes determined in a way
whereby that determination can be reviewed, you have got to have
an assessment stand on its own bottom. After that tax has been
assessed, if it is then impossible to collect that tax, the matter of
compromising the tax which has been assessed is entirely another
question; but if you are going to merge those two and compromise
assessments upon the theory that the assessment may be wrong, or
upon the theory that the courts may overturn the assessment, you
will wipe out every vestige of orderly procedure. )

Suppose some court, some judge who has before him a case in-
volving many arguments, should find that the plaintiff is entitled to
judgment upon item No. 1 in the sum of $100,000, upon item No. 2
in the sum of $200,000, and upon item No. 3 in the sum of $300,000, a
total of $600,000, and he refuses to enter judgment for more than
$400,000, how long should such a judgment stand ¢

Here you have identically the same situation. ,

Senator Kixa. The judgment would be mandamused by un appel-
late court and he would be compelled to render judgment.

Mr. Maxson. Yes; of course.

Senator Kixe. Or removed ¢

Mr. Manson. Probably both is what would happen to him. You
have identically the same situation here. Coum) any judge say,
would any judge be permitted to say, that he had found that the
plaintiff was entitled to recover on No. 1, No. 2, and No. 3, but he
was doubtful about all those items and therefore he would only
enter judgment for $400,000%

When you get to the merit of this proposition there is absolutely
no distinction between compromising an assessment amounting to
$1,381,000 for $900,000, upon the ground that it is doubtful whether
the assessment is valid; there is no distinction between such & case
and the case of the court that I have mentioned.

T claim that if there was any doubt as to the validity of that
$1,381,000 in the minds of the bureau it should be reconsidered in
the bureau.

Senator Kine. Why, of course.

Mr. Manson. And an examination should have been made which
the bureau was willing to stand upon. If the taxpayer was not will-
ing to accept that determination, they should have let him go to
court. That is what the courts are for, and when he goes to court
you have s determination by a court which is an open public matter,
and you have at least got a contribution toward the permanent
settlement of income tax law.

The Cratkman. From the record of the case it would seem that
the more crooked and more dishonest a taxpayer is and the more
fight he puts up the less tex he pays.

Mr. Manson. I called attention to the fact—Senator King was
not here at the time, but I call his attention to this fact, that before
this onginal assessment was made it was found that the men who con-
trolied 76 per cent of the stock of this company, and who had sold it,
had endeavored to have the money E)aid to them in London in order
to escape income tax. Failing in that they had the money paid to
them in cash on the day that they were ready to sail for Murope.
They already had clearance on their income tax on their passports
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and were ready to sail for Europe on the very day that the money
was turned over to them, but the bureau’s representatives were in-
formed of this. The Harriman interests who bought the property
reported the facts and notified the bureau when the money was to
turned over, end the bureau representatives were present when the
cash was delivered and got the money, as far as these individuals
were concerned, set uside.

I call attention to that for the purpose of showing the character
of the people that the bureau knew it was dealing with when they
made this compromise.

The Crarrman. And still they gave then $481,000.

Mr. Manson. The facts are all set forth in this report, which I
will offer. Mr. Bright made this statement, which showed on its
face what seems to be # characteristic ground of Mr. Bright, that
the taxpayer made claims which might have some merit, and in this
case he sets up what those cluims are. T repeat, if they had any
merit they should have been decided in the taxpayer’s favor; if
they had no merit, the taxpayer should have been relegated to his
remedy at law.

Mr. Grege. 1 want to say, in justice to Mr. Bright, that that state-
ment was not Mr Bright’s. That statement was prepared in the
solicitor’s office.

Mr. Manson. Mr. Bright signed it.

Mr. Greas. No, sir; Mr. Bright signed the recommendation for
nceeptance, but that memorandum which you have read, containing
the reasons for the recommendation for acceptance, contains the
reasons which the solicitor gave, and was written in the solicitor’s
office, stating his reasons.

The Cuaremax. But he incorporated that in his letter to the
commissioner.

Mr. Greaa. Yes; but that had nothing to do with Mr. Bright.

The Cramman. 1 understand he incorporated it.

Mr. Grega. No, sir.

Mr. Manson. T want to say frankly that I do not want to do any
injustice to anybody, but I have her: what is marked “ Exhibit E,”
and that is Mr. Bright’s communication to the commissioner, recom-
mending the acceptance of this settlement.

Mr. Greao. Yes; but if you-—-

Mr. Manson. Now, 1 have never seen the oripinal document,
myself; I do not kmow. ’

Mr. Grres. T should like to clear this up. The exhibit is signed
by the solicitor, in which he recommends the acceptance.

Mr. Manson, Yes, -

Mr. Gregg, do you say that this file has been put together wrong?

Mr. Grece. Yes.

Mr., Maxson. I see. All right.

Senator Kina. Who was solicitor then?

Mr. Manson. Mr, Hartson.

Senator Kina. Mr. Manson, the case had been fully reviewed,
counsel for the taxpayer being present?

Mr. Maxnson, Oh, yes.

Senator King. And it was heard by the tribunal set up in the
department to hear these cases?
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Mr. Manson. Yes.

Senator Kinc. And the tax had by that tribunal been reduced
from six million to cne million three hundred and some odd thou-
sand ¢

Mr. Mangon. That tribunal reduced the tax something in the
neighborhood of $5,000,000.

Mr. Greaa. I might say, since that statement is going into the
record, that the original assessment was obviously, on its fuce, ex-
cehsive, f '

Mr. Manson. Yes; I stated that.

Mr. Greca. Yes; I gssume that you did have no objection to the
reduction of that original assessment.

Mr, Manson. Oh, nc- I take no exception to that at all. I do not
even attempt to pass upon the merits of these different questions
raised. I say if they had merit, the tax should have been determined
in accordance with the regular routine of the bureau, so that the
grounds upon which the different allowances were made would be
set forth in the record. If they had no merit, they should have been
rejected ; but vhat power to assess taxes should not be confused with
the power to compromise taxes after they are ussessed, Yecause it
reduces the whole thing to a matter of bargaining. '

Senator Kinag. Yes; I understand.

The Cunamsman. I would like to ask Mr. Gregg is he has any idea
as to what extent this method has been followed in the burean?

Mr. Gurge. I do not know of other cases, The committee has had
presented to it several compromise cases. Compromise cases are the
most, difficalt class of cases that we have in the department. They
are the ones that cause us the most trouble.

The Cuamrman. Why should there be a compromise in a case like
this, where the cash was available?

Mr. (irrga. I do not knew just why this case was compromised;
I am not at all familiar with this case. The question of what cases
we can compromise is & very doubtful question. We have conflict-
ing opinions of the Attorney General as to our power of compromise,
and we have held pretty strictly to the theory that we can compro-
mise legally only on the gzrounds of insolvency.

The CuairMan. But in this case there was no question of in-
solvency involved, was there?

Mr. Greee. As T understand it, the tax exceeded the cash—the
cash that was on hand-—which would have made the taxpayer in-
solvent and which justitied the compromise.

Mr. Mansen. It exceeded it about $30,0007

Mr. GreGe. Yes.

The Crairman. That is, it only exceeded the cash by $30,000. Tt
did not exceed any other assets of the corporation.

Mr. Grece. Well, the sole remaining assets were the cash that had
been placed in trust. .

Mr. Manson. Yes; but here were two people who had impounded
to cover their individual taxes some $5,000,000. If in the process of
liquidation there were more of the assets of this concern distributed
than were then distributed, the individual stockholders who had
received the liquidating divided would not have been liable for it?
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Senator Kina., It was not a question so much of bankruptcy. It
whs a question of a corporetion going out of business.

Mr. MaNsoN. Yes,

senator Kina. Liquidating{

Mr. Maxsson. Yes.

The Caamman, Whe was it that put Mr. Blair on notice as to the
character of these menf Was that Mr. Hartson?

Mr. Manson. In the first place, the agent in New York got wind
of what was going on, and did a very skillful job of following it up.
Then, when the first offer of compromise was made of $800,000, Mr.
Hartson called the rommissioner’s attention to the character of the
pmplo that he was dealing with. )

The Cnamman. Was that the same agent in New York who rec-
ommended the acceptance of $900,000 that first drew this matter to
the attention of the bureaw?

Mr. Manszox. The agent did not recommend it. The collector rec-
ommended 1t.

The Cnamman, Oh, the collector recommended it ?

Mr. Manson, Yes,

Mr. Greee. To clear up that point, we were put on notice orig-
inally by the Departmeat of Justice.  °

Mr. Manson. I'looked up the notice in the report, but it is a rather
lengthy report, and I have read it. =~

Mr. Greca, The case is a quite interesting one. For that reason
I remember it.

Mr. Maxnson. Yes,

Mr. Grees. The Department of Justice put us on notice and we
sent & man up to New York. The man whe grabbed the $5,000,000
in cash was a man from the solicitor’s office, Mr. McCawley, that. we
sent up to tuke care of it. ’

Senator Kixa. To what extent, may I ask, Mr. Gregg and Mr,
Nash, have some of these flitting taxpuyers and capitalists escaped
from the country and escaped taxution?

Mr. Nasu. T do not know that they have done it to any extent,
Senator. We have had many cases similar to this one, where we got,
advance information that people were contemplating leaving the
country.  In those cases we usually take steps to stop them, and
every taxpaver under the law—-that is, under the old 1918 law—
nmst make a declaration of his taxes before he is permitted to board
the bout. We have agents at the landing or at the docks in New
York who either examine the passenger or get a statement from him
showing that his tax liability has been settled.

Mr. Maxsox. I might say that these men were aliens,

Senator Kixa, The reason I ack that is that I have been told of a
grood many aliens who have been returning to Europe during the
past few vears, some of whom have been here for a number of years,
emploved in various lines of industries, but not. in big business, and
who have paid no income tax at all; that they went back to their
respective countries with their earnings and have not paid a tax.

Mr. Nasun. We have agents at every point of embarkation. We
cooperate with the customs authorities and the steamship authorities,
and every alien boarding a boat must show a clearance certificate in
vegard to his taxes, They do sometimes get out through Canada or
Mexico, because we are unable to effectively gnard the border

d
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The Cuamman. Does the collector, in the records, give any reason
for recommending a settlement of $900,0002

Mr. Manson. In my report I do not find any. We have tried
recently te boil some of these things down to the most material
things. ven this report is so long that I have not read it into the

record. )
Mr. Greae. We will look that up and make u statement on the

case. - ;
Mr. Mansow. I think it was the judgment ol Mr. Box that the
;easons for this settlement are stated in the memorandum. which
- read.

The Cuammman. But the collector would not huve that in the
same form ¢

Mr. Manson. No.

The Cuamsmax. That the bureau afterwards had it?

Mr. Manson. No.

The Cusmman. Have you any other cases this morning, Mr,
Manson ?

Mr. Nasn. Senator, if I may interrupt, you just asked a moment
ago how many compromise cases had been passed on by the bureau.

You will recall that wHen the Atlantic, Gulf & West Indies case
was being considered, 1 was asked at that time to furnish the com-
mittee with a list of compromise cases, in which amounts of $100,000
;»r more had been accepted, and I furnished Mr. Box with such a
ist.

There were 15 cases in which a compromise offer of $100,000 or
more had been accepted, during the period extending from (916
up to March 1 of this year. That list included the Atlantic, Gulf
& West Indies Co., the Kerr Navigation Co., the American Blower
Co., the Slim Jim Oil Co., and the Arthur Lewis Co. T think the
committee has taken up about half of the cases-included in that list,
and this case was included in the list. T just wanted to point eut
that there have been only 15 cases of this matter extending over a
period of about nine years.

Mr. Mawnson. I do not know that we will have that completed
this week, but we will have a report, I think, on 11 out of the 15
cases, :

The Cuarman, You have another case to present now, Mr.
Manson ¢

Mr. Manson, Yes.

(The report and exhibits relating to the case of the Kerr Naviga-
tion Co., are as follows:)

IXHIBIT A

May 20, 1025,
In re Kerr Navigation Corporation, New York, N. V.

The Kerr Navigation Corporation was incorporated July 14, 1917, uader
the laws of the State »f New York. Its capital was $800,000, counsisting of
160,000 shares without par value, issued for $5 per «hare, :

Ail of the stock of the Kerr Navigation Corporatiop was owned by the
Kerr Steamship Co. (Inc,), and 78 per cent of the stock of the latter cor-
poration was owned by Messrs, H. F. Kerr and A. E, Clegg.

The Kerr Steamship Co. (Inc.) was organized under the laws of the State
of Delaware on June 17, 1817, and took over the business of the Kerr Steam-
ship Lines, a copartnership.

“
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About the time of rhe organization of the Kerr Steumship Co. (Inc.), Messrs,
Kerr and Clegg became awssocluted with one Edward F. Geer, an Auierican
cltizen who had connections with the Hamburg-Americun Line officlals and
other Austrian or German shipowners. Opportunity presented itself to pur-
chase eight interned steamships formerly owned by the Hamburg-American
Line. Mr, Geer eniered Into a contract to purchase the same for an agreed
price of $8,033,875, of which 10 per cent was paid by bim in cash. An agree-
ment was entered Into between Mossrs, Kerr and Clegg und Mr, Geer whereby
the Kerr Navigation Corporation was to be orgunized and take over the
option of Mr. Geer for the purchase of the interued steamships, To finance
the purchase the Kerr Navigatlon Corporation lssued $6,300,000 of fts 6
per cent gold notes, which were taken by ceréain Scandinavian financlers after
having been hidorsed by the Kerr Steamship Co. The total cost to the cor-
poretion for these sleamers, Including the cost of repaics and refitting prior
to their being placed tu commission, amounted to a sum slightly in excess
of $10,000,000.

Of the total of 160,000 sharey of stock of the Kerr Navigatdon Corporation
held by the Kerr Steamship Co., us stated above, 24,021 shares were given by
the latter compuuy as bobuses to purchasers of the 6 per cent gold bonds
fssued to provide funds te purchase the ships. The balance of shares amount-
fog to 136,970 in number were apparently held by the Kerr Steamship Co,
until April 11, 1919, when Geer purchased from the steamship company 20,668
of these shares for his own aceount and the balance of 115,311 for the account
of Meysrs, Kerr and Clegg.

Entry in the stock trausfer books of the Kerr Navigation Corporation shows
that on November 14, 1819, Edward F. Geer transferred to H, F. Kerr §7,656
and to A, E. Clegg D7,655 shares of the stock of the Kerr Navigation Corpora-
tion. The eight ships were turned over by the Kerr Navigatfon Corporation
to the Kerr Steamship Co. (Inc.) for s period of five years, and the terms of
the agency contract provided for the payment of a 5§ per cent commission
on all gross freight lsts to the steamship company,

On or about August 1, 1919, the plan for the so-called reorganization of the
Kerr Navigation Co. was decided npon. Yursuant to this plan the American
Ship & Commerce Navigation Corporation was organized under the laws of
the State of New York some time prier to September 3, 1919, with a total
authorized capital stock of 190,000 shares without nominal or psr value. Of
the total number of shares of atock, 4050 were denominated class A stock
and had preference as to dividends, but had no voting power, and the balance
of 150,600 shares was known a8 class B astock, the holders of which had the
right to vote, Seventy-six thousand shares of class B atock were subscribed
for st the time of the organization by the American Bhip & Commerce Cor-
poration, a Delaware corporation organized as a holding company, at $100 per
share, of which amount 20 per cent, or $1,520,000, was paild into the treasnry
of the Amerienn Ship & Commerce Navigation Corporation in cash ‘at the
time of the organization, or shortiy thereafter. The entire issue of class A
stock, viz, 40,000 shares, and 35,000 sharves of clags B stock were Issu.d by
the American Ship & Commerce Navigation Corporntion to the Kerr Nuvigation
Corporation in return for all of the assets of the latter,

At a special meeting of the stockholders of the Kerr Navigation Co., held
on September 3, 1919, a resolution was adopted consenting to the sale by the
Kerr Navigation to the American Ship & Commerce Navigation Corporation
of all of the ocean steamships owned by the Kevr Navigation Corporation,
together with all the net earnings of the said eight sbips from and after the
1st of January, 1019, up to the time of the transfer of wsaid ships to the
Amcrican Ship & Commerce Navigation Corperation, and also all of the good
will and franchizes of the Kerr Navigation Corporation, together with the
right to use its corporate name,

Shortly after the above-mentioned sale and the transfer of all of the
ansets of the Kerr Navigation Corporation that corporation was duly dis-
solved. The actual sale of the elght steamships appears to tave taken place
on August 1, 1919, In the agreement of sale mede between the Kerr Navi-
gation Corporailon and the American Ship & Commerce Navigation Corpora-
tion it was specifically agreed that the saie was made pursuant ¢o the plan
of reorganization and the American Ship & Commerce Navigation Corporation
under that agreement oblizated itrelf to enter into all of the agreements and
do all of the things provided In rald plan of reorganization to be done by fit.
It was provided that the Amertcan Ship & Commerce Navigation Corpora-
tion enter into a contract with the Kerr Steamship Co. (Inc.), 80 that betwesn
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these two companies the same business relations as then existed between the
Kerr Navigation Corporation and the Kerr Steamship Co. (Inc.) were estab-
lished. It was stipulated that this agreement of agency should continue for
a pericd of five years with the right to the American 8hip & Commerce Neavi-
gation Corporation to terminate such agency contract at any time .upon 90
days’ notice, Provision was also made that in case of the termination of the
agency contract with the Kerr Steamship Co. (Inc.) any steckholder of the
Kerr Navigation Co. who received atock of the American Ship & Commerce
Navigation Co. at the time of the reorganization should have the option to
sell such stock of the iatter company at $100 per share, and that upon the
exercise of sald option the American Ship & Commerce Corporation must pur-
chase such stock.

The detalls of the dissolution of the Kerr Navigation Corporation do not
uppear In the record, but suck information as s at hand shows that the greater
part of the shares of stock of the American Ship & Commerce Navigation Co.
received from the sale were distributed by the Kerr Navigation Corporation
to its stockholders upon suarrender by them of their shares of stock in the
lguidating corporation. Approximately B0 ghares of stock were retained
in the treasury of the Kerr Navigation Co.,, with some cash to sutisfy any
cinlms which tiie Government might have for additional income and excess
profits taxes agalnst the vorporation, .

About July, 1820, the American Ship & Commerce Navigation Co. gave the
Kerr Steamship Co. (Inc.), the requisite 80 days’ notice of its intention to
terminante the above-mentioned agency contract, und on August 28, 1920, Messrs.
Kerr and Clegg tendered to the American Ship & Comwerce Corporation the
shares of stock held by them in the American Ship & Commerce Navigation
Corperation and demanded payment at the rote of $100 per share as agreed.
Such payment was made on that date, and Messra, Kerr and Clegy received the
sums of $2.456,950.80 each for their stock. The detafls in regard to these
payments, which were made in cash, will be referred to hereafter.

The transactions in connection with the purchase by the Kerr Navigation
Co. of the eight steamships had been under investigation by the Department
of Justice und was fully covered by report of Judge €. ¥, Waite, of that de
partment, The investigation developed the fact of apparent irregularities in
connection with Iucome-tax returns of the corporation. As a result of the re-
quest of Judge Walte for an incowe-tax investigntion, W. B. Wight and Leo J.
Stevens, employees of the bureau, proceeded to New York and reported on
May 24, 1920, to Mr. Hugh I. McQuillan, specinl agent, Special Intellizence
Unit, who took them to the office of Judge Walte in the ald post-ofice bullding,.
The intter turned over to theém ali data and information that had been col-
lected by the Department of Justice. They report that It was Judge Walte's
idea that they should first investigate thoroughly the affairs of Mr. E. F, Geer,
who had the original option to purchase the ships, it belng Judge Walte's
opinion that German interests still had a string on the ships.

The report shows that they called on Mr., Geer on June 7, 1920, The latter
explained in detail the turning over by him of the option to purchase the eight
ships to the Kerr Navigation Co.; the reorganization plan whereby the assets
of the latter company were transferred on September 3, 1019, to the American
Ship & Commerce Navigation Co.; and the fact that he was elected president
of the latter company at a yearly salary of $56.000. Mr. Geer informed the
agent that in November, 1819, on account of & difference which he had with
Mr. Kerr he was requested to resign as president of the American 8hip &
Commerce Navigation Co., and that at the annual mceting heid goon thereafter
he presented his resignation and that Mr. Clege was elected president to sue-
ceed him. Mr. Geer informed Mr. Wight that as president of the Jason
Steamshin Co, his salary was $50,000 per year, and as president of the Carib
Steamship Co. his saiary was $25,000 per year. These salaries were voted each
year after the annual meeting. .

Messrs, Kerr and Clegg were In control of the stock of these companies. He
resigned from both of the companles in November, 1019, but his resignation
was not acted upon until February. 1920. Rescrves were set up on the hooks
of both companies for the respective amounts of his salaries, but he stated
that XKerr and Clegg refused to pay him the $75,000 salary due him, and that
he was telling this to Wight and S.evens to show them the character of Kerr
and Clegg, as he felt sure there was something wrong theire and that they
were spiriting their money to Jamalca or else to Spain. He also informed
the dnvestigrters that Kerr and Clegg had sold the steamship Carid for & nomi-
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nel sum, much less than she was worth, to a Spanish corporation which they
had formed, and that thelr sole purpose in thlu sale wus to avold payment of
taxes 70 tm- ¥inited States Government.

The report shows that in the examination of Ge(-r tlw lnveatlgntors quen-
tioned hin In regard to an item of $1035,453 commiusions. In respect to thia
matter the foilowing appears in Mr. Wight's notes which appesred in the
record

« 1 unked if this item was from saine source as shown in former years, 1918,
Mr. Geer hesltated a few moments and then replied, *No.' I asked him a
aocond time in regard to this item. His reply was, *God! This ts embarrass.
fug. It affects others than myself " He became very nervous and perturbed,
exceedingly so, and after thinking & few moments said, ‘ Well, I guess I will
have to tell it all. It's hell! God! Xt will ruln me. I wiil be looked on in
the light of an informer, That's what hurts. It will look as though I have
told the Government these things on account of my pigue with the other crowd.
You mitst protect me; for God’s sake do!’

“ He requested a few moments to collect himself and to decide how best
e go about it.  In a few moments he leaned forward and said * Well, I'll make
a clean breast of 1t He hesitated a moment and 1 was afraid he wonld
chnnge his mind, so I sald, looking at him intently, ‘ Mr, Geer, it behooves
you to tell me all and to tell it straight, for I have knowledge of many things
in connection with these affairs and 1 am giving you 4 chance to come cleun.’
He replied, ‘All vight, here goes!’

“ He suid that one day he wias called aside by Kerr and Clegg and told
that they had secreted a fund and that his shave, 20 per cent, amounted to
about $100,000, which they were ready to turn over to him.

“Jt war in the shape of securities and no record would be found ir the
hooks,  He stated that he mm them he would aceept the securities but that he
was golng to Include Yein In his income-tax report, to which they demurred,
saying ‘1ell, no; you are not. That's what we have this fund for, to avold
tax.” Mr. G, stated that K, and €, told Bim that the fund was nst intact,
that whenever they needed money they had * tapped i) but that the amount of
about $100.000 was his share,

“f axked Mr. G. if he thought they were turning over to him hix full 20 per
cent and he satd, yes; he was confident of it (displaving a more intimate
knowledge of the fund than Lie had formerly trled to impress upon me), as
in his first mention of the matter he had tried (o give me the impression that
the whole thing was news to him, e says he told themn he would take the
seenrities only upon the condition that he report the amount as income In
his tax returns, They sald, *Hell! if yon report it we will have to, too.
He sald he told them he didn’t glve a damn what they had to do, he would
take the secorities only with that anderstanding.

“ e kept saylng every few moments ‘God! This is hell. T'll be dlsgraced.
Il be ruined! Y'Y be put down as an informer!’

“He tarned to cae and asked i 1 had aathority to question anyone, 1 re-
plied that I had, =¢ a8 to see what he had in mind. He repeated his question
in different form, asking just what powers I had. ete. I felt he was trying in
a smooth way to find out if I had any connection with the Department of
Justice, so I told him that if ¥ could not get such Informaton from anyone as
de‘-‘imd I could turn the matter over to cne of our other departments that
could get it. He then waid this whole matter was handled through & third
party, a quiet, unlmportant man, who wonld never he suspected, and after due
deliberation and in a very secretive manner told me that Melsome had handied
the fund, purchased all muritleﬁ, and knew all about the matter, and said
' For God's sake, zet the information from him. He can easily be made to tell
it. I don’t want the odium of it. It will ritin me!’

“He went on to tell me of Melsome, glving Melsome’s history, which we
already know, and how Kerr and Clegg knew of Melzome's trouble in England,
and that they used 1t as a clab and made him do as they wished and that
Melsome was scared to death and finally got out of thelr clutches on account
of his fears and finally forced them to purchase his (Melsome’s) 1 per cent of -
atock of Kerr Steamship Co. for $40,000 through Mr. Geer.”

({The Melsome referred to in the last above paragraph was secretary and
treasurer of the Kerr Steamship Line, the copartnership referred to above.)
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Subsequently In relation to the examination of Mr. Geer, Mr. Wight's report
is as follows:

“ Several days ago Mr. Qeer told me that Mr. Kerr had previously told him
of the formation by him (Kerr) of a Spanich corporation (Kerr Steamship
Co.} in Spain. The taxes were cheap in Spain, and that he was golng to
dump all profit possible into this Spanish corporation, Including s personal
affairs, and toid Mr. Geer that he could Include his personai affairs in the
Bpanish company also if he wished to. Mr. Geer told Mr. Kerr that he (Kerr)
had him down wrong, and that he would not care to get mixed up in any such
manner and cautloned Kerr he was likely to get into trouble, to which Kerr
replied, * The border Is only a short dlstance away.'”

The report shows that Mr. fleer recelved as salarien in 1910 the following
amounts ;

President Xerr Navigation Corporation. . oo oo $100, 060, (W
President Jason Navigation Corporatfon ..ol 50, 000, 00
Prestdent Carib Steamship Cou oo 205, 000, 00
President Shoshone Navigatton Corporatlon. oo 4, 000. 00
Vice president Kery Steamship €O 74, 543, 31

PORRY L e e e ettt e e e e e e e 2050, 1543, 31

All of the above-named corporations, excepting the Shoshone Navigation
Corporation, were controlled by Messrs, Kerr and Clegg.

In the Investigation of the return for 1918 of the Kerr Navigation Corporu-
tion $50,000 of the above-mentioned salary pald to Mr. Geer was disallowed as
being excessive. In the Jason Navigation Corporation $44,000 was disallowed
a8 being excessive, and in the Carib Steamship Co. $19,000 was disullowed as
b?ing cxcessive. In explanation of the disallowance the following details were
glven:

. *“The Kerr Navigation Co.,, the Jasen Navigation Corporation, the Carib
Steamship Co,, and the S8hoshone Navigation Corporation all owned steamnships
belonglng formerly to German and Austrian interests, The Awmeriean attorneys
g)r l:he German interests were Malght, Sanford & Smith, Lords Court, New

ork,

“Mr. Geer was & personal friend of Mr. Haight of long standing (about 30
years). He wag also a friend of Mr, Nanford. The Hamburg-American Line,
former owners of the steamships all purchased during 1917, with the exception
of one ship owned by the 8hoshone Nuvigation Corporation, were hard pressed
for money to meet obligations in America and had to sell their ships. Mr.
Geer, through Halght, Sanford & Smith, securcd options on the ships, Bigat
of them were purchased through Mr, Geer by the Kerr Navigation Corporation,
3 by the Jason Corporation, 1 by Carib Steamship Co., and 1 by Shoshone
Navigation Corporation.

“Mr. Geer had a one-third interest in the corporation, owning the Shoshone,
and the remainder of the stock was held by some personal €riends of his, in-
cluding quite an Interest purchased by Mr. Haight and Mr. Sanford personally.
The stock of ali of the other compenies was held by new connections formed
by Mr. Geer, viz, Mr. H. F. Geer dud Mr. A. E. Clegg, and some Spanish in-
terests, friends of Mr. Kerr and Mr. Clegg. Mr. Geer had no mouey invested
in any of the other companies, but owned small shares of stock recelved as
bonus for certnin investinents in bouds, ete. Mr, Kerr and Mr. Clegg are both
Engilshmen, and during the war with Germagy It was essential that the shipy
be owned by American citizens. Mr, Geer made a contract with Messrs. Kerr
and Clegg personally te recelve as his share of the connection he made with
them in turning over his contract to purchase the Hamburg-American eight
ships bought by the Kerr Navigation Corporation 20 per cent of Kerr and
Clegg's earnings in the Kerr Steamship Co. (Inc.), which was an operating
company having a lease to operate the efght ships owned by the Kerr Naviga-
tion Corporation for § per cent of gross freight receipts as well as charters on
other ships. The Kerr Steamship Co. (Inc.) owned all of the stock of the Kerr
Navigation Corporation., Kerr and Clegg personally owned 76 per cent of the
Kerr Steamship Co. (Inc.), so that Mr. Geer’s contract with Kerr and Clegg
was to be 20 per cent of the 76 per cent earnings of Kerr Steamship Co, (Inc.)
owned by Kerr and Clegg. A copy of this contract l¢ attached.

“It is to he noted In the contract that the reference {s made that *inasmuch
an the agreement between us makes no provisfon for a salary for you, you may
find it convenient to have a drawing account.’
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“'this contract was & personal contract between Mr. Geer and Messrs, Kerr
and Clegg for the reason that only 76 per cent of the eurnings of the Kerr
sSteamship Co. (Inc.), which is owned by Messry, Kerr and Clegg, s con-
stdered as n basis for muking the contract, and the other 24 per cent of the
ownerstiip of Kerr Bteamsuip Co. (Ine.) are in no way affected.”

Mr, Wight states that on Thursday morning, Augast 26, he learned that Mr.
H. ¥ Kerr had booked passage ubroad; that he homedintely went to see nim

‘at his office, 44 Beaver Street, and My, Ken toid him he was to soll Saturday

and axked i he. knew any reason for his not deing so, stating that he had
secured his Income-tax clenrance papers. He states that he went to the office
of Mr. E. E, Geer, one of the trustees 1n disselntion of the Kerr Navigation Co.,
knowing that under vertain contract agreements Mr. Kerr and Mr. Clegg were
to recelve some thime between July 24 and October 22, 1020, & sum emounting
to arouml $5,000,000, he having been told by Mr, Geer that Clegg and Kerr were
planning to avold payment of any Income tax on account of this transaction.
He avked Mr. Geer if by any chunce Mr. Kerr could secure payment of this
money before Saturday. Mr, Geer took Mr. Wight to the office of W, A, Harrl-
wan, at 120 Broadway. Mr. Harriman was the president of the American Ship
& Commerce Corporation, which was to make payment of the money above
referred to.  (This payment was to be made for the American S8hip & Com-
merce Navigation Corporation stock owned by Kerr #nd Clegg mentloned
above,)

Mr. Harrtman agreed to advige Mre, Wight when payment to Kerr and Clegg
wus to tuke place. Upon belng questioned by Mr, Wighi as to what endesvors
had been made to provide for the payment of this stock abrond, Mr. Harriman
ealled hls attorney, Mr. George A, Ellis, who came to Mr. Harriman's oftice and
stated ay follows:

“rrhey had drawn ap a trust agreement appointing Mr. Goldman attorney
for Mr, Kerr and Mr. Clegg, and himself attocney for the Harriman interests,
as trustees,  In the agreement there was a clause setting uside a certaln
amount of muney (about $1,5600,000, as I remember {t), to be held for a period
of five vears for settlement of any Income taxes demunded {rom the Kerr
Navigation Corporation, of which Mr. Kerr and Mr. Clegg owned about 72 per
cent.  An article agreed to turn over immediately to the Harriman interest
16 of tue ships owned by Harriman interest and under lease to Kerr Steamship
¢'0., owned by Kerr and Clegg. An article covered the ngreement to nay over
10 the truxtees within five days after demand $160 per share for such number
of shares ag tendered to them by another trustee for beneficlaries to be named
by Kerr and Clegg, to whem they were golng fo glve their stock (thelr wives
and other relatlves), and upon demand later within 20 days to pay over the
money to trustees for the beneficlaries when and where designated.”

Mr. Ellls says e asked Mr. Goldman what this clause meant, and he said,
*Oh, you don't need to worry about that. Its all cight” Mr. Ellis sald he
told Mr. Goldman that under this agreemeni the money might have to Le
paid over in Chiua, Mr. Goidman suggested London an a place of settiement,
or tf objectionable, Monireal. Mr. Harriman refused positively to be a party
1o any such transaction apd the negotintions on thiy basls were called off,

Subsequentiy negotiations were entered into along the same lines, but
making payment due to be made in New York. Mr. Goldman then wotified Mr.
Ellis that they would not accept a certifled check, but demanded a cashier's
c¢heck. In the meantime, through Mr. McCawley, of the wzolicitor's department,
and Mr. B. A. Matthews, assistant disiriet attorney, and Mr. McQuillan, spe-
cial agent, the necessary papers were drawn to protect the Guvernment and
prevent thelr getting away with the morey If so intended. The matter of
settlement was delaved and finally put off until 10 a. m. Saturday morning.

Arrangements had been mude whereby Mr. Harriman was to advise the
Government agents as to the exact hour and place of closing the transaction.
In the meantime the necessary subpeenas and notice of iden were prepared to
be served upon Messrs, Kerr and Clegg. About 11 a, m., Mr. Harrlman tele-
phoned that the deal was to be closed st the Chase National Bank by the
delivery of the purchase price in cash. Thereupon Mr. Wight, Mr. McCawley,
Deputy Collector Konstant, and Mr. Priest, special attorney, went to the
Chase National Bank and arrived there about the time Messrs, Kerr and Clegy
and Mr. Ellis, representing the Harriman interests, appearved. The money was
counted out and pald to Mr. Herbert Noble, attorney for Messrs, Kerr and
Clegg, and the shares of stock were delivered slmultaneously. Deputy Col-
lector Konstant then served notfce of demand for faxes as assessed upon

.
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Messrs, Kerr and Clegg by personstly handing safd notfee to the gentiemen
nanmed In the presence of the other Qoverniment employees, demanding paymeni
of Income taxes for the yenr 1919,

Arter constderable discussion the proposition was made thut the smus,
amounting to about $5,000,000, be taken to a sufe-deposit vault, there de-
posited end made subjeet to a Hon.  The money was taken to the Elquitgble
Safe Deposit Co.; deposited in the safe-deposit box, and the deputy collector
served the secretury of the sald company with g notlee of the tax len agsinsg
A E. Clegg and H, F. Kerr In the respective sums of $1,5801,288.20,

Mr. Wight states in hiy report that he was advised that Mr. Kerr canceled
his salling and that he subsequently was sidvived that Mr. Tom Clegg, a brother
of A, E. Clegg, who was present during the whole transaction of making the
payment referred to above, had also booked passage abroad on a steamer other
than that on which Mr, Kerr intended to sail. Both of these sSteaniers were
due to sall carly in the afternoon of the day of puayment,

In their examination of this taxpayer the revenue officers interrogated one
Charles Henry Melsome, formerly secretary and treasurer of the Kerr Stean-
ship Line, and secured from him two atidavits (Fxhibits 18 and '), fu which
he sets forth the details of certain transactions, the preopriety of which was
questioned by him.

Additional Income and profits taxes were assessed aguinst the tuxpayer
in September, 1920, as follows

For the year 3007. .. $ROD, TS, 24
For the yeur 1918 __ T b, 452, 217. 24
For the year 1019__ ... _______ __ . ___ . TTTTTC 43, 576, 97

TOtL o @, 563, 372, 45

At the time the additional assessments were made the taxpayer was in
dissolution. The taxpayer filed a elaim in abatement and appenls were taken
to the committee on sppeals and review., A reaudit of the caxe was completod
about the 1st of January, 1923, as a vexalt of which certiffeates of overassess.
ment were stated ax follows:

For the year 1937 . ... B LR BN T 8 B
Yor the year 1908 ___ . o 4, GHY, 402, 49
For the year W19 __.._ . ___ . __ e 260, 065, 97

Total o - o I E R )

This left outstanding assessments for {he years ino question wggregating
2LISLA30.85. which was elithined to Do due, fogether with 5 per cent peuaity
and 1 per cent nterest for failure {o piy wiihin 10 doys after potice and de-
mand,

Under date of March 20, 1922, it was proposed, on behalf of the inxpayer,
to offer the sum of $800,000 in compromize sud settlement of the udditional
Income and profits taxes clulmed to ba due from the taxpayver, together with
penalties aud interests, This proposal wax refecied by the conuissioner,
Upon turther consideration  the comndssioner anthorized the solicitor to
infortn the representatives of the taxpuyer that he would be fnclined to give
favorable constderation to an offer in the amount of S900,000. On May 15,
1823, the sam of $900,000 was deposited with the colloctor of internal rev-
enue of the second district of New York as an offer in compromise.

Under date of April 16, 1923, the Solicttor of Intermd Hevenue wrote the
commissioner (Exhibit 20) in relation to an offer in compromise of S80K,000
by this taxpayer; in which he reminded fhe commissioner that he had under
distraint or other process w large amount of cash impounded in New York to
seeure tie payment of an alleged tax Hability apainst the individials com-
prising this covporation, stating that **the ahove is mentioned iuerely to
refresh your memory as to some of the very high lights in the ease and to pat
you on notive that very great care should he evercised in pussing on any offer
in compromise.”

Under date of June 27, 1923, Deputy Commisstoner Bright recommended the
aeceptance of the offer of $Y00,000.  (Fxhibit ) In this memornndum the
deputy commissioner states, among other things, that the trustees in dissoli-
tlon of the taxpayer hold nssets in the vidne of $1.350,061.90: that the liabiii-
tics other than Hability for tiuxes nmount to the stin of $63,038.75; that it
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appenrs that the Govermment by veserting o distraint could undeubtedly foree
the pryment of a grenter nmoeant than hae been padd by the taxpeyer a8 an
offer in compromise.  He thought (he fndicatious were that if 4 demand should
be mnde (o colleet the outstnnding assessmoents in full the asseis would not
he sufficient to entirely satinfy the assessment, and sach payments as would be
mude would be made wuder protest and would be ligated, and that i Hilga-
tlon should be yesorted to it would undoubtedly bé very complicated und long
drawn ouf, involving a very large expendliure on the purt of the Government.

Under date of June 27, 1923, the solicitor advised the Commissioner of
Internel Revenne that in his opinjon I would be proper and for the best
interests of the United States to aceept the terms proposed by the Kerr Navl-
zation Ca, vamely, the sum of $300,000, in compromise of income and profits
texes for the taxable veurs 1917, 1918, and 1919, {ncluding & per cent penalty
aud 1 per cent interest. (Exhibit ¥.) ‘Chis action was approved June 390,
1923, by Assistant Secretary of the Treasury Wadsworth.

In view of the fact that the record shows that the trustees in dissolution of
thix taxpayer held assets of the value of $1,850,051.90 and there were no
secured Habilities, no that the Government had the first clalmm on all the ussets
of the taxpayer for the payment of tax due, it appears that the Government
Tost $450,051L.50 in accepting the compromise offer of this taxpayer, which
might huve been collocted,

Gro. G. Box, Chief Auditor,

Lxuir B
NTATE OF NEW YORK,
County of New York, City of New York, as:

Charles Henry Melsome, of Dunwoodie Country ('lub, Yonkerg, N. Y., belug
duly sworn says:

During and pirlor to the month of May, 19817, I was secretary and treasurer
of the Kerr Steamship Line, & copurtnership having at that time its place of
business at No. 17 Battery Place, elty of New York, About that time, to my
personal knowledge, the Kerr Steamship Line placed insurance through Frank
B, Hall & Co. (Ine.), covering prospective profits to be made by that purtner-
ship through operating the steumship Suetoppen, a1 Scandiugvian vessel. The
premimm for thix insarance wus, to my persongl knowledge, pald by the Kerr
steamship Line, a copartnership.

There is some doubt in my mind, av a matier of recollection, as to whether
thiz premium was paid by the partuership or the corporation which was
formed about that time, but T am certain that no part of this premium wasy
puld by Kere op Clegg individually,

The stenmship Snetoppen was torpedecd or snink oo or about July 10 or 11,
1447

The Kevr Hteamshjp Co, the corporation, was organized on or about June
16, 7, Messers, Kere and Clegg did not, however el me ot that time of the
chinge in the form of business organization and I recall that as late ns June
19, 1017, T drew o cheek on the funds of the Kerr Nteamship Line,

Che 'k Mo, $6872, drawn by Frank B, Hall & Co. (Ine.y on the Natlonal City
Hank, puyable to the order of the Kerr Stetsuship Co. (Tae)) for $88,006.97,
check dated October 26, 1917, which [ have In my hands, was received in the
mail on or about October 27, M7, On or about that date I had a conversa-
tlon with Mr, Clegg, when he told me that the proceeds of the Snctoppen in-
surince would not he passed through the Kerr Steamship Co. books, but the
proceeds of the choeek were (o be invested in Government bonds or other secuvi-
ties, which he would take charge of,

1 then took the above-mentioned check to the Equitsble Trust Co. and
cashed the same, recelving either a cashier’s check or curreney. 1 then took
the proceeds to bond brokers, either Wardwell & Adams or Bonbright & Co.,,
and reguexted them to purchase Government securities, 1 think Unlted King-
dom 1921 notes. T told the brokers to let me know when the bhonds were
ready, and upen being advised that the bonds had been purchased, Mr. Clegg
and 1T went to the office of the brokers and Mr. Clegg took the bonds. He took
them to the Equitable Safe Deposit Co., accompanied by me, and placed them
In a safe depostt box in that company. The bosx in which these securities
were placed by Mr. Clegy was the safe deposit box of the Kerr Steamship Co.
Some time later these honds were removed from this particular box and put
in a personal box of Kerr and Clegg, in the same »afe deposit company.
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At the time 1 had the above-mentioued conversation with Mre, Clege it oc
curred to me that this fund should have been depostted (o the acceount of the
Kerr Steamship Co, and should have been divided eventually among the
atockholders, of whom 1 was one,  The other smnll stockhoiders and amount
of thelr stockholdings wax, at that thne, approzimately as follows: | .

Pl ey
OB, QUKo e e e e H
W. M Cowley...._.. . .. . . A U PR {1
JoJo8harp. o e e o e e
ROA Krugoooooo o0 e e e e e 1
C. H, Melsome. oo i e OIS |

The proceeds of the above check were to my knowledge never taken up on
the books of the Kerr Stenmship Co. (Ine.), or the Kerr Steamship Line, while
1 way conuected with the compuny ; that 1% to say, November 18, 1918, and were
not reflected in the income tax return of the corporation for the ealendar year.
1917, which return was filed on or about March 15, 1918,

Suanes Ho MeELsoME.

Sworn to before me thls 14th day of September, 1920,
W Lo Fixerry, Notary Public.

Exumir C
BTATE OF NKw YORK,
County of New York, City of New York, su:

Charles Heury Melsoe, of the Dunwoodie Country Clh, Yonkers, N. Y.,
being duly sworn, says:

About June, 1016, 1 was secretary and treasurer of the Kerr Steamship Line,
a4 copartuership having at that time its place of business at No. 17 Battery
Place, city of New York,

About that time C. Kenycn & Co., or Clarence Kenyou individually, belog the
owner of a dock kncwn us Pler 567, Brooklyn, leused that dock to the Kerr
Steamship Line for a period of ten (10) years at uan avnuval vental of $90,000.

One of the terms of this lease was that the sam of $100,000 be deposited by
the Kerr Steamship Line with Kenyon us a security for the payment of renta!
nm‘ll also as security for the buiiding of the dock, which Kenyon uudertook
to do,

There was considerable delay i completing the bullding of the dock, the
same not belng turned over until about April 1, 1917,

Abont this time the Noxthern Dock Co. was incorporated by it ¥, Kerr and
A B Clegg, 1 was Insteneted by Mr, Clege to prepare o lease to the Northern
Dovk Co. of the dock at au annual rental of $150,006. 1 preparved sueh deaft of
leane, using the Kenyon lense o8 a model, but this east was never setunlly
signed. 'The Northern Dock Co, beeame o tonunt of the dock fn guestion o
verbsl agreement to puy $150,000 per annum rental.  The terms of both lepses
were that the rental be pald in equal quarterly tustallments,  As each rental
date nrvived I would go to the Northern Dock Co., collect the s of S37,500,
which would be placed to the credit of the Fifty-seventh Sireet Pler acronnt
in the Kerr Steamship Line books, Thereupon 1 would draw a check upon the
account of the Kerr Steamship Line, or later the Kerr Stenmship Co., to the
order of Kenyon for $22500: at the sume time I would draw twe chocks for
$7,5:K) each to M, F. Kerr and A, K. Clegg individually and deliver the eheeks
to them.

The $100,000, fund above mentioned, deposited with Kenyon as sceurity, was
tuken from the funds of the Kerr Steamship Line, snd one of the terms of the
agreement way that Ketyon woulid pay interest upon that amouunt ot + per cont
pexr annum to the Kerr Stegmship Line,  This interest when received was pluced
in the account of that compuny aud duly entered on its books,

No part of the $60,000 profit, however, between the rental received from the
Northern Dock Co. and the rental paid to Kenyon was ever credited, to the
best of my knowledge, on the books of the steamship lue or of the corporation
#0 long as I remained in connection therewlth; that s to say, until about
November 18, 1918,

Crarces 11, MELBROMF.

Sworn to hefore me this 14th day of September, 1920,

Wit J. FiNerty, Votary Pubiie,
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Kxitiner ¥
Aviin 146, 1924,
Mr, COMMISBIONEL

Herewith Is transieitted for your shmture g proposid letter addressed to
Meusrs, Noble, Morgan & Sceammell i which they sare advised that the informal
offer of the Kerr Navigatlon Covporation of 8GO0 to compromise a Hability
of §$1,381,030.85 1y rejected.

Thin caxe I8 one which u couple of yenrs ago attracted very wide newspaper
publicity, due to which the Government charged to be frawdulent activitles on
the part of the officers of the company and an attempt to get large sums of
money out of the country without settlement of the tax lHability, You will
perhaps remember that you now have under distralnt or other process a large
gmount of eash impounded in New York to secure the puyment of au alleged
tax liability agaiost the individuals comprising this corporation. The above is
mentioned merely to refresh your memory as to some of the very high lHghts
in the case and to put you on notice that very great carve should be exercised in
passing on any cffer in compromise.

The statement of assets furnished by the company Indicates that there are
now in the hands of the trustees in lguldation liguld assets of an amount
approximately the sume a8 the amount of the Government's cleims. There are
aeconnts payable of $63,000 and probably some additlonal miscellancous admin-
istrative expenses,

It appears to me that while it might be advisable to compromise in this case,
due to the company belng out of business and dissolved and the anusets all
belng in possession of trusteex, nevertheless I personally am not satisfied with
the $800.000 tendered, beeause it is not as much as they ecan pay nor s it as
miuch as they should pay, as I read thelr flunnclal statement, Y might add
that Captaln Rogers ix vather of the opinfon that it might be well to accept
the $800,000 without further controversy and thereby cloge the case, wkich
has vecupled so much time and has been g0 troublesome of gettiement over a
course of several years,

If you wish to talk with me further abhout this matter I should be glad to
disruss it with vou further at your convenlence,

Net.gon P, HarTSON,
Solicitor of Interaal Revenue,

¥xamr B

TrEASTRY DEPARTMENT,
OrrIer oF (ostaiisstoNer or FnrirNat REVENTE,
Wasbiivgton, June 27, 190

Compromise Case No, BOL: O 106804, Second District Kew York., Not in Suait

Tnited States r, Kery Navigation Corporation (in Dlssolution), 21 State Street,
New York, N Y.

Charge: Additional corporation invome and profits taxes for the taxable
yeurs 1917, 1918, and 1919 in the amount of $1.381,530.80 plus § per cent
penulties, and 1 per cent interest theveon for faflure to pay within 10 days
after notiee nnd demand.

Offer: The sume of $900 000 in compromise of income and profits taxes for
the vears 1917, 1918, nnd 1919,

(See following puges for detndled statement.,)

I recommend geceptance,

3. G0 Bricuer, Deputy Commissioner,

Date: First offer, May 15, 1923, Tax, $3%N,000. Total specific penalty costs,
$900.000.

The Kerr Navigation Corporation was Incorporated under the laws of the
State of New York on the 14th of July, 1917, and was divsolved pursuant to
the inws of the State of New York on the 28th of Octoboer, 1819, Its capital
was $ROND000, conulsting of 160 shares, without per value, fszued for &5 per
share,  The corporation flled income and profits tax returns for the taxable
vears 1817, 1918, and 1919 and pald tuxes thereon as foliows:
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For the year W70 0 oL Ll . N . V3 N 11 S
For the year VWK 0 (0 0 L0 L L oL L e, N2, 2TR06
For the year 1010, L L o i e e RO, G205, 1)

4 AT U SO U PSP UTPURIRIIP 1 | 2111 4 14 A (%

Additdonal income and profits taxes were gssessed agatust the taxpayer In
feptember, 1020, ay foilown:

For the year 1017 o o e e e SRGD, TR, 21
For the your T 8. o e e et e e b, 602, 217, 24
For the yewr 101D oo e e 43, HT8, 97

At the time the additlonal assessments were made taxpayer was in dissolu-
tlon. As it appeared that the former stockholders of the taxpuyer, who were in
possession of all of its assets, were nbout to depart from the country, summary
assessments of the additional tuxes which seemed to be due were made. These
additional assessment were based largely upon estimates, and all doubtful ques-
tions were renolved agalnst the taxpayer and in favor of the Government,
Within a few dayx after the additional assessments had been filed the taxpayer
flled claims for abatement thereof. Thereafter appeals were tuken to the com
mittee on appeals and review, and affidavity, certificates, and lettors were sub-
mitted und oral argument was presented and conferences were held between the
representatives of the ¢orporation, the committee on apperls and review, the
Solicitor of Internal Revepue, and representatives of the Income Tax Unit,
The principal points in dispute before the committee on appeals and review
were the alleged realization of income from the reorganization of the Kerr
Navigation Corporation, amortization, requisiiton charter hirve in 191, classifi-
cation under section 200 of the revenue act of 1617, speclal assessment nnder
gections 327 and 329 of the revnue act of 1918, expenditures for reconditioning
#hips, reorganization expenses disallowed ax a deduction and charged to capital
aceount, deduction for salary puid to president, reallocation of certain items
to 1M8 income, and the cloxed voyage adjustment account, The consideration
of the appeal Involved many ditficult questions and the examination of 2 mass
of deintled and complicated data.  The committee on appeals and review In
recommendation No. 467, under date of March 19, 1921, allowed the appeal in
part and denied it in part. The case was thereupon returned to the Income
Tax Unit for reaundit, in accordance with the recommenduation of the committee
on appeals and review, Owing to the extremely compliented nature of the case,
the reaudit was not completed until on or about the Ist of January, 1923, A«
# result of the reaudit covtificaten of overassessment have been lsted ns fol-
Tows:

For the 3enr 1817 . e o e e e e . R222.023, 14

For the your TS .. . o - URRI N 1111 0 IR {1
For the vear TID . . it e e e e . 200, 065,97

There are accordingly ontstanding assessments for the taxable years 1IM7,
TOIR, and 1919 in the total smonnt of $1,351,530.85, which iz clatmed to he due
from the taxpayer. together with 5 por cont penalty and I per cent Interest for
fatiure te pny within 10 days after notice and demand,

The taxpayer disputes the correctness of the recommendation by the com-
mittee on appeals and veview and the computation of tax lability based
thereon. The principal points on which the taxpayer and the burean are not
In accord are ax follows:

1. t'he taxpayver claims that it should be assessed under seetlon 200 of the
revenue act of 1917 at the 8 per cent rate beeanse (¢ {8 o corporation having
a nominal capital, the terin “nomingl” belng a relative term: Its capital stock,
$800,000, ix nominal relutive to the cost of the eight shipy which it purchased,
which was $0,847.850. The capital s afso nominal {n comparison with the
net income as stated ahove,

2. The bureau fixed the excess-profits tax rate for 1918 at 8G.8043 per cent.
The corporation pald tnxes at the rate of 60 per cent gad clalms that the rate
should not in any event exceed 58 per cent, and thig rate may be too high.

4. The burean has allowed ar amount of amortization which the company
helleves to be eorreet, the <hips having been written down In the burean's com-
putation to £4,000.000. The burean, however, has spread this smortization
between January 1, 1818, and Heptember 3, 1019, This latter date 18 the date
on which the formal transfer of title to the shipy was made pursuant (o the
reorganization of the Kerr Navigation Corperation. The taxpayer submifted
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evidence fo the comabiter on appenis snd veview showling that the value of the
shipe on January 1, 1018, was lesy than $L,000,000 and that the value of the
ships on Meptember 3, U8, was less than $4,000,000.  The taxpayer has aldo
submitted an sfitdavit and brlef (In the hands of the Solicltor of Internul Rev-
enue) showing that the valae of vhe shipy In ters of thelr income-producing
capelty did not decrease between Decemher 31, 1918, and September 3, 1919,
and contending that if the value of the shipy was $4,000,000 on September 3,
1019, it was no greater on December 81, 1918, and that the full amount of
amortization allewed had been sustained during the taxable year 1918, In
sprending  this amortization the bureau has atlocated $808,133.93 to 1919,
This amount the taxpayer contends should be allocated to 1818,

4, 'The bureau has also disaliowed as an expense the sum of $51,008.24 pald
te Messrs, Halght, Sandford & Smith, the attorneys whe incorporated the
company, and who rendered the legal services in connection with its note issue
and mortgages and in connectlon with the acquisition of the steamers and the
transfer of thelr flags. These attorneys have apportioned their bills as follows ;

Organization of company_ . . i re—— $1, 967. 47

Services and disbursements b connection with note issue und mort-
BIMZOR - oot et ot i e e £ e o e e e 24,788,717
Services in connection with acquisition of steamers.... . ..oocwenn. 24, 250, 00
T B o e e e ————— o e e b1, 006. 24

This bill for legal services was paid In 1938 and the note issue and mortgages
were canceled in 1018, The taxpayer contends that the charge for services and
disbursements in connectlon with the note fssue and mortgages should be
allowed s g deduetion in 1918 and that the charges for services in connection
with the acquisition of the steamers should be added to the cost of the steamers
and amortized in 1018,

Trustees in dinsolution of the taxpayer hold assets of the value of $1,350,-
031.90. There are no secured labilities, so that the (overnwment has a first
clalin on all the assels of the taxpuyer for the pauyment of any taxes due.
The Habilitles, other than the liability for taxes, amount to the sum of
$63,038.75.

Under date of March 20, 1923, it was proposed on behslf of the taxpayer
to offer the sum of $800,000 in compromise and settlement of the additional
fneome and profits tax cluimed to be due from the taxpayer, together with
penaities and interest. This proposition was rejected by the commissloner
under date of April 19, 1923, Upon further consideration the commissioner
authorized the solieftor to Inform the representatives of the tagpayer that
he would be Inclined to give favorable constderation 1o an offer in the amount
of $000000,  This information was communleated (o the representatives of
the taxpayer, and on May 15, 18238, the sum of F000,000 was deposited with
the colicctor of internal revenue for e second district of New York as an
offer in compromise.

It appears that the Government by resortlng to distraint could undoubtedly
force the payment of a greater amount than hax been pald by the taxpayer
as au offer fu compromise. However, the indieations are that if an attempt
should be made (o colleet the outstamding assessments in full the nwesets
wonld not be sufficient to entirely satlsfy the assessments, and such payments
en would be made would be wmade under protest and would be litigated, Xf
lithgntion should be resorted to, it would undoubtedly be very complicated and
Ieng drawn out, Invelving s very lavge oexpenditurve on the part of the Gov-
ernment.  Moreover, some of the questions in dispute are not entirely froe
from doubt and many of the employees of the bureau who participated in
the conslderation of the case and who were intimately acquainted with {ts
detatls hive since severed thelr connectlon with the Government, It Is there-
fore doubtful whether the net cesult of attempting te collect the outstanding
askessments by distraint would in the end be more favorahie to the Govern-
ment than the acceptance of the amount offered in compromise.

The collector of Internal revenue for the second distrlet of New York
recommends that the offer be accepted.
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Expr ¥
Devawrsent or Josricr,
OFFick oF Ty Solicron oF  INTErN AL ReveNoy,
Washington, D, ¢, June 27, 1923,
To the CoMMISHIONER oF INTERN AL REVENUE,

Ste: 1 have consldered the proposition of Kerr Navigation Corpovation
e s e e .. b0 cOmpromige its llabilities, as charged herein,

In view of the statement snd recommendation confaloed In this brief,
which are made a part hereof, and the papers on flle herein, T am of the
opinion and advige that it will be proper and for the bLest Interests of the
United States to accept the terms proposed, the sum of $000,000 in compromise
of Income and profits taxes for the taxable years 1017, 1918, and 1919, Includ-
fng 5 per cent penalty and 1 per cent interest,

Respecttully,
NersoNn T. Hawrson, Solicitor.

Mr. Manson. Several days ago, U presented to the committee the
case of Anne (). Haight, and stated that at that time, for the
purpose of checking up on the system, Mr. Parker hegan a_course
of Investigation something along this order: From the Ilaight
case he ran into the Stumﬁu'd Parts Clo. ease.  In other words, he
would follow up any suggestion that appeared from an examination
of one case; that is, wherever, in the examination of one case, facts
were disclosed which suggested the running down of another case,
he ran it down. I have alrendy presented to the committee the
various ramifications of that investigation,

I find here another ramification of that same investigation,

There appears in the record the following memorandum: This
memorandum is not signed, but at the bottom of it appears the
title, chief porsonal audit section, Mr. 8. Alexander, head, special
audit division. It is doted August 11, 1922, and is addressed to
J. H. Akers, chief, special assignment section, attention J. W.
Carter, chief fraud subsection, through Mr, B. 8. Kimbrell, head,

personal audit division:

Attaehed hereto Is the file n the cave of Lows (L Kuufinan, 149 Broadway,

New VYork, N, Y., for the year 19146

Tt appenrs frome an examination of the books of gscecount and records of
the Chevrolet Motor Co, of Delawwre that Mr. Louis €, Keafman recelved
during the year 1016 approximately 106,000 shares of the United Mojors
Corporation stock as punyment for his service in orgonizing the United Motors
Corporation, Tt also appears from the return filed by Mr. Kaufman that he
falled to report this stock, wileh had o market value of from $4,000000 to

$6,000,000.
Inasmuch as the perlod during which assessments on 1916 returng are

permissible has elapsed, this return ix being forwarded to you to determine
whether or not fraud exists,

I take it that the chief of the personal audit section was proceed-
ing on the theory that if there was fraud in this ease, the fact that
the statute would not run would not prevent the assessment of the
tax.

Mr. Greae. The statute does not run on a fraud case.

Mr. Manson. No. That is the theory, I take it, on which he was
proceeding.

Mr. Parker called my attention to this memorandum, and T asked
him to run it down and see what action bad been taken on that
memorandum.
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I have the following memorandum from Mr. Parker, under date
of Muy 26, 19235

Atinched please fiud copy of 2 memorandum from chivf of perronal augdit
No. 2 to J. W, Carter, chief fraud subsection (now special adjustment sectlon).

From this memorandium it appears that Mr. Kaufman failed to report as
ineome I the yenr 1918 the value of $106,000 shards of United Moters Corpo-
ration =teek which he recelved as payment for services to the synd eate
promoting thin corporation. 'The murket value of the stock at this t me wan
24,000,000, at least.

The specin) adjustinent section has told me over the telephone that they
have only a card record of this ease covering the receipt of the file and the
lturn of the file to audit. ‘T'his means pothlng was done in the case, or if
there were, nothing is on record about i, The penal division of the rolicitor's
office ns no record of the ense,

This ix the second time the writer has found no adequate records in the
fraud section out of only two inquiries,

The returns and certain files of the taxpayer for the yenrs 1016, 1917, 1018,
and 1919 hiave been examined, If same are complete, it 18 ovident from them
that no additlonn! tnx or fraud penalty has been collected, We alse find
no evidence of a profit being reported by Mr. Kaufman when he turned in this
stock for stock of the General Motors Co.; on the contrary, there is a record
of a conference, dated Decomber 16, 1021, in which Mr. Kaufman claimed a
deduction from income lu the amount of $442.834.97 from his 1920 income,
The princlpal item of this deduction was the loss on 80,000 shares of stock
in the United Motors Corporation, converted into stock of the General Motors.
This loss is based on a value at acquisition of $45 per share in 1918, If this
is the same stock that Mr. Kaufman received for his services, it lcoks “Jesid-
edly as thoueh the investizators of the bureau are lnx.

We do not wish to forin judgment in this case without all the facts, but from
those at hand we are at a loss to aceount for the lack of action by the bureau.
Certainly if the burenu forgives tax on ineome received in the form of stock
in 1916 and then allows taxpayer to deduct a logs on the same stock in 1920 g
serfous condition exists, for the taxpayer gets out of tux * coming and going.”

Thiv maitter is one of those in the chaln beginning with the Mrs, Anne O,
Huight caxe and continuing with the Western Wheel & Axle & Standard Parts
Ca, citses, .

Investigantion of such related matters appears to be up to the individual
Initlaiive of the auditor handling the case. " More systematic effort in follow-
ing up related matters should be mude obligatory.

That is respectfully submitted by L. H. Parker, chief engineer.

The Coamsan. Was not W, C. Duvant involved in that maiter?

Mr. Mansox, [ think we called for the returns of W, C. Durant,
although I have veceived no report on them as yet.

The Ciamesan. T think the complaint that came to my office origi-
ually included both Mr. Kavnfman and Mr. Durant, and 1 think the
vommittee onght to know something about the Durant case also,

Mr. Maxson, I have called for the Durant returns.  Whether they
have heen received or not T do not know, but it may be that Mr.
Parker has not had an opportunity to report on it as yet.

Me. Nasu. Mr. Chairman, I might say that the date of this memo-
randum indicates that the case was considered in 1922, At that time
the information section, which we now have in the andit divisions,
did not exist. The fraud section at that time was a part of the old
special andit division, & section under an audit division, responsible
to Mr. Alexander. 7t did not function properly, and about a year
and a half ago or so we abolished the old special audit division en-
tirely. We took the various sections und added them to the other
audit divisions; but the frand section, inasmuch as it related to the
entire work of the Income Tax Unit, was placed directly under the
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deputy commissioner, and that is where it is now. This section
always fanctions elosely with the solictior's office.

The Cuamman. Do ¥ understand from that statement that a cnse
like this can not occur sgain?

Mr. Nasu. 1 do not helieve it would go through the fraud section
without an adequate record. The file heve just indicates a card record
of the case, and T think if this case went to the fraud section to-day
we would find a record in the files as to what was considered and
what action was taken,

Mpr. Manson. I do not believe it is too late to collect that tax yet.

Mr, Nasu. If there is fraud involved, it is not. )

The Cuaryan. Will you make an inquiry into that and advise us
as to whether there is fraud?

Mr. Nasm. Yes, sir. T ulso want to say that we have a special in-
telligence unit that investigates fraud cases, and a case of this kind
should go theve first for an investigation of the facts in the field.

The Cramestan. Mr. Manson, if 1 remember correctly, there was
a complaint made to us, containing a number of names in addition
to that of Mrs. Haight, involving the same transaction, and that
no report was made in the same manner as Mrs, Haight made her
report. Do you recall whether that is true or not?

Mr. Mansox. In the Haight report it is stated that those two
parties had not reported any income from that transaction. That
was in connection with the Standard Parts Co. stock.

The Cramman. If that is the situation, that is a case of fraud
also, is it not?

My, Nasu. We are now going into the Haight case, Senator.

Senator Kina. May 1 say, Mr. Nash, that & number of state-
menis have been made to me that in these reorganizations, where
people have turned in their stock of an old company and have tuken
stock in & new corpuny, at greatly increased prices; that is, they
have made great profits and no returns have been made, and 1hat
the Government has lost a great deal of money in connection with
these consolidations, sales of stock, ete.

Mpr. Grrsa, I was just going to say in that connection, in answer
to Senator Couzens’s question, that the omission from a return of
the gain from a reorganization does nct necessavily involve fraud.
Many taxpayers thought, and thought with a pgreat deal of reason,
that wlen they gave up a certificate of stock in corporation A and
received in exchange for it a certificate in the smme corporation, in
fact, but now called corporation B, they realized no income from
that transaction. The later acts so provided. There weve a good
many cases, particularly back under the 1916 and 1917 acts, where
the taxpayer made no return, and in seme of those cases we did hold
that there was no fraud. For example, in the case of Stearn .
Weiss, the Supreme Court held that there was no income from the
transaction.

Mr. Manson. In this case, however, this was not the case of an
exchange; but here we have a case where o man received these 106,000
shares of stock as pavment for services.

Mr. Grece. Yes; but T was going back to the Haight case, not the
Kaufman case.

Mr. Maxnson. Yes.
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The Cuamman. I was wondering whether or not the facts in the
tHaight cuse as reported put the burean on notice to look into other
holders of stock.,

Mr. Greac, Tt should have, yes, sir; but it was held at that time
that it was a 1916 transaction, as 1 remember it, and at that time
the records were quite incomplete.

Mr. Maxson. I&ere is the big point in this Kaufman case, to
my mind: Kaufman receives 106,000 shares of stock in 1916 in pay-
ment of services, which were not reported as income. Later, there
i a memorandum passed in the bureau from one section to another,
culling attention to that fact. We are unable to find that up to
the present time any action has been taken on it.

Senator King. Yes; I understand. -

Mr. Manson. Then, in 1920, Kaufman reports a loss upon an ex-
change of 80,000 shares of the same stock. Of course, we are un-
able to say that those 80,000 shares upon which he was permitted
a deduction of over $400,000 were a part of the 106,000 shares he
veceived in this deal; but he did receive them in the same year in
which this deal took place. I do maintain that where a man claims
“a loss of $400000 on the disposition of stock, 8 preper investiga-
tion of that loss as a deduction would certainly disclose the fact
that he had received that stock, and had not reported it as income.

Mr. Gresa. Was the loss allowed, Mr. Manson ¢

Mr. Manson. 1 think the loss was allowed ; yes.

‘The Cuamnman. While we are on this point, before the committee
makes its report to Congress, will the bureau put in the disposition
of these controverted cases for the record ?

Mr. Nasu. Yes, sir. Senator, I have before me now a statement on
the anthracite coal cases that you asked for the other day.

This is a statement signed by Robert C. Davis, chief, coal valua-
tion section, and it is dated May 25, 1925.

He says:

In reply to your verbal request made on the 23d instant, the following
information is snbuitted,

Then he shows closed cases--1917, 2545 1918, 320; 1919, 299 1920,
ONT; 1921, 1165 1922, 55; 1923, 21; and 1924, 2; or a iotal of 1,354
case years,

In process in the division: Ong 1817 case, one 1918 case, four 1919
cuses, one 1920 case, seven 1922 cases, three 1923 cases; and three 1924
CHSES,

On file in the division and not acted on: Two 1920 cases, twe 1921
m;ses, eight 1922 cases, two 1923 cases, and one 1924 case; a total
of 15.

He says these cases have come into the section recently; that is, the
ones that have not been acted on. '

There have been 491 taxpayers’ returns sent to the coal-valuation
section, of which 458 have been acted upon. Thirty-three cases are
now in process,

So. according to this statement, most of the anthracite coal casen
are closed up through 1920,

The Crarman. Where did we get our information, Mr. Manson?
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Mr. Manson. We called for, I think, six or seven anthreacite coal
cases, and everyone that we called for was one that had not been
acted ‘upon, and for that reasen they made no report on it

The Citamman. T see Mr. Thomas is heve.  As stated before, 1
would like to get more data for the committes on the depletion which
has been allowed in the cases of anthracite coal.

Mr. Manson. Mr. Thowmas has nothing to do with ihat.

Senator Kine. That statement of Mr. Nash’s would show that,
with respect to the anthracite coal cases, the business is nearly eur-
rent.

Mr. Nasu. Up through 1920, st least, it is in very good shape.

The Crarrman, T may have been misinformed by some of our
own staff. They inform me that they had not been able to get the
depletion rates allowed for anthracite coal, so I must have been mis-
informed by our own staff.

Mr., Manson. I think there was a general misunderstanding. My
information is that the particular cases that we had called for were
not closed. There is in process of preparation by Mr. Wright a
general report of the anthracite situation which will deal with the
question of depletion, but what 1 assume the chairman had reference
to are the cases that had been called to our attention and which
we have looked up and found were not closed.

Mr. Nasiz. As I understand it, there are less than 500 anthracite
producng compenies in the country, and, according to this state-
ment, 458 of them had been closed up to 1920.

The Cuamdan. It may be a coincidence that those that we have
asked for were not among the ones which were closed, but it may be
that I have gotten the wrong information. However, we do want
to get before the committee some information on these anthracite
coal cases. -

Mr. Manson. T have just given Mr. Thomas the staternent of Mr.
Nash, and I have asked him to telephone to Mr. Wright and get some
information on the subject. I know that Mr. Wright has in process
of preparation a genersl report on the anthracite cases, and T have
been informed right along that the particular cases that we have
called for have not been closed.

“The Cuamrsan. Do you wish to present another case now?

Mr. Manson. Yes; I have another matter to present now, T desire
to call the committee’s attention to a situation under which, under
the niethod of handling »t least one case, a2 taxpayer who owns prac-
tically all of a corporation is permitted to reduce his individual
income by assuming corporate losses. ,

Before I go into that case, however, 1 would like to deal with the
general situation.

There are many businesses which are conducted in corporate form.
whose activities can be so subdivided that while the business pen-
erally is a profitable business, you can find some phase of it whichisa
losing venture.

Take a hotel business. It is a matter of common knowledge. almost,
that the dining room of a hotel ordinarily does not pay, but in order
to maintain a hotel and properly provide for guests, it is necessary
to maintain the dining rooni, even though that, as & separate part of
the business, may be running at a loss. I just cite that as an illustra-

tion.
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1 might cite other illustrations.

[ may be a dealer in s tomobiles. My business generally is profit-
able, bat I take in old cars. § may make no profit on the «»l(% Ccars,
In other words, I muke an allowanee upoun them, but when I come to
add the cost of reconditioning, repainting, and the swlesman’s com-
mission for selling, T have made an actual loss, but 1 have managed
to sell 2 new car and make u profit on the new car, which is enough
to more than overcome the loss. 1f T were to separate my used-car
business, freom my new-car business, the used-car business would
show a loss.

I do not mean that that is generally true, but I mention it as a
possibility.

Now, assume that this hotel or this automobile business is in-
corporated. The owner has a large income. By making a contract
whereby he will receive in possible profits of the used-car end of the
business, or in possible profits of tfw, dining room, he agrees to as-
sutne the loss, and he is thus sble to convert a corporate loss inte an
individual loss, and if he is paying a high tax rate, he is able to
convert a loss which would go into his corporate income and offset
a 1214 per cent rate at & very much higher individual rate.

As an illustration of that weakness in the law, in my opinion, I call
attention to the case of William Randolph Hearst. That is a good
typical case of what I am trying to bring out here. In my opinion,
if that is a weakness in the law, as it exists, it should be remedied,
because it has a great many ramificutions,

The Cuamaan. Do you consider it as a weakness in the law, or do
you think the bureau is compelled to accept such contracts as that?

Mr. Maxsox. I am frank to suy that T am in doubt.

The facts in this case are there

The Criamman, Just read the case, and then we will decide it after-
wards.

Mr. Maxson. I do not intend to read this whole report.

The Cuairman, Just give use the substance of it.

Mr. Max~son. The substance of it is this:

Mr. Hearst controls several newspapers.  He made s contract with
these newspapers that if they would put in a votogravure section and
would give him the proceeds of the advertising from the rotogravure
section, he would pay the cost of the rotogravure section.

The votogravure section will carry about so much advertising, 1
they put enough advertising in the rotogravure section to make that
section a paying proposition, without so leading it up with adver-
tising that it loses its attractive qualities as one of the features of the
NEWSPAPLT—me

The Cnamman. Newspaper men tell me that generally that is »
losing feature of the business.

Mr. Maxson. That has been found by the bureau in ancther de-
partinent that the rotogravure is always a losing venture. In other
words, he might just as well have made a contract to pay the cost
of the first page. It would not be quite as——

The Cuamrman. Disastrous a loss,

Mr. Mansox (continuing). Disastrous a loss; but the rotogravure
seetion 15 one of the incidents of the newspaper. As long as news-
papers will carry that section, which is the section that contains all




8756  INVEBTIGATION OF BUREAU OF INTERNAL REVENUE

of the attractive pictures in the Sunday papers--as long as news-
papers will carry that section, and offer that service to their sub-
sertbors and purchasers. other newspapers must carry it. It is one
of the fontures of a newspaper; it 1s incidentul to it, just exactly ay
the front page is.

By charging off the loss incident to this rotogravure section, the
following results in Mr. Hearst’s tuxes ave arrived at:

Under date of April 18, 1923, Revenue Agent Harry Herskowitz
mude a report of his investigation of the income of this taxpayer and
recommended the assessment of an additional tax for the year 1918
of $204,615.68, 1919 of $47,064.66, ar..l of 1020 of $21,000.55. (Ex-
hibit B.)

Under date of August 15, 1923, the bureau forwarded an A-2 letter
(Exhibit C) to the taxpayer notifying him of a proposed assessment
of $272,978.38, representing additional taxes for the years in ques-
tion, as follows: 1918, $204,004.17; 1919, $47,964.66, and for 1920,
$21,009.55.

The taxpayer filed a protest against the proposed ussessment of the
bureaun. As a result of this protest a reaudit of the taxpayer’s income
was made and on Fevruary 9, 1924, a second A-2 letter was mailed
to the taxpayer notifying him of a proposed assessment on account
of additional taxes of $17,033.19, and $47,964.66 for the years 1918
and 1919 respectively, and an overassessment of $8,626.39 for the
year 1920. (Exhibit D.)

Senator Kina. It shows that recommendation of the agent of ap-
proximately $278.000 was not followed.

Mr. Mansoxn. If the committee will bear with me for just a minute,
I will try to ascertain how much of that is due to the charging off
of these manifestly corporate losses ugainst his individual income.

The taxpayer set up as a loss, due to this transaction, the sum of
$301,232.95 for the year 1918. If this loss had been deducted from
the income of the corporation under which they were incurred, their
taxes would have been reduced approximately $36,000, ut the rate
of 12 per cent. However, by allowir.g the loss from the individual
return of this taxpayer. a saving of $187,582.49 was made by him,
with a resultant Toss o the Government, by allowing the deduction
to be wade from the individual return instead of the corporation
return, of approximately $151L,000 in income tax.

Mr. Greas. Mgy I interrupt you there?

Mr. Manson. Yes.

Mr. Greca. Is il possible that the newspaper companies with
which he had these contracts paid a tax of only 12 per cent in 19187

Mr. Manson. That is what the auditor reports.

Mr. Greoe, That seems hard for me to believe, in the highest
excess-profits tax year. Of course, they may have had a large
invested capital. ‘

Mr. Manson. T have made no personal investigation of it. He
reports that they were not subject to any excess-profits tax but only
to the normal tax based on the 12 per cent rate.

Mr. Grege. Possibly they had such an enormous invested capital
that they were not subject to the excess-profits tax.

Mr. Manson. The agent says:
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the refurn of the Star Co., which 1s the principal corporation of a group of
over 30 afilinted corporatifons, of which Mr, Willlam Ruudolph Hearst owned
100 per econt of the copital stock, showed & net income for the year 1919 of
SLITHARR L This dncome wiy not subjeet to war-profils or escest-protits
tases but only o & novmal tax of 12 per cent,

I offer the full report us an exlubit in this case.

(¥xhibits submitted by Mr. Manson i case of Willinm Randolph
Hearst ave as follows )

Exminey A
Max 22, 1025,
In re Willinm Kandolph Hearst, New York, N, V.,

Under date of April 18, 1423, Revenue Agent Harry Herskowitz made a
report of his investigation of the income of this taxpayer and recommended
the assessment of an additional tax for the year 198 of $204,615.08, 1019 of
$47.964.66, and of 1920 of $21,000.55. (Exhibit B.)

Under date of August 15, 1923, the bureau forwarded an A-2 letter (Exhibit
() to the taxpaver notifying him of a proposed assessment of $272078.38,
renresenting additional taxes for the years in question ay follows:

TOIR e  mceim c e s i e e e o 204, 004,17
B EE ) g G SOV SN 47,004, (m
TO20 e e e e S 21, 0089, 56

The taxpayer flled a protest against the proposed assessment of the bureaw.
Ax o result of this protest a reaudit of the taxpayer’s income was made and
on February 9, 1824, a second 3-2 letter was mailed to the taxpayer notifying
hini of 0 proposed assessment on account of additional taxes of $17,033.19, and
$47.9604068 for the years 1918 and 1919, respectively, and nn overassessment of
$R.620.39 for the year 1520, (Exhibit D.)

The bureau snstained the revenue agent in his fiuding for addittonal taxes
for the year 1919 and allowed as a deduction from taxpayer's gross income
for 1920 the inheritance tax paid to the State of California on the estate of
bis mother, of which he was the chief beneficiary.

No eriticism is made of the action of the bureau on ity treatment of ihe
1919 and 1920 income.  The difference hetween the action of the revenue ngent
and that of the bureawn in connection with the 1K income of this taxpayer is
an item of ¥301.232.95 which the taxpayer clnims as o deduction and which the
revenue agent disallowed,  This item was linglly allowed by the bureau as a
deduetion from taxpayer's gross income and is subject to criticism by this
committee.

in regard to this item the revenue agent reports as follows:

Ry, Hearst made a contreaet in 1918 with the Boston, (‘hl(ugn, nud New
\mk puners 1o purchuse all materinds and defray all expenses pecessary In
the produciion of the phstogravure seetion of the nbove publications, provided
he revelved ail advertisdng receipts of these particular sections,

“Phis fenture ons in its experimental state, [t was quite evident to any
man that the advertdsing recelpts of the photopravure sectlon would ot by
far be suflicient to offset the disbursements, Ax a matter of fi.ct that section
wits 1 losing proposition to all newspapers.  Herve we have o shrewd, suceess.
tul, far-visioned newspaper man of vast experience entering into n contraet
which in advance he must himve known te be a losing venture.  'The inference
is ximple.  Mr. Hearst had a large income trom dividends., The corporations
were hix,  Why not experiment with his perronal Income, of which the Gov-
ernment wounld get 56 per cent, and develop his newspapoer enterprise? A best
this money was n loan, an wdvance, a capital outlay.

“ 1t is strange that this contract obtained in a bigh-rate year. Why was it
not continued in 1990 and the following year? On the theory that this venture
wis not enterved into with o view to investaient and profit, but solely to relieve
blmeelf of the high rate of taxation, the loss hag bheen disallowed, The con-
traet would certainly not have been entered into if the mrpomtimm were ander
eontrol of outsdders, Thiy fact alone spells out his intention.”

The taxpayer, in his brief filed in support of his pmnwt to the assessment of
adiditional taxes, proposed to be assessed by the burean's A-2 letter of Awpgust
15, 14923, referved to ghove, subniitted in velation to the item in gquestion the

felowling
F1EE) T AR 10 U KN
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* The revenue agent disallowed as a deduction in the year 1018, $301,232.95,
which amount represents a loss sustained In connectirn with the financlng of
the production of the rotogravure sections in Sunday editions of three news.
papers.

* The facts In conpnection with this particular undertakiog ave ag follows :

“Early in 1918 the taxpayer concelved the idea of increasing the revenues of
certuin newspupers by adding to the S8unday =ditlons a rvotogravure section.
The rotogravure section had proved successful and remunergtive prior to this
time with ether newspapers,

“ The managers of Mr. Hearst's newspapers were not fn accord with the tax-
payer’s view because of the difficulty of financing o rotogravire section during
the war years. After much consideration the taxpayer sgreed to filnance the
venture and to pay all expenses in connection with the publication of a roto-
gravare section, provided all revenues derived from the advertising placed
with this section of the newspupers were credited and palid to the taxpuyer.
Pursuant to this agreement, the rotogravure sections were published in thiree
newspapers for a period of severul months. At the end of the period the
venture was abandoned becuuse it proved a tinancial loss.

“The taxpayer has annexed hereto the afHdavits of Messrs. Julian M.
Gerard, Bradford Merrill, and A. J. Kobler in support of his contention,

“The taxpayer, as a result of this agreement, sutfered a loss of $301,232.95
in the year 1018 and deducted it from his net income when the tax return
was filed,

“Article 141, regulations 45, states in part as follows:

“¢Losses sustained during the taxable year and not compensated #:.v by
insurance, or otherwise, are fully deductible (except by nonresidont zilens)
if (a) Incurred in the taxpayer's trade or business, or (b) Incurred 14 any
transaction entered into for profit, or (¢) ariqlng from fires, storms, shipwreck,
or other casualty, or from theft, * *

“The taxpayer respectfully submits that this loss of $301,232.95 was incurred
in a transaction 2ntered into for profit, and under the provisions of article 141,
regulations 45, is an allowsable deduction from income for the year 1918

The taxpayer claims this loss should be allewed as a deduction from his
individual gross income under the authority of article 141, regulations 45, for
the reason that it was & transaction entered into for profit. The facts speak
for themselves. The return of the Star Co.. which is the principal corporation
of a group of over 30 adillated corporations, of which Willilam R. Hearst
owned 100 per cent of the capital stock, showed a net income for the year
1919 of $1,171,332,14. This income was not subject to war profits or excesx
profits taxes, but only te a normal tax of 12 per cent. If the taxpayer had
actually felt that a profit could have been made by publishing this new section
of his Sunday papers, he would naturally have arranged for the financing of
the section by the corporations interested therein. However, if a profit had
heen derived from the advertising in these sections, the taxpayer would have
had to pay a tax at the rate ¢ approximately 60 per cent op such income if it
were included in his individuat return instead of approximately 12 per cent if
taxed to the corporations.

Affidavit of Bradford Merrill, vice president of the Star Co. in 1918, which
1s attached to the brief, atates that Mr. Hearst discussed with him his pro-
posal to include rotogravure sectlons in the Sunday editions of the New York,
Chicago, and Boston papers; that he strongly opposed this proposal in several
coaferences with Mr. Hearst on the account that the section could not be made
profitable in view of its cost in their very large Sunday circulation,

It is apparent that Mr. Hearst must have known that this venture was a
losing one and that by assuming the loss personally rather than allowing the
corporations involved to deduct the loss, he would save a considerable amount
in his income tax. If this loss had heen deducted from the income of the
corporations under which they were incurred, their taxes waould have been
reduced approximately $36,000 (at the rate of 12 per cent). However, by
allowing the loss from tke individual return of this taxpayer a saving of
$187,582.49 was made by him, with a resultant loss to the Govermment, by
allowing the deduction to be made from the individual return instead of the
corporation return, of approximately $151,600 in income taxes.

GEo. Q. Box, Chief Auditor. .
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ExmmiT “B"”

TREARURY DEPARTMENT,
INTERNAL REVERUE SERVICE,
New York, N, Y.

In re Willamm Randolph Hearst, 238 Willlam Htreet, New York, N. Y. Hx-
amining officer, Harry Yiovekowits; examination commenced, Mayrh, 1822
completed, April 18, 1923; time rpent, 32 days (Intermittent).

SUPERVIBING INTERNAL, REVENUE AGENT,

New York, N, Y.
An examination of the returns of the above taxpayer for the years 1917,

1018, 1919, and 1920 disclosed the following :
Additional tax

B LT e e e o e e o e i e e — None.
L) £ U, ey om0 e P 2 2 2 e o e 1 o £204, 615, 68
B o e e s e e e 1 £ 2 1 2 0 47, 064. 8¢
21920 - e b e o 1 a1 e 2 e e 21, 009, b

TPORA] e e e e e vt e s e e e 273, 589, 89

Autbhority for examinntion: 1917 photostat.
COMMENTS

Taxpayer is publisher of various ncwspapers throughout the country. His
gources of income consist of salaries drawn from ruch corporations, dividends,
ete. It Is to be noted that no records are kKept by Mr, Hearst in spite of the |
varicus ramifications of his interests.

All information for this report was practically oxtracted from the tax-
payer's atiorney—piecemeal. ‘The examination was protracted over a long
perlod heeguse the information necessary for the verification had to be elieited
by oral interrogations and supplemented by original vouchers which were
obtained from various parts of the country. from San Francigeo to New Eng-
land, all dependent upon the location of the taxpayer’s newspapers,

REASONS FOR ADDITIONAL TAXES
107

Rents, $18,000. This was regeived from the Los Angeles Examiner. Mr.
Hearst owns this newspaper and it is significant that he pays Interest on the
mortgage amounting to $50,000, plus the taxes for the smail rental of $18,000.
A comparison of the returns for 1917, 1918, 1919, and 1! .. reveals that the
personal income tax returns of the taxpayer ls intim.tely connected with
his corporate newspaper holdings, Tn one year he woulc draw salaries: in
another dividends. It wonld therefore, be feasible to cow.ider his personal
return in conjunction with his corporation returns,

1018

Additional taxes due to elimination of interest dcduction of $37.50¢ and
loss of $301,232.05. Why $50,0600 was deducted as interest paid upon the
Hill Street property, Los Angeles, when only $12,500 was actually disbursed.
is tnexplicable.

So far as the loss of $301.232.9% is concerned, this shouid not be allowed.
Mr. Hearst made a contract in 1918 with the Boston, Chicago, and New York
papers to purchase all materials and defray all expenses necessary in the
production of the photogravure section of the abhove publications provided
he received all advertising receipts of these particular sections. This feature
was in its experimental state. It was quite evident to any man that the
advertising receipts of the photogravure section would not by far be sufficient
to dffset the disbursements, As a matter of fact, that section was a losing
proposition to all newspapers, Here we have a shrewd, successful, far-visioned
newspaper man of vest experience entering inte a contract which in advance
he must have known to be a losing venture. The inference is simple. Mr.
Hearst had g large income from dividends, The corporations were his. Why
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not experiment with his personal income of which the Government wonld get
04 per cent and develop his mewspaper enterprises? At best, this money wasg
a loan, an advance, a capital cutiny. "It {s strange that this contract obtained
in a high rate year. Why was It not continued in 1019 and the following
years? On the theory that thix venture was not entered into with a view of
investment and profit but solely to relleve himsei? of the hieh vaie of taxation,
the loss has beer disallowed. "The contract woula cvoradinly uot have been
entered into if the corporations were under control of outstders. This fact
alone spells out his intention.

It 1s also to be noted that {n 1918 be recelved ne Interest on the Atlanta,
Georgla, bonds, because, he slleges, none was pald that year,

1919

Income: It is to be noted that this year no income is reported for salarles
or interest on honds, but tn tHeu thereof the taxpayer shows interest on notes.
Mrs, Phoebe Hearst in 1919 loaned more than $1,600,000 to the New York
Ameriegn.  She took interest-hearing notes and assigned them to hier son,
William R. Hearst, for apparently no conslideration. Mr. Hearst coilected
the interest which he reported on his personai return. In 1919, the same
year, Mrs, Phoebe Hearst died. Mr. Hearst in 1920 canceled these notes, The
attention of the estate tax divislon is invited to this gift, exceeding a miliion,
Just prior to death of donor. The transfer might be of a voidable nature for
inheritance tax purposes, :

Interest allowed except the $50,000 originally deducted as payment of
{nterestl(én Los Angeles property which on verificatlon was found not to have
een pald,

Loss $32,473.33 disallowed. Mr. Hearst in 1809 ran for Congress, He was
elected. To celebrate this event he made a celebration at Madison Square
Garden, where crowds and fireworks joined. Some of the works exploded to
the injury of several Individuals. These sued Mr. Hearst for damages for
personal injuries sustained as a result of his negligence. They won in the
lower courts. Appeals were taken until finally in 1619 the judgments were
pald. The taxpayer deducts this in 1919 because he paid them then. Dis-
allowed as being a judgment for personal injuries not incurred in scope of
business. ) .

1920

Income correctly reported.

No salaries agaln were drawn. Notes made by New York American seem to
have been canceled by Mr. Hearst. .

DEPUCTIONS

Interest again reduced by $50,000, same as in 1919,
Losses were properly taken by taxpayer.

CONCLUSBIOR

While certain deductions were made and not pald, no recommendation as to
deliberate nunderstatements s made because the affairs of the taxpayer are so
¢losely related with those of his corporations that the returns of the two should
be consfidered simultaneously before any inference it drawn, One thing is
certain, that there was juggling and manipulations between corporation and
taxpayer each year with a view of lightening tax burdens,

Schedules: 1 to T-A,

Transeripts 1915, 1916, 1917, and 1918.

Hagray Herskowiaz,
Internal Revenue Agent.

Examir C

Avcust 13, 1923,
My, WirLias Ravporr HEARST,
238 William Street, New York, N. Y.
S1r: An examination of your income-tax rveturns and of yvour books of ac-
count and records for the years 1917 to 1920 discloses an additional tax
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Hability for the years 1918 to 1920, aggregating $272,978.38 and overussesy-
ments for the years ———— amounting to $———— s shown in detadl in the
attached statement,

I accordance with the provislons of section 250(d) of the revenue act of
1921, yen are granted 30 deyx within which te file au appeal and show cnuse
or reason why this tax or deficlency should not be pald. No partteular torm
of appent is reguired, but if tiled it must set forth specifically the exceptions
upon which it is taken; shall be under otth; contain & stutement that it is
not for the purpose of deluy : and the facts sud evidence upon which yoir rely
must be fully stated, 'Fhe appeal, it filed, must be addressed to the Commls
sloner of Iuterns! Revenue, Washington, D. €, for the specific attentton of
1:8A AJFIMS 281, and wifl be referred to the Income Tax Unit betore
trunsmittal to rhe agency destgnated for the hearing of such appeals.

You may, If you desire, reyuest a conference betore the Income Tax Unit
in vonnection with the appeal, to be held within the period prior to the ex-
piration of five days after the time prescribed for the filing of the appenl.
if the Income Tax Unit is unable to concede the points ralsed in your appeal,
it will be transmitted, together with the recommendation of the Income Tax
Unit, to such agency as the commissioner may designate for tinal consideration,

Where n taxpayer has been given an opportunity to appeal and has not
done su, a8 set forth above, und an assessment has been made, or where #
taxpayer bas appealed and an assessment in accordance with the final deci-
sion on such appeal has been made, no claim in abatement of the assessment
will be entertained.

This ascessment is in addition to all other outstanding and unpald uxsess-
ments appearing upon the collectors’ lists.

Payment should not be made until a bill is r~ceived from the Collector of
Internal Revenue for your district, and remittance should then be mude to.
him.

Respectfully,
J. G. BRIGHT,
Deputy Commissioner.
Statement
17
Additions) taN None,
1018
Additional tax e ——— 204, 004,17
Net income as originally veported. ..~ TOT8, KO0, 75
Plus: .
Deduction for interest on Los Angeles property disailowed..._. 37, 5300. 00
Loss as result of advertising contracts disallowed. . __.___ 301, 242, 85
Net income as eorrected oo 417, 623. 70
COMPUTATION OF TAX
NEE IR COMIC ot e et ettt e e e e 8417, 623. 70
Less:
Dividend oo $351, 030. 00
Exemption .o ——— ° 3, 000, 60
e 354, 030. 00
Income subject to normal $aX oo 63, 593.—7_'6
Income taxahle at 6 per CONTa o o e e 4, 000. B0 240. 00
Income taxable at 12 per cento.. .. . S 79, 593. 70 7,151, 24
Surtax on 437,628,700 o e e e 211, 612,93
. 219, 004, 17
Tax previously ARSeSSe. oo o e e e e e 15, 000. U0

Additional tax RSSESBUDIO. . e et e e e 204, (04,17
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1919

Addithonal T o e e o= o $47, 064, 68
Net income as otlginally reported. ..ol 04, 360. 30
Phis;
Interest deduction for Los Angeles property disallowed. . ... 50, 000. 00
Loss on gccount of litigation disallowed ag considered as o
POrSONAl CXPERSE L e e ae o e e 32, 47333

Net INeame 88 COrreeted oo oo e e e e e 178 £33, 63

COMPUTATION OF TAX

NOlU OO e e e e et e e e $170, K33, 63
Loss
Pividends. oo e $83, 046, OO
Exemptlon ..o 3, 000, O
e e e 8 OHG, (H)
Income subject to normal tAX. oo e 88, 7187. 62
Income taxable atl 4 per Cent. e 4, 600. 00 160. 00
Income taxable ut 8 per cento e 84, 187.63 6, 183. 01
Surtax on S170,833.88 o e 44, 530. 83
Total tax assessable e 71,470.81 @
Tax previously assessed e ———— 23, 515. 18
Additional tax assessable. ..o 47, 904. 66
1920 N
AdAIIONA] tAN - e e e e e 21, 009. 55
Net income as originally reported . oo iaaaa 61, 780.65 BB
Plus interest deduction for. Los Angeles property, disallowed______ 50, 000, 00 &
Net income a8 Corrected o e 111, 780, 43

COMPUTATION OF TAX

Net HICOME. e et e 111, 780. 65
) TR
DAvIAONAS o $114, 084, 00
Exemption — e 3, 000. 00
e e 117, 084, ()
Income subject to normal tax_ None,
Surtax on $111, 78088 e e 29, 635, M4
Total tax assessable ... e e e e 29, 635. M
Tax previously a85e880d s e e 8, 626. 39
Additional tax assessable. . oo 21, 009. 55
STUMMARY
. Additional tax |
B £ 3 TSN o o e e o e None.
018 .. e e e e e e e e e £ e e 1 e o $204, 004, 17
d 0 e e e e e e e e o o 2 e 5 e 8 47, 964. 66
B0 o e e e e e e et e 2 e e 21, 009
Additional tax ASSESFADIO . e e e 272,978, 38

: : J. G. BRIGHT.
H.M. S, B.F.C JWH JWC S.AL
/8123 8/1/23 8/3/23 8/4/23 8/6/23
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Exrwmir D

FEprUuary 9, 1924,
Mr. Wronrax Banovolrsy HEarery, ‘
238 Wiltiam Street, New York, N, Y.

Sk A remudit of your fncome-tax returng, Forms 1040, for the years 1618,
1919, and 1920, in conmectlon with additional cvidence submitied In your brief
and the evidence submitted by your atiorneys in s letter dated January 2,
1924, discloses additional tax Habllitles of $17,003.10 and $47.961.66 for the yenrs
1918 and 1919, respectively, and an overassessment of $£8,626.39 for the year
1620 Instend of an additions) tax UHabllity, aggregating $273,580.89 for the years
1918, 1919, and 1920, of which you were notifled in office letter dated August
15, 1923,

Additional informstion was furnishod in your brief showing that a net
Toss of $301,232.95 constituted a proper deduction for the vear 1918, in accord-
ance with article 141 of regulatious 43, in which provision is made for logses
ineurred in transactions entered into for profit,

The net loss of §32,473.83 claimed on your 1419 return for an amount ex-
plained as " Payment of judgment on Hability incurred as result of accident”
has been considered.  You are advised in this connection that this office holds
that the loss does not constitute an sllowance deduction since it eannot be
construed to fall within the classes of losses for which provision is made in
section 214(«) 6 of the Revenue Act of 1918.

Additional evidence has also been received by this office substantiating the
deduction of $500.000 for State inheritance taxes pald to the State of Call-
fornia during the year 1920. Your return for the year 1920 accordingly re-
flecte a nontaxable status,

Since your contentions have been fully allowed for the year 1918, the addi-
tional tax of $17,033.19 for ihat year wiil be assessed immediately.

You are advized, however, that you will be given 30 days to present further
evidence in the event that you disagree with the disallowance of the loss of
$32,473.33 upon your 1919 return.

The overassessment shown herein will be made the subject of a certificate of
overassessment which will reach you in due course through the otlice of the col-
lector of futernal revenue for your district. If the tax in question has not been
paid, the amount will be abhated by the collector. If the tax has been paid, the
amount 04 overpayment will first be credited against unpaid income tax for an-
other year or yvears and the balance, if any, will be refunded to you by check
of the Treasury Department. It will be thus seen that the overassessment does
not indicate the amount which will be credited or refunded since a portion
muy be an assessament which has been entered but not paid.

Roespeetfully,
. J. G. BrigHT,
. Deputy Comanissioner.

The Cramrman. The part that appeals to me is that, no matter
whether there was an excess-profits tax or any other tax, the tax-
payer, before he made his return, had an opportunity to destroy
the contract, and put his return in whatever group paid the least
tax. . In other words, after having made the contract if, at the end
of the year, it was found that he would save taxes personally, he
could produce the contract. If he found that it was going to cost
him more to put it into his personal account than in the corporation
account, he could simply destroy the contract and put it in the
corporate tax rather than in the personsl tax.

Mr. Mawson, If there were any other holders of a substantial
interest in these newspapers, you would have had an entirely dif-
ferent question. We will say that the minority stockholders should
agree to do something that would build up the newspaper, but where
there was only one person, and one person only, interested, it is
gnamfes:ly a bald-faced attempt to get out of psying a personal
income tax.
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Mr. Greae. I should like to say something on the chairman’s
question as to whether this was a defect in the Jaw or in the adminis-
tration. Not passing on this specific case at all, I think the general
trouble is a de¥ect in the law, and one which the department can not
remedy.

I will give you an example, & case which T had np just the other
cay.

K taxpayer owned all of the stock of one corporation and a
majority of stock of the second corporation. We will call the first
corporation A, and the second one B. The first one was losing
money—this was in 1918—losing heavily. He was trying to build
it up to the point—it was not a hobby or anything of that sort—he
was trying to build it up to a point where it would become a money-
making proposition, but at that time it was losing money. The see-
ond corporation was making a large profit and paying large divi-
dends. So he made an absolutely bona fide transfer of stock from
Corporation B to Corporation A. It was not a transaction that
could be set aside. It was a legal transfer of the stock, with the
result that dividends paid on the stock of Corporation B, when in
the hands of Corporation A, would be used as an offset against the
income of Corporation A.

Senator Jones of New Mexico. Against the loss of Corporation A?

Mr. Grego. Yes, sir; and it effected a reduction in the tax. I
think unquestionably he went through the transaction with the tax
in mind. We could not possibly prove that, but I was convinced
that that was so. At the same time, we had to hold that we could not
ignore this legal transaction.

The Crarrman. You would not call this Hearst case analogous
to that, where one was a personal matter, and the other was ’

Mr. Grege. No, sir; it is not the same case, by any means: but

it is, in general, the same proposition.
I have seen other cases; I know of other cases where taxpayers had
a corporation which was losing money and where the securities that
were owned were paying dividends or interest. To be able to offset
the loss of his losing corporation against some income, the taxpayer
would transfer the securities of the corporation, and wherever it is
a bona fide, absolute transfer, I do not think we can go behind it.

The Cramrman. That may be true, but here was a case where there
was simply a contract, which may be destroyed or held until the out-
come was determined after the year was over.

Mr. Greca. That is true, as a practicel matter, Mr. Chairman, but
the fact remains that it was an enforceable contract; at least, I
assume it was. -

Mr. Maxson. The Supreme Court nas gone so far in holding that
a separate entity corporation must be recognized in contracts with
the stockholders—— '

Mr. Grece. Yes.

Mr. MansoN (continuing). Thut I have been unable to satisfy my
mind that that contract should not have been recognized. In other
words, I can not say that my mind is free from doubt. What I ma
have done if I had been in a position of authority at the bureau
do not know, but I do know that I am satisfied that the whole pro-
ceeding was for the purpose of escaping taxation.
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Senator JoNes of Naw Mexico. Let me make an observation here.

In the case meontioned bg Mr. Gregg, it strikes me that that is
not a tiansaction that can be properly criticized, because, after all,
the questior of income taxes is supposed to be based u{mn the real
ability of the taxpayer to pay; but m the case suggested by Mr. Man-
son, the Heurst case, I think the difliculty there arises from the very
unequal way in which taxes are Jevied on individual incomes and
‘corporate incomes. |

Mr. Greas, That is absolutely the basis of thut case.

Senntor Jones of New Mexico. Yes,

Mr. Maxsox. 1 can see where that can be carvied into uny number
of instances.  In other words, that principle can have a very wide
application, if the taxpayer sees fit generally to avail himself of it,
because there are very few corporate businesses in which you can not
segregate somie branch of that business to show that it has a loss,
even though the business generally may be a highly profitable
business.

Mr. Greas. So long as the taxes between corporations and indi-
viduals are different, it is profitable to show dle loss against the
income which is subject to the higher tax.

Mr. MaxsoN. Yes,

Senator Kixo. Mr. Gregg, do you think the law contemplated that
corporations, regardless of the ownership of the stock, might unite -
for the purpose of escaping taxation?

Mr. Grece. Congress specifically so provided in the consolidated
returns section.

Senator Kine, Was it in contemplation that those unions, those
conso%idations, should take place for the purpose of escaping tax-
ation

Mr. Grece. It is not a question of escaping it, Senator. It is a
question of legally reducing it.

Take two corporations: Assume Corporation A owns all of the
stock of Corf)oration B. One of them may be making moncy and
one of them losing money. It seems perfectly fair that the one that
is making money and the one that is losing money should be com-
bined, and that only the net income, looking at the two of them to-
gether, should be subject to taxation.

The Caamman. You mean on the theory that the same ownership
is involved ?

Mr. Greoa. Yes, sir.

Senator Jones of New Mexico. I think you will find other instances
that are at least analogous to that mentioned by Mr. Manson, which
operate in just the other direction. You may have a small corpora-
tion, doing a small amount of business, and a transaction might be
had with the stockholders whereby the stockholders would derive
the profit of the corporation, and not pay at the rate of 12 per cent.

Mr. Maxson. That has been done frequently, in this way: A
stockholder makes a contract with a corporation to receive as his
compensation a certain percentage, we will say, of the gross receipts
of the corporation, which is high enough te wipe out any profit of
that corporation. I have a case on my desk where a deal of that
sort was made. ‘ :

92019-~25—pr 18-~-nn8
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Senator Jonrs of New Mexico. What is there to prevent such a
corporation from agreeing to pay all of its income to its stock-
holders?

Mr. Manson. I believe that if a corporation made a contract to
pay its net income to an officer as his compensation, the bureau, of
course, under its authority to determine the reasonableness of com-
pensation, could go behind that transaction, and I take it that they
would do so; but where a contract is made to pay 4 or 5 or 10

er cent of the gross receipts——of the gross sales—— to an officer as

is compensation, even though that absorbs all the net income, as
an administrative proposition it is very difficult for the bureau to
show that that is not a legitimate transaction. It might result in
an enormous income one year, but inasmuch as that stockhelder is
taking his chance, or that officer is taking his chance, of receiving
no income, we will say, the following year, it makes it a difficult
matter to overcome from an administrative standpoint, in my judg-
ment.

Senator King. Do you not think, Mr. Manson, that contracts of
that character are so unusual that prima facie they are fraudulent?
Tt seems to me a contract of that kind -should not be encouraged.

Mr. Grece. They are not unusual, Senator.

Mr. Manson. They are not unusual.

Mr. Greee. They are not unusual. :

Mr. Maxsox. For instance, I have in mind this sort of a case:
The principal stockholder in this corporation, by the way, does not
own what would be technically a controlling interest in the cor-

oration. The stock of the corporation is very widely distributed.
he principal stockholder owns enough stock, so that for any office,
he is able, through proxies, to control the corporation. He has an
agreement with them whereby he personally guarantees that cor-
oration against loss, and, on the other hand, receives a salary
ased upon a percentage.
Téxe g(g)r;mmnmn. A percentage of the sales or a percentage of the
vofits? '
P Mr. Maxson. It is a percentage of gross income.

The business 6f the corporation is lending money, and the weifare
of the corporation is absolutely dependent upon his discretion and
the discretion of those working under him. That is virtually a con-
tract of insurance. That is what it amounts to—the insuring of the
stockholders against loss. They, in turn, receive a simpler contract
of a guaranteed profit. He, by the way, is financially responsible.

Senator Kina, He does not guarantee them a profit; he merely
guarantees them against loss, :

Mr. MansoN. He guarantees them against loss,

Senator Kixa. Yes.

Mr. Manson. But the contract is, in substance, a contract of in-
surance. That is what it amounts to. °

T believe the law ought to be amended so as to throw the burden
of proof upon the stockholder in the case of such a contract to show
that that contract is reasonable, instead of throwing the burden of
proof upon the bureau to show that it is unreasonable.

Senator Jonks of New Mexico. Why would not an adjustment of
the ratio of taxation between corporations and individuals meet
that situation?
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Mr. Maxsox. It will not only meet that but it will meet many
other situations in connection with income tax. .

Mr. Greca. Of course, that is one of the most difficult problems
that we have had. Tt was particulurly acute during the excess-profits
tex years, when, in the case of corporations paying salaries to their
stockholders who were oflicers, they neturaliv wanted to pay as large
calaries as they could, beeause it relieved them of excess-profits tax
on that amount. The burean had authority to go back of the return
of the corporation and determine for itvelf whether that salary was
yeasonable. It was an impossible task for us to perform, but we
did it as well as we could. It was never a particulurly satisfactory
situation.

The Ciamrmax. To get back to the Hearst case again, 1 would like
to ask Mr. Gregg if any effort has been made to get Congress to pass
a statute which would prevent that sort of procedure.

Mr. Grece, No, sir; not that T know of.

The Cuamsax. Do yvou think it would be a wise thing to enact a
statute to prevent that procedure?

Mr. Grese. The question of how far you are justified in going to
stop individual cases of tax avoidance is a very diffienlt one. In
1924 we had gone further thun we had ever gone before, particularly
on reorganizations. You have all of the situations that you can
think of. You have five or six lawyers working on it, possigly, and

ou think of every situation that is possible to arise, and you put
in the statute provisions to meet those situations. Immediately you
have all of the lawyers of the country looking for the ones that you
missed, and they do find some. That has been our experience all
along. I am not at all sure that it is possible to stop it; 1 feel
reasonably certain that it is not possible to stop all of them; but I
think, where theve is any methO({) of avoidance which is being gen-
erally used, a provision should be placed in the statute to take care
of it. I say, if it is being generally used. I do not think, if it is used
in a few isolated cases, it would warrant a statutory provision.

Mr. Mawsox. I do not know how far this method of converting
corporate into personal losses is followed. T can see the possibilities
in it, because, as I say, I know of few corporate businesses in which
you could not segregate some feature of the business which carries a
loss, and which always carries a loss. It is always a losing part of
the business.

Mr. Grecs. Of course. however, anything that is dene to remove
the disparity between the tax of a corporation and the tax of an
individual will decrease the desire to make such contracts.

Mr. Maxsox. Well, you might say that that would be controlling
an evil from a constitutional instead of from a symptomatic stand-
point. You would be removing the source of the trouble.

The Cuairmax. Have vou any more cases, Mr. Manson?

Mr. Maxson. Yes; T have another matter that I would like to call
to the attention of the committee.

This is the matter of the tax of W. G. Skelly of Tulsa, Okla.

Senator Joxes of New Mexico. Is he the Skelly of the Skelly Oil
Co.?

Mr. Maxsox, The Skelly Oil Co.
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This is not a closed case, but I call it to the committee’s attention
for the reason that it bears out what I said 2 day or two ago, which
might have looked like a rather general and rash statement upon my
part, to the effect that, so far as the oil and gas section of the engi-
ne ring division is concerned, the taxpayer gets awav with about
what he asks for.

Inasmuch as one of the members of the conmmittee is about to
leave. I will state very briefly the high points in this case, althongh
I deem it hmportant to get the history of this case before the com-
mittee, However. I will preface that with this statement:

Skellv organized the Skelly Oil Co.. and twrned into the Skelly
Oil Co. various oil properties, and received in return therefor the
stock, He made a large profit on the transaction, which was taxable,

When he discovered that that profit was taxable, and for the
acknowledged purpose—not the inferred purpose, but for the ac-
knowledged purpese—of escaping that tax, he then organized another
corporation, and sold the stock of the Skelly Oil Co. to the new
corporation at a suflicient loss, so that when the loss was offset
against the profit that he had made on the other transaction, there
was no profit left to tax.

Senator Kixe. Was that such a fraud as should have been re-
buked, or prevented at least, so far as the tax was concerned, by the
department?

Mr. MaxsoN, Steps were taken in that direction. The solicitor,
Myr. Mapes, held that there was a fraud, and fraud penalties were
imposed, Later on it was held that there was no fraud, but that the
stock of the second corporation should be considered to have the
value of the stock which was turned over to it, so that the paper
loss disappeared. Then the selicitor, after holding that, in which
holding T concur, took the position that this stock should be referred
to the oil and gas section for valvation, to determine what its value
was.

Skelly desired to place his stock on the market. He made a con-
tract with a broker, under which contract the broker agreed to
market some hundred and forty-odd thousand shares. Skelly retain-
ing, I think, about four hundred or four hundred and fifty thousand
shares, Skeily agreed with the brokev that he would not sell on the
market the stock that he retained.

‘The purpose of that contract was to permit the broker to dispose
of the 145,000 shares and establish a market for the stock without
the competition of the stock that Skelly still held.

It was the same situation as, for instance, if I owned 600 acres of
land in the Northwest here. 1 want to put it on the market, and I
make a deal with a real-estate man. The real-estate man says to me:

I will give you $2,000 an acre for 130 acres of your land, but I want a
chance to dispose of the 150 acres that I buy, without competition, and there-
fore I want you to agree not to sell your remaining 450 acres until the explra-
tion of two years, to give me a chance to sell this off.

When this stock came back to the oil and gas section for the par-
pose of determining the value it was shown that the same stock on
the market was bringing at least $10, and I think as high as $14.
The eil and gas section held that, notwithstanding the fact that that
stock had never been sold for less than %10 a share, it had no value,
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for the reason that there was no market, becauce this man had bound
himself not to sell it until 1920, :

In other words, here, because this man had entered into a contract
with his broker whereby he had voluntarily agreed not to dispose
of a part of his stock, they held that that stock has no value what-
ever, because he would not sell it. They ignored the fact of the
restriction upon the right to sell as against this broker in no way
interfered with the power to sell. He could sell every share of that
stock. 1le would be answerable to his broker for any dumages that
the broker might sustain by reason of the breach of contract, but he
still could sell it. They ignored the fact that a market consists of

ople who are willing to Eny.

Senator Kixa. If I have a million dollars worth of gold locked
up in the safe and 1 agree to hold it for a conple of years, it has
no value ! :

Mr, MansoN. Exactly. ‘

Senator Kina. Well, of conrse, that is so silly it does not need
any comment,

Mr. Manson. T offer’ the report in this case.

(Exhibits submitted by Mr. Manson in case of W. G. Skelly, are
as follows:)

ExHIBIT A
May 21, 1925,
In re W, G. Skelly, 'Tulsa, Okla.

The above-named taxpayer is an oil operator and deals in leases and oil
properties.

For the year 1019 he filed an income tax return and paid a tax of $160.441.83,

After an examination of the taxpayer’s income for 1919, Revenue Inspector
Harry L. Erb, in a repert dated December 31, 1921, disclosed a transaction
which the taxpayer feiled to report in his return as follows:

The taxpayer and others organized a corporation named the Skelly Oil
(0. on QOctober 1, 1910. The taxpayer transferred property costing, according
to the revenue agent, $1,187.23898 to the corporation in exchange for 451,187
shares of stock, which at the time, was selling at about $10 per share, making
a value of approximately $4,311.870, plus the proceeds from the sale of
141,316 shares, whose value was $1,418,630, thus realizing a profit of $4,558,-
261,02, Other property costing $15,725.41 was sold for 60,000 shares of Ranger-
Gulf stock {owned by Skelly Ofl Co.). This stock had a market value of
$11 per share, making the market value of the stock recelved by the taxpayer
$660,000, which represented a profit of $644,274.59. (8ee Exhibit B.)

On December 31, 1919, taxpayer with the aid of friends in New York,
organized ithe Midland Securities Co.,, and on the same day transferred to
this company 467037 shares of Skelly Ofl Co. stock and 34,800 shares ot
Ranger-Gulf Co. stock for $7006,000, taking a loss of $5,026,170. On the same
day the taxpayer bought the entive stock of the Midland Securities Co. for
$750,000. DBoth payments were made by check. Mr. Skelly giving his check
to the company drawn on an Oklabhoms bank for $50,000, and & check on a
New York bank for $700,000, the company giving a check to Skelly for $700,-
000 on the same bank, arranging so that the checks would cancel each other,
neither drawer having an account at this bank. Mr. Skelly was under contract
with his promotor of the Skelly Oil Co., not to sell all his 8kelly Oil Cc.
stock, but to hold 467,937 shares until July 1, 1920, for the reason that it would
adversely affect the marketing of the stock. It was this stock which was
transferred to the Midland Securities Co.

The foregoing facts seem to be agreed upon by all parties. See taxpayer's
brief (Exhibit C), solicitor's memorandum of Gctober 7, 1922 (Exhibit D),
and solicltor’'s memorandum of Qctober 18, 1923 (Exhibit E).

It is admitted that taxpayer entered into the tramsaction with the Midland
Co. for the purpose of establishing a loss for income-tax purposes, (Ex-
hibit C.)
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Under date of October 7, 1922, Solicitor Carl A. Mapes advised Deputy Com.
missioner Batson that the taxpayer should be assessed on the basis of the profit
from the Skelly Oll Co. transaction, and that the Midiand Securities Co,
transaction should be ignored in the computation of the 1919 tuxes, steting
that the sale by taxpayer to the Midland Becurities Co. ang the purchase of sald
company’s stock was a subterfuge for the purpuse of evading Income-tax lin.
bility and may be iguored in cﬂmputfng taxpayer's tax linbility for 1919 thut
tuxpayer filed a fraoudient tux return for 1915, and recommuended the asseriioy
of fraud penalty for that year.

After a hearing at which the taxpayer contended that the two transactions
with the Skelly Oil Co. and the Midland Securities Co. should stand, Soleiter
Hartson, ander date of Gctober 18, 1823, wrote Deputy Commissioner Bright
a memorandum in which he expressed (he opinion that the trevsaction with the
Midiand Securities Co. was not a sale but a trapsfer of steck for stoek; and
that the stock recelved had a value equal to the value of the stock transferred,
on the date of such transfer. He advised that the ol} und gas valuation section
determined such value as at December 31, 1019,  (Exbibit I.)

On June 25, 1924, the oll and gas veluation sectlon of the engineering divi-
ston made a report (Exbibit F) in which it stated in part:

*Thiy section has been asked to compute the profit, i aoy, arlsing from (1)
the transfor of the properties by Skelly for stock in the Skelly Qi Corporation,
and (2) also the profit or loss, if any, arising from the transfer by the tax-
payer of the stock of Skelly Ol) Corporation and the Ranger-Guif Corporation
for stock of the Midland Securities Co.

“As to the first transaction, “vhich was completed October 2, 1919, a profit
arose to Mr. Skelly as to the stock which was free from restrictions as te sale
and disposal and which actually was sold by him. The profit is determined as
follows (computation of $951,801.75 profit on the 141,318 shares sold for cash) :

“As to the stock, which by the terms of the agresment dated September 30,
1919, an inhibition as to the sale or disposal was made, nelther profit or loss
could arise, as only under certain conditions counld the stock be sold. These
conditions never arising, ‘ the existence of & public ¢f possible buyers at £ fair
price’ belng denied by the very terms of the agreement, and a situation createdl
wherein there could be neither a willing buyer nor a willlng seller, no valne
can be determined by this section. In other words, this section has no means
of determining the fair market value of a property or stock when therc was
no marvket for it. Nor could the stock in any way be considered ithe equivaleny
of cash, because there was ne way to convert it into cush. Hence it follows
thut there could be neither profit or loss. The profit or loss must be determined
at such subsegquent time as Mr. Skelly disposes of this stock, the cost thereof
having been ascertained as set out above.

“For the same reasons the same conclusions must of necersity be reached
#s to #ny profit or loss arising becuuse of the transfer to the Midland Securities
Co., the stock which was transferced being the identical stock to which the
inhibition applied.”

The foregoing renson is unsound because of the general principle that a con-
tract by an owner not to alienate property has no bearing upon the value,
such value is determinable by sales of like property, and such data was before
the oil and gas valuation section In the form of sales prices of shares of the
sume lesue. The contract did not impair the value of the stock, as it was
made for the purpose of keeping up the market value. Assuming that the unit
is correct in stating the coutract not to alienate kept this stock from having a
market yalue because “ the exlstence of a public of possible buyers at a fair
price being denled by the very terms of the agreement,” this contract was
restrictive until July 1, 1020, therefore, if such contract affected the value of
the stock, then the stock was worth when received what it could be sold for
on October 1, 1919, less discount at the legal rate, from the time it was received
until the time it couid be sold. This datn must have been procurable on March
3, 1924, the date of the euglneer’s recommendation—that is to say, even if the
contract prevented fixation of value at the date of acquisition, yet that value
can now be fixed by refereuce to market for this stock as of July 1, 1H20.

The unit assigns the same reason for failure to find the value of the stock
transferred to the Midland Securities Co. It is stuted that it could not he
valued at the tiuwe of the transfer because the transfer was inhibited. The
inhibition did et prevent transfer but only provented valuation. Such a ruling

is absurd.
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Thus the unit fixed a value upon 141,313 shares actually disposed of by
taxpayer and refused to fix the value of 467,037 shares of the same issue also
disposed of by the taxpuyer.

It would secm that in view of the fact that only o part of the understate-
ment by the taxpayer of hia income was subsequently explained, as shown hy
wollcitor’s memoranduin of Qetober 18, 1923 (Jixhibic K), the solicitor's memo-
randum of Oetober 7, 1822 (Kxhibit D), to the effeed thag the assertion of fraud
penalty for 1919 was vecomuiended, should prevail. “This addltional assessment
has been mide upon (he taxpayer for the year 1019,

An A-2 letter matied March 7, 1025, proposed an additional nssessment of
$559,801.82 for the year 1919 in accordance with the anit’s cenclusions discussed
gbove. 1t bas been protested by the taxpayer and is still unsettled.

Iu ihe case of Miller, Colleetor, . Gearin (250 V. 8. 667), the defendant
leased @ lot 1o 1907 to a corporation for 23 years, with an agreement that the
iatter wis to erect a bullding on the land, whieh it did in 1807 at u cost of
$140,000.  In 1416 the corporetion defaulted in the rent and the defendant
gequired possession ef the property. The Government treated the then value
of the huailding ax income to the defendant, for 1916 and required hier {0 pay the
tax thereon. v was held by the Bupreme Court that the lessor acgquired noth-
fng in 1916 save {he possession of whnt was bers,  The possession 3o acquired
was not income, and in assuming that the Luildiag ware Income derived from
the use of the property it was clear that the time when it was derived was the
time when the huilding was added to the renl extate sand enhanced its value,
At the time it represented a prepayment to the lessor of a portion of the
rental distributable over a period of 23 years,

In the last above-mentioned case the taxpayer derived income when the
building was completed, notwithstanding the fact that she did not realize on
the improvements to her property until the year 1916, or nine years later,

Under ihis principle it i« clear that W, @. Skelly, the present taxpayer,
derived income on October 1, 1019, at the time Le received stock from the
Skelly Oil Co. in payment of the property which he <old to it, notwithstanding
the fact that be agreed to not sell a portion of the stock untit Jaly 1, 1920,

Gro. G. Box, Chief Auditor.

Exmsit B

(R. A, R. 12/31/21)

EXPLANATION 1919

Received 431,187 shares Skelly oil stock at $10....._ .. e —— $4, 311, 870. 00
Plus cash from sale of 141,313 shares . oo 1, 413, 630. 00
Total seliug price. . e 5, 725, 500, 00

Net cest of property exchanged for stock_ oo v 1,107, 238. 98
Net profit from eXehange ..o 4, 558, 261, 02
Received 60,000 shares of Ranger-Gulf stock at $1%. ... 660, 000. 00
Lexs net cost of property exchanged . ..o 15,725, 41
Net profit from exchange. .. ._. e e e 044, 274. 59

'Sold 407,937 shares of Skelly 0il StOCK €OSt. v oo oo 4, (79, 370, 00
Seld 84,800 shares of Ranger-Gulf stock oSt oo 382, 810, 00
Total cost of stock sold ... e 5, 062, 170. G0

Sold for ... ... e e 7 0 e e s 700, 000. 00
Net losg from SAle. oo T O 4,362,370. 00
40,00¢ shares of Skelly ofl StOCK .o v e oo e o - 400, 006. 00
24,000 shares of Ranger-Gulf stocK_..o.vvueeuenen e ——— 204, 000. 00
004, 000. 00
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Pald to J. W. Bell, by W. Q, Skelly, in connection with organization of 8kelly
01l Co. and the sule of stock.

4, 1bK, 201. 02
044, 274. 59

PrOfItS e e e 5, 202, 635, 61
D, 026, 170. 00

NOE PPOHE . e et e e e e s i e 176, 365. 61
4, 362, 170. 00
664, 000. 00
JAOBHOB o —— e s -
5, 026, 170. 00

With regard to the first transaction on October 1, 1919, W, G. Skelly, J. 8,
Sankey, and ¥. P. Lieuallen had the Skelly Ofl Co. organized, Mr. Skelly turn-
ing over all of his personal oil property, My, 8ankey turning over his interest
in the Sluss and Woodruff leuses, and the three of them turning over thelr
Skelly-Sankey Qi Corporation stock for 8kelly Oil Co. stock. The SBkelly Oil
Co. stock sold on the open market on Qctober 1, 1919, for $10 and $10.50, later
for $12.60, and by the 23rd of October, 1919, renched $14.25. Skelly oil stock
had never fallen below par until the recent brenk in price of oil.

ExHmr ©C
[From brief flled by Miller & Chevaller and Wil R. Gregg)
THE FACTS

The taxpayer for some time priov to 1919 hod been extensively enpaged
in the production of off and gas and kindred Hnes of endeavor, and had had
under consideration the many obvious advantages of carrying on business
in corporate form. In 1918, he caused to be formed a comparatively small
corporation, the Ranger-Gulf Corporation, under the laws of Delaware, to
take over several of his propevties, which were exchanged for stock on Junu-
ary 10, 1919. A poriion of the stock of this corporation was sold te the publie,
thie taxpayer pledging certain of his other properties to secure dividends upon
the stock, such guarantee to continue until the earnings of the corporation
renched a certain speclfied figure, which was reached in 1920.

The taxpuyer was pleased with the results of the Incorporation of the
Rauger-Gulf Corporation and determnined to form a much larger corporation
tv take over the balance of his properties. With this in view, on June 30,
1019, he entered into a firm coutract with Mr. J. R. Bridgeford, a broker in
New York City, for the formation of this corporation, a portion of the stock
of which was to be marketed through Mr. Bridgeford. The corporation was
organized under the laws of Delaware, as the Skelly Ol Co, on August 20,
1919, with a total authorized capital of $15,000,000, divided into 1,500,000
shares of the par value of $10 each. Subsequently and after the events nar-
l’ﬂtggshereln, the number of shares was reduced and the par value inereased
to $25,

The contract of June 30, 1919, was' modified by mutual consent on Sep-
tember 30, 1919, Pursuant to the contract as so modified, on October 2, 1919,
at the first meeting of the directors of the Skelly Oil Co., it was agreed that
the taxpayer should transfer to the corporation certain ofl and gas properties,
comprising substantially all of his holdings except the few transferred to
the Ranger-Gulf Corporation, and receive in exchange 790,000 shares of the
stock of the corporation, of the par valne of $7,900,000. The transfer wax
consummated on that day.

Of the shares so recelved, the taxpayer transferred 138,750 to two indi-
viduals In payment for certain properties he had acquired from them and
included in his transfer to the Skelly Ofl Co.; transferred 40,000 shares to
the corporation speclalist who had promoted the organization of the cor-
poration, pursuant to a contract with him; donated 2,000 sharves to certain
individuals; and sold 141,313 shares through Mr. J. R. Bridgeford, pursuant
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to the contract for the orggnization £ the corporation, for $1,413,630, the
proceeds belng used largely to lquidate indebtedness incurred by the tax-
payer in mequiring the properties which be had turned over to the corpora-
tion,

The remaiuing 467,937 shares the taxpayer could not sell prior to July 1,
1020, under the terms of the contract between himself and Mr. Bridgeford, ex-
cept upon certain conditions not here material. This Jimitation upon the right
of sale was demanded by Mr. Bridgeford for the reason that it would have
peen impossible for him to maintain the price'at which he was selling the
gtock to the public had the stock of the taxpayer been put upon the market,
and for the further reason that one of the principal inducements he held out
to the purchasers of the stock was that the taxpayer was a large stockholder
and devoted substantially all of his business time to the affairs of the com-

any. .
P Oi" the 710,000 shares remaining in the treasury of the corporation after the
transfer of 790,000 shares to the taxpayer, the corporation sold on various sub-
gequent dates, thirough Mr. Bridgeford, 650,000 shares for $10 per share net,
and issued 60,000 shares {n 1920 in exchange for certaln properties.

Before entering iato the contract for the organization of the corporation, the
taxpayer sought advice of coungel In regard to the tax MHablility which might
De incurred by reason of the organization. His personal counsel, Mr. C. C.
Herndon, advired him that he would fncur no tax lability by reason of ex-
changing his properties for stock of the corporation to be organized, this ad-
vice belng based upon the provisions of article 1588 of regulations 435, which
then read, in part, as follows:

“ART. 1560. Erchange of property und stock—(a) Where property is trans-
ferred to a corporation in exchange for its stock, If the previous owner of the
property recelves 50 per cent or mere of the stock of the corporation, so that
an interest of 50 per cent or more in such property remains in him, then no
gain or loss Is veallized by such owner from the transaction."

Article 15086 was radleally changed by Treasury Decislon 2024 which, based
npon the separate corporate entlty theory, catablished the so-called “ closed
transaciion rule,” the role that where property s transferred to a corporation
in exchange for ita stock giin or loss ig relalized if the stock has a market
value which is greater or less than the cost of the property given in exchange.
Treasury Declslon 2024 was approved “eptember 28, 1918, more than a month
after the organization of the Skelly Gu Co, and six days before the transfer
of gusets to that company in exchange for i{ts stock. Had the taxpayer or his
counsel been advised of the change iIn article 1566 hefore the execution of the
amended contract on September 30, or hefore consummating the sale to the
corporation on October 2, 1t wounld neveritbeless have been impossibie on either
of those dates to haye withdrawn from the transaction, as the taxpayer had
been, since June 30, under firm contract for the formation of the corporation.
But the taxpayer and his counsel, who were In New York at the time, werre not
then advised of the issuance of Treasury Decision 2924. The Burenu of
Internnl Revenue is congistently tardy in msaking Treasury decisions public,
and it 18 doubtful If, on October 2, more than a dozen persons ontside of the
burean were advised of the chauge in article 1568.

Upon returning to Oklaboma Mr. Herndon learned of the change in the
regulations and advised the taxpayer that it was possible that the Govern-
ment would hold the Skelly oil stock to have a market velue far in excess of
the real market value of this stock te this taxpayer and claim that a large tax
lability resulted from the organization of the Skelly Ol Co. The taxpayer
was, of course, very seriously perturbed by this suggestion, and he and Mr.
Herndon studied the matter thoroughly and sougzht the advice of such persons
as they thought competent to advise them. In December, 1919, Mr. E. C.
Stebbins, of Tulsa, Qkla.,, a friend of the taxpayer, introduced him to Mr.
Frank Pace, an attorney of Little Rock, Ark.,, as an sitorney familiar with
matters of Federal taxation. The taxpayer had severa! conferences with Mr.
Pace, at which he explained the situation in which he found bhimsel? and
asked the advice of Mr, Pace in that contection. Mr, Pace, after consideration,
advised the taxpayer that in his opinion the taxpayer, under the theory of
separate corporate entity, by which the bureau might hold that a large paper
profit had been realized, might form a mew corporation, by which the Skelly
oil stock could be sold, thus wiping out any fictitious paper profit which the
bureau could possibly consider as having been realized,
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Hxumir D s

OQCTOBER 7, 1129,

In re W. G. Skelly, Tulsa, Okla,
Attention Mr. 8. Alexander, head, speecial audit dfvision.

Deputy Commissioner BATSON :

Reference is made to your memorandum of May 11, 1422, in which you
request consideration of the element of fraud which appears to be involved
fn & transactlon analyzed in the memorandum relutive to transfer of property
to certain corporations and the organization of a holding corporation hy
taxpayer in 1019,

Taxpayer, W, (. Skelly, is an oll and gas operator interested in both e
production and marketing of ofl and its produets and gas on a very extensive
seale, whose address is Tulsa, Okla. He seems to have operated as an in-
dividual with numerous interests in partnerships and corvporations coverlng
widely sepurated interests untik 1918, when he converted his infevests Inrgely
into corporate holding<. Hiy Income-tax Hability was investiguted in October,
November, and December of 1921, covering the yenrs 1917 and 1920, in con-
nection with the investigntion of the partnership, Skelly Drilllng Co. The
examination covered extensive operations In the oil and gas business for
these years and extended through a wilderness of activities of personal, part-
nership, and corporate charucter, which resulted in reporting large additional
taxes due which he admitted. The following table of taxes shows the com-
parative result of the above years: .

s et e+ o e+ g e e e e e g 8 s

Year Orlginal Reported Additional

|
$22,022. 62 | $160,380. 84+  $143,484. 22
19, 602, 30 240, 640. 65 210,974 55
180,441, 63 | ! 140,087, 43 19, 454, 41
3,205.46 50,721. 28 3, 447, 42

1 Refund.

The report does not charge fraud in the conduct of taxpaver in mnking up
his original returng for any of these years, but the unit is of the opinlon that
the action of taxpayer In December, 1919, In converting his large ownership of
corporate ol and gas stocks into stock of a holding corporation showing an
enormous book shrinkage in value wag frandulent, which opinfon is shared in
by the engineers of the ofl and gas valuation seetion, '

It seems that taxpayer, together with other interested persons, organized
the Skelly Oil Co. in October, 1919, and sold and transferred to this company
their holdings ln numerous oil and gas leases and property. Taxpayer recoived
for his Interesrs $1,418,630 in cash and stock to the value, ax fixed by the
" market value of the Skelly Oil Co. stock, which company had 1,500,000 shares
of authorized eapital with a par velue of $10 per share, of $4,311,870. The
revenue agent in his report states that taxpayer recelved 431,187 shares of this
stock, valued at $4,311,870, and the proceeds from the sale of 141,311 shares.
which amount of cush he fixes at $1,413,630. It appears that these shares were
sold te the public and may. therefore, be used as a hasis for fixiug the market
or trade value of the stock taxpayer recelved for his properties in addition
to the cash, It i3 reasonsble to assume that taxpayer actually received $5,-
725,500 actual’money value for his Interests in the properties turned over to
the Skelly 011 Co. In October, 1919, If not, these partiex worked a gigantle
fraud on the public when they sold 14,313 shares of this stock for $1,412,830.

 After taxpayer had secured possession of this $1,413,8%0 and had under his
control some 431,380 shares of Skelly 011 Co. stock, he, together with close
assoclates, organized the Midland Securlties Co. in December, 1919, under the
laws of Delaware appavently, with headquarters or main offices in the city of
New York. In the meantime taxpayer had evidently scecured other shaves of
Skelly Ol Co. stock and a number of shares 1o the Ranger-Golf Co. At any
rate on December 31, 1819, he sold or pretended to sell to the Midiand Securi.
ties Co. 467937 shares of Skelly Oil Co. stock and 34,800 shares of Qanger-
Qult Co, stock for the small sum of $700,000. Ye then, on the same dny, agreed
to take, and did take, 75,000 shares of Midland Securities (o, stock at the
par value of £100 per share, or for a purported conslderntion of $759.000. Tax-
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payer himself is reported to have wald to the examiner that this was all the
stock issued by the Midland Securlties (o, The agent reports that Skelly (M1
o, stock wag on the Increase in price on the market daring the month of
December, 1910, and actually reached the value of $14.25 per share on the
23d of Qctober that year: and also states * Skelly oll stock had never fallen
helow par until the recent break in prices of oll.” ‘This war written in Decem-
her, 1921, From this information we have the spectacle of taxpayer turning
over stock well worth $:.679,370, together with other property worth at least
$348,000 in the form of Ranger-Gulf Co. stock, to this holding company svhich
he owned and controlied, for $700.000, or less than 14 per cent of ita real
market value, and then in effect taking a loss in ks tax returns. Only alterlor
notives can be ascribed to this performance, and as the reduction in: tax
liability I8 =0 enormous and so overshadows uny other advantage possible in
the transaction, it forces the conclusion that tax evaslon was the motive. Tax-
payer can not hide behind the cleverly designed legal barricade of corporate
entlty and evade tax liability on hix enormous income or profit reallzed on the
anle of his intercsts to the 8kelly Oll Co. and Ranger-Guoif Co. in 1019. This
legal fictlon can not be used am a mask to hide ulterlor motives and sharp
practices to evade tax Hability. * Corporate entity,” says the court in McCaskll
Co, 2, 11,8, (216 U. 8. 504), “ chall not be carrfed so far as to enable the cor-
poration to become & means of fraud or a means to evade its responsibility.”

Aside from this, taxpayer reported in his original return for 1919 only
an Income or profit of $70,277.3% on sales to Skelly O1l Co. and none from
sales to Ranger-Guif Co. The examiner fixes the value of cost to taxpayer of
the property sold to Skelly Ofl Co. at $1,167,23898, the engineers heretofore
referred to, at only $220.906.31, Taking the ageut’s figures, he had a profit of.
%246,301.02, and taking the figures of the engineers of $1,102,623.39, from the
cash alone that he recelved from the Skelly Ol Co.,, which is reported #t
£1,418.630. This will not, it 1s thought, allow taxpayer to escape the charge of
fraud, as it is such sn anderstatement of known facome as io justify the charge
of intentlonally wnderstating income for the purpose of evading income-tax
Hability. It will be noticed that taxpayer makes no reference to the Midland
securities Co. in the original returns for 1919.

It i« therefore, held that the tramsaction analyzed in your memorandum of
May 11, 1022, as to a sale of property by taxpayer to the Midland Securities
o, and the purchase of sald company’s stock is a subterfuge for the purpose
of evading Income-tax liability and may be ignored in computing taxpayer's
tax lability for 1919, and, further, that taxpayer flled a fraudulent tax return
for 1910, and the assertion of the fraud penalty for that yeur is recommended.

Criminal prosecution at this ifme s not contemplated and the files nre here-
with returned,

It is songeested that if a hearing {s requested it be held in this office.

CARL A. MAPES,
Soliritor of Intermal Revenue.

Examir E

OGcrorer 18, 1923,
In re W. G. Skelly, Tulsa, Okla.
For speclal adjustment section.

DepUTY COMMISSIONER BRIGHT:

Reference is made to your memorandum of May 15, 1923, IT: SA: Aj: JWH-
P-2283, transmitting the file in the case of the above-named taxpayer, the
appeal filed by the taxpayer from the proposed assessment of additional
taxey for the vears 1917 to 1920, inclusive, and ad valorem fraud penalty for
the year 1919 having been forwarded with your letter of April 24, 1923,
IT:SA: Aj: JWC. The issues raised in the appeal are as follows :

First. Fraud penalty: The taxpayer will show that his action with refer-
ence to the trensaction upon which the fraud penalty is based was a bona fide
transaction, legally taken upon the advice of reputable coungel, and that the
eptire transaction was fully disclosed on his tax return for the year in which
transnetion was consunnugted.



8776  INVEBTIGATION OF BUREAU OF INTERNAL REVENUE

Second. Invested capital: The taxpayer will show that fovested capital used
by the examiner and upon which the ascessment I8 based 18 ervoneous and does
not allow the invested capital to which the taxpuyer is entitled,

Third. Income: The taxpuyer will show that the income used by the depurt-
ment in arriving at its sssessment lg erroneous. The depletion schedules,
prepared by the taxpayer in conformity with Form O, have not been checked
and accepted and the taxable fncome of the taspayer can not be correctly
determined prior to date when such schednles have been acted npon by the
department. The correct allowances for depreciation of physiral equipment
owned and used by the taxpayer can not be determined and allowed with the
information now in hand by the department.

The taxpayer was actively engaged in the business of producing oil and gas,
and in addition to his own individual operations was interested in joint adven-
tures in the same line of business end the sadditions to his capltal and the
resulting increases to his allowable depletion and depreclation deductions
have not been correctly computed by the department.

An oral hearing was granted this taxpayer and held in this office on Sep-
tember 4 and 5, 1928, at which Mr, B. F. Carpenter, of your unit, was present.
In the oral discussion of the ease by the taxpayer and his attorneys and in
the brief thereafter filed, no mention is made of issue No. 2, “ Invested capltal.”
This office, therefore, assumes that the invested capital was correctly deter-
mined in registered letter of December 31, 1922, and makes no further
comment.

Under issue No. 8, in the original and supplemental briefs filed, no exception
iz taken to the proposed assessment of additional taxes for any year except
the year 1819, and, at the orel hearings on the dates above mentloned, this
taxpayer and his attorneys presented evidence and arguments only as to the
year 1819, The only exception specifically made in the briefs and at the oral
hearing is as to the item of income in the year 1919, * Profit from sales,
$5,501.811.98,” set out in the proposed assessment lerter. This 1tem arises as
a result of treqsactions fn the year 1919 hetween this taxpayer and the Skelly
O}l Co. (Inc.) and the Midland Securities Co. (I{nc)), 'The taxpaver contends
that thexe transactions were correctly treated in hig return, but this office does
not agree with the contention of the taxpayer.

It appears that some time prior to 1919 Mr. Skelly had acquired title ta
various oil properties and oil leases, Farly in that vear he ovganized the
Ranger Gulf Corporation, to which company he transferred certain of hix
properties for stock. Thereafter, on Getober 1, 1019, he organized the Skelix
Oil Co. with an authorized capltal stock of 1,500,000 shares of a par value of
$10 per share. To thix company, under date of Gerober 2, 1919, he transferred
certain oil and gas leases, properties and plants, and all of the capital stock
of the Skelly-Sankey il Co. for a totel consideration of 790,000 shares of the
par value of $10 each. A portlon of the shares of stock of the Skelly ¢Git Co.
recelved by the taxpayer was by him transferred in payment of certain prop-
erties wLich he had turned into the Skelly Ol Co. and some 40,000 shares
were turned over to the broker who had been employed in connection with the
organization, leaving the taxpayer 'with 611,250 shares, of which number
141,313 shares were =old at par, $1,413,830 cash, and 2,000 shares donated to
sundry persons, leaving Mr. Skelly 407,937 shares.

At the time that the plans were made for the organization of the Skelly Gil
Co. articele 1566 in Regulations No. 45 provided that such a transaction wonld
not produce taxable income. A few days before the plan was carrled out,
however, the regulations had been amended and article 15366 of Regulations 43,
a4 it stood at the date of the organization of the Skelly Oil Co., read as fol-
lows: )

“ Eechange of property and stock.-—Where property is transferred to a cor-
poration: In exchange for its stock, the exchange constitutes a closed transac-
tion and the former owner of the property realizes a gain or a loss if the stock
has a market value, and such market value 1s greater or less than the cost or
the fair market value as of March 1, 1913 (if acquired prior thereto), of the
property given in excharge. For the rule applicable where a& corporation, in
connection with a reorganization, merger, or consolidation, exchanges property
for stock, see article 1587.”

With the regulations changed to read ar gbove set forth, Mr. Skelly was
confronted with a possible tax running into large figures vpon & transaction
which he regarded as producing only paper profits, The stock of the newiy
organized Skelly Ofl Co. was selling on the New York curb at from $10 to $13
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per share, and a certaln number of shares had been sold at private sale at
figures to net the corporgtion a puy value of $10. At the thoe of the hearing
in this office the taxpayer stated that a pool had been organized for the pur-
pose of keeping up the price of Skeliy oll stock and that the prices recelved for
the stock on the market were made possible largely, if not entively, by the
operation of this pool. Xt was accordingly urged that the sales on the ex-
change were artificlally created and did not represent the values in a free
market. It appears from the record that this case has been considered by the
oil and gas sectlon of your unit and a value of $10 per share placed upon the
stock recelved by Mr. 8kelly in payment for his oil properties,

Regardless of what value may be placed upon this stock, under article 1568,
Regulations 45, Mr, Skelly was confronted with a large tax and, in order
to avold this possible tax and acting upon the advice of his counsel, there wag
organized on December 30, 1919, the Midland Securities Co., a Delaware cor-
poration. One hundred shares of the authorized capital stock of the Midland
securlties Co. was subseribed for by Its incorporators, which 100 shares were
transferred to C. C. Herndon, the personal counsel of Mr. Sxelly. Nothing of
value, however, appears to have been given by these parties for thelr stock.
The remaining 74,900 shares of stock of the Midland Securities Co. were sub-
rcribed for at par by Mr. Skelly, although the sharés were placed in the
names of various parties. The payment for the stock of the Midland Securities
Co. was made by Mr. Skelly giving a check in the amount of $50,000 on a
Tulsa, Okia., bank, and another check for $700,000 on the Mechanies & Metals
Nutional Bank of New York, On the same day, December 31, 1919, the Mid.
land Securities Co. purchased from Mr. Skelly the 467,937 shares of stock held
by him in the Skelly Ol Co., and also the 34,800 shares of capital stock of the

Ranger Gulf Corporation, having a par value of $10 per share, at the stated’

figure of $700,000. ‘T'he Midiand Securities Co. and Mr, Skelly arranged with
the Mechanies & Metals National Bank of New York that the two checks, each
in the amount of $700,000, should reach the bank nt the same time and that
they should offset each other, as neither the Midiand Securitles Co. nor Mr.
skelly had at the Mechanics & Metals National Bank woney with which to
meet those checks if they had been presented for actual payment., It is urged
by the taxpayer that the transaction which took place between him and the
Midiand Securities Co. constituted a sale of Skelly Oil Co. stock for $700,000
and that whatever profit he may have made by the transfer of his property to
the Skelly Oil Co. for stock in that company, such profit was subsiantielly
wiped out by his sale to the Midland Securities Co., and the fact that the ssle
made iin order to wipe out any profit that may have beer made is entizcly im-
material,

While the transfer of stoack of the Skelly Ol Co, fo the Midland Scceurities
Co. served to {ransfer the title to those shares from Mr. Skelly to the Midiand
Securities Co. thiz office is vot willing to concede that the transfer was in effect
@ sale for cash. It is perfectly clear from the taxpayer’s own showing that he
did not subscribe for the stock of the Midland Securities Co. for cash and that
that comppuy did not, in turn, pay him cash for the shares of Skelly Oil Co.
stock to which it took title. What occurred was a transfer hy Mr. Skelly of
stock held by him in the Skelly Oil (‘o. and the Ranger Gulf Corporation for
stock of Midland Securities Co., and the value of the stock of Midland Securl-
ties (o, recelved by him on December 31, 1918, would have a value equal to the
value of stock in the Skelly Oil Co. and the Ranger Gulf Corporation as of that
date. It is contended by taxpayer that the agreed figure of $700.000 vepre-
sented the value at December 31, 1919, of the stock turned over to the Midland
securities Co. No attempt was made at the oral hearing or in the briefs to fix
it definite value on the stoek of the Skelly Oil Co. or the Ranger Gulf Corpora-
tion, In =upport of their contention that $700,000 was representative of the
value of stock. they submit the evidence of the pool mentioned and two .afi-
davits from New York brokers that the market for this elass of stock materially
declined in December, 1939, They further contend that between October 2,
1918, when Mr. Skelly recelved the stock from the Skelly 0il Co., and December
31, 1919, the actual value of stock of the Skeily Oll Co. was materially de-
creased, due to the fact that drillings in the Ranger field during those months
Liad proved extremely disappoiuting. There is no evidence in the record of this
Inst contention except the mere statement. The figure claimed by the taxpayer
seems ridiculousiy low, when at the same time the stoek of the Skelly 011 Co.
waxs welling on the New York curb around par or better, and but a short while
before large blocks of stock had heeir sold at private sale at from $10 to $12 per

s
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share. If it shonld be shown as a fact that the Skelly Okl Co, stock aud the
Ranger Gult Corporation stock was on December 31, 1810, of a value less than
at the date of its acquisition by Mr. Skelly, such difference may be taken hy
him as an offset agninst any profit which may be shown by the original transfer
of his property to the Skelly Ofl Co. and to thie Ranger Corporstion.  Sinee it
has been held, as above stated, that the (ransfer of the Skelly 01l Co. stock and
the Ranger Gulf Corporation stock to the Midland Scceuritles Co. was not a
stle to the Midland Sceurities Co. for cash, but constitutes, in effect, an ex.
change of stock for stock, it follows that the conslderation received by My,
Skelly for the Skelly Oil Co. und the Ranger Gulf stock is the value of the
Midland Securities Co.'s ~tock, and since the only value the stock of the Mid.
land Secarities Co. had was the value of the stocks of Skelly Ol and Ranger
Gulf Corporation, it necessarily follows that the consideration recelved in the
transaction by Mrv. Skelly was the value ¢f the stock of the Skelly Ofl Co. and
the Ranger Gulf Corporaticn. The vahie of the stock of the Skelly 01l Co. and
the Ranger Gulf Corporation on December 31, 1919, is a matter more propoerly
for the determination of the Income Tax Unit, and it iz suggested that the oil
and gaws section of the engincerlug diviston consider what value should he
pluced on these stocks g~ of that date,

As to issue No. 1, under which taxpayer contend: that there was no
fraud in the preparation of hisx return for the vear 1019, this office ix of the
opinion, under all the evidence, that the retnrn for 1919 was not false and
fraudulent with intent to evade tax, and recedes from recommendation con-
tained in r.emorandum of October 7, 1922, that the penalty be asserted. The
recommendation of assertlor of the penalty was based upon failure of the
taxpayer to make disclokure in hig return of the trausaction with the Midland
Becurities Co. At the oral hearing and in the brief flled taxpayer contends
that schedules were atrached to his return at the time it was filed disclostug
the entire matter, and in support thereot submits his retafued copy showlng
these schedules. Mr, 8kelly restifiod that the schedules diselosing the Midland
Securities Co. trausaction were attached to his return at the thine he sigped it
and delivered it to John B. Logan for file. Mr. Yohn B. Logan, the secountant
who prepared the return, and Mr. C. C. Herndon, Mr. Skelly’s personal counsel,
testifled that the schedules were attached to the original return when it was
filed. Other affiduvits from persons who assisted fn preparation of the return
were 8ubmited to the same effect, It was contended that these schedules
became separated from the return and misplaced after the return was filed,
and there is some evidence to indicate this,

‘The admiristrative file, together with the briefs, ¢ontracts, and affidavits
filed in this office, are herewith returned.

NerLson 1. HARTSON,
Kolicitor of Internal Kevenue,

ExmBit F

ENGINEFRING Dn‘lsmx; OIL AND GAS VALUATION SECTION,
June 23, 162},
W. G. SkeLLY, Tulsa, Okla.
Taxable years 1017, 1918, and 1019,
Waivers inclosed for 1917 and 1918.

Depletion computed on cost, March 1, 1913, value. and dincor vy appreciation

|
Depletion
, Gross income from ‘ Depletion
Year oil l GSatmeds | sllowale

$549,308.25 RAR $73, 425, 11 * §25,945. 88

741,980.08 RAR 220,022, 52 149, 267. 35
733,698.18 RAR 281,272 08 200, 656. 47
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Profit on sale of 8kelly oil stock, 1919

rotal number of shares receiveda. e v e i 611, 250
Cost of leaseholds, physical equipment, Skelly-S8anky stock, and T

Habilities ASBAMEA.. .o eein e e §2, 305, 136. 73

Less depletion and depreciatlon. oo 308, 322, 22

Total cost of property And BLOCK. e 1, 998, 814. 51

Cost of each share of stock ($1,9096,814.51-+611,260) . ____ 3. 268

st avoempricner svend

Selling price of 141,313 shaves ... 1, 418, 130. 00

Cort of 141,318 shares. . e e 481, 528, 25

Proflt on SAY0_ . o e s e 951, 601. 78

DISCUSBION

The fuxpayer prior to 1917 was a producer of oll, but at that time he en-
larged hix activities, securfug additional production as well as engaging in
the driliing, refining, and marketing end of the business,

Late in 1919 Mr, Skelly decided to combine hig several interests and bold-
fogs in producing and nonproducing properties inte a corporation. On October
1. 1919, the Skelly Ofl Co. was organized, the detally of which are set out in
the revenue agent's report and in various briefs filed by the taxpayer.

In determining the profit that accrued to Mr. Skelly by the transfer of
his holdings to the 8kelly Ofl Co., the actual cost of the assets, depleted to-
date of transfer, was computed. This amount divided by the number of shares
of stock received gives the cost per share as $8.268 and a profit on the stock
actunlly sold of $6.724 per sharve

A conference memorgndum dated Junnary 18, 1924 deals with the profit
arising from the formation of {he Skelly 04l Co.

The following paragraphs from the above-mentioned conference memorandum
show the conclusions arrived at by this section:

“A résumé of the varicus transactions by which the properties of the tax-
paver were transferred to the Skelly Oil Corporation for stock of that cor-
poration and the various transactions affecting that stoek will not he made by
this seetion, as these details are set out In full, and clearly, in the selieitor’s
opinion and also in the birlef contained in the flie of the case.

“ yuluation features arise as indiedted by the foilowing brief summary:

“On Oetober 2 Mr. Skelly turned in his properties in return for stock of
the Skelly Gil Corporation. DPart of this stock so received was free from all
restrictions as to sale, disposal, ofe.; the balance of the stock could not be
sold for u period of nine months, except vuder certain conditions, which con-
ditions never argse. Later, on December 31, 1919, this latter class of stock
was transferred to the Midland Securities Co. in exchange for stock of that
eorporation, the Midland Securities Co. taking the stock with the same in-
hibition applied to Mr. Skelly.

“This section has been asked to compute the profit, if any. arising from
(1) the transfer of the properties by Skelly for stock in the 8Skel.y Oil Cor-
poration, and (2) also the profit or loss, if any, arising from the transfer by
the taxpayer of the stock of Skelly Oil Corporation and the Ranger Guif Cor-
poration for stock of the Midland Securities Co.

“An to the first transaction, which was completed at the date of the organi-
zation of the Skelly Ol Corporation on October 2, 1919, a proflt arose to Mr.
Skelly as to the stock which was free from restrictions as to sale and disposal
and which actually was sold by him. The profit is determined as follows:

Total nnmber of shares received........ e e o e e 611, 250
Cost of ieaseholds, equipment, Skelly-Sankey stock, and linbilities

ASSIIAAA o e PO .. %2,306,1806.73

Tess depletfon and deprecfation.. .o 308,322, 22

Total cost of property and $toek ..oveiccm e e o= 1,996, 814. 51

Cost of ench share of stock (%1,996,814.51+611,250) e 3. 288
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Selltng price of 141,313 ShAFeS. oo oo e $1.413, 150, 00
Cost of 141813 shares oo . i mm e e 461, 2R, 23
Profit on SBIC. et e e e ) 1;51,001. K

“As to the stock which by the terms of the agreement dated September 30,
1919, an inhibition as to the snle or disposal was made, neither protit or loss
could arlse, as only under certnin conditlons conld the stock be suld. These
condltions never arising, * the existence of a public of possible buyers at a fair
price’ heing denled by the very terms of the agreement and a situntion created
whereon there could be nelther s willing buyer nor a wiling seller, no value
can be determined by this section. In cther words, this section has no means
of determining the fair market value of a property or commodity when there
was no market for it, Nor could the stock In any way be considered the equiva-
lent of cash, becanse there was no way te convert it inte cash. Ifence it fol-
lows that there could be neither profit nor logs. The question of profit or loss
must be edtermined at such subsequent ftinte as Mr, Skelly disposes of this
stocl, the cost thereof having been ascertained as set out above,

* For the same reasons the sawme conclusions must of necessity be rewched
as to any profit or loss arising because of the transfer to the Midland Securitiey
(o, the stock which was transferred being the identical stock to which the
inkibition applied.

“Ag to the question of profit or loss, if any, of the exchange by Mr, Skelly of
the stock of the Ranger Gulf Corporation for stock of the Midland Securities
Co,, It is held that Innsmach as the solicitor states * it necessarily follows that
the conslderation recelved in the fransaction by Mr. Skelly was the value of
the Skelly Ol Corporation and the Ranger Gult Co., and as it is impossible
for this scction to determine any value for the Skelly Oft Corporation stock, no
profit or loys can be ascertained.” ™

The revenue agent’'s report covers all yeurs through 1920 and should be
followed In muaking an qudit of the ense, with the exception of ihe item of
depletion.

Scheduies attacked to the returns in support of depreciation, dey hole, and
canceled lease losses have not been pussed on by this section at this time. The
revenue agent has gone inte the case very thoroughly, and it is recommended
the report be followed.

Form C daty, from which the depletion shown in this report is computed,
wis subwitted without 4 jurat and none has been furnished. In the absence
of o jurat the allowable depletion is only tentutive; however, all valuations
have been agreed upon in conference with the taxpayer's representatives on
January 24, 1924 o

Hecommended by : '

L. 1. Wooony, Hngincer,

Approved by

Marc 3, 1924,

Senator Kixc. I think the officials who held that cught to be re-
buked, if not discharged.

Mr. Maxson. But 1 believe a consideration of that case in connee-
tion with other cases that I have presented here, coming from the
oil and gas section, shows that the mind of the person in control of
the oil and gas section must be wholly incapabfe of conceiving the
idea that ant oil man is subject to tax.

Senator Kinc. Is Mr. Thayer the man who handled that?

Mr. Maxson. This matter has been disposed of by the oil and gas
section, and has the approval of Mr. Thayer.

The Cuarrman. Was it passed on by Mr. Greenidge, too?

Mr. Manson. I do not tﬁink so, not specifically. It is not closed.
I do not anticipate that if it reaches the Selicitor’s office, the opinion
of the o0il and gas section will be concurred in. I do not anticipate
that that case will ever get through the aundit sections, because the
holding is so absolutely ridiculous that I do not believe there is an
auditor down there but what will catch it.

0. N. Tuavyer, Chicf of Scction,




INVESTIGATION OF BUREAU OF INTERNAL REVEXUE 3781

Senator JoNes of New Mexico. Why should the oil and gas sec-
tion pass upon such a question?

Mr. Maxson. Thev passed on the valuation of this stock, but they
took the position that because this man has voluntarily imposed a
restriction as against one individual, mind you—-

Senator Jones of New Mexico. That is not a question to be passed
upon by 2 man who is supposed to be dealing in valuations of oil or
o1l properties, is it ¢

I&r. fanson. Well, I do not believe so, either. He took this posi-
tion, that the fact that & man who is an engiveer, who is not sup-
posed to be dealing with that class of auestions, has no justification
or no excuse for that kind of a holding. Tt is so utterly ridiculous
that a S)ersxm who will take the view that because of a voluntaril
imposed restriction as against one individual having a contract voi-
untarily entered into, to dispose of the property, that thereby that
property loses all value, is so utterly ridiculous that I take the posi-
tion that that man is incompetent to hold any position in the bureaun
above that of office boy, if lle should entertain any such idea.

The Cramryax. In that connection, did you not tell me the other
day that there was some firm of lawyers who represented the Petrol-
eum Institute, in the presentation of a large number of cases before
the bureau?

Mr. Maxnsoxn. I do not think they are interested in this particular
case. 'There is one firm in New York—I do not think they are
lnwyers—-who represent some 625 of these claims in the bureau. but
1 do not think that they were involved in this case in any wey.

The CrairmaN. What are they ?

Mr. Maxson. And I do not blame particularly any lawyer who
can get away with o proposition of that sort; but I do say that the
thing is so manifestly raw on its face that o man who will even en-
tertain such an idea is wholly incompetent to value anything.

The Crairmax, Yes; but you do not pay a very high cempliment
to the legal fraternity. You say you do not hlame them for trying
to get away with a case like that.

What is the name of that firm?

Mr. Maxnson. T do not know who is involved in this case.

The Crairman. But I mean the firm that is interested in these six
hundred and some odd cases down there.

Mr. Manson. Mattison & Davies.

The Ciairman, Are they lawyers?

Mr. Maxso~. No: I think they are accountants. Are they not ?

The Crarman. Do vou know who they are, Mr. Nash?

Mr. Maxson. They represent the oil industry.

Mr. Nasu. I understand Mattison is an accountant. I do not
know who Davies is. I have heard of the firm name but I do not
know either one of them.

The Cuatrvan, Are they lawyers or accountants?

: Mr. Nasm. I understand Mattisen is an accountant and not a
awyer. :
e CuamrmaN. Have yon anything more this morning?

Mr. Manson. Yes; there is one other matter that I want to present.

To go back to that Skelly case, it seems to me that any man who is
capable of entertaining any such idea is whelly disqualified from
valuing anything. ‘
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The Cuammax. In that connection I might say that this matter
has been brought to the committee’s attention so frequently by the
staff of the committee that I just wonder what the attitude of the
bureau is. They have listened to all of these criticisms of the oil and
gas section, but I have not heard anything from the assistant to the
commissioner, Mr. Nash, as to whether they propose to make any
changes or whether they propose to let matters go along in this
manner. ‘

Mr. Manson. Well, before-—~— .

The CHammmax, Let us find out first what Mr. Nash has to say in

that connection.
. Mr. Nasu. Senator, it is not within my jurisdiction to state defi.
nitely whether or not any change will be made in the oil and gas
section or any gther section. The criticisms that are made before
the committee are being investigated and some changes have been
made in onr organization, and although T can not authoritatively
say o, I think that more changes will be made.

The Cuamrman, Is it advisable for the committee to write to Mr.
Blair and ask him about this matter, or does he have all of this testi-
mony before him, so that he can decide it for himself without any
suggebtions from us?

Mr. Nasir. The testimony is all available to Mr. Blair, and these
situations are discussed with Mr. Blair as rapidly as they come up.
Mvr. Blair has been out of the city now for several days, and the
recent criticism with reference to the oi! and gas section, of course,
has not been brought to his attention. [ might say in this connec-
tion, Mr, Chairman, ihat, so far as I can recall, all of the criticism of
the oil and gas section has been presented in the past week.

Mr. GrecG. Very recently.

Mr. Nasu. The criticism of the committee has been directed more
to the old amortization section. They have dealt with metals and
nonmetals cases and we have had one or two timber cases, but it is
only within the last week or so that we have been going into the oil
cases. .

Mr. Maxson. Several days ago, [ made & statement to the com-
mittee to this effect. that from the very beginning of my connection
with the work of this committee, there has been the most whole-
hearted effort upon the part of Mr. Nash and upon the part of all
the employees of the bureau, with one exception, to give us the fullest
possible cooperation. There have been times when there has been
a little friction, but the engineers and the accountants have always
been more or less reluctant to even bring that to my attention.

However, from the very beginning of this investigation, before we
ever presented an oil case to this committee, before we even began
to call for any special cases from the oil section, there has been a de-
termined resistance in that section to the work of this committee,
right from the beginning. That has manifested itself in various
ways. The manner in which it has manifested itself, that has caused
the most anonyance, is that we have called for records. In the first
Place, there was always the interminable delay in getting data.
Then, when we did get them, the record was always incomplete. Out
of a record that wonld stand 2 feet high, we would get a little hand-
ful of papers, and it was just a case of checking and checking and
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checking on, and keeping on insisting and demanding, and in some
instances in going with our own engineers to the file to see that we
got the record. That situation was not brought to my attention. The
engineers did not complain to me about it, and finally the way it
did come_ to me was when I persisted in hammering our own repre-
sentatives over the fact for tlwir failure to get quicker action on oil
CaRes,

When the matter was brought t§ my attention, I wrote to Mr. Nash
about it, and he took immediate steps to have the sitnation remedied ;
hut T want to impress this fact on the committee, that that resistance
antedated the presentation of a single case before this committee. Up
to that time, t&ne most of our criticism had been directed toward the
amortization section—I believe that is called the appraisal section-—
but there never was a time that we failed to get out of the appraisal
section anything we called for, even though it was the butt of our
attack. :

It appears that recently one of our engineers went to the oil and
gas section—1I believe it was My, Bailey—to get some papers or to
consult with an engineer about some case, and he was ordered out of
the section. That fact was not brought to my attention, until finally
I did learn about it, and T have here a record of a statement made by
Mr. Thayer to Mr. Wright, one of our engineers, in the presence of '
Mr. Kenney, Mr. Archbald, Mr. Morrison, and Mr. Bailey. Kenney,
Archbald, and Bailey are engineers, and Mr. Morrison is an ac-
conntant.  All of these men are employed by the committee, and all
of these men have signed this statement, which is as follows:

I never have been very much in favor of this investigation. In fact, I have
even looked on it a8 a nuisance at tines. However, I have trled to be agree-
able and had jpstructed my men to do everything to expedite matters, but the
real thing th%t has made me sore, in the past week or so, is the report of the
L. R Black-G. A. Slmons ease. It would have been all rvight providing you
people had gotten the fucts of the ecase straight, but you only ~eemed to have a
one-sided point of view in the cagse. ¥or all I know, Kenney, you may have
beer the one who was responsibie for that report. However, I don't hold that
against you and don’t think that that is the reasen T put you out of our section
yesterdey morning.

'That is signed by five of our employees; but I do want to impress
this fact, and I do not want any misunderstanding about it, that I
do not hold the administration of the bureau, I do not hold Mr. Nash,
I do not hold anybody responsible for that situation. except Mr.
Thayer. 1 do say that Mr. Nash has done everything possibic to not
only give us general assistance but to even overcowme this.

The Cuarman. Who is Mr. Thayer’s immediate superior?

Mr, Maxson. Mr. Greenidge.

The Cuamaan. And did not Mr. Greenidge have charge of the
same staff who dealt with the amortization cases?

Mr. Maxsow. Yes.

The Cuarrman. He is the same official down there who had to do
with the reappraisals of the copper and silver mines?

Mr. Mansox. Mr. Greenidge? -

The CuarmaN, Yes. .

Mr. Manson. Yes.

The Caamrmavn, Do you want to go on to-morrow at 10 o'clock,
Mr. Manson ?
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Mr. Manson. Yes.

The Cuairman. You have nothing further to-day?

Mr. Manson, That is all.

1 want it understood that I did not bring tiis matter o the atten-
tion of the committee for any other reason than that our investiga-
tion up to this time has satisfied my mind that the situation in the
oil and gas section is deplorable. ‘

The Cratrman. Is it not also true in some of the other enginecr-
ing sections with regard to which Mr. Greenidge has charge?

r. Maxson. I think the same thing is true in the appraisal sec-
tion, but we have not met with any resistance there.

The Cmamrman. If agreeable, we will adjourn to 10 o'clock to.
MOFrow morning,

(Whereupon, at 12.15 o’clock p. m., the committee adjourned un-
til to-morrow, Tuesday, May 26, 1925, at 10 o’clock a. m.)
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TUESDAY, MAY 28, 1935

UNrrep StaTes SENATE,
Serecr CoMMITIEE 10 INVESTIGATE THE
Bureau or INTERNAL REvENUDE,
Washington, D. C.

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

of yesterday. ‘ :
resent : Senators Couzens (presiding), Watson, and King.

Present also: Mr. L. C. Manson, counsel for the committee, and
Mr. Raleigh C. Thomas, investigator for the committee.

Present on behalf of the Bureau of Internal Revenue: Hon. Mec-
Kenzie Moss, Assistant Secretary of the Treasury, and Mr. A. W.
Gregg, solicitor Bureau of Internal Revenue.

Mr. Manson. T would next call the committee’s attention to the
valuation allowed as of date of acquisition for the property of the
Temple Coal Co., of Seranton, Pa.

The business of this company is mining anthracite coal. The
years involved are 1917 to 1920, inclusive.

The Temple Iron Co. was owned by five or six of the anthracite
coal-carrying railroads, and at the time of the litigation under the
Sherman Act, I believe it was, the Supreme Court determined that
the property, being owned by the rairoads, must be disposed of.
It was bought in by a man by the name of Timme, who, seven days
after he bought it in, organized the Temple Coal Co., and turned
the property over to the Temple Coal Co.

On June 24, 1914, the property was sold for cash by the Temple
{ron Co. to Thorne for $5,609,423.33.

On July 1, 1914—that is, seven days later—the property was taken
over by the Temple Coal Co. from Thorne, and is valued as of that
date for tax purposes, which would be the value for the purpose of
determining invested capital in this instance, at $11,188,208.01,
That is approximately double whut was paid for the property seven
days earlier.

\ ¥1 talre it that the amount of tax involved was about a half millon
dollars.

The Temple Coal Co. was orge ized June 24, 1914, and commenced
business on July 1, 1914, acquiri..g on that date all the capital stock
of six coal mining companies and four-fifths of the capital stock of &
seventh, All the companies were going concerns which had been
In operation for a quarter of a century. .

Previously these properties had been owned by the Temple Iron
Co.. which was an old company possessing an advantageous charter.
1t was this company which was made use of in 1896 when the inde-
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pendent anthracite operators had associated to free themselves from
the domination of the anthracite-carrying railroads. The Temple
Iron Co. bought up all the holdings of the leaders of the independent
operators and the railroads maintained their position. It was be-
caase the Temple Iron Co was being used as a means to defeat the
antitrust laws that it was later prosecuted and in the spring of
1914 was ordered dissolved by a deciee of the United States Su-

preme Court. o
The history of the Temple Iron Co. and the Temple Coal Co. is
important in this case. As a letter from the attorney for the tax-

payer states:

In order to have an accurate understanding of the matter, it is necessary
to go back to year 1809. Prior to that year the coal properties known as
Northwest, Sterrick Creek, Lackawanna Coal Co. (Ltd.,), Babylon, Mount
Lookout, and Forty Port Coal Cos. were owned and controlied by the firm
of Simpeon & Watkins. During that year all the cpal which Shtmpson &
Watkins had acquired by means of certain perpetual leaseholds, which, under
the decistons of the Supreme Court of Pennsylvania, were actually sales of the
coal In place in the mine, together with the mining improvements, to wit, the
shafts, slopes, gnngways, airways, breakers and machinery, cars, mine motors,
and mine locomotives, was sold to the Temple Iron Co. for a specific sum,
sald sum being based upon the appraised value of the shafis, breakers, min-
ing improvements, and personal property, plus the sum of 135 cents per ton
for each ton of coal estimated to be minable from the properties comprising
the leasehold estates, und plus the value in place in the mine of certain coal
owned in fee simple. Under the terins of the sale the Temple Iron Co. bound
jtself to pay the monthly, quarterly, or annual instaliments of the purchase
price for the coal contained in the varlous leaseholds, and which payments,
commonly termed rentals or royalties, were to be pald In addition to the
specific sum then paid, based as aforesald.

These propertles were owned and controlled by the Temple Iron Co. until,
by a decree of the Supreme Court of the United States, effective in 1013, they
were ordered sold so as to divest the title from the owners of the Temple
Iron Co. stock, which was five or six of the commonly known antheacite-
carrying railroads,

After full notice to the public by menns of advertisements in trade and
other newkpapers, the coal properties, breakers, and all mining rights, and
privileges, were sold to the highest and best bidder for cash,

All the sald properties were purchased for a specific sum by Mr. 8. P.
Thorne, of New York City. This sum was based upon an examination made
for the Temple Iron Co, by an expert mining engineer, and comprehended
the valuation of the mining improvements above enumerated, plus 19 cents
and a fraction per ton for each ton of coal estimated by the engineer to be
contained In place in the various mines, and in addition thereto the purchaser
undertook and assumed the payment of the various installments of the pur-
chase price for the coal remaining unmined in the leasehold estates, known as
rents or royalties.

“ No stock of the Temple Iron Co. changed hands. It was a sale for cash
of the physical properties and not a sale of stock certificates controliing them.

«“Mr, Thorne and his associates then formed the Temple Coal Co., and on
July 1, 1914, it took possession and has remained in possession and control
to this date.

“mhe advertisement calling for bidders at the time of sale by the Temple
Iron Co., in 1914, called for bids upon the properties as a whole, and it was
upon this basis that Mr. Thorne put in his bid, and upon which the properties
were sold to him prior to the formation of the Temple Coal Co.”

In addition to the statement of the attorney for the Temple Conl Co., the
report of the revenue agent gives in greater detall the financial transactions
which oceurred between June 24 and July 1, 1914:

Fivancial history; description of business: Mining coal from fee lznds and
leased lands and prepariog it for market.

History or each corporation, with the name of each corporation and the date
incorporated: Sterrick Coal Coy incorperated 1892 ; Babylon Coal Co., incorpo-
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rated 1801; Northwest Coal Co., incorporated 1800; Mount Lookont Coal Co.,
incorporated 1888 ; Fdgerton Coal Oo., incorporated 1892 Forty Fort Coal Co.,
incorporated 1803 ; and Templa Coal Co., incorporated June 3, 1914,

“These corporations, except Temple Coul Co., were owned and operate® dy
what 18 referred to as the Simpson & Watkins interests prior to 1899. In 1809
they were acquired by Temple Iron Co. Pursuant to¢ a decree of the court,
effective In 1913, the Temple Iron Co. divested itself of title to its coal lands;
the conl Innds were owned by the above-named corporations which were owned
by Temple Iron Co, through stock ownership. In June, 1014, the capital stock
of these subsidiaries was sold to 8. B, Thorne, of New York City, who was the
highest bidder. Mr. Thorne’s bid was $5,800,000, which, sccording to the
minates of the Temple Iron Co., was payable and actually pald as described by
sald minutes, which in part read as follows:

“Minurtes or TeEmpPLE IRON Co.
*“ [Page 181, hook No. 2, to page No. 1, book No. 8}

“NEW YoRrK, Juac 10, 1914.

“ Resolved, That in the ahsence of the president, Robert W. De Forest be and
hereby 1s appointed president pro tempore with all the powers of president and
that as such he is spectally authorized and empowered to execute and deliver
any instruments necessary or expedient to effect a sale and disposition of the
shares of the capital stocks, assets, and properties of Northwest Coal Ceo.,
Edgerton Coal Co., Sterrick Creek Cosl Co., Babylon Coal Co., Mount Lookout
Coal Co., Forty Fort Coal Co., and Lackawanna Coal Co,. (Ltd.), the selllug and
disposiug of which Is provided for under decree of the United States Clreuit
Court for the Eastern District of Pennsylvania.

“After discussing the matter of bonds which 8. B. Thorne was to turn over
as part payment on his bid for the coal stocks of the company, the following
resolution was offered and on motion duly made and seconded was carried

“ Resolved, That in lleu of the bonds to be received from 8. B. Thorne upon
and under his bid for the purchase of the coal stocks of this company, accepted
May 1, 1914, this company will accept and receive cash in amount equal to 90
per ceut of the face value of the bonds specified in this company’s public offer
of suie of such stocks, together with 5 per cent interest upon the face value of
such bonds from May 1, 1914, until the date of such cash payment. .

*Mr., Thorne’s’ propositior. accepted June 1, 1914, is a3 follows: Bondy,
$2,320,000; cash, $3,480,000; total, $5,800,000.

*The firal proposition wonld then be £s follows:

Bonds —— $2, 320, 000. 00X 90 per cent, $2, 088, 000. 00
Cash S 3, 480, 000. 00 3, 480, 000. 00
Interest o o e e 41,423, 33 41, 423. 33

Totals 5,841, 423.33 5, 609, 423. 33

“The sale was consummated at 1 o'clock by the payment to the treasurer
of the Temple Iron Co. of the sum of $5,609,423.33.

“ President pro tem De Forest reported that he had turned over the stocks
of the subsidiary coal companies to Mr. $. B. Thorne, and had received in
payment therefor, after all adjustments had been made, $5,600,423.33, and
that this money had been deposited in the Guaranty Trust Co. of New York.”

Two unassociated typewritten sheets found in the files of this case give
information as to the purchase by the Temple Coal Co. of the assets which
Mr. 8, B. Thorne had purchased on June 24, 1914, from the Temple Iron Co.
and are attached to this report as Exhibit C.

Discussion: In support of the protest against the additiongl taxes which
had been gssessed against the Temple Coal Co., counsel for the taxpayer fled
an elaborate brief, and detailed Form E. The argument in the brief em-
pbasizes the transactions of July 1, 1914, when Mr. 8. B. Thorne transferred
the stock in the separate coal companies and received in return all the stock
of the Temple Coal Co. 1In contrast the brief makes no mention of the trans-
actions which had occurred seven days previously, when Mr. Thorne acquired
the property he so quickly sold.

In making a valuation the engineer for the coal-valuation section has been
led astray through following the brief and by considering only the trans-
actions of July 1, 1914. 'The revenue agent, in making his report, recognized
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the importance of the transactions of the week previous and allowed the ip-
vested capital to be the cash pald for the properties on June 24, 1014,

It aceds to be remembered that this purchase from the iron company on
June 24, 1014, was & cash purchase and that according to the statement of the
attorney for the taxpayer the sale took place efter a valuation had been made
by a disinterested engineer and that the sale was consummated after open
bidding and the price paid represented the market price of the property.

Under such clrecumstances there is no need to conslder the trausactions of
July 1. It can be admitted frankly that Mr. Thorne purchased stock and that
he sold the same stock and recelved in turn more stock. Mr. Thorne paid
cash for the original stock and after possessing it seven days sold it without
any change in the physical property which the stock represented.

Moreover, it must be remembered that these coal mines whose value was
in question were not new mines upon which discoveries conld he made. 'They
were old mines and one of them had been abandoned as worked ont. Nor is
this a case of thervaluation of the assets of & company whaose stock had been
long and closely held and whose management had been conservative. The
stock was held for seven days.

The par value of the stock sold by the Ircn Co. was §L100.000. The price
paid was $5,609,423.33, The taxpayer claims as invested capital at July I,
1914, $9,655,611.87 for the six properties owned in entirety and for the prop-
erty in which it owned a four-fifths interest, a value as at date of organiza.
tion of the company (October 30, 1908) of $2,141,686.42. The allowed value
glves an approximate value for this latter of $1.532,686.34 as of July 1, 1914,
Exuct caleulations for this date were not made by the valnation engineer, ag
the unit had ruled that this four-ifths interest (in the Lackawanna Coal
Co.) was not affiliated until 1918,

The basis which the valuation engineer used In making the allowancey is
“gince the transacticn occurred, July 1, 1914, prior to March 3, 1917, the value
of the stock of the parent company for invested capital purposes swould
depend upon the value of the stock of ench subsidiary company, which in
turn would be determined by the value of the property and axsets as of July
1, 1914, of each company.” Thereupon an appraisal was made using expected
operating profits as a basis, -

It is noteworthy that the engineer for the unit follows blindly the argu-
ment of the texpayer and gives no attention to the sale which occeurred on
June 24, 1914. The attorney for the taxpayer confradicts the theory applied
in making the valuations concerning the transactions of June 24, 1014, stat.
ing specificailly “it was a sale for cash of the physical properties and not
a sale of stock certificates controlling them. After full notice to the public
by means of advertisements in trade and other newspapers, the conl prop-
ertles, breakers, and all mining rights and privileges were sold to the highest
and best bldder fo» eash. This sum was based upon an examination made
for the Temple Iron Co. by an expert mining engineer, and comprehended
the valnation of the mining improvements. The advertisement calling for
bidders at the time of sale by the Temple Iron Co. in 1914, called for bids
upon the properties as & whole, andl it wag upon -this basizsbat Mr. Thorne put
in his bid, and upon which the properties were sold to him prior to the forma-
tion of the Temple Coal Co.” (seven days later).

Reference to the records of the United States Sapreme Court will show
thut an open sale at the market price had been ordered. Moreover, records
of the Lackawanna County courts of Ponnsylvania will show that after the
sale occurred the court decided that the market price had been obiained.

In the face of court records a valuation on an appraisal basis can hardly
be claimed or, allowed.

If the sale of June 24, 1914, was not an open sale and the market price was
not obtained, then there was a violation of an order of the Supreme Court.

Under these circumstances it is not necessary to critically examine the
valuation made by the engineer for the unit. It ean be polnted out, how-
ever, that the engineer apparently made free use of his imagination and did
not stick to fact. For instance, in determining a value for the culm (fine
sizes of coal considered waste in earlier years). The engineer assamed that
if the culm was all in one place (which it was not, being in five), then it
could be prepared in a washery costing so much (instead of five washeries
costing mearly flve times as much), and therefore would bave the value of
one culm bank. Moreover, as the company could prepare, the culm in tae
corl breakers along with fresh mined coal and therefore avold the cost of
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pollding washerles, the estimated cost of a washery should be added to the
paid in surplus, because the company would not have to invest this money,
and therefore the property was more valuable and invested capital should
be Increased by the amount the company would Have had to invest if the
calm wius all In one piace (which it was pot) and if the company bullt a
washery (which it did not need).

Comment: If there iz a difference of $5,578,874.08 between the two srales
of June 24, 1814, apd July 1, 1914, this amount would seem to be income for
gome one and should have patd tax, .

To elaim or sllow such a difference is an adinission that there was a violu-
tion of an order of the Bupreme Court.

Conclusion: Your Investigators recommend that a valuation be made of the
properties of the Temple Coal Co. on the basis of the cash sale of June 24, 1014,

The Cuamman. There is a point that is not quite clear in my
mind. In one instance T understood that this property was sold for
cush—that is, the physical property was mlrf for cash-—and then
you said it was purchased for stock.

Mr. MansoN. Yes; the revenue agent said it was a sale of stock,
but a full investigation of the record shows that it was a sale of the
actual physical property. As I said, Thorne’s first bid of $5,800,000

rovided for the payment of $3,480,000 in cash and $2,320,000 bonds.
gl)‘h‘m the company accepted a modification of the bid, providing for
the whole amount to be paid in cash; that is, they accepted cash for
90 per cent of the amount of the bonds, making the actual purchase
price in cash $5,609,423.33. The value finally arrived at here is the
valustion based upon the capitalization.

The CrxarrmaN. You mean the value srrived at by the bureau?

Mr. MansoN. The value arrived at by the bureau is based upon the
capitalization of this property seven days after it was purchased
for cash, and, as I have stated, that is about double the amount of the
cash purchase.

The CaatrmaN. Well, does not the record show how they arrived
st this $11,000,000 plus$

Mr. Grece. Was not that valuation based upon the sale of the
stock issued for the property?

Mr. MansoN. Yes; there was a valuation of the stock issued for
the property.

MEI)'. reGe. Based on the market value of the stock at the time it
was issued. As I read the report, that is what I gather from it.

The CairmMaN. Mr. Gregg, when was that valued ; as of what date?

Mr. Greco. Seven days after the sale, I think; that is, as I got the
transaction. The statement was a little long to read in full at this
time,

Mr. Manson. I want to avoid reading these details, if I can, and
I am trying to pick out the salient points.

The Cnairman. On that particular point, I understand that if the
property was purchased seven days before the valuation was set for
actual cash, and it appeared that seven days after the purcBase of
the stock it was worth more than was paid for it, would you date
the value of the stock seven days after the purchase? :

Mr. Geeco. Let me put it this way: Suppose the property was
sold for cash. Seven days subsequently the property was turned
over to a corporation for stock of the corporation.

The Caamman. Yes.

620192527 18—9
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Mr. Greca. Now, we are bound, in determining the valuation at
that time, seven days later, by the value of the stock paid for the |

roperty. Of course, we should consider the previous sule, but if we |
\ave better evidence as to the value of the stock paid for the prop.
erty seven days later, I think we are bound by it.

'Fhe Cuamyan. Let me put it this way, then: Supposing that
seven days after the property was really purchased for cash the
stock was issued for the value of the property, and the stockholders
among themselves agreed to put, through the New York Stock Ex-
change or otherwise, a value by the exchange of stock on the stock
for a particular price much in excess of the price paid. Would the
bureau be bound by that price?

Mr. Grege. No, sir; we have to make sure that the value of the |
stock, based upon the sale of this stock, represents a real value. In g
other words, a few isolated sales would not be satisfactory.

Take this case, for exam?le:

The value of the stock of the United States Steel Corporation is
well settled to-day or a week ago or a month ago. Assuming the

roperty were purchased by A for $5,000,000 and several days later
e turns that propealg; over for stock in the United States Steel
Corporation for $10,000,000. The value of the stock of the United [
States Steel Corporation is so well settled that we would be bound by |
that in the valuation, I think. : :

The Cuamrman. Of course, in using the Steel Corporation case, |
you are using a well-known case?

Mr. Gaege. I am using a very extreme case.

The CHamrmaN. Yes. Can you tell the committee what might
occur within that seven days’ period which would cause a doubling
of the value?

Mr. Gregs. No, sir; I can not tell what would possibly occur.

Mr. Manson. What they did was this: They determined the valus §
of the stock. In other words, they base the cost as of date of acquisi-
tion. Here stock was exchanged. Thorne bought this property for a
little over $5,000,000 cash. Seven days later he turned it over to the
Temple Coal Co. for some $11,000,000 of stock. Then the bureau
took the position—-

Mr. Greee. But was there actually $11,000,000 plus of stock
issued? I did not understand that. I understand that it is just the
valuation that you are talking about.

Mr. Manson. I am coming to that now.

He turned it over for stock. The bureau took the position that the
value as of date of acquisition was the value of the stock. They then
determined the value of the stock, not by stock sales, but by an
appraisal based upon anticipated profits.

ow, here, you have an actual cash transaction, and in that cash
transaction, mind you, the big price was based upon an appraisal
made by an engineer who was employed by the company whose
asscts were being disposed of. In other words, these assets weare
being disposed o gursuant to an order of the Supreme Court. - The
company employed an engineer, who made an examination of the
Rroperty and determined the value of the property. This man
‘horne bid in the property for a price fixed by an engineer employed
by the company whose assets were being disposed of for something
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over $5,000,000. He in turn turned that physical property over.to a
new company seven days later for stock.

Mr. Gureae. I think the par value was a little over $11,000,000.

Mr. MansoN. Yes; it appears that the par value was a little over
$11,000,000. I think that is the amount fixed, approximately.

Mr. Grees. Yes,

Mr. MansoN. The stock thus received by him is then valued by
getting up an anticipated profit and discounting that back date.

The Cuamman. Tell us what procedure they followed. That is
what I &m trying to get at for some time, the method of arriving at
anthracite coal values.

Mr. Manson. The report states:

Thereapon an appraisal was made using expected operating profite as a
basis.

The ("mairmaN. But it does not show how?

Mr. Manson. It does not show how; no. It does not show the
factors used. It does not go into detail,

The Cramman. I would like to know about that before we ad-
journ, because I turned over to you some complaints about the
i)elawure, Lackawanna & Western Co. and the Glen Alden Co., in
which there was some serious consideration of that same principle.

Senator Kina. If I understand this case, the course pursued b,
the department can not be defended. It throws to the winds all
business experiences; it injects an element of speculation into
matter which is concrete and specific, and is calculated—of course, it
can not be otherwise—to operate to the disadvantage of the Gov-
ernment.

Mr. MansoN. Here is my viewpoint:

What they are determining here is invested capital. Here is &
group of men who go and buy this property or exchange the prop-
erty for stock.

genntor Kine. Surely; I understand that.

Mr. Maxson. Instead of valuing the stock to determine what the
property is, it strikes me that you here have an actual sale of the
property which constitutes the value of the stock.

r. Greco. Let me explain my statement of a minute ago in that
connection: If this sale which was made seven days prior was an
arm’s length transaction and there were no peculiar circumstances
connected with it, then it is certainly entitled to more weight than
en analytical appraisal made as of 2 date seven days subsequent, I
do not think there is no doubt about that, but I want to inquire into
the case a little further to see just what the facts were with reference
to that sale. The sale may have been a prearranged mnatter and the
purchase price may not have represented the true value of the

roperty.

d r. Manson. The fact is, doubtless, as disclosed by the record,
that the purchaser of the property, evidently as the result of an
agreement with the Temple Iron Co., bought the property in at a
price fixed by an appraiser. : '

Senator King. By an engineer.

Mr. Mansox. By an engineer, who was employed by the Temple
Iron Co., the owner of the property being sold. '
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The Cuammman. In that connection, I want to say that I think
we are wasting time in discussing this matter; in view of the lack
of information you have, Mr. Manson, it seems to me that we can
not get a picture of this thing without knowing the methods adopted §
by the bureau, because if the methods adopted by the bureaw in fixing &
this valuation are based upon justice, and take into consideration the
things Mr. Gregg has stated, there might have been a prearrangement B
as to the price to be paid. I do not think we need spend any fur. §
th r time on that,

Mr. Manson. If the chairman of the committee would desire ull of
the details as to how that appraisal was srrived at, we can get those |
ve?' readily ¢

The Cuaigkman, I think that is very important, because I think
that has a bearing on the whole question of valuing any such coal §
compunies, because, as I am informed, the methods used are en. M
tirely too gencrous with the anthractice coal people. Is the veport
that );ou have there from your engineers in this case silent on that

- point
P Mr. Manson. The report merely states that the value of $11,185. |
i2)98'.01, was arrived at by an appraisal based upon the expected profits §
asis,

Senator Kine. That would negative the idea of— v

The Cuairman. Yes; but we have gone at great length into this B8
method, this r trospective method of appraising that property, and
I think some cases have disclosed what appears to {)e _
situation. Before we pass upon this matter, it scems to me that we ¥
ought to get a picture in our minds as to the procedure adopted i
arriving at the $11,000,000.

Senator Warson. This was a forced sale. Nobody knows what

an absurd B

the transaction was, and we will not know that until we go into it. §§

Mr. Manson. In explanation of the reason why we did not ex.

plain all of the details here, that is because we have gone into such §§

§reat detail in many cases that I assume the committee was fully |

amiliar with the method of arriving at the values, by estimating §§

the expected profits and discounting them back to date. »
Before offering this report, I will have the additional information §
looked up, so that it will all go into the record.
Before taking up any other specific case, while I have this in my §
mind, I would like to find out what the disposition of the committeeis

relative to calling the representatives of the Bureau of Mines and [§

the Geological Survey on the matter of discovery areas in oil. The [§
matter was brought up at a committee meeting one day.
Senator Watson. It was brought up here, and we agreed that that 5
should be done. I do not know whether it has been done as yet or §
not, due to the fact that I have had to be absent from the committee §
hearm%i _
Mr. Manson. Since then I have made some investigation as to [§
who would be the proper parties to call, and I was wondering when
it was the desire of the committee that they should be called and
what the committee wanted in that regard.
The Cuamman. I read the memorandum which Mr. Fay pre-
%ared, after his conference with some of the chiefs or heads of the
ureau of Mines and the Geological Survey, and his report to you,
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Mr. Manson, stated that these men, of course, had no knowledge of
tax matters, but could go into a long explanation of how discovery
oil wells might be determined more scientifically than has been done
by the bureau; but in reading that statement over, I got the impres-
sion that we would get into a very technical discussion of the whole
procedure, and it would perhaps take up too much time between
now and our closing of the investigation here.

Then, I had the impression also that the committee is of the
opinion, from discussing it with a majority of the members at least,
that we should recommend the abolishing of all discovery values on
oil lands, and if that should be the decision of the committee, the
going into the technical means of discovery wells would be a waste
of energy and effort, and it would not he worth while to encumber
the record with a lot of technical matter.

So far as I am concerned, I am not desirous of spending a whole lot
of time going into the question of lecating discovery wells. In fact,
it is my conviction, as it is of some of the other members of the com-
mittee, that the whole question of discovery value should be abol-
ished, and if we should reach that conclusion, such testimony before
us would be valueless.

Senator Kine. My idea is this, Mr. Chairman, and I am really
making it as a suggestion : Ask the Bureau of Mines and the Geologi-
cal Survey to submit & memorandum, in concise and brief form, as
to what they have done in determining the area of oil sands and oil
pools, the methods which they have employed in such determination,
and what recommendations they care to offer respecting the pro-
cedure in determining for taxation purposes—and their views, of
course, would not be very important on that, because they do not
know—the location of pools and discoveries and what areas should be
embraced within a discovery, etc., with any recommendations they
care to make, and then we could give it such consideration as we
think proper.

The Cramman. I think if our stafl can get such a document, we
can attach it to our report for the use of the Ways and Means Com-
mittee and the Finance Committee, if they determine to continue a
discovery value on oil wells, and we need not file it if we learn that
both committees are determined to abolish it.

Senator Kine. That would be my idea—just a memorandum report
as to their methods——

The Cratrman. Yes.

Senator Kine (continuing). Of determining discovery areas.

The Curairmax. Do you not think that that would answer the pur-
pose, Mr. Manson?

Mr. Mansoxn. I do. They have a similar situation under the gen-
erel leasing act, for the reason that the general leasing act gives to
the discoverer of an oil pool certain advantages #s a reward for dis-
covering it over the advantages that other lessees upon that pool
receive. It involves a similar principle, and I am satisfied that we
can get a more or less nontechnical report explaining how that situa-
tion is handled under the general leasing act.

The Cuairman. You will get that after June 1, Mr. Manson, and
then: you can submit it to the committee for consideration after-
wards. ¥ see no necessity for bringing all of those people down here.

Senator King. I agree with you, Mr. Chairman.
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Mr. Manson. It has become evident to the members of the staff of
the committee that one of the difficulties that the bureau has to face is
the character of practitioners before the bureau, and 1 have here g
report with respect to the firm of Ernst & Ernst, a firm which the
committee has probably observed by this time is composed of very
active practitioners before the bureau, they having been involved in
quite a number of cases, or having represented the taxpayers in quite
a number of the cases that have been presented.

In that connection, I will read from a report made to me by Mr,
Parker. [Reading:]

There are, of course, many accounting firms und other experts who maintain
2 high standard of ethics, but the other clasg 18 sufficiently numerous to cauge
serlous trouble.

The corrective organization for this matter is the committee on enrolliment
and disbarment. This comm.ttee appears to be doing good work, but two sug-
gestions can be made. One suggestion i3 that delay in trying cases should be
reduced to 8 minimum on account of cases which may go through, handled by
accountants whose work is questionable and thus cost the Government money,
The second suggestion is thut there should be a set-up whereby employces of the
bureau cun send in charges direct to the committee on enrollment and disbar.
ment nstead of solely, through the section chiefs and o on up through the
line of superior officers, any of whora might suppress the information.

To illustrate the workingas of this important matter we give the following
brief history of the case of Ernst & Ernst, of Cleveland, Ohlc, whaove case fu
now in the hands of the committee for action. It will be recalled also that thiy
is especially pertineut for the reason that your engineers have presented
srveral cases In which we consider the reports of this company to have been,
tv say the least, erronecus.

The partnership returns of Ernst & Ernst for the years 1918 to 1920 dis.
tributed the income derived from the home office at Cleveland to the following
persons: A, C. Ernst, L, W. Blyth, F. H. Figshy, H. C. Royal, C. ¥. Ernst,
A. H. Blyth, and G. 0. Figsby.

While there was no indication to that effect on the returns, it liter developed
that the three last named were the wives of the three flrst named.

From the records in the case it would appear that the wives ol the three
original partners were included in the return in order to split the Income
between husband and wife and thus keep the individuals in a lower surtax
bracket with a resultant total saving in excess of $400,000 in tax for the three
years,

In the revenue agent's report dated October 30, 1923 (p. 4), the following
statement Is wade:

“The examiner has never before investigated a case in which there was
such obvious subterfuge employed to evade tax ilability.”

Senator Kina. Have they sought to collect that?

Mr. Manson. I helieve that that tax has been collected, but T call
attention to the fact that while this report was made in October.
1923, these people are still practicing befere the bureau and have
been involved 1n some of tge most important cases called to the
attention of tkis committee.

Senator King. Yes.

Mr. ManseN. Ernst & Ernst base their claim on certain so-called
partnersh}p agreements, A copy of the most important of these is
shown in full in Exhibit B attached.

In regard to these agreements, it appears from the record that these were
prebably dated back, as it is stated in a letter from E. G. Rarey, internal
revenue agent in charge, to the commisaioner, dated January 27, 1925, that—

“ While in Washington the week of January 5, I had the opportunity to
examine to some extent the brief submitted by these taxpayers, and noticed
that they set forth two partnership agreements. When I returned to Cleveland
I talked with revenue agents Ward and Willlams, and attached please find
letters from each agent setting forth the fsct that they were advised at the
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time of making thelr luvestigations that no partnership agreements existed for
the year 1918 or any prior years.”

On December 11, 1924, Mr, Nelson T. Hartson, S8olicltor of Internal Revenue,
in a very convinelng brief on the subject, detevmined that the busbunda were
Jiable for the tuxes on the Income distributed to the wives. We do not think
there is any doubt as to the very able handling of the subject by the solicitor,
(See BIxhibit € attached,)

The tax evasion on the returns of the partners of Ernst & Ernst are under
tnvestigation by the committee on enroliment and disbarment, but there are
algo other charges, which we summarize briefly as follows:

in the case of the Consolldated YIvron & Bteel Manufacturing Co. of Cleve-
land, Ohto, 1t appears that there has been manipulation of invested capital,
and that the manager of Frnst & Ernst has admitted in writing that at the
direction of the company they have knowingly made up a return contrary to
the Internal revenue laws aund liable to a penalty assessment. (See Hx-
hibit D.) .

In the case of Taylor & Bogeis Co., Cleveland, Ohlo, there appears to have
been also a manipulation of invested capital by Ernst & Hrnst.

In the case of Jones & Blankenship, Roanoke, Va., it appears that Hrnst
& Ernst have rewritten the books on the Installment basris instead of the
accrual brsis, and in this work have used a former employee of the bureau,
Mr. W. ¢. Anderson, who had formerly aundited the books of this company for
the Government. It also appears Anderson solicited the work for Hrnst &
Ernst and while he found a tax of over $9,000,000 in this case while working
for the Goverenment, he only found a tax of about $1,000 subsequently, when
working on the same case for Ernst & Ernst.

The Cuairman. That is the same firm that rewrote the books of
the Gulf Oil Corporation, is it, the firm of Ernst & Ernst?

Mr. MANSON. ?gs; that is the same firm that was involved in that
case and in many other cases that have been before the committee.

In the case of the Henderson Shipbuilding Co., of Moblle, Ala., 1t appears
that this company turned over to Ernst & Ernest all prospectile refunds for
amortization that they might secure in Heu of payment on certaln sudit

work.
We call your attention to the fact that Ernst & Ernst have handied cases

Involving many miliions in taxes before the bureau, and-if the above charges
are proved, it will be very reasonable to conclude that large sums have been
lost to the Government through sharp practices in cases where such practices
could not well be discovered.

In closing this subject on tax experts we are attaching Exhibit F which
shows how low the ethics of the profession have sunk in the cmse of Mr.
Osborn, of the firm of Seldman & Seidman, of Grand Rapids.

Mr. Osborn tells taxpayer that his report was correct, showing & tax of
$56,500, but we can incresse salaries and date the minute book back to January,
1924, so a8 to reduce the amount.

In conclusion, we repeat that every possible effort should be made to en-
courage and force a high standard of ethics among tax lawyers, accountants,
and engineers, as the accomplishment of this result will make the work of the
bureau much easler and give greater justice between taxpayers.

The Cuairnax. Who has signed that report?

Mr. Manson. This is signed by Mr. Parker, and it is born out by
the exhibits attached to this report.

The Cramrman. You will put the whole report in the record?

Mr. Maxson. I am putting the whole report in the record.

(The report snbmitted by Mr. Manson is as follows:)
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Exumar A

Apni 27, 1925,
Mr. L. C. MansoN,
General Counsel, Benate Committee Investigating
Bureaw of Internal Rovenuc.
System Report No. 1,
Subject: Ethics of tax experts,

It has been made evident from conference with varlous employees of the
bureau that one of the principal difficultlies encountered 18 the unethical prae-
tices of tax accountants and experts.

There are, of course, many accounting firms and other experts who maintain
a high standard of ethics, but the other class 1s sufficiently numerous to cause
serious trouble.

The corrective organization for this matter is the committee on enrollment
and disbarment. This committee appears to be doing good work, but two sog-
gentions can be made. One suggestion is that delay In trylng cases should be
reduced to a minimum on account of ceses which may go through, handled
by accountants whose work Is questionable and thus cost the Government
money. The second suggestion is that there should be a set-up whereby em-
ployees of the bureau can send in charges direct to the committee on enroll-
ment and disbarment instead of solely through the section chiefs, and so on up
thrgngh the line of superior officers, any of whom might suppress the infor-
mation,

To illustrate the workings of this important matter, we give the following
brief history of the case of Ernst & Ernst, of Cleveland, Ohio, whose case ie
now in the hands of the committee for action, It will be recalied also that
this is especlally pertinent for the reason that your engineers have presented
several cases fn which we consider the reports of this company to have been,
to say the least, erroneous.

The partnership returns of Ernst & Ernst for the years 1018 to 1920 dis-
tributed the income derived from the home office at Cleveland to the follow-
ing persons: A. C. Erost, L. W. Biyth, F. H. Figsby, H. C. Royal, C. F. Ernst,
A. H, Blyth, and G. O. Figsby.

While there was no indication to that effect on the returns, it later devel-
oped that the three last named were the wives of the three first named.

From the records in the case il would appear that the wives of the three
original partners were Included in the return in order to split the income be-
tween husband and wife and thus keep the individuals in a lower sartax
bracket with a resultant total saving in excess of $400,000 in tax for the
three years. .

In the revenue agents’ report dated QOctober 30, 1923 (p. 4) the following
statement is made.

“The examiner has never before Investigated a case in which there was
such obvious subterfuge employed to evade tax liability.”

Ernst & Ernst base their claim on certain so-called partnership agreements,
A copy of the most important of these 13 shown {n full in Exhibit B attached.

In regard to these agreements, it appears from the record that these were
probably dated back, as it i1s stated in a letter from E, G. Rarey, internal reve-
nue agent in charge, to the commissioner, dated January 27, 1925, that-

“While in Washington the week of January 8 I had the opportunity to ex-
amine to some extent the brief submitted by these taxpayers, and noticed
that they set forth two partnership agreements. When I returned to Cieveland
I talked with Revenue Agents Ward and Williams, and attached please find
letters from each agent setting forth the fact that they were advised at the
time of making thelr investigations that no partnership agreements existed
for the year 1918 or any prior years.”

On December 11, 1924, Mr, Nelson T. Hartman, Selicitor of Internal Revenue,
in a very convincing brief on the subject, determined that the husbands were
liable for the taxes on the income distributed to the wives. We do not think
there is any doubt as to the very suble handling of this subject by the solicitor.
(See Exhibit C attached.)

The tax evasion on the returns of the partners of Ernst & Ernst are under
investigation by the committee on enrcllment and disbarment, but there are
also other charges, which we summarize briefly as follows:

In the case of the Consolidated Iron & Steel Manufacturing Co., of Cleveland,
Ohio, it appears that there has been manipulation of invested capital, and that
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‘the munager of Hrnst & Ernst has admitted in writing that at the direction
of the former company they have knowingly made up a return contrary to the
internal jevenue laws and leble to a penalty assessment.  (See Exhiblt D
attached.)

In the case of Taylor & Boggls Co., Cleveland, Ohlo, there appears to have
been also a manipulation of fovested capital by Erost & Frnst,

In the case of Jones & Blankenship, Roanoke, Va., it appears that Ernst
& Ernat have rewritten the books on the installment basis instead of the
accrual basly, and in this work have used a former employee of the bureau,
Mr. W. G. Anderkon, whoe had formerly audited the books of this company
for the Government. It alvo appears Anderson solicited the work for Krnst &
Ernst and while he found a tax of over $9,000 in this case while working for
the Government he only found a tax of about $1,000 subsequently when work-
ing on the same case for Eranst & Frnst.

In the case of the Henderson Shipbuilding Co., of Mobile, Ala., it appears
that this company turned over te Ernst & Ernst all prospective refunds for
amortization that they might gocure in leu of payment on certain audit work.

We call your attention to the fact that Krnst & Ernst have handled cases
involving many miliions in taxes before the bureau, and if the above charges
are proved it will be very reasonable te conclude that large sums have been lost
to the Government through sharp practices in cases where such practices could
net well be discovered.

In clesing this subject on tax experts we arn attaching Exhibit ¥, which
shows how low the ethics of the profession has sunk in the case of Mr,
Osborn, of the firm of Seldman & Seidman, of Grand Rapids.

Mg, Oshorn tells taxpayer that his report was correct, showing a tax of
§6,500, but we can increase salaries and date the minute beok back to January,
1924, 8o as to reduce the amount,

In conclusion we repeat that every possible effort should be made to en-
courage and force a high standard of ethics among tax lawyers, accountants,
and engineers, as the accomplishment of this result will make the work of
the bureau much easier and give greater justice between iaxpayers.

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

Exumir B
JANUARY 18, 1018,

Whereas certain contingencles have arisenr not contemplated in our partner-
ship contract dated June 17, 1912, and it may become necessary for certain
of our partners and managers to devote all or mast of their time to duties out-
side of our busineas; and whereas it 13 advisable for us to arrange additional
financial backing, now, in consideration of the payment of §1 and other val-
usble consideration, we hereby mutually agree that, commencing with Jan-
uary 1, 1918, we will join together with Mrs. C. F. Ernst, Mrs. A. H, Blyth, and
Mrs. G. D. Figsby so that the six of as will be firmly bound together, having
in view the safeguarding of Ernst & Ernst as an organization, the terms of
this arrangement to be as follows:

First. All of us to share in the profits and losses as stated herein and assume
our full share of any future claime that may arise, but no consideration to
pass at any time for or account of good will at the termination of this
agreement,

Second. In the event of withdrawal or death, settlement to be made under
terms of existing contract dated June 17, 1912,

Third. This arrangement to apply to the profits and losses of Ernst & Ernst,
Cleveland, with the right of extending it upon agreement of all the partles
hereto.

Fourth. A. C. Ernst, L. W. Blyth, and F. H. Figsby agree to have trans-
ferred to thelr sald wives one-haif of their respective shares iu the profits or
losses of the business commencing January 1, 1018, thereafter a8 determined.
The understanding being that after the profits of Ernst & Ernst, Cleveland,
Ohlo, have been determined, then one-half of the shares belonging to A. C.
Ernet to be paid to C. F. Ernst, one-half of the share belonging to I.. W. Blyth
to be paid to A, H. Blyth, and one-half the share belonging to F. H. Figsbuy
to be pajd to G. 2. Kigsby, as compensation to sald wives for the responsibili-
ties they hereby assume.’ Should it. be determined that & loss has been in-
curred, then and in that event the said C. F. Ernst, A. H. Blyth, and Q. D.

92910—26—pr 1810
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Figsby shall contribute their share thereof In proportion to thelr respective
fnterests as set forth herein.

The sald wives agree to the above and to hold themselves ready to perform
such services as nay be requested by A. €. Ernst and to contribute such
amount of additlonal capital to Ernst & Ernst, Cleveland, as may become nec.
essary for the conduct of the business In Cleveland or in other citles, aud any
other ventures in connection with their business affairs, such additional capital
to be contributed by them pro rata to their interest in the profits and lossen,
or a8 may be mutually agreed upon. The purpose of this contract being to
make available the additional capital of sald wives and to provide for the
future, the conslderation here pussing is for these veasons.

(Bigned) A. C. ERNAT.

(8igned) I. W. By,

(8igned; F. H. Fiasny.
We hereby accept and agree to ablde by the terms thereof :

{8lgned) C¢. F. ErNeT,

(Signed) A. H, Buyrn,

A8igned) G. D. Fiasny.

Exuisir C

DeceMBER 11, 1924,
In re A. C. Ernst, A. H. Blyth, and £. H, Figsby.

Mr, CoMMISSIONER:

Reference is made to the proposed additional assessments against each of
the above-named taxpayers for the years 1918 to 1920, inclusive. Except for
minor adjustments the proposed assessments are based on additions to the
income as reported by each of them for those years of amounts reported by
their respective wives as income In their separate returns. My opinion has
;oeen requested as to the liability of the respective husbands for tax on this
ncome,

The income in question arises from profits made during the years aforemen-
tioned by a partnership of public accountgnts doing business under the firm
name of Ernst & Ernst and pald to the wives of the aforementioned taxpayers.
The taxpayers were the general partners of this accounting partnership. Dar-
ing the years in question it maintained offices in varlous citles of the United
States. Other men were local or limited partners with the taxpayers, particl-
piting with “em In the business of certain of the partnership offices. The
home office o1 che partnership was located at Cleveland, Ohlo. Prior to Janu-
aryélB, 1918, the partners of the Cleveland office were the three taxpayers and
H. C. Royal

On January 18, 1918, the taxpayers and their respective wives, Mrs. C. F.
Ernst, Mrs. A, H. Blyth, and Mrs. G. D. Figaby, signed the following instru-
ment. (The matter italicized is mine) :

Janvary 18, 1918,

“ Whereas certain contingencies have arisen not contemplated in our partner-
ship contract dated June 17, 1912, dnd it may become necessary for certain of
our partners and managegs to devote all or most of their time to duties outstde
of our business; and whereas it is advisable for us to arrange additional finan-
cial backing:; now, in consideration of the payrient of $1 and other valuable
counsideration, wé hereby mulually agree, that ocommencing with January 1,
1918, we will join together with Mra, C. F. Ernst, Mrs. A. H. Blyth, and Mrs.
Q. D. Figsby so that the six of us will be firmly bound together, having in view
the safeguarding of Ernst & Ernst as an organization, the terms of this
arrangement to be as follows:

First. All of us to share in the profits and losses as stated herein, and
assume our full share of any future claims that may arise, but no considern-
tion to pass at any time for, or account of good will at the termination of this
agreement.

g"'Second. In the event of withdrawal or death, settlement to de made under
terms of exiating contract dated June 17, 1912,

Third. This arrangement to apply to the profits and losses of Frnst &
Ernst, Cleveland, with the right of extending it upon agreement of ail the
parties hereto, ' _ ,

ce g
<
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Fourth. A. C. Ernst, L, W, Blyth, and F. . Figshy agree to have transferred
to thelr sald wives one-half of thelr respective shures in the profits or losses
of the business commencing January 1, 1918, thereafter as determined. The
understanding being that after the profits of Ernst & Eynst, Cleveland, Ohlo,
have been determined, then one-half of the share belonging to A, O, Ernst
to be pald to O. F. Erost, one-half of the share belonging to 1. W. Biyth to
be paid to A. H. Biyth, and one-half the share belonging to F. H. Figsby to be
pald to G. D. I'igsby, as compensation to said wives for the responaibilitios they
perely aqsume,  Should it be determined that a loss has been incurred, then
in that event the sald C. F. Ernst, A. H. Blyth, and G. D. Figsby shall con-
tribute their share thexeof in proportion to thelr respective interests as set
forth herein.

The #aid wives agree to the ahove and to hold themuelves ready to perform
suok wervices ax may be requested dy A. U. Brnst and to coniribute sucli
amount of additional capital to Ernst & Ernst, Cleveland, as may become neces-
sary for the conduct of the business in Cleveland, or in other citics, and any
other ventures tn conncetion with their business affairs, such additional capital
10 be contridbuted by them pro rata to their interest in the profits and losscs,
or, a1 may be mutually agreed upon. 'The purpose of this contract belng to
make aveilable the additional capital of sald wives and to provide for the
future, the consideration here passing is for these reasons.

(Bigned) A. . Ernsr
(Bigned) L. W. BLyTH.
(Signed) F. H. FigsnT.
We hereby accept and agree to abide by the terms thereof.
{Signed) C. F. ERNBT.
(Jigned) A. H. Bryryg,
(Signed) . D, Fiassy.

About January 1, 1918, the taxpayers transferred to their wives property
valted at several hundred thousand doliars, In affidavita to the commissioner
the wives aver that they had an understanding with thelr husbands prior to the
transfers above referred to that the wives were part owners of the property
transferred. Aside from the property tansferred as above mentioned, the prop~
erty o'vned by the wives was of little value and was of such kind that it would
not be considered as avallable for commercial purposes.

From 1918 to 1920 the business of Erpst & Xrnst was very profitable. The
wives rendered no services therein; they contributed no capital to Ernst &
Ernst or to their husbands. During the years 1818 to 1820, inclusive, ¥rnst &
Ernst distributed to the wives of the taxpayers partnership profits equal in
amount to those distributed by the firm to their respective husbands. The
wives and not the husbands paid tax on the profits distributed to them. The
unit now recommends that such proflts be addeq to the incomes of the husbands
for the years in question and that they be assessed additional tax baxed on this
inclusion. The husbands protest, contending that by the contract of January
18, 1918, such profits were not income to themselves but were income to their
wives,

The writing dated January 18, 1918, is not an instrument of conveyance or
assignment. It relates to the capital and future income of Ernst & Ernst,
of Cleveland, Ohio. By it no partnership assets are transferred to the wives,
nor i8 title to any of the partnership property to be trapsferred to them. The
writing provides:

“ Second. In the event of withdrawal or death, settlement to he made under
terms of existing contract dated June 17, 1912.” (The articles of partnership
of Ernst & Ernst.)

Thus the husbands are fo maintain title to the partnership assets. The
wives are to receive only a portion of the future profits of the partnership.
Moreover, the husbands do not assign a portion of their rights to pavtnership
earnings to their wives. The writing provides:

“The understanding being that after the profits of Xrast & Ernst, Cleve-
land, Ohio, have been determined, then one-half of the share belonging to
A, C. Erast to be pald to C. ¥, Ernst, one-halt of the share belonging to L. W,
Blyth te be pald to A, H, Biyth, and one-half the share belonging to F. H.
Figsby to be paid to G. . Figsby, as compensation * * »»

The husbands only “ agree to have transferred te thelr said wives” a portion
of their earnings. There is no present assignment,
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“The writing of January 18, 1918, is not an ngreement to make and it doex
not make the wives partners or subpartners of Ernst & Ernst, or of thelr
husbands. On January 18, 1918, X¥rnst & Mrast, of Cleveland, Ohlo, consisted
of four partners. The fourth partner, H. C. Royal, was not a party to the
writing of January 18. His assent would be necessary to make the wives
partners of Ernst & Ernst. Then the writing Is not in the usual form of a
partnerskip agrevment. There are no words used in it that refer to the
per ae pavtners, or to the relations to be establinvhed between them as that
of pdrtners. Further, the writing does not provide for a community of interest
hetween the husbands an wives as coowners of a business. The wives are
not made principals in the business with their husbands as well &s agents
thereof. The dual relation of prineipnl and agent is indispensable to the for-
mation of a partnership.” Municipal Paving Co. ». Herrlug (Okla.), 160
Pac,, 1087. Rowley, in his Modern Law of Partnership, vol. 1, p. 116, states
this rule as follows:

“ It is enough to say that an interchengeable relation of principal and ageot
between the parties s indispensable to the exlstence of a partnership.”

The writing of January 18, 1818, is not, accordingly, a partnership agree-
ment.

“ A the writing of January 18, 1918, does not transfer or assign to the wivey
any title In, or right to, property and as it does not establisk a partnership
between the partles thereto, it must be treated as nothing more than an ox-
ecutory contract.”

My op'nion I8 that the writing dated Juouary 18, 8, is not even a con-
tract. As stated in the beginning of this alleged coniract, the parties to it
are the husbands, They mutually agree to enter into an agreement with thelr
wives under terms there set forth, Then follows a recitation that the wives
will agree to those terms and that they will assume other responsibilities
not included in those terms. There next appears the signatures of the
husbands. RBelow them there appears the following:

“ We hereby accept and agree to abide by the terms thereof.”

The signatures of the wives appear below the above-quoted sentence, The
most liberal interpretation that can be given to this writing 18 that the
husbands agree with each other to make a contract with their wives, The
wives agree to accept the offer of their husbands when made to them. But
that does not make a contract between husbands and wives, Furthermore,
the husbands do not make a contract with each other, nor do the wives make
a contract with each other, because they only agree to ugree with others in
the future. As the writing is not a contract between the hushands and their
wives, nor a contract between the hushunds, nor a contract between the wives,
it is a nullity, -

If, however, I adopt the taxpayer's contention that the wrlting evidences
the mutual undertaking of the husbands and wives, my opinion a8 that it
created no obligutions, The writing fails as a contract for lack of certainty.
It is grossly ambiguous, It is impossible to determine with certainty from
the terms of the Instrument whether the promises of the partles thereto are
Jo'nt or several, or whether the wives promised each other or promised thelr
husbands, or whether the writing censists of an agreement between the six
partles or of three separate agreements between the three hiushands and their
respective wives, The uncertainty of parties and thelr relations te enrch
other makes the agreement nonenforceable, )

In addition to the uncer(ainty of parties, certain of the obligations provided
for in the writing are too indefinitely expressed thereln to he enforceable.
The writing provides that the wives agree to perform such services * as may
be requested by A, C. Ernst,” No provislon is made for the kind of service,
where it I8 t¢ be rendered, to whom it 18 to be rendered, and what compen-
satlon, if any, Is to be paid therefor. In Briggs v. Morris et al. (244 Pa,,
139; 90 Atl, 532) a contract in which service was a part of the consideration
was held vold for uncertainty the court said:

*“ It (the contract) places the promise of the defendants squarely upon &n
offer of services, vague and general ln terms and without lHmitation of time
or amount of gervices to be performed. The contrsct I8 80 vague, uncertain,
and Indefinite that 1t must be held te be unenforceable,”

The provision in the writing of January 18, relative to promises for service
is too Indeflnite to be enforceable.
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The writing of January 18, 1018, provides that the wives are * to contribute
such amount of additional capital to Ernst & Ernst, Cleveland, as may become
necessary for the conduct of the husiness in Cleveland, or in other citles, and
any other vencares in connection with thelr business affairs, such additional
capital to be contributed by them pro rata to thefr Interest in the profits and
losses, or as moy be mutually agreed upea.”

The writing provides no way for determining who i to decide the necessity
for capital, the amounts to be required, or what ventures are to be consldered
as carrfed on in connection With the business of Brust & Ernst. Even the
provision for contributing the amount of capitai * that may become necessary "
is too vague to be enforceable, (Hrwin v. Ersin, 25 Als, 286; Canet v. Smith,
149 N. Y. 8. 101; Blackstone ». German Bank of Baltimore Olty, 87 Md. 8302;
39 Atl, 856,

Furihermore, the proportions of additional capital to be contributed is left
to future agreement, This s very objectionable because the parties may never
come to an agreement, As to provisions for future agreement, Williston, in his
work on contracts, volume 1, page 87, says:

“ Bspecially a reservation to either party of a future untrammeled right to
deternine the nature of the performance, or a provision that some matter shail
be settled by future agreement has often caused a promise to be too indefinite
for enforcement.”

“The writing does not provide for the terms under which the wiven are to
contribute capital. Are they to loun the mouey? If Bo, is interest to be paid
thereupon? This I8 a very pertinent inquiry in view of that portion of the
writing providing that wpon withdrawal and death “settlement is to be made
under terms of existing contract dated June 17, 1912 The existing contract
referred to is the articles of partnershlp theretofore entered into of Ernst &
Ernst. By taking the two providons together it 18 possible to construe them
as providing that the additional capital contributed by the wives iy to be paid
upon settlement to the husbands. Under this construction the husbands could
get back all the profits pald to the wives by Ernst & Ernet.

1t Is my opinion, therefore, that the provisions of the writlng relative to the
contributions of capital are too vague and indeflnite to render them enforceable.

The writing provides:

*The purpose of this contract being to make available the additional capltal
of sald wives and to provide for the future, the consideration here passing is
for these rensons.”

Thus the prine.pul conskicration purported to be furnished by the wives for
the promises of their husbouds is thelr obligation to furnish udditional capital,
As this obligation is unenforceable, it is my opinion that all the obligat.ons
set forth In the writing should be deemed nonenforceable. The alleged con-
tract i vold for nncertainty, ,

The contentions of the taxpayers that any uncertuinty has been cured by
performance under the contract by the parties is untenable. The only per-
formunce since the writing was executed has been payments made to the
wives. These did not give the wives any rights not acquired by the execution
of the ulleged agreement. In Briggs v, Morrds (244 Pa., 139; 90 Atl, 532)
the court said:

* It must be held that nayments on account of a void contract can not glve
it form, nor muke precise and definite that which lacks those qualities. If
the pu’yments were made without cons.deratien, they were voluntary pay-
ments.”

My opinion is, therefore, that the husbands were under no contractual
obligations to distribute to their wives any portion ~# the partunership profits.
Snch prodis as were distribunted to the wives should be censidered as gifts
to them from thelr husbands. ‘The husbands should be liable for tax thereupon.

I am further of the opinion that were this writing of January 18, 1918,
sufficiently certain in its provisions to be enforceable, the husbands would
still be liable for tux on the profits of the partnership pald to their respective
wiven. As pointed out above, the writing is not an agreement to meke and it
does not make the wives partners or subpartners of Ernst & Ernst or of their
husbands. Farthermere, the writing of Januaxy 18, 1918, 1s not an undertaking
of the partnership of Ernst & Ernst. That partnership is not a party to the
writing, for H. C. Royal, the fourth pariner, ig not made a party thereto.
The husbhands do not purport to contract as partners of Ernst & Ernst. Ac-
cordingly, the writing of January 18,'1918, can not be taken as establishing
a partnership obligation, and sums= paid by Ernst & Ernst to the wives are



8809 INVESTIGATION OF BUREAU OF INTERNAL REVENUE

not partoership expensss. They constitute payments of profits belenglug to
the husbands and made on thefr behalf. Accordingly, the husbands as partners
should include in their tax returns all the profits of that partnership with
the exception of the profits belonging to Royal, the fourth partner. The por-
tion of the profits pald to the wives may then be deducted from the gross
incomes of the respective husbands if the payments meet the requirements of
the law relative to deductions. (A. R. M. 25; 2 C, B, 102; L. 0. 912.) Section
214 of the revenur act of 1918 provides in part:

(@) That in computing net incomre there shall be allawed as dednctions:

“(1) All the ordinary and necessary expenses pald or incurred during the
taxable year in carrying on any trade or businesy * * "

It is my opinlon thet the paymemnts to the wives by their husbands can not
be considered as ordinary or necessary business expenses.

The payments made to the wives do not constitute business expense. I
think the husbands and wives did not intend to contract under the terms and
for the purposes expressed In the writing of January 18, 1918, It is difficuit
to belleve that men engaged in & lucrative business would for purposes of
profit agree to pay half of thelr probable gains in exchange for indemnity
against half of their probable losses. The husbands were engaged in tle
practice of accounting. Thelr wives were not accountants. It is very difficult
to belleve that the husbands intended to employ the services of thelr wives in
their business. The only other consideration that the husbands were to
receive in this unbusinessiike arrangement was the promise of the wives to con-
tribute capital. The husbands had ample capital to carry on thelr business,
The only property of any conseguence the wives owned had been glven to them
by their husbands only a fcw days before the partles executed the writing of
January 18, 1018, Looking at the whole transaction, I am of the opinfon that
the husbands and wives did not intencd to enter into business relations with
ench other and thay the writing of January 1R, 1018, s not an expression of
thelr true intentions. Where the parties do not intend to make the contract
the law does not meke one for them. Centrai Paving Company v. Highland
Park (164 Mich. 223; 120 NW. 48).

My conciusion is, therefore, that Messra. Ernst, Blyth & Figsby are indi-
vidually lMable for tax during the years 1818 to 1920, inclusive, on the profits of
Ernst & Ernst paid to their respective wives in those years.

Nerson T. HABTUON,
Bolicitor of Internal Revenue.

D. H. BLAIR,
Commissioner of Internai Revenue,

Approved, December 20, 1924,

-

ExuiBiT D

CLEVELAND, June 18, 1521,

THEE CoNSOLIDATED IroN & STEEL MANUFACTURING Co.,
Clevelond, Ohio

(Attention I. T. Kahn.)

GENTLEMEN : We have made certain changes in the 1920 income and profits
tax return of your company, ut your direction, and submit the same in dupli-
cate herewith. ‘These changes consist principaliy of the exclusion as & de-
duction from invested capital of appreciation of permanent assets, and of in-
cluding as a dedaction from income depreciation of such appreciated values,
a portion of this depreciation not being shown on your books.

In this connection, we desire to state that we assume no responsibility what-
soever for the changes made in the return, nor do we believe them to be in
accordance with the internal revenue laws and regulations pertaining thereto.

The revenue act of 1918 applying to the return in question is peculiar to
prior revenue acts in that it provides certain penalties for failure to prepare
the return in accordance with the regulations of the Treasury Depariment.
The penalty provided is 5 pe> cent of the understatement of tax together
with intetlrest gt the rate of 1 per cent a month on the amount of such under-
gtatemen
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We assure you that we are always desirous of serving the best interests
of your company and are writing merely to avold any misunderstanding in
the future.

Yours very truly,
L. ©. Wiiues,
Manager Federal Tas Department,

o Bximnir B
[Confidential report)

DEetrorr, MIcH,, March 28, 1925,
Mr. Georog H. Near,