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REVENUE ACT OF 1942

MONDAY, AUGUST 10, 1042

Unrren Sraves Senate,
Commyerer oN Fivance,
Washington, D. 0.

The commitiee met at 10 o, m., pupswsnt to adjournment, in room
812, Senate Oflico Buililing, Senntor Waltei® ¥, (jeorge (chaivman)
presiding. e T

The Casamman, "The committee will pleaso eome to ‘arder,

The commities expeeted (0 hava & short. exceutive session, bu
since quite o ngihber of the Senators are ot here promptly this
morning, we will hold an expeubive sasion just before the nogn hour,
sy at 11:45, PR Lo :

i muka th&t statemenit so it some 6F the 7
nnining hey® on that dawn saktst, will be at, libey
about 11: 4% ‘ R o )

We will Jie glnd to have you stgy anyway. ¢ %

Wo hnvd here this morning quito & number of ~witnesses on
centngo defletion.  Mis- Boeporter, y’m%ﬂvlﬁl frlense insort this I
addressed g the chaifmun and giving the Hst-of all of the associn
and or un%imm that are repagented in the Genbeni Depletion Gom-
mittee tor the Petrolenm Tndiistey jnto the record. ¥ el

(The lettek from the, General Depletion CommitteoFor the ,fetro«
leum Industrg, referred to by the chuirmen, is s follows:) ¥

o GENERAT, DEPLEEON COMMUTIRY
o PoR R IIeRoLEUM Tnigaiey,
Washtngion, D, C., aluyﬁs‘f 10, 1248,

etisnry officilils re-
t(ij;,‘be at enseumtil
'\'*,: w

&

Hon, Wararen B, Grores,
Chairman, Nenate Pogance Commitien,
Washington, D, 0, ot Ed '
Dear Mu. Ciramman : Bollowiug tho pBounceget By roprosentatives of the
Trensury Department {lint they proposed 1o wifost to Congress drastie chavuges
10 the depletion Inw affecting petroleunn and other mineral industries, & moeote
Ing was called throughont the petvolenm territory for the purpese of planniog
& proper pregentntlon of testhmony setting fordr rim views of the petrolenm
Induatry In regord lo this proposal. .
The produetion diviston of the peivolewm Industry operates thronghout a
namnber of Stotes. It was our conclpsion thaf It wonld be Impractienble for
separate individual representatives of the compuntes affufed fo come from ol
these States and appenr here before your cominitiee. In order to facliitnte
this It was determined to ereate a genorai depletion committes composed of
representatives from vartous associatfons nrganized frowd the production branch
of th's Industry.  This committoe wis evented with J, O, Huntor ad Basseld 8,
Brown ag cochindrmen, and Tom Payae as swerettiry, shd the tile for thiy
;\m‘?puml‘y organizatlon was the General Pepletlon Committes for the Petroloun:
naustry.
In order o fucther faeltitate the heorings, this Genernl Depletion Commitice
han gelocted a fow witnesses to prosent the eage for all thore particlpating o

1809
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the organization of this General Depletion Commitive.

REVENUE ACT OF 1042

‘We have previously

gubmitted to you the names of the wiinesses selected, as follows

Hon. Thos. P. Gore, Oklahoma City, Okla.
Col. H. B. Fell, Ardmore, Okla.

J. E. Moorhead, Oil City, Pa.

Ralph 1. Davls, Plitsburgh, Pa.

On yesterday My, J. E. Moorhead, after a serious illness of only a few hours,
died, and we ask permnission to substitute for him the name of George Hol-
brook. of Wellsville, N. Y., who will present the paper prepured by Mr.

Moorhead.

In addition to ke witnesses appearing in person, we will desire to submit
certain statements by certain individuals and associations which may, if per-
mitted, be filed in the record. For your information the associations repre-
sented in the General Dopletion Committee, and the names of their representative
on this committee, are as follows:

Name Association Address

James B. Allison. . _.ceone- N s ‘I Gasolf Agsocinti of | Box 1569, Tulua, Okla,
morlen.
G D, Almen. .o veveammiae Osage Qil & Gas Lesseos Association.. G'ﬁﬁxo‘ Wlnnu(n;k?n Co., Konnedy
f, T
DT Andrus. oo aeaen Bradford Distrlet Pexmsylvanis Ofl | Fulton Bldy., Brad(ord, Pa.
Producers Assoclation,

Paul R, Bishop.... Kansas Independent Oil and Gas

Frouk J. Blaiso
Burdette Blue
Russell B. Brown snd 11,
B. Foll
w.J. Brundrcd“....
Y. A Oalvert. -ooonne o
Arthur M. Campboll and
B. A, Hardey.
H. L, Carnahan
Warren 8, Churchill
O. W. Coughlin...
Ralph E. Davis._..
Fayeite B, Dow.oeconeeen

Jos, E. Keller....
Philip N. Faine. .

Richord Fenton. ...
Goorge O. Gibbons
Goorge Holbrook. ...
J.C. &mnwr and Clarel

W. A, Looker. . ammenanes
Baird B, Markham........

Association
Illlnolq-lndluna Potroloum  Associae

tion,
l\lid-()untincm Oil & Gas_ Assocla-
tion (Kansas-Oklahoma Division),
ln(lomndcnt Potrolowin Asgociotion of

(/m\mll ]’m\mylvanin 01l Producers
Assoclation,

Ol and (s Agsoctation of Michigan. .

Mid-Continent Ol & Gas Associn-
tion (Lonisirna-Arkansas Division).

Loutsiana Petroletn Assoeiation

Ameriean Aﬁsoclutlon of Oftwell Drill-

in¥ Contract

Callfornia Ol1 \md (Gas Assoclation. ..

Araurl%nn Ciag Association (Natural-

w3

The Ponnsylvama Grade Crudo Ol
ducers Association,

Natlonal Petroleum Assoelatton.......

O)clllo PerAnuylvarda Grade Qil Pro-

ucers
National Stripper Woll Assoclation.
Calitornin Stripper Well Assoclutlon .-

Mid-Continent Ol & CGas Associa-
tion (Texas division).

New York State 011 Producers Asso-
ciation.
id-Contirient Ofl & Gas A

T'ri-Btate DPetroleum Association for
Dofense Coordination,

Indo l;ndo'nt Refiners Association of

ornia,
.epundnnt Gos Producors Associa-
tion of Ohio.

¥ L -
1o ], R 14

p;, 3
S

George McGrath.

D. G. Powell and Howatd
‘Whitehill.
Walter M. Prlddy..,.-...

Owners Mmala
Oklahomn Strlppor Well Assnnlnuon .

Esst Texas Ol Amclathm ........ e
dent O} Men of New Mexico.

Kalthlz Qnail
L7 S,
Edwin Roblnson..._w...
1.D. Sondem*. | SO

13( L. Bawyers..
wy

arl 1. 8

3
.| New Menxl

ohlu QGos and Oll Mon's Association. .

Wxst Vliruimm Ol and Natural Gas
850¢Inl

W&stﬁemml Toxas Ol and Gas Asso-

Lima Orude Oil Improvemont Agso-
clation.

Oll and (as Assoslation..

o2llicl"ourth National Baok, wmmm,

36 Jast Wacker Drive, Chicoago, 118

42'(5 Nguonal Bank of ’I‘ulqa, fulsa,

Tulsa, Okla,

Care of Bx'undmd Oll Corporation,
0it City, P,

Saginaw, Ml ch.
Slattery Bldg., Shroveport, La,

Hibernin Bldg,, New Orloans, La,
407 Phiitower Bldg., Tulsa, Okla,

Care of Richfield Ofl Corporation,
Richfield Bldg., Los Angules, Calif.
171'9 Unlon Bank Bldg., Pittsbwgh,

I)J(; Té(lunsey Bldg., Washiugton,

930 Muusoy Bldg., Washington,D.0.
Now Straitsville, 6h

Subway ‘Torminal Bidg.,
Angeles, Callf,
P. 0. Box 1617, Dallas, Tes.

Care of Hmdlci/ Produoh\g Qorpora-
tion, Wollavl
308 "Tulse Blag., 'i‘ulau, Okla,

Evansville, Ind.

458 South 8pring 8t., Y03 Angeles,
alif,

P. O, Box 148, Wooster, Obio,

50 Wost juth 8t., New York Olty.

Care of Melitoy Ol Co., Amaﬂllo
B% , Amarilfe, Tox

711 World Bldg., [‘ulsa, Okla.

Uare of szbtrm Ro{alty Corporation,
dg., Tyler, Tox,

., Artesia, N. Mex

") Columbus Ohio.

812 Jacobs BIGg., Falrmont, W. Va.

Breckentidge, Tox.

Rogwell, N, Mex,
Cygnet, Ohito.

Los
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Name

Assodlation

Addross

Fred Sohmann...._.......

North ‘Fexas Ol and Gns Assoclation.

1198 City National Bank Bldg.,
Wighita Falls, Tex ¥

C. O. 8pleer...ovaeeacennn. Han Jouqufn Valloy Oil Froducers As- | Rrepublic Potroloum Co., 811 West
sociation, 7th 8t., L.os Angeles, Oalif.
George W, Strawn......... Sm;tlilcm Oklahoina Oiland Gas Asso- | Admore, Okla. .
ciation,
E.J. Sulltvan. . Ky N Ofl and Gas Assocl- | Box 006, Casper, Wyo.

Esrl D, Wallace.._.

ation.

Kentucky Oil and Gas Asgoclation. ...

2056 Walton Blgg,, Lexington, Ky,

C. P, Watson and W, ¥,
Gels,
H.E. Zoller..caumuennenees

Oli Producers Agenecy of California....| 1036 Subway Terminal Bldg., Los
Angeles, Calif.
c»;{p of Derby OIl Co., Wichita,

ans.

Western Potrolenmn Refiners Assocl-
ation,

Very truly yours,
J. C. HuNTER,
RussriL B, BrowN,
Cochairmen.

The Cramman. Scnator Gove is the first witness listed. Senator
Gore, will you please come around ?

STATEMENT OF HON. THOMAS P. GORE, OKLAHOMA CITY, OKLA,,
REPRESENTING MID-CONTINENT OIL & GAS ASSOCIATION AND
INDEFENDENT PETROLEUM ASSOCIATION OF AMERICA

The Cramyan. All right, Senator Gore; we will be very glad to
hear from you.

Mr. Gore. Mr. Chairman, my name is Thomas P. Gore. My home
is Oklahoma City, Okla., and my office address is 525 Union Trust
Building, here in Washington. At present, I am engaged in the
practice of law, for reasons too delicate to mention. ’

I appear, Mr. Chairman, at the joint request of the Mid-Continent
Oil & Gas Association and the Independent Petroleum Association
of America,

These associations represent the industry at this hearing,

1 shall confine my remarks to one issue, and that issue is this; the
present law provides that in the ease of mines, oil and gas wells and
timber there shall be a reasonable allowance for depletion and for
depreciation of improvements.

'he present percentage depletion, as related to oil and to gas wells,
is 2714 percent on the gross income from the property, in no case to
exceed 50 percent of the net income. That is the present law. The
oil industry urges this committee to retain that law as it is and to
preserve the present policy, which has worked with such marked suc-
cess. :

The Treasury Department urges this committee to repeal that law
and to substitute for percentage depletiofi, what is known as cost
depletion. The oil industry asks you to retain the present law. The
Treasury asks you to vepeal the present law and revolutionize the
present system.,

That is the issue which is here joined. The oil indusiry regards the
present law, in the Presenl; circumstances, as essential to its success
1f not to its survival, and the industry regards its survival as essen-
tial to the effective production of petroleum and itg products and the
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‘industry regards petroleum and its products s sssential to our mode
of life, as organized at preseut.

The industry and the ‘l‘rea.‘surg agree upon one point, that petro-

stry does not wish to dispense with
the indispensable. :

In the past, the race has gone through what is known as the
Stone Age, the Bronze Age, the Iron Age, and it is havdly too much
to say that this is the Oil Age, becnusé oil is indispensable to our
industry and social life as constituted at this time, Our civilization is
geared to gasoline. Petroleum and its products are indispensable to
our civilian life to the arts of peace, and indispensable to the arts
of war. Petroleum is indispensable to the prosccution of war. You
cannot wage mechanized war without it; you cannot win mechanized
war without it. It is an old military proverb that Ged Almighty
is on the side that has the heaviest artillery. Napoleon said that
God is on the side that has the last reserves. That might be para-
phrased to say that the God of battle is on the side that bas the

argest oil reserves, and I have no doubt that the Germans and the
Japanese fear the triumph of those who have the largest oil reserves,

Japan has been pouring out blood and treasure without stint to
conﬁuer the oil fields of the Far East. She has captured the oil fields
of Burma and the Indies; she has paid the blood price. Germany
is waging war to conquer the oil fields of the Near East, She is
now making s desperate effort to capture the o1l fields of the Cauncasus.
She is not haggling about the price of what she needs to win; Hitler
is not haggling about the price of the indispensable, )

I have here a copy of Collier’s magazine, an article by Seccretary
Ickes, It indicaies the location of the oil fields of the world and
indicates the desperate struggle now waging to control those oil
reserves,

Mr. Chairman, we are in a fortunate position with reference to
these oil reserves. Nature has favored our land and it is not neces-
sary for us to make the struggle that our enemies nve making in
order to conquer the oil fields of the world.

What is proposed? What is the point in this controversy? The
Treasury Department says that if you appeal the present law and
abolish the percentage depletion, it would save, insofar as the oil and
gas wells are concerned, $80,000,000 a year.

Think of it! $80,000,000 a year! Enough to run this war for
u little more than one-half a day; enough to run this war for about
13 hours and 13 minutes, I will say. :

Nuw it is proposed to abolish the system in qrder o obtain $80,000,-
000. It is proposed to abolish a system which has secured to us a
current supply in excess of current demands and reasonable reserves
for the future. & ‘

Now, Mr. Chairman, I speak for those who are producing petroleum,

-all thosd who have their time, talent, money, and labor devoted to

that industry. But T speak not for the producer alone, I speak for
the consumer of oil, for without the producer the consumer would o
unprovided for,- . o

I speak for the 30,000.000 that own automobiles, whether rationed
or not; I speak for all those who use pétroleum: either on the farm
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or in the factory, as a source of power without which their present
industry could not continue as it has in tho past. -

Now, then, I cannot say, while I speak for the producer and con-
sumer In a way, it does not lie in my mouth, as I say, that I speak
for the Army, the Navy, and the Air Corps. I cannot say that I speak
for our embattled forces wherever the four winds blow. I cannot
say that I speak for those who go down to the sea in ships, or for
those who outstrip the eagle in its flight. I cannot say that X speak
for those who are today defending our far-flung battlements, und who
are fighting our battles out upon the rim of the world.

Mr, Chairman, this committee speaks for them. That is your duty.
They are your charge. The Constitution of the United States has
committed their interest to Congress and not to the Department of
the Treasury. Congress alone, Congress and Congress alone, is vested
with the power to provide for the common defense, the power to
declare war, the power to raise and support armies, the power to
provide and maintain navies, the power to lay and collect taxes
to pay the debts and provide for t}m common defense and genera
welfare of the United States. ‘ .

Congress and Congress nlone i charged with the duty of raising
rovenue to f)rovide for the common defense, and for the general wel-
fare, and I believe that the cause which I now present io you is
essentially alike to the common defense and to the general welfare.

The oil industry asks you to maintain the present status. Now,
when the Treasury Department asks you to change the existing
gtatus and to supersede a system that Kas worked with signal sue-
cess, the burden of proof devolves upon them to convince you that the
change is not only desirable, but that the change is necessary. In
order to meet that task and to bear that Burden yon weould assume
that the Treasury Departmient would undertake to demonstrate that
the present system has not succeeded, that the present system has
failed, that it has not provided an adequate supply of oil for current
needs and has not provided a reasonable reserve for the future before
they ask you to change a system which was designed to bring about
those results, and which has brought about those results,

The Treasury Department undertakes no such task as that. On
the other hand, the only complaint, as I can make it out, is that the
Krescnt system has worked too well. Tt has worked so well that it

as ceased to be necessary. It has worked so well in the past that it
is not needed for the future.

-That would remind one of the captain of a ship who would under-
take to change the rudder of his vessel in the midst of a storm, to
change the keel of his ship in the midst of a storm, not because the
keel was not strong or sound and safe, but because the keel was
better than was necessary, and it was a waste to use a better keel than
necessity demanded. Now, that is the argument of the Departinent
of the Treasury. and they ask you to change this system which has
provided us with an ample supply for the present and reasonzble
reserves for the future. :

Tor what? The Becretary of the Treasury says for $200,000,000
under these proposed rates.. -As I said, $200,000,000 would run the
war for about 1 day and 9 hours, and for that, for the mere dust in

7600342 ~2
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the balances, they undertake and they ask you to abandon a system
which has provided security for the present and will provide security
for the future.

There is one statement in Secretary Ickes’ arvticle, one sentence
which T call to your attention. He says the future of the world
depends upon the control of petroleum reserves, and he says America
needs oil statesmanship today.

America needs oil statesmanship today. Upon that we will all
agree. I believe that America has oil statesmanshir today. I know
Amcrica had oil statesmanship in the past, and I believe America has
0il statesmanship this day as well as then. ,

I need not teﬁ this committee that from time to time Congresg has
been subjected to more or less criticism in days gone by, and I need
not tell this committee that in my view, much of that criticism was
undeserved, most of that criticism was nndeserved. Congress has
been subjected to much criticism that wag undeserved, and it has not
always received the credit to which it was entitled, and I come now to
a concrete case; at least judged by the lights of the Treasury, and 1
shall undertake to show that the poliey of this Congress and this
Government, with reference to oil reserves and oil production, as o
measure deliberately adopted to accomplish a given end, no mensure
in all the history of Congress has better answered the hopes of those
who enacted it. ‘

Mr, Chairman, it happens that, as a member of this committee, I
offered the amendment to the Revenuo Act in 1918 which laid the
foundation of our present depletion policy. I claim no special
credit for that. The credit was shared by the committee and by the
Congress. It bappens that T know the reason why that amendment
and that measure was adopted; I know what it was designed to ac-
complish; and I know how well it has answered the hopes of those
who passed it.

What was the situation then? That amendment was offered as a
war measure. We were then in the toils of World War No. 1. That
war was, in part, mechanized, but nothing in comparison with th
present. : :

Petroleum was indispensable to our success, and our production
was running 60,000 barrels a day behind our consumption.” The sup-
ply was 60,000 barrels a day less than the demands of war. The price
of crude o1l was $2.19 and our oil reserves were sufficient for about
14 years in the future. That was the condition “which we confronted
then, and it was a condition and not & theory which confronted us.
We needed more oil then and in the future and in order to insure
the future, the amendment which I proposed was adopted, an amend-
ment basing depletion ugon the discovery value. That measuve has
been in operation now about a quarter of a century, and changed, in
the meantime, to percentage depletion, as I shall show.

What is the situation today, Mr, Chairman? Our daily production
is now three times as large as it was in 1918. Our daily potential
production is in excess of our daily demands. The excess of current
production to current needs is substantial. Today we are producin
4,000,000 barrels of oil per day. Today the average price of erude o1
is $1.13 instead of $2.29 and today our reserves are three times as
large as they were when that measure was adopted. Then less than

1
i
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7,000,000,000 and now more than 19,000,000,000 barrels in our known
resorves. What that measure was designed to accomplish has been
accomplished. Congress adopted that measure as a means to an end,
and that end has been achieved.

What I say the Senator from Rhode Island—if he is present—is
he present?

he Criamman, Yes.

Mr. Gore. The Senator from Rhode Jsland can bear witness to
what I say. He is the only member of this committee today who was
s member of that committee then, His fingerprints are on that
legislaiion. e shares the credit of its enactment, Mr, Chairman, I
am the only other man now living who was a member of that com-
mittee then. The rest have all gone their way, but their wisdom was
sufficient unto their day. More than that, their wisdom and their
foresight was sufficient unto this day. That legislation stands now as
a monument to their memory and to their statesmanship,

May I not say in passing that it was 28 years ago—and maY I not
say in passing that a quarter of a century hence, when others shall sit
in these places and someone shall stand where I now stand com-
menting upon your labors as I comment upon theirs, I hope it ma
be said of you, as I say of them, that your statesmanship was suffi-
cient unto your duy and your generation.

But the Secretary of the Treasury says that it certainly cannot be
contended that this depletion allowance contributed to exploration
or discovery. Ie suys there are grave doubts as to whether it wade
any substantial contribution to the discovery of oil. In other words,
Daniel comes to judgment and says all this might have happened any-
way, that Congress %md no foresight and deserves no credit.

Mpr. Chairman, it would vever be possible for Congress to earn any
eredit for any measure if, after its measure has achieved the intended
results, and some Daniel, as I say, comes to judgment and says, “The
thing would have occurred anyway.”

Of course, nobody can tell what would have happened if what did
lmﬁ)en had not happened.

re Secretary’s argument reminds me of the complacent father who
was telling hig little 7-year-old girl that if he had never met and
married her mother she would never have been born. The little girl
casnally said, “That would not. make any difference, mother could
have married somebody else anyway.” ,

That is what the Secretary’s argument comes to.

Gientlemen, we are not forced to rely upon arguments of this sort.
I think we have two concrete cases which demonstrate the efficacy of
this legislation, Gentlemen, when that measure was passed in the act
of 1918 the annual production of oil in Pennsylvania was 7,000,000
barrels. Soon after that the curve of ‘production began to rise, and
today Pennsylvania is producing 20,000,000 barrels of oil a year.

When that measure passed western New York was producing 600,000
barrels of oil a year, and today western New York is producing
4,000,000 a year. I know these quantities seem small, and they are, in
o way, but these oils are extremely valuable on account of their large
lubricating content. ' o

Your yield from that oil is 20 to 22 percent, while western oils yield
only 4 or § percent. Now there is one concrete proof, .

.
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I think another can be found in this circumstance: The act of 1918
established depletion on the discovery basis. The act of 1926 substi-
tuted percentage depletion for discovery and depletion, insofar as oil
and gas wells were concerned, but Congress did not make the shift to
metals, minerals, copper, iron, and the like until the act of 1932, and
then instead of placing upon minerals a percentage depletion of 2714
percent it limited depletion to 15 percent.

What has been the result? T will not sy we are in desperate strais,
but we are in urgent need of copper and in all other inetals essential
to our war effort. If the depletion allowance for copper had been as
high as 2714 percent T doubt not it would have stimulated the dis-
covery of other mines and increased the copper production.

Congress applied the proper principle, but did not malke a sufficient
allowance.

What is the situation with reference to copper today? The Gov-
ermmnent is paying the copper companies 12 cents a pound for their
respective fixed guotas, and the Government is paying the copper
companies a premium of ¢ cents a pound for every {)ound of copper

quota, and yet,
in the midst of this war, the Department of the Treasury asks you
to abandon the percentage allowance, not only with reference to copper
and the other metals, but with reference to petroleum itself.

Mr, Chairman, sometimes it is possible to profit by the experience
of others, What does Canada do in this vespect? Canada has granted
a percentage depletion allowance of 30 percent. It is now 33 percent,
to he exact. The basis is different but the principle, the motive, the
object, are the same. Tndeed, Canada has gone one step further, and
in the case of dividends declared by companies entitleé to the deple-
tion allowance, Canada grants allowances of 10 percent to the stock-
hglder W?o enjoys the dividend as a payment in the way of return
of capital.

Wep have sent missions to Canada to study her price regulations
and other measures, and there she has set an example which we may
well observe, because it was our good fortune to set the example in
the first instance. . '

Now these are long-time policies, Mr. Chairman., The amendment
adopted during the World War did not accomplish this result at
once. The price of oil continued to advance until it reached $3.50
a barrel, Then came the crash of 1920 and 1921, and speculative
businesses, like the oil business, must necessarily be—were the worst
and the first sufferers in the depression.

The price of gasoline advanced for a time.

1 have here an extract from a report made by a subcommittee o”
the Senate Committee on Manufacturers, the chairman of which was
then the former Senator La Follette.

This {mlicy, as I say, on account of the depression and for -other

eing a long-range policy, had not_gotten into full swing
and operation, and in this report the La Follette committee said

‘that if the present tendeney continues, in 10 years the United States

will be importing one-half of its petroleum from foreign countries.
One-half!  Today our imports are negligible.

*The report went further and said.&fut if Targe oil companies were
permitted to manipulate the situation,the people of the United States
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must be prepared to pay as much as a dollar a gallon for gnsoline,

A. dollar a gallon! - Now that was an investigation made in 1922,
after the depression when the price of gasoline%ad gone up. That
situation has been changed unti’ our current supply exceeds our cur-
rent demand and our known reserves are ample for the immediate
future. *

There is one remark here I wish to address your attention to. Sen-.
ator La Follette said, “A few oil concerns were permitted to manip-
ulate the oil business and oil prices.” Some people imagine that
four or five large integrated oi} concerns dominate the oil business
and dictate oil prices, There are several large integrated concerns
which exercise an influence in proportion to their size and their acti-
vity. It cannot be otherwise, but, Mr. Chairman, the oil business
today is a competitive business. I have here the statistics from the
Bureau of Tnternal Revenue for the year 1939,

For that year there were 5,206 concerns engaged in the production,
or in the effort to produce oil and gas—5,206 concerns engaged in the
industry. Of those 1,656 showed a net return, a net income, whereas
2,982 showed no net income but it shows how sanguine the businoss is.
Those figures do not quite check, as the Bureau said, on account of
certain inactive concerns. The business is not monopolized.

Mr. Chairman, I wish to take time out for a moment and tell the
committee what this is all about. I do it rather for the record than
for the members of the committee, because what I shall say shall be
elementary.

Now the law provides for reasonable allowances for depletion and
for deprecintion of improvements in respect to oil, gas, and mines.
Now what do those terms mean? They are confusing to the lay-
man. I will begin by pointing out the distinction between the two.
Depreciation relates to those things which are made by human
hands, to things which are manufactured and which wear out by
use, and which can be replaced when worn out. The law wisely
allows a depreciation for ordinary wear and tear, so when o business
concern wears out its tools and machinery it has a fund with which
to make purchases and replace them and proceed with its business.

Now depletion does not relate to things made with human hands.
Depletion relates to natural resources, to resources which are ex-
hausted, which are removed from the ground and which can never
be replaced. When once removed, they are removed forever.,

But, Mr. Chairman, the owner of an oil or gas well, or mine, when
he removes his conunodity from the ground, he hae diminished his
capital. Every ton of coal and every barrel of oil removed from the
ground diminishes the owner’s capital to that extent. The day comes
when his reserves are entirely exhausted and when, if he is to con-
tii.ue in business, he must go out and by exploration and operation,
discover new sources of oil, gas, or copper.

Now the Government has wisely provided for & depletion in sauch
cases in order to replace the capital as it is removed from the ground
go that when one mine or one well is exhausted the owner can, and
perhaps in the meantime has, by exploration and otherwise made .
provision to acquire other oil territory, other mines, and to proceed
with his business.



1318 REVENUR ACT OF 1942

That is not any more important to the people engaged in the busi-
ness than it is to the general public whom they serve, and who mugt
be served with these indispensable commodities, It 18 a wise public

olicy.
P No)\:v‘ there are different kinds of depletion. On the basis of cost,
on the basis of discovery value, or fair market value, and on a per-
centage basis. We have tried them all.

Now to illustrate the cost basis, I can take a simple example. It
is not quite parallel, but it illustrates the point.

Take n shoe merchant in this town who buys and sells 100,000 pairs
of shoes a year. He pays $6 a pair on the average and sells them for
$8. At the end of the year he has sold shoes costing him $500,000 for
which he hag received $800,000. That must be said to be his gross
income, but his gross profits were $300,000. From that you subtract
his expenses and arrive at his net income. and upon that you levy a
tax, No one would levy a tax on the $500,000 which was merely
replacing the capital with which he bought the shoes.

Congress had no disposition to do that and Congress has no power
to do that. Even a direct tax on land must be made in accordance
with the rule of apportionment.

Wae tried the cost depletion, in a way, in the act of 1916. Oil
companies were allowed to deplete on the basis of cost, in a way, If
in that venturesome business a man paid $1,000 for a lease and bought
in oil property worth $100,000, he was allowed to deplete on the basis
of $100,000.

But this thing happened, which I set up as a red light warning
afainst rushing through an open drawbridge. The act of 1917 came
along and levied a graduated excess-profits tax. :

There were five brackets, I believe, and the highest bracket, over
33 percent profit on invested capital, the tax was 60 percent. The
concern was allowed to deplete on the basis of $1,000.

Those little concerns, wildcat concerns, had very little invested
capital, and when they had to pay 60 percent on all their profits over
8314 percent it ﬁractically grostrated many, many oil companies then
engaged in the business and indispensable to its continuance.

he act of 1918 remedied that defect.

Mr. Chairman, wise taxation, scientific and just taxation, takes into
account the character of the business to be taxed, the character and
characteristics of the subject to be taxed. It would be as unsound to
tax things that are unalike as if they were alike, as it would be to tax
thmﬁs that are alike, as if they were unalike,

The o0il business is the most capricious, the most uncertain. The oil
business is little more than an organized risk. It is an organized
hazard. Every well that is drilled involves a risk,

. Now that must be taken into account when you come to tax the oil
industry, and that explains the action and wisdom of the action on
the Kart; of Congress.

There is only one way that this business can be carried on, and that
is by wildeatters, the explorers getting out in advance, exploring new
territory and bringing in new fields, taking a chance, running a risk,
and sooner or later bringing in a discovery well,

Mz, Chairman, in the United States last year there were 3,113 wild-
cat wells drilled. That was in new territory. Of that number 486
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roduced oil. There were 2,700 dry holes, all of which cost perhaps
20,000 or more apiece, and some a quarter of a million.

Now you cannot run this as if it were a conservative business like
the shoe factory or the shoe merchant, You have got to take that fact
into account.

And, Mr. Chairman, those 486 wells had to pay out their own cost
before they ever paid a dollar of net profit to the owner and they
had to share a part of the losses on those 2,70¢ dry holes. You cannot
insure today against a dry hole, Mr. Chairman.

The oil business, drilling dry holes which are indispensable, must
charge the expense of the dry holes against the wells that produce.
I will give you two classic illustrations. Governor Marland of my
State went to Oklahoma in the early days and obtained 20 leases from
the State on school lands, contragted to drill a test well on each tract,
drilled 19 dry holes on the first 19 tracts at a cost of a half million
dollars. The twentieth well produced. There was no depletion
allowance and the $500,000 was a total loss. With the depletion allow-
ance, when he discovered the final well, he would have received some
compengation for the risk he had taken and for the losses he had
sustained. Grant Stebbins, another promoter, drilled 27 holes before
he brought in a producing well. Now, of all the wells drilled, one-
fourth are dry, one-fourth never pay out, or only pay out, and the
other one-half must pay the expenses not only of their own discovery
and drilling, but in the long run, must bear the expense of the other
half that were drilled and never paid out.

That is what this depletion allowance is all about. That is the
character of the oil business. That is the only way it can be main-
tained. The prc-ducingl:‘ wells must pay for the bad wells, and Con-
gress, in its wisdom, has made some provision to cover that con-
tingency. -

ow it is like this: Take a tobacco farm down here in Virginia
that has been producing tobacco for 800 years; we will say it is a
100-acre farm that had been tuke care of. It produces as much
tobacco today as it did 300 years ago. The owner has his capital
invested in the farm. He is content with a reasonable annual return
on that investment. That farm will produce as much tobacco 100
years from now as it does today, and the owner will be content with
a reasonable return on his invested capital.

Let us assume that an oil well was brought in in Virginia, and
let us assume that it was on the adjoining tract, and it came in a
fair producer.

Now, the owner of that well-—judged by certain standards worked
out in Oklahoma, it would be a free-flowing well-—the ownor during
the first year of that well’s life, would get 63 percent of all the oil 1t
would ever produce.

The second year he would get 20 percent of the total output, the
third year 12 percent, and the remaining 5 percent would be spread
over the remaining years of its existonce.

In 20 or 25 years that oil well would be a memory or a tradition.

Now, then, no owner of an oil well ever gets $1 of net profit until
the entire expense of the well has been returned to him. Not $1.
The well, I say, must pay for its own birth, and it must pay the funeral
expenses of those that were brought in dead.
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That is the experience of this business, and it cannot be run any
other way.

One object of this legislation is to maintain the birth-rate, to insure
that a sufficient number of new wells are brought in from time to
time, discovery, and other wells, On the other hand, one of the main
objects is to preserve and prolong the life of these wells. Xvery well,
no matter how deep, becomes a stripper well, that is, a well that pro-
duces from, say, 8 or 4 barrels a day down to 3 or 4 gallons a day.

Some of the stripper wells in Pennsylvania, which have such a high
lubricating oil coutent, are operated although the yield is only 3 or 4
gallons a day.

Mr, Chairman, we have in this country today 400,000 oil wells.
You will be surprised when T tell you the average production of those
wellg is less than 10 barrels a day apiece. Three hundred thousand of
those wells are either marginal or stripper wells. That is, the return
upon the oil, the value of the oil only exceeds the expense of operation
in a very, very slight measure. When it costs more to 1ift the oil out
of the well than the oil will bring, the well is abandoned,

"This percentage depletion makes it possible to keep the little wells
alive. Yousay, “Well, what of it? They only bring in a few gallons,
or a few barrels a day.”

Mr, Chairman, that ig true, but those 800,000 marginal or stripper
wells produce a million barrels of oil a day. They produce one-fourth
((if our e?tim output. Shall we abandon them and lose that daily pro-

uction '

Mr. Chairman, that is not the worst of it.  'When you abandon those
wells, as a rule, you abandon those fields where they have been drilled,
and those 800,000 wells represent one-third of our entire oil reserves.
Of all our 19,000,000,000 of reserves, one-third would be largely lost
if you closed down those stripper wells, and when you shut down those
wells, they go to water and all the king’s horses and all the king’s men
can never restore one drop of oil to production.

That is what you face when you abandon this policy.

The Cramman, Senator Gore, you have had practically an hour
and we have » large number of witnesses on this one question.

Mr. Gorgr. Yes, sir. T will make one more point, Mr. Chairman,
and that ig in regard to the taxation of the o1l business. I appre-
ciate the necessity for taxes, and the oil business is not shrinkin
from its burden. It is willing to bear its share of taxes, increase
taxes, willing to bear the 45 percent on its earnings or income. It
is willing to bear 90 percent on excess profits, if that be the pleasure
of the Congress, but Mr. Chairman, the oil business rates as the third
largest business in this country. It owng one-twentieth of our na-
tional wealth; it enjoys one-thirty-third of our. national income; and
the oil business pays one-tenth of all our taxes levied by the Na-
tional Government, the State, and local Governments combined. Tn-
cluding school districts, there are 175,000 taxing units in the United
States and the oil industrv and its products pay one-tenth of all the
taxes paid, or $1,800,000.000 a year.

Gasoline alone pays $1,300,000.000 a year. :

The total value of all the crude oil produced in this country each
year is $1.585,000,000 and the industry and its products pay $1,800,-
000,000 of taxes.

“
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b O(f course the added value by processing enables them to hear the
urden.

Now just one further word: The Sccretary estimates that $200,-
000,000 will be saved to the Treasury by abolishing the depletion -
allowance and other allowances. I think, Mr. Chairman, that the
Secretary has viewed too small an arc in the circle of events, He has
mistaken the part for the whole.

Now taking $200,000,000, one-third of that would be $66,000,000,
but the part chargeable to percentage depletion would be about two-
thirds of that. Now when he says he can take that money and drill
as many wells, 8,100 wells in a year, he overlooks the expense of
exploring and determining the location, which costs thousands and
thousands of dollars, sometimes on a single location. He overlooks
the expense of exploring perhaps twice as many locations which were
never drilled out, and he overlooks the fact that while 3,100 wildcat
wells wero drilled, nearly all of which were dry, more than 4,000 wells
were drilled on proven or semi-proven territory, edge wells which
turned out to be dry and unproductive,

With this allowance, he will have to drill all the wells, wildeat
wells and other wells, in order to maintain this industry at its
present production.

Now, My, Chairman, you can repeal this law and say we will save
$200,000,000 to the Treasury, or you can allow it to stand and can
assure a reasonable supply of oil for the present and future. You can
have either one or the other. You can have the $200,000,000 or you
can have an assured supply of oil. Take you choice. You cannot
have both. .

. I do not speak for my sponsors, I speak for myself alone when I

say that if you gentlemen feel certain that you can abandon this
present policy and substitute cost depletion in its stead and at the
same time you can have the same assurance of a sufficient supply
of oil for the Fresent and for the future; then I say strike it out,
liut 1}11111035 you feel certain of that, don’t cut the pound of flesh nearest
the heart.

Don’t bet, the success of the future against $200,000,000.

I thank you.

Senator Barkrey. Mr. Chairman, T would like to ask Senator Gore
a question, which he can comment on in a sentence or two., -

The complaint which has been made b?l the Treasury in regard
to this depletion allowance affects lnrgely oil and gas?

Mr, Gore., Yes.

Senator Barkrry. Not the minerals?

Mzr. Gore, Not so much,

Senator Barkrey., The minerals are about 15 percent as compared
to 2714 percent for'the oil and gas wells, What is your view as to
the merits of the difference between the depletion allowances in oil
and gas and in minerals{

Mr. Gore. My judgment js—and I do not speak as an expert, of
course—I think that this committee ought to increase the percenfage
depletion on copper in this legislation, notwithstanding the arrange-
ments the Governinent has made to pay a premium to the copper
concerns of 6 cents & pound. I think it woulle stimulate production.
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I think it is essential in either case, and this depletion allowance
a8 to mines covers all these rare minerals, that we are searching the
earth to discover.

"Mr. Chairman, I would like to reserve the right to submit a sup-
plemental statement in further answer to S:nator Barkley’s ques-
tion, giving an historic background to the schedule of percentage
allowances. These percentages were not fixed ad capitandum. The
were the result of several investigations, both official and unofficial.
One of the investigations indicated that the discovery depletion al-
Iowance on behalf of metals in a period of § years amounted to a little
more than 17 percent of the smelter return, which was the gross selling
price of the ore. But when Congress substituted percentage deple-
tion, in the case of mines, it fixed the percentage at 15, which time
has proved was too little. Fortunately the percentage allowance on
behalf of oil and gas was neither too little nor too late,

(The supplemental statement referved to is as follows:)

SUPPLEMENTAL SRATEMUNT or IIoN, THoMAS P. Gonw, Okranoma Ciry, OKLA.

The offelal investignttfons referred to led to the conclusion that an allowance
for depletion of 2714 percent of gross income from an oll or gas property, If lim.
ited to 50 percent of the net income from property, would accomplish an equitable
result. In a study made by the Bureau of Internal Revenue while the Rovenue
Act of 1026 was under consideration, covering the tax returns of G0 represente-
tive producers of ofl, it wag found that under the depletion provistions of the
Revenue Acts of 1918 and 1921, which were based upon discovery value, the
depletion allowances to these representntive producers for the H-year period
1918 to 1923 amounted to 40.83 percent of thelr gross income. When percentage
depletion was consldered and adopted by Congress in 1926, it was with (he full
acquiescence of the Treasury Department and the only question for deciston was
the oue of rate. In view of the aforementioned study, as well as other studies
made by governmental agencies and also by the oil industry itself, the Senate
fixed a rate of 30 percent of gross income. In conference with the House, the
rate was fixed at 271 percent of gross income with the following explunation
(sce amendment No. 6 on pp. 81-82 of the conference committee report—H. Rept.
No. 856, 69th Cong., 18¢ 8ess.) :

‘The administration of the discovery provision of existing law in the case
of oil and gns wells has been very difficult because of the discovery valuation
that had to be made in the case of each discovered well. 1In the interest of
simplieity and certainty in administration the Senate amendment provides
that in the case of oil and gas welly the allowance for depletion shall be 80
percent of the gross income from the property during the taxable year. The
provision of existing law lmiting this amount to an amount not in excess
fo 50 perceut of the net income of the taxpayer from the property s retained,

“The House recedes with an amendment providing that the depletion deduc-
tion based upon gross income in the case of an oil and gas well shall be 27%
percent of that income Instead of 30 percent, * * »”

Subsequent to the enactment of the Revenue Act of 1926, the Division of
Investigation of the Joint Committee on Internal Revenue Taxation made a
comparative study with regard to the results arising under percentage depletion
and under discovery value deplotion. Since the provistons of the 19268 Revenue
lAct were retroactive to the year 1925, this was the last epportunity to mnke
such a study and, accordingly, a comprehensive report covering the yenr 16286
was prepared for the joint committee. Therein, it wasg brought out con-
clusively that the 27%-percent rate was entively equitable, The report con-
cluded that— ‘ . .

“When the average price of oll in the United States is at $1.65 per barrel, as
it was during 1925, the effect of the provisions of the Reveune Act of 1926 nre
such as to slightly reduce the depletion allowed the oil .industry. '"Thig reduc-
tion, however, falls entlrely on the lessors as the depletion allowed the lessees
is practically what it would have bheen under the 1024 nct, . .
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“As to future yeurs, if the price of ¢oll goes above $1.65 pei barrel the depletion
will be greater under the 1920 ack; if It gaes below $1.05, it will be less uuder
the 10:6 act.”

The percentage depletion provisions as applicd to the mining industry were
not adopted by Congress until 1932, Untii that time, this industry had con-
tinned to receive allowances for depletion based upon discovery value, how-
ever, the administration of same had progreseively become more and more
difficult and costly, It was due to these great administrative difficulties that
the committees of Congress in 1032 eliminated the discovery depletion allowance
in favor of a percentage of income provision,

The percentage rate was determined by studying the average of the deple-
tion ailowed under the discovery value method, taking the weighted average
over a B-year period; and it was found that in the case of metal mines this
amounted to slightly in excess of 17 percent of the smelter return, which was
the gross selling price of the ore.

The rate of 16 percent, which was acceptable to the metal-mining industry,
was agreed upon by the Congress more or less as a compromise, and was con-
sidered conservative In view of the fact that it was considerably less than
the avernge rate that was allowed over the prior years.

Now I wish to point out that in the case of both the ofl and gas industry and
the mining industry the rates or percentages of income, by which the deple-
tion allowances were measured, were arrived at by means of extensive studies
conducted by the Burean of Internal Revenue and the staff of the Joint Com-
mittee on Internal Revenue Taxation. Also, these rates were fully supported
by studies made by the industries themselves. Furthermore, and in each In.
stance, the rates finally fixed by Congress were couslderably less than the
percentage which the depletion allowance under the prior system bore to the
taxpayers gross income.

The Cuamman. Thank you very much, Sonator,
Mr. Gore. I am sorry to have transgressed on your time.
The Cramman. Colonel Fell.

STATEMENT OF HAROLD B. FELL, ARDMORE, OKLA., REPRESENTING
THE PRODUCTION DIVISION OF THE PETROLEUM INDUSTRY

Mpr. Fero, Mr. Chairman and members of the committes, my name
is Harold B. Fell, of Ardmore, Okla. I am an engineer by pro-
fession, and have been an independent oil producer for 22 years.
My appearance here is as a witness on behalf of the production
division of the petroleum industry, representing 41 associations with
members engaged in the production of petroleum throughout the
United States. -

Ropresentatives of the Treasury have recommended the .elimination
of the deduction for percentage depletion and also the elimination
of the option to expense intangible development costs Thley made
the same recommendations before the Ways and Means Committee
of the House and, as you know, it was reported that the comuittee,
after extended hearings, rejected the Treasury recommendations by
a vote of 21 to 4. We, of the natural-resource industries, are con-
vinced that the provisions in question aré proper and should be con-
tinued without change or moxiﬁcution.

Regarding the development of the congressional policy of en. .iv-
aging the search for and maintenance of adequate petrolenm reseives,
it'is unnecessary for me to add materially to what Senator Gore has
alveady said.

There was an actual shortage of petrolewm at the time of the last
World War.  Unquestionably Congress and the country as s whole
were definitely concerned over that shortage of supply and reserves.
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- As a result, Congress adopted a policy, the purpose of which was to
éncom"%;e the development and- maintenance of an adequate oil sup-
Ely e contend that the congressional policy of encouraging the

nding and development of adequate. petrolenm reserves found ex-

pression in the Federal income-tux laws through provisions which
would encourage oil producers to senrch for new sources of suppl
and at the same time would provide at least a part of the 'fund).;
to risk in that search. It was to this end that the Revenue Act of 1918
provided for discovery depletion, and it was for thig reason that
Congress has concurred in the continuation of Treasury regulations,
adopted in 1917, which permitted the oil operator to elect to deduct;
the intangible costs of drilling and developing oil properties from
current annual income,

The changes made in the original discovery provisions and the
adoption of percentage depletion for oil in 1926, and for mines in
1932, represented only changes in form for the purpose of adminis-
trative simplification without any change in the basic concept and
certainly without any change in the method of carrying out the
congressional policy, The policy of encouraging the discovery and
maintenance of petroleum reserves through the medium of the income-
tax laws and regulations was obviously more than a mere theory of
taxation. Although the use of the tax law as a vehicle for carrying
out, that policy may have vepresented an experiment in statesman-
ship in the first instance, the continved use of that vehicle for 25 years
indicates that both Congress and the country as a whole were satis-
fied with the method adopted and the results obtained.

The Treasury has frequently challenged the percentage depletion
provisions and they have been thoroughly reviewed at previous ses-
sions of Congress. The administrative officers have 1 effect re-
%ested Congress to forget the lessons learned in the last World

/ar and to discontinue the tax provisions which encouraged the
operator to search for new reserves. ‘Lhroughout this period Congress
refused to abandon its long-range policy. =

The quantity of petroleum needed in the first World War was very
small when compared with requirements of the present war. The
demands for {)etroleum resulting from this war may be such as to
call for supplies far in excess of those presentli avuilable. The
very existence of tho 19 to 20 billion barrels of known oil reserve

is proof of the wisdom of Congress in adhering without deviation

to its policy of encouraging the discovery and maintenance of our
petroleum reserve. This reserve is one of the few strong weapons
with which this country entered the present war,

The wisdom of the congressional policy is further demonstrated
by the practical advantages which have resulted from the use of tax
incentives in currying out that policy. You know that prospecting
and drilling for o1l involve an enormous hazard. The venture money
necessary to carry on the search must be substantial in amount and
available in cash. It will not be available unless left in the business
or put into the business s the result of effective incentives, The tax
provisions under consideration have operated to encourage producers
to rerisk their earnings in exploration and development and to induce
investors to put new risk money into such entorprises. The oil in-
dustry has been built around these provisions which have operated so

o
v
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successfully for the past 25 years. They have encouraged the devel-
opment cf a free anf{) competitive industry and the seaurch for new oil
reserves which has resulted in this country having larger known oil
reserves than any other country.

The Treasury is now apparently of the opinion that our existing
reserve is adequate. The Treasury’s optimism is not shared by
others who are fully informed concerning the existing facts and
trends in the oil industry. See, for example, the speech’ of Robert E.
Allen, Asgistant Deputy Petroleum Coordinator, in ¥Fort Worth,
Tex., on Gcetober 16, 1941, where he said: .

With respect to the status of the known crude-oil reserves of the Unlted
wtates, the atiached chart demonstrates the fact rather strikingly that, con-
trary to popular belief, an overabundant known underground crude oil regerve
does not exist in the United $tates at-this time. It shows clearly that the
Ameriean petroleumindustry must continue exploration and discovery activi-
tles with even greater intensity than in thte past, in order to locate new supplles
of oil, if the oll withdrawn from the known flelds for current uses is to be
offset and If a continnous and adequaté supply of petroleum for national defense
is {0 be maintained, ) )

Alveady the oil reserves of our Allics in the East Indies and Burma
have been lost to the enemy. The oil reserves of the United Nations
in the Caucasus and in Iran and Iraq are now seriously threatened
and may be seized and used by the Axis Powers. The importance
of oil in the present war ig pointed out in an article by Secretary
Ickes appearing in the August-15, 1942, issue of Collier’s. Our supply
is not inexhaustible. Every potential barrel of our production in-
cluding that from stripper und marginal wells must be kept avail-
able. We must assure ourselves and our Allies of adequate reserves
for a long war. If we are to meet such requirements, we must make
every effort to continue the production from present wells and to
explore for and develop new reserves,

Every year the numerical odds against the discovery of new re-
serves Incrense and the amonnt requived to be risked in each ex-
plovatory venture becomes greater. The record discloses that for the
3-year period, 1334-36, it required 280 dry holes for each new major
pool discovered (meaning, by major pool, one which will produce
20,000,000 barrels or more.) Mowever, for the more recent 3-year
period 1938-40, it required 700 dry holes for each major pool dis-
covered. Furthermore, there has been a decided decline in the recover-
able reserves per pool since 1934. The average oil reserve per pool dis-
covered in 1934 was 19,400,000 barrels, whereas the average per pool
discovered in 1941 was only 1,200,000 barrels. If this downward
trend continues or grows worse, then the amount of risk monoy
re«gxired will increase proportionately. .

bviously, unless there is enough incentive, in the way of a pos-
sible margin after taxes in the event of success, the risk money re-
quirled for exploration and development will seek a safer place to
work,

The difficulty in obtaining risk money cannot be overemphasized.
The money for wildeatting cannot be obtained by bank borrowin
on the security of wildeat ventures, or from sale of stock, Most of 1t
must come from the industry itself, The Petroloum Industry War
Council, in a rvecent official report to the Petroleum Coordinator,
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expressly emphasized this characteristio problem of the oil industry
in the following statement : o

‘The industry relies upon the over-all difference between cash income and cash
outgo to provide the funds for exploration. Wxploratlon is a controlluble
expenze. In a broad sense that amount remaining after meeting ail other
expenses is allocated to exploration With constantly increasing tax levies such
remainder correspondingly decreases. Tax assessments are in fact direct
charges agalnst funds otherwise avallable for exploration. (See cxhibit A
for full text of report.)

In the same report the Petroleum Industry War Council, which
was appointed by the Petroleum Coordinstor, and which made its
investigation at his request, stated clearly that the maintenance of

roduction from stripper and marginal wells is one of the objectives

or which the retention of the statutory percentage depletion allow-
ance is essential. Another reason for encouraging the maintenance of
stripper and marginal wells is the fact that they are distributed
geographically over widely separated parts of the T},nited States, and
thus form important local reserve supplies, available in the event of
emergencies. Many stripper-well areas lie relatively near the eastern
seabouard and are now of great strategic importance.

These findings of the Petroleum Industry War Council’s committee
are fully supported by the more detailed and amplified statoment
which, as reported by the Oil Weekly on March 2, 1942, was prepared
for the War Production Board by the Office of the Petroleum Coordi-
nator. The statement indicated {!.e désirable level of knowu reserves
would exceed the cxisting gquantity by 80 percent or more, Tt was
stated that the “estimate of reguired drilling in the United States in
1942” included 4,000 exploratory wells, this being “nearly 29 percent
greater than the 8,118 wildeat wells drilled in 1841, which was an all-
time high.” After analyzing the demands for essential uses, and mak-
ing allowance for curtailment of nonessential uses, the Petroleum
Coordinator’s Office, as reporied, concluded that, “because of the none
too satisfactory level of knowii underground reserves, exp]umtory
activity Earticularly, must be pressed with increasing intensity.”
(Sce exhibit B for full text of Oil Weekly artacle.)

The oil industry is constantly urged by Government officials charged
with the responstbility of assuring this country of adequate reserves,
to prosecute its exploratory efforts to the utmost. 'l‘y];ical of these
appeals is the following excerpt from an article by D. R. Kuowlton,
Director of Production, Office of Petroleiin Coordinator, appearing
in the 0Qil Weekly of April 13, 1942: ‘

‘We have about 20,000,000,000 barrels In reserve, bul new reserves must be
found to win this war. The situation is serlous. Last year was a good wild-
catting year, but new discoveries were disappolinting. 'We need better tools to
find oil. Al companies are urged to contlnue bagsic regearch In the finding of oil.

Further evidence of the increased demand for petroleum and the
need for increased exploratory effort is brought out in the Bureau of
Mine’s reports on oil production and stocks for the first 5 months, 1942,
These reports show that the demand for the first § months of 1942
gxcee(lled that of the same period of 1941 by approximately 42 500,000

arvels. C C ' :

We submit that no legislative action should be taken which would
retard exploratory drilling. - Oil fields' cannot be delivered “on de-
mand.” They can only be discovered by fong scienitfic seavch and

\
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exploratory drilling over large areas. This is necessarily a continu-
ous process. If prospecting 1s discouraged, the exploratory organi-
zations now maintained would necessarily be reduced or abandoned.
When it is discovered that additional ol reserves are immedintely
necessary, it may be impossible to meet the emergency. Organiza-
tions would have to be assembled and trained and large areas explored
and]drilled with the result that needed reserves would be discoverd
too late.

Duspite the congressional policy and degpite the downward trend in
discovery of oil reserves amlpthe ncrease in consumption of our exist-
ing supply, the Treasury continues to recommend the elimination of
the provisions for percentage depletion and intangible development
costs. . .

Too much confusion has arisen from repeated attempts to shroud
these decisions as highly complicated and techmical mysteries and,
without an understanding of their application to the business involved,
to condemn them with labels imputing unfairness, special treatment,
unwarranted loopboles, and the like. The charge that the petroleum
industry enjoys any “special privilege” arises, no doubt, from a lack of
complete knowledge of its operating conditions and from the misun-
derstanding resulting therefrom. There is certainly a real distinction
between “specinl privilege” and the recognition of specinl conditions.

Among the special conditions which exist in the‘oil industry are the

following :
EXPLORATION AND LEASING

Qil and gns are exhaustible natural resources. Only by drilling
can the presence of the oil or gas be definitely determined. There are
certain %ucts ascertainable in advance of drining which tend to indi-
cate presence of oil or gas. Some of these can easily be seen. O:hers
can be observed only by trained technicians. The fields easiest to find
through scientific methods available have already been discovered and
the Lunt for new fields becomes more difficult and costly as time goes
3:\:11 l:llost producers do extensive exploratory work before a well is

rilled. '

The oil producer must acquire and pay annual rentals on 2 number
of leages in both proven and unproven territory to have even a
reasonable chance of a future supp}y of oil or gas. Notwithstanding

reliminary exploration, most leases so acquired are unproductive,

he cost of acquiring and holding these leases is one of the necessarr
costs of the oi(} prori’ucer. In no other business is the source of cost
of future supply more indefinite.

) [
EXPLORATORY DRILLING

The peculiar nature of the oil producer’s business is further illus-
trated by the risks attending the drilling of exploratory wells. For
example, only 486 out of 3,113 wildceat wells drilled in 1941, or 16 per-
cent, were productive, Every well drilled presents the distinet possi-
bility that it will not repay its cost. A dry hole is a liability. It must
be plugged and abandoned, at an additional cost. . The portipn of nll
driiling costs such as labor, freight, fuel, water, and so forth, which
cannot be salvaged, is-exceedingly high, fn cases of strictly wildcat

H
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wolls, these costs are mnecessarvily much greater than the average.
Accordingly, the oil producer must spend large amounts in drilling
with the knowledge that where a dry hole is drilled the investment
will not be repaid. It would be well to note that out of the 29,916
wells drilled for oil or gas in 1941, 7,147, or 24 percent, were dry. Even
if ‘he gets production, there will be many instances where the full
investment will never be recovered.

ADDTITONAL  DRILLING

In most lines of business, after the building of a successful plant,
the proprictor is not required to begin the immediate building of
additjonal plants. The oil operator 1s not so fortunate. After he
completes a commercially productive well on a Jease he is usually
l'coﬁuired, by the covenauts of the lease, to drill one or more additional
wells because ofi—

Trirst. The provisions of most oil and gas leases and the laws of many
States require the lessee to proceed with the development of proven
pmverties in a manner reasonably consistent with the best interests
of the farmer and other royalty owners.

Second. The completion of a commercial well will usually result
in the drilling of wells by ather opcrators on adjoining properties,
which may cause the drainage of the oil to adjacent properties. There-
fore, the operator to protect himself, the farmer, and other royalty
owners must drill offset wells,

Third. Additional wells are necessary to outline the oil-producing
pool and to make it possible to utilize most effectively the best con-
gervation practices. Since one of the purposes of such wells is to
define the limits of the pool, many of such wells will fail to produce
sufficient oil to repay the cost,

MAINTAINING PRODUCTION

Finally, the peculiar nature of the oil producer’s business is illus-
trated by the necessity fov additional expenditures to continue pro-
duction. Production results in the depletion, not only of the oil in
the pool, but also of the natural forces which lift the oil. 'Therefore,
every producer must eventually resort to mechanical or other aids to
production, if he expects to extract the maximum recoverable oil from
the pool. The use of these aids necessitates spending substantial
amounts of money, which in many cases exceeds the original cost of
developing the lease. .

When the oil producer has to resort to these methods of maintaining
production his property is approaching the marginal or stripper well
classification. Il)'he stripper well operators necessarily resort to sec-
ondary recovery methods, which methods involve the drilling of addi-
tional wells, the erection of water treating and pumping plants or
compressor plants for the introduction of water, gas, or air into the
formation, Unless such methods can be used successfully, stripper
well properties must be plugged and the underlying reserve lost.

All[ o}) these peculiar circumstances prove that the oil-producing
buginess is extremely hazardous and that increasing amounts o
money must be plowed back into every venture. The peculiar cir-
cumstances whic{: attend the discovery and production of petroleam

ot
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clearly discloge the fact that the typical producer is in fact a wild-
catter, & producer, and a stripper operator. He does not advance
from one phase to the other but meaintains all three phases at the same
time. The proceeds from his existing flush production is the source
of his “plow back” funds which he uses to carry on his concurrent
wildeatting and stripper well activities, :

The Secretary of &e Treasury suggested to your committee that it
would have cost the Government about one-third as much to have paid
the cost of drilling all the wildeat wells drilled in 1941 as the revenue
which the elimination of the provisions in question would produce
at the 1942 proposed rates. The inference was that the Government
could have pocketed the difference. In making that suggestion the
Secretary lost sight of the fact that the exploratory effort involves
a great many costs other than those attending the actual drilling of
a well.  In addition to the cost of drilling the wildeat wells, the Scere-
tary shonld have also included in his computation the cost of geological
and geophysical work, including the costs attending core drilling;
seismograph, torsion balance and gravity meter surveys; the cost o
acquiring undeveloped lenses including lease bonuses, title and legal
expenses; annual delay rentals on undeveloped leases; the muintuining
of land and scouting departments; the cost of drilling the 4,084 addi-
tional dry holes drilled in 1941 in the exploring and development of
proven and semi{)roven areas; and the costs attending the ex*ﬂom-
tion, drilling, and development of noncommercial producing wells.

The Seeretary has also mentioned a case of a leading oil company
a8 being the owner of a number of oil properties costing $3,000,000
and on which percentage depletion of $3,600,000 had been allowed at
the time only one ¢uarter of the oil had been recovered. It is
assumed that the example was offered as supporting his charge of
“special privilege” and as proof that depletion should be limited
to the bare cost of each producinég propert{l. The answer to the
Secretary’s example is that the deduction, when limited to the cost
of a particular property, offers no incentive to institute the search
in the first instance, and provides no funds with which to continue
the search. As early as 1918, Congress concluded that it was ad-
visable to permit u deduction which could exceed the cost of a par-
tieular property in order that the funds so derived could be used in
search for new sources of supply and to compensate for losses on
dry holes and nngroﬁtabie properties, and the other unysual hazards
.and costs of the business. The elimination of the deductions would
result in the abandonment of the congressional policy. If the con-
gressional policy is not to be abandoned, it wiﬁ be for the reason
that Congress is still of the opinion that the continued exploration
for new sources of petroleum is of ‘greater importance to the Nation
than is relatively insignificant revenue which would result from limit-
ing the tax deduction on each producing property to its cost,

e hava understoed ihat the provisions under discussion were
authorized to provide the incentive necessary to compensate for those
hazards and inherent burdens and to give the venturer some insurance
against being taxed on more than is truly vet income. If any man
would glibly say that the visks of the business of finding oil are not
so unusual as to justify these ﬁ)wvigions, let him examine the record

" of losses, failures and violent fluctustions of income and outgo in the

76003—42~-vol, Z--—3
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business, Better still; let him consider whother He would risk his
own capitel in an exploration and development vemumf; and be con»
tent to reckon his curient income as if every dollar of that capital
were well and safely invested. . : ; ERURS

REGULATION PERTAINING 10 INTANGIPLE DRILLING AND DEVELOPMENT
) - - EXPENSH . S Gt

. The.Tvensury’s present regulation with respect to intangible drill-
ing and development expense has been in effect for 2 years and was
the direct outgrowth of the serious doubt in the mind of the average
oil operator as to whether, when he had expended money for drilling
a hole in the ground, he could soundly conclude that he would ever

e, his money bock. The basic principle of the regulation is that
the oil-producing taxpayer elécts with respect to intangible drilling
and development expenditures, either to deduct them from income
in the year in which they are made or to capitalize them and appor-
tion the deductions over the productive life of the property. It should
be clearly understood that when the oil operator has once made his
election, 1t is binding on him for all future years. The only ones who
now have an option under this l'e%ulation would be those engaging in
the oil-producing business for the first time.

This regulation is not an example of special favoritism or ill-con-
sidered action. On the contrary, it reprosents the careful decision of
the Treasury Department’s own engineering and accounting staff, after
a thorough study of the facts peculiar to the business of preducing oil
and natural gas. Prominent among the facts which existed were:

(1) Every drilling for oil or gas represents an enormous risk, even
if 1t results in a producing well. There is never complete assurance
that the well will be productive nor, if productive, that production
sufficient to pay the cost of operation will endure beyond the first

ear. ‘
Y &2) It is often impractical to distinguish or to allocate expenditures
as between development and operation. ‘

. (8) Accounting by petroleum producers, both individual and cor-

porate, and both before and after the inception of the income-tax law,

reflected these peculiar fact conditions.

. Some operators charged off currently all expenditures for intangi-

bles, such as labor, fuel, honling, and expendable supplies; jothers

capitalized all expenditures with respect to the property until it be- .
came commercially. productive, and thereafter charged intangible

expenditures to expenses; others caﬁitalized all expenditures for in-

tangibles and. wrote them. off over the life of the property, ... . .=

.. None of these metheds resulted in an unressonable determination

of the jncome. Accordingly, the Treasury Department, pursuant to

the polic;y of determining income in accordance with reasonable, rec

oszed accountm%' methods, consistently applied, renched the con-

clusion that there should be a choice of methods, Provision for such

# choice was first made in a Tronsury regulation in 1917, 4

. Although tho language of the regulation relative to the election

was changed somewhat in pubsequent regulations, such changes were

nothing more nor less than the straightforward steps of a fully in.

formed Treasury stoff toward irmplanting in the income-tax law a

L
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choice- ¢ alternative: methods which had been found to produce s
reasonible' determination:of taxable income. according tothai circup:.
stances. . The!full text of the provision now known as gection 19.28
(m)-18 of Regulations 103 appears ini an appendix to this statement.
(Seeexhibie C) . -~ . - . .

‘The stutement of the Treasury Pepartment before the House com-
mittee that the eluction to charge intangible development costs to
expenss was equivalent to & “double deduction” is not warranted by
the facts or the original intent of the statutes or regulatory provisions,
"This expenditure is not allowed as'a deduction from income but one
time. 'The deduttion of intangible development cost is not depletion.
Unless the fact is kept in mind confusion over the effect of the election
is likely ‘to result. :

I will try at this time to give you a brief explanation as to why the
election does not, result in a “double deduction” and at the same time
how the provision operates to provide additional risk money.

The estublishment of the option did not rest on the narrow ground
of a technical definition of “capital items” or of expense. The regula-
tion recognized the fact that, even if somne of the exploration and
drilling costs might technically be designated as capital expenditures,
nevertheless a reasonable rate of extinguishment of such capital items
would, in many cases, *vrite them off wholly, or nearly so, m the first
year. Thus there is no real issue here on the question of whether,
according to accounting terminology, a capital item may be treated
as expense.

Caf)italization ordinarily serves only to postpone deduction, Ulti-
mately the capitalized amount should find its way into those deductions
which reduce net income, 1t should be evident that the effect of the
Treasury recommendations for the elimination of the deduction is one
which would, under ordinary conditions, result in only a temporary
inerease in tax revenue, The Trensury evidently anticipates, however,
that the deductions for amortizing ntangible drilling and develop-
ment expenditures, when capitalized, will continue to be designated
“depletion,” That designation is nol, appropriate. The expentﬁmres,
when capitalized, should be returnable through depreciation. If they
were, the issue wonld be merely one of immedinte versus deferred deduc-
tion from gross income. Centrasted with the foregoing is the eircum-
stance that the right to deduct these charges, when ihcurred, has
actually aperated to provide the oil operator with some of the risk
money necessary to carry out the congressional policy of encouraging
the exploration for and development of our Nution’s petroleum. re-
sources,: If, bocauyse of earlier recovery, funds were made available
which would not otherwise have beey available, it was in_ furtherance
of,ghe intent of Congress that. those fupds be used to carry out its
policy. . ., © .. S ,

Adter due and careful consideration of all of these facts and ex-.
planations, wo submit that neither the authorized treatment of intan-
gible developraent costs nor the percentage depletion allowance can be
termed “special privileges.” “We have shown your comamittes that both
provigions were incorporated in the tax law and the Treasury regula-
tions in reuo;i:ntmn of the unusual conditions which exist in the pro-
ducing branch of the petroleum industry and in the furtherance of n
definite and wige national policy. = . R "

R L Wl
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For 25 years both Congress and the taxpayers have ascepiad the
Trensury’s regulations which reooglnim the oil industry’s yight to
expense intangible drilling and development costs, and both Congress
and the courts have repentedly found that the oil producer is entitled
to an allowance for depletion. ¥or 16 years, after numerous surveys
of this question, Congress has retained the gercentnge method. of
calenlating this deduction and has adhered to the present rate of per-
centage. We commend the present Congress for adhering to the his-
toric position of prior Congresses on these questions.

At the time the Treasury Department recommeonded the elimina-
tion of these deductions by the Ways and Means Committee of the
House, it also made some alternative suggestions. The oil industr
resisted the alternative suggestions on the ground that thoy were ad-
ministratively unworkable and that any change would destroy or
reduce the existing incentives. ¥ully detailed mformation was pre-
sented to the Flouse committeo and after careful consideration of the
entire problem that committes rejected both the recommendation for
complete elimination of the deductions and also the alternative sugges-
tions. The Secretary made no refercnce to them in his appearance be-
-fore your committee. However, we of the oil industry desire to register
our opposition to any change or modification of the existing provi-
sions with respect to percentage depletion and intangible development
costs and in support of our position we refer you to the record of the
Ways and Means Committee hearings. We submit that tho oil in-
dustry has been erected on the foundation of these provisions which
carry out the policy of Congress and that any change or modification
would operate to destroy or retard the exploratory effort and the
operation of marginal and stripper properties.

The results of continuing these provisions unchanged are that the
petroloum industry has supplied the country with adequate reserves
of petroleum, that it has supplied the consuming public with a con-
stantly improved product at a decreased cost. The benefits have
accrued to the public. An analysis of the industey’s earnings over
the past 15-year period shows that the 24 leading oil companies have
had an average earning of 5.37 percent on their capital employed,
and at the snme time 400 industrial companies had :* average earn-
ing of 7.57 percent on their total capital employed. - (The above fig-
urey from the testimony of Mr. John D. Gill before the Temporary
ﬁ; ztli(;ml Economic Committee with additions for the years 1940 and

The Secretary evidently assuming our reserves to be adequate,
recommends that these incentives for exploretion be eliminated, and
he states that the elimination will produce $260,000,000 of additional

‘revenue at the proposed rates. This we assume ig his maximum fig-
ure. If the Secretury is right in his analysis of our position from the
standpoint of petroleum reserves and present trends, and if the Office
of the Petroleum Coordinator for War, the Petroleum Industry War
Council, the Interstate Oil Compact Commission gsee exhibit D at-
tached), the National Conference of Petroleum Regulatory Authorities
(see exhibit ¥ attached) and in fact, the entire oil industry is wrong—
we will gain $200,000,000 of additional revenue which at the present
rate of expenditure would run the Goverument less than 114 days.
Tf the Secretary by any chance is wrong, the loss to this Nation can-
not be measured in terms of money. If our supply of oil is inade-

'
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quate, it will st least prolong the war—at a cost not measured in
ollars but in the lives of our fighting forees. If our supply of oil is

inadequate, we might ¢ven lose the war, and it is impossible to cal-

culate what that eventually would cost. ) )

All of the facts to which we have called your attention establish
the following f)ropositions: :

{1) It has long been the ¥olicy of Congress to encourage the ex-
ploration and development o Petroleum reserves by providing in the
tax law reasonsble incentives for exploration and assurances of some
relief from the wnusual haznrds of the business.

(2) The wisdow of such a policy has been demonstrated by the
accomplishments in the finding of new reserves and by the develop-
ment of new methods for the recovery of oil from the existing reserves
during the past 25 years.

(8) The present known reserves, although great, are not sufficient
for the safety of the Nation and its allies, _

(4) The continuation in the tax law of the existing incentives and
assurances is more important than ever, not only to encourage explora-
tion and development, but to maintain the production from thousands
of wells that might otherwise be sbandoned.

(8) Percentage depletion, and the right to deduet intangible drill-
ing and develo&nent costs in the year in which they are incurred,
have proven to be a practical and reasonable means of providing such
incentives and assueances.

(6) The snggested substitute methods are impractical and if
ado, ted, woul destroy the incentive now existing.

) The revenue to be gained through abandonment of the estab-
lished provisions is far (oo small to compensate for any threat to our
petrolenm supremacy, particularly during the greatest war in history.

CONCLUSION

On final analysis the question raised by the Treasury’s recommenda-
tions is not merely a matter of taxation, or even fiscal policy. The
real question is whether Congress believes it wise to change its long
established policy of encouraging the development and maintenance
of the Nation’s potroloum resources at a level adequate to meet an
emorgency requirements. Considering the magnitude of the over-all
budget, the additional revenue resulting from the proposed changes is
indeed insignificant when weighed against the dangers of declining
national petroleum reserves. .

Where does the national interest lie—in the maintenance of an ade-
quate petroleum su¥ply or in o comparatively small increment to its
tax receipts? For I can assure you gentlemen, in this case, we cannot
have both. Adoption of the Treasury’s'recommendations would cer-
tainly be followed by such a drastic decline in exploratory work, that
the effect on reserves would be felt within a short period. ™ 'T'his is not
a matter of opinion, Application of the laws of simple arithmetic
gives the inescapable answer.  One of the greatest assets of this Nation
1% its proven petrolenm resources,

We are deeply sympathetic with the plight of the Secretary of the
Treasury in the necessity of searching for new funds to finance the
war. We do not blame him for scrutinizing with the utmost care
every possible source of incrensed revenue. The petroleum industry is
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willing ¢ pay its fair and equitable shiare of nuy incrensed tages thut
it may be necéssary to levy.: However, it seems unthinkable, in the
greatost crisis that has ever confronted our Nation, when'our very
existencs is at stake, that a tried and proven continvous policy that
has resulted in making available in our Nation the largest. pstréleum
reserves in the world would be abandoned in favor.of the wnlnown,
Such action would result in a situation that might lose the war.: We,
therefore, express otr complete confidence that this Congress will
not make any change in the percentage dopletion mllowances in the
income-tax law, nor in our present right to expense intangible develop-
ment tosts. ' Lot e c T
(Mr. ¥ell submitted the following «xhibits:)
‘e |

BExamir A . . B

REPoRT 0F THE COMMITTER APPOINTED BY THE PriRotzuM INDUSTRY War COUNOL
190 STUDY WAYS AND MrANs or INcBEASING (BUDE OxL Resknvis AND PREVENTING
THE PREMATURE ABANDONMENT OF SMALL WEILs - ) o

Approved by the Petroleum Industry War Councl! February 4, 1042 '

The information submitted herein has been assembléd and is presented pur-
suant to the following resolution of the Petroicum Yadustry Council for National
Defense (now the Petrolenm Industry War Councit) dated January 7, 1942

“Wherens, the Petrolenm Coordinator has requested information regarding
the abandonment of small wells and the method of increasing toe oll reserves,
therefore, be it

“Resolved, That the chalrman appolnt a committee of nine members to study
ways and means of increasing the reserves of oll and prevent the premature
abandonment of smaller wells,”

ANTRODUCTORY

The magnitude of the war effort forcer upon the United States by hostile action
of an aggressor nation allled with other nations In an attempt o subjugate the
world to their debased ideology, 1s 80 vast it comruands the fuliest utilization of
all essentlal raw materiols,

It has been stated that in the Flrat World War the United States and its allies
“floated to victory on a sea of ofl.” Today the need for oil for victory i8 even
more necessary. This is not only true because of the world wide nature of the
actlve battle fronts where greater forces than ever before in the history of
the world are locked in mortal combat on land, at sea, and in the alr, but be-
eause the armament, not only of our own forces but all forces of the United
Nations, I8 now so largely mechanized that without oll our armies would be
impotent before the onslaught of our enemies. The coordination of the activities
of all individuals and operating units of the petroleum indusiry Into a unifled
effective whole with the purpese of providing our armed forces with an abun-
dance of every petroleum need necessury to the victorfous conclusion of the
struggle, {8 not only desirable, but essential.

. Fortunately, our country faces the present gigantic need of off for armament
and for the defense economy well provided with proved potroleum reserves and
dally productive capacity. ' ' . ' .

‘While the total crude oil reserves of the country ave estimated to be the highest
ever recorded, the declining rate of discovery of new ofl over the past fow years,
if eontinued, will make {t incrensingly difficult to retain them at the levels neces-
sary to supply without waste of reservolir energy, the large withdrawals required
therefrom by the war effort, the duration of which may prove to be much longer
than ean now be anticipated.

LY

v FPREBENT RKSERVES OF CRUDE OIL

The most recent figures available on the crude oil reserves of the United States,
as this report is written, are those contalned in the last survey of the American
Petroleum Institute’s Committee on Petroleum Reserves, which estimated that
on January 1, 1841, crude ofl reserves totaled 19,024,615,000 barrels,
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v ‘Wihtle figures ag.of January 1, 1042, ave not yet available, it appears neverthoeless
to be the general consensus of opinion that new digcoveries, and revisions and
additlong to old flelds during last yeur twere gomewhat greater than the amount
of oil produced, and that the net resmit of finding and producing ofl during
1941 was a slight continuation of the upward trend of.proved reserves which
began in 10856, ufter a short period of decline in the amount of oil known to be
avallable and recoveruble by present means of extraction. [ =
' Whe estimated crude oil reserves as of January 1, 1941, namely, 18,024,516,000
barrely, can only be recovered if production rates are restricted to make the
maximum use of the naturagl reservolr energy in the fields constituting this reserve.
¥iolations -of the lnws of conservation would result in substantial reduction of
the estimated oil which may be recovered. If prudent practices are followed
withdrawals from presently known reserves will follow a pattern of gradual
decline toward marginal well productivity and continue at that rate over a period
of 80 years or even longor as evidenced In the eastern flelds of the United States,
And ‘even if unrvestricted production were permitted these reserves cannot be
made to yield all thefr production over the perfod of years indicated by the ratio
of current withdrawals to total veserves. Recogniving these facts the petroleum
industry has considered as a desirable objective the establishment of a level of
reserves which would allow the production of current requirements at the optiroum
rate of producilon commensurate with the preservation of reservoir energy.

TREND OF OVER-ALL ADDITIONS TO RESERVES

'The Indlvidual yearly additlons due to new discoveries, and revigions and ex-
tensions to old flelds, which In 1982 registered the lowest annual total since
1900, showed continuous and gratifying additions through 1937. Since them
these annual additions, even fucluding the expansion in flelds previously dis-
covered, have become successively smaller, and wherens by the end of 1937 the
total estimated crude oil reserves had increased considerably above the 1932
level—the falling off in annual additions since 1938 has resulted in a decelerated
rate of increase in total reserves since that time.

The declining rate of additions to total reserves is yapldly approaching the
amount currently being withdrawn as production, and unless this downward
trend is reversed, the total of new discoveries, and revisions and additions to
old flelds can be expected to fall below annual crude oil reguirements as may
vicarly be seen in accompanying graph A,

With possible increased demand for petroleum due to the war effort, snch a
trend is undesirable, Much time and effort has been spent by the industry and
others in an effort to bujld crude oil reserves and potentialities to produce to
such an extent that the optimum rate of production of crude petroleum may at
least equal, if not exceed, the tota! crude oll requirements of the country.
Prolonged decline in reserves would make more difficult the application of accepted
good practice in the production of our.crude ofl requirements.

It must be kept in mind in contemplating the above trend and conditions that
the figures of new additions to reserves referred to there, include not only the oll
found a8 a result of the discovery of new ficlds and producing preas, but also
the additions to and revisions in the older fields, which have come about as a
résult of revisions of earller estimates of recoverable oil, additional drilling, and
exploratory work. .

TREND OF DISCOVERY OF NEW FIRLDS

Were we to consider only the new ofl found as a result of the discovery of
new producing fields, and exclude revisions and extensions of older flelds, such
data ‘would indlcate that a downward trend in the rate of discoveries set in as
far back as 1987, Since about 1938 the amount of ofl found through these dis-
coveries has been less than the amount of crude extracted from the ground even
though the rate of exploratory work, as measured by the number of dry holes
drilled, has tnereased throughout the entire period since that time. The curves
on ihe accompanying graph B allow 8 comparison between discovery yates and
production rates since 1920,

The number of dry holed drilled each year is an index of the amount of ex-
ploratory worl undertaken. Studies® of the number of dry holes drilled In
relation to major fields discovered divulge some very Interesting trends and the
conclusion is clear, as shown on the accompanying graph C, that an Increasing

2 Wallneo H. Peatt, Mining and Metallurgy, vol. 22, No, 4185, p, 849,
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tota)l pumber of wells saust be drilicd fo order to discover the same smount of
of) an formerly and this because of the Increasing number of ansuccessfal wells,
thus adding to the already high cost of finding and producing oil.

A major field is defined as one whose ultimate produetion will exceed
90,000,000 barrels, currently equal to about § days’ erude-oll production for the
United Btates ae a whole, Such flelds have sccounted for more thun 80 percent
of all the ofl discovered in the entive conmtry.

For instance the vecord shows the following number of @ry holes drilled for
ench major fleld discovered in each of the perioda indicated: I 6, 280;
103587, 200; 1930-88, 820; 1987-89, 410; 1038-40, 7100, In other words, the
chance of finding 8 major fleld during the 190840 period had become 2% times
aa difficalt or 234 times less lkely than during the 1034-360 period, .

BXPLOBATORY ACTIVITY, DISCOVERIES, AND PRICK RELATIONSHIES

The apparent Increasing difficulties being experienced in fluding new flolds
may suggest that the industry has entered a phase which will demongtrate that
the various geophysical methods, so successfully employed durlng recent years,
are becoming less effective in finding oll,  Consequently new means of d(iscovery
are needed and perhaps a greater resort to random drilling until such time, at
!%’ust,lna new methods now being advanced and studied shall have been proved
effective.

Following is a table Indicating the methods used in discovering major flelds
through 1939, by decades:

Number of United States major oil fields ! discovered, by method of discovery?

Geolagy

Geoe Surfaco

. Deoper Random

Peorlod . . phys- indica- Total
Surfaco s&;‘““’m S | watar | s drilling | i | driliing

goology geology {ng geology

80-yoar tote)...

1 Major oil flolds dofined as all those having more than 20,000,000 barrels ultimate recovery. . Theso flolds
account for 80 percont of all ol found in the Uunited States,
3 Practfenl Aigures usod where more than 1 mothod of discovery contributed to discovory of a flold.

Authority : Wallace I, Pralt and L. G. Weeks, in Finding and Producing Ol

That the price of crude oil does affect the rate of exploratory activity 18
clearly illustrated in graph D which shows the trend of price of crude oil and
the magnitude of the flnding cffort as indicated by the number of dry holes
drilled. For instance, the weighted average price of crude oil in the United
Btates for the 3-year period of 1924-26 was $1.90. During that period there
were about 20,100 dry holes drilled, Immediately following this period the
price of crude oil turned downward, a trend which coutluued to such an extent
that the weighted average price per barrel during the 8-year period of 1931-38
was 70 cents, The number of dry holes drilled during this period also de-
clined continuously after the momentum developed by the previous upward
trend of price had been dissipated. The effect of the lowering price level was
reflected slowly at first, in that the rate of increase in the number of dry
ho'es was still upward for a short period, but at a decelerating rate until the
carve of such drilling finally started downward and accelerated as the price
curve continued downward also.

The trends just refexred to reached tha fullest extent of the potentialitles
involved during the 193133 perlod, when the average price of crude oll for the
country as a whole was 70 conts a barrel, the lowest level for more than 20
years, The number of dry holes drilled also established the lowest lovel of
many years during the 1941-33 yerlod, when 10,600 were drilled, about 60
nercent of the 1924-26 rate when oil was $1.80 per barrel.

!
|
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The trend of price then turned upward and continued to rise at an aceeler
ated pace over geveral years but then slowly eased off In its upward movement
until a downward trend agsin set in during 1987, ‘This downward trend con-
tinued into 1940, )

The number of dry holos drilled followed ar slmost identical course with
the. upward price trend which began late in 1931, This was upward gqulte
rapidly at fivat, but gradually slowing up, not as quickly, howaver, as the price
trend, since the full wpward momentumm of expioratory work, brought aboui
by the pravicus greatly accelerrted npward movement of price, had not yot
entirvely spent itself. With the momentum dlesipated, the number of dry holes
drilled slowed up conziderably until the curve had almost become fiat, the
rate of fncrense belng considerably reduced by the relatively lower prices which
existed during the 1938-40 perlod. In connection with these relationships it s
again interesting to note that as the price of crude oll showed renowed upward
tendency in the 1039-41 perlod the number of dry holea drilled during the sama
poriod again reacted upward. ‘

After establishing a new record low during 1682 the increased rate of new ofl
found, for severul years followed the ncreased trend of drilling setivity created
by the upward trend of price which existed at that ¢ime. This npward trend
of ned discoveries continued through 1934-88 perlod and reached its high
in 1887. This was coincident with the trend of price and drilling activity, but
from 1687 through 1940 new discoverles were dovnward at an accelerated rate,
which occurred in spite of the fact that during the entire period exploratory work
atill continued upward, although tending to reverse itself se the price of crude
oll flattened and declined toward the end of the pericd. More recently, z®
was Indicated earlier, the pricoe slumped off, as did drilling, and this further ecosl.
erated the downward coursg of new discoveries ; however, there were doubtless
other things involved in this situation such ay the ungttractive allowabies granted
to new flolds and the general tax situation, bringing about conditions not coms
mensurate with the risk involved. '

In 1841 the price Increaged slightly as did the number of dry holes drilled;
but ag stated earlier, the new discoverlos during Iast year no doubt continued
to decline. Further reference to graph D will show theso trands and relationships,

ADANDORMENT OF SMALLEY WELLS

Involved, of courde, in this situation as to trends of reserves and other dovelop.
ments are a lurge number of small producers frequently referved to as “marginal”
or “stripper” wells. Such wejls migbt be defined 88 any well producing at s
cost which closely approximates the revenue from the sale of oll from such
well. Obvlously the ontput of the well cannot of Itself ba the determining
factor as to classification, it being an undenlable fact that many wells of rather
smali production, even as Htitle as a fraction of a barvel per day, often are
profitable producers, wherens many of larger production are not. It wounld
seem that whether or not a well falls In the stripper ¢lass jg more definitely
related to whather or not it i3 an economie or uneconomic operation, than it iz
to slze, It is generally recognized in the industry that recent increages in
producing costs in the way of material, labor, taxes, etc., have forced many weila
into the go-called stripper group. X

The abandonment of uncconomic wells 18 a continuing process in the opera-
tion of the petroleum industry and the rate at which these abandonments
oceur fluctuates with the rise and fall of conditions surronnding their opera-
tion. Factors that influence the abandoning of wells axe the raturn veceived for
the oll produced and the condition of the reclnimed materinly market and
whether or not the price of recoverage equipment as used material, or as
Junk, exceeds the value of the well as An opérating unit, all in relation to the
capabllities of the well as a producer or as an économically justiflable operation,

lacing restrictions against an operator abundoning a woll which he no longer
decins an economic operation wounld not prevent the operator from discontiuu.
Ing to pump his well but It would have the effect of prohibiting him from
salvaging the materfal In order to wse it clsewhera. Although only lmited
quantities of ealvage materinl are suitable Tor new and deeper weally, this
would to a degree defent the purpose intended fn that thae material wouwld
then be frozen in the ground with no ofl belng produced through the use
thereof,  Such restriction wonld be artificlal and wonid opernte against normal
economic forces and concelvably would withhold from ot fleld supply markets
materlals which might possibly have been used in the finding elegwhare of cen-
siderable additional new ofl reserves. . : .
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' There are ‘at the présent time about 400,000 producing wells in the Unlied
Btntes andl for the past 8 yenrs new oll wells tompleted have averaged 20,460
per year. ' Abandonment of old wells has averaged 10,100 daring the past 10
yearg. Thig is an esiimated figure bagsed upon the number of ‘produoing oil’
wells in operation at the beginning and end of each year, with mnsldorutlon
given to the number completed during the year.

While there are-u large number of wells falling into the marginal or strlpper
classification, the margin of .profit of these wells varies considernbly and it is
only he wells which have renched the break-even point under existing conm-
tions which are.affected by changing crmide or junk prices.

Information on the npumber of abandonments over the post few years wus
recently obtained from States in which abont 70 percent of all of ‘the oil welly
in the country are located. No information i8 aveilable fir vhe. Biate .ob
Ponnsylvania which has 21 percent of all“wells. RBased upon-the 70-percent
sample, the deiails of which are shdwn'in table'X, it:is estimatdd thiat the trend
of abandonments over the country as a whole auring tha past & years hng
been as follows: 1987, 8,200; 1938, 8400 1989, 16,000; 1949, 9,300 1941, 10,700.

iThe trend of these abandonmenta: by months ln ihe mat‘es’ for: whlch 1641
lnth'matlon is available is set: out in'table IL, Annual. totais for these States
for 1989 and 1840 are also showm;'monthly lnformation for theae years. not
Minx available to. the committee aB this report was written. .« ¢

-~ §tudy of the Information conthined in the tabulation next wet oat, and «um
ia the table-of: abandonments for 1939, 1940, and 1841, indicated earlier by States,
will show -that many are In the States of small production.and’ doubtless :the
average for the abandoned wells whas lesd than the avemga m-oduouon of an
the wells in these States,

“While information Indicating the dafly average crade-oil productkm mvolwd
in the abundonments enumerated is not definitely availnble, it would appear:to
be the logical conclusion from the foregoing that no very great amount of daily
production wae involved, perhaps not much more than one‘lialt of 1 pemnt
ﬂt total production and perhaps a lesser amount. . .

This low: rate ¢f production of abandoned wells would seem also to: upmy to
most discarded wells in the central west andd in @ lnarge part of the mid conilnent.
In California and in parts of the Guif const as well a8 in the Rocky Mountain
district o somewhat different situation may exist due.to the beavier type of
oil produced in many of the fields In these districts,.and information is availnj)le
to the committee which indicates that a worth-wlme nomber of wells in’Cali-
fomla overlyirig a considerable reserve 6f heavy ofl! !}avé had to be shut down
dué to the inabllity of the owners t’heredl to- continue te operate them on 1
paying basis.

Pigares ghowing the number of wells profucing in each State at the eud of
1941 ?;:1;1 the dafly avernge érnde-oil production per well per duy appear in
table IX1.

‘The eommittee was unable to determiné the amount of reserves generally
involved {n the question of abandonments. However the over-all figure was not
thought to be large, and perhaps inot greater in rclation to total reserves of the
eonntry than ig the production involved in relation to total production of erude
oil. ' ' ' '

SUMMARY

The committee’s study of the data presented suggests the tollowiug cen-
cluatony
* 1. That additions to the Natlon’s known oil reserves have shown & declining
trend for the past 3 or 4 years,

%, That mew reserves are needed in order to meet Indleated consumptive
demand without waste.

8. That there is an Indicated trend of increased abandooment of small wells,

4. That an increased number of wells must be drilied in order to discover the
same amount of oil as formerly.

5. That premiums granted discovery wells in the form of increased ullowablea
ave an incentive to exploration,

6. That adequate prices of crude ofl, which giwve consideration to over-all
eonte, gre esvential to exploration ncentive and to extend the economic life of
amall wells,

7. That retention of present statulory percentage depletion allowaace is es-
gential to the above objectives. )

" War conditions may temporarily restrict civilian use of petroleum and {fs
products, but to offset this defense demands are rapidly incremsing and it is

'

A
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possible that the petrolenm resources of.our:Allles. may be lost to them through
enemy action making it necessary for. the United States to supply ung regulting
deficiéncy, ' Régiirdless of immediate démand’ ofl hag become one df the most
critical materials in modern clvilization., Yong-term trénds of consumption aré
strongly upward and it becomes vital &hat this country not only maintain bu
Inerease its known reserves of crude petroleum,

For gl fields which have not been substantially depleted there i8 an approxi-
mate optimum rate of production, which, if exceeded, results in waste of natural
energy and loss of ultimite recovery. It is essential, therefore, that reserves be
maintained at that amount at least which will permit production sufficient to
meet consumptive demand without violation of recognized laws of conservation.
The data presented in the earlier section of this report indicates that the reserves
of the country may soon he inadegnate; to supply current requirements without
waste. . ) A o

Since) the Introduction and re}lnementj of geophysics no great advance has been
made in the art of oil prospecting. The record showa an ever-increasing amount
of nonproductive drilling required for each important discovery. Less positive
qvidence in advance of drilling i .clearly apparent. The conclusion seems, ines-
‘capnblc ihat gréater sums must be expended for exploration if we are to lnc,l'eaue

‘or-'even, maintain’ the Nation’s rékerves:

The industry 18 qualified and prepared to increase its exploratory effort, de-
pendent on twa primaxry factors=-first, the incentive to venture, angd, second, the
‘nvaflnbility'of 'ventore money. 'It'will be seén that these two factors are clusély
related.

Satistactory prices for crude ofl adequate to cover all pperating and discovery
costs pnd taxes are esséntial to maintain finding effort.” Potentlally advancing
prices greatly accentuate the motive force behind sych effort. The) digcovery rate
under pricesiand o;thdmohd!tlfona existing duridg the past few years has declined.
Accordingly, it 18 vedsongble to conelude that higher prices fdr ¢rude ofl would
speed up finding effort and discoviery rates and would tend to ‘bulld up reserves.
« » The industry relies upomn: the ovor-all difference between cash income and cash
outgo to provide the funds for exploration. Hxpioration is a contrellable expense.
In a broad sense that amount remalnlng after meeting all oather expensey iy
allocated to esploration. . With cénstantly increasing tak leviés such remainder
correspondively decreases. Tax sssessments ave, in fact, direct charges againgt
funds othevvise available for explorption, R

The present percentege depletion allownnce embodied . in the tax laws is.a
modification: o2 thé original discovery depletion allowance, ddogited 24 years ago
as an fncentive to stimulate discovery and develogmem of the petroledm tesources
of the country, The oil industry of today stands as a tribute to the wisdom of
the Congress and its tax-making bodies in that it hias been ever ready td meet the
rapidly increasing demands of the Nation, and with lower prices for its producta
over that period. It can be demonstrated that the establishment and application
of the principle of depletion allowance in determining income tax has been one
ofl the most effective motivating forces in establishing the present.levels of crude
ofl reserves. ' ol
. In view of the present emergency, and In consideration of the downward trend
of new discoveries agalnst increasing demand, suggestions of the Treasury De-
partment that percentage depletion be reduced are shortsighted and show a com-
plete lack of appreclation of the imperative need to maintaln the incentive to find
new ofl, which results from this proviston. An increase in this allowance would
be wigser over-all governmental planning,

Similar conclusions can be renched with respect to the problem of extending
the life of marginal wells, Incentive provided by increased prices or anticipaiion
of higher prices sérves to enduiurays the operator to continue wells even after
their economic limit has been roached. Btatutery percentage depletion allowance
algo serves to reiard abandonment of these small wells,

Respectfully submitted.

Q. D. Donwery, Chairman.
FBANK BUTTRAM,
J. I, DRAKE,
Wartir 8. HALLANAN,
WM. . JIuMPHREY,
Joaxn M. Loversoy,
Onras. P. McGawa,
Lawnenoe VAnNDER LEox,
H. C. Wiss,

Committec.
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Tanuy L~Od-wsll abandonments

{Nore.~Tho States listed below sre the only onras which replied to wire requesting this information)

State 1087 1088 1049 1940 i1
Arl"anns 28 o1 104 13 109
e 3 251 e $21 28
Onlorad eonn 22 10 28 16 10
Hifnofs. . 104 128 421 410 892
ANEDS, 574 @3 640 549 400
] Eml on 569 573 807 600 7468
lobigan 194 212 282 303 23;
b T T S 18" %8 [ R £} [}
Ohjo. . 1,284 1,106 083 831 1,088
klnh 1,007 1174 1,078 1,240 1,247
LOHBY. - oo cvomm e mammn 1,246 1,320 1,007 1,64 2,088
West V 380 5 8% Lir]
Wy 8! 13 42 68 [5)
...................... 8,7TH 5,878 7,08 9,482 7,460

m United Btates total based npon abovs

—eeel  H200 8,400 10,000 9,300 10,00

11111 s
Bista " : : >
4181618 # |8 g
: § g E 3 I EAERERE 5 § (& § % tg
1| 162} 18] 6] 71 3] 81 sf 8{ ¥t o] 13} 1v] 0] &
2601 32| 826) o5{ 22| | 2| 2| @w{ 7| B B 83| 26}
Bl 8] o) Ll A1 4 5l b A
o0t sio] eon| 23 [7% s B 108 | IR TdA 4] er
807§ @90 8 “in s: [ Blojo)er)ss 85 {163 § ta2
[} [ 8l 2173 472 TN Y Y
003 | 831)1,088 | 8| 78] s1] €] W] o7 125 s8iwains| s3
1,076 {1,240 {1,247 | 202 | 65( 4a {250 oo (e {1m0 {138 {100 (182} 781 08
3,007 | 1,834 | 2,008 | 357 | 147 | 107 | 175 | 307 | 241 | 248 | 138 | 113 | 958 | 104 | 208
Totol.....] 5,082 | 6,373 | 6,324 | 410 | 801 | 310 | 04 | 610 | bas | 582 | 023 | 620 [ @80 { 408 | 608
8 Estimated.
Swmkmuoamwm . .
TAm.m 111, -Prod|wmy oil wlls s th ;e Umtzd s:m by States and avimqa production
or 1
' Potal varage To Avel
praduciug V"m“w"zl‘l’“ produclog ’""d“:gé:‘l;"
ofl wellg | DLW ofl wells
end of '(’1"“"‘.1:; end of ‘&“’{ﬂd&’
1042 T 1041 oy
Arkanans. ... 2,043 248 Now Moxleo. . 3,637 0.8
18, 644 30,1 ew Yorl . 20,950 .1
214 2404 Ohio._, ... q1 0 200 4
23, 4 V18,8 ()klahoina Jo 54, 787 7.7
1, 862 10.4 vania. 82,260 | .6
21, 784 10,4 811" ‘10
14, 400 .9 08,027 4.1
7, 100 4.2 17 .8
8136 14,7 17,800 N
s 193.5 , 630 334
1,018 1 United States total.] 400,061 9.7
74 0.0

Data taken from The Ofl Weekly Jau, 26 1942,
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OrAPH A, ARNUAL ADDITIONG oF Rusrrves, Torar Provep RESERVES AND ANNUAL

I’RODUCTION - :

[Basic reserve data for years priox to 1985 taken from information develo[,)ed by depart-
8

ment of statistics, American Petroloum Imstitute. Data for 1986 and su

eguent years

is taken from information developed by American Petrolenm Institute’s committée on
petroleum reserves, Froduction data are those of thie Hureau of Mines.}
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Grara B, Voroume or NEw DISCOVERIES AND PRODUCTION-~+OVERLARPPING 8-YrAn
Praions, 1020-40, INcLUsIVE

EDiscovery data taken from urtlolo entitied “O1 Dlnmver{ Ruto 8 Years Hence De-
ﬁnau on Price of Crude Now," by Wallyce E. Pratt, pub lahed ln July 1941 mm of
ining and Metsllorgy. Prod\xctlon are those of the Bureau of M
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Grare ¢, Major Fraps Discoveren AN Dy Flotgs Deisap PEn MAJos Fiezp—
OveErLAYPING 8-YEAR Pruiops, 1920-40, INOLUSIVE

[Baate data taken from attl%s! entitled “Oil Discovery Rate 8 Years Hence Developed on

Ptice of Crude Now,” by lace 1. Pratt, published in July 1841 lesne of Mining and
© 'Metallurgy. ] M
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Geapzz D, Day Horzs Daiuikp, AVERAGE Ppior, Nrow Discovemizs AND New
Discovimies Pes Diy HOLe—OVERLAPPING 3-YRAR PErtops, 102040, INCLUSIVE

‘{Basle dats taken fron wrticle entitled “Oil Discovery Rate 8 Yenrs Hence Dapends on
: ﬁrlafnot ;:ml:de Now,” by Waltaco H. Pratt, publighed in July 1941 fesne of Mining and
etallurgy.
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Exumir B
[From the Off Weekly, March 2, 1942}
OPC Bavs 18,300 WeLrs Wi MErT 42 REQUIREMENTS

SURYEY OF INDUSTRY'S POSITION AND EQUIPMENY NEEDS PREPARED FOR WAR
PRODUCTION BOARD AND PRESENTED T0 1THE COLE COMMITIEE IN WABHINGION
LAST WEBK, EMPHABIZES NHCESBITY FOR CONTINUED DEVELOPMENT IN PRODUC-
TION BRANCH TO INSURE ADEQUATE SUPFLY OF PETROLEUM PRODUCTS FOR THE
WAR PROGRAM .

The growing shortages of critical materials resulting from the urgent require-
ments of the war program make it neccssary for the War Production Board to
review carcfully the necds of all industrics, with a view to limiting expenditures
to the minimum eonsistent with essential operations. With respect to the petro-
feum industry, the question has been raised congorning the necessity of expending
materisls in the produetion branch for the drilling of wells, referring particularly
to development drilling as opposed to exploratory drilling. This report presents
an analysis of the situation which shows that it is essential to make available
certain quantities of materials for development as well as exploratory drilling.in
order to provide an adequate sustained supply of petroleum for the war program,

Essential character of petroleum

The importance of petroleum to the war program and supporting essential in-
dustrial and civilian activity is qnite widely and fully recognized Petroleum has
often been appropriately termed the “lifeblood” of our Nation, and it truly is an
pbgolute necessity to the war program and to our modern industrial operations.
Without the products of petroleum, our air arm could not rise from the ground to
engage in combat; modern armies could not be placed and maintained in the field;
our naval units would bo reduced to hulks of sorap metal; transportation facilities
would be largely stalled for want of fuel, proper lubricants, or other produsts; our
entire industrial system would likewise be practically paralyzed; and the whole
range of human activity would automatically be drastieally curtailed. It there-
fore follows that it is imgpemtive, aa « vart of the war program, to insure an ade-
quate and sustained su?p y of petroleum products to meet fully all likely or possible
military and essential industrial and civilian requirements for such eommoditics,

Necessily jor mainlainine pelroleum reservea

The first and principal requirement to insure an adequate and sustained supply
of setroleum products for the war progrem and other essential needs is to develop
and continuously maintain sufficient kunown and developed underground reserves
of crude oil and natural gas $o provide the productive capacity te meet all neces-
sary demands for these rav mate:ials, The other requirements of course involve
a{ovlding adequate transizo:‘uation, reﬁnin{;, and distribution faeilities in order

sther the raw materials, manufacture the desired produets, and deliver them
to the points of need. However, the maintenance of adequate known developed
reserves is the basic requirement, for crude oil and gas reserves conetitute the
foundation of the entire petroloum industry. Without a supply of the raw
materials out of which petroleum products sre made, the refining and other
facilities comprising the industry would serve no useful purpose.

Productive capacity and requsred reserves

Tho maintenance of adequate petroleum productive capacity is dependent
upon active exploratory operations to locats new flelds and upon proper develop~
ment of the new reserves as discovered. Such operations must proceed conour~
rently with production operations, for new fields cannot be discovered and
devel opiod overnight or at will, The process is at best complicated and time
consuming.

The discovery and development program should be designed to looate and make
available for production new reserves ai a rate consistent with the total
known developed reserve on hand at any time and with the rate of production and
consuraption of the known reserves at the same time. Such a piogram is neces-
sary for two principel reasons. [Firstly, the fluid and fugacious nature of oil and
Fas is such that they ordinarily are macfily handled, refined, and transported ra
diy and in large volumes; but these sume properties make them relatively diffi-
oult and expensive to store above ground in large quantities in relation to demand.

76098--42—vol. 2---—4
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Thus, oil and gas are produced for use on substantially a day-to-day basis, partic-
ularly so in the case of gas, and the above-ground stocks or inventories of oil are
relatively small in terms of consumption or days’ supl;l)ly. Becondly, developed
potroleum reserves and productive capacity sre actually a “wasting ssset,” snd
oach barrel of oil produced from a given developed reserve diminiches the size and
the J:roductive capacity of that }oarticulat reservo, Hence, in order to maintain
productive oapacity at the required level, the production or depletion of known
developed reserves must be offset by new dissoveries and development; snd a
backlog of known and developed underground reserves must be msafntained at
all times in an amount consistent with the current and likely future requirements
for petroleum. .

The history and experience of the industry indieates that the amount of known
developed underground reserves on hand at all times should be maintained at
the equivelent, in terms of the likely consumption, of an indicated supply for
at least 15 years, and preferably 20 years, in order reasovably o insure an adc-
quate sustained suEpl and to provide reasonably efficient operation and oil re-
covery. ‘To one who is not fully informed of the physical conditions surrounding
the production of petroleum, sn “indicated years' supply” of 15 to 20 years ma
seem quite abundant, and it might he concluded that a moratorium on well drill-
ing and petrolecum operations could be declared for an indefinite period without
serious consequences under such circumstances, Thus, for example, it might be
thought that a known developed underground reserve of 15,000,000,000 barrtels
of oil would sustain a production rate of 1,000,000,000 barrels annuvally for 15
years without further discovery and development of new reserves during the
period. That sueh reasoning is completely erroncous is commonly recognized
throughout the industry and is revealed fully by the actual production histories
of literally bundreds of oil fields. As indicated previously, the productive ca-
pacity of any speeific reserve diminishes continuously as production and conses
guen{ depletion of the reserve proueeds, Kixperience shows that the natural
physical limitations on the rate at which oil can be produced are such that most
oil fields must be operated for a period of at least 20 years and usually longer in
order to obtain all of the oil that is practicably recoverable.

Status of United Stotes oil reserves

. The question has been raised concerning the ade(}nmy of the present known
petroloum reserves of the United States to supply for an indefinite period the
requirements of the war ?rogmm and essential supporting activity. As a move
to conserve critical materials, it has been suggested that well drilling, particularly
that concerned with the development of fields, might be eliminated or drastically
curtailed for 8 period of time. The consequences of such action may be quite
definitely determined through an analysis of the present petroleum - reserve
situation. Resort to theory, trial, or speculation is unnecessary, as reasonably
accurate deductions concerning the rezults of following such a course may be
made simply on the basis of operating experience.

The Nation and the petroleum industry are fortunate in that the industry has,
over past years, been able to supp!y all requirements for potroleum and at the
same time to build up & substantial backlog of known underground reserves of
crude oil.  As of the first of the year 1942 there oxisted a known underground ofl
reserve- of approximately 19,000,000,000 barrels which is the result of continued
discovery. and development operations extending over past years as far back as
the year 1900 aud before. ) .

Referring to the attached chart, it is scen that the known underground reserves
of crude oil in the United States have increased greatly over past ycars, dospite &
more than twenty-fold increase in rate of production since the year 1900, Reserves
have been increased from a-lével of between two to four billion barrels in the
decade 180010 to abbdut 19,000,000,000 as of the first of the year 1942, while
dafly groducﬁon has risen from just under 180,000 barrels per day in 1900 to
3,845,000 barrels per day for the year 1941, Production continucs to mount
mgﬂd{y as & result of the war program, and it is now just under 4,100,000 barrols
daily which is equivslent to an annual production of close to 1% billion barrels. .
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Resarvas ond Production of Crude Ol in the Usited Srates
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Under the current demaud for petroleumn the current known underground reserve

in equivalent to an “indicated years’ supply” of about 13 years. While there
exists sufficient productive capacity to satisfy the immediate demands likely to
be made upon the industry without material effect upon producing cfficiency,
yot the current reserve in terms of current oil requirements is legs than the minis-
mum value of the proper level of reserves, Actually it would be desirable to
have available & known developed underg{r,round reserve of around 25,000,000,000
barrels under the current rato of production as compared with the present actual
19,000,000,000 basrels,
fhe thought is prevslent among those who are not informed on the subject
that the Usited States is possessed of & great abundance of petroleum and that,
without qualification, the industry is prepared to meet indefinitely all requirements.
It is unfortunate that the industry itself is partly responsible for this erroneous
and harmful publie impression.

The performance of the industry in the past indicates that it will likely be able
to fill the demand for petroleum unless & too drastic limitation of operations,
because of restrictions on materials, is imposed. However, it will be shown that
unless materinls required for necessary drilling operations are made available
the reserve position would goon become critical and the productive capseity would
_diminish rapidly far below anticipated essential requirements,

The attached chart demonstrates the fact rather strikingly that contrary to
‘popular belief, an overabundant known underground crude oil rescrve does not
exist in the United States at this time. It shows clearly that the petroleum indus-
-try must be in 8 position to earry on exploration and discovery activities with even
‘greater intensity than in the past and that reasonable development operations
must also be conducted. )

Plotted on the chart are: (o) the known underground reserves of crude oil as
_of the first of each year since 1000, (b): the average danily production by years
since 1900, (o) the “indicated years’ supply”’ of erudo oil represented by the known
. underground reserves, which is' cbtaine bfy; dividing the known ! underground
reservea shown for. the first of each year by the annual production of the preceding
, {ear, and, (d) forecasts of production and efficient productive capacity assuming

hat new discovery and drilling operations, were stopped as of January 1, 1042,

. . ' b

' Forecast of produclive capacity with no new development

The most significant features of the chart are the forecasts of the rapid reduc-
_tione in productive capaeity of presently known reserves which would ocour
‘under the assumption that new discovery and development operations were
terminated as of Janusry 1, 1942. These are indicated by the light dotted black
and red lines on the ¢hnrt projécted from the beginning of the year 1942. As
“previously stated these forecagts are based simply opon actual operating history
“and experience, o
The light dotted black line was forecast on the premise that drilling would
cease entirely on January 1, 1942, and that production would be continued for as
long a time ns possible at the present national total production rate of ahout
4,100,000 barrels per day. It is seen that the current production rate could be
maintained under such eircumstances only through tho present year and that the
year 1943 would witness the beginning of a natual decline in production. By
1944 productive capacity would drop to 3,800,000 barrels per day, and it would
fall very rapidly thereafter as shown.

The light dotted red line was foreeast on the premise that production would be
Himited at all times to the estimated efficient production raie for each field and
that all exploratory operations would cease but that drilling would proceed until
all presently known reserves were fully developed. It is estimated that this
would requive approximately 11,400 wells. Under such conditions, production
would have to be reduced to 3,’!00.000 barrels per day for 1942, and it would
thereafter diminish at the rate of about 150,000 barrels per day annually. The
two dotted curves bound the range of varied conditions within which it might be
expected that the rate of crude oil production might logically be expected to fall.
I is significant that even thou%h production of crude should be artificially limited
in the future to say 8,500,000 barrels per day, by restriotion of the consumption

1 It shouid be understood that the known uuderf(ouud reserves shown for any particular time reprasent
tha estimated recoverable oil then reraining in all of the oil flelds discovered up to that time, Thus the
reserve indlcated for & apecific date does not include the resorves of those flelds subsequently discovered.
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of petroleurr products for reasons of rubber or automobile shortages, transporta-
tion difficulties, or other causes, such a production rate could not be maintained
without eontinued drilling to discover and develop new supplies of oil for main-
taining a propor backlog of developed reserves.

Another factor -of considerable importance, bearing upon the gquestion of
mﬂnmininioﬂ production during the year 1942 underthesssumption of sessation
of drilling, is that some 43,000 wells now flowing naturally would soon necessarily
have to produce at capacity in order to offset the decline in production of older
wells. "The result would be that such wells would soon cease natural flow and
would then require installation of pumﬁing or other artificial lifting equipment.
This equipment involves the use of the highest quality steels as well a8 gears and
engines, all of which are critical. With continued development and the main-
tenance of resorves at a proper level, the majority of the wells in question would
continue to flow naturally indefinitely. .

Diminishing trend of “indicated years® supply"

Roferring to the historioal features of the chart, it is to be noted that while the
known underground reserves of crude oil have been greatly increased over past
years, yet the increase in reserves has not kept pace with the phenomenal record
of the rise in production. In other words, the expression of known reserves in
terms of future supply has diminished substantislly over the long term as a result
of the tremendous increase in the demand for crude oil, This fact is revealed by
the heavy black dashed line géotted on the chart and labelled “Indicated Years’
Supply”” which as indicsted before, was obtsined by dividing the known under-
ground resérves on hand as of the first of emch successive year by the annual
production during the pmmdin{,yw;* It 4gsteen that althionigh only relatively
smsll reserves of crude oil were known st the beginning of the century, yet they
were large In terms of the annual production at that time and constifuted an
indicate supply for the demand at that time of from 30 to 40 years. As the
demand for oul rapidly increased, the indicated years’ supply trended downward
sharply until the latter part of the decade 1020-30, even though dissoveries of
now rese(s]rvm exceeded production and substantial additions to known reserves
were made.

With the widespread application of approved scientific exploration techniyue
and as the result of the discovery of several exc?tionnlly large fields, known re-
serves gained rapidly following the year 1625 and outstripped the rising demand
for oil, so that the indicated years’ suppl{ inoreased from a low of 11 years, as of
the first of 1926, to 22 years for 1033, = Al that time, however, the trend reversed
and it has since been s argly downward, having reached s value of just under 14
years as of the first of 1942, .

Neceasity for continued discovery and development

"The decidedly downward trend in the-ipdicated years' supply of known under-
ground crude ol] reserves presents a rather unfavorable outlook ‘when one reflects
upon the necessity of insuring an adequate sustained supply of petroleum for the
war prograin and supporting essential activitics. The picture becomes more
disturbing when the fact is realized that new discoveries of petroleum have failed
to balance production during the past 3 years by a total of about 2,000,000,0600
barrels, as may be seen by reference to the chart. Furthermors, the known re-
serves of natural ¥as have been serfously depleted in imporiani sections of the
country because of the lack of further discoveries. Demand for gas by s(,rm,eﬂo
and essential businesees in highly industrialized areas is now seriously pressing the
available supply. ' . .

The eause of this situation may be traced entirely to the simple cold fuct that the
discovery of g)roliﬁe new fields, particularly in the case of oil, is becoming increns-
ingly difficult, despite continuous fmprovement of prospecting technique, as drill-
ing proceeds at greater depth and as the more favorable possible oil productive
aroas become more thoroughly combed and tested. T'his does not imply that there
do not remain important unknown fields yet to be found. It is a fact, however,
that, ofl is becoming harder to locate, as cach néw discovery made simply means
one less for the future, . et

The inereasing difficulty of discovering new petroleum reserves is attested.b
the fact that despite exglomtory aclivity, less new reserves have heen discovered,
This is shown by the table below which presents the history of exploratory opera~
tiona over the past several years,
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.- Tt is to be noted that exploxatory drilling has increased iderably in 6
ears, ' Although this greut,er adtivity resulted in the discovery of a larger num.
or of new ficlds, yat the qusntity of new reserves discovered diminished he-

cause of the progressively poorer ciuality of the new fields found. .

© The position of known reserves in terms of the likely future requirementa for

troleum should be improved. In the light of the earlier discussion eoncerning

he dependence of productive capacity upon the maint ce of an adequat

baollog of known developed underground reserves, it is obvious that the down:
ward. trend cannot long be permitted Lo persist if an adequate domestic supply is
to be econtinued, Liven-at this time some of the important oil-producing areas
are prossed to the limit of capacity tn supply the local demend for oil, Many
fields are being operated at excessive rates of production, which lessens oil recovs
ety and further diminighes the koown recoverable reserve and aceelerates the der
cline in productive capacily. 'This condition, coupled with ,the;inabiaiqiy 1o pros
diot the duration of the present conflict, clearly indicatos the necessif{ or inten-
sified exploratory work, Although it may not be possible to provide sufficient
materials to strengthen the known petroleur reserve position at this time, suffi-
gient drilling must be done to discqver:and properly develop new .reaprves of, oil
and ges st a rato at least equal to that at which known.or previously discovered
reserves -gre. produced: and, consumed; ¢ ., - e R T "
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+ In discussing the problem of mainthi‘nigxg adequate domestic reserves of petro-
Yourn, it ‘aas been suggested that future drillipg programs should he directed of
confined fo discovering and developing thie most prolific and strategic fields and
the mosé desirable erudes, such as, for example, aviation-gasoline-yieiding crtides
and other desirable tg‘pes dependipg upon requirements. . While a limited dogree
of choice :night possibly be exercised to advantage, it should bo kept in mind that
it has no! been possible to discover sufficient now reserves to balance required
withdrawnls during recont years regardless of any consideration of the quality of
the field ¢rthe type of crude. The fact of the matter is thet all additions 10 all
types of ruserves would be welcome and desirable. Proper cognizance of varia-
tions in tho quality of fields and crudes can ho taken, with reference to the expen-
diture £ soarve materials, by making suitable adjustments in the developmant pro~
grams. . .

The thought hes also been expressed that ggeuter relianue should be placed upon
the petroleum reserves of other countries in the Weatern Hemisphere to supply the
requirements of the United States. In considering this point it should bo recog-
nized that other petroleum-producing eountries of this hemisphere do not pogsess
any surplus of known developed reserves and that, from the standpoint of the
expenditure of eritical materisls, it would require matcrials to discover and
develop added reserves in South America just se it will in this country, Without
congidering the merit of other ph of this question, it will suffice to say that
the United States should strive always to remain solf-sufficient o8 far as petroleum
reserves and available petroleum supply are concerned, Although under normal -
civcumstances it might be wise to .consider drawing more extensively on fomlgn
reserves, a domestic supply fully adequate to meet all likely requirements must be
maintained in this emergency. It would be folly to depend to any substan-
tial extent upon importations of foreign erude becsuse of the serious limitations of
transportation facilities arising from the challenge to our sea lanes.
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Futurs cruds requirements - - .

1 ‘ Y . [ . .
The current demand for domestic crude-of! production is close to 4,100,000
barrels per day, which amounts to nearly 134 billion barrels per year. Because s
large portion of the produets from this volume of erude finds its way into civilian
uses not directly related to the war program, it is not widely understood that much
of the production is neoessm{ to supply the constituenta of the four petroleum
products considered to be of greatest direct importance to the war program;
namely, (a) aviation gasoline, (b) aviation lubricants, (0) toluene, and (d) syn:
thetio rubber." - :
It has been estimated that nearly 2,600,000 barrels per day of crude will be
needed: to' produce the requirements of these essential products for this year.
With the completion of additional units in 1948 for the manufacture of the fouy
oritical gmtroluum produets, the ecrude requirements will mount to alinost
8,600,000: barrels per day, or over 1.3 billion barvels per year, which is aqual to:88
percent of the ourrent volume of production. This quantity of crude will be ve-
quired irmgectjve,of the demand for ordinary petrolemn produocts, such as motor
ghsoline and fuél oil, which would in effect be produced as byproducts of the four
eritical wilitary })roduots. It therefore becomes apparent that any pos ible
cdrtailment of civilian consumption of gasoline or fuel oil would haye & relative y
small effect upon orude-oil requirements. . N
+ 'Fhero has been much logse talk of the possibilities of reducing crude-oil require:
menta by restricting go-cklled nonessential civilian consumption of motor fuel,
While admitting that some noncssential uses of gasoline could be eliminated
without serious consequences, yet there exists considerable doubt ss to the extent
to which civilinn consumption of motor fuel could be limited without jeopardiging
essential industrial aetivity, It is believed thet cssentinl needs for petroloumn
will actually inorease heyond the current level of production. The controlling
factor in the matter will be fucl oil, and, irrespective of the effests of the rubber
or automobile shortages or of possible artificial curtailment on motor fuel con-
sumption, the essential needs for fucl oil will likely require the maintenance of
orude-oll produotion at or above the current level. The crux of the matter is
simplv tbat limitation of crude-oil produetion through restriction of gasoline con:
sumpt.on would seriously affect the NPNF of fuel oil, for, with tho essentinl re-
guirements of other products, fuel oil yvields can be shifted only moderately,
pro_bably & maximun of § percent on tha total volume. The supply of fuel oil is
“tight’* a¢ this time, and any substantial restriction in use would soon raise other
important problems concerning critical materials and would also seriously afféct

essential industrial operations. i
A Drillfna and material requirements j"or 1943

< QOver the past 6 years exrlommry and development drilling for oil and gas hes
totaled in cxcoss of 25,000 to a high of approximately 32,000 wella annually.  Ae
Eoinwd out before, discoveries of new reserves of oil in the past 3 years have not

ept psce with production, and the reserve position in terms of the growing
demand for petroloum has become progressively less securc over the past decade
in spite of the large smount of drilling done, . -

With the urgent requirements of critical materials for direet military pu
and the consequent steadily growing shortages, it is fully recognized that the
production branch of the petroleum industry must conduct its operations with
E;eatly reduced expenditures of materinls, This simply means that the industry

facod with the formidable task of diacmverin%, developiug, &nd producing more
and more petroleum with less and less materisl. Becsuse of the none tou satis-
factorgalovcl of known underground reserves, exploratory activity, particularly,
must with increasing intensity. : .

Prior to the outbreak of war it had been hoped, bvcause of the urgency of con-,
tinuing the discovery and development of new petroleum reserves, that the pro-
duction branoh of the industry would be able to continue without serious reduction
in the seale of drilling operations, despite the fact that general shortages of mate-
rials had already developed. Shortly before hostilitios began, however, it beeame
fully apparent that the industry could not hope to receive other than the bare
minimum amount of materials required to permit a reasonable continuation of
necessary operations, Accordingly, thought was given to the methods whereby
the limited quantities of materials available could be placed to the wost advan-
tageous use. This culminated in the promulgation of Conservation Order M-88,
The effect of thie order is to make available a greater guantity of oil per pound
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of steel expended by broudenin% the spacing of wells and bg eliminating over-

development or unnecéssery drilling in any particular field. Thus & greater

gunntity of underground reserves of petroleum oan be made available for produc-
on with & minimum practicable use of materials,

While considerable savings of materials oan and will be made in petroleum-
production operations,it. is- epsontial .to yealize that. matarials.negessary for. the
continued proper functioning of the production branch of the industry must be
made available if an adequate sustained sugply of petroleum is to be provided.
Under the operation of Conservation Order -8, it i estimated that the drillin
of about 16,300 wells in the United States dun. the year 1942, proporly divide
between exploratory and development operations, should be sufficient t@ maintain
fairly satisfactorily the required domestic {n‘oduotiva capacity to enable the
¥mduction of at least 1% billion barrels of oil during the year. The estimate of

9,300 wells for 1942 is 39 percent below the 31,733 wells drilled in 1941, The
detail of the estimate of domeatic drilling required in 1942 is as followa:

on Gas | Dry { Total

B wolls. 024 116 | 5,200 4,000
Dovel wells...... 1,164 1,820 | 2,204 | 16,287
Total i 11,788 | 1,045 | 8,858 | 10,287

It is noted that the estimate of required drilling in the United States in 1942 is
divided 4,000 wells to exploratory, work and, the remainder to development. The
4,000 wells set- aside for exploratory-operations is nearly -29 pessent.gueater than
the total of 3,113 wild-cat wells drilled in 1941, which was an all-time high,
Because of its obvious importance, the Office of Petroleum Coordinator has
emphasized and will continue to urge intensified exploratory activity. If the
estimated total required number of wells are drilled, it may be expected that
around 5,500 to 5,600 will be dry, something less than 2,000 will be gas wells, and
the rest oil wells. The dry holes will require only & minor amount of material as
compared with the estimated 13,733 successful oil and gas well completions,
The reason for this is that little or no casing or other tubular goods are left in
unsuccessful wells. The estimate of 13,733 oil and gas well completions for the

ear 1942 compares with 23,100 in 1242 and represents a 40-percent reduction,
This means that the expenditure of materials in the production branch in 1942
will be at least 40 percent less then the quantity used in 1941. It can be stated
with assurance that a minimum reduction of 40 percent will be automatically
accomplished under the application of Conservation Order M-68.

An estimate of the various classes of material requirements for the production
branch of the industry for the year 1942 has been made. The requirements are
baged upon the proposed drilling program and necesgary auxiliary operations as
piscussed above. The detail of the esgtimate is as follows:

Ferrous materisls: Tone
‘1, Cutting tools. .- o et —————— 985
2. Nickel bearing steel. oo o-.. - 36, 800

8. Other alloy steels. - ouoereunn . 59, §
4, Carhon steel, . acerouen P
5. Steel castings...
8. Steel scrap- .- ooceo-.
7. Steel bars and shapes. .
8. Wire rope, ete. .. u-n
© Q. Steelplate.. .oooooooooooLon
) }? ;%‘teel cheet. .o ovones . e

p - -
13. Pig iron—iron castings. ......
14, Iron scrr,\;]) ...... ———— .

16: Forrous alloys._......._..

T T SRS "1, 752, 805
. o N . . spmmrTm————mE

o
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Nonferrous materials: Toms .
179

111

4, 910

b, 840

780

780

1, 150

5 4, 280
24, Synthetic rubber. 1,276
25. PlasticS evuocucunn 167
26. Chemicals 4, 250
27, COPABEO. - - v ettt e et e 1, 810
b 7 | UV U 25, 522

The foregomng estimate shows a required ferrous tonnage of approximately
1,750,000 and a nonferrous tonnage of 25,500. As indicated before, these quan-
tities of materials are about 40 percent less than the expenditures of materials
in the year 1941,

Recommendation

It is the belief of the Petroleum Coordinator’s Office that the quantities of
materials specified herein represent a reasonably accurate picture of the essential
requirements of the production branch of the petroleum industry necessary to
provide an adequate sustained supply of crade oil and natural gas to,supé)ort the
war program, Accordingly, the recommendation is hereby made that the War
Production Board be urgcd to allocate to the production branch of the petro-
leum industry, for the year 1942, the specificd amounts of materials, if al all
possible and consistent with the urgency of the requirements for military and
other war industry purposes,

Exumir C
[ From Bureau of Internal Revenve, Regulation 103—Income tawl

8ito. 19.28 (m)-18. Oharges to capitat and to expense in the case of oil and
ye8 wells~—(a) Items chargeable to capital or to expense at taxpayer’s option:
" (1) Option with respect to intangible drilling and development costs in gen-
eral: All expenditurcs for wages, fuel, vepairs, hauling, supplies, ete., incldent
to and necessary for the drilling of wells and the preparation of wells for the
production of ofl and gas, may, at the option of the taxpayer, be deducted from
gross fncome as an expense or charged to capital account. Such expenditures
have for convenience been termed intangible drilllng and development costs.
Examples of items to which this option applies are, all amounts paid for labor,
fuel, repairg, hauling, and supples, or any of them, which are used (A) in the
drilling, shooting, and cleaning 6f wells; (B) in such clearing of ground, drain-
ing, road making, surveying, and geological work as are necessary in prepara-
tion for the drilllug of wells; and (C) in the construction of such derricks,
tanks. pipe lines, and other physical structurey as are nccessary for the drilling
of weils and the preparation of wells for the production of oil or gas, In gen-
eral, this option applles ouly to expenditures fur those drllilng and develuoping
ftems which in themselves do not have a salvage value. For the purpose of
this option labor, fuel, repairg, hauling, supplies, ete., are not considered as hav-
ing a salvage value, even though used in comnection with the installation of
physical property which has a salvage value, Drilling and development costs
ghall not be excepted from the option merely becanse they are incurred under 8
contract providing for the drilling of a well to an agreed depth, or depths,
at an agreed price per foot or other unit of measurement.

(2) Option with respeet to cost of nonproductive wells: In addition to the
foregoing option the cost of drilling nonproductive wells at the optton of the
taxpayer may be deducted from gross income for the gear in which the taxpayer
complieies such a well or be charged to capital account returnable through depie-
tion and depreciation ag in the case of productive wells,

(8) If deductions for depreciation or depletion have either on the books of
the taxpayer or In his returns of net income been included in the pest in
expense or other accounts, vather than specifically as depreciation or depletion,
or if capital expenditures have been charged to expense in lieu of depreciation
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or depletion, e statement indicating the extent to which this praciice has heew
carried should accompany the return, L

. (b) Recovery of optional items, if capitalized:. . BT

_ (1) Items returnable through depletion: If In exercising these options, or
efther of them, the taxpayer charges such expenditures as fall within the eptions
to caplial aceount, the amounts go capitalized insofar as they are not represented
by physical property are returnable through depletion. Ifor the purposes of this
section the expenditures for clearing ground, draining, road making, surveying,
geological wok, excavation, grading, and the drilling, shooting, and cleaping of
wellg, are considered not to be represented by physical property, and when
charged to capital account are returnable through depletion. | .

(2) Items returnable through depreciation: If in exercising these options, the
taxpayer charges such expenditures as fall within the options to capital account,
the amounts so capitalized, insefar as they are represented by physical property,
are returnable through depreciation. Such expenditures are amounts paid for
wages, fuel, repalrs, bauling, supplies, etc., used in the installation of casing
and equipment and in the construction on the property of derricks and. other
physical structures. . .

(3) In the case of capitalized intangible drilling and development costs in-
curred under a coutract, such costs shall be allocated between the foregolng
classes of items for the purposes of determining the depletion and depreciation
allowances.

(c) Nonoptiona) items distinguished :

(1) Caplital items: The option with respect to intangible drilllng and develop-
ment costs in general does not apply to expenditures by which the taxpayer
acquires tangible property ordinarily considered as having a salvage value.
Hxamples of such items are the cosis of the actual materinls in those struc-
tures which arve constructed in the wells and on the property, and the cost of
drilling tools, pipe, casing, tubing, tanks, engines, bollers, machines, etc. The
options do not apply to any expenditure for wages, fuel, repairs, hauling, sup-
plies, ete,, in connection with equipment, facllities, or structures, not incident to
or necessary for the drilling of wells, such as structures for storing or treating
oil or gas. 'These are capital items and are returnable though depeciation.

(2) Bxpense items: Expenditures which must be charged off as expense,
regardless of the options provided by this section, are those for labor, fuel,
repairs, hauling, supplies, ete, in connection with the operation of the wells
and of other facilities on the property for the production of oil or gas. General
overhead expense, taxes, and depreciation of drilling equipment, are not con-
sidered as capital items? even when incurred during ihe development of the

roperty.

P {d) This section does not grant a new option or election. Any taxpayer who
made an election or elections under article 223 of Regulations 69 or under
articie 243 of Regulations T4 or under article 238 of Regulations 77 or under
article 23 (m)-16 of Regulations 8 or under article 23 (m)~16 of Regulations
94 (sectlon 3.23 (m)-16, Title 26, Code of Federal Regulations), or under article
28 (m)-16 of Regulations 101 (sec. 923 (m)-16, Title 26, Code of Federal
Regulations) is, by such election or electfons, bound with respect to all optional
expenditures whether made before January 1, 1039, or after December 31, 1938,
in connection with oil and gas wells. Any taxpayer who has never mude
expenditures for drilling ofl or gas wells prior to the first taxable year begla-
ning after December 31, 1938, must mnke an election as to intangible driliing
and development costs in general in the return for the first taxable year in
which the taxpayer makes such expenditures and a taxpayver who has never
made expenditures for a nonproductive well prior to the first taxable year
beginning after December 81, 1038, must make an election as to the vost of such
wells in the return for the first toxable year in which the taxpiyer completes
such a well. Any election so made is binding for all subsequent years. A tax-
payer is considered to have made an clection in accordance with the manner in
which the respective types of opiional items are treated (1) in his return for
the fivst taxable year ending after December 81, 1924, in which optionnl ex-
penditures of the respective types are or wore made, or (2) in an amended
return filed between June 18, 1927, and December 18, 1927, In accordance with
Treasury Declslon 4025. Any taxpayer who has made expenditures for optional
drilling and development costs must attach te his return for the first taxeble
year heginning after December 81, 1938, and for ench year thereaffer a clear
statement of his election under each of the options, together with a statement
of the time at which, and the manner in which, such election was made,

0 ci
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KRR o Examz D

RESOLUSION ADOPTED BY THE INTRRSTATE OIL COMPACT COMMINSION, AT I8
" Requnap Quawrenty MreTine AT LitTrie Bock, Ark., oN MArcH 28, 1942

The ofl industry requires the protection afforded by existing tax laws which
piovide for percentage depletion and optional expensing of intangible drilling
cosiy In order to guard against waste in the production of crude petroleumn
which waste would result primarily because of— )

First. Producing from our known reserves at a rate o excessive as to prévent
efficient recovery of the greatest possible amount of oil from these reserves; and,

fecond. Abandoning producing wells and leaving recoverable oll in the produc-
ing horizons without firet employing all known methods of primary or second-
ary recovery.

Encouragement to search for new reserves and to maintain production through
marginal and stripper wells, or through secondary recovery methods, now exists
in the provisions of our tax law allowing for a percentage depletion and the
right to charge to expense Intangible development costs ss provided by the
Treasury Department regulations. ' . '

The wisdom of the Congress of the United States fn making provision for the
present depletion, and of the Treasury Department in recognizing the right to
charge to expense intangible development costs in income-tax returns, hus been
well Justified. The conservation program of the petroleum industry and of the
regulatory bodies of the oil-producing States would be greatly hampered and
embarrassed by & change in these laws and regulations. .

Therefore, the Interstate Oil Compact Commission states as a policy {ts ap
proval of the present method of allowing percentage depletion and the optional.
right to charge to expense intangible development costs as provided by the
present laws of the United States and Treasury Department regulations there-
under, .

Exaisir B

Hiram M, Dow
ROSWELL, NEW MEXICO

WasHINGTON, D. C., April 15, 1948,
Hon. WESLEY Ii. DisNEY,
House of Repr tatives, Washington, D, C,

Dear ConanessMAn: Hon, Harold L. Ickes, Petroleum Coordinator for Na-
tlonal Defense, acting under the authority vested in him by the President of
the United States, has recently formed the National Conference of Petroleum
Regulatory Authorities, and appointed to the bership thereof one represgenta-
tive from each regulatory agency of the several oil-producing States of the
Nation, and one representative from the Interstate O Compact Commission.

The flrst meeting of this national conference was held in fhe office of the
Petrolenm Coordinator in the Interior Bullding, Washingilon, D. C., on April
14 and 14, 1942, There were present at the meeting representatives from 20
ofl-producing States. As the member representing the Interstate Oil Compact
?ommlsslon. I attended the meeting and was elected chalrman of the con-
'erence. :

During the course of the meeting several resolutions were adopted, among
which was one concerning the present provisions of law allowing to ofl pro-
ducers a depletion deduction of 271 percent .and an option to charge as ex-
pense intangible drllling and development costs. The language used in the
resolution ig as follows:

“The present depletion allowance of 274 percent must be retained, This, in
reality, creates a defense fund, capital to find new ofl to replace tbe oil belng
currently c¢ d. Nocb should be made in the law allowing the charge
for intanglble development, costs.” .

Inasmuch as there is now pending before the Ways and Means Committee
a proposal from the Treasary Department, that these provisions of law be elimi-
nated or drastically chapged, I respectfully call your attention to the resslution
above quoted and request that this letter or a copy of.the resolution be pre-
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sented by you to the Ways and Means Committee, and if agreeable, have it
fnserted in the record of the hearing of the counnittee on this subject.

Very truly yours,
Hmamx M, Dow.

The Cuaremax. Senator Lee, you say you have a statement you
wish to make?

Senator Ler. Yes.

The Crrarrman. All right, Senator Lee,

STATEMENT OF HON. J’OSﬁ LEE, A UNITED STATES SENATOR FROM
THE STATE OF OKLAHOMA

Senator Lur. Mr. Chairman, Hitler in his drive for the Caucasus
is trading blood for oil. Why is he paying such a price for these oil
fields? Because ho knows that if he can gain control of the oil from
the Caucasus and from Persia that America will then be the nearest
source of supply for oil.

Unfortunately Hitler is slowly but steadily gaining his battle for
this rich prize. If he wins the Caucasus there is little doubt that he
will then move toward Persia, the only oil supply in Europe and
Asia then available to the armies of the Allies. 'T'his will mean that
America_must supply the oil for the entire fighting forces of the
United Nations,

Therefore, we must not take any steps which will reduce the de-
velopment of new supplies of oil.  We must not discourage the ex-
ploratory efforts. On the contrary we should be thinking of means
of encouraging the discovery of new oil fields.

During World War I the Congress faced a similar situation. Out
of the necessity born of that situstion came the present pex'centa%e
depletion-allowance legislation. The Congress then recognized the
‘wisdom of providing a 2715-percent depletion allowance for the
oil industry, in writing the tax program,

I would like to emphasize the fact that this has been an important

art of the present program and is deeply imbedded into the foun-
Sational structure of the petroleum industry.

Therefore, I sincerely trust that you will not take the risk of inter-
fexiing with the progress of an industry on which we are so dependent
today.

It is conceivable that our colleagues at the time of the original
adoption of this program may have had some doubts as to its success-
ful operation. That is true of any new program, but we are more
fortunately situated in what we have 25 years of experience by which
we may judge the fairness and the success of this program,

The record indicates that the oil industry as such continues to con-
tribute its proper share to the revenues of our Government.

While the oil industry has not profited excessively ns o vesult of
this law, it has been encouraged by the wisdom of a governmental
policy which encourages the search for new oil reserves.

'The mere fact of o prolonged continuation of legislative policy is
not in itself sufficient to justify its performance, nor even its indefi-
nite continuation.

However, prolonged observation of such o policy as the 2714 per-
cent depletion allowance naturally encourages oil men to believe that



REVENUE ACT OF 1943 1367

it will continue in the absence of justifiable grounds for a change of
olicy.

P It lys « fundamental rule of law that upon him who urges departure

from long established custom there rests a heavy responsibility to

show the need for a change of policy.

Secretary of Treasury Morgenthau and his tax adviser, Randolph
Paul, have made the charge that the depletion allowance is a “special

rivilege” and a tax loophole which should be changed or eliminated.

hey have proyosed this change but they have not sustained the
burden of proof, in support of their proposal nor have they offered
a satisfactory substitution for the measure they seek to eliminate,

The depletion allowance was inaugurated for the purpose of en-
couraging discovery and exploratory activities. Such activities, if
successful, supply petroleum to keep the industry in operation and
also to build up a reserve for known and unknown contingencies.
How well it has succeeded is best seen in the position of America in
the world of oil. Yet, despite these reserves, our present need is so
huge and also so unpredictable that we can ill afford to allow any
diminution in the extent of our reserves. ‘

Yet, at the precise moment when the necessity of preserving the

resent extent of reserves is a paramount consideration, we find that
ast year more oil was consumed by three times than was discovered
in new fields. With this alarming rveversal of the trend of discovery,
we are confronted with a proposal to withdraw the incentive which
primaril{ caused the discovery operations to be undertaken and with-
out which we should probably be empty-handed today.

Coordinator Ickes has asked that increased new discoveries be un-
dertaken and that a 3-year downward trend of wildeat opevations be
reversed. This request cannot be complied with if the incentives are
withdrawn, unless the Government itsclf goes into the business of
discovering new cil reserves,

This, as you may well imagine, would not only be expensive but less
sutisfactory than the other method which is to allow suflicient incen-
tives for private initiative in this field.

We have a time-tested method approved by succossive Congresses
under which expansion and industrial strength has been fostered, and
we are now asked to surrender this proven method for the nebulous
promises of Gievernment compensation “where necessary.”

The risk involved in making such a change at this crucial stage in
world affairs is so great that no practical man should make such a
proposal, and no impartial tribunal should approve it at this time.

. I submit that with so much at stake, and dependent upon the con-
tinuous flow of peiroleuns, that any method of improvising should not
replace a time-tested legislative policy under which unprecedented
p;‘ogi‘ess has been made in the creation of the world’s laxgest supply
of oil.

Mr. Chairman, the depletion allowance law has a twofold base.
First, becauge of the difficulty of ascertaining what amount of oil
has been found in a well that is discovered, it is recognized that every
barrel of oil sold might be a part of the capital invested in that
endeavor. :

_Becond, it is also recognized that sny of the efforts to find the
oil, although very expensive, might prove fraitless.
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: Thevefore, by allowing a'depletion of 2734 percent Congress has
established a fair and just formula for dealing with the oil industry.
~ Therefors, I strongly recommend that we continue thig program
which 25 years has shown to be a wise policy. C

Now, Mr. Chairman, there is a second policy, known as the in-
tangible development costs option, which was established in 1917,

This policy allows the petroleum companies at their option to ex-
pense certain intangible development costs. . .

In other words, the producer may elect whether or not the in-
tangible expenses involved in the development should be capitalized
or charged off as expense iterns.

This is not a continuing option. Once the election is made, it is

binding through the life of that operator. Most of the small opera-
tors, commonly known as independents, charge off their intangible
development expenses in making their income-tax returns, :
- While this option is of great assistance to the small operator, it is
doubtful if the Treasury Department in the loug run loses anything
by the operation of this option because the Treasury Department
receives revenue on an instellment basis rather than receiving it all
at one time. ‘

To change this policy would eventually destroy the small companies
and thus kill the goose that lays the golden egg.

Now, Mr, Chairman, please bear In mind that ¥ am not recom-
mending a change in our laws. I am resisting a change which
might result in immediately increasing the revenues but which would
u?doubtedly result in decreasing the revenues over a long period
of time.

Furthermore, to change either one of these policies as recommended
by the Secretary of the Treasury would, first, destroy many small oif
co?panies and increase the téndency toward monopoly in the oil
industry.

Seco:?d, it would discourage exploratory effort at a time when we
need to incresse our available sup()ivly of oil, , )

Mr, Chairman, I thank you and the members of the committee.

- The Cuamuman. Thank you, Senator. S
- Senator Thomas. -

STATEMENT OF HON. ELMER THOMAS, A UNITED STATES SENATOR
' ¥ROM THE STATE OF OKLAHOMA - .

Senator Tromas. Mr. Chairman, I appear here for a group ori an-
other feature, respecting rock asphalt.  Let me say I support the
osition taken by Senator Gore, Colonel Fell, and my colleague,
ganator Lee. I will oppose, in the best way I can, any change in
respect to the 2714 spercm‘xt depletion. .
’Fhe Cuamman. Senator Kilgore.

STATEMIﬁNﬁI;‘ OF HON. HARLEY M. KILGORE, A UNITED STATES
- SENATOR FROM THE STATE OF WEST VIRGINIA -

Senator Kircorn, T want to join particularly in the statement made
by the second speaker, Mr. Fell, in favor of the retention of any ren-
sonable depletion exemption for minerals, and believe that the one
now in operation is the proper one. It has been my experience that

N .
! ’
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unless saring provision is made for depletion, progress and prospecting
ogass,  Our minerat States have always taken this into consideration
and have found it a rcasonable and workable solution, and it is my
belief the Federal Government should follow this. XIf we do not allow
some depletion exemption we are veally taxing a capital sale. Our
income tax then becomes instead a gross sales tax under prohibitive
rates. - .

It is like a farmer buying an uncultivated field in the spring, plant-
ing & crop and then selling the field and crop in one sale. Under
no law would he be refused exemption on the purchase price of the
field, because that is a part of his capital. Yet, if we do not allow
an exemption for depletion the capital reserves in the form of min-
erals—and I mean by that coal, oil, gas, metals of all types—we are
taxing capital soles,

The CzrarrMan, The Chair sees Governor Neely in the room. I
very well recall it was Governor Neely’s motion back in 1924 or
1926

Governor Neery. 1976,

The CuarmaN. When he objected to the committee depletion al-
lowance and-moved a depletion allowance of 35 percent. He was
beaten on that by one vote in the Senate, as ¥ recall; and then he
moved 80 percent, which was carried, and in conference between the
Housei and Senate the 2714 percent depletion for gas and oil was
written into the law. -

STATEMENT OF HON. MATTHEW M. NEELY, GOVERNOR OF THE
STATE OF WEST VIRGINIA

Governor Nerry. Mr. Chairman, that is true. And may I not ven-
ture to hope that those of the committee who were Mémbers of the
Senate at that time will remember that during the progress of the
debate on my amendment, Senator Smoot, chairman of the Commit-
tee on Finance, admitted that he did not believe that the 25-percent
depletion allowance provided in the bill was sufficient; and that Sen-
ator Simmons, who was, at that time, the ranking minority member
of the committee, also stated that he considered the 25-percent allow-
ance inadequate. On a roll call vote, the Senate sustained my motion
to increase the oil and gas depletion allowance to-30 percent.

Gentlemen of the committee, as stated by your able chairman, Sen-
ator Gleorge, the Senate and House conferees reduced that allowance
to 2714 percent. That determination was promptly and duly made
a port of the law of the land and such it has continued to be from
1926 until the present hour. o

In natural resources, West Virginia is one of the richest States
in the Union. She produces approximately a fourth of the Nation’s
entive output of bituminous coal. Her oil and gas industries are
highly important. Her oil is identical with that known to the in-
dustry as Penunsylvanie grade—the high quality of which is not sur-
passed by the oil of any other re%ion on earth. This grade of crude
yields from 4 to 11 times as much vital lubricating oil as the erudes
of the various other producing sections of the United States.

As the Governor of West Virginia, it has appeared to me to be
my duty to come before your honorable committee very briefly but
most: respectfully and earnestly to urge, to the limit of propriety,
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that the provisions for depletion allowances in favor of coal, oil, and
gos now contained in the bill, which is before the committes, be re-
tained without diminution.

Senator Barxkriy. And all other minerals?

Governor Nerwy. Thank J'ou, Senator Barklei'. Manifestly all
other minerals, metals, and deposits that are similar to coal, oil, and

us should enjoy the benefit of depletion allowances. My sole reason
or appealing to the committee and through it to the fenate in this
matter lies in my firm belief that every toiler and every proprietor
of a coal, oil, gas, or other producing enterprise-—the capital resource
of which is necessarily annihilated in the process of utilization—
should enjoy the benefit of equitable depletion allowances such ag the
pending biil very appropriately contains. In my opinion, justice not
only to the sxplorers and exploiters of mineral, oil, and gas deposits,
but also justice to all the employees of all the industries that are en-
gaged in the transformation of our natural resources into the con-
sumable necessaries of daily life demands that all the cxisting provi-
iqions for depletion allowances of the pending bill be translated into
aw,

The principle on which the depletion allowances is based is sound
in logic, just in its operation to all the people, and, in this crisis, it is
ag vital as life Lo the most important enterprise on this side of the
grave, namely the successtul waging of the present frightful war to a
speedy conclusions in behalf of righteousness, liberty, and civilization,

Gentlemen of the committee, for your courtesy in permitting me
thus to express these views, I sincerely thank you again and again.

The Cnamman. Thank you, Governor Neely.

Senator Connarny. May I ask you one question?

Governor Neery. Certainly.

Benator Connarvy. There is something that has not been touched
on, and that is this: In your opinion, does the allowance of the deple-
tion credit aid the little man relatively more than it does the big oil
companies?

Governor Nerry. Yes; very much more.

Senator ConwarLy, The big companies have got their money in
their reserves, and they éan wildcat and charge 1t off and go ahead
but in the case of an independent wildeatter, with small capital and
small opportunities, is not the depletion allowance almost necessary
for him to be able to go out and, in a measure at least, compete with
the big monster oil companies?

Governor Neevy. Senator Connally, certainly I concur in all that
you have said and all that is implied in your question. 'The greatest
of the oil-producing companies have what is known as settled produe-
tion. Their hazards are relatively few and far between. But those
who are known as wildcatters almost daily risk their financial lives in
searching for new worlds of natural resources with which to serve and
bless their country. Very few wildeatters ever become wealthy, Mul-
titudes of them have become bankrupt. Many of them have died in
the poorhouse. - . :

I have known of only two so-called wildeatters who have become
very rich. Colonel “Mike” Benedum, the world’s areatest seeker and
finder of fabulous guantities of oil in unexpected places, and Mr. Max-
land, the Oklashoma pioneer, are the only ones who, to my knowledge,
have ever made and even partially retained great fortunes by means
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of the highly hazardous and equally expensive service of searchin

for nature’s carefully concealed deposits of oil and gas. Colone
Benedum, an illustrious West Virginian by birth, is now making in
his native State the most patriotic and costly experiment ever under-
taken by the producers or hunters of crude oil. He is drilling wells
to depths never dreamed of and to sands generally condemned as
worthless until after the beginning of the present World War., I
have learned, not from Colonel Benedum, but from others who are
well informed on the subject that the Colonel’s explorations now in
progress in West Virginia will cost him at least a half a million dollars.
And please bear in mind that Colonel Benedum is hunting for oil not
for the purpose of adding to his own riches, but for the praise-
worthy purpose of helping to win the war,

Tor this service, Colonel Benedum is entitled to the gratitude of
not only all his fellow West Virginians, who immeasurably love him,
but also to that of all the friends of liberty throughout the world.

Mr. Chairman and members of the committee, let me once more
thank you for ¥)()u1‘ kindness in most courteously listening to the ob-
servations which you have permitted me to make. .

The Cuamman. Governor, we thank you very much for your
appearance.

enator Barkiry. I understand, Governor, that you expect to be
back here shortly.

QGovernor NreLy. If the blessings of Divine Providence continue to
descend upon me in the future as they have descended upon me in the
past, and the incomparable people of West Virginia favor and support
me as generously and loyally in November as they have supported and
favoregé me during the 80 years that have just passed away, you may
depend upon my returning to this, the greatest capital city in the world
in 1943, and as a result of all which will once more be iny happy priv-
ilege to say that where you and the other members of the committee
ave there I shall likewise be.

Senator Caveer. Mr. Chairman, I have received a telegram from
D. R. Lauck, president of the Kansas Independent Oil & Gas Asso-
ciation, Wichita, Kaus., reaffirming a resolution passed by their asso-
ciation this spring and reprinted at my request in the Congressional
Record of March 24. This page from the Record is attached for tho
committee’s information. ' .

Upon being advised that the ¥inance Committee would devote a
part of today’s meeting to hearings on this section of the pending
measure, the {Qmsns Independent Oil Producets called a special meet-
ing and adopted a resolution urging the retention of the present deple-
tion allowance. T trust the coramittee can give favorable and sympa-
thetic consideration to this appeal: I am wholeheartedly in accord
with their stand because the resolution sets forth strong reasons wh
any reduction of the depletion allowance would work an unfair ha.rd)wr
ship to this important and vital industry. :

The resolution referred to is as follows:)

REgOLUTION PABSID BY INDEPENDENT O, PRODUCHRS OF KANSAS, AT Mass
MzmriNg, WICHETA, KANS, JULy 29, 1042

" The recommendation of the Treasury Department that the percentage deple-
tion allowance be eliminated is #~ he considered by the Senate Finance
Committee on August 4, 1042,

78003-—42-~vol, 2~—=~8
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From 1918 to 1941, it bas been commonly recognized that oil in place is
capital and that this capital should be returned to the ofl industry, free of tax,
In order to return this capital free of tax, Congress determined in 1918 that
the value of ofl in place ghould be based elther on cost, the falr market value
as of March 1, 1813, or the fair market value within 80 days from the date
oil was discovered. This method, however, of arriving at the amount of
eapital involved was difficult to administer and was expensive to the Government
and to the oil industry.

" 'To simplify the computation of allowable depletion, Congress In 1918 passed
the percentage depletion method, which allowed 2734 percent of the gross income
from the oil and gas produced by a property during each year, to be deducted
from Federal income, but in no event was this to be more than 50 percent of
the net income from the property. "his depletion allowance passed by Coungress
in 1926 has been approved by Congress in each succeeding revenue act; and
the fact that this method of computing depletion has stood for the past 16
years is evidence that it is falr, just, and equitable to both the taxpayer and
to the Government. The further fact that most State income-tax departments
have approved this method of depletion allowance argues in favor of its falrness,

The independent operator ig justified in his request that this percentage deple-
tion be continued, because of the risks he takes every time he drills a well
For the presence of oil cannot be determined without the expenditure of large
swns of mouney, Even if ofl is found, it cannot be ed. The a t of
oil in place can only be estimated. .

A manufacturer or merchant can replace their stocks by making new pur-
chases. However, an oil operator cannot replace the oil he pumps out of his
wells. He must drill more wells in order to discover new production. This
results 1n his drilling rany dry holes, and, their cost I8 rightfully chargeable
to the producing wells. .

‘We believe that any reduction of the depletion allowance will result in the
taxation of capital invested in the oil fndusiry and will make it impossible to
develop new reserves which are vital to our war effort ; 'Therefore be it

Resolved by the independent prod 8 of the State of Kansas at a mass
meeting held at Wichite, Kans., thig the 29th dey of July 1942, That the pro-
visions of the present law are falr and equitable; that they return no more
to the industry than the capital consumed, and that its elinination or reduction
v;ould 1g\illtm‘oumge an esgential industry necessary to the welfare and defensge
of the Nation.

The Caamsan. The committee will go into executive session at this
timo, and the open hearing will be resumed again at 1:80 today, on
account of the unusual number of witnesses who are on the schedule.

(Whereupon, at the hour of 11:45 a. m., the committee retired into
executive session, the open hearings to be resumed at 1:80 p. m,, of
the same day.) ‘

' AFTERNOON SESSION

(Whereupon, at 1: 30 p. m., the committee met pursuant to recess.)

'The CrarmaN. The committee will please come to order.

Now, the next witness listed here was Mr, Moorhead. I am advised
that Mr, Moorhead passed away yesterday, and someone is appearing
with a statement from Mr. Moorhead,

Vorce. Mr. George Hlolbrook, Mr. Chairman, will present his
statement. :

The Caamrman. The statement which Mr. Moorhead prepared. Mr.
Holbrook, you may come around.

The other members of the committee will be in shortly.

STATEMERT OF GEORGE HOLBROOK, WELISVILLE, W. Y., PRESI-
DEXT, NEW YORK STATE OTL PRODUCERS ASSOCIATION

Mr. Horeroox. Mr. Chairman, thank you for the opportunity of
presenting Mr. Moorhead’s statement. ' "
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My name is George Holbrook. My home is in Wellsville, N. Y. I
am president of the New York State Oil Producers’'Association, and I
have been engaged in the oil producing business in the New York State
fields for 12 years,

These fields are part of the Pennsylvania grade oil region which is
shown on this map.

There are 133,420 wells in the four-State arvea and the daily output

er well averages about half a barrel. In some counties the average
15 a8 low as a tenth of a barrel daily.

The 80,000 barrels produced daily from these small wells is only
about 2 percent of the national crude production but that is sufficient
to lubricate one-fourth of the carsin the United States in normal times.
Today this production is looked to by our Government as the primary
source of high-grade aviation oils required by the air fleets of the
United States and the United Nations.

Most oil fields in this country are evaluated princfipally for their

i

yield of gasoline. The region shown on this map [indicating] is im-

portant mainly because of the quality and the quantity of the lubri-
cating content of its crude. ‘Whereas other crudes usually yield 2 to 5

Mar or PENNSYLVANIA GrADpE Cruve Orn ReGION

percent lubricating oil, Pennsylvania grade crude uniformly yields
22 percent,.

rom the time of the initiation of the rearmament program 2 years
ago, very great demands have been made on the supplies of Pennsyl-
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vania products for military and naval uses. New airplane motors are
run in and tested exclusively on Pennsylvania oils. These oils are
specified for many turbine, hydraulic, fire control, and propeller oper-
ations.

‘The wax byproduct is needed in constantly greater quantities in mu-
nitions factories. But above everything else there is a mounting de-
;llmnd for our aircraft oils for the bombers and fighters of the Allied

eets,

The pressing war need for the products of our fields is evidenced by
the high priority ratings assigned to oil-well materials in this dis-
trict, by the exemptions and exceptions provided by War Production
Board well-spacing orders and by the urgent insistence of the Office
of Petvoleum Coordinator that the Pennsylvania grade refineries oper-
ate as nearly at maximum capacity as possible.

It is extremely fortunate that the fields which provide these im-
portant lubricants lie close to the Atlantic seaboard. 'fhe transport
problem is simple and deliveries ave prompt, whether intended for do-
mestic or overseas destinations.

The supply of these oils hinges mainly on the ability of the producers
to lift the erude from the ground. The current stocks of both crude
and the primary refined products are at an all-time low. Thers is s
margin of unused refining capacity. There is much drilling and de-
velopment material immediately available. The location of the fields
near the eastern seaboard adds strategic importance to the supply.
There is a very manifest war need for more Pennsylvania grade lubri-
cants than are now manufuctured.

The recoverable reserves in this region arve cstimated to be only
slightly less than 1,000,000,000 barrels——almost &8 much oil ag has
been produced in this area since the Drake discovery well was drilled
in 1859.

In the interest of the war effort and the anxziety of our producers
to make their maximum contribution to its prosecution, we must
protest against the elimination of or change in the presen(, depletion
provisions in the tax law. We must protest also against what is of
equal or even greater importance to us—the Froposu] to cancel the
right to expense intangible drilling costs. These changes can have
no other possible effect than to reduce the present lubricating oil
ouiput of our region at a time when the Nation’s war needs require
that it must be substantially increased. Moreover, such changes will
necessarily reduce the supply of gasoline and fuel oil sorely necded
on the east coast.

Unlike the newer western fields, the production of crude from the
Pennsylvania region, where the American oil industry was born 83
years ago, does not depend upon new discoveries.

The boundaries of the productive sands have been well established.
Most of the favorable acreage has been explored. Production comes
almost entirely from known reserves of crude and can be made avail-
able only by the continued drilling of additional wells. Producers
l(}'rﬂfli %geir properties annually much as a farmer seeds and plows

ig field. ‘

There are no production quotas or allowables in this avea;. when
drilling ceases the output declines. 'There are no valves that can
be opened to increase the flow from flush operations.
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Oil is produced in this region by two methods, both readily under-
stood in principle. It is brought to the surface either by the simple
action of pumps on the sands, or by the introduction of water, air
or gas under Ipressure into the sands to drive the oil out of its natural
reservoir. ‘This latter system is known as secondary recovery, and
represents the successful effort to regain from areas once regarded
as exhausted a substantial residue of highly valuable petroleum.
This method requires the dvilling of more than twice as many wells
as the older methods, and here the proposal to eliminate the right to
expensive intangible drilling costs becomes of particular significance
to all secondary recovery operations, whether in these older eastern
fields or in some of the stripper-well fields farther west, to which
this method is gradually being extended.

Secondary recovery methods also vequire the addition of pressure
plants to exert the necessary force aguninst the stubborn sunds, and
much field and laboratory experimentation,-the cost of which is offset
only when the output per well is multiplied several times.

bout two-thirds of the oil produced from this region comes from
secondary recovery operations. Where water is the cnergizinf:medium
the output would decline more than 50 percent in the following 3
yeurs if no new wells should be drilled. "The rate of decline for
the old pnmping wells varies from 6 to 10 percent annually, and this
rate is accelerated by the abandonment of uneconomic wells,

It is important to remember that the continuation, much less the
enhancement, of the available supply of this peculiarly valuable crude
oil is dependent on a steady and systematic drilling program and upon
the extension of secondary operations. )

The proposed revisions in the income-tax law strike directly at-the
only funds which are available to the producer for the maintenance
of these essentinl drilling operations. The practical effect of their
enactment would be to wipe out the only source of capital by which
the necessary output of oil can be maintained or incronseg. The mouey
available to the producer from the provisions of the present law is
not a profit taken out of the producer’s business and expended by * i
as his own, It is plowed back into the property in the form of drill-
ing’expenditures. Only by its use in this manner can the properties
continue to *n-ovide an annual income. It acts substantially as a re-
volving fund. 1f it is dried up by the proposed changes the wells, too,
are diied up. The business no longer is a going concern, the Nation
is robbed of its dependable supply of lubricants, and the vast reserves
are lost. Such a lxn-ocedure at n time when the country faces the prob-
ability of a prolonged war seems to us the very epitome of risky
experimentation, if not the outright waste of an essential war material,
One should never lose sight of the fa¢t that this particular crude, with
its unique properties, is not duplicated anywhere eise in the world.

The greater part of the production of Pennsylvania grade crude is
provided by thousands of very small operators, and the margin for
profit on mary properties is narrow. Indecd, the prospect of an in-
crease in production for the future depends upon the drilling of
thousands more small wells and an improvement in the efficiency of
their operation.  Any step which jeopardizes the contact between
these wells of low production and the huge reserves of oil beneath them
not only works the ruin of the operator and eancels out all hope of
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future production from his properties but it menaces the immediate
supply for the air fleets of the United Nations.

elatively few of our producers are well financed, but, under the
al}]oplication of these provisions, those who are would fare fittle better
than their less prosperous neighbors. While such a producer can, and
must, produce oil from the wells he has alrendy drilled, so severe are
the effecis of the newly proposed changes that his funds hitherto
available for new drilling would have to be used to meet his tox bill,

The part which the depletion allowance and the right to expense
intangible drilling costs play in this arca seems to be misunderstood
by the Treasury. Practically all operators own some properties where
secondarg operations have not yet been introduced. These properties
seldom show any profit—more often they show a loss—but the opera-
tiors, nevertheless, must be continued to maintain contact with the
reserves beneath.

It is true, of course, that only a small benefit is realized from the
depletion allowance where the profit margin is slender. But the oper-
ator must have the benefits of depletion on his more profitable acreage
in order to protect the very existence of the wells which later are to
be stimulated by the injection of water, air, or gas.

The existence of the present provisions effectively conserves thou-
sands of acres of property and millions of barrels of crude which are
a valuable part 0} the national oil resource.

It is true that the benefits of the provisions now under attack do not
apply equallfr to each producer. Neither does the bachelor taxpayer
benefit equally with the family man from the public-school law. But
the justice of the existing provisions axe as applicable to our area as
to any oil region in the United States. ‘

The large productive years of the State of Pennsylvania, by natural’
flow and pumping, were in the 40-year period of 1871-1910. For the
next 15 years, the continued pumping of the old wells yielded a fairly
steady prodnction. Stimulated by the wise provisions of the 1926
Revenue Act which served as an incentive to find new methods of ve-
covery, water flooding was developed in the Bradford field, in north-
western Pennsylvania. The daily output immediately increased and
thus, from sands once thought to be practically depleted, secondary
methods have recovered oil in quantities comparable with the years of
our flush pools. This is a record of great credit to Federal and State
taxing authorities as well as to the Pennsylvania oil producors.’ The
development of these methods has brought about reappraisal of the
Nation’s precious oil reserves,

Let me illustrate this fact. In 1918 the production in the State of
Pennsylvania was approximately seven a.mi) one-half million barrels.
Currently, it is at the rate of 20,000,000 plus. Similarly in 1918, the
production in the Allegany field of New York State was less than
600,000 barrels, whereas current production is at the rate of more than
4,000,000 barrels. One of the contributing factors to this develop-
ment has been the encouragement. aﬁordcff.K by the existing depletion

rovisions in the tax siatute and the right to expense intangible drill-
ing and development costs.

Almost half of the total recovery to date from the areas now under
water flood has come in the years since the enactment of the first
depletion statute. Your attention is drawn to this chart.
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As has been explained, the most productive acreage in the Penn-
sylvania grade region to a great degree already has been developed.
Future production must come from more intensive work on progres-
sively poorer properties. The financial hazards will be much greater.
The practical effect of the Treasury recommendations, if adopted, wijl
be to eliminate a large part of this remaining acreage from any possi-
bility of development and to cut off the great un(iz’,rground reserves
from any use during this war,

Any interru{)tion to the production program in the Pennsylvania
rade aren will constitute an irretrievagle oss. The oils essential to
the armed services cannot be replaced from any other source. Revert-
ing to the present tax structure later would represent a costly delay.
The abandonment of wells and the interruption of current supply are
all beyond compensation. 'The economic loss to our country in peace-
time and the eventual and inevitablo loss of taxable revenues to the
Government, important as they are, are relatively insignificant as com- |
pared to the urgent and emergent necessity of keeping our mechanized
ﬂlt;ets and armies supplied with an essential material available nowhere

else,

The Crairman. Thank you, sir.

Senator Guffey, are there any questions you would like to ask?

Senator Gureey. T have no questions.

(The following chart was submitted for the record:)
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The Cuamrman, Mr. Swann.
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STATEMERNT OF A. K. SWANN, EVANSVILLE, INﬁ., IN BEMALF OF
INDEPERDERT OII. OPERATORS OF ILLINGIS, INDIANA, AND
EKENTUCKY

Mr. Swann. My name is A, K. Swann, I reside at Evansville, Ind.,
and I am spesking in behalf of the independent operators of ‘that
%tate alr{x;i of the tri-State area consisting of 1llinos, Indiana, and

entucky. ‘

I do not have a ¥repared statement to present, I do, however, wish
to call attention of the committee to certain particular things which
relate to that area which have a direct bearing on this particular
sybject~—the matter of the depletion clause.

“In the Ilinois area, a large nuraber of independent operators are
operating drilling wells. They have drilled ufproximately 75 to 80
percent of the wildeat wells which have been drilled in the tri-State

- area.

Of course, it is a known fact that in the drilling of those wells,
they have been aided b{ the purchase of acreage from their blocks
by major oil companies, but, actually speaking, that is the percentage.

The independent oil industry will be more adversely affected by a
change in this tax structure and by an climination of the depletion
clause than any other part of the industry for several reasons: In
the first place, in the make-up of the tax structure, the purchaser of
an oil property can, if he chooses, take as a basis for depletion, the
¢ost price, notwithstanding the allowance of the 2734 percent. The
major oil companies as a rule purchase a great many properties,

Independent operators seldom make purchases, or, if they make.
thoso purchases, the prices involved are very small, and usually they
are made in advance of production. :

Asg a consequence, it i3 our opinion that the Government will not
realize, if the tax depletion allowance is removed from the tax struc-
ture, anywhere near the sum of money which they hope to realize '
for the reason that these large companies which make purchases of

oil Froperties snd pay large sums of money will still be able to take
depletion on those properties notwithstanding the possible elimination
of this depletion clause.
© On the other hand, the independent operators are working on a
small margin. As Senator Gore very properly said, most of the wild-
catting, most of the discovering of new oil fields, is a result of the
expenditure of the margin of income over the outgo in the operation
of the oil business, and that is more particularly true of the oil in-
dustry represented on the independent side than any other.

The independent operators must have income from their preven
locations in order that they may go out and prospect and bring In new
discoveries.

Now, the whole oil industry has been established on the basis of
an allowance of 2714 percent depletion clause. They have figured
on it. They conduct their business on the basis of that allowance,
and if that allowance be taken away from them in the tax structure
it will mean that it must be replaced by ap increase in the price of
oil because that particular margin has been taken into consideration
in the operations in which they have engaged.
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Now, 'our situation in Illinois is just a little different from any
other part of the countr{. We do have, as some of the other States
have, some stripper wells. In fact, there arve 12,000 stripper wells
in Indiana and Illincis today producing about 1.1 barrels per well
per day. That brings in about $550 a year to the ownor of the well
ver well. He has 2714 percent of that as an allowance which calcu-
Iates about $150. The amount that he saves in taxes depends on his
tax bracket, of course, ranging, let us say, from 2§ percent to 50
percent bracket. Therefore, he has an allowance on his tax bill of
something between $37.50 and $75 as a result of this allowance, and
that represeuts in the case of the independent operator end, us far
as that is concerned, any operator of a stripper well, probably all the
profit he gets from that particular well during the year.

An elimination of thagbwr? “Willgponn that a great number of
those stripper wellgs“and especially those #hjch are producing less
than a barrel pesday, will be abandoned. Thatupil is necessary.

The Tllinojg"aren 1s nearer o the east coast thgp any other ares
in the Unifed States, and thefphiiination of the tax'gepletion clause
in the cagé of Illinois, will haye o maje disheartening effect and a
more injirious effect.on the vil igdustpy than it will in any other part
of the ,@?unt,ry fopsseverdd reasovsisd At kS

In the first place, as a. nymbergf the mombers of *higcommittee
will wfcall from ‘having bgenwpn the Cotumetee Commigtee, there
has hgen the little matter”of the effect wf M-85, the Cogservation
Ordef on drilling in Iliypis. . . T e s i

Ilijois prodyetion hag decliged,sincesthe entry of thut ogder from
aroungl 400,004, bafrels per llayito mpproximately 270,000 barrels.
That :%as meant'a seriofsideciine dii the ineome of Ilinoisproducers

and dperators, and if-the. lax depltign allowance is tgken from
them, 3t will present another-blow-which I do ndt belieyll the inde-
pendentioil industsy in linois ean possitijy supvive. §

Theresyre other States, I .thinky, whichzapé similarlysituated, I
think perhyps Michigan jgih a similgr positibn. T beligve Mississippi
is probablyyge situated. -kt simply/menns this: Sepator Gore smd
this morningigorrectly, that the oil industry is gne iu which there
ig large competition. That is true. But in yew of the difference
between the situatidn,of the major oil cogpany and the. independent
oil company and the indépengdent.indietdual operator, if this allow-
ance is taken out of the tax structure, it will bring rome injury
of course to the major oil companies but nothing in comparison to
what will happen to the independent industry. . .

The men who have notoriously in times past drilled 75 percent of
the wildeats which have been drilled in the United States will be in
1 position where they can no longer do that wildeatting, They will
not be in a lpositinn to go out and discover new oil pools, and it
will aid in the destruction of the independent arm of the industry
which is an extremely important arm. It will encourage monopoly;
it will result in a great growth of big companies and a decline m
little companijes, A

Now, that particular phase of the situation, of course. is a selfish
matter which the independent operators think of first

Don’t, let us be misunderstood. We do not say that the great oil
companies should be destroyed or that anything should be done to
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injure them. We merely say this: That a program should not be
adlopbed which will destroy so iraportant a phase of the industry as
the independent industry. :

We know this: That in the case of Michigan, for example, it was
demonstrated by a sudden increase in the production of oil from
that State that the reserves which had been credited to that State
were found not to exist. A request was made, the production allow-
able in Michigan, I think, was increased 10,000 harrels per day over
the allowance which had been made, and in a short time they were
making only 8,000 barrels, and in a short time only 5,000 barrels, and
it demonstrated that the reserves which they thought they had to
contribute to the war industry were not there.

The point, is this: One of the great fields of the Nation is the East
"Wexas oil field. It is strictly controlled and operated on an allowable
basis. Tt is accorded, in the Natjon’s petroleum. reserves, a very large
part of those reserves, and yet the probabilities are that if that field
were given & very large increase in production today, they wouid dis-
cover that the reserves now thought to be present there are not there.

There is one thing -which will be necessary to win this war and
that is oil, and any step that is taken to discourage and not to en-
courage the drilling of additional wells will eventually come back, .
it will bring back with it misfortune; it will demonstrate in all pro-
bability that the United States has been kidding itself into believing
that it has something which it has not.

Now, the oil industry cannot be developed in a day, in a month, or
even in & year. It is not possible, either, for a Government official
or for the oil men themselves, like the Hindu who charms his snake,
to charm the oil and bring it out of the ground. You can’t simply
say, “We have got to have more oil,” and commence to get it. It 1s
8 slow process of drilling, and everything which can be done ought
to be done to encourage the drilling of additional wells, and the elimi-
nation of this tax depletion clause will result in the exact opposite
in particular fields, and I am sure it will result the snme way in inost
fields in the United States.

As the war goes in Europe today, it will not be very many days
until the United States will be forced to supply all of the oil products
which will be used by the United Nations.

The day will come, and it is not very far off, when a small percentage
_ of the steel of the United States must be devoted to the grilling of
oil wells, and if a further discouragement is now brought on the oil
industry by the elimination of this tax depletion clause, when the time
comes that we need the oil, it will be impossible to get enough produc-
tion per day. :

The United States is consuming 4,000,000 barrels of oil per day,
and when the 165,000 airplane goal of the President is realized, an-
other million barrels of oil per day will be needed. That oil can only
be obtained, as X said before, by a concerted effort. It is declining
rapidly. Every oil field declines when it is not developed. The de-
cline 18 natural. The maintenance of oil production iz the natural
result of drilling, and oil production cannot be maintained in any
other fashion than by the maintenance of drilling operations. '

Now, the situation of Pennsylvania, the situation of New Yok,
and of the other States is not different from Illinois except that in
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our particular area most of our production is coming from new wells,
10,000 new wells, and 12,000 old wells are today producing about 130,
000,000 barrels of oil per year, or were a few weeks ago.

ﬁ'ow, out of that 12,000 barrels per day is coming from the old
wells and the rest of it, & total of some two hundred and fifty-odd-
thousand barrels per day is coming from the new wells, That means
that they are producing 80 barrels of oil per day. They form an
important part of the oil business of the United States. L.

‘hat State is the only State or, rather, that area of Illinois, In-
diana, and Kentucky, is the only area which is in a position to furnish
quickfy to the eastern seaboard, where an oil famine now exists, a
quantity of oil that is needed there. .

The encouragement of further drilling in our State will mean a
quicker relief to the eastern seaboard of the United States than from
any other area, simply due to the fact that our State is the only one
so situated that it can take the oil to the eastern seaboard with a
minimum of transportation burden. Now, that is simply our own

icture. That is repeated in practically ]l the States in the Union
n some degree, but I think it 1s proper to say that the State or local-
ity or States or localities which would suffer the worst from an
elimination of this depletion clause would be the States which lie
east of the Mississippi River, which are today in a position to deliver
their oil to the places where it is needed, in the industrial region of
the East, more quickly than any other State.

They have huge oil reserves in the State of Texas. There is no
way in the world in which there can be a comparison made between
the southwestern area and tho ares in the Illinois Basin.

In the Illinois Basin, the only thing we can contribute to the war
effort is quick production, easily available to the Kast, and if we are
. permitted to continue, we will continue to do that, and we can transport

it up the Ohio River and other places when other States cannot, do
that, and I assure you that outside of the major oil companies that
tho independent industry in the State of Illinois will suffer almost a
death blow on the elimination of that tax depletion clause.

Now, I had other things which I wished to call to the attention of
the committee, but I was informed a few moments ago that time was
pressing and that I would only be allowed a few mements, and I
wish to thank the committee for this opportunity, and I am sorr
tl;ut 1 was not able to present the other facts on account of the lac
of time, :

The Cuamman, Thank you very much, Mr. Swann.

Mr., Davis,

!
STATEMENT OF RALPE E. DAVIS, PITTSBURGH, PA., REPRESENT-
ING THE NATURAL GAS SECTION OF THE AMERICAN GAS
ASSOCIATION

Mzr. Davis. Mr, Chairman, my name is Ralph E. Davis. I live in
Pittsburgh, Pa. T am a geologist, an engineer, and have followed
that line of work for more than 35 years, ’

During the past 20 years, more or less, I have been engaged almost
entlre]{ in engineering and geological work in connection with the
natural gas and petroleum inﬁustry.
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I appear before (you today at the request of the natural-gas section
of the American Gas Association, representing its 220 member com-
panies and a number of associated State and regional associations.

At the time the Ways and Means Commititee of the House were
having hearings on this subject, the natural-gas section filed with the
Ways and Means Committee a brief, and I have placed before the
members of your committee copies of that brief, and request that it
be made a part of your vecord.

The Cuamrman. Mr. Davis, that is in the House hearings, and the
House hearings will be available to us if it is there.

Mr, Davis. L am very happy to bave you eliminate it, then, from
your record. ¥ war not aware of all of that.

The Crmamrman., Yes. That will be availalle to us. (See Ways
and Means Committee Hearings on Reyvenue Ruvision of 1942, vol. 1,

. 1116.
P Mr. I))AVIS. The natural-gas section have also prepared a supple-
mental brief to bring to your attention a few points that were not
discussed in the brief placed before the House, and I have placed
before each of your commitice members copies of this brief and ask
that it be made a part of your record.

Now, I will not take time to read any part of either brief. 1 would
like just a few moments to stress what I consider two or three im-
portant points that I want you to have in mind.

In the first place, the natural-gas industry is a major fuel industry.
It serves some 35,000,000 people scattered in 34 of the States. The
annual production is running at the rato of about 3 trillion feet per
vear. Our last fignre was for 1940, and in that year the production
was 225 trillion feet. Approximately two-thirds of this gas was usea
in industrial plants, one-third domestie. .

A great portion of the gas now used in industrial plants is in the
manufacture of war materials, The total reserves in the United -
States are estimated as some seventy-five to eighty trillion feet. That
isa sufpply good for, let us say, 25 years.

Unfortunately, these reserves are not scattered in the places whero
they can be most easily made use of. Enormous reserves exist in tho
Southwest, whereas limited reserves exist in the Appalachian region.

In the Appalachian States gas has been produced now for about
60 years. The supply has been largely depleted. The drilling pro-
gram that is now being carried on is at the rate of about twice as many
wells per year as was the annual average in the years preceding
1940.

In spite of that active dvilling program, the ca pacit?; to produce gas
is not being increased. That 1s because the many thousands of old
wells are gradually and slowly declining in their productive capacity.

A gas sﬁortage 18 not only threatening the Appalachian region—it
is imminent. It depends upon the weather next winter whether or not
there will be an actual and serious shortage and for the winter of
1943-44, in my judgment and in the judgment of all-of the natural
gus men whom I know, a shortage in the Appalachian rogion is
cortain, . .

To indicate what this means: The northern extension of the Ap-
palachian region is found in southern Ontario north of Lake Erie, a
region that has had natural gas in the territory from Windsor in the
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west to Hamilton on the cast, for a period of 75 years, in all but for
40 years over quite a stretch of country. .
During the last 8 years the demands for gas there in the war plants
have increased substantially. The capacity of the wells to produce
has been declining. Last year 90 percent of all of the wells drilled
searching for gas were dry holes. 'This year there have been removed
from houses in the one city of London, Ontario, more than 4,700 gas
furnaces, and before the end of the year i¢ is estimated that from ten
to twelve thousand gas furnaces will be taken out of service. Those
pe}(l)plef d(; not, in many cases, have the equipment for burning any
other fuel.
Senator Davis. How many dry holes have you had in the last year?
Mr. Davis. In what territory, sir. . o
p Senator Davis. In the territory from, say, West Virginia up to
anada. . .
Mr, Davis. The dry-hole average in that territory is about—it runs
between 20 and 25 percent, Senator. The percentage in.Ontario last
year was 90 percent, whereas in West Virginia, I presume, the average
was something like 15 percent.
Senator Warsu, No new sources available?
Mr. Davis. During the last 2 years, T know of no important new
00l that has been discovered in that territory, The older pools are
eing drilled out. That is, a pool that is known, additional wells are
drilled enlarging the area of production. But I know of no new
pool that has been found in the Appalachian territory in the last 2

ears,
y I say, generally, that there are only two things to prevent a very
serious shortage of gas in that territory : One, the thing that they are
doing, drilling lots of wells, but even that will not cure the situation,
it will only postpone the evil day. The other thing would be to build
a line of suflicient capacity from the fields of the Southwest. That is
a thing that will help if it can be done. It takes steel.

The natural-gas industry has been faced in recent years with
continued reduction in rates. During this year there have been re-
ductions in rates, Studics are now before {he Federal Power Com-
mission looking to future reductions in rates. Taxes, we know, must
increase. Our gas supply, we know, is very limited. The finding of
additional gas 13 becoming more and more costly. The men in that
industry, gentlemen, are facing a discouraging situation, and further-
more, they believe, and I believe with them, that the natural-gas in-
dustry has been paying, under the laws as they have been in effect,
a proper share of taxes. Remember, this industry has its rates fixed
by public authority. Any earnings that accrue through the ad-
vantage of depletion, through the advantage of charging intangibles
to expense are taken into account by the Federal Power Commission,
by the State commission, when they determine what is a reasonable
rate to charge for the product.

Furthermore, the natural-gas industry pays very heavy taxes in
many States, not allocated or charged against most industries.

ave in mind the severance tax, which, in West Virginia, in 1940
wag slightly in excess of $1,800,000 on natural gas. I feel that T
have placed before you the particular points that are possibly peculiar
to this natural-gas situation.
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The Cuamgman, Will you give to the reporter that brief that you
wish to have ingerted ? ,

Mr. Davis, Yes, sir.

Senator Gurrry. What percentage of this gas is sold for domestic
plt)llrpaoses and what for industrial? ~ Do you have those figures avail-
able

Mr. Davis, Yes, sir. Senator, I stated that approximately two-
tl]lirde.«-—that is, for the whole United States-~goes to the industrial
plants.

Senator Gurrey. Does thet same feature Lappen in the Appa-
lachian fields?

M. Davis. In the Appalachian fields, sir, the percentage that went
to domestic consumption was much greater. I would not hazard a
statement ag to what the percentage was in years prior to, say, 1941,
but I think 75 percent or more went to the domestic. The percentage
that goes to the industrial plants has in the last year or year and a
half Eeen inereasing.

Sgnator Ravorres. Are there many differences in grades in natural

as

& Mr. Davis, Natural gas—the fuel value of it is determined by the
B. t. u. content of a cubic foot of gas, and the sverage for the Nation
is approximately 1,000 B. t. u.’s per cubic foot. Now, the variation
is usually between 900 and 1,150-—that is the usual variation—but it
grades down from 900 even to gas that will not burn, and it grades up,
oil field gas sometimes runs up seventeen, eighteen hundred B. t. w’s
per cubic foot or even more than that, becouse that gas carries certain
l'x.yxlilrocurbons like pentane, butene, in such amount as to make it
richer.

Senator Rancurrre, Are these distinctions peculiar to certain geo-
logical sections of the country ¢

r. Davis. Well, in the Appalachian territory, the gas runs about
1,140, T believe. " In the Appalachian territory the average is about
1,140 B. t. w’s per cubic foot. In the fields of Texas, Louisiana,
Amarillo field, northwest Texas, Hugoton field of southwest Kansas,
the average is right around a thousand.

Some of the Rocky Mountain fields, like in Montana, o gas is right
close to a thousand. T think a thousand B. t. u.’s is 1s a very close
average.

The Cramman. Thank you very much,

Mr. Davis Thank you, sir.

(The brief submitted by Mr. Davis is as follows )

SUPPLEMENTAL BRIEr oF RArra X, DaAvig, PrTrspurai, PA., REPRESENTING THWK
NATURAL GA8 SECTION OF THE AMERICAN (}AS ASSOCIATION

In thig brief I propose to point out only the more Important facts that bring
concern to the men of the natural gas industry with respect to the proposed
changes in the taxation of their industry. .

The present period of national emergency makes necessary a very drastie
increase in taxes upon all kinds of business. The natural-gas industry expects
to bear its proper share of this increased tax burden. This industry respectfully
requesty that careful consideration be given to tie effects that will result from
too drastic an increase in {ts taxes,

All of yon may know that the natural-gas fndustry came into belng some 1B
years before the turn of the century and that it had achieved the importance
of a major fuel industry fust prior to World War X when it embarked ypon a
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period of phenomenal growth which has continued to the present day. During
the period of its grentest growth the State publie utility commissions and later
the Federal Power Commission bave exercised regulatory control over natural-
gas companies. Most of the companies treat intangible drilling cost as an
expense and take depletion allowauces as permitted under the law. 'This, of
course, is heipful o their earnings. ‘T'he resultant earnings are known to the
regulatory bodles when dealing with the problem of a fair return on investment.
‘Theoretically, rates can be increased to enable the industry to maintain its
credit, but from experience we know that this cannot happen soon. During the
past year or so very substantial reductions in income to many of our natural
gas companies have been brought about through regulation by government
authority, and many cases are now pending in which consideration is being
glven to proposed further reductlion in rates. If is the duty of the regulatory
bodies to take inio account all factors which affect or determine earnings. I
point out te you that these adustments in rates have been made, and are
currently being made, in the light of tax laws which have recenfly been in
effect, or which are now in effect. Yo the extent that the natural gas industry
has enjoyed a greater earning because of the right to percentage depletion
and the right to expense intangible drllling cost, these earnings have had
their influence in determining the revision in rates.

The nuatural-gas industry is now serving the needs of some 35,000,000 people
in 34 of the States. In many parts of the country manufacturing industries
ongaged in production of war materials are dependent, in whole or in part, upon
natural gas as a fuel, This Iy true in practically every market where natural
gas is being used today. In some of these markets the natural gas companies
are prepaved to deliver the maximum demand of the war plants. 'This is not
true in the very important Appalachian district where there is already a short-
age of natural gas. In the Siates of West Virginia, Pennsylvania, Ohlo, and
Kentucky the natural-gas companies have stepped up thelr Qrilling programs
to the extent of using practleally every available string of tools that additional
wells and additional capacity may be hid. In spite of this very active program
the delivery capacity is not being Increased, due to the fact that the many thou-
sands of older wells ave gradually declining in their capacity o produce gas. A
serious shortage of natural gas threatens the Appalachian region for the coming
winter months and a much more serious shortage is certain for the winter of
1948-44 unless new flelds in the region are discovered or unless facilities for
transportation of gas from the Scuthwest be installed.

Within the past few years the search for new gas pools in the Appalachian
region has resulted in disappointment. Kxtensions of previously known fields
are under development, but X know of no important discovery of new ppols having
been made within the past 1 or 2 years. A feellng of discouragement 18 now
prevalent in the fndustry, caused by the certainty that the gas supply is falling-
short, by the knowledge thut efforts to maintain productive capacity are in-
creasingly expensive, and by the heavy inroads upon income  resulting from
drastic reduction in rates and very heavy increases in taxes, Only the strong
operators are today drilling for either oil or gas in the Appalachian fields.

I want to make clear to you what is meant by a natural-gasg shortage. The
cities of southern Ontario, from Windsor on the west to Hamilton on the east,
have enjoyed natural gas as a fuel for 40 years or more. 'The gas has been
used for cooking, hot-water heating, house heating, and in industrial plants.
During the past 3 years the demand for gas in Industrial plants has increased
substantially. The gas companies have frantically explored for ncew gas sup-
plies.  For 214 years no new fleld has been discovered and 80 pervcent of all the
wells drilled have failed to find gas. In Iebruary of this year the Power Com-
missioner of the Dominion of Canada ordered the leading natural gns company
of the district to give war-industry plants preference in the delivery of gas
over all other consumers, and through cooperation of the gas company and
Government authority there have been removed from scrvice in the one city of
Tondon, Ontario, approximately 4,700 gas furnaces used for house heating.
There ig little doubt that the coming winter seagon wlll see 10,000 or more dis-
connected gas furnaces on the system of this single utility. Most of the people
are not prepared to burn any other fuel and they do not know where they will
get the necessary equipment. There is a possibility that this situation may
be met in part, at least, by bullding an inter-connecting line across the Détroit
River, obtalning 2 gas supply from the enstern end of the system of Paubandle
Eagtern Pipe Line Co., whose gas comes from western Kansas and northwestern
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Texay. That this will be done i8 not certain, The situation is critical. A
similar situation is likely to envelop a portion or possibly all of our Appalachian
region within another year and a half. The men In the industry know thiy and
have recognized it for at least 2 years. "The fatal day is being postponed by
the active drilling now being carrvied on, With the reduction in gross income
forced by regulatory bodies, with reduction in remaining net income resulting
from necesary increases In taxes, I suggest to you that it is not wise at this
time to further jeopardize our war effort and the domestic fuel situation by
drastic revisfons fn the taxation of the natural gas industry. By limiting the
cash available for drilling you will automatically imit the war effort.

. If it be said@ that the natural gas industry should be willing to bear ils fair
share of taxation, I say let as take into account the fact that this industry
is now paying taxes that other industries generally, with the exception of the
oil industry, are not required to pay. I refer to the severance or production
taxes now levied in imost of the oil and gas producing States. The taxes paid
by the oil and gas industry in one State alone, West Virginia, were for 1941,
$5,801,289 of which $1,800,688, or 81 percent, was a production tax on natural
gas not imposed upon other types of business.

We men in the nataral gas industry believe that we will be paying our full
share of the tax burden even though we be permitted to continue the present
system of charging intungible drilling cost to expense and taking percentage
depletion as now allowed.

Avaust 10, 1042,
(The following communications were ordered printed in the
record ;)

STATEMENT BY Grorae C. GipuoNs, Kxecurive Vice Presipent, Trxas Min-Conrti-
NENT OIL & GAS ASSOCIATION, ON THE SUBJECT OF THE DEPLETION ALLOWANCE

The Texas Mid-Continent Oil & Gas Assoclatlon, with headquarters at Dallas,
i8 4 service and research organization, represeniing the oil industry in Texas.
Produccers, refiners, royally owners, ranchers, and farmers arve represented In its
membership, and its primary purpose iy to deal with the economic problems
common to the oil industry in the State.

The Texas oil industry has been built largely under the congressional policy
of depletion sllowance and the right to expense intangible drilling and develop-
ment costs.

A brief review of the industry since 1018 when this policy was established
reflects the prophetic wisdom of Congress. At the end of 1918, Texas had an
annual production of 88,750,000 barrels from 7,184 wels. Records show that 1,000
operators were engaged in the business at that time and their ofl 8old at an aver-
age price of $1.93 per barrel. In the year 1941, the number of operators in Texas
fields had grown fo a total of 5,600, producing 507,584,000 barrels of oil from
08,802 wells selling at an average price of $1.08 per barrel. Tn 1918, Texas had
estimated reserves of 500,000,000 barrels, while today it is estimated that we have
11,473,700,000 barrels in ofl reserves, or more than 50 percent of the Nation's
reserve,

The very thing Congress intended has taken place in the Texas industry.
Reserves increased twentyfold, In so doing, the ¢il men have accepied and
carried a high responsibility to their State and Nation. Let ug examine the
reco:d of our economic problem during these years of progress and accomplish-
ment,

1. Today the Texas oil Industry is doing between 40 and 50 percent of the
geophysical and exploratory drilling of the Natlon, in searching for new reserves
to maintain the available oll for the war effort at a sufe figure. Beeause of the
shortage of materials, such as steel, drilling efforts are being confined largely to
wildeat operations. A study of drilling operations shows a startling increase in
the percentage of dry holes drilled. Drilling statisties for June 1942, ghow that
the percentage of dry holes drilled in Texas was 869, against 22.8 a year ago.
For the Nation as a whole, the percentage of dry holes drilled in June of this year
was 36.1, against 19 a year ago. In other words, at the present time 86 cenis of
every dollar spent for drilling 1g lost in dry holes, whereas a year ago less than
19 cenls of every drilling dollar was lost in dry holes. In fact, 836 cents s a
conservative figure since higher prices of equipment and incrensed wage rates
have undoubtedly contributed to higher drilling costs than those of 8 year ago.
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The 27%-percent allowance for depletion is obviously of far grester lmport-
ance to the oll industry and to the Nation’s war effort now than ever before,
since the visk of capital necessary to find new oil flelds is greater now than at
any time in the past 24 years, If the depletion allowance and the right to ex-
pense intangible drilling costs are abolished or reduced the risk money left in
the industry through the operation of the foregoing provisions will be reduced
very substantially with a consequent drastic reduction in this vital exploratory
work., Our Government officials have seen fit to allocate vital materials to the
petroleum industry in ovder that exploratory effort to find new oil reserves will
not be jeopardized. Yet a greater jeopardy to such eifort would be to deprive oil
operatorg of the right to recover at least a part of the capital which must neces-
surily be risked in drilling unavoidable dry holes.

2. There are now more than 30,000 wells in Texas which produce less than 4
barvels daily. These wells have a long life ahead of them with an estimated
050,000,000 barrels of recoverable reserve, which will be produced if the Federal
tax siructure of the oil industry is not changed. Xf the 27Y%-percent depletion
allowance and the right to expense intangible drilling costs are abolished a
large number of these wells will be abandoned in the very near future and all
of them may huve to be prematurely abandoned, with a resultant loss of much
of their expected reserves,

While it is true that all stripper well operators do not claim percentage deple-
tion on thelr stripper operations, they must of necessity risk their capital in
exploratory work and development of new properties in ovder to stay in the oil
business. There are very few oll operators who may be classed strictly ag
stripper operators. Most oil operators own flush production as well as stripper
wells,  In reality, the 274-percent depletion allowance and the right to expense
intangible drilling costs are vitally important to the continued operation of
stripper wells and the ultimate recovery of valuable oil reserves which they
represent. It is the benefits derived from these provisions on the profitable
properties that furnish the incentive for the oil operator to continue bhis stripper
operations,

3. Since the beginning of oll in Texas we have drilled a total of 204,165 wells.
Of these 56,343 were dry holes. At the conservative cost of $18,000 per well this
meanns that more than a billion dollars has gone into dry holes. Yet every dry
hole has contributed its part in exploratory work toward the lecation of producing
fields.

4. For many years the scientists of the industry have explored the State for
promising areas, and the expenditures for this exploratory work have run
from $10,000,000 to $15,000,000 annually.

8. Today 486,000,000 acreg In Texas are under lease and payments to farm
and ranch owners in lease rentals and honuses exceed $60,000,000 annually.
Royalty payments to furmers and ranchers add $70,000,000 more,

6, In 1918 an estimated 18,000 men found employment in Texas oil operations.
Today a total of 245,000 men find thelr NHvelikood from oil. They and their
famillies represent more than a million people who are directly affected when
the oil business suffers from economie disturbance.

7. The Texas oil indusiry "has assumed a tax vesponsibility »which ean only
he realized by a recital of the record. Twenty-five percent of all school taxes
in the State is paid by oll. "Thirty-eight percent of all taxes in the State is paid
by the oil industry, and if the gasoline tax, a tax on its chief product, were
added. more than 0 percent of all Texas tax revenues comes from oil.

8. Bxpenditures in Texas ol development have exceeded the rerurns from the
businesg and any potential profit reflecting to the industry as a whole still remaing
in the ground. The very nature of the business, of building and maintaining
reserves, require a constant reinvestment of eapital,

9. The foregoing statement is further evidenced by the record of bank loans
and current indebtedness of the Texas oil industry. Our study indicates that
our own State banks are carrying loans to our independent oil operators in excess
of $100,000.000. Over-all loans, both in and ont of the State, through banks and
insurance companles, total more than $8€0,000.000, secured by Texas ofl resorves.

10. Years ago Texfig enacted sound conservation laws which rosirict the daily
production of ity wells In order to Insure the maximum ultimate recovery from
them. This greatly restricts the annual income per well while contributing
greatly fo the public good. For examnple, the avernge gross income per well in
1918 In Texas was $10,551, while in 1041 it had dropped to $5,400, "T'he restricted
production under sonnd conservation practices requires a constant explordtory

76093 —42-—vol, 2—~— @
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and wildeatting program, even in face of heevy veseeves, in order to meet curvent
demand and produce present reserves without waste,

This presentation of facts shows briefly the growth and development of the
oil industry in the major producing State. 'The 27 percent deplat'on allowince
and the right to expense intangible drilling cosis have been foundation prin-
ciples on which the industry was built, The sound structure of our Texns
industry depends upon the maintenance and continuance of thege principles, not
only from the standpoint of production practices which will recover present
reserves, but to offer a reasonuble opportunity for further exploration and
development,

While today oil is being produced in 163 counties in Texas, exploratory work
is being carvied on in all but 1 of the remaining 89 counties, The character of
exploratory work is expensive and involves extensive geophysical study, wildeat
drilling, laboratory studies, blocking and leaging costs, and much other expense,
with the constant rigk that even with all of these expenditures production may
not be found. If we are fortunate enough to continue our discoveries into these
additional counties of the State, regardless of the cost, such production becomes
a contrihution to the economic wealih of the State and Nation. It will con-
tribute to the war effort, to the payment of necessary taxes, and when the war
is over will provide insurance to the public that they may have this vital
production in quantity at a reasonable prico.

| Telegram}

Griar Wares, Monr.,, Augyust 10, 1942,
Russers B, BRown,
Qeneral, Counsel, Indcpendent Petroleunt Association of America,
Washington, D. C.;

Have sent following night letter to Chairman George of Senate Finauce Com-
mittee and copy to Senator Murray, 8Shall appreciate your cooperation. “Re
hearing on depletion for petroleum and other mineral industries commencing
August 10. Ol Conservation Board of Montana, State government oil regula-
tory agency, respectfully recommends and urges that your honorable committee
disapprove and reject any propesed amendments of, or repeal of, existing laws
or regulations applicable to deplation allowances and alloention intangibie dril-
ing and other mining costs to uperating expense because we are convinced that
reversal of Jong-established governmental policles respecting said matters would
have such immediate disastrous effects upon minlng industries nnd investors,
especially small ones, that loss of income-tax revenue rather than gain may be
expected as well as material impairment of production crnde oil and other min-
erals vitally needed during present war emergeney.,

“We have personally labored in pelroleum industries many years and know
gald policies as to ofl and gas mining and production are sound and have been
most encouraging and decisive factorg in discovery and development of crude
ofl resources to our present fortunute position of 'independence as to sufficient
supplies to meet enrrent requirements of our country and it Allles. With all
due respect te Secretary Morgenthau and assistants, we resent and deny charge
that owners ofl wells and mines are highly privileged group as to income exemp-
tions and confident it cannot be sustained as to great majority of eperators. No
doubt there are Ilmpressive examples of singularly fortunate individuals or
compnnies available for your consideration but to offset ench such case we believe
a hundred could be presented showing fosses or very limited profits from invest-
ment risks and efforts involved. Survey we have made this month of sltuation
of Montana oil producers indicates ont of total 205 active in State more than
haif could not continue operating without benefit of depletion allowances against
their small gross incomes,

“Compnarative figures for older producing States where small atripper well
properties and operators are more numerous undoubtedly afford convineing proof
of dangers inherent in making drastic changes in taxation pollcles affecting
all mining industries such as recommended by Treasury officials. We renlize
you must impose and increase tax rates to provide necessary wevenne and we
belleve majority of citizens tn mining industries will cheerfully bear thefr share
additional burdens, but think 1t neither fust nor advisable to cancel rewards
for past explorations and discoveries represented by depletion allowances under
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present laws or to deny such rewards in future to workers and investors who
will risk their money and efforts in prospecting for and developing deposits of
ofl and other minerals to insure adequacy of suppiles for war and industriak
purposes.”
Reapectfully yours,

Or1, CONSKRVATION BOARD oF THE STATE 0¥ MONTANA,

A. B. Cown, Chairman.

L. J. Yeary, Vice Ohairman.

M. R. WAGNER,

Casper T. OQIEN,

DEAN CHAFPIN,

Members.
R. P. JAcksoN, Secretary.,

STATEMENT OF O'L AND GAS ASSOCIATION OF MICHIOAN

To the Finance Qommiltee, U dted Sivtes Benate:

The following statement by the Ol and Gas Assoclation of Michigun in regard
to percentage depletion and tiw option on charging development costs is respect-
fully submitted for your consiieration b ythe depletion committee of that asso-
ciation, consisting of Floyd 4. Caivert, chaivrman; Harold M. McClure; and
Arthur H, Ledbeter,

Avqusy 10, 1942,

This asvoclation is composed of about 86 percent of the oll and gas producers
of Michigan, as well as numerous voyalty owners and landowners dirvectly or
indirectly interested fu the oil and gas industry.

On June 30, 1942, there were approximately 3,216 producing oil wells in the
State of Michigan, with an estimated total dally production of 06,198 barrels.
Over 88 percent of these wells ave producing less than 10 barrels of oll per
well per day, and are what we call stripper wells, The remaining 12 percent
are now producing various amounts of oil, not to exceed 26234 barrels per well
per day ; these latier wells may be termed flush production wells,

As an example of the stripper well production, we call attention to the Walker
field, near Grand Rapids, In February 1942, consisting of some 408 wells producing
approximately 2,553 barrels of oil daily, or about H'%, barrels per well per day.

A great majority of the producing wells in Michigan are being operated on
a small margin of profit, and many individual wells are operated at a loss. An
operator will frequently continue to operate a well at a loss, or a very small
margin of profit, where he can operate a group of wells or an entire lease at a
small or falr profit,

At this time there are approximately 524 producing dry gas wells in the State,
of which number about 20 percent have a potential producing ability of less than
1,000,000 feet of gas per well per day, and may be treated as stripper gas wells,

The publie, as a rule, hears only about the suceessful oli and gas vroducer or
investor in oll properties. Romantic storybook cases of some successful pro-
ducers or Investors becoming wealthy overnigict in the o) and gas business make
interesting and delightful reading, but you do not hear about the great majority
of fatlures or wnsuccessful ventures. Flence, it {8 natural that the public should
think that most ofl and gas Investments are profitable, whereas the great ma-
Jority of same result In a loss to the producer or the investor.

Take the actual case of a Michigan producer who, on November 15, 1938,
drtlled well No. 1 on an 80-acre lease with an {nitial potential produetion of over
2,000 barrels per day, and who, 6 mouths later, had completed 8 deep wells upon
the lense, with an actual production of approximately 33,001 barrels per inonth,
The average citizen would think that this operator had a wonderful and 8 very
profitadble investment, owever, his production suddenly started to decline about
¢ montha after hiz first well was drilied in, and in February 1040, or within 9
months after the peak of his production, ns above mentioned, the cntire lease
was producing only about 2,400 barrels per month, and at this time, on March
18, 1042, the entlre lease Is producing about KO harrvels per wonth, and during
the year 1941 the operator sustained an operating loss of $1,028.58, The total
production from this leuse to January 81, 1042, nmonnted to 234,340.82 harvels,
of the total value of $182388.60. 'The total Invertment, development costs, ete,
amounted to $194,420.15, thus leaving the operator with a Joss on his entive in-
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vestinent to January 31, 1942, of $12,036.55, and the lease is apparently uow
belug operated at a loss,

Take the case of another operator who drilled a shallow well upon one of hig
leases in December 1040, upon which lease a total of flve shallow wells were
drilied. The peak in production, of about 8,500 bartrels per month, was reached
in January 1941. A rapid declive in production then set in, and by April 1941 the
lease was producing about 600 barrelg per month. It is now producing some 200
barrels per month. "The total cost of this lease to January 1, 1942, was $35,373.05,
and the total revenue $23,726.78. "he estimated total cost for the life of this
tease s $37,175.05 and the estimated total vecovery for the life of the lease is
$27,726 T8; thus, there is an estimated loss on this lease during its entire life
of $9,448.27.

In another case, the producer drilled a shallow well upon hig lease in August
1989, the well reaching s peak of production of about 479 harrels per month
in September 1939, Seventeen months later, in February 1041, thig lease was pro-
ducing only 48 barrels per month, and the well was plugged and abandoned ; the
total cost of the lease being $6,455.64 and the total revenue amounted to only
$3,610.43. The net loss was $2,840.21, '

We can furnish detalled statements and graphs supporting the above examples
of loss, as well as innumerable other loss statements,

These examples of expected or rosy hoped-for proiit, but in reality cold, harsh
losses, in the oil business, can be multiplied hundreds of tlmes in Michigan,
possibly thousands of times, and, of course, ¢can be multiplied tens of thousands
of times in the other oil and gas States. As was once aptly said by the learned
Chlef Justice Matthew J. Kane, of the Bupreme Court of Gklahoma: “T'o under-
take to tax an oil or gas lease is (o undertake to impose a tax upon the iltimitabie
vig{a of hope.,” And while Chief Justice Kane was referring to an undeveloped
lease, In a great many cases the same statement might be made with reference to
a producing lease,

In many, many cases, the depletion allowsnee is the difference belween profit
and loss, and the wells would be abandoned except for this allowance,

The greatly desired statements showing big profits or fair profits in any amount
are few and far between, and constitute a siall percentage of the total operations
of the industry. You may wonder why thig should be. The answer is that
the oil and gas business is an extremely hazardous and speculative one. It is a
fascinating business, like that of mining or any natural-resource business, where
the operator cannot tell just what he iy going to find until he explores the inner-
most hidden porfions of the earth at great expense. The venture being extremely
hazardous and uncertain, the person engaging in same must nuturally be willing
to risk a great deal. He iy willing to lose on a great many ventures if he can
only even-up and make a fair over-all profit on all of his operations. The 27%
percent depletion allowance gives him a chanee to recover from his producing
property gome of his losses from dry holes, sinall nonpaying wells, and wellg that
have to be prematurely abandoned on acconnt of salt water, cte,

It s well known that ol and gas are irreplaceable minerals, and that the preduc-
tion of same coustitutes a depletion of the owner’s capital, rather than an income
from capital. This theory was adopted as a fact by Congress in 1926 and has
practically been the adopted policy of Congress and of the courts since 1918,
The of] and gas producer then has no special privileges, but on account of the
nature of hiy business he has been granted the 27% percent. depletion allowance
in his Federal income taxes as a falr allowance for the many losses he has in his
business, and as an offset to his loss or depletion of capital, and to encourage
him to go out and drill for new flelds and new reserves.

When an income tax is levied upon the oil and gas producer, he s really being
taxed upon hig capital, since each barrel of oil and each foot of gas produced
regult in a lessening or deplefion of his capital. It takes millions of years for
oll or gas to accumulate by chemical processes in the earth, and, therefore, when
such minerals are produced, they are considered irrveplaceable, They are not like
crops of wheat, corn, cofton, or other crops that may be produced, barvested,
and used up, and then sown and regrown the following year; nor like fruit, tim-
ber, livestock, fish, and other commodities that may be processed, used, and
reproduced.

The ofl and gas industry now probably pays a larger amount of the taxes in
this country than any other one single indiistry. The Industry pays property
or ad valorem taxes upon its tangible property, in addition to its many other
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taxes, including tncome taxes.  In Michigan, the industry pays some 18 or move
direct and indirect taxes, inclading ad valorem, severance, or gross production
taxes, franchise laxes, excise tuxes, taxes on intangibles, sales taxes, use taxes,
gasoline taxes, ol taxes, pipe-line taxes, privilege taxes, and many others, It has
been stated that the oil and gas industry in the Unlted States was, prior to the
war, paying directly or indirectly more than one and one-quarter billion dollars
in annual taxes out of a total of some seven or ¢ight billlon dollars divectly paid
by all industries; that altogether over 200 different taxes ure heing paid directly
or indirectly by the oil industry in the United States.

The oil and gas industry while already paying its full share of taxes, is
willing to bear its proportionute part of any increased taxes necessary to win
the wur. However, it feels that it should not be singled out and discriminated
against in the matter of taxes, but that such increased taxes should be spread
out and paid by all industrics and the taxpayers as a whole. Too heavy a tax
load placed upon the industry will tend to veduce its efficiency and productive
ability. 1t is a well-known fact that while the wholesale commodity price of
petroleum products in April 1942, was only about §8.4 percent of what it was in
1926 and ihe cost of wany other products has gone above the 100 percent figure,
as shown by the records of the United States Department of Labor, nevertheless
petroleum products have inereased in efficiency during the same period and the
consmmer now not only pays less for hig petroleum products but receives a much
better product than was produced in 1926. Gasoline octane ruting is higher,
lubricating oily are better refined, and all pefrolenm products are of a higher
grade. Why should we “kill the goose that lays the golden egg? Why should we
discourage wildeatting, the drilling of new wells, the production of oil and gas
5o badly needed in our present emergency? Why require the producers to abandon
at a great loss thelr small wells and thus decrease our reserves of oil and gas?
A very large portion of our ofl reserves is under existing siripper wells, now
operating at a loss or small profit,

The oll and gas flelds in Michigan are strategically located with reference to
important. war industries, Anything dore at this time to slow down oil and
gas operations in Michigan naturally also seriously slow down our country's
war efforts, i

The present law with reference to percentage depletion applying to oil and
gas and other mining properties should remain intact, and no reduction or change
should be made in same. If the depletion allowance is reduced, we believe such
action will result in a big deerease in the number of wildeat wells to be drilled
in this State: a decrease in the number of new oil und gas fields that might
be discovered in Michigan; a decrease in the production of oil and gas in
Michigan; that such aetion would result in a less amonnt of oil and gay ye-
serves being matntalned in this State and would thus deerease our reserves of
ofl and gas and would cause the nremature abandonment of many smalil oil and
gas wells, not only in Michigan, but all over the countvy, at a iime when we
greatly need an increase in oll and gas production to properly carry on the
war,

Respectfully submitted.

O1L AND (GAS ASSOCIATION OF MICHIGAN,
royp A, Canverr, Chairman,
IXarorp M, McCLrurg,
Awrnuvr H. Lrpoerrek,
Depletion Covnmittee.

The Caamsran., Mr. Broadgate.

STATEMENT OF W. €. BROADGATE, PHOENIX, ARIZ, DIRECTOR,
ARIZONA STATE DEPARTMENT OF MINERAL RESOURCES

Mr. Broaveate. Mr. Chairman and Senators, I am W. C. Broad-
gate, of Phoenix, Ariz., assistant divector of the State department of
mineral resources and vice president of the Arizona Small Mine Oper-
ators Association, and I spesk principally for the small-mine opera-
tors of our State and of the Southwest,
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In order to conserve the time of the commitiee, I will give this
statement in part only, but I ask that the entire brief be included in
the record. ‘

The Cramman. Yes, sir; we will be glad to.

Mr. Broapaare. This material was prepared by Mr. Charles F.
Willis, of Phoenix, Ariz., State sceretary of the Arizona Small Mine
Operators Association, Arizona consultant for the Melals Reserve
Co., chairman of the hoard of gevernors of Arizona Department of
Mineral Resources, and for the past 22 years editor of the Mining
Journal, which is published in Phoenix, Ariz., but which circulates
pretty well all over the world. Therefore, he has been in position
to observe vory closely the effects of the changing economic structure
on the mining indusiry, particularly on the small mines.

The Arizona Small Mine Operators Association is an organization
of aver 4,000 members who are finding, developing, and operatin
small mines almost exclusively of strategic and critical metals ang
minerals. They are the pioneers from whom our great metal indus-
triey start, .

The Arizona Department of Mineral Resources is an organization
supported by the State of Arizona for the purpose of assisting the
small-mine operators in solving their economic problems, and there
has been no more important problem than that which involves tax-
ation policies.

I want to make it clear in the first place that the mining industry
does not want to be out of step with any national program, whether
it be taxation or production. The small mine operators have no de-
sire to avoid taxes which are justly and equitably applied. They
are seeking no favors, but do not want to be discriminated against,
simply because the problems peculiar and individual to their industry
are not understood.

Furthermore, the small mine operators, and there probably ave
25,000 of them in the western United States, are willing to do their
utmost in the war effort, but they are beginning to wonder if this
so-called shortage of metals is just another cry of “wolf.” The rea-
son for this feeling is that the small mine operators see so little bein,
done of a constructive and helpful nature wll)lich will bring out adde
production and therefore conclude that the Federal Government is
not as anxious for this production as some would have them think.

The problem which Congress has, to enact an equitable tax bill,
is appreciated by. the small mine operators. Your object is to get the
necessary funds with which to conduct a gigantic war effort. There-
fore, in many cases you are called upon to fix a_policy—as you must
determine with relation to metal production-—is it more important
to raise tax revenue than it is to get the metals and is it possible
that you will place the tax load at a point where it will fail to
produce simply because it confiscates the business being taxed?

You must decide whether you want the money or the metals and
if you decide that getting the necessary funds is more important
than getting the metals, it moust be remembered that if you fail to

et production of metals you then will not get the revenue the -
industry should produce in taxes. If the tuxes are set up as more
important than the metal production, you are likely to get neither.
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I believe that we will all agree that the shortage of metals is no
crﬁr of “wolf.” It is even more serious than we have been told.
There is u critical deficiency which threatens our ability to carry
on the war effort on the scale on which it is planned and is necessary.
This shortage covers copper, lead, zine, vanadium, tungsten, man-
ganese, and, 1n fact, almost the entire list.

It has been demonstrated that there is almost no limit to the
manufacturing ability of the United States. Mass production
methods and the mechanicil genius of the American 1people have
proved to us that we can manufacture just as many planes, tanks,

uns, ships, and the other implements necessary to warfare as we
esire, but that we cannot manufacture the metals from which they
are made. We find them only where Mother Nature placed them.

Our limitations are not money, skill, brains, or manpower, but
metals and other materials. Most important and fundamental to that
war production program are the metals as we require them, not only
for the produet which is to be made by the manufacturing plant, but
for the machinery which is to be used to make that product.

During the past 214 montbs the Arizona Department of Mineral
Resourcos has been conducting a survey of all tﬁe mines of Arizona.
This survey has covered something over 300 mining properties. Tt
has been & study of each individual mine with a view to determining
what they have produced in the past, what they are producing now,
why they are not producing more, what are the factors holding back
increased production, and, if they have failed to keep up their pro-
duction, what are the reasons for the decrease.

This survey was first conducted among the producing mining prop-
erties, and it was immediately followed by a similar survey of non-
producing properties which had ore available but which, for some
reason, was not being taken out and marketed.

This survey was not conducted with any idea of determining the
effoct of taxation, but covered the entire series of economic conditions,
and ¥ dovbt if there is another section of the country that has as clear
a picture of the whole situation as we have in Ar’.ona.

The survey covered a sufficient number of all types of mines, so that
it presented a true cross section, and we found that the situation as
to motal production will in the near future be far worse than anything
which has been recorded so far, even though most frantic efforts are
being made to correct it. - The fundamental difficulties still exist.

Private or venture capital upon which the mining industry has
always been degendent for development and expansion has almost
completely dried up simply because there is a natural and inherent
risk in mining with no opportunity whatsoever under the proposed
tax laws for the return that is necessnry to and commensurate with
the risk. There is no opportunity even for the return of the capital
necessary to be invested. You cannot even borrow money from private
sources, as there is no adequate provision in the law for the return of
that which may be borrowed.

One of the many functious of the Arizona Department of Mineral
Resources has been the bringing together of those who have mone
with which to open and operate mines and those who have mines need-
ing capital to be opened and operated. It has been a job of bringing
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private eapital and mining opportunitics together and seeing to it that
each one got an equitable deal,

In the year 1840 the Arizona Depavtment of Mineral Resources
made over 40 successful contacts between primary or venture capital
and mines to be opened and operated. In the year 1941 that number
was reduced to 30, and in the first ¢ months of 1942 there was only 1
congaclt made that resnlted in a new mine starting up with private
capitael.

This record speaks Tor itself, yet there is much private capital avail-
able and seeking mining opportunity. The drying up of this capital
is almost exclusively the result of the trends of taxation relating to
mines. The reason is not so much the tax laws that have already been
enacted but the trend and the threats of that, which is in mining,
confiscatory taxation and a failure to realize that the mining industry
is one of wasting and definitely exhausting assets.

This very hearing is one of those threats that has driven capital
away, the question of whether percentage depletion should remain in
the law where it has been for a great many years, or whether it should
no longer be allowed. This threat is agninst even the most funda-
mental and long-recognized natural resourco investment protection.
Even the threat against it has dammed the private capital necessary
to metal production, and the removal of percentage depletion allow-
ances would be an assurance that the gates of the dam could not be
ugain opened.

It is mighty difficult for those of us who are in smali mine opera-
tions to understand why there should be any question whatsoever on
this subject. A mine is Nature’s location of the raw materials from
which metals are made. Metals ave not found in the ground, but
mineralg are, and from those minerals which we may find we may or
may not ultimately devive metals. Tt takes more than ensh capital. Tt
takes years of sweat, toil, disappointments, and discouragement,
which cannot be mensured or evaluated in dollars and cents, to make
available the raw materials from which the metals come.

If it were o manufacturing plant it would not even be a subject of
discussion as to whether there should be allowed in the tax structure
compensation for the raw materinls with which the finished product
is made. And that is a1l that the mining industry is asking—an allow-
ance for its raw materials which it spent much time and money
to find and which will ultimately be exhausted.

It is recognized that there is no possibie way in which the small
mine operator can be compensated for using up his raw materials
measured by the cost of that material. The percontage depletion
method was the result of a long period of study of many cases to
determine an arbitrary average that was fair and equitable. To dis-
allow depletion allowances on the percentage basis would only mean
that the small mine operator could get no recovery whatsoever for the
years of toil in trying to open up something which would be an asset
to the country and a vital necessity in the time of war. :

As a matter of fact, the present percentage depletion allowance is
inadequate for small mines in view of the fact that they are being
urged tc pioduce in larger quantities as a war emergencg.

We have but a limited period for that preduction, under ceiling
prices that are entirely too low, to compensate for the investment made
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of many years in finding raw materials—minerals. We all hope that
it will be short, but we know that it is definitely limited.

Mining costs are materially increased by the bill which is before
you, one feature being that portion of the bill which places an excise
tax of § percent on transportation charges, This is especially burden-
some to the mining industry because freight enters so largely into
the costs of mining-—much larger than in almost any other industry.

We have mines hmt have only 12 pounds of copper to a ton of rock,
The freight, when it is moved to the smelter, is on the whole ton of
rock from which only 12 pounds of copper will come. It takes heavy
machinery from the eastern States to operate o mine and the product
of the mies go to the eastern States, thus freight is a tremendous
item in miniug costs. Over 80 pereent of the tonnage of freight ovig-
inating in the State of Arizona is from the mines and a similar situation
prevails in all of the western States which are producers of raw
materials for the manufacturing East,

This 5-percent increase in freight cannot be passed on to the con-
sumer as would be possible in a great many industries. The ceiling
prices on copper, lead, and zine are at the destination points, wherens
the ceiling prices on all other commaodities are at the points of origin,
therefore, the producers would have to absorb any freight increase.

The costs of mining, of which freight is an important part, have
gone up tremendously since the ceiling prices were set. Wl; have al-
ready had a 6-percent increase in freight; wages are up $1.50 a
day; supplies prices have skyrocketed ; and taxes have become rather
large and probably will be larger. The labor shortage and turnover,
:m(% added cost of inefficiency of new labor has greatly increased the
distance between the floor of costs and the ceiling of prices. In fact,
this distance has been entirely eliminated in many cases ‘and some
producing mines have shut down simply because of their inability
to live under the present situation. Many have had to limit their
oporations, Thus production is going backward at a time when it is
vital that it should increase.

But let us look for & moment at what this problem of increasing costs
is doing to the producing mines. The ore of every mine, no matter
how profitable it may be at times, is marginal at some point of the
cost cycle.  As the costs go up, it becomes necessary to mine only the
higher-grade ores. Thus we are skimming the cream from our re-
gources and leaving only the skimmed milk for the future.

Contrary to the ideas of most laymen, mines do not have a uni-
form ore content. The figures which we hear and see published are
averages of contents of many blocks of ore, each one of which may
be different. Thus it is possible to mine only such blocks as have
the value necessary to bring it out. The great danger in this is that
when you remove the blocks of higher value, you often leave the
remnining averages so low that the balance of the ore is below the
grades that can ever be handled.

It is very true that many of the producinig mines are keeping u
roduction in pounds of metal. ‘They have been able to do it, wit
increased costs and a lessened nuruber of employees, simply because
of the higher average metal content, of the ore which they have been
forced to take out. Many mines have been forced to cartail develop-
ment work because there was not enough left from the sale of their
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product after all costs and taxes are paid to do that wovk which is
essential for their continuity.

If we could be assured that the war was going to be over by Christ-
mas, as some wishful thinkers would have ns believe, the situation
would not be so serious in skimming the cream as we are doing, but
if we are to prepare for a long war, it is a most reckless sabotage of our
resources to deplete by high costs, low prices, and taxation our ore
reserves which we may need very imdly in the future. We actually
deplete our reserve faster with increased costs than we do by extracting
the ores, yet we get no return from the same, either in metal or taxes,
Those ores are left in the ground and in many cases are never recovered.

There is no objection on the part of the small mine operators to the
principle of excess profits taxes. Tn the case of mining we customarily
misuse the word profits. There are no actual profits from mining
until the capital investment is first returned. It is only income as,
during the period of the life of a mine, it is necessary to get both a
return of the original capital and a reasonable interest on the invest-
ment before there are any real profits.

The only excess profits which you can get from a mine are those
which come from lower costs or higher prices, Simply because a
larger tonnage is mined, and, therefore, produces more dollars within
the year, does not make excess profits, but is merely an auticipation
of normal profits of fulure years which come about simply because
of the immediate urgency of the demand.

If you have a mine in which you have 100,000 tons of ore, for instance,
and you mine that at the rate of 10,000 tons a year, at the end of the
10 years it is definitely exhausted. If, however, due to the urgency
of the war demand, you mine 20,000 tons a year and exhaust the ore
body in § years you have not r.ade excess profits during that 5-year
period—you have merely advanced in time the profits you would have
made durinpi;the second 5-year period.

An equitable mine taxation law requires 2 unit of production credit,
basing excess-profits taxes upon that which is obtained from getting
better than normal costs. It is perfectly possible, even under these
conditions, to get lower per ton or per pound costs and, therefore,
have excess profits because the greater volume often reduces the over-
head, but there are no excess profits in the mining industry that come
from merely handling a larger tonnage.

Although it is not being done very successfully, the national leaders
are urging increased production of metals from new and marginal
mines. The reason that we have not been able to interest private
capital in doing this job is, as I have ;ireviously stated, the fact that
they cannot even recover capital and, should they be forunate enough
to get anything in excess of their capital recovery, the Government
takes the profits. But should they fail to recover their capital-—which

-is the case 9 out of 10 cimes in mining—they pocket their own losses.

Yet they are being asked to invest their capital, open these mines,
and bring out new production with the definite knowledge that the
mines which they may open are to produce a raw material which only
ig of value during the war period and which probably will have no
commercial value when the war deroand iy over.,

This has created an impoussible situation on which an attempt has
been made to answer by the 5-year amortization plun on war industries.
"This plan, designed for manufacturing, does not adapt itself to mining
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any more than most of the plans do which are designed from a manu-
facturing viewpoint. A manufacturing plant has some use for some
purpose after the war, but the mine leaves only a ghost town behind it.

Mexico has recognized the peculiarities of mining under war emer-
gency conditions and has just recently written into its statutes a
clause which provides for complete relief from Federal taxation until
suech time as the eapital invested has been returned in full. This
applies, of course, only to distinetly war industries created becaunse
of the emergency need of production.

Under that plan, Mexico is going to find that it will get its necessary
minerals and metals by private capital development and there is very
distinetly a need for some similar provision in the United States tax
structure if we are going to get the minerals and metals needed to
equip our huge fighting machine,

‘We, as small mine operators, are quite willing to assume that under
present policies no abnormal Eroﬁts arc to be permitted for anyone.
We are not at all critical of that policy provided it is equitable and
takes into consideration the peculiarities of particular industries. We
are against war profiteering and we certe ‘nly do not want to see
inflation.

Having removed the profit incentive, and even that unreachable “pot
of gold” that is at the end of the rainbow which every prospector
and small mine operator hopes that he will some day see near at
hand, we can only appeal for material production on patriotic
grounds, but to secure that we must make it as simple as possible to do
business, Business cannot be strangled by red tape. Now we have
the problem of determining whether our tax policies are making the
goose decide as to whether or not it is worth the eiort mecessary
to lay the golden egg keep it where it may be produced later.

We are going to get increased metal production—and how we do
need it. We have three possible sources: Inereased output from the
regular producing mines by expanding plants to larger capacity; the
marginal mines by vemoving known ore bodies which cannot pos-
giblv be commercially operated under normal conditions; and the
small mines which from many thousands of small lots can make a
sizable accumulation of minerals.

A comprehensive program has been developed by Government au-
thorities who are responsible for the job of producing enough metals
to keep assembly lines going. There are many expansion activities
in mining among the large mines fostered by Government coopera-
tion and they have been anite willing to sacrifice their future life and
ore reserves for the war effort. .

However, their production possibilities are 1 year, 18 months, or
2 years away and during that period they are using manpower, con-
suming machinery, and producing nothing. The inarginal mines and
emall mines mnust fill the gap of production between now and the
time when the large mines are rendy to operate at increased capacity.
They can only be handled by having a program that will permit of
private capital development and the only private capital you can get
for ]mining today is from those who are ignorant of the proposed
tax laws.

This situation has been recognized by the Federal authorities in
that they have tried to develop & Government program. They have
proposed premiwm prices, a mine loan program, ore-buying stations,
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access-road program, Government plants, and other devices, yet the
program is not wori{ing in that it has bogged down by being too
coxqi)llcated, cumbersome, and slow. The enemy is not going to wait
until we unwind the red tape which will bring out copper for shells.

To the small mine operator they seem to say: “We have something
for you to help you solve your problems—but try and get it.”

The program has been too tough for the small mine operator to
qualify for when all there is in it for him is an outlet for his patri-
otic cmotions. He can and does turn to other outlets which will bo
less difficult to accomplish.

I am not saying this to be critical of the Government program for
bringing out metal production. It is a comprehensive plan but the
design which Government authorities draft for business under war-
time conditions is built for large companies—in fact, most of the men
in Washington who draft these understand only large organization
charts, and it is impossible for small business, and particularly the -
small mine operators who are the most rugged-of rugged individ-
ualists, to follow the same design and stay in business.

Qur survey hag shown a very large number of small mine opera-
tors who have ambitiously started in patriotic fervor and stopped
because they have been entangled in reutine and red tape and they
had to eat while they waited. This has happened to all except a
dozen of the 71 mines that have been gotten under way through co-
operation of the Arizona Department of Mineral Reconrces since
the beginning of 1940.

Priorities, 75 percent back-haul difficulties, labor problems, in-
creased costs, power permits, requirements to deal with many different
departments, and other things have made many a potential producer
of badly needed metals say: “What’s the use? They do not need
these metals as badly as they say they de or they would not make
if 8o hard for me to get them out.”

In our survey probably the greatest need demonstrated was that
of operating capital, that relatively small amount of money which
is necessary to pay the bills from the time production starts until
the check for the proceeds comes in, Tt is a fixed investment, secured,
it is true, by ore in process, but novertheless a rather intangible thing,
It would seem as though private sources would be gnite willing to
finance this opcrating capital as it is well secured, but it shies away
simply because the tax structure provides no method of repaying
borrowed money, except that which can be repaid out ¢f the 10 per-
cent that is left after the excess-profits taxes are paid.

Without metals we eannot build the machinery that is required
to win this war and, as stated before, the question which the
Finance Committee of the United States Senate is being called upon
now to decide is the relative importance of the size of the tax bill and
the need for metal production. You can only get both through a
proper balance of having a tax bill which is not so large that it
destroys the industry which pays those taxes. Private capital will
bring out the needed metal quickly and in sufficient amounts if given
a chance. It is not seeking profit, but only an opportunity to serve.

Senator Warsit. To sum it all up, you don’t recommend any change
in the Jaw?

Mr. Broavoars. We do what?
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Senutor Wawsi. Though you think the present percentage is
inadequate, you are content with the present law?

Mr. Broaboare. We will be content with the 1942 YJouse bill
provisions.

Senator Warsn, That seems to cover your brief pretty well.

Mr, Broapcare. T would like to make one small stasement in
closing.

The operators of the small mines are trying hard to participate
in the war eflort. Those not already in operation are making
every effort to get into operation. It is no secret that mineral pro-
duction, which Mr. Donald Nelson considers the base of the war
program, has not expanded as rapidly as was expected.

The small mine is in a position to get into production with com-
parative rapidity, but is subject to many discouragements. The
Securities and Exchange Commission has almost driven private cap-
ital from the field of small mine investment, and due to various other
reasouns, including the tax situation, it is no longer a satisfactory
speculation because of the increasing hazard of getting the money
back, let alone making any. .

The Congress, realizing this, has provided means of getting Gov-
ernmont financing for strategic and eritical mineral properties.
However, it frequently takes longer to get Government funds than
it does to put the mine into operation, The bonus or premium plan
for extra payments on copper, Jead, and zine production is so slow
and involvedy in its operation that the small operator without much
capiml may be ruined before he gets his money. .

‘he instinet to mine and the desire to help in the war is so
strong that in spite of these fuctors and the rising costs and taxes,
together with price ceilings, small mines are opening up. How-
ever, if mine operators are not allowed this reasonable f?gum for
depletion provided in the House bill, the vesult will be further
disastrous discouragement for those who are desperately anxious to
produce minerals,

You can have the minerals or the money. Not both.

The Cuamrman, Thank you for your appearance.

Mr. Callahan.

STATEMENT OF DONALD CALLAHAN, WALLACE, IDAHO, VICE
PRESIDENT, AMERICAN MINING CONGRESS, ALSO REPRESENT-
ING IDAHO MINING ASSOCIATION

Mr. Caragan, Mr. Chairman and members of the commitiee.

The Cmamman. Mr. Callahan, how much time will you require?
We are going to have to shorten this particular branch of the
testimony because we have had so many witnesses,

Mr., Cawnaman., Well, the metal department of this depletion
investigation has not consumed very much time. We have no other
witnesses. 1 am the only one,

The Cuarman. You ave the only one?

Mr. Carrasian, Mr, Broadgate and myself.

The Cramrman, Yes, sir,

Sonator Warsi. Yeu advocate retaining the present percentage
allowanco?

Mr. Catranan, Yes,
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Senator Warsna, You don’t want any change$

Mr. Carvaman, I don’t want any change in the depletion allowance;
no, sir.

The Cunamman, What arc you discussing, particulaly¢

Mr. Carraman. The matter of percentage depletion.

The Cnamrman, Of metalst

Mr, Carvanan, Yes, sir,

The Cramman, All right, sir. T would ask you to brief your state-
ment as much as you possii)ly can. Of course, we will be glad for
your statement to go into the record, which we will have, and have
the opportunity to read it. '

Mr. Carpaman, All right, Mr, Chairman.

Mr. nume is Donald A, Callahan. I live at Wallace, Idaho. T am
vice president of the American Mining Congress, and 1 also am
representing the Ydaho Mining Association at this hearing, Y appear
here to address myself particularly to the (iﬂuestion raised by the
Secretary of the Treasury in his appearance before your committee on
July 23, 1942, relating to the provisions of the law dealing with
percentage depletion.

The language of the Sceretary clearly indicates that in his opinion
percentage depletion as applied to metal mines should have no place
in the revenue law. He classifies this provision as a violation of the
basic principle of e?[nity, which is so important to an all-out war
finance program, and indicates that such an allowance constitutes a
special privilege or an avoidance or exasion of tax. Very definitely
we, of the mining industry, deny that the allowance of depletion upon
a percentage basis constitutes either a special privilege, an avoidance
or an evasion of fax,

There is nothing more essential to the success of the war effort
than the mining of strategic and critical metals, and those who are
responsible for the production of munitions and machines for war will
agree with this statement.

We hold that mining is as necessary a war industry as is the fabri-
cation of metals into munitions of war. We hold that the Govern.
ment should be bending every effort to encourage this essential indus-
try. Wae are not asking special favors, but we believe in the name of
victory that every department of the Government of the United States
ghould join in an effort to increase and not to retard the production
from these mines, o

Now we ara faced with a new peril—a direct attack upon an estab-
lished Frovision of the revenue laws as related to mining by the Secre-
tary of the Treasury when he asks for the doing away with percent-
age depletion and a reversion to the metheds employed in determin-
ingl;)depletion Frior to 1932.

uring the last World War the revenue laws were amended to pro-
vide incentive for metal production. Now, under a greater siress
than existed then, the Secretary of the Treasury proposes not encour-
agement but rather actual discouragement to those charged with the
business of producing for the war effort, )

I shall not repeat the observations made by Mr. Fernald in his ap-
pearance before this committee several days ago with regard to the
attitude of the minin% industry and its all-out cooperation in the war
effort. e has stated that position clearly and the deeds of those
engaged in the industrv speak even louder than his words,

+
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What, then, is this percentage depletion to which the Secretary
takes exception? I take it that this committee recognizes, as has the
Congress since the income tax amendment was adopted, that the
owners of properties which are engaged in the extraction of natural
wealth should have a return tax free of the value of the property
which constitutes the capital of the owner.

Prior to the adoption of the percentage depletion method the de-
termination of the amount of depletion to be allowed was largely a
matter of judgment on the part of the Commissioner of Internal
Revenue, the principle being laid down in the law that a reasonable
depletion allowance should be provided for. - Cost oy March 1, 1913,
vafuutions were regarded prior to 1918 as the yardsticks by which
depletion should be measured, the principle being that the owner was
entitled to a complete return, tax-free, over the life of the mine of the
valuations so determined.

In 1918, under the stress of a great demand for metals to meet the
World War requirements, and to make more equilable the allowance
to those mines which had suffered from the application of the unit
method, discovery depletion was added to the law, and this feature
remained in the law until 1932, when the percentage depletion feature
was incorporated. The basis for discovery depletion was the calcu-
Jated value of the property as of approximately the time of discovery.

Thus the Congress from the beginning of our income tax history
has recognized the right of taxpayers to deductions to compensate for
the depletion of capital value attaching to the mineral properties.

May I call your attention to the fact that the reason for the adop-
tion by the Congress of the percentafge depletion method as applied
not only to metal mines, coanl, and sulfur, but to oil and gas as well,
was the unsatisfactory experience of both the Government and the
taxpayers in the allowance of depletion under the older methods.
Naturally, the determination of the valuation of the capital which
was to be depleted involved a very intricate and uncertain method.
This was particularly true as it related to metal mines.

Bocause of dissatisfaction with the methods theretofore employed,
the Joint Committee on Internal Revenue Taxation referred the
sntire subject to its staff for an investigation and the report (Pro-
liminary Report on Depletion to the Joint Committee ¥rom its Staff,
vol. 1, pt. 8, 1929) of this staff furnished the basis upon which later on
the Congress adopted the amendment extending the percentage fea-
turoe to depletion of metal mines, voal, and sulfur. .

It is interesting, in view of the suggestion of the Secretary of the
Treasury, that we eliminate the percentage method to read from
this report what the staff of the joint comnmittee had to sny. I am
quoting now from page 7 of that report: '

The analytic method generally employed by the Bureau in the valuations of
gold, silver, copper, lead, zine, and other metal mines involves at least six im-
portant factors which are the subject of individual judgment. In many cases,
reliable data from which the engineer may draw his ccnclusions in cstimating
these {actors are not avajlable, Conclusions in such cases must vary nccording to
the expertence and viewpoint of the individual. Reputable mining engincers
admit that it is impossible to value a mine accurately as of a specific date by
this method, due to the many speculative factors involved. -

To snpport this conclusion the report on the same page cayries a
comparison of the separate valuations of 10 companies, ranging from
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some of the smallest to some of the largest in the industry, which
tables show ag between two reputable cngineers a variation in values
of from 100 to 566 percent.

In connection with this, I slso call to your attention s statement
made in 1925 by Mr. A. W. Gregg, formerly Solicitor of the Bureau
of Internal Revenue. This statement was made before the Senate
Belect Committee on Investigation of the Bureaw. T quote Mr.
Gregg:

If something could be done in the law to do away with the necessity for valu-
ing mineral properties for the purpnse of determining depletion, it would be the
biggest help of anything that has ever been done to the Bureau of Internal
Revenue. This would hbelp the admind lration of the Bureau tremcndously
and would certainly be more uccuraie than the present system.

Something was not done to remedy the intolersble situation re-
ferred to by Mr. Grogg until 1982, when the Congress incorporated
the very simple and eflicient method of percentage depletion which has
been in effect ever since.

Senator Connarry. Is it not true that the old system entailed em-
plo'z'ment by the Bureau of a great army of engineers and estimators
and surveyors, and they hardly ever got to the point where there
wasn’t a squubiole between the owner of the property and the Govern-
ment over the valuation?

Mr. Cartaxaw. That is true, Senator Connally.

Senator Conwarvy. Tsn't it farther true that the 2714 percent is a
little less than the average discovered under the experience of the
Treasury ? :

Mr. Canrasan, You mean the 15 percent?

Senator Connarry. Whatever it is.

Mr. CarrnanaN, Yes, it is. The average over a 5-year period of the

depletion allowed prior to that time under the old method was 17
percent. 1t was the inequalities in the distribution of that that was
recommended by this averaging and the 15-percent rate was a com-
promise and in relation to that not only did the Government have
to employ engineers and accountants and engineers of all descrip-
tions, but the taxpayer also had to in order to meet tho situntion
which might be presented, The larger companies, of course, were
able to do that,
- In 1932 when I appeared before the committee advocating this
change in the law, I caﬁed purticular attention to the discriminations
thereby made to the smaller companies that were not able to maintain
such staffs of engineers and accountants and experts to not only
determine their valuations, in the first place, but to contest with the
Bureau afterward.

The rate of 18 percent of the gross value of the ore at the property
for metal mines which was written into the law in 1932 was arrvived
at by taking the average of the depletion actually allowed under the
old methods over a 5-year period. As a matter of fact, this average
was better than 17 percent and the rate finally agreed upon was a
compromise, To further protect the revenues it was provided that
in no case should the allowance exceed 50 percent of the net income,

The report referred to calls attention to the inequalities brought
about under the earlier methods of which both the staff of the com-
mittee and the Solicitor of Internal Revenne complain, The method
of determining mine depletion was, of course, highly technical; and
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il the Secretury of the Treasury’s present suggoestion is carried out,
will become highly techunical once again. That method was based
upon a deterinination of factors with which only the accountant and
engineer are fumiliar. In order to secure a valuation for the purpose
of depletion it was necessary to have a valuation made of the units
of metal in & mine. This in itself, because of the hidden character
of the metal, could only be determined through estimates, reckoning
from certain known factors. Under the analytic-appraisal method,
which was the one most commonly used, it was necessary to make
an estimate of the tons of ove in a mine at the beginning of the
mining operation; to estimate the annual rate of extraction of metal;
to estimate the duration of the life of the mines; to estimate the
production cost per unit of metal; to predict the selling price for the
ostimated number of years of the life of the mine, and then through
a formula to reduce the oxpected profit to present worth,

One of the reasons for inequalities and discrepancies as hetween
different metals, different scctions of the country and individual tax-
payers, was that the large operator, with a considerable aniount at
stake and possessed of the means with which to fortify himsel{ with
expert assistance, could better establish the value of his ore hody in
the first instance, and later could defend that estimate before the
Bureau. A smaller operator, of course, who had not the means with
which to make a proper valuation in the first place, would be
obliged to accept the judgment and final determination of the Gov-
ernment when his returns were made.

This does not mean that the Government or the Bureau intended
to be unjust, but it is the common experience of business, so far as
technical questions are concerned, that one must be thoroughly forti-
fied in establishing claims which ave involved and about which there
very often are reasonable and proper differences of opinion,

I wish to call your attention now to variations found in the very
industries in the investigation made by this staff of the joint com-
mitteo.

It was found that in the net returns, gold and silver hiad received
a 37 percent allowance for depletion; copper, 60.5 percent; lead and
zine, 32,5 percent; iron, 41.2 percent; coal, 81.6 percent; and sulfur,
45.8 percent. Those were, of course, upon the net returns, not the

TOSS. .
& Besides this it was found that in the same branch of the industry,
the ratio varied materially for different sections of the coantry. For
instance, the weifhted ratio of depletion allowed to lead and zinc
was 82.5 percent, but this ratio varied from 43 percent in one field o
a trifle over 25 percent in another, approximately 1,000 miles distant.

The same varintion was found in the ratio of depletion allowance
to'net income as between individual taxpayers. It was no wonder,
then, that the Congress decided to remedy the inequalities which the
stafl of its own Joint Committee on Internal Revenue Taxation found
to exist. That staff recommended the adoption of the percentage

- method. Tt did so because of the following defects in the system then
in vogue: :

These defects were mentiond as follows:

(a) Administrative difficulties—One of the principal administra- -
tive dofects was found to be the Inck of uniformity and certainty in

70098—42--vol, 2~—n?
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computing depletion. Tables supporting this conclusion are to be
found on page 7 of the report.

(b) Instability of revenue~In lean years when the tax was sorely
needed, it was found that the epplication of the unit method of deple-
tx(ﬁl Wi out all tax, while in prosperous years, high taxes were
collected.

In connection with that, I wish to call your attention to the fact that
under the unit method of depletion, whether you had any profit or
not, the depletion was taken and if you had a depletion, your units
were taken anyway, thereby depriving you entirely of the benefit of
the year when you might have some income from it.

(¢) Inequitable results—A most interesting discussion, with tables
showing the effect of the methods, therefore, employed upon different
classes of industry bears out the conclusion that inequitable results
stemmed from the then existing method of determining depletion.

But it is unnecessary to go further in telling you why this method
was adopted. The question is: Should it be changed now and doubt-
less it has been urged and will be urged that the reason for a change
at this time is because, under the percentnge method, certain minin
companies recover more through depletion than the original cost o
their properties, The Secretary of the Trensury, I believe, holds that
this is a fact and that this alone is sufficient to warrant the elimination
of the percentage method at this time.

It is easy to make computations to support a previously announced
theory. But the Secretary must remember that the method of deter-
mining depletion must apply to all mines. Both the Secretary and
the Congress should reflect very seriously upon the total effect of a
change, rather than upon the immediate effect upon certain isolated
mining enterprises.

It is perfectly apparent, and the Secretary will admit, that the
mining industry as a whole does not recover through this method
more than the original cost of mining propertiea. As a matter of
fact, and I am sorry to be obliged to say it, 1t is true that the mining
industry as a whole makes a very sorry showing of recovery of origi-
" nal cost when failure as well as successes are taken into account.

I come from a State which is one of the leading mining States of .
the Union. It stands first in the production of silver, second in lead,
and has a high ranking in the production of zinc. And yet, over a

riod of 11 years, during which figures of cost and production have

n collectedv and compiled by the association which I represent, the
expenditures have exceeded the receigts by more than $10,000,000.
And one of the big sources from which those expenditures have been
made has been the depletion fund used in the exploration and devel-
opment of properties which have not turned out to be profitable
ventures,

One of the objects of a depletion allowance is to insure a contin-
uous mining industry. A very large portion of the earnings which is
regarded as return of capital 1s invested and reinvested in exhaustive
explorations and in underground operations, many of which totally
fail to yield return. I am afraid the Secretary has not made any
investigation to determine whether depletion allowances have been
. used in an endeavor to discover and develop additionsl ore bodies.

v
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To illustrate the difficulties of finding profitable ventures, I cite you
the instance of one company, largely interested in exploration and
development, which has a history of 15 years.

During that period it has given consideration to approximately 400
to 500 properties annually, and has made fleld examinations of all
of those which indicated commercial deposits of nonferrous metals.
Despite the fact that this company has ample capital to employ the
best technical service, it hag been unable during the past 15 years to
find and to bring into successful and profitable production for its own
account more than 6 mines and has shared with others in the acquisi-
tion and development of 2 more.

The mining companies of the iat.an
Idaho are constantly spppdtfig large sums* W,
and development, mygof which must eventuallyehe

The fact is that#€ is from this source that we mu¥,expect the de-
velopment of o mining resources=in the future. Whe time has
passed for thegtliscoveries of mine# at thewgrass roots. g
the Erospect noble figuy t he Was, hasg)assed.

T fation of the future mustye yptlerground largely through
the expendjture of Iafge sumsiof mané¥#by exispigy mining derpora-
tions, Thiy alone catempley Léchnictl staffs fo sglve the m i
of underffing strata. They gl is} i

diskriat.in which I live in northern
in exploration

p charged off.

teries

ing staft lan developme
nish the e 4
which loft-grade okes™

mercially§ivaluable. §
which pe y
in their mf sty
for a self-syfficient econe:

Then, aglin, it is no longer peble to §nan
ventures thrdggh the methody
of our older ald most sucd
tion of our Secligiti ]
at an end. '

The Secretary bamis objections largely u e fact that cer-
tain large corporations reweiye large deple owances. Even if
these companies are receivin ee more than the original

cost of their properties, which is the exception, the system is still
beneficial, both as far as the war effort and the Government revenues
are concerned. Where did the vast funds necessary to develop the
reat Morenci copper property in Arizona come from{ What nds
ﬁuve been used to increase the manganese production in Montana and
the copper from the Cop?er Canyon mgm in Nevada? These
are but a few examples of how these are used, and the War
Production Board can tell you how importegt they are. )
May I be personsal and give {;): an illustratioh of two companies
with which I am connected? e is a silver-gold property which
over a period of time under the percentage method had accumulated
a fund specifically set aside as a depletion fund. .
Within the last year, realizing the necessity for productior: of vital
defense metals, it invested that fund in securities of s lead-zinc com-
pany and thereby made it possible for that comg;\ny to bring its
property to a point of production. On the 1st of March this second
property entered into production of lead and zine, and the vital essen-
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tial metals which the Government must have are now being mined
because the first company was able, through its depletion alﬁ)wance,
to make possible their production.

May I say in that connection that an atterapt was made but it
was K)und nnpossible to finance through the sale of stock—raise
sufficient money in order to finance this operation which is now in
production in building a mill}

That is only one, and I cite it merely as an instance becuuse I
am intimately connected with it. It is multiplied many many times,
and illustrates what can be done and what is being done with these
do’?‘]etion allowances which the Secretary complains ave too large.

he Treasury assumes that it will receive more revenue if per-
centagoe depletion is eliminnted and that this will in no way affect the
production of metal. This is a false assumption. Neither the pro-
duction of metals nor revenues to the Government come from mines
which are not open, developed, and opecating. We are not now
obtainin% the metal production we need from mines, We cannot
f,ret; this from nines which are not now operating or cainot continue
ong to get it. New production must be brought in, It is the
producing mine, privately owned and operated and yielding a profit
on private investment, which Froduces revenue to the (Government.
Tax rates or tax provisions which deny or discourage this will not
yield increased tax revenue.

Fair depletion allowances are egsential. Percentage depletion has
not i the past and will not in the future result in the mining industry
recor. ing more than its capital employed. It is an averaging plan
adopted for simplicity. Losses and failures must be taken into ac-
count in measuring return of capital. By and large, it grants less
and not more than a fair return of capital. Under it the Govern-
ment gains and not loses revenues. From the standpoint of both
revenue and production the Government and the war effort benefit.

Weo are in a great war offort, and the mining industry does not come
here before this committee or before the Con;%ress urginy special con-
sideration, or protesting agninst the tremendous tax which is neces-
sary to finance a part of this war, These are days of great concern,
but our concern s business men is nothing to the concern of those
whose loved ones are called upon to go forth upon foreign seas
and into foreign lands to fight the battles of our conntry on land
and sen and in the air. The mining industry has pledged its full
cooperation in this all-out war effort. It is busy with production.

he Government has offered a special price to make possible the
production of low grade marginal ores and of high cost ores. The
War Production Board, the Office of Price Administration, the Metals
Reserve Company are straining every effort to bring about that in-
creased production of these essential metals. All that the mining in-
dustry asks of this committee, all that it asks of this Congress, is that
it remain free to use all of its energies toward this great productive
effort. It asks that the laws relating to depletion be allewed to remain
as.provided in the House bill.

t does not believe that now is the time to upset the economy of
all mining enterprises, to bring about a readjustment. of its entire
program of development and exploration, to become involved in an



REVENUE ACT OF 1942 1397

endless task of determining valuations and costs and figuring out

depletion according to methods that were discarded in 1932 because

they were unsatisfactory. It has full need of ite technical staffs in

the work of production; it cannot turn them over to the business of

%stab]ishing values and wrangling with the Bureau of Internal
evennie,

In the last World War when there was essential demand, the Gov-
ernment revised depletion allowance by permitting discovery. When
time had proven this unsatisfactory, the Congress discarded that
method and established the percentage method which the Secretary
is now subjecting to attack.

Now I wish to call the committee’s attention to this, Perhaps it is
not entirely a part of it, but it shows the difficulties under which the
mining industry js laboring and tells you why, even with the allowance
of percentage depletion and the allowance of depletion, that there is
dissatisfaction over the production of metals.

We have made a great success in the building of plants for the
manufacture of munitions and machines., In doing so, however, a
system has been adopted which has steadily syphoned off our mine
Iabor until today there is a shortage in my district of from 10 to 25
percent of the manpower requircg for maximum production. We
cannot feed these metals into the plants that are crying for them
unless this situation is remedied. The loss of production in our metal
mines today constitutes a threet which must no longer be ignored.

Recently a subcommittee of the Senate Silver Committee conducted
hearings thronghout the West to ascertain the exact situation with
regard to the mining industry and particularly to determine, if pos-
sible, the effect which the present and proposed tax laws have had
and will have upon that indrt)lstry. The report of that committee will
be before your body for consideration, and I am not going now to
burden you with an account of it, but I will ask you if it is possible
for you to consult with Senators McCarran and Murdock who were
present at those hearings. They will give you a picture of just what
the mining situation is throughout the West where those vital metals
always are being produced.

I do, however, wish to call your attention to the testimony of the
directing head of the largest copper smelter in the world, located at
Salt Lake City, Utah. %he figures which he produced as to metals
received at that smelter over a period beginning in 1937 and embrac-
ing the first months of 1942 paint a sorry picture as far as production
of these vital metals are concerned.

Leaving out of consideration the ore received from the great Utah
Copper Co.’s properties, these showed a reduction in tons of ore re-
ceived by the smelter of more than 700,000 tons in 1937 to less than
600,000 tons in 1941, and a drop in the gross value of that ore from
$21.26 per ton in 1987 to $17.51 per ton in 1941.

At the beginning of this year the Government began to sense the
seriousness of this situation. A plan was devised to pay a premium
on new production of lead, zinc, and copper. Quotas were fixed for
each mining property which were supposed to represent normal pro-
duction of mines then in operation and zero quotas were fixed for
those not in operation in 1941, The premium for all production over
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and above these quotas is now paid through the Metals Reserve
Company.

This, on the one hand, is a recognition by the Government of the
necessity for increased production. As a result of this policy (low
grade mines have been reopened and mines having metals difficult of
separation have become active. Old tailings dumps have begun to
move toward the concentrators and early in the year predictions were
Rq.de that a 25-percent increase in metals production would be realized

is year.

Those who were thus optimistic, however, reckoned without their
host. They failed to take into consideration the fact that establish-
ment of war plants on the coast and throughout the western area
would drain the labor from these mines. 'lgi\e cost-plus-a-fixed-fee
policy, coupled with 6 and 7 days’ work at overtime pay, has taken
the labor from our mines with a result that our production has been
going down, and we have been unable to develop reserves for future
production. .

Let me say to you now that this situntion must be cured if we can
indulge any hope that we shall be able to supply these tremendous
war plants with the metals of which they stand in need. Either the
Congress, through legislation, or the Manpower Commission, exercis-
ing the broad powers already granted to it, must take drastic action
or the situation will grow worse. And, in the end, if production
of metals fails, it will be the industry and not the Government which
will be blamed for that failure. Xven leaving our tax structure as
it has been, the tribulations of this very essential industry of mining
ave sufficient to discourage even the stout-hearted.

Now, it is one thing, gentlemen, to sit comfortably in an office with
a calculating machine at your elbow and figure out how by a few
changes in the law, additional revenue can be secured from this in-
dustry or that. It is a different thing to meet the hard realities
of wartime production, and no industry is faced with more difti "lties
than mining.

The operator must battle with O. P. A. to secure a fair quota for
basing the premium price ; he must battle with W. P. B. for the right
to purchase machinery, equipment, and supplies; or go out through
the mining Cistricts of the West to go out, and pick up second-hand
material; he must spend days and nights in negotintions with labor
representatives over increase of wages, creation of shop stewards,
and participation in management; he must permit his skilled em-

loyees to depart day by day for the armed services; he must sit id(l{y
y while contractors building war plants under the “cost-plus-fixed-
fee basis,” lure employees away in droves so that he never is sure
of the next shift; he must watch, as a consequence of this, develop-
ment work halted and sound mine grnctices iscontinued. His days
and his nights are filled with problems for which he can find no
solution. He knows the desperate need for production and he re.
sponds as best he can.

. Now, from the Treasury comes the last straw. Repeal or modify
the depletion allowance. Upset the economy of minmng, take away
the one provision now in our tax laws which makes for continuity in
the industry. I do not believe the Secretary wishes to assume the
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responsibility for this final check upon wartime production of these
vital metals.

I ask you gentlemen to see to it that he is saved from his own foll
and that this most important of war industries is not further cripple
in its efforts to assist in winning the war. .

The CuarmaN. Thank you very much, Mr. Callahan. We appre-
ciate your appearance.

Mr. Campbell.

STATEMENT OF ROLLA D. CAMPBELL, HUNTINGTON, W. VA,, REPRE-
SENTING COAL-PRODUCING MEMBERS OF THE AMERICAN MINING
CONGRESS

The Cuamman. Mr. Campbell, are you also representing the Amer-
ican Mining Congress?

Mr, Camppen, I am representing the bituminous coal producing
members of the American Mining Congress.

The Cuamman. Will you make your statement as brief as you can
in the interest of the committee, because the whole day has been given
to that general subject?

Mr. CamepeLn. Yes, sir, I shall,

The Cuamman, Thank you.

Mr, Campeserr. Mr. Chairman and members of the committee, my
name is Rolla D. Campbell. I live in Huntington, W. Va. I have
been in the coal business for about 22 yeurs. I am the president of a
land leasing company which leases to operating mines. I am a
lawyer and I have represented land companies and coal operating
companies and associations of coal operators for the last 22 years.
I am a member of the Bituminous Coal Producers Board for District
No. 8, which was organized under the Bituminous Coal Act of 1937,

District No. 8 comprises the high volatile mines of southern West
Virginia, eastern Kentucky, southwest Virginia, and Tennessee, and

roduces approximately one-fifth of the annual production of the
nited States,

I appear here on behalf of the coal-producing members of the
American Mining Congress to oppose any change in the depletion
provisions of the House bill as they apply to bituminous coal.

I shall not attempt to cover this subject in great detajl. This has
been done in the hearings before the House \%ays and Means Com-
mittee. I respectfully refer you to the very able and comprehensive
statements of Mr, Callahan, volume 1, pages 1168-1177; of Congress-
man George W. Johnson of West Virginia, volume 1, page 1194; of
Congressman A. J. May of Kentucky, volume 1, page 1195; of Mr.
Murchanfi volume 1, page 1206; of Mr. Puterbaugh, volume 1, uﬁe
1208; and to the brief filed by Mr. J.  D. Battle, secretary o}) the
National Coal Association, volume 1, page 1210,

At the outset I would like to mention that the bituminous-coal
industry is a very large and important one. It employs from
450,000 to 500,000 men directly in and about the mines, and that many,
or more, in tmnsgortation, distribution, and utilization.

It furnishes about 20 percent of the entire railroad freight traffic.
Over the past 10 years the production has varied from 825,000,000



1400 REVENUE ACT OF 1942

tons to over 500,000,000 tons. 1918 was the year of the greatest
i)roduction. In that year more than 570,000,000 tons were produced.
n 1941, the production was in excess of 500,000,000 tons, and it
appears that this year’s production wiii bhe in excess of 550,000,000.
o give Kou some comprehension of the enormity of 500,000,000
tons, I might say that it is the equivalent of 12,500,000,000 bushels,
or about four times the weight of all the grain crops produced each
year in this country; or about 166 times the weight of the annual
cotton crop, or five times the weight of the annual production of
steel in this country, or more than all the dirt which has been
removed from the Panama Canal.

This great industry is the principal industry in many of the great
coal-producing areas and is an important industry wherever it occurs,
In this war effort, it is of vital importance. It undergirds our entire
industry effort. The continued production of coal is absolutely
essential to successful prosecution of the war.

The present percentage depletion rule contained in the Internal
Revenue Code is that coal mines are permitted to deduct, on account
of depletion, 5 percent of their gross income but not more than 50
percent of the net income, from their property. For example, if the
average gross income is $2 per ton of production, 5 percent of that
amount will be 10 cents per ton. But if the net income is 10 cents per
ton, then the allowance is 50 percent of 10 cents per ton, or 5 cents

er ton. If the net income is b cents per ton, the maximum allowance
18 214 cents per ton. If the net income figures out at 30 cents per
net ton, the maximum allowance is still only 10 cents per ton.

Under percentage depletion thero is no deduction unless there is net
income. Of course, it does not guarantee net income, Under unit
depletion the allowance must be deducted in those years when there
are losses. The principal difference is that {)ercentage de;l)letion does
offer an opportunity to get the benefit of the depletion allowance in
those occasional years when profits are earned.

The Parker report, which has been called to your attention by Mr.
Callahan, advances the essential reasons for the use of percentage de-
pletion in the coal, metal, and sulfur mines. The recommendations
of this report were translated into law in 1932.

As I understand the Treasury’s position, it desires to eliminate
percentage depletion completely as to all extractive industries, or, in
the alternative, to reduce and restrict the allowances prescntiy per-
mitted under the law.
. So far as I am able to learn, the Treasury has never presented any

figures either to the House Ways and Means Committee or to this
committee to show that percentage depletion as applied to the bitu-
minous coal industry is a “special privilege.” However, the Treasury
Department has published statistics covering the 12-year period from
1928 to 1939, inclusive, which have an important bearing on this sub-
ject; 1928 was the first year when the Treasury began to publish
separate figures on income with respect to bituminous coal. The
statistics are as follows, I have reproduced that page in my printed
statement.
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(The statistics submitted by Mr, Campbell are as follows:)

Profit and loss statistics of the bituminous-coal industry for the 12-year period,
1928 to 1939, inclusive, compiled from U. 8. Treasury Department “Statistics of
Income” reports on corporations

TOTAL OF ALL ACTIVE CORPORATIONS MAKING RETURNS
[Money figures in thousands of dollars)

Net income}
Number a deficl Depl Net in- Federal | Net profit
Year of ross ) or defielf-— eple- comeor | taxeson | (+) or net
returns Income b;’{é{‘l’o‘,‘f‘ tion deficit () | Incomo | loss (—)
27050 0 330( —e,514 17,096 | —24,508 3442 -2,
Ul md UM e Cum) ) R
2 t —28, , 42, ) 637 --44,
2006 | 024603 | -37,525 10,220 | ~47,746 1,039 |  —48 784
1,864 | 400,608 |  —41,488 9,670 | —b1.167 77| ~b1, 044
ph| i) et wE) ) ) e
3 4 7,218 , - , 308 -
nws | 708,407 1,034 16,610 | —15,576 2750 | 18,32
bE| miE) iRl G SR b e
v g v g ~di J =3,
1,887 | 717,194 | 14,833 11,834 | —20,667 1,661 | —28,328
1,603 | 805,675 10,597 15,649 | —4952 2,820 ~7,781
Total....... 24,328 | 0,251,260 | ~-103,106 | 180,014 | —283,200 20,834 | --313,043
RETURNS WITH NET INCOME
817, 807 41,400 7,923 33,477 3, 442 30,
W) omim) pdl s R ol e
@G hm Gm YR )
806 | 137,68 9,707 2,404 7,243 1,020 46, 214
333, 523 30,157 6,523 23, 3,308 | -+20,328
591 27,304 7,738 19, 2,750 +16,818
B A HE) MR AR R
2583, 467 16,817 4,705 1112 3, 661 4.9, 45
487 388028 26, 865 8, 408 18167 2820 18
7,046 | 4,153,210 | 313,031 7,073 | 241,088 20,834 | 211,224
RETURNS WITH NO NET INCOME
1,862 | 431,742 | 47,014 10,071
1,437 | 480,046 | —38,149 12,551
1,458 | 446,463 | —56,213 10,933
1,613 | 458,440 | —40,244 8,458
1,676 X 49,080 8,033
1,455 | 381,373 | 45,317 9,475
1,387 3 —~22, 94 8,276
1,384 [ 410,329 | 20,270 8,872
1,355 | 437,146 | —~19)401 )
1276 | 420810 [ -14,
1,624 | 403,727 | —30,050 7,129
1,106 | 410,047 | —16,068 7,081 .
17,282 | 5,008,040 | —416,226 | 108,041 | —524,267 |............| —524,967

Norx.—Figures prior to 1928 were not separated a3 to varlous kinds of conl,

+

Mr. Campngerr. These statistics show two essential facts: First, that
during the period involved there has been a continuous liquidation
of the coal industry in the the number of taxpayers filing returns;
and, second, that there has been a great loss of capital by the industry,
whether of not depletion charges are allowed as a deduction from
gross income.

Specifically, these Treasury Department figures show that in this
12-year perio& the industry lost, before depletion and income taxes,

16093—42—vol, 2—8
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$103,000,000. After taking into account depletion and Federal taxes
on income for those companies which earned profits, the net loss was
$313,043,000. The taxpayers who earned profits during that period
had a net income before depletion of $318,031,000. After deducting
depletion and taxes on net income, the net carnings of these com-
anies during the 12-year period were $211,000,000. This would al-
ow approximately $30,000 per year net profits, after depletion and
taxes, for each of the companies showing net earnings. .

However, the unprofitable coal companies lost, before depletion,
$416,000,000 in the 12-year period, and their depletion charges, which
they showed on their tax returns, but which, of course, could not be
deducted from net income, were $108,000,000. Their total loss was
the sum of these two figures, or approximately $524,000,000.

By referring in my discussion to profitable companies earning net
incomes and unprofitable companies sustaining losses, it is not to be
assumed that the profitable companies were the same companies in
each year or that the unprofitable companies were the same companies
in each year, the fact being, of course, that individual companics in
some years made money and in other ¥ears lost money.

Speaking from the point of view of the industry as a whole, the

total depletion claimed by all bituminous-coal taxpayers, including
both those who made money and those who lost money, was $180,-
000,000 during the 12-year period. Of this sum, $72,000,000 were
recouped from income and 5108,000,000 were completely lost. The
average annual depletion claimed by all companies filing returns was
less than $7,500 per company.
The tperformance of this entire industry might be compared with
that of but one large industrial cortporation or the singlo year of
1941. This corporation’s earnings for that year availngle or dis-
tribution to stockholders were $211,000,000, or about the same as the
amount earned by all the profitable companies of the bituminous
coal industry in the 12-year period from 1928 to 1939, inclusive,

I think that it can be fairly said that these statistics of the Treas-
ury Department prove beyond a shadow of a doubt that the great
bituminous-coal industry is not esca]ping income taxation by any
“gspecinl privilege” granted to it by the income tax law. It is true
that it is not paying very much income tax, but that is because of the
unfortunate circumstance that it is not making much net income.

I should add that the gross income reported in these figures appar-
ently include income from sources other than the sale of coal, such as,
for example, dividends from other corporations, interest, rent, an
income from other activities, If the income from sources other
than the mining and sellin%eof coal were eliminated from gross in-
come, the showing would be much worse than that which I have
presented to you.

I think, also, that these figures show that the coal industry is not
recouping its capital out of depletion allowances deducted from
profits and that there is a definite shrinkage of capital regardless of
whether depletion allowances are includec{; or eliminated from com-
putations of losses. :

It is also apparent from these figures that if this industry is w
continue production, it must have some method by which its capital
can be recaptured out of profits in those very rare years when profits
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come. It is obvious that depletion allowgnces deducted from losses
cannot restore or maintain capital. One of the principal advantages
of the percentage depletion provision is that it permits capital to be
recouped in those years when there may be a profit and does not
force the industry to 1scord depletion allowances in years when
losses are incurred, the only result of which is to swell the losses.

Coal mining, like all other mining processes, is hazardous. It
has a large element of the unknown in alFits operations. The opera-
tor never knows what he is going to find under ground in any
particular place until his workings actually get there. Unexpected
difficulties are frequently encountered. Like other extractive indus-
tries, the quality of the product is largely fixed by nature and there
is not much the operator can do to change it. A mine is tied down
to one spot, and cannot be moved to take advantage of lower freight
rates, wages, or taxes. Also the cost of maintaining an idle mine is
very high. Over the years the markets fluctuate widely, both in the
quality of coal demanded and the quantity of coal demanded. All
of these factors make the establishment of unit depletion complex
and expensive, and the result at best is largely guesswork as to what
the future holds.

We find that the underground workings of a coal mine become
more extensive with each year of operation, This means that there
must_be more rail, more wire, more machinery and equipment, more
ventilation, more pumping. Hence, it is ordinarily necessary for a
mine as it becomes older to make additional investments in plant and
equipment for the purpose of maintaining production. At the pres-
ent time, the technique of mining is changing and becoming more
mechanized. With the labor shortage now prevailing and in pros-

ct, it is essential that this trend toward mechanization continue, as
1t has the effect of increasing out{:lut per man and also of permitting
operation of thin seams which otherwise could not be worked.

The cost of installing new mines is constantly rising, and today, for
a unit of annual production, is two or three times what it was a num-
ber of years ago, when many existingi mines were installed.

The 1ndustry 1s forced to provide from its receipts the capital for
investing in new equipment and for opening new mines for those ex-
hausted. Public financing of commercial coal operations is definitely
a thing of the past. I have not heard of a single publicly financed issue
during the past 12 years. Depreciation allowances will not provide
this necessary capital for new investment because annual depreciation
charges in this industry are more freguently added to losses than de-
ducted from net earnings. In view of the very hiﬁh income-tax rates
proposed by the. 1942 revenue bill, it is absolutely essential, if the
industry is to be continued, that percentage depletion in the form pro-
posed by the House bill be continued.

Percentage depletion also has another great udvantage in that it is
simple to determine. During the last 10 years there has been a very
ﬁrent increase in the number of small coal mines, more commonly

nown as “truck mines,” which are operated by individuals or partner-
ships. For instance, in Senator Barkley’s State, Kentucky, there are
2,980 coal mines, of which number 407 are rail connected and 2,573 are
nonrail connected or truck mines. There are also many small truck
mines in West Virginia, Virginia, Pennsylvania, Ohio, Indiana, Illi-



T e gt S T

a1 pasteeeea,

1404 REVENUE ACT OF 1042

nois, Iowa, Alabama, and the Western States, These smaller mines
are not equipped to keep elaborate accounting records. They need a
simple, easy method of computing depletion.” They could not estab-
lish a proper valuation for unit depletion if they desired, because the
process is too expensive and complicated for them to handle.

I think I should also mention that many new mines have been
opened up since 1932, when percentage depletion was made applicable
to coal mines, and much money has been invested by existing com-
panies, all in reliance on porcentn%e depletion being available to them.
To withdraw this accounting method would cause such investors and
companies substantial and unjust injury without any adequate reason
therefor.

In conclusion, I submit, first, that the Treasury has made no show-
ing that percentuge depletion, as applied to bituminous coal, is a “spe-
cial privilege” which should be withdrawn. Second, that the
Treasury’s own statistics show that there has heen & drastic shrinkage
in capital durin% the period from 1928 to 1939, inclusive, that bein
the only period for which comparable statistics are available. 'l‘hir(ﬁ
that the greater amount of depletion claimed during that period was
added to%osses and was not deducted 1rom net income, Fourth, that
percentage depletion should be continued because it is simple and ens
to compute, because it permits deduction only in the years in which
net income is earned, and because it is essential if the industry is to
continue to make capital investments in new equipment and new mines.
I would like to suggest that if any change be made in the percentage-
depletion provisions as upq)lied to bituminous coal that the 5 percent
of gross-income limitation be increased to 10 percent.

he coal industry is doing a fine job of producing to meet the war
needs of the Nation. It is wearing out its equipment and depleting
its unmined reserves at an accelerated rate. It is investing large sums
of its own money in new equipment and new mines, despite the record
of losses in the past. It is not receiving any Government subsidy or
bonus or premium prices to induce production. The Government is
not building it any new plants for it to operate at Government ex-
pense and risk. It is not amortizing its investments in new plant and
equipment in 5 years, ns ‘war contractors are doing. It is the only
industry taxed by the Government to pay the cost of its regulation by
the Government.

Maximum prices on its products have been fixed by the Government,
in many cases being lower than the prices prevailing on industria
contracts in effect when maximum prices were fixed. It is faced after
the war with increased competition from Government-financed water-

wer developments, oil and gasoline pipe lines, and barge lines. It
Eflieves that while struggling under these difficulties, this great indus-
try has earned the right to be fairly treated by our Government,

T thank you very much for your attention.

The Cruamrman. Thank you very much.

Any questions?

Senator Gurrey. If I read your figures correctly on page 4, T would
say the Bituminous Coal Act is a failure, so far as you are concerned.
Am I right?

Mr, Camesrrn. Senator, the Coal Act was applied to minimum
prices on October 1, 1940. The figures published by the Treasury
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showing income of the coal industry and depletion allowances cover
the year 1939 but not any year thereafter.

4Se;mtor Gurrer. Has the coal industry lost money in 1940 and
1941

Mr. CamreELL, My information is that in 1940 the coal industry, ac-
cording to Treasury Department figures which do not show depletion
allowances, averaged somewhat less than one-half of 1 percent of its
sales ns the net income. Now, that is after deducting dividends, inter-
est, rents, and income taxes by those companies which earned a profit.

Senator Gurrey. Then the act is a failure as far as your viewpoint
is concerned ¢

Mr. Camrpern. The Senator will recall that the act provides for
prices to equal the weighted average cost of production so that if the
act carries out its intended purpose, the industry would receive its
cost of production and no more. The fact of the matter is that the
projected minimum prices which were established did not realize by
b cents per ton the amount which was anticipated.

Senator Guyrey. Have the new prices evolved recently met that
situation

Mr. CamrserL. Noj they have not. The wages were increased, you
will recall.

Senator Gurrey. That covers all the fields?

Mr. Cameneir. That is right. The wages were increased on Mny
1, last year, but minimum prices have not been increased, although an
examiner has recommended increases of 5 to 20 cents per ton.

Senator Guorrey. Will the 5 to 20 conts per ton increase meet the
conditions that you are talking about?

Mr. CameperL, Noj it will not, because the price formula in the
act is designed to bring the industry only its cost of production.
Now, the fact is it won’t even do that, because the act, in defining what
is the cost of production to be obtained omits many items of cost which
accountants consider properly as cost items, For instance, interest on
indebtedness.

The Cramman, All right. Thank you very much.

Mr, Cameprrr, Thank you very much, Mr, Chairman.

The CHArMAN, Mr. Goodner?

Senator THoMAs. Mr. Chairman, if I may have just a moment,
inasmuch as I asked for this particular hearing? .

The CaammMaN, Yes, sir,

ADDITIONAL STATEMENT OF SENATOR ELMER THOMAS, A UNITED
STATES SENATOR FROM THE STATE OF OKLAHOMA

Senator Tromas. The amendment that I have to present is to sec-
tion 131 on page 75. .

That is a section that deals with depletion generally. The amend-
mex;lt lt]ml: I have will change the text of the section to include rock
asphalt.

%‘he section that is before the committes does not mention oil. It
lenves that for the general law to take care of. It does mention
minerals and coal and sulphur.

Under this section sulphur is given a depletion of 23 percent,
metals a depletion of 15 perecent, and coal a depletion of b percent.
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The amendment which I submit for the record—and I will ask to
be made a part of the record at this point—adds rock asphalt along
with metals,

(The amendments referred to is as follows:)

AMENDMENT Intended to be proposed by Mr. Thomas of Oklahoma to the
bill (H. R. 7878) to provide revenue, and for other purposes, viz:

On page 75, line 15, after the word “spar” and before the word “and” insert
the following: “rock asphalt”.

On page 75, in line 19, after the word “spar” and before the word “and”,
insert the words, “rock asphalt”.

On page 75, line 22, after the word “mines” und before the figure “16", {nsert
the following: “and rock asphalt”, ‘

On page 76, In line 9, after the word “mines” and before the word “section”,
insert the following: “and rock asphult mines or deposits”,

In line 11, after the word “fluorspar” and before the word *or”, Insert the
following : “rock asphalt”,

Senator Tiromas. The Treasury Department holds that rock asphalt
i3 not oil and it is not a metal. 'Therefore, under the regulations rock
asphalt has no depletion.

ock asphalt is a product that js produced in some 10 or 11 States.

It is produced rather extensively in my State and in the following
States——

The CHAIRMAN (interposin%). The effect of your amendment would
be to give it n percentage of depletion allowunce of 15 percont?

Senator Tromas. The same as metals,

The Crammman, The same as metals.

Senator Tuomas. Just add the words “rock asphalt” at four or five
points in section 131,

The Cuamman, Yes, sir,

Senntor TroMas. And if added it would give rock asphalt a deple-
tion of 15 percent, the same as metals,

The following States produce rock asphalt: Alabama, Avkansas,
California, Kansas, Kentucky, Missouri, New Mexico, Ohio, Okla-
homa, Texas, and Utah.

Senator Vanoensere. What is rock asphalt?

Senator Tuomas. Rock asphalt is a sort of sandy substance origi-
nally that was impregnated with oil, but because of the location of the
oil pool the oil has drained away, leaving a sand containing more or
less of the oil on the sand, which makes it a substance that can be
taken from the mine. Sometimes it is a rather solid substance like the
crust of a concrete sidewalk, but it is a sand containing oil that can
be ground, and it contains enough oil that, when it is ground and
then put together again and rolled it makes a solid substance again.

Now, that is one form of the rock asphalt.

The second form is found in pools of sand. The sand is more or less
black and sometimes you can pick it up in your hand and squeeze it,
and you could almost see your oil in the san({

That sort of asphalt is mixed with more limestone and more sand
to make it of a certain consistency.

Then when it is at the proper consistency it is placed on the road
or on the street or on the airport landing areas, and rolled cold and
immediately it is susceptible of being traveled over, and it is used for
the building of roads and for the building of streets and for making,
now, runways for airports.
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I desire at tuis point, Mr. Chairman, to include in the record the
section 181 rewritten to include the amendments that I have offered

separately. . )

n other words, if the amendment js offered, adding rock asphalt
to section 131, then T want the record to show the section with the
amendments in place, so anyone c¢an read it and see exactly what it is,
and without objection I would like it to go in the record, and then
following that I will ask to have placed in the record just a few
statements by myself, which will give my viewpoint with respect to
the matter.,

('The amendment and statement submitted by Senator Thomas are

us follows:)
PrOPOSED AMENDMENT TO THE INTERNAL REVENUE Conk

PERCENTAGE. LEPLETION FOR CQAL, FLUGRSPAR, ROCK ASPHALT, AND ME[AL MINES AND
SULPHUR

(a) PERCENTAGE DEPLETION.—8ecction 114 (b) (4) is amended to rend as
follows

“(4) PERCENTAGE DEPLETION FUR COAL, FLUORBPAR, FOCK ASPHALT, AND METAL
MINES AND SULPHUR~—The allowance for depletion under section 23 (m) shall
be, fu the cage of coal mines, 5 per centum, in the case of metal mines, Auorspar
mines, and rock axphalt mines or deposits, 15 per centum, and, in the case of
sulphur miues or deposits, 23 per centum, of the gross Income from the property
during the taxable year, excluding from such gross income an amount equal to
any rents or royalties pald or incurred by the taxpayer in respect of the prop-
erty. Such allowance shail not exceed 50 per centum of the net fncome of the
taxpayer (computed without allowance for depletion) from the property, except
that In no care shall the depletion allowance under sectton 23 (1n) be less than it
would be {f computed without reference to this paragraph.”

(b) DisCovEry DEPLETION NoT APPLICABLE To FLUORSPAR MINES AND Ioox
ASPHALT MINER ok DErvsits.—Section 114 (b) (2) is amended by striking out
“metal, coal, or sulphur mines” and inserting in lieu thereof “metal, coal, fluor-
spar, rock usphalt, or sulphur mines."”

STATEMENT BY SENATOR ELMFR THOMAS, OF OKLAHOMA, IN SUPPORT ¥ PROPOSED
AMENDMENT

I am appearing before this committee on behalf of the rock asphalt industry of’
my own State, ag well as those of the other named Stutes, to urge upon you an
amendment to the pending revenue bill which will cxtend to these producers
the right to percentage depletion which other mineral producers enjoy. I have
considerable information regarding this industry in Oklahoma and can assure
you that it will be practically stified under the present revenue bill unless relief
is given in some form. A percentage depletion deduction seems to be the solu-
tion to the sltuation.

Rock nsphalt 1s used principally in the construction of roads, strects, and alr-
port runways. The reserves in the Nation are great, but production ls very
much restricted. This 18 due to the fact that rock asphalt producers have to
compete with producers of other bituminous roud materials who enjoy a share
in the 27%-percent depletion deduction extended to the oll industry. Rock
asphait is classed as a nonmetalliec mineral and, without percentage depletion,
is produced at a declded disadvantage, becanse it comes in divect competition
with thie other bituminous products,

The present revenue bill imposes an excesa-profits tax of D0 percent on all the
net income of a corporution over the allowed exemption. The luvested capital
basis of exemption seems to afford only scant relief to rock asphalt producers,

The exemption based on the average income for prior buse years is thelr only
relief. This means that they cnunot expand their business to meet the present
growing needs beyond the average income of the preceding 4 years, To do 8o
would not only mean that all of the increased income would be cvnsumed in
taxes, but that they would be sacrificing their natural resource reserves as well,

)
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It is belleved that the granting of percentage depletion to the industry wil
not result in a loss of revenue to the Government. Once the producers have
been given the same consideration that {g given to other mining companies in
depletion @eduction, the rock asphalt Industry will be able to materially in-
crease ita production. It iy estimated that, with the present demand for rock
asphalt and a fair depletion allowance, the industry will triple its production—
in which event the Government will recelve more revenue than it will under the
bill as now written,

Without percentage depletion rock asphalt production is practically frozen at
the average rate of production in the previous 4 years—and at a time when the
United States needs a much larger quantity of this material than has been
used in the preceding years.

Not only does the United States need more rock asphalt for its war program
in road and runway building, but for its post-war program as well, and there
18 bound to be great activity in this line,

Senator THomas. There are two witnesses who desire to be heard
Mr. Goodner, who will take up the matter from a statistical and
economic standpoint, and then Mr. Caldwell from Alabama, who wil}
take it up from a practical standpoint.

In addition to the amendment, and my brief statement, which has
been covered generally, I desire to have placed in the record a letter
dated August% from Mr. Phillips Moore, chief, engineering and con-
struction section of the Airport Division of the Civil Aercnautics
Administration, )

The War Department, especially in the Airport Division, also the
Navy, for that matter, right now is building a great number of air-
ports. They are expanding airports and constructing new ones,

Just recently the Congress passed a bill carrying $200,000,000 for
the expansion of existing airports and for the construction of new
ones, and those airports are now being designated and some of the
work is going on.

The Cuamman. Senator Thomas, are the competitive materials to
the rock asphalt treated as minerals?

Senator Tromas. Yes, sir. The competitive material is what might
be termed an oil base,

That is, they take sand and fine gravel and mix that with asphaltic
oil, and that makes a comparable material that is used on streets and
on pavements and on airports, and at some points they have to use
that because the freight rate on asphalt is excessive,

. You cannot transport the rock asphalt a great distance, because of
the excessive freight rates,

The material is comparatively cheap. It could be mined and mixed
and delivered for $4 or $5 a ton a reasonable distance, but it could
not be delivered a great distance, because the freight would be more
than the asphalt, .

As I said, the War Department and Navy Department are very
much in need of these runways, and because of the demand for
cement, as I understand, the Government has taken over all the
cement mills—that is my information—so the cement is now in de-
mand for, you might say, -critical war improvements, There is no
cement much left for building streets and roads, and especially run-
ways for airports, so there.is a demand for this material for the
construction of runways,

The letter from the Civil Aeronautics Administration is very short,
50, with your permission, I will read it into the record.

This is dated August 7, addressed to me,
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C1vii, AERONAUTIOS ADMINISTRATION,
Washington, August 7, 1942,

This will acknowledge recelpt of your letter of August & in which you request
that we furnish you all the data and information available regarding the
present and future use of rock asphalt used for pavements on national Jefense
alrports being constructed under the supervision of this Administration.

We beg to advise that approximately 250,000 tons of natural rock asphalt
has been used on alrport runways constructed by this Agency.

The rock asphalt has been placed in competition with other types of asphaltic
pavements in the regions in which natural rock asphalt is economically avalil-
able.

Our new program which will be started in the very near future will, un-
doubtedly, involve the usage of a higher percentage of rock asphalt than has
been used in the past, due to the scarcity of shipping facllities for the refined
asphaltic cement used In other types.

It is, therefore, estimated that our new B} program of which approximately
$200,000,000 has heen appropriated will involve the usage of approximately
310,0?0 tons of rock asphalt. The exact amount used will depend upon prices
submitted.

If you desire a more detailed break-down of the amount of rock asphalt used
by states and Individual atrports, we will be glad to furnigsh you this informa.
tion upon request.

(Signed) Pamries MooRE.

I made this same inquiry of the Public Roads Administration, and
Mr. MacDonald replied under date of August 10, which is rather
recent, stating that for the present but very few roads would be con-
structed, so he didn’t think, of course, that there would be much
demand for asphalt for road improvement, but he makes one signi-
ficant paragraph, which I will read:

Rock asphalt is suitable and desirable for use in surfacing access roads or
other necessary highway projects, and is particularly useful as a top finish for
bituminous roadways.

The extent of its use, as stated, 18 largely governed by the distance from point
of production to point of use. We have explained this matter at some length
in an endeavor to give you an understanding of some of the basic problems
{nvolved as well as the impracticability of furnishing you immediately with any
reliable data specifically requested in your letter of August 8.

(Bigned) THoMAs H. MAacDoONALD.
Mr. Chairman, I thank you for permitting me to occupy so much
of your time.
will ask that Mr. Goodner take up the economic aspects, and he
willh ei:plain to you why it is necessary to increase the production of
asphalt. ’
nder the present law and present procedure these companies
could only produce the amount of the last 4-year average. Beyond
that they are depleting their supply and at a loss—certainly not at a

profit.
I ask that Mr. Goodner be heard.
The Cramman. Thank you very much.
Mr. Goodnerf '

STATEMENT OF GEORGE E. H. GOODNER, WASHINGTON, D, C,,
REPRESENTING ROCK ASPHALT PRODUCERS

Mr. Goooner. Mr. Chairman and members of the committee: I
desire to make a brief oral statement and then ask leave to file for
the record a prepared statement.
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The Cramman. Yes, sir. That would be really more helpful to
the committee, I wish that practice was followed generally.

Mr. GoooNEr. My name is George E. H. Goodner. I am a tax
attorney of Washington, D. C. :

X aplpear here representing the rock asphalt producers of the coun-
try. 'There are some eleven or a dozen of them producing in quite a
few States.

Senator Thomas has told you a number of States which now have
rock asphalt deposits.

Some of those are not producing today, but most of them are
producing more or less in quantities.

Rock asphalt, as the Senator has told you, is a material composed
of rock—either .limestone or sandstone—and the residuum from
petroleum or asphaltum,

It was formed by nature thousands of years ago, by the oil impreg-
nating the porous layers of rock or stone. Then, through some
geologic process, the oil was drained off or forced off, leaving the
residuum which is asphalt, and when a particle or a picce of this
rock asphalt is crushed to the minutest particles, every particle is
impregnated with asphalt.

Therefore, it makes a very highly desirable road or airport run-
waly material. .

t is mined with stearny shovels after being blasted out of position.
It is crushed to required size, laid on the road, and rolled cold, and as
soon as it is rolled the road is ready for use.

It is waterproof; it is solid; it resists wear.

Rock asphalt has been classed by the Treasury Department as
a nonmetallic mineral.

. It has been held long ago that rock asphalt is not oil, or that
asphalt is a residuum from oil.

herefore, rock asphalt does not participate in the percentage
depletion deduction.

t is true that discovery depletion would reach rock asphalt,
but the regulations with respect to discovery depletion have been
so circumscribed by the Treasury Department that it is almost
prohibitive to get a discovery except on a very large property, which
involves ver, ﬁ:rge sums of money. .

-1 think the last discovery proceeding, which was tried before
the Board of Tax Appeals, cost, in preparation, witnesses, and
expense, about $50,000, so that the small operator cannot in any
way acquire the discovery value which apparently was originall
intended by the discovery provisions of the law, and this amend-
ment which Senator Thomas has offered provides that, if the per-
centage depletion allowance is made, the (i)iscovery provision of the
law shall be repealed as to rock asphalt, -

Senator BArRrLEY. Let me ask you: Where is your home?

Mr. GoopNer. Washington, D. C.

Senator Bargrey. Here in Washington{

Mr., GoooNEr. Originally from Qklahoma.

Se;\atc?)r Barxrey. You represent the asphalt producers of the
coun

Mr.%OODNER. Yes, sir.

Senator Barkrey, Including Kentucky?

Mr. Goooxer, Including Kentucky; yes, sir.
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Senator BarkrLey. We have a' number of asphalt deposits in my
State which we regard very highly. It is recommended by road
builders, and many of our roads have been built with rock asphalt.

As you say, it requires no treatment at all, except the matter
of pulverization.

While the process is a little slower, it is almost perpetual, so that
there will be no sloughing off at the roadside. It 1s almost per-
petual in its use.

Y(?)u are asking that the same law apply to that as applies to
coal

Mr. Goob~er. Fiftecen percent. The 5 percént given to coal would
offer no relief to the rock-asphalt industry.

Senator Tarr. Does this percentage depletion apply to rock?
That is, quarries, marble, or paving block?

Mr. GoopNer. No, sir.

Senator Tarr. It does not?

Mr. Goooner. It does not.

Senator Barkrey, Have you ever given any consideration to the
inclusion of salt in the depletion laws? Salt is a mineral.

Mr. GoopNEr. Personally I have, and I think it has received a
great deal of consideration over a period of 20 to 25 years, but I
understand that the salt mines are not in exactly the same position
as rock asphalt.

Senator BarkrLey. No; maybe not. Neither is rock asphalt in
the same position as conl.

Mr. GoooNer. That is right.

Senator Barkrey. It stands in a group by itself? :

Mr. GoopNER. It stands in & group by itself, because it is a road
preparation made by nature, but it is very closely allied to the
oil industry, becanse the residuum from the oil is what, mixed with
the rock, makes the product.

Senator Barkrey. It is natural asphalt, whereas the kind you have
to mix with oil is an artificial asphalt?

Mr. Goopner. It is prepared, and it comes directly in competition
with those, although they have enjoyed the 2714 percent depletion
allowed to the oil industry, and the rock asphalt enjoys no such allow-
ance,

The rock asphalt, as found today, was, thousands of years ago, oil
sand, and if a well had been drilled then where they find rock asphalt
today they would have found an oil well then, so that you can readily
see, if you understand the nature of oil, which makes it a highly
hazardous proposition, you have the same thing in rock asphalt,

For instance, you may have an outcrop of rock asphalt on the face
of a mountain, as you have in Kentucky, or a hill, and pursue it into
the hill a short distance and in a short time you will find no asphalt
at all, because the rock is too impervious, and no oil penetrated it.

Consequently, rock asphalt requires the same process in discovering
it that we have in oil.

In other words, it has to be drilled and outlined, and the producer
runs a risk at anv time of having his deposit go lean, so he can’t use
it, or play out entirely. : .

Senator Barkrex, Rock asphalt is a rock that is capable of disinte-
gration, which has been at one time saturated with oil
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Mr. Goooner. Yes, sir; but in a stock pile or in use it does not
deteriorate.

As a matter of fact they can take it up after it has been used, lay
it, and use it again, and it is just as good as it was before.

Now, this is a small industry-—the rock asphalt industry—compared
with the ones you have been hearing about today.

Senator CoNNaLLY. Let me ask you there: Isn’t it also true that the
rock that it is in has to be a peculiar formation, that every sand
wouldn’t create rock asphalt?

Mr. GoopNEer, That is true.

Senator ConnarLy. And the difference between rock asphalt and
other asphalt is that this is in a sand or in a rock. It is porous.
Nature just combined the oil and the rock to make a prepared product
itself, whereas in the other asphalts it is the residuum or the base of
heavy oils, and that is the stuff you see out on the highway, where
thei; heat it, boil it, and then pour it on the rock surface, whereas the
rock asphalt is not treated like that but is laid cold, isn’t it ¢

Mr. Goopner, That is absolutely correct, Senator.

Senator Barkrey, In what States is this rock asphalt found?

Mr. GoobNgr. Alabama, California, Kentucky, Oklahoma, Texas,
Utah, Arkansas, Kansas, Missouri, New Mexico, and Ohio.

Now, the reason that we are here is this: The rock asphalt people
have been going along under the tax program, producing a minimum
amount. :

The product has run between four and five hundred thousand tons
a year, and they have been able to pa{k their taxes and have a little
profit for themselves, but the rock asphalt yl)roducers, as a class, and
generally, have no amount of invested capital,

This is due to the fact that they are either lessees, paying a small
royalty, or, if they are lessors or fee owners, they acquired their
properties years ago at a land price, and therefore they have no
relief under the invested capital provisions of the existing law.

The 1940 Revenue Act allowed a different measure for exemption
from excess-profits tax, and that was the average of the 4 prior
years’ earnings. '

In other words, if a concern had $50,000 income, and its average
earnings for the 4 prior years had been $40,000, it would have $10,000
subject to excess-profits tax.

Now, that was all right until the present bill was drafted, which
provides that the excess profits—that is, the amount over the exemp-
tion—shall be taxed at 90 Eercent. The 90 percent excess-profits tax,
Elus the normal tax, plus the State levies which all of these companies

ave to make, wipes out the entire excess over the exempticsn.

Therefore, these small industries are facing the propssition that
they must either quit, after they have reached their average income
for the prior 4 years, or operate at no profit or a loss, and at the same
time be giving away their natural resource deposits.

I have listened to arguments regarding depletion. hut there is one
word I want to add as to why percentage depletion is more than a
gratuity. .

If you take a cotton mill, for instance, and should say: “We are
going to operate for 25 years, and we will go out and ound up all
the cotton we can now, and put it in storage, in a stockpile, and then
we will have enough to operate on for 25 years,” the cost of that

'
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cotton would come back as that stockpile was used, juct the same as
the operator gets that cost as it manufactures each year, but that is
in effect what the natural resource industry is doing. It goes out and
explores and prospects and develops an ore body, and then it pro-
ceeds to develop, to produce.

It has a supply, and the depletion allowance is simply returnin,
the value of that supply, so that when the deposit is exhausted, i
it has retained the depletion allowance, it will have che capital again
with which to continue in business, so that a depletion is more than
a gift; it is really a return of the investment in the natural resource,
not the cost, because a cost 25 years ago might be something different
from now. .

Now, I have said that we are comparable to the nil industry.
My last, word is that we come in direct competition with the o1l
industry to this extent: That the residuum of all asphaltic base oil
is asphalt which goes into road construction.

That asphalt has had the benefit of a 271, percent depletion deduc-
tion, and the rock asphalt is in the same class of materials as asphaltic
concrete, and is about the same cost.

Therefore, it is discriminated against to that extent.

I thank you, and I will ask to place in the record a complete
statement.

The Cramman. Yes, sir. You may place your brief in the record.

(The brief presented by Mr. Goodner is as follows:)

THE ROCK ASPHALT INDUSTRY AND FEDERAL TAXES—A STATEMENT OF THE NEED
~uBR PERCENTAGE DEPLETION OF ROCK ASPHALT DEPOSITS

Much has been said about the “saturation point” in Federal taxation—a con-
dition which resunlts when the taxes become so severe as to discourage business.
A striking example of this is found in the rock asphalt industry of today.

GEOLOGY AND RESERVES

Rock asphalt was formed thousands of years ago by the inflitration in lme.
stone and sandstone of petroleum having an asphalt base. Thereafter, geologic
changes caused the lighter olls of the petroleum to run off or to evaporate, leav-
ing the stone impregnated with asphalt amounting generally to from § to 15
percent of the combination.!

The prineipal deposits in the United States are located in Alabama, California,
Kentucky, Oklahoma, Texas, and Utah. Smaller deposits are found in Ar-
kansas, Kansas, Missourl, New Mexico, and Ohlo.? .

The estimates of rock asphalt in the Natlon are incomplete, but some figures
are avallable. Alabama i8 said to have 1,182,000,000 tons;® Oklahoma, in only
a few of the counties possessing this natural resource, has 33,750,000 tons;*
Texas must have 270,000,000 tons in Uvalde County;® and Utah claims to have

3 Vivian, Kentucky Rock Asphalt—A Natural Roadmaking Material, Compressed Alr
Maglazme, vol. 87, p. 8860, July 1032; Jewett, Asphalt Rock in Eastern Kansas, Kansas
. Geologlcal Survey, Bulletin 20, June 30, 1040; Talmage & Wootton, The Non-Metallic
Mineral Resources of New Mexico and Thelr Kconomic Features, New Mexico Bureau
of Mines, Bulletin No. 12, p, 48 ; Encyclopaedia Britannica, 14th ed., Asphalt,

3 Abratinrt, Asphalts and Allled Substances. 4th ed. {(1838), pp. {)55-177: Eldridge,
The Asphalt and Bltuminous Rock Deposits of the United States, 22d Annual Report,
United States Geological Survey, pt. I, pp. 218-452 (1901); Nordberg, Quarrying
‘Asphaltic Stone, Rock Products, vel. 41,” p. 87, November 1038'% Tulmage & Wootton,
op: cit. notes 1, Jewett, o) f}lf nlgltetll'b " 40 f the Rock Asph i

ones, Summary o e Distribution an: ccurrence o e Rocl alt Dep
of Alabama, Geological Survey of Alabama, Circular 5 g928). P oslts
v ‘ls(“gldl?{ir eI%i(.ahoma Rock Asphalts and Their Use in Paving, Good Roads, vol. 48,

., 108, . 1, .

$Machinery Solves Materlal Handling Problems in Mining of Rock Asphalt, Good
Roads, vol. 69, p. ugust, 1026, The estimated tonnage is computed from the
information given in this articie and the amount of rock asphalt reaurrod for a mile
of pavement as stated in_the pamphlet referred to in note 3, supra. Vivian, Quarrying
Rock Asphalt in Texas, Compressed Air Magazine, vol. 85, p. 3244, September 1830,

3
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10000000000 tons in one mountaln with outcroppings appearing over a distance
of 17 miles.® Smaller deposits in Kansas and New Mex!co are estimated to con-
tain 25,000,000 tons, and 2,000,000 tons, respectively.’

PRODUCTION AND TBANSPORTATION

The rock asphalt industry as a whole is still in its infancy, although several
concerns are producing in excess of 100,000 tons a y-ar,

The ploduction of this resource in the United States in recent years has been
as follows:®

" Productlon Production

8hort tons | 8ales value Short tons | Bales value

547,333 $2,420, 791
447,213 2,036,410
449,001 2,219, 159
422,484 2, 007, 810
468, 665 1,049, 168

470, 491 $2,244, 730
314, 039 1,415,427

, 1
410,463 1,762,378
314,109 1,449, 406

Imports and exports of rock asphalt are almost negligible and for all prac-
tleal purposes may be disregarded’ In view of the weight of the product a
certaln limitatlon on the market is created by freight rates, but, due to the
wide distribution of the deposits, shipment to most of the States is possible.®
In fact, Kentucky has shipped rock asphalt to 83 States.”

USES

Since “pature made the mixture,” rock asplmlt can be used with a minimum
of effort, primarily because 1t can be latd “cold.”*

The namml product is in every way equal to any other bituminous mixture.
According to one writer:

“Superiority for the natural product over a mixed asphalt is claimed, In that
the rock grains of the natural product are completely impregnated with aspbalt,
more 80 than is possible with the artificlal mix.” *

This complete amalgamation of asphalt and the 1t t dstone gives
the natural rock asphalt a remarkable retention of life und permits it to be
taken up and used again.**

Probably. 80 percent of all rock asphalt being produced in the United States
i3 used for paving surfaces such as highways, airport runways, and factory
floors. It is also used on tennls courts and playgrounds.

In recent years rock asphalt has been mixed with cotton and made into
plastic planks* and has been treated and pressed Into building tiles® The

‘results obtained so far from such manufacturing indicates that many more

similar products may well be made from this natural resource—if the industry
is permitted to expand.

Martln,’ Rock Asphalt Mining, Engineering and Mining Journal, vol. 130, p. 889,
Oc{ “ 192 F eir‘nnoasmnlng and Milling Utah Rock Asphalt, Mining and Meullum.
vol T
p & 8¢ %ewe, Kansaa Mineral Resources for Wartime Industries, Kanu! Geolox!cn!
Burvey, Bulletln 41 Qp. 8-121, May 9, 1942 ; Talmage & Wooton, op cit. n
® Asphalt and Related Bitumens, Minerals Yearbook U. 8. Department of he Totertor,
for Ige years involved.

0 Martin, op. eit. note 6; Schafer, Resurfacing With Natural Sandstone Rock Asphall
Roads and Stree % ta, Vol 82, P. 53, Beptembor 1580, b

Vlmn, og
o Marti; k Acghnlt Mlnlng in Utah, The Exf)loalvn Rugineer, vol. 9, p. 349, October
1931; B‘lemlng, op. note 6 lvlan. og cit, no!

1 Fleming, op cit., note 6, nider, op. cit. note
“)gachinery Solven mmm Hnndung Problems’ in Mlnlng of Rock Asphalt, op. cit,,

te
i grexau Plnnt Installs Speclal Equipment for New Asphalt Rock Products, Rock Products,
, & 8, December 10, 1832,

i Harker, Tile From Rock Asphalt, Rock Products, vol. 42, p, 85, August 1989,
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THE INCREASING DEMAND

During the past year there has been much activity in road and runway con-
struction In our war preparation and defense activities. The demand for bitu-
minous construction (other than rock asphalt) has already exceeded In some
localities the ability of the producers to furnish the materials needed or the
capacity of their plants to produce. Priorities on the materials necessary to
enlarge their plants cannot be obtained. Thus, the road and alrport runway
building, which i8 essential to the war activities, is facing a definite curtailment
unless the rock asphalt producers are given a chance. It is not necessary to
contend that rock asphalt is better than other bituminous road material. It is
sufficlent to say that it is the equal in every way. It may also be said that
the rock asphalt industry is able and ready to step into the breach and make up
the deflciency—If it is permitted to do so through the proposed amendment,

Engineers are recognizing more and more the importance of rock asphalt in
road construction—and especially in rush jobs. Trafic can be turned on to
rock asphalt immediately after it is lald and rolled. When the material has
served fts purpose in one place it can be taken up and used again. It does not
deteriorate either in an open stock pile or when in use. Another decided ad-
vantage now is that rock asphalt is shipped in open ecars or gondolas, while the
residium asphalt from petroleum requires tank cars, which are greatly needed
for other purposes.

Not only does rock asphait meet the present needs of the milltary branch of
the Government, but it will also prove an important factor in the commerclal
activities and domestic reconstruction after the war is over. It is a certainty
that airplane and automobile transportation will greatly increase in years to
come. This means more roads and runways, the construction of which will
materially aid post-war readjustment.

Thus, in both war and peacetime programs, rock asphalt can play an im-
portant part—and will, if Congress wlill permit the industry to expand.

THE PRESENT LAW AND THE PENDING BILL

One reason for the small production of rock asphalt as compared with the
enorious reserves of the material is the fact that the industry has received no
consideration in the Federal tax laws. There is a great demand for the prod-
uct, but under existing tax rutes no one can afford to produc¢e more than a
minimum amount. A similar situation arose during the First World War in
the oll industry. The country needeqd oil, but the producer who tried to satisty
that need found that increased production meant the depleting of his reserves
without compensation because of the high taxes on larger incomes. Congress
remedied that situation by enacting legislation permitting a depletion deduc-
tion for the oil produced, based upon a “discovery value.” * The depletion allow-
ance for oil has been continued to the present time, but has now taken the
form of a percentage of the sales value,

For some years past the oil and gas producers, sulfur producers, metal pro-
ducers, aud coal producers have been allowed depletion deductions in computing
taxable income, based on their gross sales, but limited to 50 percent of their
net Income from the productng property. Subject to such limitation, the
deductions are as follows:*

Percent of

Producer : . oross sales

Oll and g8 e . . 27%
Sultur. ———— 23
Metal - 15
Coal 5

The revenue bill now pending contains for the first time & provision for the
allowance of percentage depletion deductions to fluorspar producers, equivalent
to 165 percent of their gross sales, but limited to 50 percent of their net income™

Under existing law, rock asphait producers are allowed depletion deductions
based only on cost or the value of the property on March 1, 1918, if acquired

T Fleming, op. cit., note 6 ; Martin, op. cit., note 12,

18 Revenue Act of 1018, secs. 214 (a) (10) and 284 (a) (9).
3 Internal Revenue Code, gec. 114 (b) (3{ and (4),

wH. R, 7878, 77th Cong., 24 sees,, sec. 131, p. 16,
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prior to that date® This means that the depletion dclactlons are negligible
as compared with the value of the deposit, or, in the case of lessees who operate
on a royalty basis and have no cost, there are no deductions at all. It is true
that the discovery basis for depletion # is open to rock asphalt producers, but
the Treasury Departmeént has so circumscribed the benefits intended by that
gection that it affords little possibility of general relief to the Industry. While
asphalt was originally a petroleum and may still be classed as a petroleum
product, it bas been held that asphaltum (or asphalt) could not be considered
in the same category as oil.® For years the Treasury Department has classed
asphalt a8 a nonmetallic mineral in its regulations* Thus, rock asphalt pro-
ducers have been denied the percentage depletion which 8 extended to producers
of oil and gas and other minerals,

The provisions of existing law provide for certain exemptions in arriving at
the amount of the net income which is subject to the excess profits tax. The
one provision which is here considered, and probably the only one which affords
any relief to the rock asphalt producers, is that which exempts from the tax
an amount approximately equal to the average income of the prior 4 years.
The pending revenue bill proposes to tax at 90 percent all income in excess
of this exemption.® Thus, when the net income for any year exceeds the ap-
proximate average annual income for the prior 4 years, the Federal Government
will take 80 percent of such excess as excess profits tax. This exacion, plus the
normal tax and State levies, will consume all of the excess. The «ffect will e
that corporate rock asphalt producers must stop producing when they egual
their approximate prior base period average or be penalized for not doing so,
To continue producing would mean not only no profit, but the loss of the re-
gerves consumed in production as well, The pending bill thus freezes rock
asphalt production at approximately the average annual production for the
base period and at a tlme when the Nation needs a large amount of this
product in its war effort.

EFFECT OF THE PROPOSEC AMENDMENT

In view of the foregoing, it would seem that the solution to this inequity les
in the proposed amendment to the present bill, whereby producers of rock
asphalt will be allowed percentage depletion at the rate of 15 percent of their
gross sales, limited to 50 percent of their net income. Such an amendement would
allow producers to increase their operations, pay the excess-profits tax and other
taxes, and still have something left for their efforts. A rate of 15 percent ap-
pears eminently fair in view of the relation of rock asphalt to petroleum and the
depletion allowance of 271 percent applying to oll and gas wells; and In view of
the fact that rock asphalt producers must compete with other bituminous prod-
ucts whose producers have been enjoying the advantage of a 27%%-percent
depletion rate on their oil resldlum (asphalt) product.

One of the purposes of the excess-profits tax is to curb exorbitant war profits,
but in the natural resource industry the effect is to retard or stifle progress
unless depletion as allowed. Other industries may expand, increase their in-
come, pay the tax, and still keep part of their excess profits as a reward for their
efforts because they are permitted to deduct from income their cost of the mate-
rials consumed. But in the case of rock asphalt, an increased production.means
that the producer is simply giving away his natural resource (which is his
capital), unless a depletion deduction is allowed.

The following tabulation shows the effect of percentage depletion on taxable
income under the rates set out in the present bill, on an assumed net profit of
'$50,000, without a depletlon deduction, and on $100,000 with the maximum
depletion allowance under the proposed amendment. ,

# Internal Revenue Code, secs. 23 (m) and 114 (b). .
® Thid., sec. 114 (b) (2).

» Webb v, American Asphaltum Mining Co,, 187 Fed. 208 (C, C. A,, 8th, 1907),
3 Treasury Regulations 103, sec, 19.28 (m)-1,

* H, R. 7378, op. cit., note 20, sec, 202, p. 194,
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‘With the
maximum
Without de- derleuon 8l
pletion owance
under pro-
posed amend
ment
Assumed net income (without depletion). .. .......caeoivmiciiianaaoo. $50, 000 $100. 000
Maximum peroentage deplotion. . ..........o..io..... 50,000
Assumed net income (with d fon).. . . 50, 000 50, 000

From the foregoing it readily appears that if a producer is allowed the maxi-
mum amount of percentage depletion under the proposed amendment and doubles
its production, the Government will receive at least the same tax that it will
under the present bill. Moreover, if the producer triples his production, the
Government will receive almost twice as much revenue.

CONCLUSION

It has been shown above that the demand for bituminous road materials s
increasing and that greater production of rock asphalt is practically stymied now
unless relief is given through a depletion deduction. No increased plant facili-
tles are required in order to enable the rock asphalt producers to double or triple
their present output, It is only necessary to extend to that industry the tax
treatment accorded the other mineral producers to enable it to meet the emer-
gency.

Respectfully submitted.

Gro. E. II. GooDNER,
Munsey Building, Washington, D. C.

Appearing for Alabama Asphaltic Limestone Co., Birmingham, Ala.; Kentucky
Rock Asphalt Co., Kyrock, Ky.; Southern Rock Asphalt Co., Oklahoma City,
Okla.; Uvalde Rock Asphalt Co., San Antonlo, Tex.; Ohio Valley Rock Asphalt
Co., Louisville, Ky.; White's Uvalde Mines, San Antonio, Tex.; Calrock Asphalt
Co., San Francisco, Calif.; Lacey Asphaltic Limestone Co., Birmingham, Ala.;
Colbert Limerock Asphalt Co., Sheffield, Ala.

The Cramrman., Mr. Caldwell.

STATEMENT OF W. L. CALDWELL, BIRMINGHAM, ALA., PRESIDENT,
ALABAMA .. \CK ASPHALT CO0.

Mr. Cavowerr. Mr, Chairman, and gentlemen, my name is Wallace
L. Caldwell. I am from Birmingham, Ala. X am ptesident of the
Alabama Asphaltic Limestone Co. I am speaking as a producer for
the entire rock-asphalt industry.

It has been pointed out to you that rock asphalt is an oil sand. We
are working an oil sand just the same as the oil industry is, except
that our oil sand is one in which the volatile constituents of the oil

. have been driven out by natural heat and pressure in the earth, leav-
ing an asphaltic residuum in the rock impregnating the pores of the
rock. Rock asphalt can either be a porous limestone or a sandstone.

As has been stated, it is found in some 11 of our States, and is mined
to some extent in the great majority of those States.

Being an oil sand, the rock-asphalt deposits have many of the same
hazards that the oil sands do. The deposits are extremely tricky.
To have a commercial rock-asphalt deposit you must have fonr quali-
fications in that rock: ‘
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First, it must be so located that it can be commercially mined.

Second, the rock must be of such a quality that it will be suitable
for roadways or airport surfaces,

Third, the bitumens imEregnating the rock must be of such a quality
that it will bind that rock properly.

Fourth, bitumens must be present in suitable percentage.

If any one of those four things is missing you do not have a com-
mercial rock asphalt deposit.

Now, it is not generally well known, but rock asphalt is really a
very widespread mineral,

Many limestones that are just known as ordinary limestones have
maybe a fraction of 1 percent of asphalt—so small a percentage that
it doesn’t count at all, but bituminous impregnation is very widespread.

But commercial rock asphalts are very rare, and only a small per-
centiige of area in any given territory 1s commercial. For instance,
the Kentucky Rock Asphalt Co. bought 60,000 acres of land, ver
carefully diamond drilled that whole area, found much rock asphalt
scattered through the area, but only a very small part of it was suitable
for paving.

T understand that, of the 60,000 acres that was bought and paid for,
at the utmost a thousnnd acres had commercial rock asphalt on it.

Now, in other words, in the rock-asphalt industry we get our dry
holes iiust the same as ti)ey do in the o1l industry, and the percentage
_ of failure has been great.

There are some few companies in business today—I have been either
in or closely connected with the business since about 1914—and 90
percent of all the firms that have gone into the business have failed.

Many have been failures in Texas, Kentucky, Oklahoma, Alabama,
California, and almost invariably they have failed because their
degosit‘fai ed. '

hey had much less tonnage than they thought they had, or their
uality may have been good on the outcrop but as they got back into
319 deposit it went bad on them.
. Now, as has been said by the other men who sgoke on this subject,
this material is used for roadways, some industrial uses, factory floors,
but at the present time practically all of the product of the industry
is going into airport runways. .

There is little or no highway business today, except some access
roads, but there are a ﬁreat many TUnNways.

Senator Thomas read a letter that the Civil Aeronautics Authority
would probably ask the rock-asphalt industry to supply 310,000 tons
on projects in their charge. .

Now, that certainly doesn’t represent much more than a third, I be-
lieve, of the amount of tonnage that the industry has been asked to
supply by the Army, the Navy, and the Civil Aeronautics Authori(;‘gd

'or instance, the Texas companies hove been asked to produce 75,
tons for the Corpus Christi Naval Air Base alone, so thet the industry
will'have to operate at its maximum capacity in order to supply the
need for these airports. . .

The liquid asphalt, petroleum residuum, is hard to get these dnys.

There is not enough of it, and the shipping situation is such that
the Petroleum Coordinator has issued his so-called asphalt order
which greatly restricts the shipment of asphalt. The rock-asphalt
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industry avoids the use of most of the liquid asphalt and, for that
reason, it has been called upon to produce a considerable tonnage for
airports; and I would say that, of the total output of the industry, 80
percent must be going into that field of use at the present time.

So far as I know, no unit of the industry has ever been able to get
an adequate-—or what they consider a fair—allowance for either cost
-or discovery depletion.

With the workings of the present law, and the 90-percent excess-
profits tax, it is perfectly true that the company that produces more
than their average of the past 4 years, or produces a profit greater
than the average of the 4 years of the base period, would have to
produce that extra tonnage without an{ extra profit, and would at
the same time be using up its assets, with no return whatsoever from
those assets. :

Now, the pel'centaﬁe depletion which the industry has asked for is,
I believe, a fair method of arriving at depletion. It would give the
industry, for the first time in its history, a chance to deplete its prop-
erty on a suitable depletion method, and the producers of the in-
dustry respectfully ask the consideration of your committee with re-
spect to the establishment of a percentage depletion rate on the prod-
uets of the rock-asphalt industry.

Thank you.

The Cuamman, Thapk you very much, Mr. Caldwell.

Mr. Sutherland?

STATEMENT OF WILLIAM A, SUTHERLAND, OF SUTHERLAND,
TUTTLE & BRENNAN, ATLANTA, GA.

The CuarMAN. Mr. Sutherland, you may sit down or stand, as
you wish,

Mr, Surmerrano. I prefer to stand, if it is all right, Mr. Chair-
man,

The Cramman. Yes, sir.

Mr. Sureerianp. I have several matters to discuss, Mr. Chairman.

1, Fiscal years.—I had intended, when I asked for permission to
aﬁlpear, to discuss what I consider the unfairness of the provisions in
the House bill, with reference to fiscal years; but I understand that
that has been so fully covered, in testimony before the committee,
that I will not impose upon the time of the committee to discuss it
anil further, .

do think that those provisions should be changed, and that the
old provisions with reference to fiscal years should prevail.

2. Processing Taw Board of Review.—One matter which T would
like to discuss here is the matter of the abolition of the Processing Tax
Board of Review and the vesting of 'the jurisdiction which is now
vested in that Board in the Board of Tax Appeals.

It doesn’t do any good to gg back and say what should have been
done in the beginning, but I believe that if the Congress had realized
how small was going to be the work of that Board they would never
have thought of establishing it in the beginnin%.

I think they thought that a great deal of litigation would come
before it, and that the Board of Tax Appeals would probably be
swamped by this new type of litigation,
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That has not developed to be a fact and, now that the large majority
of those processing-tax-refund cases have been settled, the work now
before the Processing Tax Board of Review is comparatively small and
it is not likely that there is going to be any great velume of work
before it throughout the rest of its existence,

The CuamrMan, How large is that Board?

Mr. SurneruaNp. The law specifies nine members, There are three
Exlalc;incies now, which have not been filled, and I presume will not be
The CramrmaN. That is a board within the Treasury Department$

Mr. Surneruanp. That is a board within the Treasury Department.

Now, Mr, Chairman, I think that was a great mistake, T know
we have to have administrative bodies, but we can certainly divorce
them, as the Board of Tax Appeals is divorced, from the control of
department heads.

ow, this Processing Tax Board of Review, which exercises exactly
the same jurisdiction which the Board of Tax Appeals exercises in
its field, is expressly made subject to the Treasury.

Those men have no set terms. The Secretary of the Treasury car
remove anybody on there he wants, and put anybody else on.

Senator TA¥T. Do you want to abolish the Board

Mr. SurnerLanp, I want to abolish the Board, just abolish it, in the
present act, and state that all the cases pending before it should be
shifted over to the Board of Tax Appenls, which is entirely adequate
to handle the work.

Now, there is another reason for that, sir. There are two questions
which frequently arise with the same taxpayer. One is under the Un-
just Enrichment Tax Act, which is covered by title III of the 1936
act, and the glroc;essing refunds, covered by title VII.

Many of those cases should be tried together, and yet we have the
spectacle of one of them before a board in the Treasury, and the unjust
enrichment tax before the Board of Tax Appeals.

Now, without making any criticism of the personnel of the Process-
ing Tax Board of Review, or any of its functionirsg I do feel that a
great deal more confidence is held by the publie, an i)y the bar gener-
ally, in tribunals which, like the Board of Tax Appeals, are free and
independent, rather than under the control of any department head,
as the Processing Tax Board of Review is.

At a time like this, when you are seeking in every way possible
to economize, I think there is that great added reason for doing what X
recommend. ’

Then you come to the question: If you are ﬁoing to transfer those
functions to the Board of Tax Appeals, whether or not you will set
up a special division of the Board to handle these matters as the House
bill proposes, in section 218 (d) on page 216, for the handling of the
relief provisions under the excess-profits tax. ﬂ

Mr. Chairman, I respectfully submit that that®is unsound. The
matter of how those relief provisions are to be handled, and also the
matter of how these processing refunds are to be handled, if you
transfer that jurisdiction to the Board, should be left to the Board of
Tax Appeals to be worked out as they find it wise to work it out.
I think that any hampering of their discretion is much more apt to
be harmful than it is to be helpful, ’
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The CHaryMAN. In other words, they ought to have more flexibility ¢

Mr. Surnernanp. T don’t see why they can’t. The Board of Tax
Appeals might well assign a few of its members to handle those ques-
tions, but to say that the Board can’t review the decisions of this small
group would be very unwise. The Board might set up a division of
three or four people, and then, in its sound discretion, the Board might
conclude that those people have taken an entirely wrong approach to
the problem. And yet you would tie the hands of the chairman and
the other members of the Bonrd to do anything to bring the con-
sideration of the entire Board to bear upon those quostions.

I don’t helieve it will facilitate—I don’t believe it wiil speed up the
hearing of those cases or their decision. I don’t helieve it will ac-
complish any good.

I would prefer to see both of those questions—the processing review
and the relief provisions—left to the Board to handle in its sound
discretion.

Senator Vanpensere. Does the Processing Tax Board consist of
employees of the Treasury Department who have other functions?

Mr. Surnervanp. No, sir; they have no other functions. They
were taken from the Treasury Department and put over on the Proc-
essing Tax Board of Review.

They now have no other functions. They are entirely subject to
the control of the Secretary of the Treasury, however.

Senator VanpeNsere. A full-time paid job$

Mr. SuraerLAND, It is a full-time paid job.

Senator Vanpensera. You say there are three vacancies?

Mr. SurHerLAND, There are three vacancies,

Senator Vanpensere. How did that happen?

. _Mr, SurnerLaND. After all, I think there is some desire for economy

all through the Government.,

BI rw(;as not making any criticism of any of the Members of the
oard,

I think, though, that the vholo thing can be entirely satisfactorily
handled in the other way, and I certainly hope that that will be done.

Senator Brown asked some questions on page 695 of these hearings
as to whether you should create a new special board to hear special
relief cases under the excess-profits tax, but I certainly think that
would be a mistake.

The Board of Tax Appeals has done a fine job, and if it is neces-
sary to increase the membership by two or three to handle these other

uestions, there is no reason why that can’t be done if it does develop
that it is necessary. I don’t believe it will be,

Are there any questions? .

The CHAIRMAN. Any questions? .

No response.)
r. SurHERLAND, There are a couple of other items that can be
dealt with very briefly, . .

Now, T would not say, as a matier of policy, whether I think it is
wise at this time to go back and attempt to relieve against the unrea-
sonable hardshiﬁ)s under prior acts, I don’t know whether T wonld
2}\]7_er have thought of recommending that that be done at a time like

is.
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If, however, the Senate is going back and relisve against one of the
obvious hardships under the 1936 act, I certainly think there is another
case that is equally entitled to be covered,

‘What you have done by section 501 is to relieve a corporation from
undistributed-profits tax, when it was in such position that if it had
paid out money as a dividend, the distribution would not have been
taxable as a dividend, and therefore there would be no dividend-paid
credit, and the corporation would not be relieved of the undis-
tributed-profits tax. -

The original 1936 act relieved from the undistributed-profits tax cor-
porations which were forbidden by contract made prior to May 1,
1936, to pay out money as dividends.

The other obvious injustice which I think should be corrected is this:
You did nothing in the original act, and have done nothing here, .
about those corporations which are prohibited by State law, because
they have a deficit, from paying out dividends, and I see no reason
in the world why if these two cases—the one that you covered in
the 1936 act and the one that you are now covering here by section
501-—are going to be covered you should not relieve from the undis-
tributed-profits tax, in those situations where State law forbids the
payment of a dividend.

In Georgin, if a dividend is paid when there is & deficit in the cor-
poration, the directors are liable for double damages to anyone who
18 harmed.

I understand that the Treasury opposes that provision and says
that, if you are going to relieve in such a situation, there are some other
situations that are equally entitled to relief.

If that is true, I say they ought to be covered, if you are going
into the question at all. The fact that there are other situations is
no reason for not relieving this situation, which, it seems to me, is’
just ag obvious as the one covered by section 501.

4. Fstoppel income~The other question that X wanted to take up
just for a moment is this: In section 114 of the present bill, on page
24, you provide by statute what had already been held by some court
decisions, that when an item is deducted in a prior year, like taxes
which proved to be uncoastitutional, a bad debt which is later re-
covered, and items of that sort, and there is no tax saving on the
deduction, there will be no tax on the recovery of the item in the
present year.

Now, that doesn’t entirely cover the situation. There are many
cases where some tax benefit was derived from the deduction of these
items, but the tax benefit was very small in proportion to the taxes
that will now be paid on their recovery.

Those items are not truly income in the year when they are recovered.
They are included in income because they were erroneously deducted
in another year. It is a principle analogous to agestoppel. If you
are going to have an estoppel, you ought to make it work so that it
just about estops and doesn’t take three times the taxes that the man
saved on the item. . .

Now, I don’t think of any practical way you can handle it in
the case of individuals, where taxes vary so greatly, dependent
upon the amount of income in the prior years.
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But these situations don’t arise very often in the case of individuals.
Ninety percent at least of the injustice can be covered and elimi-
nated if you will just make a simple piovision in the case of corpora-
tions that any recovery in 1941 or 1942 and subsequent years of such
items which were deducted prior to 1940 shall be subject only to a 24-
percent tax, which is the normal tax under the 1941 act.

That will take care of all the deductions taken in years prior to
the excess-profits tax years, when the normal tax was normally 13
to 15 percent. Sometimes declared value excess-profits taxes also
might have been saved by the deduction, and therefore occasionally
the corporation might have saved more than 24 percent. But I would
say that if the recovery of such items by corporations is taxed at a
rate of only 24 percent, the Government will in 99 percent of the
cases be getting more money on the recovery of the items than was
lost in the prior years when they were deducted, even when you add
interest to the taxes avoided in the prior years.

I do think that great injustice is going to be done under these
high rates if you tax those estoppel items at the rates fprevai]in,rz';
in these acts, and I hope that you can go back and from 1941
forward tax those items at 21 percent. don’t believe you will
find any serious objection on the part of the Treasury to some
such provision as that.

Thank you.

The CaalRMAN. Any questions?

(No response.)

The CrairmMaN. Thank you very much.

Mr. Stiles?

STATEMENT OF JAMFS F. STILES, JR., VICE PRESIDENT AND
TREASURER, ABBOTT LABORATORIES, NORTH CHICAGO, ILI.

The CualrMaN, All right, Mr. Stiles.

Mr. Stries. My name is James F. Stiles, Jr. I am vice president
and treasurer of Abbott Laboratories, manufacturers of pharmaceu-
iiﬁ:al, biological, and medicinal chemicals, located at North Chicago,

Permit me to express my appreciation for permission to appear
before your committee a second time.

Last year, when I was granted that privilege, I presented to
you a formula, which, perhaps some of you recall, has been referred
to as a basis for incentive taxation.

I heartily agree with Secretary Morgenthau’s statement that none
of us should at the present time need any incentive. We have a
job to do and that is win the war and pay for it and the sooner
the job is completed the less it will cost us.

As the father of two young men who have already entered the
military forces of our country, I need no personal financial reward
to do everything I can o assist our country in accomplishing what-
ever is necessary at this time. If'the Government needs anything
I have, 1 expect and want it to take it.

As the financial officer of our company, I am faced with a prob-
lem just the same as many other men similarly situated in cor-
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orations such as ours have indicated to me they are facing. So,
mstead of talking about incentives, let’s talk about protective tax-
ation. One that will protect the economic front of our country as
a whole by securing t[t)\e maximum amount of revenue and at the
same time protect the corporate entities which form a large part of the
economic front by affording them at least the op{)ortumty to op-
erate in a manner which will not result in financial embarrassment.

It is my conviction that when a corporation enjoys the confidence
of the public so that it can sell its common stock whenever it is in
need of additional capital, then such a corporation must, if it is to
retain the confidence of its investors, continue to pay at least the
dividend that it paid at the time the new capital was%rought into the
company.

The present excess-profits tax penalizes a corporation which has a
simple and conservative capital structure. A corporation with a bond
issue receives credit for interest paid, whereas, a corporation with
preferred or common stock only, receives no deduction for distribu-
tion of profits in the form of dividends.

I believe it is just as important for a corporation to pay regularly
the maximum dividend that it can afford to its shareholders, who have

urchased its stock in good faith, as it is for the corporation which

id not enjoy similar confidence of the public, and, therefore, had to
raise capital by means of bonds or first mortgages, to meet its interest
obligations. Under the present law it is permissible to pay the same
contracted interest on borrowed capital in full before taxes but such
i8 not the case with respect to stock.

Most men in industry are, like myself, trying to regulate the pro-
duction, purchases, and sales of all his company’s products in such
o manner as will best serve our country during this emergency period.

As far as our organization is concerned, we are happy to be in a
position to finance our company and pay the maximum load of taxa-
tion that we can safely carry,

We are at this time being called upon by the Government, the medi-
cal profession, and the hospitals throughout the country for a greater
demand for our products every year. .

Slowly but surely our cash is finding its way out of the treasury
and into additional equipment, inventory, and accounts receivable,
As those assets increase the risk for doing business also increases in
the same proportion. Unless we have some knowledge as to what
our one biggest liability, the Federal tax, is to be with respect to
our net earnings, it is Impossible for us to intelligently decide how
far we can progress during the current year with safety.

I have made up a little chart'to show you the exact effect of Fed-
eral taxation on our net earnings during the past 8 years. You will
find that chart appended to the back of this statement, gentlemen,
and I think it is really very simple and understandable,

The estimate for the year 1942 is based on the first 6 months’ experi-
ence, with the application of the 45-percent normal and surtaxes and
90-percent excess-profits tax. This enables you to more clearly under-
stand our estimate for 1942. While our earnings before tax will
probably increase 21 percent, the earnings after tax will be 271/,
percent less than they were in 1941,
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We sold to the public 40,000 shares of common stock in 1936 at $50
per share and 74,000 shares of common stock on the issuing of rights
at $50 per share in December 1939. In 1941 $1,700,000 additional
capital was secured by the sale of 4-percent preferred stock.

e have no bonded indebtedness or mortgages. The sale of the
common stock in 1939 was made on the assumption that we would
continue to pay a dividend of at least $2 a share and, of course, folks
did have hopes that we might go even further. Full credit for this
additional capital has been taken into consideration in arriving at
the estimated taxes for 1942 as shown on the chart.

We have a moral obligation to these new investors to at least con-
tinue to pay them the dividends which were in effect at the time they
purchased the stock especially as our company is more than earn-
mg that amount after all normal and surtaxes are provided. Most
folks who receive the dividends pay a substantial income tax on the
dividends when they get them. All we do is create national income
and redistribute it for further taxation.

From this chart, you will notice that our profits after taxes
in 1942, as propose(f in the })ending bill, will be practically the snme
as they were in 1937 notwithstanding the fact that our profits before
tax are two and one-half times what they were in 1937 and notwith-
standing the fact that since that time our capital has been increased
bﬁ' $7,000,000, $5,400,000 of which represents new capital brought into
the company and $1,600,000 earnings above dividends which were
left in the business.

In making this statement, please understand I am not objecting to
the normal and surtax even though combined they have almost
trebled. And, gentlemen, if you will just take a look at that chart,
you will see what I am referring to there, because I have tried to
make this statement really brief, and I have traveled a mile for every
word that is in it.

I am sure you will agree with me that the normal profits during
the base period were that amount of profits which remained ir the
company after the Federal income taxes were paid. If that assump-
tion is correct, then, as you can see by this chart, the proposed excess
profits tax law not only taxes 100 percent of our excess profits as
determined by the growth formula but also places another tax, call
it what you will, of 20.9 Eorcont of our normal profits. °

1t is my belief that the present method of computing the excess
profits tax before computing the normal tax and surtax is wrong in
principle. If the excess-profits tax is to be based upon true excess’

rofits, the normal and surtaxes should be deducted to determine what
1s “excess.” Until you know how much is left, how do you know
how much is “excess” ¢ .

1, therefore, submit the following suggestions: .

1. If it is the judgment of Congress to let the excess profits tax
rule remain as proposed in the pending bill, then it is my opinion
that there should be a restriction so that the so-called excess-profits
tax will not reduce the net profits after all Federal taxes of the
taxpayer below an amount equal to the excess profits credit base
as cdetermined by the 1940 Revenue Act as amended in March 1941,

76003--42 —-vol, 2—-—9
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This suggestion would not alter the high excess-profits tax rates
on those profits arising out of the war-expansion program and still
would be a restricting influence so that the excess-profits tax would
not embarrass a company’s earning power which existed prior to
1941, nor would it reduce the taxes of any corporation making more
than four times its base period credit before taxes if the excess-
profits tax rate is 90 percent, nor would it reduce the taxes of any
corporation making more than two and three-quarters times its base
period credit before taxes if the tax rate was 80 percent, and still
would be a restricting influence so that the excess-profits tax would
notlembarruss a company’s earning power, which existed prior to
1941,

Gentlemen, I never could quite understand why Congress estab-
lished o method for determining the base credit and then takes 5

ercent off that amount before allowing such credit to be used. If
1t is the intention of Congress to permit corforations who are payin
excess-profits taxes to reserve 20 percent of such taxes by means o
investing such amounts in war bonds or a post-war refund, as Mr.
Davidson has very ably suggested to this committee, then I believe
it is very important that the excess-profits tax, when the rate is
finally agreed upon, be applied only to true excess profits and not to
that portion of a company’s earnings which would usually be con-
sidered normal profits. '

2. Extend the base period so as to include the year 1940 and permit
the taxpayer to use the best 4 out of 5 years in computing the average
earnings and if it is to his benefit to use the growth formula then the
best 4 consecutive years out of 5. .

3. After carefully studying the relief section of the House bill, it
seems to me that there should be some definite statement to the effect
that the limitations of section 713 (f) do not apply if the taxpayer
determined the fact that he is otherwise entitled to relief.

Frankly, I am concerned about the use of the word “establish” in
section 722 (a). Section 722 (b) might be more helpful to a greater
number of taxpayers if it included a statement “or as a natural
result of the normal growth of the business” inserted just prior to the
words “or any acquisition before May 31, 1941.”

To summarize: 1, I recognize that 1t is absolutely necessary for our
Government to maintain the maximum tax rates that can be safely
levied against all profits and personal income especially that arising
out of the war program,
 2.'T believe it is essential that we assure cor{)omtions, which are, in
the final analysis, the organizations responsible for the creation of a
large part of our national income, at least a definite amount of income
on which they can plan and pay for expansion and dividends pro-
vided they earn it above normal and surtaxes.

3. Surely you will agree with me that no tax law js safe which
forces the institutions which create national income to discontinue or
drastically reduce the payment of dividends or to borrow money to

ay taxes when, on the contrary, during an expanding period such
mstitutions should be setting up reserves which will be needed to
carry them through both the future war expansion and post-war read-
justment periods. )

Thank you very much, Mr, Chairman,

The Cramman, Thank you, sir,
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(The chart referred to by Mr. Stiles is as follows:)
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The CHAIRMAN, Mr. Garcia, will you come forward, please?

STATEMENT OF ALVARO M. GARCIA, NEW YORK, N. Y., PRESIDENT,
CIGAR MANUFACTURERS ASSOCIATION OF AMERICA

Mr. Garcia. Mr. Chairman and gentlemen of the committee: My
name is Alvaro M. Garcia. I am a member of the firm of Garcia &
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Vega, manufacturers of cigars, Tampa, Fla., and I also appear before
you as president of the Cigar Manufacturers Association of America.
T am also authorized to speak in behalf of the Florida Cigar Manu-
facturers Association. -

Our association comprises 64 manufacturérs producing collectively
about 65 percent of the total production of cigars. Its membership,
large and small, includes every type of cigar production covering all
of the five classes. In addition, our presentations have the endorse-
ment of leading manufacturers who are not members of our associa-
tion, so that our representation is well over 85 percent of the total
cigar production, e also have the endorsement of cigar tobacco
growers of Connecticut and Pennsylvania tobacco areas, importers
and dealers in Cuban and Puerto Riean tobacco and domestic
tobaccos.

‘We have prepared a brief with certain charts and schedules, copies
of which have been placed on your desk and which we respectfully
req}v:est to be filed and made a part of the record. We had intended
to have six witnesses, but in order to cooperate with the committee
and conserve time, we offer for the record the following short state-
ments, namely :

A brief on ﬁehalf of the Cigar Manufacturers Association;

A statement of the Connecticut Leaf Dealers;

A statement on behalf of the Shade Tobacco Farmers of the Con.
necticut Valley;

A statement of the leaf tobacco dealers and importers;

A statement by the Lancaster County, Pa., tobacco farmers;

A brief by Mr. Eric Calamia, president of the Retail Tobacco Deal-
ers of America;

A memorandum on behalf of the National Association of Tobacco
Distributors which Mr. Joseph Kolodny has asked me to present.

With your permission, may they be made a part of the record?

The CuarmaN. Yes; you may make them a part of the record.

(The brief and statements referred to above are as follows:)

MEMORANDUM OF CYOAR MANUFACTURERS ASSOCTATION OF AMERICA, IN THER MATTER
OF THE Prorosep INCREAsE IN ExCIBE TAXES ON C1GABS, CONTAINED IN SECTION
. 608 or H, R, 7878

The association is deeply concerned over the radical and unfair cigar excise
schedule adopted by the House (sec. 805, H. R. 7878) which would not only work
gevere Injury to the Industry but would deprive the Government of revenue by
drlving consumption to the lowest-priced cigars, thus impairing the revenue base.

The industry has for some time been on the decline, in part because of dis-
criminatory taxes, and vigorously opposes the plan now presented which would
further weaken it. The cigar industry can provide the Government with a large
amount of additional revenue, perhaps as much as double the $13,000,000 in taxes
now paid, but the method of taxation must be one which will maintain the industry
and not so weaken it by discrimination as to impair the tax base.

The flagrant discrimination in the House schedule is fllustrated by the proposed
increase of 50 cents per thousand in the tax on 2-for-5-cent cigarg, while at the
game time imposing an increage of $3 per thousand in the tax on fi-cent clgars,
These two types of cigars have for many years been taxed allke and it is unfair
and discriminatory to Increase the tax on one by an amount equal to 600 percent
of the increase on the other., The industry does not object to paying increased
taxes, but it does object to flagrant discrimination and the use of taxation as a
method of effecting internal changes within the industry and disturbing existing
relatlonships,
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The outstanding phenomenon in the cigar industry during recent years has been
the drift toward the lowest-priced cigars. And because of the discriminatory
features in the House schedule, it will accelerate the gravitation of the industry
toward the lowest-priced cigars with consequent loss of revenue to the Government.

The association comprises 64 manufacturers located in the varjous tobacco areas
of the United States, producing collectively well over 65 percent of the total
domestic production of cigars retailing at prices within all five of the present
revenue classes. Its members Include small, medium-sized, and large firms,
soml;a groduclng cigars solely by hand, some by machine, and some by a combined
method.

You will find the proposal of our association in appendix A, sheet 1. Based
vpon withdrawals for the fiseal year ended June 30, 1912, it would have earned a
revenue in excess of $24,000,000. This proposal has the endorsement of leading
nonmember manufacturing firms whose combined production (in categories from
2 for 5 cents and up) together with mersbers of the assoclation, constitutes
approximately 85 percent of the total domestle production of cigars. In addition,
groups of cigar-tobacco growers in the Connecticut Valley and in the Pennsylvania
tobacco areas and many importers of and dealers in Cuban and Puerto Rican
cigar lelaf tobacco, whose petitions will be filed with this brief, support our
proposal.

e, therefore, urge upon your commiftee the rejection of the House schedule
on the following grounds:

1. It discriminates against the 5-cent cigar In favor of its chief competitor, the
2-for-5-cent cigar, by increasing the tax on 5-cent cigars six times as much, caus-
ing a detrimental shift in consumption to the 2-for-5-cent cigar, and thus will
fail to yicld the expected revenue.

2, It taxes the higher-priced cigar out of existence.

3. It violates the “good-neighbor policy” exemplified by the reciprocal trade
agreement between Cuba and the United States by drastically curtailing our use
of Cuban tobacco, one of Cuba’s most important products.

4. It meets with the disfavor of all segments of the cigar industry--manufac-
turer, importer, farmer, and labor.

5. It perpetuntes and extends a discriminatory method of taxation.

-

TRENDS IN THE CIGAR INDUSTRY .

Appendix A of this brief on sheet 1 supplies an analysis of revenue for the fiscal
year 1942 1f the schedule of the association had been in'effect; sheet 2, the revenue
if the rates adopted by the House had been in effect for the same year and
sheet 3, the actual revenues at the present time,

These schedules read in the light of a brief statement of the trends in the cigar
Industry during the last 20 years will establish convincingly that our proposed
schedule should be adopted.

Since 1921 this industry has been struggling to adjust itself to changing condi-
tions. It has been faced with a steady decline in consumer demand. In 1921°
the consumption of cigars.was 7,483,000,000, while by 1989 consumption had
fallen to 5,453,000,000. By 1942 consumption had risen to 6,101,000,000. The
maximum utilization of this increase depends on the enactment of an excise
schedule which will distribute the tax burden equitably across the entire industry.

The decline {n consumption since 1921 has been accompanied by a shift in price
levels. In 1921 class C accounted for 42 percent of consumption and class A only
259 percent, By 1942 class C had fallen to 9.2 percent, while class A had risen
to 89.2 percent. Moreover, a signlficant change occurred within class A itself so
that today it is estimated that approximately one-half of the consumption of
cigars in class A retails at less than 5 cents each, The result has been a decline
in dollar volume of the industry’s product from $371,274,000 In 1821 to $160,-
754,000 id 1939.

Accompanying this tremendous decline in unit and dollar volume has been the
change in the methods of production. Until 1917 all cigars were produced by
hand. About that time mechanization began but did not take hold untii 1924,
when it spread rapidly. By 1940, 77 percent of all cigars were machine made.

The effects of mechanigation upon the industry have been profound, In 1940
about 84 percent of class-A cigars were machine made. Of cigars in classes
B, C, D, and R, 72 percent were made by hand, 23 percent by machine, and 5 percent
by combined hand and machine method.

1 Throughout this memorand years d to are Government fiscal years.
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The trends inherent in mechanization have caused the disappearance of thou-
sands of small cigar firms. In 1921-there were 11,109 factorles, employing 111,858
workers. In 1939 there were only 3,834 factories, employing 50,987 workers,
By 1039 less than 1 percent of all factories produced over two-thirds of all cigars
manufactured during that year and it is a fair statement that further concentra-
tion has occurred. Submitted with this memorandum are 2 charts portraying
vividly the changes which have occurred in the industry..

1. THE HOUSE SCHEDULE DISCRIMINATES AGAINST THE 8-CENT CIGAR IN FAVOR OF IT8
CHIEF COMPETITOR, THE 2-FOR-5-CENT CIGAR BY INCREABING THE TAX ON B-CENT
CIGARS SIX TIMES A8 MUCH, CAUSING A DETRIMENTAL SHIFT IN CONSUMPTION TO
THE 2-FOR-5-OENT CIGAR, AND THUS WILL FAIL T0 YIELD THE EXPECTED REVENUE

As indlcated, approximately 90 percent of the total present consumption of cigars
18 in class A and is about evenly divided between the 2-for-5-cent and 5-cent cigars.
In 1929 the 2-for-G-cent cigar constituted an estimated 10 percent of the total
class A consnmption, while at the present time it represents approximately 50
percent. This phenomenal growth was in no way hampered by taxing the 2-for-5-
cent cigar during this perlod at the same rate as the 5-cent cigar.

Under the House schedule the increase on the 2-for-G-cent cigar is only 50
cents a thousand, while the increase on the §-cent cigar 1s $3 a thousand, Except
for a few very large 2-for-5-cent cigar manufacturers who will be able to absorb
the slight increase of 50 cents and remain at 2-for-5-cents, all other 2-for-5-cent
clgar manufacturers will be compelled to advance to an odd-cent price. Like-
wise the increase of $3 a thousand on the 5-cent cigar will force all 5-cent clgar
manufacturers to increase the price of their cigar to the odd cent.

The experience of the industry has demonstrated that cigars cannot be sold
readily at an odd-cent price. Abundant testimony regarding consumer resistance
to the odd-cent price has been given at hearings before the Wage and Hour Division
in 1941 with respect to Puerto Rican cigar leaf tobacco, at hearings before the
Wage and Hour Diviston In 1942 in connection with wage recommendations for
the cigar industry and at hearings before other governmental agencies, Cigar
smokers have been accustomed to purchase thelr cigars at prices In multiples of
5 cents. An increase in price to the odd cent will find the 5-cent-cigar smoker
turning in great numbers from the 5-cent clgar to the 2-for-5-cent cligar, seriously
injuring the 5-cent branch of the Industry.

Any tax plan which plays havoe with long standing relationships in the industry
and favors a part of the industry to the injury of others necessarily producey less
revenue than a plan which maintains existing satisfactory competitive balances
within the industry, and contlnues the industry in a reasonably sound and healthy
condition. It is certain that the House schedule will yleld far less revenue than
it yields on paper, since such an unfair and discriminatory tax is bound to curtall
consvmption. There Is no justification for using the taxing power of our Govern-
ment to prefer some 2-for-5-cent manufacturers to the injury of all other mana-
facturers in the industry.

We believe the schedule of the assoclation distributes the tax burden equitably
within the industry without granting a competitive advantage to any branch.
It grants a $1 tax differential to the 2-for-5-cent-cigar manufacturers, notwith-
standing the fact that such manufacturers were able to achieve their present
position while being taxed at the same rate as the 5-cent cigar. The increased
rate on the 2-for-5-cent cigar will require all such manufacturers to increase their
prices, at the same time requiring all 5-cent-cigar manufacturers to do likewlse,
Thus, no preference is granted and the competitive balance within the industry is
undisturbed.

The proposal now submitted by the Assoclation, though differing from that sub-
mitted to the House Waysa and Means Committee, will produce, we belleve, a rev-
enue in excess of $24,000,000. Upon reconsideration the change from our first |
proposal was necessary to unify the views of the industry in the light of ¢hanging
condltions, and in order to more equitably distribute the tax burden.

The House schedule will yield far less revenue than is estimated. The
ffreasury is submitting its proposal to the Flouse Ways and Means Com-
mittee estimated the yleld to be slightly over $28,000,000. The House schedule
fs substantially the same as that proposed by the Treasury, except that in
a few instances, the rates ate lower. Despite this lowering of rates, the
Fouse Ways and Means Committee report anticipates that its proposal will
yleld $30,500,000 based upon estimated 1943 consumption. The fact 1s,

f
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‘however, as demonstrated .by sheet 2 of appendix A, that the House schedule
on the basis of withdrawals for the fiscal year ended June 80, 1642, would
have ylelded $27,691,343.

The Treasury and the House Ways and Means Committee have based thelr
estimates on the erroneons assumptions that their proposals would neither
curtail production nor cause a shift in consumption to the 2 for b-cent
cigar. Such a shift with the resultant loss In revenue (s inevitable. The
House schedule must fail to yleld even the revenue estimated by the Treasury.

The association's present proposal, based on withdrawals for the fiscal
year ended June 30, 1942, would have ylelded in excess of $24,000,000, an
increage of at least $10,000,000 over the revenue derived -for that perlod
(see sheet 1 of appendix A). Moreover, the increase in consumption which
took place during the past year will, in all likelihood, continue. This in-
<rease will result In an even greater revenue yield for the Government, if
the relatlve consmption as between all clasess, remains the same,

Since the Government Is a partner of the clgar Industry in the sense that
the present revenue is more than double the industry’s profits, it is in the
interest of the Government to maintaln this industry on a basis which will
yleld the maximum revenue. We belleve the associatlon’s proposal achieves
that objective.

II. THE HOUSE SCHEDULE WILL TAX THE HIGHER BRACKETS OUT OF EXISTENCE

The House schedule Imposes increases on the higher brackets ranging
from 100 to 170 percent. Although ordinarily articles selling at higher prices
can bear higher taxes, the history of the higher-priced cigars during the
past 20 years proves the contrary. Consumption of classes C, D, and B
‘which in 1921 constituted 44.8 percent of total consumption fell to 10 percent
in 1842, The market for these cigars is so small, that to more than double
the rate will tax them out of existence.

Despite the fact that these three classes constitute only 10 percent of
the total consumption, they nevertheless ylelded 23.3 percent of the total
revenue for the fiscal year ended June 30, 19042, To Impose such greatly increased
taxes on these classes as were adopted by the House will deprive the Government
of a substantial source of revenue.

. THE HOUSK SCHKDULK VIOLATES THE “GO0D NEIGIDOR FOLICY” EXEMPLIFIED
BY THE RECIPROOAL TRADE AGREEMENT BETWEEN CUBA AND THE VNITED STATES
BY DRASTIOALLY CURAILING OUR USE OF CUBAN TORACCO, ONE OF CUBA'S MOST
IMPORTANT PRODUCTS

Tobacco farming is Cuba’s second largest industry. Cuban tobacco- was
formerly used extensively throughout the world In the manufacture of cigars,
but the war has shut off almost all of Cuba's foreign markets. Recognizing
the plight of Cuba and In furtherance of our *“good nelghbor” .pollcy, the
State Department in 1041, concluded a supplemental reciprocal trade agree-
ment with Cuba, increasing the amount of Cuban tobacco’ which could be
imported in the United States at lower tariff rates.

Cuban tobacco to the extent of over 15,000,000 pounds is used in the United
States in the manufacture of cigars retalling at 5 cents and up, and is the
chief ingredient in cigars retalling at 10 cents and over. Any large decrease
in the consumption of higher priced cigars coupled with a shift from the 5
wcents to the 2-for-5-cents cigar, which s bound to occur under the House schedule
will have detrimental effects on an already disturbed Cuban economy. At a time
‘when American diplomacy in the Western Hemisphere 13 directed toward main-
taining on a normal basis the economy of our Central and South American
melghbors, Congress should not adopt a tax program, the effect of which would
be to reduce our use of one of its most important products, at the same time
compelling Cuba to continue to.assume the obligations of the treaty.

1V, THE HOUSE SCHEDULE MEETS THE DISFAVOR OF ALL SEGMENTS OF THE CIGAR
INDUSTRY

The farmer—The cigar industry affords the only market for the wrapper
and filler tobacco grown by the farmer. Along the Connecticut Valley tobacco
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is produced on some 23,000 acres in Connecticut and Massachusetts. The value
of the annual production of this area represents ahout $10,000,000. Practically
all of this tobacco i3 grown for use iIn cigars retailing at 5 cents and over.
The evidence before the House Ways and Means Committee, establishes that
unless the tax rates are so adjusted as to protect the market of these farmers,
their position will become precarious. They joined in the recommendation of
the association to the House committee. Accompanying this memorandum, the
assoclation will submit the petitions signed by many farmers growing Connee-
ticut Valley cigar leaf tobacco, the acreage of which collectively is substantial
and whose total annual production represents several milllon dollars.

Farmers operating upward of 33,000 acres in the Lancaster, Pa., area produce
a crop valued in excess of $6,600,000 which is used almost entirely in the manu-
facture of cigars retailing at 5 cents each and up. Four thousand of these
farmers were opposed to the Treasury proposal and petitioned for adoption of
the assoclation’s proposal (p. 22156 House record). Accompanyng this memo-
randum, the assoclation will submit a petition flled by a very representative
number of farmers operating a substantial acreage In this area and producing
u crop valued at several million doliars,

The experience of tobacco growers in Wisconsin and Ohlo is proof of the effect
of the growth of the 2-for-5-cents cigar. Deterioration of tobacco quality, prices
between 7 and 8 cents per pound, sharp curtailment of acreage from 31,000
acres in 1930 to 10,500 acres In 1942 in Ohlo and in Wisconsin from 42,000 acres
in 1930 to 20 300 acres in 1942 attest to the destructive effect of the growth of
the 2-for-5-cents cigar industry. While it 18 true manufacturers of 2-for-5-cents
cigars now purchase considerable tobacco in the Pennsylvania area, they are
able to purchase only inferior parts of the plant, the higher grades belng sold
to the manufacturers of 5-cent cigars and up. The cost to the farmer ig and
can only be borne by the manufacturers of 5.cent cigars and higher grades.
The b-cent-cigar fleld has been correctly characterized as the pivot about which
revolves the entire industry. (Swisher, p. 2174, House record.)

Lahor.—~President Van Horn of the Cigarmakers International Unlon, repre-
senting about one-third of the 51,000 cigar workers, appeared before the House
Ways and Means Committee. His main argument was that the 2-for-5-cents
cigar {8 produced on such a narrow margin that both labor and the farmer are
squeezed and that the condition of both would Improve if the prices were made
3-for-10-cents, with no loss of volume. Mr, Van Horn stated that “the classifica-
tion proposed by the Treasury would without doubt cause some considerable
unemployment.” (Vauu Horn, p. 2170, House record.) The House classification
18 egrally offensive.

The Tampa Cigarmakers Council, representing eight local unions, protested
the Treasury proposal., Few 2-for-5-cent cigars are made in Tampa. The 5-cent
cigar constitytes about 50 percent of tle Tampa production, the othier 50 percent
retalllng at 10 cents each or higher, Mr. Maxwell, attorney for the council
asserted that the Treasury -proposal would “substantially destroy our industry
in Tampa and would result fn loss of money to the Government,” (Maxwell,
p. 2184, House record.) The Tampa Cigarmakers Council described the Treasvry
classlfication, which is substantially the same as the House schedule, as one de-
signed to subsidize the 2-for-5-cent cigars by giving them an undue advantage
over thelr competitors in the 5-cent field (Maxwell, p. 2184, House record). The
House schedule would impair if not destroy the Tampa industry, The Clgar
Manufacturers Associatlon of Tampa, in meeting assembled, approved unani-
mously the present proposal of our association.

Y. THE HOUSE SCHEDULE PERPETUALES AND EXTENDS A DISCRIMINATORY METHOD OF
TAXATION

The cigar industry is the only one subject to a manufacturers’ excise tax in
which there are classifications based on the retail selling price. In many indus-
tries the tax is a uniform flat rate on the manufacturers’ unit of production,

We have long felt that the cigar industry is discriminated against In thus
subjecting it to such a method of taxation. Pressure of time makes it incxpedl-
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ent to suggest that we now be placed on the same basis as other industries.
‘However, we feel that such a method of taxation should not be further extended,
and we have therefore recommerided a schedule based on only four classifications.

CONCLUSION

Bince the assceiation’s proposed schedule will yield a revenue substantially
the same as that adopted by the ¥ouse, it 18 respecifally urged that the House
stéhedu(lie be rejected and the proposal of the Cigar Manufacturers Association
adopted.

Respectfully submitted.

CroAR MANUFACTURERS ASSOCIATION OF AMERICA, INC.,
By Arvaro M. GARCIA, President.

Dnted August 10, 1642,

SAMUEL BLUMBERG,
General Counsel.

APPENDIX A

Revenue for flscal year 1942 if the rates proposed by the Oigar Manufacturers
Association had been in effeot

Class - Retall price Rates per ‘Vl:’hpdraWan R

$3| 2,720,185.0 | $8,160,r55
4] 2,767,821.0 ) 11,071,284
8 565, 290.0 4,622,320
2 48,104.5

B S N PR 6,101,400.5 | 24,531,418

{]{ega}.—-\ve estimate that the present class A is equally divided between class A and class B of {he new
schedule.

Revenues for fiscal year 1948, if the rates proposed by the Ways and Meana
Cominittee had been in effect

7

Proposed | iy drawale

Proposed schodule ¥ otal: price Tates por - | Reveaus

I P thoosant | 1o thousand;
,A; '?, % 2,720,185 00 | $8, aoo, 462
i 5.00 |%,720,185:00 | 13,6
D 7.00 47,6°8.00

10.00 452,732.00 4,622,320

F. 13.50 113, )58.00 1,526,
a 18.00 . 42,852.00 771,
H 25.00 72.25 18,181
L 38.00 525, 25 18,384

Total 6,101,400, 50 | 27,001,343

H
H
i

NoTe.~—~Wae estimate that tho present class A 1s equally divided between clrsses A and C of the new
schedule, Class B of the new schedule Includes such a very small proportion o/ class A production that it
51 to the r . ‘I'he new class D s the same as the present class B, since no 6-cent
clgars are uo)d at present. Proposed class F:: We estimato that 80 percentol 'he prasent class C retalls at
1 cents each or less and 20 percent at between 11 and 15 cents each. The niw class Q is the same as the
presant class D. Proposed class H: We estimate 80 peroent of the reaontelmEremllsbctwwnWandso
oents mcl the new class I consists of the remaining 10 percent, which retail’, at over 30 cents.
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Aotual revenucs at the present rates for the fiscal year 1942
Rates per | Withdrawals

Class Retall price] {po0e Ber [ onsands | Revenuos
up to 5 $2.00 | 5,440,870.0 | $10,880.740
5.1-8 3,00 47, 636, 0 142,008
8.1-18 5.00| 6652000 282480
15,1-20 10. 50 2,820 440,046

20.1-up 18,50 52525 70,
- 6,101,400 5 |} 14,370,083
1 The astual revanue was $14,377,828.13. The difference between this figure and the total given above
consists of e figires for the fmports from Puerto Rico not available at this time.
. ' Reglstered
3 TlahUs 13"'"':';.’!? Value uf z‘;:&‘f;‘gf
Year 'accﬁ:;‘;‘r‘sml of| garners product ? tion 9

W w0 | o || 92

1,100 0 440 885 | 371,274,000 o

12,108 » » 24, 85,
LS8 1} 108,800 | 360,807,000 u
2 53 ] 109,000 | +350,000, 000 0l

7473} o400 | 338,067,000 45

302 84,166 | 311,684,000 3

WS} es182| 227,349,000 H

082 »349, 37,

Il ssssy 1mars00 3

. 100 56,019 | 151,269,000 A
P21l wmew| 1m0 28
5 () 0807 | 160,750,000 i
0226 [oeeeemeeeconfeeeeemremcaecefeean nnm

.nnual Regon of the Comruissioner of Internal Revenue.
ureau of the Census,
ureau of Agricultural Economlos.

Estimated.
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To Senate Finance Committee:

Attached hereto is the petition of companies growing Connecticut Valley cigar
leaf tobacco. They are 10 in number and the acreage grown by them is approxi-
mately 4,542 acres out of a total of 5,900 acres.

GeorGE F. GERSHEL,
Vice President of the Imperial Agricultural Corporation,
: Hartford, Conn.
SENATE FINANCE COMMITTEE,
Washington, D. C.

HonNorapLy Sins: The undersigned are farmers growing Connecticut Valley
cigar leaf tobacco. In 1941 this section of the tobacco growing area yielded
upward of 20,000 acres, the value of which crop was approximately $15,000,000.
This tobacco 1s used almost entirely for the manufacture of cigars retailing at
§ cents each and over,

We are opposed to the schedule adopted by the House which increases the
tax on the present 5-cent cigar from $2 to $5 per thousand, while merely in-
creasing the tax on the 2-for-i-cents cigar fromn $2 to only $2.50 per thousand.

Such inequality would seriously decrease the demand for cigars now retafl-
fng at 6 cents and increase the demand for the 2-for-5-cents cigar. This shift
in consumption will leave us with a surplus of tohaccos grown for the 5-cent
cigar, which we will be forced to sell for use in 2-for-5-cents cigars at dis-
tress prices. This conditlon will be permanent and in view of the low prices
pald for 2-for-5-cents cigar leaf will make it impossible for us to obtain a
fair return on our investment and labor.

We are, therefore, opposed to the recommendations of the House and urge
ingtead, adoption of the rates proposed by the Cigar Manufacturers Associa-
tion of America, Inc., which are as follows

Class Retail price ,3&’ T o

These rates will maintain the competitive balance between the cheap and the
more expensive cigar, so that we will be able to continue to sell our products
at a reasonable profit, pay fair prices to labor and to our suppliers of materials.

Dated July 30, 1942,

. IMPERIAY, AGRICULTURAL CORPORATION,
GEOBGE F'. GERSHEL, Vice President.
(And 9 other companies.)

STATEMENT Y OLIVER J. THEALL, PRESIDENT, THE SHADE ToBAcco FARMERS ov
THE CONNECTICUT VALLEY, INC, WINDSOR, CONN.

I am a farmer growing Connecticut Valley cigar leaf tobacco and have been
for upward of 40 years. I reside in Windsor, Conn., and I am the president of
the Shade Tobacco Farmers of the Connecticut Valley, Inc. Our association
comprises approximately 30 growers, all of whom, like myself, are engaged in
no other business. We own our own land and equipment and depend upon the
growing of tobacco as our means of livellhood. Our members collectively
operate In Connecticut and Massachusetts with an acreage of approximately
2,750 acres. I should estimate that our product wraps approximately 800,000,000
cigars annually and that s its only use.

We are opposed to the schedule of taxes adopted by the House because that
schedule increases the tax on the present -cent cigar from $2 to $5 a thousand,
while increasing the tax on the 2-for-5-cent cigar from $2 to only $250 a
thousand.

We are concerned about the House schedule because such an Inequitable
proposal would force the 5-cent cigar to a higher price and at the same time
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permit the 2-for-5 cent manufacturer to absorb the tax. Such a situation would
{nevitably decrease the consumption of b-cent cigars leaving us with a large
surplus of tobacco intended to be used in §-cent cigars, which we would be
compelled to sell at distress prices for its only use would be in the two-for-5
cents cigars, The result would be to drive many of our members out of business.

I believe, as do tbe other members of the association, that the proposal which
the Cigar Manufaccurers Association intends to submit to your committee is
preferable because it distributes the tax burden equitably among all cigar
manufacturers. It does not discriminate in favor of the two-for-5-cent cigar
manufacturers to the detriment of the 5-cent cigar manufacturers.

Attached to this statement is a petition signed by substantially all of the
members of the association, each of whom have read thig statement and support
it in every detail.

SENATE FINANCE COMMITTEE,
Washington, D, .

HonorapLE SIRs: The undersigned are farmers growing Connecticut Valley
cigar leaf tobacco. In 1941 this section of the tobacco growing area yielded
upward of 20,000 acres, the value of which crop was approximately $15,000,000.
This tobacco is used almost entirely for the manufacture of cigars retailing at
5 cents each and over.

We are opposed to the schedule adopted by the Fouse which increases the tax
on the present §-cent cigar from $2 to $5 per thousand, while merely increasing
the tax on the two-for-5-cent cigar from $2 to only $2.50 per thousand.

Such inequality would seriously decrease the demand for cigars now retailing
at 5 cents and increase the demand for the two-for-5-cent cigar. This shift in
consumption will leave us with a surplus of tobaccos grown for the 8-cent cigar,
which we will be forced to sell for use in two-for-3-cent cigars at distress prices,
This condition will be permanent and in view of the low prices paid for two-
for-3-cent cigar leaf will make it impossible for us to obtain a fair return on
our investment and labor.

We are therefore opposed to the recommendations of the House and urge
instead, adoption of the rates proposed by the Cligar Manufacturers Assoclation
of Amerlca, Inc., which are as follows:

Class Rotall prics Lo
Ug t0 3.5 conts [~}

3.8to8cents. . 4

-] 8.1 to 16 cents. 8

15.1 cents and OVer....ccceeceaacen 12

These rates will maintain the competitive balance between the cheap and the
more expensive clgar, so that we will be able to continue to sell our products at
a reasonable profit, pay fair prices to labor and to our suppliers of materials,

Wu. H., DICKINSON,
Hatfield, Mass.
(And 49 others.)

To Senate Finance Committee, Washington, D. 0.:

Attached hereto are the petitlons of 11 leaf tobacco dealers in and importers
of Cuban and Puerto Rican tobacco. These dealers and importers do approxi-
mately $10,000,000 business a year and support the proposal of the Cigar Manu-
facturers Assoclation of America, Inc.

SENATE FINANCE COMMITTEE, .
‘Washington, D. O.

HororaBLE Sirg: The undersigned are leaf tohacco dealers in and importers
of Cuban and Puerto Rican tobacco, Our industry serves in the main as mid-
dleman between tobacco growers of Cuba and Puerto Rico and the manufacturers
of cigars in continental United States. The undersigned represent in unit
volum,e approximately 50 percent of all such tobacco imported to the United
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States from Cuba and a substantial portion of the tobacco imported from Puerto
Rico.

Practically all of the tobacco imported from Cuba and Puerto Rico 18 used
in the manufacture of cigurs now retviling from 5 cents and up.

The House schedule of taxes on cigars will of necessity decrease the con-
sumer demand for cigars now retalling at 5 cents and up because of its imposi-
tion of a disproportionate increase in the tax on such cigars. .

Since all of the Cuban and Puerto Rican tobacco which we have on hand
was purchased by us for use in §-cent and higher-priced cigars, we will therefore
be forced to sell our tobacco at liquidation prices, and in the future will be
unable to pay a falr price to the growers of such tobacco on the islands of Cuba
and Puerto Rico.

We are therefore opposed to the recommendation of the House and strenuously
urge instead adoption of the rates proposed by the Cigar Manufacturers Asso-
clation of America, which are as follows:

Class " Retall price l,&xc g;.ra
A 8
B.... 4
Coeen 8
D..... 12

Dated August 1, 1942,
H. Duys & Co, INg,
HeNRrY F18HER,
Assistant Secretary
(And 10 other companies)

To Senate Finance Committee, Washington, D. C.:

Attached hereto are the petitions of 55 representative tobacco farmers of
Lancaster County, Pa., who support the revised revenue.

These farmers are growing this year 1,203% acres. Last year this acreage
yielded them a total of approximately $285,750, of which only $14,750 was used
in two for 5-cent cigars and $271,000 in 5-cent clgars.

- - REPRESENTATIVE TOBACCO F'ARMERS,
LANCASTER COUNTY, PaA.

NENATE FINANCE COMMITTEE,
Wushington, D. C.

HonNorarLr Sms: The undersigned are farmers growing Pennsylvania cigar
leaf tobacco, the acreage of which in 1941 was upward of 85,000 acres. The value
©of the crop for that yeur was approximately $7,900,000, of which approximately
$7,600,000 was used in the manufacture of cigars retailing at 5, cents each, and
$400,0C0 in the manufacture of clgars retailing at two for § cents.

In April 19042 we presented a petition to the Ways and Means Committee of the
House of Representatives, objecting to the proposal made by the Secretary of the
Treasury for increased cigar taxes. In its place we supported and recommended
the adoption of a cigar tax schedule which was submitted by the Cigar Manu-
facturers Association of America, Inc.

You will find our petitlon addressed to the Honorable Robert L. Doughton
reported in the hearings before the Committee on Ways and Means of tlie House
of Representatives at pages 3280 and 3281." That petition was supported and
signed by upward of 4,000 farmers in this area, out of a total of approximately
6,600 farmers. The objection we raised at that time was that if the proposal
of the Secretary of the Treasury was adopted a discrimination would result
in favor of two for 5-cent cigar manufacturers and against the manufacturers
of b-cent cigars because the increased tax on the 5-cent cigar was $3, an increase
-of 150 percent while the increased tax on cigars selling at two for 5 cents was
50 cents, or an increase of only 25 percent. That inequality would undoubtedly
decrease the demand for cigars retaining at § cents because the price of the
B-cent cigar would hdve to be advanced to the odd-cent, while the two for 5-cent
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cigar manufacturers could very well absorb the tax., We respectfully refer your
commltt:s to that petition, as well as the supporting petitions of the 4,000 farmers
mentioned.

The House Ways and Means Committee voted a tax schedule which not only
modified the proposal of the Secretary of the Treasury, but also of the Cigar
Manufacturers Agsoclation of America, Inc. The proposal of the House Ways
and Means Committee has since been approved by the House of Representatives,
‘We wish to point out that the vice inherent in the proposal of the Secretary of
the Treasury exists as well in the proposal now approved by the House of Repre-
sentatives because the House Ways and Means Committee's proposal fixes an
increased tax of 50 cents a thousand on two for b cent cigars and an increase
of $3 a thousand on 5 cent cigars.

‘We farmers cannot raise our tobacco to sell the substantial part of our crop
to manufacturers of cigars retailing at two for 5 cents and to whatever extent
the sale of 5 cent cigars is affected adversely by the Government’s proposal, to
that same extent will we, the tobacco farmers in the Pennsylvania area, be
similarly affected. We depend entirely upon the income derived from our farms
for our livelihood and the growing of tobacco is one of our main sources of
income.

The Cigar Manufaturers Association of America, Inc, in an effort to compose
the conflicting views of cigar manufacturers in the industry, intend to present a
modified proposal to your honorable body. We have seen that new proposal
and we believe it to be fair and preferable to the tax schedule approved by the
House. The association’s tax schedule will place the tax burden more equitably
upon all of the cigar manufacturers. It will not single out some for favored
treatment. By the adoption of this new Cigar Manufacturers Association of
America, Inc., proposal we believe the Lancaster farmers have a better oppor-
}‘mimy to sell their crops at prices that will yield them an opportunity to earn a

ving.

‘We have not had an opportunity because of the pressure of time to interview
as had been done previously the 4,000 farmers and whose signatures were ob-
tained. We are confldent, nevertheless, from the views expressed by many that
if this petition was submitted to each of these farmers they would be as wiiling
to sign it as they were the previous petition which had been submitted to them.

Because of the pressure upon your time we have refrained from requesting
an opportunity to be heard before your honorable committee and we have in-
stead filed this written statement, confident that you will give it your careful

Dated at Lancaster County, Pa., August 6, 1942.

A. R. WiIssLER

(And 29 other representative Lancaster County Tobacco Farmers).

SENATE FINANCE COMMITTEE,
Washington, D. 0.

HonorasLe Sies: The undersigned are farmers growing Pennsylvania cigar-
leaf tobacco, the acreage of which in 1941 was upwards of 35,000 acres. The
value of the crop for that year was approximately $7,900,000, of which approxi-
mately $7.500,000 was used in the manufacture of cigars retailing at & cents each,
and $400.000 in the manufacture of cigars retailing at 2 for 6 cents.

In April 1942 we presented a petition to the Ways and Means Committee of
the House of Representatives, objecting to the proposal made by the Secretary
of the Treasury for increased cigar taxes. In its place we supported and recom-
mended the adoption of a cigar-tax schedule which was submitted by the Cigar
Manufacturers Association of America, Inc.

You will find our petition addressed to the Honorable Robert I. Doughton
reported in the hearings before the Committee on Ways and Means of the House
of Representatives at pages 3280 and 3281, 'That petition was supported and
signed by upwards of 4,000 farmers in this area, out of a total of approximately
6,500 farmers. The objection we raised at that time was that if the proposal
of the Secretary of the Treasury was adopted a diserimination would result in
favor of 2-for-O-cent cigar manufacturers and against the manufacturers of §-
cent cigars because the Increased tax on the B-cent cigar was $3, an increase of
150 percent, while the increased tax on cigars selling at 2 for 5 cents was 50
cents, or an increase of only 25 percent. That inequality would undoubtedly de-
crease the demand for cigars retailing at § cents because the price of the 5-cent
vigar would have to be advanced to the odd-cent, while the 2-for-5-cent cigar
manufacturers could very well absorb the tax. We respectfully refer your com-
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mltttele tgd that petition, as well as the supporting petitions of the 4,000 farmers
mentioned.

The House Ways and Means Committee voted a tax schedule which not only
modified the proposal of the Secretary of the Treasury, but also of the Cigar
Manufacturers Association of America, Inc. The proposal of the House Ways
and Means Committee has since been approved by the House of Representatives,
We wish to point out that the vice inherent in the proposal of the Secretary of
the Treasury exists as well in the proposal now approved by the House of Rep-
resentatives, because the House Ways and Means Committee’s proposal fixes an
increased tax of 50 cents a thousand on 2-for-G-cent cigars and an increase of
$3 a thousand on 3-cent cigars.

We furmers cannot raise our tobacco to sell the substantial part of our crop
to manufacturers of cigars retailing at 2 for 5 cents, and to whatever extent
the sale of 5-cent cigars is affected adversely by the Government’s proposal, to
that same extent will we, the tobacco farmers in the Pennsylvania avea, be simi-
larly affected, We depend entirely upon the income derived from our farms for
our livelihood, and the growing of tobacco is one of our main sources of income.

The Cigar Manufacturers Association of America, Inc., in an effort to compose
the conflicting views of cigar manufacturers in the industry, intend to present a
moditied proposual to your honorable body. We have seen that new proposal
and we believe it to be fair and preferable to the tax schedule approved by the
House. The assoclation’s tax schedule will place the tax burden more equitably
upon all of the cigar manufacturers. It will not single out some for favored
treatment. By the adoption of this new Cigar Manufacturers Assoclation of
America, Inc., proposal we believe the Lancaster farmers have a better oppor-
tunity to sell their crops at prices that will yield them an opportunity to earn a
living. .

We have not had an opportunity because of the pressure of time to interview,
as had been done previously, the 4,000 farmers and whose signatures were ob-
tained. We are confident, nevertheless, from the views expressed by many, that
if thig petition was submitted to each of these farmers they would be as willing
to sign it as they were the previous petition which had been subraitted to them.

Beeause of the pressure upon your time we have refrained from requesting an
opportunity to be heard before your honorable committee, and we have instead
filed this written statement, confldent that you will give it your careful attention.

Dated at Lancaster County, Pa., August 6, 1942,

Harry R. BUNEBMAN
(And 24 representative Lancaster County farmers).

Brier SuByITTED BY ERIC CALAMIA, PRESIDENT OF RETAIL ToBACCO IDEALERS OF
AMERICA, INC,, PrOTESTING THE NEWLY IMrosep TAx StRUCTURE ON CIGARS AS
PAssed BY THE House

I am an independent retall tobaceonist, having engaged in this business for the
past 33 years in New York City. I am also president of Retail Tobacco Dealers
of America, Inc, a national trade assoclation representing thousands of small
independent tobacco retailers.

This brief is submitted in protest of the schedule of increased excise taxes on
cigars as adopted by the House of Representatives which establishes nine differ-
ent clasgifications with a graduated tax for each. A careful analysis of it
clearly shows it to be comparable to a sales tax of such proportions that it will
seriously disrupt the industry, adversely affect consumntion, and, I really belteve,
fail to produce the amount of increased revenue anticipated.

This proposed tax amounts to placing a .premium on quality merchandise.
The Internal Revenue Department’s figures show that whereas 15 years ago,
cigars retailing at 10 cents or more constituted 50 percent of cigar production,
today they represent but 10 percent of the total volume, Furthermore, the
dollar volume of the retail cigar dealer has suffered with the decline in the
consumptlion of better cigars. In other industries where the price of a com-
modity to the consumer has been reduced by lower production costs, the result
has been greatly Increased sales volume. The contrary is true {n the cigar
industry. The figures show a sharp and steady decline in dollar volnme as the
consumer shifted to cheaper and cheaper merchandise. The tax schedule as
adopted by the House further threatens the consumption of higher-priced cigars
and experlence shows that under it the retailer unfortunately would have no
counter balance in volume to compensate for this loss,

76093—42-—vol, 2——10
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No tax, other than the excise tax on cigars, is graduated according to the
retail selling price. True, since 1941 there has been a form of ad valorem tax
tmposed on certain commodities, such as cosmeties, jewelry, and furs, but this
18 collected at the point of sale and paid for by the consumer, sepurate.y. On
the other hand, cigar taxes are pald by the manufacturer, added to the cost
of the cigar and not recognized or known to the consumer. Hidden taxes result.
ing in Increased prices discourage the consumption of the finer products of our
Industry and should only be levied with due regurd for the law of diminishing
returns. The tobacco retaller is dependent upon the sale of the better-priced
clgarg as is the future of the entire cigar business.

The present plight of the hundreds of thousands of independent retail tobac.
conists in the Natlon is indeed a precarious one. We are fighting for survival
against price-cutting practices—agnainst inequitable distribution of scarce mer-
chandise—and now, we are greatly concerned with the manner and the extent
to which Congress proposes to levy increased cigar taxes.

We yield to none in our patriotism and in our willingness to support the war
effort. If increased taxes must be forthcoming from the clgar industry they
should be levied without creating new classifications which would produce chaos
in the retall price structure. We know that the survival of the small man in
business is essential to the perpetuation of freedom of commerce.

ERic CALAMIA,

Dated WasHINGTON, D. C., August 11, 1942.

MEMORANDUM BY JOSEPH KoOLODNY, EXECUTIVE SECERETARY, NATIONAL ASSOCIATION
oF ToBACCO DISTRIBUTORS, ON PROPOSED INCREASES IN CIGAR TAXES

The National Association of Tobacco Distributors, for which I speak, repre-
gents the wholesale tobacco trade of the United States. Its membership sup-
plies all tobacco products and kindred lines to approximately 1,000,000 retail
tobaeco outlets. Our annual aggregate volume reaches the almost atronomical
figures of $2,000,000,000.

In this connection, may I interpolate the observation that because of the wide-
spread and efficient methods of tobacco distribution, tobacco, in one form or
fanother, I8 more easily available to the consuming public and more accessible
to it than any other consumer’s {tem.

Last April I had the privilege to appear before the Ways and Means Com-
mittee. At that time I pleaded for the exclusion of cigars from any further
tax Imposts. Our plea was actuated primarily by the reason that the con-
sumption of cigars—except for the last 18 months—had been on a sharp decline
during the decade and a half from 1926 to 1940, and that since the industry was
in an unhealthy condition it would not have been good economics or good
salesmanship to increase its burdens and handicaps.

Even though it seems for the moment to have veered away from the downward
spiral, we were certain that the industry was still, metaphorically speaking, an
invalid, and that practical business judgment would dictate that it be granted
4 period of convalescence before being subjected to the fnevitable dislocation of
a revised tax schedule coupled with heavier taxation.

We belleved, and accordingly urged upon the House committee, that it would
be good judgment to nurse the industry aleng In the hope that it again might
attain an annual production output of 8,000,000,000 cigars—the production fig-
ure of 1920—and that in that veinvigorated state the cigar industry would
furnish for the Governmeiit a healthy vehicle for the exaction of substantial
tax revenue, not merely the additional yield of twelve or thirteen million dollars
which is now being sought.

Froin a hard-headed business standpoint—and considering the longe-range
interestas of both the Government and the industry—we would be Justified by
all logic to present an identical plea to your honorable committee. But many
far-reaching developments have transpired in recent months and, contrary as
it 1s to the best interests of the industry and the Government, we cannot, at
this uncture register any intransigent opposition to an increase in the tax on
cigars. Recognizing that the hazards of a severe dislocation of the Industry
are still inherent {n any new tax schedule, we feel that such risks must be
assumed so that every available avenue may be tapped to secure adequate
revenue to aid in the prosecution of the war,
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What then, constitutes a satlsfactory formula? Perhaps, to utllize a'be-
tabored expression, “There ain’t no such animal.” Just as it is possible for
any Industry to make a special case for the exemption of any further-levies on
its products, so, by the same token, it is concededly possible for a manufacturer
of a particular classification or price of cigars to single out his particular brand
and argue for its special consideration, but the success of democratic principles
requires the discovery of a satisfactory compromise. .

A schedule that is concelved in equity ought to prove to a large extent, satis-
factory to all the component units of the industry. Obvlously, the fears and
hysterla which a proposed change in classifications would evoke in any in.
dustry are much more acute in an industry which has been the victim of
diminishing returns than in an industry whose products have grown and ex-
panded in public acceptance.

Fundamentally, it should be recognized that cigars cannot be placed in the
same category as cigarettes, which enjoy a vast public demand and which are
dispensed by the retailer almost as easily as the post office sells stamps.
Condltions surrounding the merchandising of cigars are toially 1ifferent. The
number of cigars sold ig less than 3 percent of the number of cigarettes, Since
the volume I8 not large, and since they require speclal care and conditioning,
cigars demand special attentlon and merchandising talent on the part of the
retailer, Selling at a higher cost per unit and at a slower rate of turn-over,
they depend far more on good display and salesmanship than cligarettes, whose
sale is virtually automatic. It is absolutely essential to have the full support
and cooperation of the retailer.

As distributors of all classes and prices of cignrs, transacting business with
all manufacturers, we are naturally eager to safeguard and preserve the economic
destinies of all of them,

Thus, as distributors, we are exceedingly apprehensive about the schedule
included in the new tax bill as approved by the House of Representatives to
increase the number of cigar classifications from the present five to nine. We
are definitely of the opinion that it would entail not merely a period of re-
education, but an extremely burdensome and perhaps even destructive problem
of readjustment, during which not only all manufacturers, but wholesalers and
retailers as well, would be subjected to almost intolerable economic stress, and
confusion. I am fearful that such a schedule would also cause the loss of
interest on the part of the retaller in the sale of cigars.

What is a fair alternative? We have fully analyzed and diagnosed the
proposal—before you—of the Cigar Manufacturers’ Assoclation.

While, as hiready stated, it 18 manifestly impossible to formulate an absolutely
fool-proof, faultless plan, it seems to us that this proposed schedule—except for
the family squabble pertaining to cigars retailing at two for 5 cents—has given
Just consideration to all factors comprising the industry and that—subject to a
reasonable compromise of the two-for-5-cent issue—it strikes a fair common
denominator. : .

While it will demand marked revamping and readjustment on the part of
virtually all manufacturers, that is the consequence of war, and cigar manufac-
turers, distributors, and retailers cannot escape it. Any proposai must he pre-
dicated on the principle that the burdens and handicaps are evenly distributed
and no class is discriminated against or put in a more disadvantageous position
than the others. *In our capacity of impartial distributors of all classes of
cigars, we feel that the schedule now offered by the Cigar Manufacturers’
Assoclation-—except for the foregoing observations—definitely meets these re-
quirements and should he adopted as equitable to the entire cigar industry.

We did not regard in that light the schedule submitted to the House committee
by the same association. .

We, therefore, urge your honorable committee to accord favorable consideration
to the recommendation of the Cigar Manufacturers’ Assoclation.

NATIONAL ASSOCIATION OF TORACCO DISTRIBUTORS, INC.,
Joszrr KoLobNY, Erecutive Secretary.

Mr. Garcra. It has been my privilege, gentlemen, to n‘pﬁear before
you in the past on proposed taxation on cigars, on which occasions
your decisions have been against further taxation on the cigar in-
dustry. You are no doubt aware that in our previous presentations,
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notably last year and again_this ¥ear before the Ways and Means
Committee, we have expressed a full desire to cooperate with the needs
of the Government for revenue, and in spite of our sincere feeling
that cigars should not be further taxed, we proposed a base and a
rate of taxation which we hoped would be sustained and under which
as much or even more revenue would accrue to the Government than it
was estimated.

At this time we are confronted with a proposal for taxation on
cigars of such a radical nature that we hope that you wilt recognize
it as most unreasonable. We fully realize your tremendous task
and the limitations in your time. As I will be probably the only
representative for the industry as a whole, my responsibility is a
great one, and I hope you will forgive me if I speak very earnestly
on this subject and against the proposal of the Ways and Means
Committee which so seriously threatens to disrupt our industry and
destroy the very objects you seek—revenue for the United States Gov-
ernment.

You cannot, gentlemen, do violence to an industry, weaken it and
in certain parts destroy it entirely and still expect it to function and
produce revenue.

T respectfully beg to remind you of the present basis of taxation
on cigars, These rates are shown on chart No. 2 in the lower right-
hand corner, namely, cigars retailing up to and including 5 cents are
called class A and are taxed at $2 per thousand. Those retailing at
5.1 to 8 cents are called class B and are taxed at $3 per thousand.
Cigars retailing from 8.1 to 15 cents are class C and are taxed at $5
per thousand. Cigars retailing from 15.1 to 20 cents are called class D
and are taxed $10.50 per thousand, and from 20.1 cents up they are
taxed at $18.50 per thousand as class E.

Senator La FoLrerre. Those are the present rates?

Mr. Garcia. Those are the present rates.

This classification basis on the retail selling price is tax-paid at the
factory and made a part of the cost of manufacture. This basis on
taxation has been in force since 1917, prior to which time there was a
uniform straight rate of $3 per thousand on cigars weighing over 8
pounds per thousand. The present rates on this basis have been in
effect since March 1926.

If you have heard, and no doubt many of your have, of the dif-
ferences in opinions as to what the tax should or should not be on
cigars, is it at all surprising when you consider the rumber of classi-
fications into which one industry has been split? T desire at the same
time to make it clear that we speak for a majority not only of the in-
dustry as a whole but of every class within the industry.  We doubt
that there is more than one cigar manufacturer in the whole industry
who favors the Treasury Department’s proposal. Practically the
entire industry unanimously oppose that proposal.

Now, if you will be good enough to refer to chart No. 1, showing
the volume of consumption of cigars, starting with class A, cigars
retailing up to 5 cents, you will note the total number of cigars pro-
duced in 1927, namely, 6,908,000,000, and note that the quantity of the .
class A 5-cent cigars in percentage is 48.4 percent of the total cigars in
1927 which were 5 cents,

Now, note the figure for the fiscal year ending June 30, 1942, on this
same class A, 5-cent cigars, an increase of over 2,000,000,000 and repre-
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senting at the present time 89.2 percent of the total consumption of
cigars. All these cigars in class A have paid the same tax, $2 a thou-
sand, re%ardless of whether they sold for 5 cents, 4 cents, 2 for 5 cents,
or even less.

Within this class A there has been a steady history of a steady tend-
ency year by year toward consumption of cigars of less than 5 cents,
and predominantly in cigars retailing at two for 5 cents, until today
almost 50 percent of all the class A cigars which are taxed at $2 a
thousand are made to sell at retail for two for 5 cents. Actually, the
traditional 5-cent cigar has dropped materially in consumption during
these past 15 years. -

Now, the asury Department proposes to divide this class A
into three classifications instead of one. You will note under the pro-

al which is in the brief on page 13, that cigars retailing up to and
mcluding two for & cents would be taxed at $2.50 per thousand, repre-
senting an increase of 50 cents per thousand.

Senator Davis. We are interested in those 2-for-5-cent cigars in
Pennsylvania, and I wonder what the attitude of the manufacturers
would be on the 2-for-5-cent cigars in Pennsylvania ; what effect would
it have upon them?

Mr, Garcia. May I answer that later?

Senator Davis. Certainly,

Mr. Garcia. I have tried to cover that in the presentation, but I
would be pleased to answer you now if you wish.

Senator Davis. Never mind. ’

Mr. Garcia. Another class, from two for 5 cents to 4 cents would be
taxed at $3.50 per thousand, an increase of $1.50 per thousand. Those
from 4 to 6 cents to be taxed at $5 per thousand, an increase of $3 per
thousand.

This is proposed on the production of a class of cigars which for
years has been taxed at one basic rate of $2 per thousand.

Can anyone fail to recognize the serious danger which threatens
to drive the production and consumption of cigars to price levels
which must lessen the revenue to the Government, because of dis-
crimination and maladjustment within the industry, and to its labor
and to the tobacco grower? .

The Government wants money and the cigar industry is your
agency for the collection of that revenue, but in the final analysis
it is the consumer who pays, based on his voluntary decision and
ability to spend.

This proposal of the Treasury Department is objected to as being
taxation used as a vehicle for regimenting changes within the in.
dustry, disrupting existing practices and relationships, and with the
Government the ultimate sufferer, . .

Please note also on chart X, consumption of cigars—and this is very
important: In spite of the steady trend during the past 15 years
toward cheap cigars at the lowest revenue producing brackets, there
has nevertheless been a steady decline in the total cigar consump-
tion, The last year and a half has shown a slight increase but very
small. In other industries, cheaﬁer production methods and lower
consumer costs have most generally’ resulted in marked increases in
consumer_acceptance. This has not been the case in the cigar in-
dustry. In-spite of offerings of sizes, prices and quality unequalled
in the history of cigars. If the per capita consumption of cigars had
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maintained itself on a par with the consumption at its peak back
in 1920, there would have been produced last year in this country
14,0?0,0(‘)10,000 cigars as against 6,000,000,000 which were actually
produced.

I trust, gentlemen, that yon will understand that there is no intent
to depreciate the value of 2-for-5-cent cigars or any other type. Each
is very valuable and each must be fostered to the same degree. There
cannot be any discrimination either in favor of 5-cent cigers or in
favor of cigars produced at lesser prices or at greater prices,

From the standpoint of revenue, however, this class A, the 5-cent
and 2-for-5-cent cigars must be given the most careful study. It is
in this production—over 5,500,000,000 cigars out of a total of 6,000,
000,000—from which the revenue must be obtained. Destroy that and
you destroy the revenue. Anyone who believes that the required and
necessary additional revenue will be obtained from the small 10 per-
cent remaining, about 500,000,000 cigars in all, of the other classes,
certainly does not know his cigar-smoking public.

The next classification is class B, also on chart 1. I am sorry to
have to go over all of these various classes, but that is the burden
that we have been carrying, and we believe it is very essential to
explain it and show the proposed taxation and its results.

The next classification, class B, cigars selling at from 5.1 cents
to 8 cents, and on which the present tax is $3 per thousand. On chart
No. 1, you will note how this class has practically disappeared from
a total in 1927 of 124 percent of the total consumption to 0.8 of 1
percent of the total in the last fiscal year.

The B‘oposed new tax for this class of cigars is under a new class
called D at $7 a thousand, and representing an increase of $% a
thousand. The reasons for the disappearance of this present class B
may be found in the absorption of class A in the trend toward cheaper
cigars. History might very well repeat itself in the same disa}':pear-
ance of the present 5-cent cigars which the proposal sets up as class C.

‘We now come to the very important class, namely, class C, cigars
manufactured to retail from 8.1 to 15 cents, and on which the present
tax is $5 per thousand. Notice on chart 1, consumption of cigars,
how this consumption has gradually dropped away continuously
from 1927 to the present time. In 1927, of the total cigars, 36.6 per-
cent were consumed as compared with the last fiscal year of 9.2 percent,
a drop from 2,500,000,000 cigars sold at 10 cents and up to less than
500,000,000 in 15 years.

Allow ug to couge this class C with the revenue history as shown on
chart No. 2. In 1927, the total tax paid was $12,515,000 on the 10-cent
and up cigars, representing 53 percent of the total tax collected. For
the last fiscal year ending June 30, 1942, the tax collected on class C was
$2,826,000, or 19 percent of the total.

The new tax proposal on this present class C recommends that this
class be split up into two new classes, namely, a new class E for cigars
retailing from 8.1 to 11 cents to be taxed at $10 a thousand, represent-
ing an increase of $5 per thousand, and another new class F for cigars
retailing at from 11.1 to 15 cents to be taxed at $18.50 per thousand,
an increase of $8.50 per thousand, |

To complete the picture, the remaining present classes are our
present D cigars retailing at 15.1 up to 20 cents, on which the new tax
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proposal is $18 per thousand, representing an increase of $7.50, and
which are to be classed as G. Our present class E, cigars retailing
from £0.1 up, it is proposed to tax %)25 a thousand, representing an
increase of $11.50, and to be known as class H. .

Then, under the Treasury proposal, an entirely new class is created
for all cigars retailing at 30.1 up, which is to be taxed at $35 per
thonsand, which would be an increase of $21.50 per thousand.

The charts for both consumption and revenue, Nos. 1 and 2, present
the picture of exactly what has happened during the past 16 years,
both in the production of the factories and the revenue to the Gov-
ernment on cigars retailing above 15 cents. Please note the discrimi-
nation represented in the percentage of rates of tax increase which
are proposed on each claws of cigars. The roposed percentage of in-
creases are: On the 2-for-5-cent cigars, 25 percent; on cigars up to 4
cents, the proposal is 75 percent increase; on the 5-cent cigars, the pro-
posal is 150 percent increase; on the 6- to 8-cent cigars, 133 percent in-
crease; on the 8- to 11-cent cigars, 100 percent; from 11- to 15-cent
cigars, 175 percent; on 15-cent to 20-cent cigars, 71 percent; on the
20-cent to 30-cent cigars, 85 percent, and on the 80-cent cigars and
up. 160 percent.

Does it seem reasonable to double and more than double taxes on
classes of cigars which are threatened with extinction under the pres-
ent basis of taxation? How can there be any doubt that this small
remaining volume of 10 percent of cigar consumption which remains
in the 10-cent up is seriously threatened toward further decline under
the increased taxes as are proposedf

If the cigar industry, gentlemen, is entitled to a place in the eco-
nomic structure of the country, and we think it is, and if the Govern-
ment expects it to contribute revenue, the satisfaction and the appetite
for cigar smoking must be maintained and catered to by the produc-
tion of CI%M‘S of quality in all prices. The Government and the cigar
industry have spent millons of dollars toward that end, and particu-
larly on the farmers, Whatever barriers are placed in the path,
whether they be in the form of taxes or any other form, must result
in iniury to the industry and in attendant loss to the Government.

The class C cigars at prices from 10 cents and up play an important
part in maintaining tone and quality and smoking satisfactoion not
only in their own {)rice brackets but likewise on the classes below
them. To further alienate these high grade cigars is to further weaken
the very backbone of the industry. It is in these classes that import
duties are paid; it is in these classes that the top-grade qualities of
domestic tobaccos are used and which market the gnner must have
in order to supply the lower-grade leaf types comimensurate with
the requirements of the manufacturers of cheap cigars. The high-
grade manufacturer, the 5-cent manufacturer, and the two-for-5 manu-
facturer each bear a balanced relation to the farm prices. It is the
statement of the farmer that it is not possible to raise tobacco for
two-for-5-cent cigars only. It is in these high-grade cigars, 10 cents
and up, where are employed by far the greatest number of cigar-
makers on hand workmanship, the continued employment of which
must depend on all these considerations. They can only survive and
pr%?rper as their principal branch of the industry is allowed to prosper.

e consider, gentlemen, that the proposal of the Government for
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taxation on these high-grade cigars is one of the most serious threats
which we have ever been confronted with, discriminatory to the manu-
facturers, to the workers, to the farmers. The proposal of the Govern-
ment for increased taxes does great potential injury to Cuba.

First, it most adversely affects the consumption of cigars made in
Cuba, and for which the United States is just about its only remsining
customer. Just as the proposed taxes will do great injwy to our
domestic high-grade manufacturer, so will it affect the cigars im-

rted from Cuba, and on which, as you know, there is already an
import duty. Just as our American farmer must be adversely af-
fected in any further impetus towards cheaper cigars, so will it affect
the second largest industry of Cuba, Havana tobacco imported into the
United States for the manufacture of our high-grade cigars; and, as
you well know, considerably into the 5-cent cigars.

In like manner, as we object to the proposed basis of taxation on
the cigars in class A, so do we most strenuously oppose the basis pro-
posed for the present classes, C, D, and E. The Pl‘oposal for these
classes is discriminatory, will disrupt this branch of the industry, and
will destroy the source of revenue to the Government.

As we understand, the present proposed revenue bill for war pur-

oses, this is the bill to obtain revenue for war purposes. It is not
mtended as legislation to accomplish radical changes within any
industry. We have put ourselves on record, much as we feel that
our industry should not be taxed at all, that we are prepared to do
our share in adding revenue to the Government, and, conditions per-
mitting, perhaps more than they ask for. The proposals of the é)ov-
ernment for radical changes in the basis of the'taxation are all the
more deplorable because it is the only commodity that we know of
that is treated in this matter. All other excise taxed articles, such as
beer, whisky, liquors of all kinds, wines, playing cards, and other
items are all taxed per unit regardless of the retail selling price. A
quart of the cheapest liquor pays the same tax as the most expensive.
Even in the tobacco industry there is no such type of taxation under
which cigars have been burdened-these many years, and which the
Government now proposes to doubly- increase that burden. Ciga-
rettes—one tax per thousand. Smoking tobaccos—so much per pound.
Snuff and chewing tobaccos, all are taxed without regard to classifi-
cations into the retail selling prices.

Some articles carry excise taxes collected at the retail sale point,
such as cosmetics, jewelry, furs, and so forth, which of course is a
quite different story from hiding them as part of a_manufacturer’s
cost, and of which the consumer 1s utterly unaware. Why should the
cigar industry be singled out for this type of taxation? Isn’t that
in itself discrimination to an industry, or is it possible that all of the
bases of excise taxation in all the other industries are all wrong?

Many in our industry feel that in this type of taxation may be
found most of the reasons for the history of declining consumption
and the declining revenue and steady trend toward cheaper cigars,
Some advoeate that all classes should be eradicated ; others feel that
this is not a propitious time.

As I have stated at the beginning of my statement, no industry
which is not healthy or which is house divided can be expected to ven-
der proper service, whether to the Government, the consumer, or to
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itself in all of its component parts. The history of cigars is one of
a declining industry, only just recently showing a spark of revival.
The statistics that you have before you in the charts speak for them-
selves in the portrayals of the declines in cigar consumption and reve-
nue in numbers of manufacturers, in numbers of empioyees, and the
value of material consumed. The vevenue now accruing to the United
States Government is several million dollars more than the total net
profits of the industry.

In summary, if this proposed basis of taxation on cigars and pro-
osed rates were approved, first, the cigar industry in all of its
ranches would be (iisrnpte(!l and weakened ; second, 1t would repre-

sent a discrimination against the cigar industry ; third, it would estab-
lish discrimination within the industry, class by cinss; fourth, it
would nullify the reciprocal benefits of our trade agreements in im-
orts; fifth, it would react to the detriment of the workers, the to-
acco growers, and the retailers of cigars; sixth, it will not obtain
for the Government the additional revenue which it seeks,

The cigar manufacturers strenuously object to the acceptance of
the ]{)roposed tax on cigars. In its stead we present to you a simpli-
fied basis of only four classifications, which we believe will be iair
to all branches of the industry. You will find our proposal on page
12 of the brief.

Senator La Fourerre. You divide it into four classifications?

Mr. Garcia. That is correct, sir. It is our hope that you will see
the wisdom of simplification in the classification of cigars, getting
away from the discriminations which have worked havoc in the in-
dustry on the present classification and which, under the proposed
schedule, woul(} be intensified.

I thank you very much.

Senator Tarr. But you discriminate also between the 2145- and
5-cent cigars? You make a dollar difference in your schedule? You
make a distinction between the two-for-5 and the 5-cent cigars which
has not existed before

Mr. Garcia. Yes; we have established a differential in that particu.
lar class. There are many reasons for that.

Senator TAFr. You are willing to make the 5-cent cigar tax heavier
than the two-for-5¢ ‘

Mr. Garcia. Yes; the industry seems prepared to make that change
in the present classification.

Senator Tarr. If you move the $3 and $4 up to $3.50 and $4.50
you get alnost exactly the Trensury figure, according to your claim

My, Garcia. That is correct.

Senator Tarr. Would that make a great difference to yout

Mr. Garcia. It would under present conditions. Of course, it is
very difficult to evaluate what tomorrow might bring forth. Farm
prices are not ceilinged. Tobacco from Cuba, for instance, I don’t
need to tell you gentlemen what rates must be paid to bring tobaceo
from Cuba. And with manufacturing costs, labor, prices for do-
mestic tobacco to the farmer, and so forth, it would seem advisable
to keep the tax as low as possible in order to obtain a maximum
amount of revenue.

Senator La Forrerre. Did I understand you to say that you are
authorized to represent a majority of the manufacturers?

Mr. Gagrcia. Yes, sir, that is correct.
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Senator La Forrerre. Of all types of cigars?

Mr. Garcia. Of all types of cigars.

Senator GurreY. Does that include manufacture of cigars in Lan-
caster and York Counties, Pa., where they make the great bulk of
the two-for-a-nickel cigars?

Mr. Garcia., They might not be members of our association; they
might be members who have different views, but we are prepared to
show that the total production which we represent is as stated, 8%
percent. Now, those manufacturers that you mention might be in-
cluded in the 15 percent.

The CrAmMAN. Any other questions?

Senator Davis. I would like to ask a question here. The two-for-5
cigars, do they pay less taxes than the 5-cent cigar?

Mr. Garcia. Now?

Senator Davis. Yes.

Mr. Garcia. No.

Senator Davis. What does this change in the tax program mean
on the two-for-§ cigars?

Mr. Garcia. The change means this, that the two-for-5 manufac-
turers cannot produce two-for-5-cent cigars with conditions as they
are, tax or no tax. That might be excepted to by one firm in the
United States, but I don’t think I am wrong when I state that no
manufacturer can make two-for-3 cigars in this country.

Senator Davis. What effect will this have on the farmer, I mean
the farmer up in Lancaster and York Counties, and other farmers as
far as that is concerned, on this two-for-5-cent cigar or 5-cent cigart
Will they get a reasonable price for it

Mr. Garcia. It is to be ﬂpresumed that any further taxes on the
cigar industry must be reflected in the higher grices of the cigars
themselves, and the farmers would get more and the laborer would
get more,

Senator Davis. What did the farmer get last year in Pennsylvania
for his crop, for the two-for-5-cent cigar and the 5-cent cigar?¥

Mr. Garcia. I am not an authority on Pennsylvania tobacco, but I
am given to understand that the two-for-5 manufacturer pays about
5 cents a pound for the tobacco in that area, and on the 5-cent cigars,
the price is around 15 cents per pound.

Senator Davis. In Pennsylvania, we believe there is nothing better
than two good cigars for a nickel.

Mr. Garcia. It is a question whether under conditions now they
should try to continue to produce them for two for a nickel.

Senator Davis. What will be the manufucturers’ attitude on that
toward this increase in the tax; that is, those who make the two-for-5-
cent cigar$

Mr. Garcra. It is my understanding that they are predominantly in
favor of the proposal that we make on the two-for-5 cigars. That is
my understanding,

Senator Davis. That is the proposal you have submitted ?

Mr. Garcia, That is correct.

Senator Davis, Not the one that is now in the tax bill¢

Mr. Garora. No, sir. The reason for that is that there is just one
firm who. would probably absorb_that 50 cents per thousand. The
reasons for it, he knows himself. He may have raw materials on hand
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to last him, or any number of reasons. One concern producing not
more than 25 percent of the total two-for-5 production—one concern.

Senator Davis. I am told that some of them are thinking that the
tobacco growers, with the price they are now receiving without this
tax, of attaching a little factory at the back of the farm and making
their own cigars,

Mr. Garcra. The two-for-5 cigars should go for three for 10 in order
to provide the increased costs which have come to us all—more for the
tobacco, the farmer, and the laborer in the factory.

The CramMaN. Thank you, Mr. Garcia.

Senator Pepper.

STATEMENT OF HON. CLAUDE PEPPER, A UNITED STATES SENATOR
FROM THE STATE OF FLORIDA

Senator Peeper. My. Chairman and gentlemen of the committee,
I appear here today due to the fact that Senator Whitaker, who was
to represent the cigar industry in Florida, and sarticularly that part
of it which is centered in Tampa, was suddenly called back to
Florida; and I received a tele%ram from the president of the Hav-A-
Tampa Cigar Co., which is the second largest manufacturer of the
class A cigar, the two-for-5 and the 5-cent cigar, as follows: °

I am disturbed in that Pat was forced to leave Washington. I know he has
gone thoroughly into this whole situatlon with you and that, therefore, you
realize fully how much it means to me. Under these circumstances may I de-
pend on you to do your very best to enable me to continue in my best efforts
to afford employment to worthy and loyal employees and to maintain & business
that will enable me to produce revenue to the maximum? I subscribe whole-
heartedly to a tax program that will bring forth every cent that an individual,
a corporation, or a business can possibly pay as we must have just this to
defend that which you and Y stand for and to give posterity a reagonable
chance, but I am concerned that those who would do just this for us would
because of lack of information, destroy the revenues that we need 8o badly. I
realize that this could be construed as a soifish statement but I pledge my
reputation on the sincerity of this appeal.

It is signed “Eli Witt.”

Now, Mr. Chairman and members of the committee, in Florida we
produce almost exclusively the two-for-5 and the 5-cent cigar. The
tobacco for those cigars is purchased in the great many States of the
Union, Pennsylvania, Ohio, Connecticut, %isconsin Georgia, and
certain other States. The revenue tax in 1926 imposeci on the class A
cigar was $2 per thousand. At that time the class A cigars were
about 46 percent of the total number produced. That category has
increased in proportion to the total production until today the figures
I have are that they constitute 91 percent of the total production of
cigars in the United States. ‘

At that time the margin of profit was, I imagine, not enormous or
not exorbitant, and upon that particular type of cigar. Had it been
50, T assume the Treasury would not have made certain reductions
which they made at that time. Since that time, that part of the
industry engagsd in the manufacture of that t}'pe of cigar has con-
tinually absorbed an increasing cost very steadily growing from year
to year until it has reached the point where they cannot absorb any
further increased cost unless they increase the price of the commodity,
and due to the peculiar character of these cigars, the two-for-5 or
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the 5-cent cigar, which have an advertised name and which are known
to the public, and due to certain established smoking habits, if they
ever increase the price they destroy the character of their product
and the sales begin to diminish instead of to increase, and therefore
the revenue to the Government is less instead of more; in other words,
you begin to feel the effects of the law of diminishing returns.

This one company in 1937 paid in social-security taxes $24,000; in
Federal income taxes, $64,000; for import duty, $28,000; in revenue
stamps, $256,000. That made total payments in those four categories
of taxes in the fiscal year 1937 of $375,090.68.

In the year 1941, that company paid for social-security taxes
$44,000; Federal income taxes, $128,035 instead of $64,000 as in 1937;
import duty, $55,000; revenue stamps, $377,409 as compared to $256,-
697 in 1937; or total payments in 1941 of $606,035.75. And they paid
these increased taxes without increasing a single mill in the sellin
price of their commodity. Either the manufacturer had to absorﬁ
that continually increasing tax, or the retailer had to increase it—
one way or the other.

I made a little compilation from some information I got from the
Treasury, to this effect: The class A cigar, which is the 5-cent
cigar and the two-for-5, in 1941 consisted of a production of 4,929,
000,000. The total production of all cigars in 1941 was 5,528,000,000.
You will see that is 49 to 55 in volume or in numbers. In revenue,
the revenue derived from the class A was $10,219,000, whereas the
total revenue derived from all cigars by the Federal Government was
$18,400,000. So 10 as to 13, I believe, gives about 80 percent of the
total Federal revenue derived from this particular category of cigars.

These figures indicate certain peculiar smoking habits established
on the part of the public with respect to cigars.

In class B, which was the 5- to 8-cent retail seller, there were only
43,000,000 cigars produced in 1941,

In the class C, the 8- to 15-cent seller, there were 518,000,000.

In the class D, the 15- to 20-cent seller, 39,000,000.

In the class E, above the 20-cent seller, 4,800,000.

That indicates a rather peculiar thing, that the volume of the
smoking of cigars is in’"the 5- or two-for-5-cent category, or in
the 8-to-15 cent category, indicating that if a fellow wants better
than a two for a nickel or a nickel cigar, that he goes up to one
that sells between 8 and 15 cents. He either gets what might be
called a cheap cigar, “a poor man’s cigar,” or he buys what is
called a good average cigar from 8 to 15 cents,

Now, here is an interesting indication of how this proposed tax
would work out. At the present time the class A cigar bears a
tax of $2 per thousand. They propose to increase the two-for-a-
nickel cigar which now bears a tax of $2 per thousand to $2.50
per thousand. The effect of that would be to raise the tax on
the individual two-for-a-nickel cigar from 2 to 214, mills, This
manufacturer that I am primarily speaking for here this after-
noon, because he is typical of that {»‘art of the industry which is
located at Tampa, manufactures slightly over 100,000,000 cigars a
year. That would mean that if this tax were imposed upon this
manufacturer, that there would be added to his income tax with
respect to this peculiar category of cigars, the two-for-a-nickel,
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$50,000. His tax payment for Federal income-tax purposes in 1987
on his whole business was $64,000, and in 1941 was $128,000. If

ou_add $50,000 to that, you increase by mearly 50 percent the
Kurden of his income tax, aside fromn the fact that this bill carries,
of course, the normal increase on the net income of this corpora-
tion,

That is due, of course, to the limitation of this manufacturer
passing on this tax due to the peculiar nature of this product, to
the consuming public. I have estimated that this company pro-
duced about a quarter as many nickel cigars as they did two-for-a-
nickel. If that is true, then upon the calculation that I have given,
there would be an additional tax of about $12,500 for this com-

any, which would make on his normal business an increase in his
income tax of about $62,500. That is an- extra that is to be im-

osed upon that corporation in addition to the taxes it would pay
if it were engaged in the grocery business or any other business and
paying on its net income upon which, of course, everybody has to pay.

Here is the way it affects the individual manufacturer or re-
tailer. As I said, the class A cigar now bearing a tax of $2 per
thousand pays 2 mills tax on each cigar. That would be increased
by this proposed tax increase to $2.50 per thousand, a half a mill.
I-}'ow is the manufacturer goin% to pass that half s mill tax on to
the purchaser? The Office of Price Administration has established
a ceiling upon cigars, and they t'Rrovide that that ceiling can be
exceeded only in the event.-that the tax is distinctly added to the
purchase price and so indicated. When you have got a half a
mill increase, you cannot charge the purchaser an additional 9-
mill increase without violating the law and without impoesing upon
the purchaser. And yet if you cannot add it on to the purchaser,
obviously it has got to be absorbed by either the retailer or the
manufacturer, and we all know that the margin of profit of the
retailer has always been very small.

Look what happens to'the nickel cigar, according to the same cal-
culation. It is now paying the same tax as the two-for-a-nickel, that
is, $2 per thousand. It is paying a tax of 2 mills upon each individual
cigar. This proposal is a tax of $5 per thousand upon the nickel cigar,
which means 5 mills tax for each individual cigar, which means two
and one-half times the tax it is now paying, 5 as to 2, apd that means,
therefore, that the tax on that cigar—that is a 8-mill increase upon
the nickel cigar. How is the manufacturer or the retailer going to
pass those 3 mills on? Tt is 3 mills, and therefore not half of 1
cent, but under the Office of Price Administration regulations, he
cannot add a cent on, and you cannot divide a cent up inte mills to
the individual purchaser, and it means therefore again that the re-
tailer or the manufacturer in this case has to absorb that additional
tax,

Senator JomnsoN. His income tax will be smaller, though.

Senator Peprer. You mean that he will make less$

Senator JornsoN. Yes,

Senator Prreer. But it would be a little unfair to reduce it in that
way, Senator. As a matter of fact, that is just exactly what the man-
ufacturer is afraid of—his income tax will be smaller because his in-
come will-be smaller; but the point is, instead of subjecting his income
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to the same tax paid by the other businessman who makes the 'same
Eroﬁt as he does, he is being subjected to an additional burden because

e deals in this commodity. -

Senator La FOLLETTE. %Vhat are you advocating, Senator?

Senator Perper. I am advocating, and I am speaking only for the
class A cigar as now classified, that that peculiar type of cigar cannot
have any additional tax burden added to it under the existing cir-
cumstances and smoking habits without the Government reaching a
point of diminishing returns in revenue. . :

Senator La Forrerre. Would you advocate the continuation of the
existing rate?

" Senator PeppER. The continuation of the existing rate of $2 per
thousand.

‘Senator VaANDENBERe. And you don’t want to have a different classi-
fication? You don’t want to open a “second front” in that category
of cigars? .

Senator Pepper. That is the way we have been operating for years,
and that is the only way the figures are available at the present time.

Now, Mr. Chairman, 1t is obvious that one of the additional burdens
that has had to be borne by this industry is, of course, the increase in
wages, and I have here before me a cliprlﬁg from a Tampa news-
paper where, I think justly, the Wage and Hour Administration has
ix‘m recently added to the minimum wage a minimum of 10 cents an

our, from 30 cents up to 40 cents an hour. Of course, other costs
comﬁarable to that are constantly being added on.

" I have before me a letter from a manufacturer in Baltimore, Md.,
whom I do not know, but it came to me unsolicited. He refers to the
roposed tax in this bill. He speaks of the proposal of the Cigar
anufacturers Association, to which he does not subscribe, and neither
do the Florida cigar manufacturers, And Mr. Garcia may be speaking
quite properly for certain other parts of it, but he certainly J:)es not
speak for this part of the industry in Florida.

This writer says:

Ever since the inception of the clgar industry, the manufacturers of the two-for-
S-cent cigars have been unjustly discriminated against. The tax on the two-for-
G-cent cigars has always been the same as for the 5-cent cigars, whereas the
tax on the 5-cent cigars has always been approximately one-half the tax on the
10-cent cigars. In framing this present bill, the Treasury Department recognizes
this diserimination.

So he points out that he, too, is up against the same dilemma of
being unable to absorb any additional tax with respect to this in-
dustry, peculiarly characterized as it is.

The cigar industry in Tampa, which has been the chief indust:
there for a good long while, has steadllﬁ been diminishing in strengtrg
and in value, as the cigar industry in the Nation as a whole has been,
of course. Altho'\jgh we have been increasing the number of cigars
produced in the United States since 1938, the quantity produced is
still 2,000,000,000 below what it was in 1938. In Tampa, there used
to be 13,500 people employed in the cigar industry. ’I¥mt number is
now down to 8,000, even under. present conditions. It was the one
city in Florida that was losing population until the defense estab-
Iisgments that now exist there were established there. It was the
one city in Florida, which, according to the figures of the Federal
Housing Administration, has the most empty houses in it and the
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lowest, rental rate, due to the decadence of the cigar industry in that
area, because the industry had migrated over from Cuba and from
Koy West and had centered there and had become the chief industry
of that city and section, and due to the fate that was generallz over-
coming the cigar indusz:ry, a part of which has been related here, it
has been a decadent industry, and it is respectfully submitted that in
respect to this particular type of cigar, it has reached the point where
there will be a diminishing return 1f the tax on this particular com-
modity is increased. L .

T thank the committee for the time it has given me.

May I offer this brief to be put in at the end of my remarks?

The CaaIrMAN. Yes. )

(The brief submitted by Senator Pepper is as follows:)

Facts SHowING AND DEMONSTRATING REVENUE REVISION BILn Now PENDING IN
THE HoUsE oF REPRESENTATIVES WILL UTTERLY DESTROY AND ELIMINATE Two-
¥05-5-CENT AND 5-CenNT CIGARS; AND INSTEAD OF INCREASING REVENUE WILL
1N Facr Resurr IN DECBREASE By ELIMINATING Two-For-5-CENT AND 5-CENT
CieaRs WHICH CONSTITUTE 91 PERCERT OF ALL CIGARS MANUFACTULED AND
CONBUMED

HISTORY OF CIGAR TAX

The classifications of United States internal revenue stamps for cigars and
the rates of tax to be paid thereunder bear a substantial relationship to the
intended retail prices of cigars within the several classes. In dividing cigars
into classifications for tax purposes, Congress surely intended that the stamp-
tax should apply to cigars in a degree, or manner, which would take into con-
sideration the intended retail prices thereof. Cigars coming within the classifi-
cation A are described as those which are manufactured or imported to retail
at not more than 5 cents each. The tax on cigars in such class is $2 per thou-
sand, a8 provided by the Revenue Act of 1926. The statistics of the Bureau of
Internal Revenue will show that the trend for many years in cigar consumption
has been and is toward cigars in class A and away from those in the other
classes, and it is hardly possible that the consumers will soon return to the-
other classes of cigars to any appreciable extent. In fact, this is the working-
man's or poor man’s cigar. The official records show that 91 percent of all
cigars which are being manufactured and consumed in the United States at the-
present time are class A cigars and this has been the approximate ratlo for:
several years. .

At the time the $2 tax was fixed in 1926 the margin of profit on class A
cigars was small. Since 1926, and particularly within recent years, there have-
been new and increased Impositions and taxes and other Incidental burdens,
Federal and State, placed upon the cigar manufacturers which have practically-
eliminated the small margin of profit that existed on this clasy of cigars. As.
an fllustration, we will list two or three tax ftems which the Havatampa Cigar-
103’2'6 Tampa, Fia., which manufactures class A cigars, has had to pay since-

1037:
Soclal security (new, since 1928) $24, 970. 80
Federal fncome 64, 954, 95
Import duty. 28, 467. 82°
Revenue stamps. 256, 697. 11
Total 375, 000. 68
1041
Social security. ¢ 44, 344. 34
Federal 1 128, 635. 83
Import duty- 53, 046. 35.
Revenue stamps 877, 400.73

Total . 606, 035. 75-
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The various State licenses, ad valorem, personal property, intangible, locumen-
tary stamp, and other State, county, and city taxes have likewise greatly
increased.

The preduction of tobacco in the United States Is largely regulated and con-
trolled by Federal agencies, and this, of course, results in curtailment of crops
and Inrreased prices to be paid by the cigar manufacturers. Transportation
costs un both raw materials and finished products have greatly increased by
reascn of the authorized increases in freight rates. Other commodities entering
intr. the cost of cligar yroduction huve liksewise reflected an increase. All
lev,islation in recent year; which In any way affected labor, has resulted in in-
cceases in the cost of prcauction. All of these increases, together with selling
expenses, which have also increased, have been additional costs of production
and have been absorbed by the manufacturer since the year 1926, and are now
being so absorbed. Taxes, prior to the year 1926, which, within themselves,
were sufficlently burdensome upon the “poor man’s smoke,” have been aug-
mented by new and additional taxes, which have become almost conflscatory in
thefr nature.

It must be borne in mind that at the time the present tax of $2 per thousand
was levied on class A cigars in 1926, this class of cigars bore u ratio of only
46.08 percent to the total amount of cigars manufactured and consumed in
the .United States. While today, and for the past several yeats, it has been
increased until class A cigars bear the ratio of 91 percent to the total amount
of cigars manufactured and consumed in the United States. So it is clear that
for the cigar industry to survive at all, it must be enabled to make some
reasonable profit out of this class of cigars, because the industry can only
make a profit out of cigars which the public consume. On account of these
additional and increased burdens which have been placed upon the cigar in-
dustry since 1926, at which time this tax was fixed at $2, it has become prac-
tically impossible for the manufacturer to realize any profit on 2-for-5 and
B-cent cigars. As a result, we point as an illustration to the local condition
in Tampa. The cigar manufacturer and particularly the small manufacturer
who employed from 100 to 300 employees has gradually been squeezed out of
existence in large numbers. Within recent years in Tampa 17 factories have
closed or consolidated; and of 13,500 persons normally employed in the cigar
industry In Tampa, there are only employed at the present time approximately
8,000, which has resulted in throwing out of employment 5,500 persons. While
this condition referred to is local to Tampa, it is, in faect, the same story
nationally. Every-fair minded person must admit that this cendition is so
acute that it calls for relief instead of increased burdens which the industry
cannot bear.

Most class A cigars are made practically entirely out of demestically pro-
duced tobaccos. Therefore the elimination of this class of cigars by the pas-

sage of present revenue vrevision bill pending in the House of I’.('pl‘esentmlves
in its present form will have a devastating effect upon the farmer who produces
the tobacco and the labor employed by him; as well as a devastating effect
upon the manufacturer and the labor employed by him, the jobber and. his
employees, the retailer and the labor he employs. Upon the passage of this
House bill and Its enactment into law, the manufacturer will be unable to pay
the farmer—producer—a reasonable price for his tobacco that goes into the
manufacture of these cigars; in fact he will be unable to continne in business
at all without a direct subsidy from the Government.

LESS REVENUR FOR GOVERNMENT

As the chafrman of the Ways and Means Committee of the Iouse stated
during the hearings conducted by that Committee on this question, the prime
object I8 to find more revenue. All-out war is costly—and the American
people know they must pay and pay until it hurts, But we also know, no
matter how much we pay, we can’t run thig war on “pay-as-you-go” basis. Our
belts and our children’s belts will be tightened for generations to pay the neces-
gary bill for the salvation of our national existence. And we agrce that we
should and must pay as much as we can now. The piddling $13,000,000 ralsed
on cigar stamps is not momentous in meeting annual budgets that pyramid into
the billions. But if more revenue can be obtained from this tax—without killing
the goose that lays the golden egg—we know Congress feels that it should do
80, but does any one honestly think 1t can be done?
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Mr. Swisher, for instance, a large cigar manufacturer of Jacksonville, Fla.,
testified before the House Ways and Means Committee to the effect that his
company could survive under an increase from $2 to $2.40 but not to $2.50
and still sell his cigars two for a nickel, He is one of the “one or two" large
manufacturers in the United States who Mr. Garcia, president of the Cigar
Manufacturers Association of Amerlca, testified before the same committee,
might do this. Of course Mr. Swisher might relish the elimination of all com-
petitors in his field. But what is golng *o happen to the little fellows who are
driven out of the fleld by the tax? Will the revenue be greater or less when
all but “one or two” manufacturers are gone? Every witness concurred that
the present §-cent cigar would have to go to 8 cents, or 7 cents and the 2 for
5-cent to 3 for 10 cents. And in the higher-priced field, Mr. Garcia pleaded
that they could absorb no more.

Now, this idea that you can sell two-for-fives- at three for 10 cents or
5-cent cigars at 7 cents I8 just wishful thinking. They all admit that there is
and always has been a stiff consumer resistance to the odd-cent cigar. One has
on'y to look at the tables of present revenue from present class B cigars
to see how unproductive is a tax on the odd cent cigar. I doubt if anyone
will claim that more than 2 percent of the pres 1t cigar stamp tax revenue
is paid by the odd centers. .And yet the proposal of the Treasury and all similar
proposals made before the House Ways and Means Committee are all based
on the theory that by tax manipulation we can get rid of two-for-a-nickel
cigars and make this same resistant consuming public accept 8-cent and 7-cent
cigars in the same volume that they now buy 214-cent and 5-cent brands. It
Just ean’t be Gone. America’s John Public has certain prejudices you cannot
successfully buck. There are numerous 3-cent, 3 for 10 cent, € cent, 7 cent, and 7%
cent brands available now. How many of them did you ever buy or see any
one else buy?

No. The gentlemen are right. Any of their proposals will “get rid of” both
the present two for § cent and the present § cent cigars. But they will not
create any substantlal demand for an odd cent substitute. Pipes and cigar-
ettes will get the bulk of the lesser trade and a cheaper 5-cent cigar will step
into the place of our present good cigars sold at that price, with the result that
when you total the revenue, you will find less money from cigar stamp taxes
than the present $2 per thousand law produces,

FEWER BUCCESSFUL MANUFACTURERS

But there are other things besides immediate revenue that Congress should
and we feel sure, will consider. If “one or two” manufacturers get all the two-
for-5 business, and hand manufacturers are forced to abandon this fleld, what
will happen to the thousands of little men who once were substantial employers
and taxpayers? In the struggle for survival set off by such a tax increase as
the House Btll proposes, the few big producers with their advertising budgets
can be counted upon to decimate the remainder. Success in cigar manufacturing
is, even more than in most other industrles, dependent on their *“brands” or
trade names of cigars. The great bulk of cigars sold in any year are those
bearing established brand names—Murlel, Phillies, White Owl, Roi Tans, Hav-
atampa, Cuesta Reys, King Edwards, etc. Years of painstaking manufacture
combined with millions of dollars in advertising have been expended in estab-
lishing a consumer confldence that a certain blend of flavor of smoke is guaranteed
by each brand name. Change the blend and you change the flavor. You not only
lose a customer for that brand, but you lose his confidence in the integrity
of any of your brands. 8o increased taxation cannot be absorbed by reducing
quality of the product without disastrous results to sales volume and the good
will of the producer. Noi can the retail prices of the established brand be
successfully raised. One who thinks he can. shuts his eyes to the entire exper-
ience of the Industry. Never has the price of an established brand been raised
without ruining the sale of that brand. The price can be reduced but not
raised successfully. The only successful way to raise the price is to bring
out an entirely new brand name for the product. This means discarding all
the labor, effort and enormous expense of developing such abandoned brands
over many years.

It seems to us unfair to saddle disproportionate loads on one industry or
selected industrles. This {8 everybody’s war. We are trying to defend every-
body's freedom and right to live. Why should not additional taxes fall equally

76093—42—vol, 2——11
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on all? And we must not forget that cigar manufacturers are taxpayers, and
their survival and reasonable prosperity promotes other tax collections—income
taxes, payroll taxes, estate taxes, etc. And after the war we shall need in-
dustry-—undisrupted-—to help carry on in the post-war adjustment and probable
acute unemployment.

DECREASED EMPLOYMENT

Mr. Van Horn, speaking for a group of labor before the House Committee
during the hearings on the House bill, under examination by Congressman
Robhertson, finally came around to the objective of his group in these words:

“I would rather have 10 people employed at a living wage than 20 people
to be employed at starvation wages. We will take our chance on increased em-

- ployment if we can get wages first through an increase in cigar, prices. So our
proposal, in a few words, is to eliminate the two-for-5 and go to three-for-10."

And he is exactly right, In our opinfon, that the increased tax at this time
will eliminate the two-for-a-nickel and will leave 10 employed in cigar factorles
where 20 worked before. It will also eliminate the present 5-cent cigar. The
Havatampa cigar factory alone made over 100,000,000 two-for-G-cent cigars
in Tampa last year. If the two-for-5-cent eigar is eliminated we would eonsider
ourselves fortunate indeed to be able to employ half as many workmen making
three-for-tens.

The advent of the two-for-5-cent cigar has been responsibie to a large extent for
the continuation of the cigar industry. Since machine manufacture (and not
the depression) made it possible to make a decent clgar at that price, its volume
has steadily grown, and even at that there were 2,000,000,000 less cigars made in
1940 than in 1018. Last year nearly half of all cigars made were in thls 214-cent
group. Bliminate these 2l4-cent and cut your 5-cent-cigar sales in half with a
6-cent or a T-cent price and what will become of the workmen who made them?
‘Where will your increase in revenue be? ¥You will have a decrease instead of
increase in revenue. These workmen as & rule are not capable of fitting into any
defense industry. 'They know only this trade—otherwise they are potentially
only unskilled labor. Throw them out of employment and ynu create public
charges of most of them, You have only to look at Tampa’s depression rellef rolls
to verify where unemployed cigarmakers land when their job is eliminated,

We assume that the objJect of the committee is economic and not social. Other
committees of Congress and other agencies of government are concerned with the
ambition to raise the wages of those who do work. But we are sure that Congress
does not want to do an act which would promote iarge-scale unemployment, which
will be the inevitable result in the passage of the House biil In {ts present form
on this question,

DEPRESSED TOBACCO MAREET

Before machine manufacture made the 214-.cent cigar possible, lower grades
of tobacco lay In warehouses and rotted for want of a market. The supply so
exceeded the demand that the market stayed forever glutted. That {s not true
today ; two-for-5-cent cigars absorbed it at fair prices. But if Congress heeds the
cry to eliminate this cigar and push it into the unsalable 3-cent or three-for-10-cent
class, consumer demand will certainly weaken, and as night follows the day,
large portlons of the growers’ crops will be stored to rot while the American
farmer goes begging for a market. Those interested in the American tobaccn
farmer should not pay too much heed to the fellow who does not use any quantity
of his ecrop. We buy tobacco grown in Florlda, Connecticut, Ohlo, Wisconsin,
Massachusetts, Pennsylvania, and Georgia, as well as imported varieties. We
know the farmer's problems. To sell part of his crop and lose or sacrifice the
remainder is a sure way to hard times for the United States tobacco grower,
His tobacco goes almost exclusively into two-for-5-cent and §-cent brands—the very
brands which are the target of thls proposed tax. Why subsidize him to raise
tobacco by one law and then destroy or cripple his market by another?

UNFAIR PENALTY ON CONSUMER

Hveryone has been heard in the hearings conducted except the consumer and
yet everybody admits he is the fellow who is supposed to pay the tax. But the
consumer’s remedy is not appearance before congressional committees. His
remedy will be revolt—the original slowdown. And when he slows down the manu-
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facturer slows down, labor is laid off, farmers lay up and store excess erops, and
Government loses revenue. This is recognized by the cigar workers employed in
Tampa, who are not in accord with Mr. Yan Horn as reflected and shown by
editorial carried In the Tampa Morning Tribune under date of Thursday, June
25, 1942, attached hereto,

We recognize the injustice in not having a lower tax bracket for 2l4-cent
cigars. It i1s inequitable that the poor man's cheroot should carry the same
load £8 the B-cent cigar. But such a differentlal must be accomplished by
reducing the tax on the cheap cigar, not by ralsing on all. There {s prac-
tically no margin in a 2-for-5-cent cigar today and very little more In the 5
center. If Congress cannot now reduce the tax on the 5-cent cigar, in the
name of common. sense do not kill one cigar and injure another, when these

. two produce 91 percent of all cigar stamp tax revenue. The object of the
present House revenue revision bill belng to raise revenue, insofar as the
cigar tax is concerned, we feel confident it will not accomplish the intended
object,

Respectfully submitted.

HAvATAMPA CroAr Co, oF TAMPA, Fra,

By Err Wrrr, President.

The following editorial, under date of June 25, 1842, 1s from the Tampa
Morning Tribune (having the largest circulation of any newspaper on the west
coast of Florida) :

AN Unwise TAX INCREASE

Tampa cigar unions are protesting the schedule of higher taxes on cigars as
proposed in the new tax bill which has been approved tentatively by the House
Ways and Means Committee,

Thelr criticism is not a run-of-the-mine complaint. The unions do not object
to an fincreased tax that is falr, for members realize that higher taxes are
necessary to meet the increasing debt. That was demonstrated when unfon
representatives appeared before the House committee and offered a schedule
of rates they said would have raised $2,000,000 more than the Treasury pro-
posed and considerably more than the amount now approved by the committee
itself,

The protest i8 based on the contention that the present schedule is discrimi-
natory. Tampa union leaders claim that the bill would give unfair advantage
to certain manufacturers, particularly those who make cigars selling at two for
5 cents. They say it hits hardest at the more expensive hand-made cigars.
Since many of the more expensive brands are made in Tampa, the unlons are
fearful that final adoption of the present program will result in large-scale
unemployment among Tampa cigar workers.

We cannot thoroughly agree with the cigar workers in that attitude, While
Tampa’s fame as a cigar-manufacturing center has been built on higher quality
and higher-priced clgars, recognition should be given to Tampa factories which
make the cheaper grades, A considerable part of Tampa's: output now is
2-for-5-cent clgars. One Tampa house alone made more than 100,000,000
of these last vear; and this house paid in taxes for last year the astounding
total of $610,000—which, by the way was an increase of $284,000 over the
total it paid in 1838. This company makes more than one-third of all the
cigars made in Tampa; and last year nearly half of all cigars made in the
United States were 2t4-cent clgars. 8o it appears the cheap cigars made in
Tampa and elsewhere are paying a latge part of the government revenue de-
rived-from that industry ; and, furthermore manufacturers of the cheaper grades
are glving employment to large numbers of workmen, which, they estimate,
'would be (;'ut one-half if a tax discriminating against their product in that class
s adopted. i

The unions are right in stating that this is a problem which' merits the best
of cooperation from organizations and individuals throughout the community.
The cigar industry means much to Tampa. Certainly none of us ought to re-
main silent while the Tampa cigar industry is placed at a disadvantage by
increased taxation which will bring less revenue to the Government because it
will reduce production and will be injurious also to the industry as a whole, to
the tobacco growers and to the consumer who pays the bill.
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The entire Florida delegation should be acquainted with the seriousness of
the Tampa situation; but time is short. Interested individuals and civic-
minded organizations should act now.

(The following communications were ordered incorporated in the

record :)
Tamea, FLA., August 17, 1942.
Re: Revenue Act of 1942—Taxes on cigars.

Hon, WALTER F. GEORGE,
United Statcs Senator, Chairman Finance Committee,
} Senate Office Building, Washington, D. C.

Dear SENATOR GEORGE: I have recelved report of bearing before the Finance
Committee held on August 10, particularly with reference to the tax on cigars. *
I am writing this letter as attorney and representative of the Cigar Manufac-
turers Association of Tampa.

The Tampa association consists of 16 cigar manufacturers manufucturing
the so-called clear Havana cigars. About one-half production {s clear Havana
and the other half is Havana filler with Connecticut shade wrapper. In 1841
they produced the following number of cigars in round numbers in the follow-
ing classifications:

Class A, all of which retailed at & cents 104, 000, 000
Class B, retailed at 2 for 15 cents and 8 for 25 centS.. .o ____ 11, 650, 000
Class C, retailing at 10 cents, 2 for 25 cents, and 15 cents______.__ 88, 985, 000

Class D, retailing above 15 cents and 20 cents, most of which were
3 for 50 cents sizes 23, 264, 000
Class E, retailing above 20 cents. —— 333, 000
Total 228, 232, 000

This, of course is less than 4 percent of the total production of the cigars
produced. However, we are responsible for the employment of between 6,000
and 7,000 employees, because our factories are the sv-called hand factorles.
This is about 1114 percent of the total number of workers employed in the
cigar manufacturing industry on the basis of survey of the Bureau of Labor
Statistics of the United States Department of Laber. The members of the
association have between eight and nine million dollars invested in the manu-
facturing of cigars and do an annual business of a little over eleven million dollars.

The association and each member thereof has taken the same position with
respect to the tax on cigars as taken by the Cigar Manufacturers Association of
America, whose president, Mr. Alvaro M. Garcla, appeared before your com-
mittee on the 10th. When he stated that he was speaking in behalf of the
Florida Cigar Manufacturers Association, this included our association and our
membership.

I notice in the report of the proceedings that Hon. Claude Pepper appeared
before the committee, in which he stated he was appearing “due to the fact
that Senator Whitaker, who was to represent the cigar industry from Florida
and narticularly that part of it which is centered in Tampa, was suddenly
called back to Florida.,” As a matter of fact Senator Whitaker represents the
Hav-a-Tampa Cigar Co., in whose behalf Senator Pepper filed brief, and I
am sure Senator Pepper did not intend for the committee to understand that
Senator Whitaker represented the cigar industry of Tampa, and that he (Sena-
tor Pepper) was appearing in the capacity. As a matter of fact, the Hav-a-
Tampa Cigar Co. specializes in two for 5 cents und 5 cents machine-made cigars,
making some hand goods. We notice on page 1454 of the record Senator Pepper
states that he is speaking only with reference to class A cigars as now classified.

I am forwarding a copy of this letter to Senator Pepper so that he may under-
stand the position of the Cigar Manufacturers Association of Tampa.

‘Will you please be so kind as to make this letter a part of the record with
respect to the tax on cigars, so that the record will correctly reflect the position
of the 16 cigar manufacturers of Tampa who are members of the Cigar Manu-
facturers Association of Tampa.

Yours truly, Rav C. B
AY C. BrROwN.
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MEMORANDUM OF C1GAR MAKFRS INTERNATIONAL UNION OF AMERICA IN THE MATTER
oF ProPosED INCREASE IN CigAR ExcisE TAXES, SUBMITTED BY R. K. Van HoeN,
PRESIDENT, WASHINGTON, D. C,

The Cigar Makers International Union of America, representing one-third of
the estimated 51,000 workers employed in the cigar manufacturing industry in
opposing cigar tax rates as they appear in the revenue bill recently passed by the
United States House of Representatives, most respectfuly propose the following
as cigar excise taxes:

Class A cigars retailing at 4 cents and less, $4 per thousand.

Class B cigars retailing at from 4 to 8 cents, $8 per thousand.

Class C cigars retailing at from 8 to 15 cents, $8 per thousand.

Class D cigars retailing at from 15 to 20 cents, $12 per thousand.

Class B cigars retailing at over 20 cents, $15 per thousand.

‘We believe the foregoing proposal is more equitable in tax distribution, and it
provides revenue in excess of the House bill.

Your attention is directed to testimony submitted by R. E. Van Horn, president
of the Cigar Makers International Union of America, in a hearing before the
Ways and Means Committee, United States House of Representatives, April 7,
1942, pages 2177-2183.

Your attention Is further directed to the Treasury Department’'s confidential
statement to the Ways and Means Committee, printed on loose-leaf pages 348-351.

It alleges on page 348 that the proposed taxes, which were recommended by the
Treasury Department and voted by the House of Representatives, will raise an
additional $15,800,000 in revenue,

The table on page 350 shows the Treasury received $14,100,000 for the fiscal
year ending June 30, 1942, under the present rate of taxes. The Treasury
estimates that for the fiscal year ending June 30, 1943, the Treasury will receive
$14,700,000 from taxes levied on the sale of clgars at the rates recommended
by the Treasury and voted by the House of Representatives.

As it is expected that these new tax rates will be in force for at least 8 months
of the fiscal year (November 1 to June 380), the Treasury therefore estimates
that the new rates will increase the income from $14,100,000 to $14,700,000
in revenues,

The increase of $600,000 in revenues in 8 full months would indicate an in-
crease of $900,000 for the entire year instead of the $15,100,000 in additional
revenue as stated on page 348.

Further, as some 90 percent of the cigars sold at present are retailed at or less
than two for § cents, and, as any appreciable increase in revenues should accrue
from the Increase in taxes levied on the sales of such cigars the comment of the
Treasury Department on page 851 is most interesting. The comment or state-
ment reads:

“Class A cigars has not been revised since it is unlikely that manufacturers
selling cigars made to retail at two for 8 cents can absorb the tax and other cost
increases expected and still maintain a profitable business.”

Surely, the Treasury does not expect to collect any appreciable amount of tax
revenue from the sale of cigars which they say will not be possible. The Finance
Committee should eliminate the proposed class A and combine the proposed class A
and class B into one class.

Such would be helpful to all in the industry and would permit of the farmer,
the worker, and the producer of cigars getting a fair return while the consumer
would benefit through obtaining a much finer cigar for the price paid.

Respectfully submitted.
R. BE. VAN HornN,
International President.

The Cuatrman. T offer for the record at this point the statement by
the Secretary of State in which he calls attention to the fact that he
thinks it desirable to avoid the subdivision of class E cigars into two
new classes at substantially different rates of tax with a view to pre-
venting any undue injury to the Cuban tobacco industry. .

(The statement referred to is as follows:)
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SraTE DEPARTMENT,
Washington, July 24, 1942.
The Honorable WALTER F', GEORGE, )
Ohairman, Senate Oommittee on Finance.

My DEAR MR. CHAIRMAN: I am in receipt of a note from the Ambassador of
Cuba expressing concern regarding the adverse effect which the proposed increase
in internal revenue taxes on high quality cigars, provided for in H. R. 7378, would
have on the Cuban tobacco industry. The Ambassador refers to the serious
crisis confronting this industry, and points out that the ipcreased cost of high
quality cigars resulting from the new taxes would cause a reduction in imports
from Cuba of cigars and of tobacco for manufacture into domestlc cigars of a
similar grade.

Section 605 of H. R. 7878 provides for (1) an increase in the tax rates on all
classes of cigars and (2) a regrouping of existing price classes for tax purposes
with a view to assuring more uniformity in the proportion which the tax will
bear to the retail price at which varlous grades are sold. Under the provisions of
this bill, present Internal Revenue class B cigars, which comprise the bulk of
our imports from Cuba, would be subject to tax rates of $25 per thousand on
cigars selling for more than 20 cents but not more than 80 cents and $35 per
thousand for cigars selling for more than 380 cents.

Clgars were included among the products on which this Government granted
tariff concessions in the second supplementary trade agreement with Cuba, effec-
tive January 5, 1942, In formulating its recommendation on cigars, the inter-
departmental trade-agreement organizaticn had occasion to examine the competi-
tive relationship between Cuban and domestic cigars. It was found that Cuban
cigars ordinarily sell for from b cents to 8 cents more than their nearest domestic
equivalents, and that, prior to the agreement, the tarift differentinl in favor of
importing Cuban filler and leaf tobacco for domestic manufacture into “all-
Havana” cigars was ahout 3.98 cents per cigar. Under the agreement, which
provided for reduced duties on both cigars and cigar tobacco, this differential
was lowered to about 3.21 cents per cigar. Under the new tax provisions pro-
posed, the larger part of Cuban class B cigars would be taxed at $35 per thousand
and the bulk of domestic class E cigars at $256 per thousand. This wounld mean
that the differential ngainst these Cuban cigars, which was reduced from 3.98
cents to 3.21 cents per cigar In the trade agreement, would become considerahly
higher than it was before the agreement was entered Into, that is, about 4.21
cents per cigar,

It is apparent that the value of the trade-agreement concession on Cuban class
E cigars would be largely destroyed if the provisions of H. R. 7878 in respect of
this class of cigars were to be adopted. The following provisions of the trade
agreement are therefore pertinent:

“It is further agreed that, in the event that the Government of either country
adopts any measure which, even though it does not conflict with the terms of
this agreement, is considered by the Government of the other country to have
the effect of nullifying or impairing, in an economic sense, any object of the
agreement, the Government which has adopted any such measure shall consider
such written representations and proposals as the other Government may make
with a view to effecting a mutually satisfactory adjustment ¢f the matter; if
no agreement is reached with respect to such representations or proposals within
80 days after they are received, the Government which made them shall be {ree,
within 15 days after the expiration of the aforesaid period of 30 days, to termi-
nate this agreement in whole or in part on 30 days' written notice.”

Other provisions of the trade agreement involved are those providing recip-
rocally for natlonal treatment in respect of internal taxes and for the right to
levy Increased taxes on imported products covered by the schedules of conces-
sions to compensate for increased internal taxes on like products of natlofial
origin. The intent of these provisions is to insure that whatever tariff or tax
differential there may be between imported articles and like national articles
will be measured by the ordinary customs duty on the linported article. How-
ever, in the case of imported articles of which there is no comparable domestlc
production, an internal tax has virtually the same adverse effect as an ordinary
customs duty. This is quite clear in the caseof such products as tea and bananas,
It could be argued that it would be substantially true in the case of cigars selling
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for more than 30 cents. In any event, the above-quoted provisions were included
in the trade agreement with Cuba, and similar provisions have been included in
other trade ngreements, with a view to providing, among other things, u basis
for protesting internal tax measures which would have practically the same
economlic effect as new or increased customs duties on articles included in the
schedules of tariff concessions.

I understand that total taxes collected on class E cigass in the fiscal year 1041
amounted to only $62,000, of which $33,000 was collected on Imported cigars.
Apparently, therefore, the possibilities of derlving increased revenues from higher
taxes on this class of cigars are very limited, and it seems possible that the
proposed subdivision of this class might well result in a reduction of imports
and hence of tax collections. I appreciate the desirability in general of trying
to equalize the relative tax burden on the varlous classes of cigars, but it seems
doubtful that a subdlvision of class B} would contribute much to this end.

I hope that the Finance Committee, in giving consideration to the pending tax
bill, will consider the desirability of avoiding the subdivision of class B cigars into
two new classes at substantially different rates of tax, with a view to prevent-
ing any undue injury to the Cuban tobacco industry.

A letter similar to this was sent to the chairman of the House Committee on
Ways and Means, but arrived too late for committee action.

Sincerely yours, '
Corperr Hurr,
Becretary of State.

The (%}{AIRMAN. Mr. Parker, is it too late for you to come on this
evenin

Mr. Parker. Any time that is convenient to the committee, either
now or tomorrow morning.

The Cramrman. About ’iow long would you want?

Mr. Parxer. I think I could conclude in about 20 minutes.

The Cuamman. I think we can hear you, then, before we adjourn.

STATEMENT OF LOVELL H. PARKER, TAX ASSOCIATE, GUY &
BROOKES, WASHINGTON, D. C.

Mr. Parker. Mr. Chairman, and gentlemen of the committee, my
name is Lovell H. Parker, tax associate, Guy & Brookes, Washinimn,
D. C. I am appearing in my own behalf for the purpose of making
certain comments with respect to the revenue bil} of 1942 now before
your committee.

Tazxes on individuals—The taxes imposed on individuals by the
House bill are very severe. I think they are too severe to be retro-
actively applied for the year 1942. I think, however, that they miﬁh’t
be higher for the year 1943. My suggestion is that the revenue bill
of 1942 contain two sets of rates on individual taxpayers, one to
apply to the year 1942 at slightly lower rates than the House bill
F{roposes, and another set for 1948 at somewhat higher rates than the

ouse bill proposes,

I fear that the public is not prepared to meet such a sudden in-
crease in rates as i1s proposed for this year and thet they have not
set aside sufficient funds out of this year’s income to meet the taxes
due next March. My proposal would undoubtedly obviate many
uncollectible tax items. You may sacrifice a few hundred million
dollars this year it is true, but you will make it up next lyear and
the following years and at the same time give individuals oppor-
tunity to adjust their obligations and commitments to the new rates.
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Under a retroactive bill, many transactions must have heen closed
before it was possible to know what rates and provisions the bill might
contain., The average person never realizes what is in the bill until
he comes to make out his return next March. .

For example, suppose 2 man sold some property at a loss last spring,
He would be entitled to expect that, as is allowed under present law,
he could deduct 50 percent of this loss from his ordinary income.
However, the House bill contains a provision that capital losses can
only be charged off against capital gains. But suppose, as is the
ordinary case these days, he has no capital gains. Then the result
is obviously unfair, and faith has not been kept with the taxpayer.

Another example of unfair retroactivity is tllle proposal to change
existing law governing pension trusts, so as to outlaw trusts here-
tofore set up 1n gerfect good faith and in full compliance with ex-
isting law. In effect this proposal forces the repudiation of contract
obligations of many corporations to their employees,

It is my opinion that to keep faith with the taxpayer is one of the
most important things in our tax system. If we have the tax-
payer’s confidence an Igood will, we minimize chiseling and cutting
corners on taxes due. I would suggest that if changes in capital gain
and loss provisions are to be made, or if other statutes, such as pen-
sion trusts are to be changed, such changes be made prospective and
not retroactive. ‘

I also believe, with respect to individuals, and for that matter cor-
porations, that for the year 1942 at least, some allowance or credit
should be given for the payment of debts. Many people who have
committed themselves to debts, such as for buying homes, and for
carrying on their busine-ses, will find themselves in the most serious
condition because their cadgets have been arranged for the whole
year on a different scale of taxation from what is now proposed.

With the permission of the committee, I ask leave to submit for
the record a short memorandum which I have written on this subject
of debt relief.

That memorandum is attached, but I will not read it.

The Cuarman., We will be very glad to have you do so, Mr. Parker.

(The memorandum submitted by Mr. Parker is as follows:)

ExHIBIT A
NEED FOR INCOME TAX DERT RELIEF

The income-tax burden on both individual and corporate taxpayers who are
heavily in debt is a very serious matter under existing high surtax and excess-
profits tax rates. This burden, in many cases, will become unbearable under the
increased rates proposed for the revenue bill of 1942 nunless some relief is
provided for.

Secretary Morgenthau, appearing before the Committee on Ways and Means
in March of this year stressed in his general statement “the need of holding
fast to the basic principle of our tax system, namely that taxes should be fair
and nondiscriminatory and imwposed in accordance with ability to pay.” The
Secretary also admitted in his statement that many hardships and inequities
existed in the KFederal tax laws which should be cured. We fail to find, how-
ever, In the detalled statement of the Secretary or of his representatives any
recognition of the fact that a taxpayer heavily in debt has less ability to pay
taxes than one similarly situated who is not in debt. Nor do we find any
mention of a cure for the hardship resulting from extremely high taxes suddenly
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imposed on debt-ridden individuals and corporations, We will now bricfly con-
slder the imperative need for some form of income tax debt relief.

1. INDIVIDUALS IN DEBT

(a) In the first place individuals in debt have been unfairly treated by our
tax laws because of the retroactive character of recently enacted laws and
because of the rapidity and magnitude of the tax incrcases therein provided.

For example, the Revenue Act of 1840 became law on June 25, 1040, but was
effective from January 1, 1940. The Revenue Act of 1041 did not become law
until September 25, 1841, but was effective from January 1, 1941, and the
probabilities are that the pending revenue bill of 1042 will not be enacted into
law until October of this year. Thus, revenue acts have been from 6 to 9
months retroactive,. When & man borrows money in the first part of the year
he does not know how much tax he will have to pay on the income upon which
he may depend to pay the debt. Moreover some, at least, of the recent tax
increases have been unexpected as well as drastic. This I3 readily proved by
the following example which shows the tax on a inarried man with no de-
pendents and with a net income of $10,000 for a serles of years, together with the
percentage increase in tax:

Total Federal income taz on married man with $10,000 of net income

Percont-
Total | age in-
tax

Year crease
over 1939

Percent
"""" 27
Pl
418

It seems obvious without further argument that under such a situation
the individual will often be in grave difficulties in meeting his obligations,
especially in cases where those obligations were created before there was any
intimation of the extreme tax increases which have recently occurred.

(b) In the second place, it is believed that the ability to pay of a man
in debt is substantially less than the ability to pay of man with the same
income who is not in debt. This is because the man in debt must amortize
the principal of that debt and no reduction i{s made in his net income on
account of such debt payments, This Is true whether he is on a salary and
buying a home, or whether he 1s conducting an unincorporated business
enterprise.

If some relief is not given to the individual in debt, doubtless mauny will
be unable to meet thelr taxes, so the Government will not secure its ex-
pected immediate revenue, and will lose revenue in future years because @
taxpayer has been put out of business.

II. CORPORATIONS IN DEBT

Corporations which ire in debt are also at a serlous disadvantage as
compared with corporations doing a similar business which are not in debt.

(a) As in the case of individuals, corporations have had to meet sudden
and drastic tax Increases effective retroactively for a period of from 6 to 9
months. They have also had imposed upon them an extremely high excess-
profits tax. The effect of this tax, together with the increased mormal and
surtax rates on corporations will serfously affect their ability to pay debts
unless some relief is provided for.

For example, under existing law (the Revenue Act of 1841) a corporation
with an Jnvested capital of less than $5,000,000 can make a profit of
8 percent on such capltal before paying any excess-profits tax. However,
if it does make 8 percent, it- must still pay a normal tax of 24 percent and
a surtax of 7 percent, so that it really has left after taxes only a profit
of 5.52 percent on its capital, out of which to pay its debts, provide for
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expansion, increase its inventory, provide for contingencies, and to pay divi-
dends. The very large corporation, under existing law, can make only 7
percent on such capital before paying excess-profits tax, but If it does only
make 7 percent it will have left after paying normal and surtax only an
earning of 4.83 percent on its capital out of which to pay its debts, provide
for expansion, increase its Inventory, provide for contingencies, and to pay
dividends,

This {8 bad enough but under the House bill the situation is much worse.
The small corporation, while still being allowed an 8-percent profit before
paying excess-profits tax, would be allowed to retain, on account of a com-
bined normal and surtax rate of 45 percent, only a profit of 4.4 percent,
The very large corporation, to which it is proposed to allow an earning
of only § percent on a substantial part of its invested capital before sub-
jecting it to excess-profits tax, would be permitted to retain only a profit
of 2.76 percent on its Invested capital out of which to pay its debts. pro-
vide for plant expansion, increase its inventory, provide for contin sencles,
and to pay dividends. It is belleved obvious that corporations -:ith sub-
stantial debt will not be able to pay dividends or to expand their business,
and may not even be able to take care of debt retirement under such a
method.

(b) It may be asked what will happen if they do make over 8 or 5 percent, as
the case may be., The answer is that, if they do, 80 cents of every dollar of
excess will go to the Government at excess-profits tax. In other words, if &
large corporation makes 20 percent on its invested capital instead of 5 percent,
it can be rendily computed that it will have left after taxes only a net earning
of 4.25 percent on its capital. Thus, excess earnings will do little to aid corpo-
ratlons whicn are in debt.

(¢) Finally, some businesses instead of profiting by the war economy are
injured thereby: If such companies make only 3 percent on their capital they
will have left after taxes only 1.65 percent because of the 45 percent combined
normal and surtax rate., If such businesses are in debt, their financial situation
fs indeed precarious.

It must be concluded that debt tax rellef 1s necessary for corporations as well
as individuals. The guestion then arises as to the form of such relief, having
due regard to the revenue necessities to the Government.

IIT. SUGGESTED RELIEF

In order to relieve these hardships to a reasonable extent and still protect
the revenue of the Government, it is suggested that—

Both individuals and corporations be allowed a deduction from net income
of the amount of payments actually made to retire indebtedness, at the due
date, in existence on January 1, 1942, where such Indebtedness is evidenced by
an obligation having a maturity date of 1 year or more from date of issue, pro-
vided, however, that the deduction allowed in any one year shall not exceed 20
percent of the taxpayer's net income (before crediting such debt deduction
allowance) for such year.

In connection with the above, the following polnts should be noted:

(1) Actual payments must be made within the taxable year. It is thought
desirable from the Government’s point of view to exclude deductions arising
from the accrual method of accounting, since payments due on debts might be
accrued but never paid.

(2) The irdebtedness must be in existence on January 1, 1042. This proposal
18 necessary to prevent tax avoidance. Future debts might be created for this
purpose if this limitation was not provided for.

(3) Debts taken into account must have a maturity date of at least 1 year
from date of issne, This provision would practically exclude such items as
accounts anid bills receivable.

(4) The deduction {s limited to 20 percent of the taxpayer's net income and
is limited to debts paid when due. This limitation i8 necessary to protect the
revenue, especinlly in the case of the surtax on individuals and the excess-
profits tax on corporations. If no limit were provided for, the individual finding
himself in the high surtax brackets could unnecessarily pay debts and escape
the high surtaxes. Likewise the corporation could speed up its debt payments
and take {tself out of the excess-profits class.
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IV. THE BITUATION OF BANKS

Income-tax debt relief is vitally important to the banks, first because it would
assist thelr customers In paying their debtsg to the banks and, second, because
if the definition of indebtedness is properly provided for in the law, it would
make the direct income tazes paid by the banks themselves more equitable.

Many banks went through a reconstruction period after the bank holiday.
Sometimes preferred stock was Issued and sometimes capital debentures. Most
of such stock or debentures is held by the Government. In any case the pre-
ferred stock or debentureg represent indebtedness and this term should be so
defined so as to include these items. Thus the banks would merely secure the
same treatment as would be provided for in the case of other taxpayers,

V. CONCLUBION

We believe relief along the lines suggested would prevent much hardship and
save many taxpayers from bankruptcy. Moreover, such relief would bring our
income-tax system more in accord with the principle of ability to pay. Finally,
the suggestion is also in accord with the recent message of the President to the
Congress in which he urged all to pay off their debts. If the taxpayers are to
pay their debts they much have enough money left after taxes with which to pay
such debts,

Mr. Parkzr. So far I may have seemed completely critical of the
House bill. X desire to say, however, that I believe tﬁat many of the
changes made by it are meritorious, such as a longer statute of limi-
tations on bad debt deductions, the alimony provision, and & number
of others,

Broadly speaking, I think we must secure all the revenue we can
compatable with the preservation of our American ideals, which neces-
sarily embrace the profit or incentive motive. It would be an unwise
golicy to tax at such a scale that through this bill we would secure six

illion of additional revenue this year, five the next, and four the
next. A long-run plan is obviously much better even if it secures in
1942 only $5,000,000,000 of additional revenue, if it promises six billion
in 1948 and and seven billion in 1944,

Taxes on corporations.—With respect to corporations, I believe that
the most serious aspect of the proposed system is the high combined
normal and surtax rate.

I am convinced that in all cases dividends will be seriously cur-
tailed and in many cases absolutely prevented. We have millions of
investors in corporate stocks who depend upon some reasonable re-
turn on their investment. Leaving aside tﬁe devastating effect on
these individuals, if we prevent this flow of money, of course we get
little in taxes from the individuals affected. Under the proposed
bill, the combined normal and surtax rate is 45 percent an(f aIl)nrge
corporation is only permitted to earn 5 percent on its capital before
the imposition of the 90 percent excess-profits tax. This means that
even if a corporation does not make enough money to pay an excess-
profits tax, nevertheless it can have left after payment of normal and
surtax, oniy 2%, percent on its investment. On such net earnings
after taxes the great majority of corporations cannot take care of
retiring their debt, providing for inventory and plant expansion pro-
grams, for necessary working capital and ¥or contingencies, and have
anything left for the declaration of dividends, at least on their com-
mon stocks. If they have enough left to declare dividends on pre-
ferred stock, they will be extremely lucky.

I wish to point out to the committee that, according to my com-
putations, approximately 50 percent of the amount of %iividends de-



1468 REVENUE ACT OF 1942

clared by all corporations go to individuals of small or moderate
means. That is to say, about 50 percent of the dividends declared

o to persons with incomes of less than $10,000. On_this subject, I
ﬁave written a pamphlet entitled “How the New Tax Bill Treats the
Little Investor.” I have asked the clerk to distribute copies of this
pamphlet to the members of the committee, leaving it to their judg-
ment as to whether they wish to have it printed in the record of these
hearings. I put it this way because I do not wish to cause the Gov-
ernment any undue printing expense.

In this pamphlet Fsuggest a remedy which will allow a reasonable
flow of dividends from a corporation to its stockholders and which I
believe will not substantially reduce the revenue from the bill; in
fact, over a period of years, it may increase the revenue because of its
stimulating effect. At all events, it will provide income to tax in the
hands of the individual and this income will be taxed in accordance
with the ability of the individual to pt(tiy. Under the present system,
every dollar of income which is taxed to the corporation pays the
same rate regardless of whether the stockholder, the ultimate owner,
be rich or poor. Thus the principle of ability to pay is disregarded.

As T have shown in the pamphlet referred to, I estimate that divi-
dends will pay an average rate of about 45 percent in the hands of
the stockholder. This is the same rate as the combined normal and
surtax rate on corporations. Suppose the tax bill in its present form
were to prevent entirely the declaration of dividends. In such event
if a cregit against normal and surtax net income, to the extent of
dividends paid, would result in the declaration of some dividends,
then the Government would lose nothing by the process. However, 1
realize that the present bill will not prevent the declaration of all
dividends, that is to say, some dividends will be paid in any event.
Therefore, to obviate any serious loss of revenue, I would suggest
that a credit against normal and surtax net income only, in the
amount of 50 percent of the dividends paid, be allowed.

A modification of the bill which would greatly increase the ability
of corporations to pay income taxes fgenerall , without undue detri-
ment, would be to allow some form of debt relief. This is dealt with
in detail in a memorandum on this subject which I asked to be in-
cluded in the record when I was speaking on the subject of taxes on
individuals.

As to the 90 percent excess-profits tax, I have no quarrel with the
rate. I do think the basis to which that rate would be applied should
be made more equitable. This is especially true in the case of cor-
porations reporting on the invested capital basis.

One of the unfair features of the House bill is the proposal to
change the present system of treating fiscal year corporations. For
the last 10 years corporations keeping their books on a fiscal-year
basis have been taxed on each fiscal year’s income as a unit. Now
it is proposed to split the income of such corporations according to
calendar years and tax one portion under one act and another portion
under another act. Many corporations on-the fiscal-ycar basis with
the full expectation of paying the 1941 rates for such months of
1942 as fell within their current fiscal year, have closed their books,
paid dividends, and completed their transactions on that theory. To
row retroactively change the system upon which they have justifiably
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relied is obviously unfair. The present system works out just as well
in the long run, for the fiscal year corporations will have to pay
a higher rate of tax longer than the calendar year corporations when
the time for some lowering of tax rates comes. )

Moreover, from personal experience, which I believe will be con-
curred in by most of your official draftsmen, I doubt that the pro-
posed change is susceptible of being accurately drafted. This is be-
cause of the number of sections of the law which must be changed
to accord with the proposed treatment of fiscal years.

I wish to reiterate, with respect to corporations, what I have
already said with respect to individuals in regard to the proposed
retroactive change in tile treatment of capital gains and josses. Man
corporations have undoubtedly taken losses early this year which will
now be denijed to them under the proposed bill.

In this connection, I wish to call attention to a hardship in the
case of the change made in the law which classifies buildings as cap-
ital assets. The result of this is that losses sustained on the sale of
business buildings cannot be taken advantage of becau:e the owner
frequently will %ave no capital gain against which to charge such
loss. Consequently, a company may be compelled to tear down build.-
ings and plants in order to realize the tax loss involved instend of
selling them to parties who could utilize them for some useful pur-
pose. This is waste, yet the corporation may be forced into 1t if
this proposal becomes effective.

Brief list of additional inequitics—With tax rates as high as they
must be, even though rates in the present bill are lowered, it is
believed that the greatest care must be exercised to prevent inequities.
The high rates must be imposed on real net income and not on
theoretical net income. I have already discussed some of the in-
equities of the bill, affecting both individuals and corporations. But
there are others. I do not feel that I should take the time of the
committee to describe these i Jetail. Therefore I will merely list
& few of them in the hope tha. the committee itself will take occasion
to discuss them with its own tax experts and with representatives
of the Treasury Department.

A. In the case of individuals, it is submitted that:

(1) The differential in tax on earned income and unearned income
is insufficient and should be broadened. :

Senator Tarr. It is entirely abolished, is it not, in this bill#

Mr. Parker. 1 thought it was retained.

Senator Tarr., The earned income credit is out, isn’t it ¢

Mr. Parkzr. I did not think so, The Secretary of the Treasury
recommended it being abolished, but the Committce on Ways and
Means of the House left it as it is in the present law.

The CxairmaN. I am advised that that is correct. The Treasury
did recommend its abolition but it was retained.

Mr. Parger, Yesj it was not abolished in the House bill.

(2) Some allowance should be made for doctors’ bills and hospital
expenses.

(8) The basis of a gift in the hands of a donee should be the fair
market value at the date of the gift in all cases. This is the amount
upon which the gift tax is paid.

(4) The tax basis for property distributed among partners should
be clarified.
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B. In the case of corporations, it is submitted that:

(1) The personal holding company section of the law should be
further revised so as to remove a holding company, the majority of
whose income comes from operating subsidiaries, from the personal
holding company classification. A5 long as one man can hold all of
the stock of an operating company and pay no personal holding com-
pany tax it is hard to see Wh(f a parent company holding all the stock
of operating subsidiaries and receiving most oiy its income therefrom
should be subject to this penalty tax.” Some holding companies be-
cause of bonded indebtedness or for other reasons cannot be liquidated.

(2) The relief provisions should be further broadened to give more
ade?uate relief to companies compelled to use the invested capital
method. ’

(8) The relief provisions should be further broadened, with retro-
active effect, so that deductions for as well as income resulting from
a claim, award, judgment, or decree may be properly spread over the
correct years,

(4) Something should be done tax-wise to encourage the produc-
tion of strategic metals vitally necessary for the war effort. This was
what Mr, Nelson reconmended—not what I am recommending, but
he mentioned the necessity for it. Rapid production exhausts these
resources, and the high excess-profits tax takes all the profit. Conse-
quently, the present system tends to retard production which is the
exact opposite of what our war effort demands.

I suggest to remedy this situation that for all increased production
over the production for the year 1941 of these strategic and critical
minerals that a further increase depletion allowance be granted fox
the duration of the war. Increased production can be obtained by
this method at less cost to the Government than by increased price.

(5) Relief should be provided in the treatment of income arising
in foreign countries which may be accrued on the taxpayer’s books
but which cannot be transmitted to this country because of war con-
ditions. Many countries prevent or curtail the transmission of funds
to the United States, In fact, the whole system of taxation of foreign
income