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INVESTIGATION OF THE BUREAU OF INTERNAL REVENUE

a————

FRIDAY, MARCH 20, 1925

UNtreEDp STATES SENATE,
Seecr COMMITTEE 10 INVESTIGATE THE
Bureav or IxTerNaAL REVENUE,
Washington, D. (.

The committee met at 10 o'clock a, m.. pursuant to adjourmment of
vesterday.

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

Present also: Mr. L. (. Manson. of counsel for the committee;
Mr. Raleigh €. Thomas, investigating engineer for the committee:
and A, L Fay and My, Hugh Archbald, investigating engineers for
the connnittee,

Present on behalf of the Bureau of Internal Bureau: Mr. AW,
Gregg, special assistant to the Seevetary of the Treasury: Mr, C. R.
Nash, assistant to the Commissioner of Tnternal Revenue: Mr, James
M. Williamson. attorney, office of Solicitor, Bureau of Internal
Revenue: and Mr. A, R, Marr, attorney, office of Solicitor. Barean
of Internal Revenue,

The Cusirmax. You may proceed, Mr. Manson.

Mr. Geeae, Before Mr. Manson proceeds, Mr. Nach wishes to
make a brief statement.

The Cuatesan, Very well.

Mr. Nasi T want to refer to two statements with 1eference to the
procedure which has been eriticized in the case of William Boyee
Thompson.  Counsel for the committee in opening his ease made
this statement

This ense is an important case, not ondy from the amount of tax involved,
but becnnse it diveloses g laxness which we believe 1o be symptomatic in cheek-
Ing losses elaimed ns deductions,

The Thompson case for 1918 apparvently was handled in the burean
without being referred to the revenue agents in the field for a fiell
andit and for checking those losses.  Under our present procedure,
as deseribed in what we call income tax order No. 13, dated Novew-
ber 28, 1924, and which has been in effect since December 1, 1924,
one of the first provisions reads as follows:

Al cases shall be referved for fleld audit exeept those which can be elosed on
the baxis of the information at hand without additional correspondence with
the taxpayer.

In the Thompson case a letter was written to the taxpaver asking
for some information as to the losses and the case was appavently
cGosed on the basis of the reply. Such a ease, coming before the
bureau to-day, would not be handled in that manner. The eave
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would be immedintely referved to the field for imvestigation. 1 just
wanted to bring out that point to show that the presgnt practice in
the burenu s not the practice which was followed in the Thonmp-
SOTE O,

The Casnman, However, the practice followed in that ease was
the practice heing followed at that time?

Mr. Nasse T oean find nothing i any written order that would
substantinte thet statement. I have talked to the present head of
the personal audit division, who was not in charge at that time, |
believe, although 1 am not sure of that,  He has been unable to find
any written order that wonld substantiate the piovedure in this case,
"There seems to have been at that time a sort of reorganization in
process,  There used to he an old fiekl andit control so(tmn, through
which all field investigntions were handled.  About that time the ol
field audit control section had been nholished and the field work was
spread out through the other audit divisions.  Any instructions on
this point are apparvently not available now. If theve were any
definite instructions we are not able to find them at this time.

The other point [ wated to bring out was in connection with a
statement made by Mr. Manson.  Mr. Manson made the following
stafement

Mr. Box interviewed (he chief of the suabxection where this ense was handled,
0 Miss Powery, as to whether it was cusiomary wheve the schedale did not
contain the information called for pnd where the infornmtion =applied by
the taxpayer was not suficient to make the basis of an effective audit, to
allow the deductions nnder those conditions,  Rhe stated to Mr, Box that they
not only made no check except on the totals, but there was no information on
file 1y that section from which a cheek could be made,

In September, 1923, an information section was established in
the personal audit division for the purpose of keepine such infor-
mation was needed in these cases and also a great deal of other in-
formation. I find that that information seetion has the following
basis of information in their files: Moodys and Poor’s Manuals
with respect to stock dividends, reorganizations, receiverships, hond
issties, ote.: an index of distribution of estates: index of Hiquida-
tions, Standard Statisties Co, book showing Mape h L1983, vadues of
stocks sand bonds: Finaneinl Chroniele showing the New York Fx
chanee {ransactions from 1896 down: also curves for each month of
New York Stock  Excbange, Chicago  Fxehange, Philadelphia
Fxchange. Baltimore Excinange, and Boston Exchange; Jist of tock
transuactions outside of those traded in on the exehange since Mareh,
1917, from the Standard Statistics; and copies of Bradstreet for
cach vear.

The information scetion, T am informed, can alse give informa-
tion on the folloing subjects:

Alocation of dividends showing pereentaee taxable and nontaxable; alle-
cation of Hguidating dividends showing percentoge return of eapital, tuxable
for surtax, and taxable for both nermal and surtax,

In the eaxe of sale of stocks of corporafions having untaral resonrces sub-
Jeet to depletion, the information unit has vecorded tas-freo distributions ve-
ceived since Mareh 1, 1913, by stockholders of such corporntions,

Maveh 1, 1913, value of securities shown by market quotations or determined
nnder A, R, M. 34

Market quotations of securities for all years snbveqaent o 1806,

Dates, and percentazee of payients of stoek dividends and stoel riphts,

Paxable status of <toekholders in veorganization, merger and consolidagion
transactions,
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Status of contributions, showing those deduetible and not deductible

Information on refunds of estnte taxes mnde to varfous extatos,

Motters pertalnlng to cases vombug under the offiee of the Allen Property
Custodinn,

There are also other details that are not enumerated here. 1 jusit
wanted to bring out the above to show that there is such an infor-
mation section at present in the bureau and that there was one in
existence at the time this case was settled.,

The Chamsax. b do not get the application of your statement
beatse I do not reeall anything in the testimony that indicated
even Hu- securities on which Tosses were claimed.

Mr. Nasu. The schedule that was submitted in respect to the
letter in this case did give the names of some securities. It did not
list them all.  For instance, I remember one item of foreign ex-
change that appeared to be a big sum that was not analyzed.

The Crammas. OFf course you could not tell what foreign ex-
change that was, could yeu?

Mr. Nasn. No, sir. What 1 wanted to bring out was the fact
that this auditor apparently told Mr. Box that there was no place
in the hurean where she could get any information.

Mr. Manson. T do not think that is what she said. That is not
my statement.

Mr. Nasie. I will vead your statement again,

The Coaanman. 1 think the Chair umlvrsmmls, I think my
wnderstanding of the statement of counsel was with rveference to
the information concerning this particular case and not the general
information,

Mr, Maxson, T made two statements in regard to that matter. 1
made the statement that counsel for the burcau has just quoted.
That statement was that this woman told Mr. Box that there was no
information on file in her section.  The statement just read by the
representative of the bureau does not controvert ﬂ]mt

I wish to say that we have just begun a general swrvey of the
bureau for the purpose of d--wlnpm" just sueh facts as are now
being brought out, a study of s organization, of its facilities, and
how cases are routed through the buremi. In other words, we have
just begun o general survey for the purpose of ascertaining the gen-
eral mzutmm Cand or ganization of the bureau.

I quoted the statement made to me by Mr. Box and 1 do not see
that the statement that has been mnde here controverts the statement
that wus made,

Mr. Nasi It may be true that this information was not imme-
dintely at this anditor’s elbow. It is iv the division in which this
suditor belongs,  There were mstractions in the division that anv
suditor who wanted that sort of information should fill out a hlank
stch ax this which I hold in my hand and forward it or take it to the
information division and get such information.  Every auditor was
furnished with these blanks and with such instructions.  We could
not_keep a copy of Moody’s Manual, for instance, on every auditor’s
desk.

The Cramoran, T understand that. T am still of the impression,
or ot least T grot the impression that the matter related to particular
securitios on which this taxpayer clinmed losses.
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Me. Manson, The schedule of the taxpayver, even the supplemental
information furnished, did not identify 5 per cent of the securitiey
upon which losses were clatmed.

Mo, Nasin IF 1 am out of order with this siatement T will with-
deaw it. My understanding was that counsel was eriticizing the
general procedure in the handling or checking of losses,

The Cragman, If he was, T did not get that particular point of
it. 1 got the particulur point, or at least it was impressed upon me,
that information was lacking with respeet to this particular case,
If the civeumstances and conditions are as you stute we will let it
go at that.
= Mur. Nasi. The first statement of counsel was that it was * be-
cause it discloses a laxness which we believe to be symptomatice.”

The Cnamman, 1 think the laxness was in passing the natter
without having information with reference to the securities on which
the losses were claimed. 1 do not desire to controvert your statement
if the conditions are as you state, so we will let it go at that.

Mr. Maxson. Surely.

Mr. Greee. Now, 1 would like to put something in the vecord with
reference to the cil situation.  As will be remembered, counsel for
the committee first presented, throngh Mr. Fay, 2 general eriticism
of the procedure of the burean with reference to discovery depletion,
\\'hi(‘h‘[ want new to answer. T do not want to take up the specifie
cases which several days later were referved to by counsel. We will
come to those at a later time. T merely want to take up now the gen-
eral criticism made by Mr. Fay of the general procedure of the
barean with reference to discovery depletion,

Mr. Fay's eriticism of the handling of this subject by the bureau
was divided into three parts: First, the criticism of the definition of
the discovery or proven areas second, a criticism of the use of the
market price of o1l in determining the value; and third, a eriticism
of tioy discount rates used by the burean. T wonld like to take up
those points separately and not in the same order as they were taken
up by Mr. Fay.

The fir-i point T want to take up is the question of the market
price of the oil. Mr, Fay's eriticisi and the eriticisng of the connsel
for the committee on that point is divided, T think, into two parts,
First, Mr. Fay said that most of the drilling was done during high
oil prices and consequently when the discovery wells were hronghr
in, the prices or values were boom values and the depletion dednetion
was excessive,  That eriticism is a eriticisin of the act itself and not
of bureau procedure, beeause the act provides for the valution in
the case of discovery on the busis of the fair market value at the
date of discovery or within 30 days thereafter.

The Crarmax. In that connection, is it your opinion that the act
itself might properly be changed?

Mr. Guees, 1 think the whole matter of discovery needs consid-
eration.

The second point in that eriticism of the use of the market value
of o1l was one made by counsel for the committee and later vestated
by the chuirman. It was to the effect that the posted price of oil at
the date of discovery might be high, that it miglxt be higher than the
average of the preceding three years. and that this wonld give a
fictitiously high value. The chairman restated that criticism in a
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different way, both here and before the Finance Committee, when he
asked me why we used in valuing mines an average price, and in
vilutng oil properties the posted pries at the date of discovery  'This
erdicism, I think, s the more important one,

The Cnammax. That is the one with reference to which y o say
the lnw is responsible and not the buveau

Mr. Greaa. No, sirs that one the law is not responsible for.

The Camnan. I thought it was the posted value at the date of
discovery?

Mr. Grroe. 1 said that the first criticism that the value at the date
of discovery is usually 2 boom value and high is a eriticism of the
law, which provides that we must take the value at the date of dis-
covery or within 30 days thereafter. The second criticism and the
one you emphasized is that in valuing as of that date we used the
posted price of oil on that date, rather than the average, as we do in
valuing other mineral properties.

The Cramsran. But you are required by law, you say, to use that
valuation?

Mr. Greca. No, sir; we are not.

Mr. Mansox. You are drawing a distinction there that I did not
draw. The point I made is that while you are requirved to take the
value as of the date of discovery, or within 30 days thereafter by law,
vet the value you are to take is the value of the well, which depends
entirely upon what the operator or purchaser expects to get out of
it, and that nobody buying an oil well at the time when oil is at a
pealc would buy it upon the theory that oil would continue at that
price until he had recovered all the oil out of his well. That was my
criticism.

Mr. Greci, That is exactly what I said. Perhaps I did not make
myself clear. That is the eriticism which counsel made and the crit-
teism which the chaivman made. The point is this: The law itself
forces us to value as of the date of discovery, to value the oil in the
ground as of the date of discovery. The criticism of counsel for the
committee, which was later restated by the chmirman, was that in
valuing the oil in the ground we use the posted price of oil as of that
date when it might be that the price of oil would decrease in the
fnture. In other words, a purchaser at the date of discovery, if th.
price of oil was high, in valuing the property would not use the
posted price of oil on that date, but would anticipate a subsequent
decrease in the price of oil.  You criticized us for using the posted
price of oil on the date of discovery, instead of considering the fact
that it might decrease in the future before the oil was produced, and
that such an element would be considered by the purchaser.

The Coammas. T must be very dense. beeanse U de not get the
difference now between what you say the law requirves vou to do and
what you say 1 criticized you for doing.

Mr. Greoa. Let me restate it. I evidently have not stated it
clearly. 'The law requires us to value the property, to get the fair
market value of the property at the date of discovery.

The Cusirayrax. Does that include the oil or the land. or just what
does it include?  Tn arriving at the value, do you use the oil or the
ground, or just what do vou inelnde in the term * properey ™/

Mv, Gueca, The act says © property,” and that inve'ves the valua-
tion of the oil in the ground.
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Mr. Manson. What ¥ was criticizing was the use of the posted
price of vil as of that time and applying that posted price to all the
oil in the ground.

The Cusrman. Is not that what you are required to do by law?

Mr. Gresa. No, sir. We are only required to get the market
value of the property. The criticism made by counsel for the com-
mittee is that a purchaser would not estimate that for the four years
it would take to produce that oil to get it in a marketable condition
that the price of oil would remain at that peak price.

Mr. Manson. That is my criticisn.

The Cramrman. I think I understand it now.

Mr. Greas. In criticizing us for doing that, counsel compared the
oil industry with the copper industry, and said we took t{w posted
price of oil at the date of discovery, but in the case of copper we
take the average price over the 10 preceding years, and asked why
we made the distinetion. T did not know at the time, so I did not
answer.

The Cuairyman, Then T was as well informed as you were at that
time.

Mr. Manson. I made that same criticism, and in making it T as-
sumed the same thing the chairman assumed, namely, that it was
vour decision that the law required you to take the posted price at
the date of discovery or within 30 days thereafter.

Mr. Greca. 1 am glad that is brought out, because I want to make
our position clear on that matter. We do not make that contention.
We contend that all we have to determine at the date of discovery is
the market value of the property. The matter of the price of oil
which we should use in an analytical appraisal method to determine
the value of the oil in the ground is a d:ﬁerent question and a matter
of jud;in)nent, and one on which the act does not require any specific
action by the bureau.

Mr. Manson. I think we can agree that the fact to be determined
at that time is what the purchaser would expect to get out of that

prgfert(y.
r. Greaa. Certainly. I think we understand the question and
the difference.

In the copper industry and in all metal mines the life of the prop-
erty is usually very long. Some copper mines have a life of 20 to 40
vears. Valuation of such property by an analytical appraisal
method necessitates an estimate of what the price of the copper
will be over the life of the mine. In the case of oil, however, in
the majority of cases the property is short lived—two to four or
five years. We do not have tKe long lapse of time over which we
have to estimate the price of oil.

The CuairmMan. It is a condition well known, is it not? That
condition which you have stated is a condition known?

Mr. Grege. Yes, sir. In the copper industry it has been the prac-
tice to estimate the future selling price of copper based upon the
past selling price. That is what was done in valuing the copper
mines under Mr. Grimes’s method, although it differed somewhat
from the method used by Mr. Gratton. They both have considered
the price of copper for a long period in the past in estimating the
future selling price of copper. In the oil industry that has never
been the practice. The practice has been in the oii industry, I
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believe largely because of the short life of the propercty, to value
the oil on the basis of the present posted price of oil. I would like
to give a few authorities on that.

he CraikMan. Do you mean that is the practice in buying?

Mr. Greoe. That is the practice in buying. For example, when
the first oil well was brought in in this country around Civil War
time in Pennsylvania, oil wells were sold on the basis of a valuation
arrived at in the following manner——-

Senator Krnsr, This was whent

Mr. Geroa. Away back at the time of the Civil War, when oil wag
first brought in up 1 Pennsylvania. The value was determined to be
the daily posted value of each barrel of oil production multiplied
by 1,000. It was an arbitrary method. 1 will read some other
authorities with reference to that.

Senator Ernst. Why did they use the 1,000 unit?

Mr. Grece. That was the method used at the time. I do not know
why 1,000 was determined, but it was based entirely on the posted
price of oil at the date of valuation. The authorities I have for
that are as follows: “ Valuation of oil and gas lands,” by Robert
Wesley Brown, page 153.

Mr. Manson. That rule-of-thumb method to which you have just
referred was never applied except in the East, was it?

Mr. Grece. Yes. ?t has been applied with modifications in other
fields, usually with some modifications due principally to the fact
that in the %ennsylvania field the production was settled. They
could estimate fairly well the life of the property and the yearly
production. Of course, some modification was necessary in the case
of flush production.

Mr. Manson. Those were the long-lived wells?

Mr. Grece. Yes. I am not saying that the formula can be applied
to other properties, but as far back as the Civil War in determining
the price or the value of oil properties they used as a Jetermining
factor the posted price of the oil at the date of valuation.

I am going to quote now on the same subject from a book entitled,
“Appraisal of O1l and Gas Properties,” published by Roswell H.
Johnson, professor of oil and gas production industry of Pittsburgh,
and Paul Ruedemann, appraisal engineer and geologist :

An old and up ¢ the present time most commonly usec rethod for caleulating
values is the ba.vel-day rule, This rule of thumb origir. ed in the Pennsyl-
vania fleld and was stated thus: The value of settied production per barrel is
1.000 times the posted price of the crude.

The foliowing is a quotation from Oil Land Development and
Valuation, by R. P. McLaughlin, page 171:

Settled ‘production has long been the basis for establishing the market value
of oil properties, It is applied, as the name implies, after the initial or flush
production has settled down to somewhat uniform rates. The price per barrel
of oil produced daily by a property is quoted as its value. The price per barrel
for settled production in any locality naturailly varies with the market
value of cll.

These quotations I am puiting in the record, and I have two more
which I will turn over to counsel for the committee, for the purpose
of showing that as far back as the Civil War properties changed
hands on the basis of a valuation based upon the posted price of oil
at the time of valuation.

92019—25—pr 15——2
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The Caramrman, Then nothing has happened since that time which
suggests a better method ?

r. Greae. No, sir; evidently not, from the authorities T have read.

Mr. Fay. That applies to settled production, does it not?

Mr. Grego. It is not my contention that the rule is a rule on which
wells should be valued prior to settled production. Tt is merely to
show that in any vaiuation, and it does not make any difference in
this case whether it is flush or settled production, it is the market
price of oil at the date of valuation that 1s used as the basis.
| Mr. Fay. It must be at the date of discovery, according to the
aw,

- Mr. Grraa, That is the first point T was attempting to make. The
next point is the matter of discount rates,

Mr. Manson. Before yon leave the first point, is it not conceivable
that a factor which is proper to be applied as the basis of one for-
mula may not be proper to be applied as the basis of another ¢

Mr, Grece. No, sir; I do not think so: not in this particular in-
stance. If oil properties have changed hands since the Civil War
on the basis of the valnation of the properties. a factor in the deter-
mination of which is the price of oiR and the price of oil which has
been used in such casrs is the posted price at the date of valuation,
then I think if you use the price of oil in any formula the same rule
should aplplv.

I am glad you brought me back to that point, because there is
another point ¥ want to make in connection with it. There have been
cases where at the date of valuation the price of 0il was unusually
low or unusually high. I checked that over with the natural re-
sources section, and the only cases they could give me where the price
of oil was unusually low at the time of valuation were some of the
valuations in the California field, where the price was known to be
at an amount much below the level. In those cases they did antici-
pate an increase in the price of oil over the life of the property.

The CHamrMAN. Was that justified at the time under the rule?

Mr. Greee. Not under the ironclad rule. I am making the point
myself that it is subject to exception. They made an exception to it
in that case. There have been cases where they valued property at a
time when the price of il was unusually high and it was known that
it was unusually high.

Senator King. Sort of a boom price?

Mr. Grece. A boom price it was. It could be anticipated that over
the life of the property that price of oil would decrease. In those
cases where that was clearly shown they have taken care of the factor
through an increase in the hazard factor. ‘

The Crarryvan. And with the consent of the taxpayer?

Mr. Grece. Not necessarily ; that is not material. It is immaterial
whether he consents to what we do or not. If he does not, he may
take the matter to court.

The Cuairyan. If the law and the practice of the department
does not permit you to use a flexible rule of raising the price when
the price is low and lowering the price when the price is high, how
does the taxpayer know there is no ruling to the contrary ?

Senator Kine. I think Mr. Greg%]is right. I do not tﬁink the law
coml?els them absolutely to take the posted price as the exclusive
method of determining the valuation or the chief factor in deter-
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mining the valuation of that date. They may use the posted price,
and they nusually do use the posted grica. but if conditions are such
as to indicate quite conclusively that it is a fictitious condition,
an abnormal condition which may not be continued, then, as I
read the statute, or as I remember the statute, they would be justi-
fied in making a departure. The law does not say they must take
the posted price as o method of determining value. They may use
that as one of the factors. Let me illustrate. Suppose you and 1,
Mr, Chairman, were to go to buy an oil well that had just come in.
On the particular day oil was selling at 50 cents a barrel. I de not
know anything about the price of oil, but that would be unusually
low, I funcy. We knew that fact and the seller knew it. He would
not offer to sell on the basis of 50 cents a barrel, because the currvent
report, the newspaper reports and the oil reports, indicated that
within the next year or possibly the next month they would go back
to a normal basis of $1 or $1.50 a narrel, and he would not sell to us
on that low basis. If it bappened at that particular moment that the
price was $3 or $4 a barrel, we would not pay that, and he would be
glad to sell at that basis, because we would know of the unusnal con-
ditions. They only use the posted price as one of the means of de-
termining the value. Am I not right?

. Mr. Grega. That is the point exactly. The posted price represents
the general rule, but like most broad general rules it 1s subject to ex-
ceptions, and one of the exceptions 1s that if the price at the time
of valuation is exceptionally Iow and it is known that it is going to
rise, that fact can be taken into consideration.

The CaarrMaN. When those exceptions are made, you must arrive
at the basis being used of the average price?

Mr. Grega. No, sir. It is based on an estimate of what it is going
to be in the future. A

The CuairMaN. How do you arrive at your estimate except upon
the basis of past prices?

Mr. Grrae. The price of oil varies. There is no indication of what
it will be in the future. It is just a matter of judgment as to what
it 1s going to be in the future,

The Craigman. Tell me what factors you use in arriving at the
price of oil in the future.

Mr. Grega, I can not. It is a matter of judgment on the part of
the engineers, who are familiar with conditions, having to exercise
their judgment. There are plenty of other places in the matter of
the valuation of oil properties where they do have to exercise their
judgment, but the point is that the exceptions to the rule are rare
and they are made both ways.

The next point is the matter of discount rates—-

Mr. MansoN. While on this matter of price, would you say that
a case where they use the peak price when oil was high in value,
but averaged between peaks when oil was low and no hazard factor,
conformed to a proper practice?

Mr. Greco. 1 should say that if at the time the discovery is
brought in the evidence is from past discoveries that there is going
to be a slump thereafter, that factor should be taken into considera-
tion either through the hazard factor or in some other manner.

Mr. Maxson. ﬁ; it not a fact that the Erincipal factor outside of
war which influences the price of oil is the discovery of new fields,
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and that it is almost universal, unless we have a war, to have u slump
following the discovery of a new field ¢

Mr. Greaa. 1 could not express an opinion on that at all one way
or ﬂll(‘. other. ‘1 would have to look up the history with reference
to oil.

Senator Kina. Are you sufficiently furr ‘liar with the method of
determining values to say that they do not take into account in
making the value the fact that the overwhelming majority of the
wells, I suppose most of them, shrink in value very quickly?

Mr. Greca. That is tuken into consideration, yes, sir; absolutely.

Senator Kinag. For instance, if a well comes in which is a 10,000.
bdarrel well, they do not estimate that it is going to continue at
10,000 barrels?

Mr. Grraa. No, sir.  If they bring in a well of that capacity, they
do not assume that it will be a 10,000-barrel well nest year.

Senator Kina, 1 mean as soon as one is brought in at 10,000
barrelg——

Mr. Grroa. It is not estimated that it is going to continue at that
output.

Senator Kina. And so they do not put their basis upon the ground
that it is a 10,000-barrel well?

Mr. Greca. No, sir. They sometimes estimate thiat as much as
80 or 90 per cent of the oil in that well will come out in the first year.

Mr. MansoN. Is it not a fact that when once the characteristics of
a certain sand in a certain ficld have been ascertained you can antici-
pate with a fair degree of certainty the rate of recovery of the oil in
that sand in that field?

Mr. Grega, I think so; yes, sir.

Ml',?MANSON. That has been reduced to a fairly definite basis, has
it not .

Mr. Greae. They have curves showing that fairly accurately.

Senator Exnst. In reference to your question, Mr. Manson, 1 hap-
1en to know of wide fluctuations in the price of 0il when new fields
1ave not been discovered.

Mr. Manson. Oh, ves: but T think it is generally rvecognized that
the discovery of a new field usually results in a slump.

Mr. Grraa. That represents the opinion of counsel for the com-
mittee. I am not qualified to express an opinion on it,

The matter of discount rates is the next point I want to discuss,
With reference to this matter the burean was eriticized, the state-
ment being that they used discount rates of from 5 to 10 per cent in
the valuation of oil properties. I have here the instructions issued
to the engineers in the o1l and gas section under date of July 1, 1923,
in which it is provided that the 10 per cent discount rate shall be
used in all cases, with no exception.

The Cuamman. What was the date of those instructions?

Mr. Grrca. July 1, 1923. That is to take care of the discount for
deferment only. In addition to that allowance is made for Lkazard.
I am told by the head of the section that the combined rate for
both hazard and deferment—the deferment discount rute is 10 per
cent in all cases—ranges from 25 to 55 per cent in all cases.

In this connection I would like to explain something about the
work of that section. It was new to me, and I think it will be ot
interest to the committee. They have the oil and gas section divided
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into subsections along geographical lines.  The men in a given sec-
tion have been trained and are familiny with conditions in the sec-
tion of the country from which the cases they consider come.
Texus eases go to one section, for example, and engineers there are
familine with conditions in ‘Texas. They take into consideration
from their knowledge the hazard factor, the possibility in the first
place of salt water, the bazavd for dry wells, ete.

The combined hazard, as the result of these considerations, varies
from 25 10 35 per cent, which seems 1o me to he adequate, certainly.
They have n cheek which is not an accurate one at all; but which
seems to me a very wise plan on this valuation. They have taken in
each section of the country actual sales of ol property and have de-
termined its velation to the posted price of oil on the day of the sale,
For example, as it vas told me, they determine in Texas from actual
sales that the property is sold for an amount which, reduced to
terms of barrels, is between 40 and 50 per cent of the posted price of
oil on that dayv. When the valuation comes up for approval it is
immediately determined if it is within this range of between 40 and
50 per cent of the posted price at the date of discovery. If it is not,
it is then gone into very carefully by the chief of the section to see
why it is out of line that they have based on actual sales. It seems
to me it is a very good check and that gross errors should be caught
there. 1 think it particularly valuable when this fact is considered.
As I said a moment ago, in the valuation of these oil properties the
judgment of the engineer playvs a very important part in the matter
of the hazards, the dry-well hazards, hazords for salt water, ete.
He has 1o determine the hazards from those things from his own
knowledgre and from the data he can get, but very largely from his
own knowledge, so that in order to keep from giving too great dis-
cretion to him they have this check. 1 think that covers the matter
of the discounts.

My, Maxsox. On that point T would like to say that I have not the
slightest doubt that Mr. Gregg honestly believes the practice he
just stated heve to be the praciice of the bureau, and that if that
were the practice of the bureau it would meet with my full approval.

Mr. Greca, May I ask upon what counsel bases his statement which
contradicts divectly the statement of the men who are handling these
questions?

The Cranearax, Yes; Mr. Manson should answer that guestion.

Mr. Maxsox. I have already filled the record with evidence of
valuations made on the basis of 5 per cent discount factor with no
hazard and where the discount factor was not applied at all to the
first vear. 1 will present any number of additional cases. For in-
stance, Mr. Gregg just stated that it is the practice to test the valua-
tions by actual sales. That is a practice which T know prevails in the
metal section and which I had commended. T have a case before me,
the next one I intend to present to the committee, where two parties
owned an interest in the same property in the same well, The in-
terest of one of those parties was actually sold, and although the
intevest of the other party was less than the intevest of the party
whose interest was sold, it was valued at about twice what the sold
interest actually was sold for. There was a ease where a comparison
of sales could be made hecause it was the identical property that
was sold,
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Mr. Greas, Counsel for the committee has made a speech in my
time without answering my Twst ion.

The Cramemaxn. T thought he did answer your question—that they
do not have the uniform policy which you stated.

Mr. Greou. The only case which has been taker up of oil valua-
tion so far is the Gulf case. I said when I started that 1 did not
intend now to answer the Gulf case. I will answer it later.

The Cuamsax. Did not counsel for the committee just refer to
a specific case!

Senitor Ernxsr. He did not name the case. He said there was
a case, but he did not name the case. I understand that Mr. Gregg
wahns thﬁt case mmwd.

Mr. Maxson. I am going to present it.

My, Greco. They have in that section charts with which every
valuation is checked. On the matter of the sales of course there are
times when there is a sale involved about which we de not know,
1 have some here that I am going to read into the record where we
undervalued materially as compared with the adjoining sales. The
point is, however. that the men in charge of this section have proven
to me that they check on the basis of the posted price of oil. “That
is a check which is made in every case. Where they have sales and
know of them, they take those sales into consideration.

The discount rate which I have stated is shown by the order
which 1 have read and which is very specifically 10 per cent—that
10 per cent of the deferment rate is to be used. With reference
to the hazard rate, the men in charge of the cases have told me that
it ranges, as they say, from 25 to 55 per cent. That is the most I
can say at this time. Specific cases have to be answered when
brought up.

The Craneman. The order which you have just read was dated
only in 1927 and some of these criticisms, I understand, apply to
times prior (o that.

Mr. Grece. Yes, sir. I am merely justifving present practices
in the bureau rather than what has been done at some remote time
in the past.

Senator Kixa. You mean prior to 192317 .

Mr. Greco. Yes.

The Cuarrmax. 1 want to get your point a little more clearly.
You said there were cases where you had undervalued. In that
connection, so far as the chairman may speak, the committee is
not criticizing only thcse cases which are overvalued, but if there
are cases of undervaluation, the criticism is equally applicable.
So far as I am concerned we are trying to get at a uniform policy
rather than a variable one. :

Mr. Grece. The point T want to emphasize in that respect is
this. Counsel for the committee will bring out the cases where we
have overvalued. but I would like to put in cases where we have
undervalued. That will show what I think the committee appre-
ciates, that this matter of valuing oil properties is a tremendously
difficult one. There are questions of judgment in every step of the
procedure and they are not going to work out very accurately. We
have done and have to do the best we can. We can not get mathe-
matical accuracy in our results.
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The Cuameman. I want to say that I comprebend that fully.
The only thing we are interested in doing, so far as I may say so,
is to bring out as nearly as possible a uniform system of applying
to all taxpayers.

Mr. Grece. I may answer this by saying that on the matter of
principle in this mutter we have adopted n general an ideal that
has not been realized. but we have done the best we could. There
are individual ervors. I was answering fivst at this thme Mr. Fay'’s
criticism which was a criticism generally of the procedure of the
department involving these cases. Then we will take up later the
specitic cases. .

The Crarrsan. What was the order of the bureau prior to the
one you have just read?

Mr. Grece. That is the only one I have discovered.

The CHaizman. So far as the order of July, 1923, is concerned,
lv;ou]gd the engineers use such discount rates only as they thought

15t

Mr. Grece. I would imagine from the wording of this crder that
prior to the date of this order different discount rates had been
used in different cases.

The Cuamymax. And were they based on the judgment of the
engineers ¢

Mr. Grece. I imagine they were. Here is the wording of the
order:

Since the regulations provide for a discount and since Hoskold's 10 per
cent discount table modifled to indicate the present worth of the unit realized
at the middle of the first fractional year and at the middle of each calendar
year thereafter, is reasonable and conferms with the current practice, this
table should be used in all valuations established by appraisal methods.

I would judge from the wording of tlint order that something else
might have been done prior to that time. '

éenator Kinc. May I ask Mr. Manson a question? You ex-

ressed the view. as I understand it, that the interpretation which
Mr. Gregg placed upon the law was the correct one, but you stated
that the practice from vour observation had not measured up to the
interpretation he places on the law, and you said you would put in
a number of cases. Huve you finished upon that matter?

Mr., Maxsox We have just made a start on the subject of oil.

Mr. Grece. I want t; repeat what I said to the chairman just a
minute ago, and the reason I am putting this in the record is this,
that Mr. Fay’s first criticism was a general criticism of our proce-
dure in handling these cases, and I merely wanted to show that our
general procedure was proper and justifiable.

As to the matter of t‘m treatment of individual cases, I will take
that up later.

The CrairMAaN. I am glad to have that, because we will get a bet-
ter conception of these cases as we go along with this in advance.

Mr. Grece. Yes, sir.

The Cuairman. I approve of that.

Mr. Grece. The next matter was a criticism of our definition of
discovery. I may have to repeat a little of what I said at the time
in answering that.
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In the first place, Mr. Fay said that our regulation to the effect
that one well proved an area of 160 acres, with the well at the center,
reached absurd results.

The first example which he gave of that was a case where A and B
own adjoining 160-acre tracts. There is no oil on ¢ither. A brings
in a well on his tract. BB drills an offset well on his tract. The
criticisin was made there that we would allow both discovery value
for depletion.

As I pointed out at the time, that is. in my opinion, purely a criti-
cism of the law, which says that in the case of a discovery on prop-
erty not aequired as the result of the proven tract or lease, this dis-
covery value can be set up.

My construction of that and the construction which has been vni-
formly adopted by the department since the enactment of the law
first in 1918 is that the limitation of a proven tract or lease applics
only to the case where the tract was proven at the time the purchase
was made. I think the law so states.  In other words, if the example
that I gave, that limitation has no application, beeause at the time
both A and B purchased there was no oil well around and neither
tract was proven.

I think that answers the example that he gave.

But the criticism does apply to another case.

Suppose that A owns a 160-acre tract on which he brings in a
well.  Suppose, then, after the well was brought in B purchased
the adjoining 160-acre tract. Under the regulation B would be
allowe({ discovery on his 160-acre tract on the theory that the dis-
covery of the adjoining tract proved only that 160 acres.

In the first place, in that connection that bring us to a considera-
tion of what area is proven by a single well; and I want to bring
out in that connection that the regulations do not say that only
160 acres are proven by a given well. They say that at least 160
acres are proven by a gi,en well, but if geological conditions so in-
dicate more may be proven.

Mr.” MansoN. You will recall that Mr. Greenidge stated here at
the time you were making that statement, or immediately after
vou made that statement, Mr. Gregg, that it was the practice of
the buréau to arbitrariiy accept the 160 acres as the definition of the
proven area.

Mr. Greaa. Yes, sir; he said that was his information.

Mr. Manson. Yes.

Mr. Grrsa. But let us come from the point of the definition that
we have to the possible definitions which have been suggested: but
before going into that I think you will have to admit that you have
to lay down some more or less arbitrary rule on the subject. You
keep getting into too great a discussion about the handling of par-
ticular cases. You have to establish some rule of thumb.

Mr. Fay suggested that no well should be considered as discovery
if it were within 3 or 4 or 5—he did not say which—miles of a
producing well. I think the arbitrariness of that definition is appar-
ent on its face.

The Crarman. The chairman got the impression that he meant,

r at least he said, that if it was in the same sand or geological
ormation. :
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Mr. Greee. No, sir: 1 think that was the statement of counsel for
the committee, which I would like to come to later. That was not
the statement of Mr. Fay, as I remember it. T think Mr. Fay said
it would be on the arbitrary rule that no discovery can be claimed
if the well is within 3 or 4 or 5 miles of a producing well, TIs not
that right?

Mr. Fay. 1 did not give a specific limit.  The point 1 wanted to
make is this: That a discovery should apply to the man who dis-
coveredy it, and that a definition should be so applied that you can
not blanket 95 per cent of seven or eight townships.

Mr. Gueda. 'hmt does not answer my question.  You mentioned,
I remember quite distinetly, 3 or 4 or H miles.

Mr. Fay. I did say * miles,” ves—2 or 3 or 4. Tt makes no differ-
ence what the distance is. T am willing to accept 1 uile.

Myr. Grece. IFrom a producing well?

Mr. Fay., From a producing well.

Mr. Gresa. Lrrespective of the geological conditions?

Mr. Fay. Because geological conditions can not always be deter-
mined and the limit of your pool is defined by a series of dry holes
around the pool.

Mr. Greci. T think that answers my question.

The CHairMAN. Yes.

Mr. Greca. It shows what I originally stated, that the arbitrari-
ness of 1 or 2 or 3 or 4 or 5 miles appears on the face of it, I think.
Mr. Fay. The point is to prevent blanketing an entire oil pool.

Mr. Greca. I get the point.

In order that there may be no misunderstanding about it, I will
read the statement of counsel for the committee in this connection.
He says, on page 1918 of the proceedings, on February 11:

But T do know that when you get a combination of a well and certain geo-
logical conditions, you can define with a reasonable degree of certainty the
extent of that oil body.

I would imagine from that that counsel would say that the extent
of a discovery should be determined in' the individual case by the
geological conditions. :

The first objection that I would make to that is that it would do
exactly the thing that the committee is criticizing us for., It would
be ‘putting too much discretion in the hands of the individual
handling the case. You would be bound to get conflicting decisionse
from yvour different engineers handling the case as to the extent
of the oil body. It isa matter which is so difficult to determine that
I do not think you could get uniformity.

With reference to his statement that you can define it with a rea-
sonable degree of accuracy, I would like to read some statements of
experts on the subject.

Mr. Carl Beal, Bulletin 177, Bureau of Mines, page 82, states:

All of some quarter sections (1680 acres) on which only one well has been
drilled may be called proved oil Jands. * * * Other tracts, on the contrary,
before they could be considered proved would require many tests,

That, fortunately, was put into the record by Mr. Fay, from
the Bureau of Mines, as a quotation from their publication.
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Messts. Cox, Muhlenberg, and Dake, Frofessors of geology in the
Missouri School of Mines, on page 2 of their book, IField Methods
ir. Petroleum Geology, state:

In an area that is partly drilled up, it may be possible to determine certain
general conditions of sand change, but fvequently It 13 quite hopossible in
stroctly wildeat (unproved) territory.,

Of course, our discoveries have to be determined in unproved ter-
ritory. ‘There is no discovery unless it is.

Mr. Manson. That is the very thing that we have criticised, that
mostly the discovery is allowed in proved territory.,

.Mr. Greaa. That is absolutely foreign, I think, Mr. Chairman, to
the point that T am discussing.

Fhe Cuamsran. That may be true, but you are criticizing the con-
tentions of counsel. However, counsel had better, perhaps. wait
until you finish.

Mr. Gera. Let me put it this way. I will restate it.

Regardless of the definition of proven terrvitory, when a well is
brought in, we have to determine the extent of the oil body. The
quotation which I have just read says in new territory, and that is
che case where we should have to determine it, in new territory it is
impossible to do that. ~

Sir Boverton Redwood, another prominent English petroleum
geologist, states in his Treatise on petroleum, page 167:

Whilst every developed ofl field has a more or less clearly defined margin
* * * jt can not be too emphatically declared that the location of wells

should in all cases depens upon local structural conditions and not upon any
theoretical considerations of those conditions, even at shert distances.

I have one other quotation here.

Mr. E. H. Cunningham Craig, member of His Majesty’s geological
survey and one of England’s foremost oil geologists, in his book.
Oil finding, page 247, states:

In locating wells to prove the extent of the field, in which oll has already
been struck, the geologist must use his commeon sepse. * * * In any case, he
will find it expedient to feel the way cautiously toward the limits of an oil
pool, rather than to locate wells rashly in the hope of proving a wide fleld at
once.

I have read all of these quotations to bring out this point: When
you bring in one well, the extent of the oil body is a very ques-
«ionable matter. It can not be accurately determined. Qur definition
of 160 acres carries on its face the fact that it is arbitrary. I think
it is necessary to have some arbitrary rule of thumb in determining
these questions, for the reasons which I have stated, and the only
thing that comes close to this in the authorities which we have been
able to look up is what Mr. Beal, of the Bureau of Mines, says in
that bulletin, that—

All of some quarter sections (160 aecres) on which only one well has heen
drilled, may be called proved oil lands. Other tracts, on the contrary, before
they could be considered proved, would require many tests,

The indication from that is that our rule is too strict, rather than
too lenient. It is a very difficult matter, as I say, to justify our defi-
nition; but it seems to me, from what the authorities say on the
subject, that it is a verv fair rule of thumb to apply. It is con-
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verient. becauss un any map you can outline the extent of the proven
area. It is not far off, either in favor of the taxpayer or in favor
of the Government. T think, from the quotations, if it ervs at all it is
in favor of the Government: and, in addition, it does give us some
rule of thumb. It takes away the great discretion from the engineers
that would have to be placed in thew if they had to determine i each
case whether the given well was brc ht i upon a pool which was
proved by a prior well. o ‘ )

In that connection, Mr. Fay said in his discussion of it—-and [
want to find it. 50 as to get it accurate-—on page 3036, that the man
who drills a well adjoining a well brought in by a wildeatter is 90
per cent sure of bringing in a well. e tiien says, in answer to the
direct question which 1 asked him, that even in proven territory a
20 per cent risk should be allowed for dry holes. '

If it is necessury to allow a 20 per cent visk for dry holes i

proven terrvitory. T think it shows very conclusively that the man
who drills, even in proven territory, is not sure of bringing in a
well.
While we were discussing the matter counsel for the committee
put in cases, so he stated, showing where our analytical appraical
method has given toe high values. I would like to put in a few
cases to show where it nas given too low values, which will show that,
although we erred, we erred both ways, and probably the average
has been fair.

The CramrmaN. That is the point I want to make, that the averag-
ing of taxpayers is not a fair way of doing it.

Mr. Grece. That is perfectly true. I did not mean to give that
impression, that we overvalue in one case and undervalue in another,
so that it averages between the two. I do not mean to say that that
justifies our procedure, but it shows that in this tremendously diffi-
cult subject we are bound to make errors, that we can not get an
absolutely accurate result; but we are coming somewhere near it, and
we are doing the best we possibly can do. «

Senator Kina. You do not err all on one side.

Mr. Grece. We are not off all one way.

The CramrMan. I have never contended that.

Senator Er~st. I would like to have those two cases.

Mr. Grece. I will read the first one. and I will put the others in
the record. There are about five of them.

Senator Erxst. (Give the names of them.

Mr. Grecs, The first one is the case of W. J. Grisham et al.,
Wichita Falls, Tex.

Early in 1919 the taxpayer purchased a lease on a portion of
block 86 in Burkburnett northwest extension for $35,000.

On May 1, 1919, a discovery was made by the taxpayer. The value
as determined by this section in memorandum dated May 9, 1923,
was $175.729, with a depletion unit of $1.18977. )

On June 20, 1919, the taxpayer sold the lease for $570.000 after
having produced 19.222.09 gross barrels. Depletion unit to the
purchaser on cost $4.35513.

The reserves as claimed by the taxpayer were accepted.

The price of oil remained at $2.25 for entire period of the three
transactions.
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The following is a copy of pages 1, 24, 25. and 26, omitting the
letterhead on page 1:

IT: En: OG.
JC. ’
W. J, Grisham et al,
Araiy L, 1921,
CERTIFICATE

Messrs, W, J. GRISHAM BT AL,
Wichita Falls, Ter,
GENTLEMEN . We have carefully considerced the records pertaining to your
property in block 86, Burkburnett northwest extension, und have reached the
folowing counclusions:

Extimated gross vecoverable ol . ... __....barrels o 168, 800
Fstimnted net seven-elghths recovernble ol ... .. .. . __.de . 147,700
Revaluation us of date of discovery by the present value method__ .. %208, 0600
Deplecion unit rate per net barrel based on above revaluation ... 1,395
Discovery value as established by actual sale of property. ... .. 70, 000
Dopletion unit rate per net barrel based on above value.. ... 3. 869

Following are the data and computations upon which the above conclusions
are based, .

REVALUATION AR OF DATE OF DISCOVERY
The value of the property at the time of Jdiscovery will he determined hy
the present value method, using 15 per cent compound interest and basing

the gross income on the posted price of ofl at the time of discovery, which was
$2.25 per barrel.  The computations are as follows:

Computation of discorery raluc

| Net Eeti-
Roven- . -
, Gross mated Net Prescent
|
Year x;‘r‘g(‘,"::“ returns | total ! returns | value
. tion expense b

,,,,,,,,, | IS IR

£63.000 1 $90,000 | $00, 000
000 | 84,700 73,700
6,000 35625 | 20,900

5,000 1 13,000 &, (00

4,000 i 50900 3,400

3,80 | 2,573 1, 300

3,000 1,060 M0

2,500 425 200

2,000 20 100

LAMO e

9% K00 | 243,525 | 204,700

Present worth of sulvage, say ... ... ... O P U S R 1,300
MO o e eceivecmtcerancanecbsramnnnnn]anan wenuan frrermmmmenfmensens v anmmmcnava 200, 000

1 Included deprecinble equipment.

The above amount, $206,000, is the appraiced fair market value of the entire
seven-eighths working interest as of the date of discovery or within 30 days
thereafter,

VALUATION BASED ON SBALE

The actual <ale of the property about 50 days after the date of discovery
may under the regulations be considered as indicating the fair market value
ax of the date of discovery or within 30 days thereafter. Well No, 2 came in
within 30 days after No, 1, and there were no changes in conditions in the 20-
day interval, It is fair to assume that the property woula have sold for ax
much or more within 30 days as nt the end of 50 days.

' The sale price appears excessive as compared with the appraized revalua-
tion. Even assuming a considerable rise in price of oil, it would have been
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necessary to produce ut least twice as much oll ax now appears likely, or
67,000 barrels gross per acre. The discrepancy between the appraised value
and the sale price appears to be due in part to the faect that the wells did not
hold np well or produce as wuch ax might have been expected, and in part to
the overestimation of the value of the property.

It ig very diffcalt to esthinate the value of a property within 39 days of the
completion of the first well, We have come ncross numerous cases in which
properties in a flush or purtially doveloped stage anetunliy sold for much more
or less than they were really worth, We belfeve that in order to minimize
the fnlquities resniting from such situations the departivent will be inelined
to favor the use of the appraised value as belng the fairest method both to
the Government and to the taxpayer,

LEPLETION

The depletion rate per net barrel If based on the appraised value, wiil be

06000 . 570000
3 4“12?(?6"“*““"" If based on the actual sale, it will be fi’?ﬁiii“‘“‘*3~"*5“~

Senator Kixa. I am interested to know what tax this man paid
who had the lease and who sold it for $500.000?

Mr. Crece. [ have not the figures, but he paid the difference. be-
tween the $5.000 cost to him and the $570,000 for which he sold.
Discovery value dees not apply to sales, you see, Senator.

Mr. Manson. What did you say was the depletion unit resulting
from it?

Mr. Greca. In which case?

Mr. Manson. In the one that vou just mentioned.

Mr. Grece. T have two—discovery depletion and cost depletion
paid to the purchaser.

Mr. Manson. The cost depletion unit.

Mr. Grece. It was 435513,

Mr. MaxsoN. Inasmuch as that is more than oil has ever sold for,
would you say that your valuation was too low?

Mr. Grese. I would say that he made a bad buy.

Mr. Ma~xox. He just made a bad buy, did he not?

Mr. Grecs. He made a bad buy, very decidedly.

Mr, Maxson. That does not mean, then, that vou undervalued the
property ?

l\{r. Grece. I should say that the best evidence of market value is
the purchase between a willing buyer and a willing seller, which we
had in this case,

The Crarmax. The market value of the land or of the oil?

Mvr. Grece. The market value of the property; so I should say, on
that basis, we undervalued.

The next case is that of the Buttram Petroleum Corporation,
Oklahoma City, Okla.

Early in 1923 the taxpayer purchased interests in four tracts in
the Powell district of Texas. Several trades were made during the
year prior to production on these leases. At the date of discovery
the taxpayer owned thirteen-fortieths interest in the properties.

Within the 50-day perind the taxpayer purchased for cash an addi-
tional five-fortieths interest in these properties and 60 days later sold
for cash the entire interest owned.

An appraisal of the property at date of discovery shows a unit of
0.4133, 1 value of $501,312.50, with 1,112,938 barrels reserve.

A value based on the sctual cash cost of a fractiona! interest
within the 30-day period, using the same reserves, shows a unit of
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0.54. (This unit was agreed upon as a basis for depletion due to the
discovery.) A value of $634,986.47 with the same reserves. )

The depletion to the purchaser 60 davs later is based on a unit cost
of $1.18. Depletable sum of $3935,351.06 and a remaining reserve of
385,058 barrels. The reserves are reduced due to production during
the period of ownership. ‘

The next case is that of Owen M. Thompson, Fullerton, Calif.

The taxpayer owned a fee lund in California which was operated
by the General Petroleum Co.

A discovery was made on November 20, 1919, and on March 1,
1920, the taxpayer sold one-fourth of the interest owned for $50,000.

“The discovery value determined by an appraisal shows a deple-
tion unit of 0.861, with a value of $88,797.51 and a reserve of 103,133
barrels.

The depletion unit to the purchaser, based on the $50.000 cost, is
$2.002, the remaining reserves for the portion sold being 24,970 bar-
rels, the reduction ﬁeing due to depletion during the period of
ownership.

The next case is that of the Peabody Petrolenm Co., Eldorado,
Kans.

The taxpayer was organized on October 21, 1919. Just prior to
the incorporation one of the incorporators sold fractional interests
in a lease on which a well was being drilled. The sale price was
£70.000 for a one-seventh of the seven-cighths working interests.
Two of these sales were made, and immediately after the well came
in the corporation was organized. The entire working interest was
turned into the corporation for stock. the stock being distributed in
proportion to the several interests owned.

hese sales indicate a value at date of incorporation of $490,000,
a reserve of $275,000 having been determined, with a unit of 1.78182.

An appraisal of the property as of date of incorporation would
show a value of $200,000 and a depletion unit of 0.7273.

Tlml_ next case is that of W. G. Strange Oil & Refining Co., Shreve-

yort, La.
! The W. G. Strange Oil & Refining Co. was ovganized April 1,
1919, and stock was issued for leases previously owned by the stock-
holders or purchased by the stockholders with the object of turning
them into the company.

On July 1, 1919, the taxpayer completed a discovery well on the
R. B. Nelson lease, Bull Bavou Field, La.

An appraisal of the property within 30 days after the date of dis-
covery shows a value of $500.000. The reserves have been estimated
at 600.000 barrels. giving a unit of 0.8333.

Taxpayer claims that a bona fide offer to purchase was made by
the Simms Petroleum Co. within the 30-dav period. The considera-
tion named in the offer is claimed to have heen %3.000.000. This
value would show a depletion of $5 per barrel.

On October 1, 1919, taxpayer entered into a contract to sell the
properties for $3,060,000 on an installment basis. $300.000 down,
seven payments of $250,000 each at stipulated times, and $750,000
out of 40 per cent of proceeds of the sale of seven-eighths of the
oil. Contract and instruments of conveyance were placed in escrow
in a bank and possession passed to the purchaser.
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On April 15. 1920, the purchaser defaulted and the property was

repossessed by the taxpayer.

asked Mr. Thayer one afternoon to get me a few cases of this
sort. T told him what kind I wanted and he had only about half a
day to ook, and these are the cases that T got.

Senator Kixe. That really duplicates, then, what Mr. Manson has
just said of an undervaluation or overvaluation, or, rather, would it
not indicate that the purchasers in those cases did not anticipate the
lack of value of the property ?

Mr. Grrce, As T said——

Senator Kixa, They thought its life was going to be longer or
that its productivity was going to be greater?

Mr. Grece. As I said in answer *o a similar question of the Sen-
ator a few minutes ago, that is very true. Very often, at the time
of discovery, the extent of the oil is overestimated. In the example
I gave of discoveries brought in in Texas it was overestimated quite
decidedly. The transactions at the time indicated the market value
then on a basis much in excess of the actual value of the property;
but that did indicate the market value at that time. It is impossible
to get suflicient data in the cases with reference to the extent of the
oil, to determine the actual intrinsic value, so that the market
value, the basis on which the property changes hands, is often in
excess of the intrinsic value of the property.

Senator Kina. I have heard of a case of a friend of mine in Utah
who bought a piece of property for some $200,000 as a producing
well, but thrcugh bad management and bad operation, it being a
well 4,000 to 5000 feet deep, and you know the difficulty in valuing
those wells

Mr. Greee. Yes, sir,

Senator King (continuing). The hole beeame plugged; they lost
their pipe, or what not, so that it ceased to produce, and he was
offering it for $16.000. Now, it was intrinsically of the same value
when he was offering it for $16,000 as it was when he bought it for
$200,000. Tt was simply a case of mismanagement in running in that
deep pipe line to a depth of 4,000 or 5,000 feet into the ground.

I\ir. Maxsox, T could call Mr. Gregg's attention te a case where a
well was actually sold at a price which would give the oil a value of
$6 per barrel, but that i3 not market value by any means.

Mr. Grece, On that point, I think, as strongly as the bureau has
argued for the analytical appraisal at various times if swe had used
the analytical appraisal method when we had actual sales we would
be subject to very strong criticism. I think counsel for the com-
mittee has criticized us for doing that in some instances.

The CrHamyax. I think if this was the actual sales price, that was
market value.

Mr, Grece. Yes, sir: it seems to me conclusive. The difficulty we
have had in those cases. as shown in these quotations from these same
authorities which I referred to 2 moment ago.

The bureau has had difficulty with these high values based upon
comparative sales in boom times. but we have done what we could
to keep from giving those high values.

Senator Kixe. ;\%1'. Gregg. has the department-—and 1 presume
you will answer no. because I do not see how you can answer other-
wise, and I have no criticism of it-—but I was just wordering whether
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the department has kept any account of the number of wells which
had been assessed for mcome taxes and the amount received by the
Government in taxes from those——

Mr. Greoa.. From the oil industry ¢

Senator Kixa. From the oil imlust,r,'; ves.

Mr. GrrGi. We have general statistios--—--

Sepator Kine. Pardon me: I do not mean from the sale of gaso-
line or the finished product, but from the sale of the crude oil.

Mr. Gress, From the sale of the crude oil?

Senator Kina, Yes.

Mr. Greaa. We have general statistics on that in our statistics of
income. That is all we have,

Senator Kina. 1 wish we could have that, for the reason that I see
frequently in the newspapers that so many hundreds of millions and
billions of dollars have been made from o1l transactions, or from the
sale of the crude oil, and I was just wondering what amount of taxes
was paid by these men that have sold the erude oil from their wells,

Mr. Greca. 1 looked up the data that we had with reference to the
producing oil companies. 1 think 1 looked it up in 1923. The last
years for which we had the figures at that time, as I remember it,
were 1920 and 1921. The excess-profits tax paid for those years
by the oil producers, as T remember it, ranged between 22 and 23
per cent, which was low, due principally to the discovery,

Senator KiNe. You will appreciate from your connection with the
work of the Finance Committee that if we take up the question of
taxation again in December, we will want—the committee will doubt-
less wunt pretty full statistics on oil production, oil income. etc.,
and it would seem to me that the Income Tax Unit will have
to have that information available, and if vou could get it veady so
that the committee could have it. I would be very glad to have you
do so.

Mr. Greca, The ovder has gone to the statistical unit to get all the
data possible together with reference to depletion, particularly dis-
covery depletion.

There is another thing that 1 would like to say now on the whole
matter of depletion.

1t 1s not the position of the department that the situation is perfect
with respect to depletion.  We recognize, us [ feel the committee
does, that errors have been made, that we have Jost taxes in some
cases, und we have gotten excessive taxes in others, due, usually, I
think, to the law: but the point that causes the trouble is this: The
Income Tax Law puts on the bureau the task of valuing all of the
mineral properties of this country as of March 1, 1913, and in the
case of oil principally, at the date of discovery, every time a dis-
covery is brought in. It is an impossible task to do it accurately. It
can not be done wecurately . We do the best we can. I have argued
here this morning to show that it was the best that could be done,
but we do not claim it is perfect.

If something could be done in the law to do away with the necessity
for valuing mineral properties for the purpose of determining deple-
tion, it would be the Y)iggest help of anything that has ever been done
to the Bureau of Internal Revenue.

+ Senator Kine. There is no doubt about it.
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Mr. Grraa. Tf that could be done, it would take a tremendous
burden off of us. It would help the administration of the bureau
tremendously, and would certainly be more accurate than the pres-
ent system.  [f Congress intends to continue ta recognize depletion,
I have never been able to work out anything that wounld do away
with the necessity of making these valuations.

My, Maxsox. Have you ever considered the matter of percentage
depletion ?

Mr. Greci. Yes, sir: 1 considered it. and it never impressed me as
being sound, and 1 conld never see that it removed to any great
extent the administrative burden, for this reason: Percentage deple-
tion still requires the determination of value, and that is the task.
What we need is something that will take that burden off of us, the
necessity of determining these values. I have never seen any sugges-
tion on depletion that was worth while that did not necessitate the
making of these values. Doctor Adams and T went into it once, and
we tried to devise some arbitrary percentage of depletion, to make
it. for example. in the case of conl. 8 per cent, say, of the gross in-
come, Tf you do that. vou have to have a different percentage in ench
industry. ~ Coal would be different from oil. and timber would be
different from either, and there would be no possible correct method
of determining that percentage. The case that finally convinced us
that it was too arbitrary, and not to be considered. was this: Suppose
vou and I own adjoining coal lands. You own yours for ten years,
and bought them for $50.000. I hought mine for $1,000.000. They
are exactly the same. T am obviously entitled, before I pay a tax, to
more of & return of capital than you are. and any scheme that puts
us in exactly the same position with reference to depletion is in-
equitable,

That is where we gave up our attempt to work out a percentage
of gross income or net income, something that would do away with
the necessity of valuing the properties.

The CHamyan. You do not think a percentage of the sales of
these coal companies would help it any?

Mr. Grege. That is open to the same objection.  You mean the
sale of the oil?

The Crammvax. The o1l or the other mineral products,

Mr. Greaa, That is open to the <ame objection.  In the case T gave,
my coal cost me $1.000,000 and Senator King's cost him $50.000,
We are selling at the same price. I am entitled to more of a return
of capital. because T put out wmore than he did. The inequality is
the big objection. Of course, in England, they just let those inequali-
ties and inequities go and give no allowance for depletion. T can not
conceive of that being done here.

Senator Kixe. That is the plan which I have recommended from
time to time.

Mr. Grega. That is so arbitrary. and it works such a hardship—-

The Cxamrmax, If the tax were low enough, it would not.

Mr. Greca, If you made the tax low enough, it would not be,
possibly.

Senator Kixe. May I say that one of the principal criticisms
that T have made of the department, and it was not based on the
department’s conduct at all. but it was based on the law, rather, grew
out of these oil cases. I have heard of such enormous profits being
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mad~s by the producers of oil and the small taxes which they confess
to having paid, that I felt the Government was being—I do not want
to use a Immh term-~the Government was not receiving the tax
which should be paid. I talked with Mr. Gregg a great many tines
when we were framing the lust bill to see if we could not devise some
way of reaching this problem, and 1 was unable to do so, except by
abolishing depletion.

Mr. Grraa. I have never been able to devise any scheme of doing
away with the necessity of these valuations. In 1921 some of us
tried this: In deprecintion you have the same problem, but not to
such a great extent. l)e})l‘ﬁcillti()ll is bused on the March 1 value of
depreciable lproperty. That necessitutes, of course, the valuing of
the depreciable property as of March 1, 1913. When that was under
consideration in the Senate in the 1921 act an amendment was
offered—I drafted it myself—putting that depreciation on cost.
Well, it was not even seriously considered by the Senate. That
would, of course, have taken a great administrative didiculty off of
us, the necessity of valuing for depreciation.

The Cuameman. And would it have resulted in that same con-
clusion that your coal example o while ago did? In other words,
if & man came along and bought it at a higher price?

Mr. Greda. To a certain extent it would—not on the matter of
cost, but it would penalize the man who owned it before March 1,
1913, who purchased it before that for a compartively small amount,
and who is now operating in competition with the man who pur-
chased in 1914, or somewhere around there, for a higher amount.

The Caamman, It would also operate against the man who came
along in 1915 and paid a high price for the property, would it not?

Mr. Gureee, Yes, siv. It seemed so desirable to some of us at that
time that we though it should be considered. However, Congress has
always stood perfectly solid on the proposition of March 1, 1913,
value on capital, and would not be budged.

Senator Xina, Kngland has abandoned that theery of valustion.

Mr. Greaa. Yes, sir; entively.

Senator Kiva. And does not that work more satisfactorily than
the arbitrary and confused and almost impossible situation created
by our view of it?

Mr. Greco. 1t works out just as arbitrarily as it can be, the Kng-
lish system, but they just seem to be used to it, or something.

The CHairyan. Are you going to put in another case now, Mr,
Manson?

Senator Kina. Are you through, Mr. Gregg?

Mr. Greca. Yes, sivy L am all through,

Senator Irnsr. Mr. Chairman, I desire to have it noted in the rec-
ord that T was out of town yesterday, and it was impossible for me
to be here,

Mr. Manson. The matter which T desire to call attention to at this
time is the discovery value allowed on an oi! property in Oklahoma,
in which K. R. Black and George A. Simons were jointly inter-
ested. Black owned forty-nine one-hundred-and-forty-fourths of this
p,nc'qperty. Simons owned thirty-five one-hundred-and-forty-fourths
of 1it.

Senator King. Who owned the remainder?




i
INVESTIGATION OF BUREAU OF INTERNAL REVENUE 2769

Mr. Mansox. 1 do not know. The valuation given Black’s forty-
nine one-hundred-and-forty-fourths is $270,059. The valuation given
Simon’s thirty-five one-hundred-and-forty-fourths is $533.887, Bear
in mind that this is the sune property ; it is the sume well.

Senator Kina, They are tenants in common 4

Mr. Manson, They owned undivided interests.

Senator Kina, Yes,

Mr, Mansox, The price of ol used as the basis for the Black val-
uation is $2.25 per Inu'rvl. The price of oil used as a basis for
Simons’s valuation is $2.50 per barvel.

Senator Kexst, How far apart were the valuations made?

Mr. Manson. About n month apart. The valuation of DBlack’s
interest was on the 3d of July, 1919, and the valuation of Simons’s
interest was on Angust 5, 1919, 'Fhat is the date of discovery.

Senator Kinag, It was just one well?

Mr. Manson., Tt was just one well.

Mr. Parken. It was determined on one discovery well, and there-.
fore they should have been on the same dete,

Mr. Mansox, Lifting cost deducted in the Black case was 50 cents
# barrel, and the lifting cost deducted in the Simons’s case was 10
cents per barrel.

The details of this case are set forth in a report prepared by Mr.

Fay.

’f"lu-t'e is one other factor that I would call attention to, and that
is that Black received his depletion unit of 79.7 cents plus per barrel,
while Simons received a depletion unit of $1.76 plus per barrel.

The Crammman. In that report is there anything that indicates
what difference in tax was made by these relative valuations.

My, Manson. ¥ am coming to that.

The Crramrman, All right.

Mr. Manson. The valuation given Black, which was the lower
valuation, is veritied by an actual sale of the property, an actual
sale of Black’s interest, at about the date of discovery, for $300,000,
which verifies approximately the valuation given Black. If Simons’s
interest were valued on the same basis as the actual sale of Black’s
interest his value would be $379,000 instead of $892,000, and his
depletion unit would be the same as the depletion unit on the Black
property. This would result in a difference of about $200,000 in
tax.

The Cuairman. Is there anything in the records which shows how
that happened?

Mr. Manson. The only conclusion——

The CuairmMan. Never mind the conclusion. I want to know what
the records show.

Mr. MansoN. Noj; there is nothing in the record to show how it
happened, except that each of these interests was valued separately
at separate times, and I believe by separate engineers. Were thev
not, Mr, Fay? '

Mr. Fay. Yes.

Mr. Manson. I call attention to this case—-

Senator ine. Were settlements of taxes made upon those?

Mr. Manson. They are still pending,

Senator King. Oh, they are still pending?
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Mr. Manson. Yes. The discovery value was determined but the
case has gone to audit bused on these discovery values,

Senator Kina. Were not the taxes paid for that year!

Mr. Fay. Not yet.

Senator Kina. Have they not heen paid since 19197

Mr. Fay. They paid a small amount when they first returned
their income tax returns, but there is still $139,000 dune, at least in
one case yet, and the other has not been settled.

Mr. Nasu., Mr. Manson, may I ask when this valuation was made?

Senator Kina. One was in July and one in August, 1919

Mr. Manson. That is the date as of which they were made. When
waé this valuation made?

Mr. Fay. The valuations were made, one in 1923 and the other in
January, 1925.

Senator Ernsr. What time in 1923¢? That is what 1 was trying
to gel at a moment ago.

enator King. The valuations were then made as of the date of
discovery.

Mr. Manson. Yes; they were.

My, Fay. The date that the computations were made in the de-
partment is what they have reference to.

Senator Ernst. Yes.

Mr. Greae, If we can, T would like also to know whether the mun
for whom the last valuation was made on one interest knew of
the valuation placed on the other interest previously ¢

Mr. Maxson. 1 would like to be heard on that point.

Senator EKnxsr. Let him get this information first, and then you
can be heard.

Mr. Mancon, Ves

Senator Kinag. And give the names of the two engineers who
decided it.

The Cuamman, If you do not know where that is, My, Fay, let
us proceed and put it in at some other time.

Me, Fay. Here is one, February 2, 1924, That is E. R. Black.

The Cuamrmaxn. Who was the engineer in that case?

Mr. Fay. The engineer on the one for Bluck was H. 1. Power,
February 2, 1924, The other one was J. W. Dyeche.  His valuation
was made as a result of a conference of November 12, 1921, but his
valuation data was tarned in, as 1 recall it, on January 5, 1925,

Senator Enrnst, You say as you recall it. Have you got the
rceords before vou?

Mr. Fay. The valuation is-—-

Senator krxst. Have you a record, and are you speaking from
the record, or are you speaking from vour own recollection?

Mr. Fay. The valuation is here, but I do not find the date on the
valuation. This is on the sheet :

The valuation xet up in that conference {s indicated by engineers’ conference
memoranidum November 12, 1024,

Senator Krxe, November 12, 1924, Then, both of them were in
19247

Mr. Fay. Yes,

The Crameymax. T think that is sufficient.

Mr. Manson. The comment that T wish to make on the difference
between those valuations is that under any adequate system of check-
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g there would be no exeuse for two different valuations being placed
upon identically the same property. and if the system of checking
valuations made in aceordance with the apalytical appraisal was
checked with the sales of property, as has been dom'rigwd by My,
Gregy, the vesult obtained m this case would not have happened.

Senator Kixa, What would vou do in a ease like this: Suppose
Mr. Black sold his forty-nine one handred and forty-fourths interest
for 8500000 and that My, Simons sold his thirtv-five one hundred
and forty-fourths interest for $600,000, a few weeks or a few months
intervening. and those factors were brought to the attention of the
Government engineers in making the assessment, and one engineer
took enre of Black™ case and the other took eare of Simons’ case.
How wonld vou reconcile those differences, and what kind of an
assessment would you make in that case for the purpose of getting
the taxes for the Government!?

Mr. Manson. Of conrse, the actual sales of the property would
govern the values thereafter. There ix not any question about that,
no matter how inconsistent it might be,

The Cramman, As a matter of fact, there was not any sale in the
one case here, was there?

Mr. Manson. No,

The Cramryan. The Senator’s question was based on an assump-
tion.

Senator Kinag, Yes: but T am asking for it for my own informa-
tion.

The Cramman, Yes,

Mr. Manson, Yes.

Nenator Kina. With respect, to the general rule. That is all 1
had in mind. not with respect to this case.

The Caamman. Yes.

Mr. Manson. Of course, the sctual sale would fix the amount that
the purchaser wounld be entitled to deplete. The matter of valuation
would no longer be a question in such a case.

Senator Kina. Suppose a case like this, that Mr, Black sold his
forty-nine-one hundred and forty-fourths interest for a sum so con-
cededly disproportionate to its value, getting disgusted with the oil
business, and losing his health or what not, and in a fit of pessimism
he sold his property for & sum far less than what it was worth in
the market: and the other man held onto his property, and it was
recogmized to be of very much greater value, relatively and propor-
tionately. than that for which Mr. Black sold his property. How
would the Government take care of that situation ‘when it came to
levy an assessment against both?  Would it be governed in the
levying of the tax upon Black by the injudicious and unwise sale
which he made, which was for far less than he recogmized to be
the value of his property?

Mr. Maxson, T think a sale of that sort falls in the class of a
forced sale. In other words. it is not evidence of market value.
. T do not believe that a sale to someone who is what is popularly
called a “sucker,” who is willing to pay an enormous price, one
that i1s away out of line as compared with what ordinarily intelli-
gent men in that business would pay for the property, is evidence of
market value.
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Senator Kina. Then, sale price is not conclusive upon the Govern-
ment?

Myr. Manson. T do not think so.

Senator Kina, Do vou recogmize that, Mr. Gregg, that that is not
conclusive ¢

Mr. Grreai. Yes, sir.

Senator Kina. Then, in the hypothetical case that T have just
sugrgested. if a man. through pessimism, or for other reasons, got
far less than the property was worth, that wounld not be the basis
on which the tax w: s levied?

Mr. Greaa. T think that would probably fall in the class of a
fokced sale.

Senator Kixe. 1 see. All right.

Mr. Manson. At the same time, T still insist that sales generally
fall in neither of those classes, and any intelligent use of the analyti-
cal system of appraisal necessarily involves a constant checking of
the valuations arrived at by the analytical system with actual sales
transactions, in order to test the reliability of the factors that are
being used and which are being accepted by the burean for valua-
tion purposes where comparative sales data is not available. T un-
derstood from Mr. Grege’s statement that that is the policy, that
that is what is being done.

I now call attention to this particular case as indicating that if
this is the policy there is some laxness in the application of the
policy or in the enforcement of the policy. and that there is con-
siderable laxness in the administration of the valuation work so
far as it applies to oil valuations, becanse if a proper system were
in force that systemi wonld neecessarily reflect a valuation that had
been made upon an identical piece of property, and that the mere
fact that such a result as has been arrived at in this case is pos-
sible goes to show that there is a laxness either in the system or in
the enforcement of the system.

Mvr. Grece. Are you through, Mr. Manson?

Mr. Max~son. Yes,

Mr. Greca. In reply to that statement, the eriticism that Mr.
Manson makes is this, as T understand it: That in valuing the inter-
ests of two different individuals in the same piece of property as
of the same date we used different factors and got different results.
Of course, we would want to look into the case to see if there is
some explanation of it, but before doing that T would like to explain
what attempts we make to avoid such results,

The Cramman. Why do you not do that when vou answer the
case completely, so that yon will have it all together, or do you
prefer to put it in in this other way?

Mr. Grece. There may not be any answer to the case. That is
one reason.

The CHAlrRMAN. You may go ahead, then.

Mr. Greae. The section is divided, as I have said, into subdivi-
sions in which there are engineers who are familiar with the differ- .
ent fields. When they make a valuation, it goes through the chief
of their little subsecticn. Tt then goes to a reviewer, where it is
reviewed. Tt then goes over the desk of the chief of the section, and
it is there that it is checked, not with the sale prices of other prop-
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erties, because he has not all of that data there. That is supposed
to be done by the engineer, but it is there that it is oheckeg with
the sale prices in the field to determine the relation of this value to
the posted price of oil as compared with the sale prices in this
field. 'That is just a rough check. In other words, that case is
handled by the original engineer, and goes through three different
reviews. Now, it is possible, even with that system, that two valua-
tions will slip through, using different factors when they should
use the same factors.

From the statement of the last case that counsel just gave it
looks as if that is one of the cases, but I think we have taken every
step we can in three reviews to eliminate such occurrences, and if
this one slipped through it seems to me that it again is an isolated
case, and it is very unfortunate that it happened. It may consti-
tute a criticism of one of the reviewers, wgo may have been in-
efficient in his review, but T do not think it constitutes a criticism of
the system.

Mr. Manson. In this case it went to a special conferee, and was
supposed to have been given special consideration.

%y‘urthemmm, I want to say in connection with this case that no-
body called our attention to it, but it was just hit on at random and
without any idea of what it was going to (]lisclose. The papers were
photostated and sent up here, without any examination being made
of them at all. It was just a hit-or-miss proposition.

The Cramman. They were photostutcty and sent up here because
of the statistical work that you are doing; is that right?

Mr. Manson. No, no; for examination by Mr. Fay.

The Cuamman. Why were they photostated and sent up heve?

Mr. Manson. So that Mr. Fay could have access to them.

The Cuateman. Who asked to have them photostated ?

Mr. Manson. We did.

The Crammman. Why did you ask for that particular case?

Mr. Manson. As T say, we just pulled the case at random.

The Coamman. How many cases did you pull at random?

Mr. Parker. We pulled only about three or four small cases, just
to et away from the very large cases, which are so difficult to handle,
This made a case that could be easily photostated, without any
great expense, and other cases would be rather expensive to photo-
stat.

The Cramrman. I see,

Senatoe Kine., I think you had better hit or miss a few more
small cases and let us see what the result would be.

Mr. Fay. The principles, I think, are more easily brought out in
the small cases than they are in the big ones.

Senator Kine, T suppose in all of these matters we had better
examine some of the small cases, not only in oil but in other matters.
I would like to have some cases in real estate, covering depletion,
obsolescence, and what not, and some in railroads. I would like to
know something about the railroads, not only the steam railroads
but the electric railroads, including some of these railroads in New
York City and possibly in Washington.

Mr. Mansox. The principal elements there are reductions on de-
preciation. I will say for the Senator’s benefit that we are fast get-
ting our work of investigation of depreciation organized.
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The Cramman. I think it wonld be quite important to get some
of the big newspapers of the country.

Senator Kiva. I woulq think so, too, to see what tax they pay.

The Cuamman. Yes.

Senator Kina, And it seems to we, Mr. Chairman, we ought to
make a little review of the railroads, both the steam and electrie,
and some of those New York City railroads about which there is so
much talk. Some say that they are making no profits and others
insist that the people are being robbed. I have no opinion about it,
I know nothing about the matter,

The Cuamman, Have von any other case to present to-day Mr,
Mansont I did not mean to shut you off, Senator King. T thought
you were through.

Senator Kina. Yes: I was through.,

Mr. Manson. T want to offer Mr. Fay's report in this case for the
record, T have a copy of it here for the bureau.

The report of Mr. Fay is as follows:

Thix discussion is based on the tax returns and valuation data sabmitted by
George A, Slmons and E. R. Black, Okmulgee, Okla., enach ay individuals snd
not as a partnership. K. R. Black owng a sevensixteenths of seven-eighths
working Interest, or forty-nind one-bundred-and-forty-fourths, George A,
Simons owns a five-sixteenths of seven-elghths working interest, or thirty-five
one-hundred-and-forty-fourths,

The interests of thexe two individuals belng in the same lease and both
having the status of a lessee should receive discovery valuations based upon
the same fuctors us to wells, dutes, reserves, market price of oil, operating
conts, ete,

This ¢use is presented to show:

(1) ¥ixcessive valuation claimed by the taxpayer (George A. Shimons) when
a bona fide sale within the property set the value at discovery date.

(2) Dissatisfaction on the part of the taxpayer (Simons) regarding an ex-
tremely liberal valuation allowed by the bureau. The case weos appealed to
the special conferees, whereupon n second valuation was ordered, resulting
In a higher valuation und higher depletion unit. The taxpayver states that
when the revised A-2 letter 1s received the case will be appenled,

(3) Denire on the part of taxpayer (Simons) to avold all taxes by clatming
excessive depletion.

{4) The comparative results obtained by the burean in making independent
valuations of the holdings of these two taxpayers,

(5) Inability on the part of the burean to close the cnse without granting
all the demands of the taxpayer, even when stretehing points in regulutions;
and that a condition exists whereby tax advisers, by belng persistent and
withholding infermation, can get excessive valuations, and hence substantial
reduaction in taxes. Each concession in audit or valuation sections is aecepted
a8 8 basis for appenl to the next higher authority, where often other questions
are raised and additional concessions obtained.

GFORGE A, BIMONS—VALUATIONS

The tuxpayer in presenting his valuation datn has stated the price of oil as
$2.25 plus a 25 cents premium, which be claims to have received. An investige-
tion of the market price of ofl in Oklahoma in 1919, as published in the Oil and
Gas Journal, does not reveal any premiums being paid for Oklehoma oil. It is
barely poasible, however, that this being a discovery well in a new field a pipe-
line company may have offered to pay a little more for the ofl in order to
secure contracts for handling oll as soon as the lines were laid. However,
these premium prices are ephemeral and should not be taken into consideration
in valuing a property whese production is expected to continue over a period
g}; 215? or 12 years. The maximum price that should be taken in this case is

The taxpayer estimates and the bureau has accepted production costs of 10
cents per barrel. Thiy Is extraordinarily low for a well that will be pumped

]

g
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from 2,800 feet, and in view of the fact that such companies as the Carter,
Gypsy, ad others esthimate their WHfting costn at from 35 to 60 cents per
barrel during i$19 a¢ depths of 2,500 feet. There is also ¢ Htate tax of 7
conts o barrel which should be taken into conslderation In valaing this
property.

The weil to be valued came fn on June 2, 1919, at ubout 700 barrels per day.
Farly in August it was drilied a few feot deeper and producilon fncereased
to about 1,600 barrels, as of August §, the day the taxpayer states the well was
completed, This 18 the date on which he sefs up his discovery valuatlon.
The taxpaver cluifms this o be a8 2,000-barrel well, but reports published in the
Oil angd Gas Journal do not so indicate. On this point the following excerpts
are of interest and show condltions ns seen by disinterested observers:

“Black & Simons No, 1 Kimble In the southwest corner of the northeast
quarter of section 12-14-11, which was o 500-barrel well when it came in on
Monday, June 2. was holding up at 400 barrels after a week, according to a
report from the fleld.” (01l and Gas Journal, June 13, 1918,)

“ Black & Stmons big well in the southwest corner of the northeast quarter
stetion 12-14~11 Is flowing better this week than It has been since it came in,
and i3 reported ro boe doing 700 barrels on Monday.” {(0il and Gas Journal,
July 4, 1019.)

“Grouped around the center of section 12-14~11, Okmulgee County, off-
setting one another are four wells of a combined production of nearly 4,000
burrels. The first {8 Black & Simona big well in the southwest corner of the
northeast quurter, reported some time ango, which has been hohding up
remarkably and which was drilled a little deeper last week, bringing the
praduction baek to 100 barrels per day.” (Ofl and Gas Journal, August 1,
1919.)

“ Deepening and agitating of the first four wells in section 12-14-11 resulted
in their production belng raised to a total of 5,500 barrels, the discovery
well of Simons and the Cosmoxs Ol Co, leading with a production of 1,600
burrels. The Simons and the Cosmos Ofl Co. No, 2, in the northeast quarter
section 12-14-11, {8 making 600 barrcls at a few feet in the sand.”  (Ofl and
Gas Journal, August 15, 1919,)

“Fhe Indinhoma Refining Co, and Simons's No. 8, in the center of the south
line of the southeast guarter of ss~fon 12-14-11, has been drilled to sand st
2820 feet, and the well filled up 400 feet with ofl in a very short time. It will
be drilled in this week, This ix the former Black & Simons lease. The
Indinhoma Retining Co. pald over $800,000 to ¥. R. Black for his half Interest
after the tirst well was completed. Bluck got bis pay in currency. It looked
like n good trmdle for him at that time, but events have shown that the
Indfalloma Refinine Co. made a very wise purchase. The other pariner in
this concern is 2 former glycerine shooter who quit that precarious trade while
the getting wax good and got into the oil game in Okmuigee County at a time
nnd place where more axperienced operustors showed a very pronounced hesi-
taney. He ix on easy street.”  (Oil and Gus Journal, September 5, 1914,

In making the original valuation of these leases In 1922, the bureau accepted
the taxpayer's estimate of reserve which checks closely with actuai prodoction
~during two years succeeding discovery.

The analytical appraisal methiod which was employed by the bureau in May,
1922, for determining the value of this particalar discovery, was based on
. ¥2.20 oil (neo premium) and gave $696,200 for which the taxpayer clalms more
than a million dollars as the proper valuation. While the taxpayer rets up
August 5 as his date of discovery, it 1s interesting to note that his partoer,
E. 8, Bluck, sold on August 2, 1919, a seven-sixteenths interest in this particular
lease (& five-sixteenths fraction is held by George A. Simons) for 8 considera-
tion of $300,000 to the Indinhoma Refining Co, This actual sale at this date.
should have considerable weight as to the market value of the other five-six-
teenths working interest held by George A. Simons, Mr., Simons submit~
.afildavite (Exiibits 1, 2, and 3) to the effect that he was offered In excess

cof & million dollars for his interest in thiv lease but the affidavits are not
~ufficlently specifie in stating the exact leases for which this offer was made,
nor the terms and character of paymerits. The records show that Mr. Simons
owns interests in five or six leases. One of the affidavits does set forth that
the omount of ‘this offer which was aliocated to the Kimble-Perryman lease
vwns $1,408,250. The Incombe Tax Unit has properly rejected these affidavits.

C 201025 153
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The valuation report of May 20, 1922, was based upon the following:

Taxpayer's estimated reserves, erryman losse, 47,4587 burrels.

Kimble leaxe, 432,000 barrels,

‘Tuxpayer's estimate of lfiing costs, 10 cents per barrel,

Posted price per barrel, $2.25,

State tax, 7 conts pexr barrel,

A straight discount of 10 per cent.

This gave a valuation of $33,207 for the Peiryman lease, and a depletion
unlt of 70 cents per barrel. For the Kimble lease a valuation of $696,200
was given, resulting in a depletion unit of $1,01178. The depletion allowable
on this basis iy glven In Exhibit 4. The taxpayer's returns were audited upon
the basis of this valuation, resulting in an A-2 letter under date of October
17, 1924, Exhibit 6, assessing an additional tax of $139,464.85.

Frior to this the taxpayer bhad filed a claim for a refund of $1,381.87 which
was rejected (Exhibit 6) and followed by the assessment letter of October
17, 1924, Upon recelpt of this assessment letter, the taxpayer protested
(Jixhibit 7) returniug a statement (Hxhibit 8) showing ne tax due, bused
upon his excessive clalms for depletion, Upon presentation of this protest,
the taxpayer was accorded oral hearings (Exhibits 9, 10, and 11), The
nxpayer was requested to sign a walver for the year 1919 which he returned to
the department under date of January 9, 1920 (Hxhibits 12, 13, and 14),
In accordance with the hearings held in the department November 13 (Fxhibits
9 and 11), the taxpayer was given a valuation of $802,571.93, with ol
rvexervew as 505,851 barrels as compared with 479,487 barrels in the former
valuntion, The resulting depletion unit in this second valuation was $1.7647.

This valuation, the depletion schedule of which i shown in Exhibit 15, was
based upon $2.25, the posted price of ofl, plus & premium of 25 vents per barrel.
Also, the bureau’s 10 per cent discount factor applied to the middle of the year
in place of the flat 16 per cent as used in the valuation of May 20, 1922, The
reserves bave been slightly increased, which has a tendency to increase the
total valuation desired by the taxpayer. The increase in the market price of
oil by reason of the 26 per cent premium and the use of a lower divcount rate
invreases the depletion unit in accordance with the taxpayer's reguest, bat does
not give him all that he claims, viz, $2.29 for $2.25 oll. .

Basing the ultimate reserves on the first three years' actunl production
there shiould be approximately $524,000 barrels. An analytical valuation based
on these reserves, with ofl selling at $2.26 per barrel, less lfting costs of 40
cents per barrel, Htate tax 7 cents per barrel, and not taking into conslderaifon
the 25 cents premium claimed, gives a net value of $1.78 per barrel, or $0:31,627,
which diswcounted at 15 per cent per year over a 10-year Hfe gives a present
worth of 686,742, From this must be deducted the cost of development and
equipment, which nccording to taxpayer's statement ix approximately $1:20,000,
leaving a net value of $30,742, an compared with $729,547 as per valuation
usllowed in May, 1022, and $802,671 allowed as per conference November 13,
JHAZ N

The appuarent trouble seems to arige from the faet that the market price of
oil in 1920 was $3.50 per barrel, resulting in a substantial profit ($3.560-$1.61)
of about $1.90 per barrel for the year 1920. The 1920 production was approxi-
mately 150,000 barrels.

teferring to & conterence report (¥Exhibit 9) in the engineering division,
November 12, 1924, wherclu the taxpayer had appealed from an assessment of
additional taxes, thix report indicates that the oil reserves did not eome up to
the estimnates originally made. As a matter of fact, the department, in making
ita original valuation in 1922, accepted the taxpayer's statement as to the
reserves on this property (432,000 barrels for the Kimble lease and 47,487 for
the Perryman lease). The production on the Perryman lease to the close of
1022, according to information submitted in the Form O, was 47,627 barrels,
140 barrels in excess of the taxpayer's first estimate. The production on the
Kimble lenge to the close of 1922 was 400,243 barrels, or only 21,000 barrels
short of the original estimates. On the basis of the production for 1922 the
future production of these wells should be approximately 50,000 barrels, so that
the actual barrels recoverable will be in excess of the original estimate. No
evidence has been presented to show that the wells have ceased to produce or
that the lease his been abandoned. :

. Theconference momoreadum (Exhibit 9) of November 12, 1924, further inti-
mates that the value arrvlved at in 1922 was based on the sale of a fractional
interest of the rvoyalty in this partieular lease. Information concerning this
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stle was sudbmitied, but the valuation was baxed upon an analytieal sppraizal.
The taxpayer endeavored to use this sale of fractlonnl interest to set up hie
values, although this sale took place slx mountha after the discovery well came
in and could not, according to regulations, be used.

Sale of Kimble royalty

Reserves | Prodaction] Reserves
(iromg barrels at dig- todun. 1, Jan. ),
covery 1020 1920
Kimble loage . . . .. . e 1, 379, R4 11,332 HAN, 504
Oue-cighth of rovalty. . = . . e . 197,479 §R, 010 104, 863
Fivesixthg ofvoyalty. ... _ ..o . .. .0 ... N R [ ) T4, RIR Hi, 747
Fivesixteenths working interest ...... . . . . . ... ... | 431, O87 19, 508 AR 1]
Fall workinginterest. . ... . ... .. .. . ... 1, 3x2, 3487 022 410 000

The five-sixths Kimble reyalty was sold Junuary 2, 1920, for $685,000, as per
aflidavit, Exhibit 16. The production during the last six months of 1919 was
large; in fact, nearly 00 per coent of the ulthnate reserves has been exhausted
as of January 1, 1920. The remaining ol representing the five-sixths royalty
intevest on January 1, 1920, was only RO74T barrels, making the unit cost
§6.17 per barre], when oll was solling at approximuately &3 per barrel.

The affidavit Is not specifle as to the mmonnts of the various payments,
whether they were in cash, oil, or other property.

E. R. BLACK—VALUATION AXND SBALE OF SEVEN-SIXTEENTHS OF SEVEN-EIGHTHS
(FORTY-NINE OX-TTUONDRED-AND-FORTY-FOURTIIS) WORKING INTEREST

E. R, Black states that he acquired hic interest in the property Aprll 12,
1919, from W. B, Pine, Okmulgee, Okla., for the conslderation of drilling a
well mmedintely.  This well, inchuding physical equipment, secording to the
taxpayer, cost 838307 Baek's fnterests In thove fwo leaseés (the Peorrymnn
30 acres and the Kimble R0 acres) were sold August 1, 1919, to the Indirhomn
Refining Co. for £300.000: deducting the cost of the well would leave for the
value of the oil in the ground, $266.603.

The discovery value of ofl reserves determined by the Income Tax Unit,
ofl and gar seetion, wos $270.0069, this amount being for roven-sixteenths of
seven-elzghthie working interest in 33 aerew awhileh eame within the d'scovery
Himite of well No, 1. The taxpayer has not set ap any value on the remaining
17 deres in the Kimble leage, nor on the 30 acrves in the Perryman lense, but he
sold hig entire forty-nine one-hundred-and-forty-fourths interest In the RO
peves for $300,000 with one good well on the property.

It i noted thet in the unif's ealenlations of profits to RBlack ou thix desl,
cost of equipmetit to the exieut of 5114791 was allowed. The cost of thig
equipment however-—at least two-thirds of it—revulted from drilling two dey
holes on another lease in the immedinte vicinity, The profits resulting from
the sple (Exhibit 17), oven allowing the cost of this equipment. amounted
to 22324800, Under date of October 13, 1924, the ol and gas section recom-
puted the proflt on the Black sale and vevised the cost from $114,791 to $33.307
(the cost of well No. 1) and showed a profit of $277.039,

COMPARISON OF BLACK AND SIMONS VALUATIONS A8 DETERMINED BY THE UNIT

A comparison of the various factors used is shown in Exhibit 18, The dates
of dixcovery do not agree. The price of oil for Black valuatiou is $2.25. while
for the last valuation for Simons, it is $2.50. Black's lifting and overhead ex-
penses are taken as 50 cents per barrel, and for Simons 10 ceuts per barrel,
The reserves do not agree.  The common unit of interest in this property is 144,
The value of thi¢ fraction to Black is %5511, baxed on 6,911 barrvels of ofl,
while that allowed Simons iz $15,218, hased on 8,024 barrels of oil. Black
owns 49 of theze fractional units and RKimens 35. The unit alows Black
¥270.05) for his part and Sinions $533.887 for the smaller fraction, Reduc-
ing Simons to Bluck's basis, the $633.887 should be reduced to $192,885, The
depletton unit allowed Bincle ix £0.797, while Shmons 1s given $1.764. Conslder-
ing the valnmation placed upon Black's interest by the unit, and the sale of
Rlrek’s interest, what ix the value of Simong's intorest? ’
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The question of valuing the Slmons interest in thiy particalar property
should resolve itaelf into a very simple matter. The value was fixed by the
sule of Black's Interest in the property at the date of discovery, and no other
valuntion basls shovid be uvsed, for the regulations specitieally state that the
value to be obtaine is that which would induce a willing buyer to buy and
w willing seller to sell, These conditions prevalled ar the date of discovery,
A willing buyer was found ; there Is a wibing seller, and the deal was closed.

On the basis of Black's sale the value of the Stmons Interest in the S0
acres, allowing for one additional discovery area, shouwld be approxivmtely
S400,000 instead of $892,671, allowed by the unlt, and $1.2350.000 claimed by
the taxpayer. The Simons valuation is based on the actral production of
sueceeding years, while the basig of the valustion of the Black properiy is
the selling price under conditions existing at date of discovery and suale and
whleh Is In accordance with regulations.

These cases are now in auwdit, the taxpayer's attorney awniting the revised
A2 letters ax a basis for another appeal, six years after the transactions in
question took place and more than $250,000 additional tuxes involved.

(The exhibits accompanying Mr. Fay's report in E. R. Black's
and George A. Simons’s cases arc as follows:)

ixnrmr 1
NTATE 0F MIRSOURI,
Clay County, ss:

. W. It. Alexander, of Kansas City, Mo, of lawful age, being first duly
sworn, depose and say that I was a resident of Okmulgee, Okla., in 1919, and
at that time way negotinting for oll properties for the Gladys Belle Ol Co.,
of Tulsn, Okla.; that U was familiar with the oil properties and production
owned by George A, Stmons, of Okmulgee, Oklu., and as agent for the said
Gladys Belle Ol Co. did make the said George A. Shnons un offer for certain
oil properties. among sald properties being the lease and leasehold covering
80 acres known a8 the Kimble-Perryman farm in section 12-14-11, Okmulgee
County, Okla.; that this offer was as follows: 32,000,000 for an undivided one-
half working interest in the Kimble-Perryman lease, five-sixteenths of which
was owned cutright by the sald George A. Simons, with agreement to take
in udditional propertles to the extent of $1,000,000; thut said offer to purchase
was mide In August, 1919, directly after well No. 1 was completed on August
5 and before uny other well was drilled in on the said Kimble-Perryman lease
that it was a bona fide offer authorized by the sald Gladys Belle Vil Cu., by
Grant €', Stebbins, president, a willing purchaser; that the suld George A\,
Simons refused to accept suld offer. I further state that I was authorized
to make a down payment at the time of $500,000 (o the said George \. Simons
to close.

(Signed) W. . ALEXANDER,
Nubseribed and sworn to before me this Sth day of November, 1924,
(Signed) F. 8. KIMHER,

Notary Publiv,
My commission explres August 6, 1927,

Exuxipit 2

AFFIDAVIT

STATE OF OKLAHOMA,
County of Tulxu, 85;

I, G. C. Stebbins, of the City of Tulsa, Okla., of lawful age, belng first duly
sworn, depose and say that I am the president of the Gladys Belle Oil Co.
and have been since February, 1919, said corporation being organized under the
laws of Lielawere, engaged in the oil business in the mid-continent field; that
we own and operate leases and wells in the State of Oklahoma and are familiar
with the values of propertles in the various fields,

In August, 1919, I negotiated with one George A. Simons for the purchase of
properties owned and controlled by him in Okmulgee and other counties, which
included, among other properties, 80 acres known as the Kimble Perryman farm,
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located in 12-14-11, Okmulgee County, Okla. The price offered by me for all
of the propertles was $3.000,000 and was declined by the satd G. A. Simons,
The values arrived upon by me were based upon $2,000,000 for one-half interest
in the Kimble-Pervryman lease, of which Mr. Simons owned tlvesixteenths,
Our negotintions took place in August, 1919, soon after the completion of well
No. 1 and was a bona fide offer made by me for our compuny us a willing
purchaser,
Further affiant saith not,

(Signed) G. (8. StEpmixs.
Subscribed and sworn to before me this 8rd day of November, 1024,
(Signed) Han., G. Sienn,

Notary Publie,
My commisslon expives Maveh 8, 1026,

axMmT 8

STATE 0F OKLANOMA,
Okmulgec County, 88

1. K. E. Schock. of Okmulgee County, Okla., of lnwful age, being first duly
sworn, depose and say thai during the year 1919 1 was president of the India-
homa Refining Co., a corporation Incorporated under the Inws of the State of
Oklnhoma and engaged In the business of producing and refining crode oil,
owning large acrveage and producing oil properties in Oklahoma and the mid-
continent ofl fields and owned and operated refineries in Okmulgee, Okla., and
Fast 8t. Louis, TIL ¢ that at that thime the said Indiahoma Refining (o. was the
owner, and sl is the owner, of an undivided one-half iuterest in the ofl and
g lease and leasehold estate coverlng the §0 acres known as the Kimble-
Perryman farm, in section 12, township 14 north, range 11 enst, Okmulgee
County, Okin,; that as president of the said Indinhomn Refining Co. I was a
willing purchaser of the remaining undiviced one-half Interest in the sald prop-
erty not owned by the Indinhoma Refining Co., and on August 3, 1919, did make
a bonn fide offer to purchase, through G. A, Stmous, of Ckmulgee, the said
remaining undivided one-half interest for $2,2050,000, which said offer was equal
to $1.406,250 for the five-sixteenths interest owned by the sanid G, A. Simons,
which said offer was formally declined by the said G. A, Simons; that this
offer war made as aforesuid in good faith and immediately after the completion
of well No, 1 on the property hereinbefore mentioned, and did not include the
cost of any equipment or development expense, underiaken or incurred, except.
the cost of well No. 1 compioted.

(Signed) K. E. SCHock.

Subsceribed and sworn to hefore me this 30th day of October, 1024,
(Signed) Frep D, Trerany,
Netary Pullic,
My commission expires May 26, 1927,

Exmpit 4
Oil and gas valuation seetion

[George A, S8imons, Okmulgee, Okia.]

INS-—Depletion elndmed - o o e $4. 270, 00
Depletion allowable. . o s 3, 11159
1019-——Depletion and depreciation elaimed-....— oo .. 553, 759, 26
Depletion allowable_ . e 341,810,901
1920—Depletion and depreciation claimed.. ... —————— 437, 833, 98
Depletion allowable._. . s e e 234, 070, 42

Taxpayer operates five leases in Okmulgee and claims discovery on two of
them in the Beggs Wilcox poel. The values ciaimed are excessive and sup-
ported by incomplete data ; the taxpayer’s estimate of reserves is accepted and
the value reduced to a reasonable figure.
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Depletion Is allowable ay follows:

George A. Simona—-Depletion allowable

e s

S s i 4 i e s

Lense T e 1 1920
1 H
. - ' i
| |

Bona . .. $L,005.00 | $7,338.10 ! $9,706.02
= U OU206.59 | 306857, 2 A80.91
I e 744, 60
............................................................................ 313, 500, 88°| 207, 00K, 06
......................................................................... 17,0136 | 14,064, 9
T IO 3.111.459’&11,&10.»1, 234, 070, 42

o P i a e i e en e s ——— s e
x

Schedules of depreclation are in Form O,
Recommended by 8. G. 8. englbeer.
Approved by Russell Beall, chief of section.
May 20, 1922,

Exnmipir &
- Ocrouek 17, 1924,
Mr. GEORCE A. SIMONS,
Okmulgee, Okla.

Sin: An examination of your income-tax returns for the years 1919 and
1920, in connection with an investigation made of your books of account and
records discloses a deficlency in tax aggregating $130.464.86. The adjustments
made are explained in the attached statement,

You are granted 30 days from the date of this letter within which to present
4 protest, supported by additionsl evidence or brief, against this determination
of g deficiency. Upon request submitted within the period mentioned, yon will
alro be granted a hearing in the burean with reference to the matter. A request
for a hearing should contain (a) the name and address of the taxpayer; (b)
in the case of a corporation, the name of the State of incorporation; (¢) n
designation by date and symbol of the notice or notices with respect to which
the hearing is desired; (d) a designation of the year or years lnvolved and a
statement of the amount of tax in dispute for each year; (¢) an itemized
schedule of the findings of the unit to which the taxpayer takes exception; and
(1) a summary statement of the grounds upcn which the taxpayer relies in
connection with each exception.

If, after consideration of any additional evidonce submitted and any argu-
ments advanced by you, a deficieney is finally determined by the bureau to b
due from you, you will, in accordance with the provisions of section 274 of the
revenue act of 1924, be advised by registered mail of the finul determination
of the commissioner as to the amount of the deflclency and allowed G0 days
from the mailing of the letter in which te file an appeal to the Board of Tax
Appeals in the event you do not acquiesce in such final determination.

If you acquiesce in the determination of a deficlency as disclosed in this
letter and the accompanying statements, you are requested to sign the inclosed
agreement consenting to the assessment of such deflciency and forward it to
the Commissioner of Internali Revenue, Washington, D. C. for the attention
of IT; PA:2, HLM-203. In the event that you acquiesce in a part of the
determination, the agreement should be executed with respect to the items
agreed to.

Respectfully,
J. G. BRigHT,
Deputy Commissioner.

OcroBeR 17, 1924

STATEMENT
In re Mr. George A. Shmong, Okmulgee, Okla.

Defictency in tar

O e $102, 789. 97
B2 e e 36, 874. 88

TOUAL e e e e 139, 464. 85
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This deficlency i8 the result of cortaln adjustments which were explained te
you by the Internnl revenue agent in charge at Oklnhoma, Okin., whose report,
dated May 16, 1923, has been reviewed and approved by this office with the
exception of the following revisions:

1019
Net income as discloned DY FePOLt. o oo e e e ~ 535, 440, 71
Depletion allowed on report.... e e st e $520, 487, 81 ‘
Depletion us computed by this ofticen.. . commo oo 341, 810. 91
rrmtsese—e - 1 T8, @76, DO
Corrected net ICOME. . _ o e 214, 117. 61
EXemMPIOn - oo e o e e 2,000.C0
Subject to normal tax_ .o et e s e :Em
FHLO00 at 4 per cent. e $160, 00
$208,117.01 at B per cent .o e 16, G119, 41
e e nocn - 104, 808, 41
BUEERX e e e e e o e 835, 980, K6
. PO X QO oo 102, 789, 97
Previously Qu8eRSed o . e e None.
DR OnCY e e WM
e ity == 4
1920
Net loss as disclosed by examiner's report. ..o o — 22, 287. 69
Net Income a8 Correcte. ..o e 111, 488, 47
Net ndditions.— . .._____ e e T183.774.18
Additions: :
Depletion allowed by examiner- ..o $365, H01, 49
Depletion as computed by the engineering division
of this offce. . . 234, 070, 42
Disallowed- .. oo e 131, 521. 07
irror fn computation of other expenses on schedule
8-3 Of XYOPOTt e e e 1, 256. 31
Exqise tax of furs and anto disallowed. ... 890, 78
Net addition as above....._._._____ [ 133,774. 16
Computation of ta» due
Corrected net INCOME oo e 111, 486. 47
Exemption ... o e o e 1m0 e e o $2, 000. 00
DividendS o oo e 375. 00
- - 2,875, 00
. Subjeet to normal tax_ .. 109,111, 47
$4,000 at 4 per eent_ . e e $160. 00
$105,111.47 at 8 Per CeNlo e e 8, 408, 92
——m—ee 8, 508. 92
S R e e e et 1 e e s et e e o 20, 482, 96
Total tax due. . - 38,049, .88
Previously a88essed .o 3, 375. 00
D eNCY e —————— e e e 36, 674. 88

This assessment is in addition to all other outstanding and unpaid assess-
metnits appearing on the collector's lists.
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Fxuisir 8

TreAsury DEparrMEST, Washington.
Mr. GEoRGE A, SIMONS, -

Okmulgee, Okla.

Sig: Your claim for the refund of $1.381.87 income tay axsessed on youy
1020 return has been examined and will be rejected for the following reason :

Your 1820 return has been reaudited in conmection with a veport by the
internul revenue agent in charge at Oklabomn, Okln,, dated May 15, 1923, and
resulted in a tax lahility In excess of the amount previonsly assessed, The
adjustments made resulting in the deficlency are expinined to you in a sepavate
communication from this office.

Your claim will therefore be rejected,

The rejection of your claim will ofticlally appear on the next schedule to be
approved by the commlissloner and forwarded to the collector of internul
revenue for vour distriet.

Rerpectfully,

J.o G Bricur,
Deputy Commisgioner,
By A. Lewis,
Hend of Dirision.

SXHIBIT T

ORMULGEE, OKLA., November 13, 182).
COMMISSIONER OF INTERNAL REVENUE, ’

Washington, D. C.

Six: Protest is hereby filed agalnst the determination of a deficiency in
income tax for the years 1919 and 1920 against George A, Simons of Okmulgee.
Okla,, as set outvin your letier of October 17, 1924, under the above tile number,

Exception is taken to the * fuir market value’ of certain oil and gus leases
as applied by the Income Tax Unit for depletion purposes. The property i~
described as the Kimble-Perryman lease in section 12, towunship 14 north, range
11 east, Okmulgee County, Okla. The discovery well was drilled by the tax-
payer in 1010 and was the first producing oil well in Okmulgee County from
what {8 now known as the Wilcox sand ; the discovery right being thus clearly
established by thils taxpayer., This taxpayer claims the fair market value
of the property at the basic date was §1,2506,000 and submits aflidavits ansd
other evidence showing an actual sale in Novewber, 1919, of five-sixths of one-
elghth R. 1. of the identical property, and bona fide offers by willing purchaseis
made to this taxpayer for his five-sixteenths interest within 30 days gfter the
completion of the discovery well, equal to and above the capital smm claimed
by this taxpayer for depletion. This taxpayer claims that the actual sale and
hona fide offers by willing purchasers established the fair market value of the
property, and the engineer's estimates of reserves now proven by actual pro-
Jduction recovered from the property when applied to this valuation should
determine the unit value for depletion.

This taxpayer transmits herewith schedule marked “ Exhibit A" supporting
the depletion claimed in the schedule of taxes next attached,

The revenue agent in his report of May 15, 1923, has added to income for the
vear 1919 the sum of $60,000 as the seliing price of an interest in the Stellu
Kelly lease. This addition is protested on the following grounds: The state-
ment mude on page 15 of the revenue agent's report to the effect that a sale
was completed during the year 1919 is not correct in the following respect:
The exploration of the lease was a fuilure as to the Sewell interest in 1819
and consequently under the terms of the taxpayer's agreement with Seweill the
860,000 was returnable to Sewell in that year and would have been returned
to him by the taxpayer bux for the fact that Sewell, a British subject, wus
in England and was unable to come to the United States because of restric-
tions placed on trans-Atlantic travel following the armistice, a condition beyond
hig control. Accordingly, the $60,000 was virtuaily in escrow at all times, and
at no time was the sale consummated.

Power of attorney for Mr. Simons to the undersigned has been filed with
the del;{lrtmentt. . '

espectfu
pee » H. W. METZzGER,
Attorney or Agent.
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In ve Mr, George A. Simons, Qkmulgee, Okla. .
Net resalt, 1919 and 1920, ne additional tax. '

This schedule 18 the tesult of certaln adjustments made by the internal
revenue agent in charge in his report of May 105, 1923, revised in accordance
with depletion exhibit and protest attached.

1919
Net tiicome disclosed by agent's rmmrtm_...»,_,“” e e - . 383, 40T
repletfon allowed on veport. R . $520, 487. 81
Depletion per exhibit mtuchml e DO, 015, TE
~~~~~~~ e §33, 427, 50
* Kule of Teare” added in error.. ... .. e - 80,000, (K}
R | X By O {1}
Net income corrected, TORS_ . . L e e DT, U810
AMONNE OF AN L . o o e e e e —— None.
1020
Net Joss disclosed by agent’s report. oo e - L S22 8T 40
Diepiotion allowed on report ..o ocn o $305, 501, 49
Depletion per exhibit attached ... . __. 385, 776, 221
o e (| N [ Bl
42, 472, 41
Error in eomputation schedule 8B of report_ ... _. 1,206, 31
Fixelse taxes disallowed. - e e 908, 78
B e A N | U]
Net income covvectod, Yo8S_ oo e e o S, 215!. 32
NIHOUNE OF TN oo o e e e e e et e e e e e o+ et e n None.

o ——

FNGINEERING DIVISION,
INcoME Tax Untr,
November 12, 1824,
Memorandum to Mr, 8, N, Greenjdge, Head, Engineering Division,
In ve G, A, Simons, ()kmulgoe, Okla,

itepresented by U. . Beck, C. 1. A.; H. W, Metzger, secretury to Mr. Simou,
Okmaulgee, Okla,

Representing the Government C, (. Griggs, assistant head of division; A. R,
Shepherd, Division Conferee: H, A. Canipbell, assistant chief, oil and gas
section; J. W. Divche, valuation enginecr.

Thene representatives had been in couference the forenoon of November 11,
1924, nnd not coming to ar agreement, the conference was transferred to the
office of the assistant head of division,

It appears that Mr. Simons had been given a discovery valuation by the unit
which was acceptable to the taxpayer but subsequent operations developed the
fact that the oil reserves were actually much less than the reserves accepted by
the unit. The reserves which the unit stated would hiive had to be there to
retlect the valuation given, resulted in a depletion unit value of $1.61 per harrel,
while the nctual reserves would indicate a depletion unit value of $2 plus. A
discovery value wag determined during 1922 on a basis not recognized by the
oil and gas section at the present tlme but the taxpayer having had an offer
to sell at the date of discovery reflecting the value previously allowed, o flve-
<iv the interest in the well haviny been sold at this value (the taxpayer retain-
s his one-sixth intevest), the anit had permitted the valuation to stand.

The taxpayer's contention was that Inasmuch as the valuation of the oil
well was established as at date of discovery by comparative sales, that that
vatue should govern and in the ense of the oil well proving a disappoeintment
ond not producing the reserves that were estimated at date of discovery. thoy
<hould be permitted to readjust the unit rate of depletion in accordance with
the actual vil reserves,

Taxpayer was adviged that the unit could not concede a higher valuation
for discovery in any case than would be reflected by analytical methods, that
the englneer would be Instructed to compute his dlscoverv valuation by this
method and if it resulted in a higher unit rate of depletion than had been
allowed him in the previous audit, that he would be allowed that rate. He was

9201 9-25—p1 15——4
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also advised that since Mr. Camphell, assistant chief of thig section, had
stated that .nhere were cases before the review section of the solicitor's office
at the present time and one cave before the Court of Clats upon this same
question as to the reallocation of the ofl reserves ufter the unit has accepted a
valaation thut the ruling of the unit would bhe sustained by this office and that
hlls (‘llﬂ;) would be forwarded in due thue to the Board of Tax Appeals through
channels,

No doubt by the tlme his case i3 considered by the Board of Tax Appeals
rulings will buve been made upon the cuses now pending so thut the declsion
can be made without difficulty.

On November 12, 1824, Valuation Engineer J. W, Dyche reported to thie tax
payer's representutives and to thix office thant the uuit rate of depletion com-
puted by unalyticul methods was $1.7647. Taxpayer was then advised by this
office that a new valuation memorandum would be prepared reflecting this
amount, forwarded to audit and the case would be reaudited reflecting this
condition,

Taxpayer expressed himself as beiug dissantisfled with this rate and stated
thut he would protest his case when he received his A-2 letter from the

reaudir.
C. C. GriGas,
Asgistant Head of Division.
A. R. SHEPHERD,
Division Conferee.

Exusir 10
TAXPAYERS' CONFERENCFE

Conference date: November 13, 1924,

Taxpayer: George A. Simons, Okmulgee, Okla.

Represented hy W, C. Beck, jr., and . W, Metzger, Okmulgee, Okla.

Credentiuls properly enrolled.

Power of attorney: Recorded November 11, 1824,

Years lnvolved : 1919 and 1920,

Muatter presented: There were two questions involved in the adjustment of
this case, namely, (1) depletion for the years 1919 and 1920, (2) additional
income erroneously Included by revenue agent for 1919,

Mr, Dyche of the oil and gas valuation section sat in conference and will
submit revised schedule of depletion for the years 1919 and 1020 based on
additional information submitted. and it should be used as a basis for closing
the case.

The taxpayer objects to erroncously Including income of $60,000 in 1910 as
the result of the sule of a lease,

The revenue agent treated the transaction as eclosed in 1919, and when the
money was refunded in 1920, two months later, he states it was in the nature of
a gift.

The facts as related by the taxpayer and so stated in his brief indicates that
the taxpayer entered into an agrecment in 1910 with one Sewell, whereby
Sewell was to take a certain lease for $60,000, the delivery of the money, held
in escrow,: conditional upon striking oil.

No oil was found after drilling in 1919, and the lease was canceled and the
money was refunded in 1920 because Sewell was in England at the time,

It is contended that the money was not constructively received by the tax-
payer since he was on a cash receipts basis, neither could it be regarded as a
cagh transaction since the money was held in escrow and not available fo the
taxpayer, and the transaction was not finally consummated in 1919.

The lease was finally abandoned in 1920,
It is recommended that no income from this transaction be included for
1019,
Interviewed by—-
R. H. JoxnsoxN,
Conferee.
Approved,
WitriamM BrLuu,
. Bupervising Conferee..
wiLiaMm B, Ristie,
Assistant Head, Personal Audit Divigion.
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Exmpir 11
TAXPAYFER'S CONFERENCY

SNGINERRING IhivisioN,
O, axp G SEerion,
Novewher L3 1925,

Taxpayer: George A. Simons,

Address: Okmulgee, Okla.

Represented by Mr., Metzger and Mr. Beck, jr.

Credentials: Pamer attorney—-Enrolled.

Taxablp years: 1919-20,

Matter presented: Valuation data,

Iswnes diseussed : Valuation on account of discovery,

Conclusions: Valuation of $802,671.93, reserves (05,851 barrels, and unit
£1.7647 was glven the taxpayver. The taxpayer's representative stated that
the valuation would he submitted to the taxpayer and aceeptance of smmne
would be referred to him, Reference Is made to audit conference this dute.

Interviewed by : J. W, Dyehp, H, A, Campbell, Mr, Thayer, Mr, Gelgges,

Exnmr 12
Mi. GEORGE A, SIMONK,
OLmulgee, Gkla,

S1r: Reference is made to your protest dated November 13, 1024.

In order that the interests of the Government may not be jeopurdized and
that careful consideration may be given to your contentions, it is necessaryv that
the inclosed waiver be properly signed and exccuted for the year 1019.

You are requested to return the waiver within 10 days of the receipt of this
letter, direct to the Commissioner of Internal Revenue, Washington, D, €.,
referring to the symbols I'T: En:OG: JWD,

Respecttully.,
J. G Buwenar,
Deputy Commisisoner,
By 8 M, Grrrsimes,
Head of Divicion,

Exmmar 13

Javvany 9, 1925,
COMMISSIONER oF INTEENAL REVENUE,
Washington, D. C.

DeAr S Reference is made to your esteemed favor of December 3, 1994,
under your file symbols IT: En: OG, JWD, which reached my hands through
the mails on the 4th day of January, 1923, and which said letters eontained
a watver to be s‘gned and excented for the year 1919, With the vequest that
the same be returned within 10 days of the receipt of same.

I am returning herewith the waiver properly signed and execnted <
reguested,

Yours very truly,
GrEo, N Sravons,

Exmisrr 14
INCOME AND l‘ll()‘l"l'l‘s TAX WAIVER
[For taxavle years ended prior to March 1, 1921]

.
ORNMULGEE, OKLA,, Januwary 10, 1525,
In pursuance of the provisions of existing internal revenue laws, George A.
Simons, a taxpayer of Okmulgee, Okla.. and the Commissioner of Internal
Revenue hereby waive the time preseribed by law for making any assessment
of the amount of income, excess-profits, or war-profits taxes duae under any
return made by or on bebalf of said taxpayer for the year 1919 under existing
revenue dacts or under prior revenue aets,  This waiver of the time for making
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any assessment as aforespid shall remain in effect uutil December 31, 1925,
and =<hall'then expire, except that if n notlee of a deficlency in tax ix sent to
snld tnxpayer by registered mail before sald date and (1) no appeal s filed
therefrom with the United States Board of Tax Appeals, then said date shall
be extended 60 days, or (2) the pumber of days between the date of mailing
of sald notlee of defleleney and the date of final declslon by andd board.
Grorar A, NiMoxs, Tarpayer.
By D, H. Brair, Connmissioner, 8, M. (7,

If this waiver Is exceuted om behalf of a corporation, it must be signed
by such officer or officers of the corporation as are empowercd under the
Inws of the State In which the corporation is located to sign for the corpora-
tlon, in addition to which the seal, if any, of the corporation must be aflixed.

-

Bxumir 18

Individual : George A, Simons, Okmulgee, Okla,
Taxuble yenr: 191920,

- Protest : 191920, .

Allowed in part. as Indicated below,

Cladms in ense: 101920,

Depletion
Tacable vear ik:.:;;];; Depletion Dopletion
' T reported, ot | ¢nimed | allowable
LO0D e tmaere e meaenearaemntanonn e mmaeeeanan ‘ £555, 748, 1_7_ $553,915.71 | $397, 410,12

1920 e i © 537, 228,07 385,776,701 | 272,025.15

SALE CAPITAL ASSFETS

Reforence Is made (o awdit conference memorandum, dated November 13,
1924,
DEPRECIATION, ETC.

Items previously determined, as indicated by A-2 letter with the ease,
DISCUSRION

Revaluation on the Kimble-Perryman lease was allowed on the basis of data
submitted in conference. Value set up in that conference is indicated by engi-
neering conference memorandum, November 12, 1924,

Memorandum by Engineer 8., C. Slusher, dated May 20, 1922, is superseded
for the years 1919 and 1920,

Recommended by J, W. Dyche, Engineer.

Approved by chief of section,

Sxminir 16
STATE OF OKLAHOMA,
County of Tuixa, s«

Jolin G, Ellinghausen, of lawful age, being first duly sworn, on oath states:

That he is a resident of the city of Sapulpa, Creek County, Okla. ; that during
the month of November, 1919, this affiant, as trustee, made a contract to pur-
chase the west half of the northwest quarter of the northeast quarter, and the
west half of the southwest quarter of the northeast quarter and the southeast
quarter of the scuthwest quarter of the northeast quarer of section 12, town-
ship 14 north, range 11 east, the same carrying with it an undivided five-sixths

(of a one-eighth royalty of the ofl and gas produced from the above-described .

land. That the purchase price for said land and seid five-sixths of the one-
eighth royalty was $6560,000; that in addition thereto this afflant, as trustee,
paid a commission of $5.000: that the total cost of said property was $355.000.

Afflant further states that a deed to said property was made by C. C. Kimble
and wife, Wm. II. Reading and wife, and Sylvester Blggerstaff, on the 2nd of

1
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Junuary, 1020; that part of said consideration was pald on or about the 15th
of November, 1910, and the balance of the consideration was paid during the
year 1920 in installments.
‘That an oil and gas lease was operated on safd property at the time of sald
purchare by George 8imons and the Indinhoma Refining Co,
Further afliiant salth not,
Jonx C. KLLINGHAUKEN,
Subscribed and sworn to before me this 31st day of October, 1924,
LuciLe DANKECK,
Notarp Pullic.
My commission expires Marceh 10, 1927,

in re E. R. Black, Okmulgee, Okla.
Taxable years, 1910 and 1920,
Appeal dited October 31, 1923,

R. A R, 1919 and 1920,

Depletion based on dizeovery value.
Development chavged to expense.

Depletion allowable

Gross e e o
income | Depletion
Taxable year lm(xln ol qi!almml, Am;n‘cin- ’
and gus ‘orm O . tion e
K. A. R. Oneost | vercost | Total
discovery |

{

$36, 827. 70 | $15, 884,22 $951,02 | $12,082. 11 | $12,463.13
13, 521. 93 None. Nomne, None. None.

DEPBECIATION

In his report of April 13, 1923, the revenne agent recommends a depreciation
rate of 16 per vent on lease equipment in leu of 40 per cent as claimed by
the taxpayer. In his appeal taxpayer states bis reasons for claiming such a
high rate of depreciation, In his lettgr of November 20, 1923, Revenue Agent
G. C. Holt recommends that the taxpayer be granted relief in the premises,
and it iy thought equitable to sustain the claims ss sot forth in the protest.
It appears that the dry-hole loss account would have been larger had not such
a large amount of depreciation been claimed.

Profit on sale of asscts, 1919

Lease sold to Indiahoma Refining Co,

Value of all considerations received ..o oo 300, 600, 00
Deplgtion sustained 81,02
Depreclation sustained-. ... ________________ . 45, 016. 63
Cost of leAse. $8,257.19
Cost of equipment ... _________ e ——————— 114, 791, 5%
Profit e 223, 248. O

346, 207. 65 346, 297, 63

It will be noted that the profit shown above is set up dilferently than that

shown in the revenue agent’s report, und the depletion sustained is as shown

on cost In Form O, the depreciation sustained is as elnlmed by taxpayer on

the investment in lense equipment ($114,791.57), the cost of leuse is us shown
in Form O,

Exumir 17

In re E. R. Biack.
Profit on salg of other leases is in accordance with revenue agent's report.

LEASE EXPENSES

Lease expenses as reported by revenue agent are sustained.
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AMORTIZATION OF LEASES

In Lis protest taxpayer clahms * amortization
¥2.411.30. Thix amonnt {s sustained.

uf leases wmounting 1o

DIRCUNSION

A discovery value has been clatmed on the Kimble lease in section 12, town-
ship 14 porth, rnge 11 enst, Okulzee County, Okl The value ax nrrived at
by tuxpayer has been reduced due to a reappraisentent, based on 3225 oil in
lien of $2.50 oil.

Case may be audited and closed,

Recommended by H. H, P., engineer,

Approved by W, N, Thayer, “ef of spetion,
Work shect of enginecr

Price ol $2.25

i 1t £, 31 Black
Power Kimble
ngiz;:'lt Operuting Heti 10 por
¢ rofit per i cent
barrels lllé-t,l‘)':\l!:;‘li profit [ )
pey well) W.18521)
a8, 261 $1.75 &0, W1.75 M‘.&JLUQ
11,484 1.25 14,356.00 | 12,4856
7,856 1.00 7,666.00 | 6,U20.%0
1,977 .75 3,732,756 2,670, w3
3,063 .71' 2,207. 26 1,494, 4
1,841 W 1, 148.25 Hd, 02
760 .7 574.60 308. 85
67, 75 Present worth No. 1., 87,409, 20
371,032 4 additlonnl such wells...' 319, 637. 04
338,700  437,046.30 |
. Lossdevelopment 6 wells., 168, ¥87.00
Value of oll yeserves diy- '
' covered................ 270,059.30 !

) . i
ExHiniy 18

Compurison of dalae used and results obtained by oil and gas scction in valuing
fractional working interests in same

1. A. Simons [ G. A, Simons

E, R, Black ' .
(allowed) (allowed) (revised)
t
Date of discovery for valuation. ............ l July 3,1010. ... Aug me....._. July 3, 1919,
Laitial production. . -......... 102210001 2,000 barvels per 20 “barrels o 2000 “barrels per
ay. 2y, ay.
Price of oil per birrel ... o omeeaecaaiane $2500 . $2.25,
Lifting und overhead ¢osts per burrel. ... 8000, .5
‘Taxes (7 cents per basrel)............_._... Included inlifting { Inclvasd in lifting
cost. COSY
0T 11 1R PeOf Mo ! e of 75
Ownership to cominon denominator........: I i yae
Area of 1eases. ... oooeocnenneon PO . wtu.rcs....,.__.“ 80 acres
Dissovery valuation areg.......... | ) acres.. ... weso| 3B ACKES. . o oanan.. .| 33 BOYES,
Gross reserves POr Bere. . ..ea. - 30,170 bnmls..‘..- 37,713 barrels. ... 40,170 burrels.
(1083 rEserves, 33 8CTeS. . vencouainaniauana 995,616 barrels. .. ... 1,244,629 barrels. .| 495,616 barrels.
'l‘axpnyer's reSerVes. .. ocomcacas PR .| 338,760 21} DR vaeo| 241,900,
Taxpayer’s barrels peracre.......... O187. . e, 7,333,
Ta: ayer’s value per 8¢re......... 816,078 .0 00001 95, k4b,
terust. barrels per 33 acres... 024, e .- 6,914
Ve g tnterent 1 33 aetes oo oo 1o 85,511 815,218 ..o $5,511.
‘Taxpayer's total interest, 33 acres........... | $270,069 $533,887 . . ooeenen $192,885,
‘Taxpayer’s total interest, 17 4eres..... ... 8275007, ...... ...l $99,365.
‘Paxpayer’s total interest, 30 UCreS. e nnnnns 883,967« e $87,675.1
VAe . oo ciicc e nenaaa $802,671_ .. $379,925.
Depleuon UDIE .o mprvnrcececncmannnn $1.7647...... $0.7970.

* 1 Reduced 50 per cent by reason of axpected decmmd production for tuture wells and dry-hole lmmd,
Vulue besed on Black valuation and Simons production (505.858X0.79713)=3$403,234.

Value allowed May 20, 1022, $7.

Value claimed by tmpayer (&44,189). $1,250,000.
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Mr. Mansox. 1 will ask you to tuke up the conclusion of the Gulf
case now, Mr. Fay.

Mr. Fax. Before giving the summary in the case of the Gulf Oil
Corporation, I have two pages of notes on the Mexican Gulf Oil
Co., a subsidiary of the (sulf Qil Corporation,

The twe points to be brought out in this statement are (1) ex-
cessive reserves due to Jack of hazard factors and (2) low discount
rate to determine present worth.

This subsidiary corporation acquired leases in Mexico in 1912,
1913, 1917, and 1919. The majority of the leases were purchased
for a nominal sum although the records show that two leases were
purchased. one for $1,500.000 and one for $373,000 plus contingent
payment out of production in future years to the amount of about
$600,000, The Mexican Gulf Oil Co. sets up a valuation for iis
Zuniga lease purchased December 12, 1912, for 500 pesos, plus a
small incidental cost of $3,478.458. The annual rental until produc-
tion was obtained was $617.16 United States currency; royaity rate
10 per cent. On December 12, 1913, the taxpayer set up a discovery
valuation on well No. 1. which is estimated as 2,000 barrels daily
potential production, with a discovery area of about 60 acres. The
taxpayer assumes that two other wells will be drilled on this prop-
erty, each of which will produce as much as well No. 1. A large
number of the wells completed in Mexico prior to this had been
producing oil for three or four years with practically no reduction
in tlow from what was obtained originally. It is on this basis, there-
fore, that the taxpayer assumes that this discovery well and the two
additional wells wiil produce 2000 harrels each daily for at least
19 months.

The taxpaver states:

That at the time Zuniga No. 1 a discovery well on lease was completed lttle
or noithing was known of the extent of the productive ares in the Panuco tield
inasmuch as only 27 wellx had been completed in that general region and those
were well seattered, except for 15 wells which had been drilled in a loenlized
area then known as the Maza-Willis pool,  Of the welis which bad been drillet
none had encountered salt wacer and all had been completed as ofl wells ranging
from a daily potential production of 6 barrels to 5,200 barrels. The depths
of these wells varled from a minimum of 1.640 to 2,701 feet from the surtuce.
The oil horizon was known to be a hard, dense limestone, and because of the
fuct thut some wells of only a few barrels capacity were found offsetting wells
of daily potentinl capacity of thousands of barrels, it was thought entirely
possible and practically aceepted that the ofl was contained in fractures and
joint planes,

In view of this statement, the company is not justified in assum-
ing that the two additional wells to be drilled on this 60-acre tract
would produce as much as well No, 1. . The taxpayer uses no produc-
tion hazard, dry-hole hazard, or any other hazara in estimating his
reserves, A purchaser of property in Mexico would undoubtedly
consider the above (uotation very carefully before assuming that
future wells would be as large as the first one, It therefore appears
that the taxpayer's estimated reserves are unduly large.

On December 7. 1914, Zuniga well No. 3 was brought in at a depth
of 2,370 feet with an estimated daily potential production of 10,000
barrels. The taxpayer assumes that this well will continue producing
on this basie without diminishing for approximately 48 months,
which would give gross reserves of 14,400,000 barrels, all of which
it is expected wonld be recovered through this one well.
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The tagpayer was aware that wells in Mexico go to salt water
very suddenly, and yet he assumes that these wells will flow as lone
s vertain other wells have been flowing, and it is on this basis that
he estimates the life of these wells.

The reserves of Zuniga lease (19278000 barrels) shonld have been
exhausted by the close of 1917, The production to close of 1917 wax
4,173,180 barrels, which indieates one of two possibilities, namely.
that the estimation of the reserves was erroneous or there was no
market for so much oil, both of which should have been taken into
consideration for depletion purposes,

The taxpayer has set up four discovery valuations at a net value
of $10.558,793, as indicated on the accompanying table.

Discovery valuation on Mexican lcases (Mexican Gulf Gil (o.)

{
! \of o Price | Discount . Daeple-
! Life of well of ol factor | Jeserve uoul:mit
Per cent |  Barrels
Loper No. 1-~Mar. 33, 19017 .. ooeoniveaooe | 7% montbs,... 30.16 | 12.9338 | 37, 637, 500 18. 49
Zuniga No. tDec. 12, I013.... cveviianrnnnn. 39 months..... 401 12.0330 | 6,318,000 30.0
Zuniga No. 2-—-Dec. 7, 00M. ... orovinenannn - 46 months._. . L20 1 129336 | 12, 960, 000 16.9
COobos—Jan. 2, 19190, ... t e aeemcemans e nsana 10.8 uonths. .. J25 ] 12,0336 1 570,478 20.5
g TN POV SOURIUE SR, L " 87,385,875 16.3
y { '
Taxrpagcr 8 sct-up
Composite
. 10 per cent | 25 per cent
Net value l:f,g‘:'gt di&g%&. regular regular
per cent discount | discount
Lopez No. b, e iaccivinis cmnans $5, 786,000 | $5, 087, 601 $748, 338 ! $1,041,203 | 43, 4R, 041
Zunige No. 1. ievcicnainanirannancas , 425,200 | 2,111,534 313,065 ! 617, 083 1, 183,740
Zuniga NO 2. cieececcccvcnrnecaasvaccnnss 2,512,000 | 2,187,107 324,802 640, 308 1, 226, 107
Cobos. ...on... Meenaavameesstnaamamasueas 138, 593 118,058 17,637 | 12,354 27, 11
b U D 10,858,703 | 9,454,358 | 1,404,432 ; 3,211,848 | 5,875,007

In order to determine the present worth of these various dis-

wovery valuations the taxpayer used a composite discount factor of
12.9336 ¥er cent. This factor is used on the net value, regardless
of the life of the property. One of the wells has a life of six years,
to which he applies this same composite discount factor, while an-
other has a life of 10.8 months, to which he applies this same com-

posite discount factor.

The Cuammman. Just at that point let me ask you when that 12
per cent factor was applied—as of what date?

Mr. Fay. As of date of discovery.

The Crairman. No; I do not mean that, but when was it—

Mr. Fay. In the set-up?

The Cuamryan. When the claim was made for discovery value.

What was the date of the claim?

Mr. Grece. If I may answer that, it was in 1921, Mr. Chairman.

That is what I understand.

Mr. Fayx. One of these was on December 7, 1014, and the other

Jwas a little earlier than that, December

12—

The CuamrmaN. No; I am not talking about that. I am talking
about the date when they made their claim.

H
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Mr. Fay. This came in, Mr. Chairman, with the Gulf Oil Corpora-
tion’s returns, in February, 1921, Does that answer it?

The Cnamrman. Yes. '

Mr. Fav. The taxpayer’s present worth of the net value is
$9,454,358, which would leave a prospective purchaser a possible
profit of $1,404,432. This, of course, 18 on the assumption that as
much oil is recovered within the life of the wells a9 estimated by the
taxpayer. The production figures from 1918 to 1919 amount to
11,620,590 barrels as against reserves 57385875 barrels. The dis-
count due to the use of regular 10 per cent and 25 per cent is shown
in the above table.

The 10 per cent discount table——-

The Cuamman, Are you going to put those tables in the record?

Mr. Fay. The tables will be placed in the record, Mr. Chairman.

It must be remembered that at the time of setting up these various
discovery valuations the politieal situation of Mexico was anything
but satisfactory, with revolutions and turmoil on all sides. There
was no stability of government and confiscation or destruction of
property was possible at any time. The Mexican export taxes on
oil amounted to from 4 to 8 cents per barrel, with no certainty that
that would be the limit. The World War was in progress, which
would also add to uncertainty as regarding investments. Markets
were liable to bo cut off at any time, and the amount that could be
marketed was limited by pipe-line facilities. The taxpayer sets up a
value that could not po@siLly net the investor to exceed 12 or 13
per cent over the entire life of the property in & conntry without a
stable government.

Some authorities on mining recommend a discount of 50 per cent
on the net value of & mining property located in a foreign country.
It is questionable whether 50 per cent would be sufficient to interest
. an, investor in Mexico during the years 1913 to 1919, inclusive.
The production by years is given in the accompanying table:

Production in barrela—Gulf Oil Corporation—Merican il Co,

. - -
l 1913 94| 195 J 1016 mr 1918 l 1919

- ——— ekl e ey = 3 dae e e . E ‘ JRSERR N— __,.,_,,‘.__-.“.‘._.‘_.....‘-.,..._‘......_._; e e
Hernandes (124 per gom).{ ................... R SN SO | L

.opez pereent).....l .l L. [P A leiecoaarnanan , 144,
Zupiga (10 per cent) - ... 31,400°| 021,060 | 967,331 | 910,989 | 1,332,300 |77Th56, 160.20°| 683,705, 42
Ingeage(hoad royulty pur- : ‘ | | essm

[4)1: 7. SRR PPN SIS U femmmmoae 8
Lot 251 (1344 per cent) .| 1170 T SR SRS OO NERSRRRRRN 267, 934. 85
Cobos (17gpercent). ..o o v amaernan B TR Ty 4%,:128.8&
Tt 8 (5 cents per barrel) |12 11 RO RSN (S 1'%, 103,906,007 4, 000, 252. 00
Totaleun.eoaeraennns % 31,400 | 021,660 | 067,831 ‘ 010,080 | 1,332,800 | 1,750,075.29 5,607,334.68

. I )

Grand total, gross oil produced (1913-1919), 11,620,600 barrels.

That is all I have on thet subsidiary of the Gulf Oil Corporation.
Do you want the summary?
r. Manson. Yes.
“Mr. Fay. Summary, ihe Gulf Ozl Corporation—-—
Senator Kine. That includes the subsidiaries and all? .
Mr. Fay. That includes the G)g)sy Oil Co., Gulf Production Co.,
Gulf Refining Co., Mexican Oil Co., and Eastern Gulf Oil Co.
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Senator Kina, And those are all the subsidigrics, are they ?

Mr. Fay. Those are all the subsidiaries that are producing oil.
There are subsldiaries that handle pipe lines and refinery works that
do not come in.

Mr. Manson. And this summary refers to the discovery vulues
allowed to those corporations?

Mr. Fax. That is all. :

The Gulf Oil Corporation and its various subsidiaries filed
their income and excess profits tnx returns up to and including the
year 1919 in regular form. On January 22, 1920, the auditing firm
of Erust & Ernst advised the commissioner that they had been re-
thined by the corporation to handle its tax matters. On July 9, 1920,
the corporation’s engineers advised the commissioner that valuation
reports for the producing properties were being prepared as a basis
for depletion deductions. On November 6 two auditors from the
department began a field audit of the corporation’s hooks and worked
simultanecusly with Ernst & Ernst. On November 20, 1920, the
valuation and depletion r(z)orts (supporting the amended returns
in preparation by Emst & Ernst) were received by the natural
resources subdivision. On December 13, 1920, Mr. C. F. Powell,
chief of the oil and gas section, recommended the acceptance of the
corporation’s valuation report subject to check ahd verification.
The m:thematical accuracy of the computations in the report was
checked by the audit section. The valuation and depletion reports
which were filed on November 20, 1920, claiming discovery valustion
tfollt;he extent of $93,717,927 from 1913 to the close of 1919, are as
follows:

Gpysy Ol Co e et e $27, 668, 163
Gult Produetlon Qo e e n e 34, 821, 424
~Galf Refining Coo e e e 21, 413, 401
MexIean Ol Qoo e e e 9, 434, 760
Fastern Gulf Ol Coo e e 390, 159

TOLAL. . e i 093, 717, 927

These figures ave taken from volume No. 1 of the corporation’s
schedule (y~ar 1919) for invested capital. This valuation report was
recommended for acceptance on December 13, 1919, after a period
of about 20 working dlays iti which to determine the correctness of
the valuations of hundreds of leases to the extent of more than
$98,000,000. In the ordinary course of procedure, in the valuation
sections, a proper check on a report of this magnitude would have
taken from 10 to 12 months, yet in this particular case it was passed
in less than 20 days. On February 7, 1921, representations were
made to the Income Tax Unit that inasmuch as Mr. Mellon was to
be the next Secretary of the Treasury-—-

Senator King. What is that date?

Mr. Favy. February 7, 1921. He—Mr. Mellon—desired to have
- the cases of all outside interests with which he might be connected
closed prior to March 4, 1921, The amended returns were filed on
February 19 and the taxpayer was advised of his tax liability on
February 28, 1921. The case was closed within seven working days
when many other cases of this magnitude required from one to two
.vears, and even now some are still pending. co
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It will thus be seen that this case was rushed through the depart-
ment with no adequate check, and that the valuation reports were
accepted as prepared by the taxpayer.

The valuation data submitted by the tuxpayer has been given a
thorough examination by the committee’s engineers and as brought
out in the hearings of February 27, 1925, excessive valuations were
set up by the taxpayer and allowed by the department. The bases
for these excessive valuations are as follows:

1. Failure on the part of the taxpayer to use huzard factors in
estimating the reserves. Such hazard factors to cover items as to
the percentage of total oil recovered, the number of dry holes to be
encountered. nnd the decrensed production of future wells in drilled
areas. The use of proper hazard factors alone would have reduced
the valuations approximately $18,000,000.

The Cuairman. At this point let me ask you whether this case
has not been reviewed by the bureau since that Jdate?

Mr. I'ax. I do not think so. I would rather von would ask the
department about that,

Mr. Guecc. Not that I know of, sir,

The Cuamrman. It is not too late to reopen it. is it—February.
1921¢

Mr. Gireca. 1 do not know whether this case i~ a 1312 settlement
or not.

Mr. Parker. The 1312 is signed in this case.

The Cuaamman. Yes; 1 think it appears from the previous evi-
dence that it was closed under that agreement.

Mr. Fay. 2. Utilization of a price of oil in excess of the market
price of oil at date of discovery valuations. Qut of 70 leases exan-
mmed it was revealed that 30 were based on a price of oil far in excers
of the market price of oil. " The taxpayer consistently used peak
oil prices for making valuations when the price of vil was high and
an expected or anticipated higher price when oil was low, based
on a short-period average that had preceded the low period. The
use of a price of il in excess of the mavket price at date of discovery
results in an excess valuation of a‘pproximately $7,000,000,

3. In the matter of discount the taxpayer used a so-callad com-
posite discount with § per cent as the basis. In discounting the
anticipated net receipts to present worth the taxpayer consistently
set up the first year’s returns at face value without any' discount
whatever. The anticipated returns for future years were discounted
on the basis of a § per cent discount factor applied to the middle of
the vear. The composite discount factor derived from the applica-
tion of the 5 per cent discount often resulted in discounts of antici-
pated income of less than 1 per cent over the entire life of the prop-
erty to determine the present worth of expected income. The regu-
lations provide that a valuation for depletion purposes shall be one
on which a deal would be made as between a willing seller and a
willing buyer. Purchasers of oil properties usually anticipate that
the total capital invested shall be veturned within thres or four

ears and that the discount rate be commensurate with the risk.
any authorities place this risk rate at from 15 per cent to as much
as 40 per cent per year. The taxpayer’s risk rate resulting from
the application of the 5 per cent discount was from less than 1 per
cent to possibly 15 per cent over the entire life of the property. is
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low discount’ factor alone indicates an excess valuation of at least
$20,000,000 to $25,000,000.

4. The Income Tax Unit accepted without change the taxpayer’s
statements as to valuation for depletion purposes.

5. A former employee of the Income Tax Unit was engaged as
consulting engineer in this case before he had been out of (iovern-
ment service two years. (Treasury Circular 230.)

Senator Kina, Who was the employee?

Mr. Fay. Mr. James L. Darnell.

The CnairMan. I think this case was discussed at one of our
earlier hearings, and I am not sure that fraud might not be discov-
ered in connection with the settin uf) of this case by Ernst & Krnst.
I mention that not to charge the Gulf Oil Corporation or any of its
personnel with any responsibility, but the way the books were re-
written, as 1 remember the evidence, indicated to me that there was
fraud; and if it was fraud, the case might be reopened and studied.
I think it is a questionable case.

Senator Kine. Is it closed irrevocably?

Mr. Manson. It is closed under agreement.

The Cuarrman. Unless fraud can be shown it is closed.

Mr. MansoN. Yes; uniess fraud can be shown, it is.closed.

Senator King. Who closed it ?

Mr, Manson. When was the agreement signed?

Mr. Parger. It was ciosed about August or September——

Mr. Fay. August 11, 1923,

Senator Kine. I thought it was closed before Mr. Mellon came
into the Treasury.

Mr, Parker. No, sir; it was closed after he came in under 1312.

Mr. Greac. The case was settled before he came in. The 1312
agreement was not entered into until 1923, I think.

Senator Kine. From the time that Secretary Mellon came in on
March 4, 1921, until the 1312 agreement was signed in August of
1923 was there nothing done on the case?

Mr. Greoe. No, sir; the case had been closed. .

The Crarrman, Why was there such a lapse of time from March,
1921, until 1923 in the signing of that agreement?

Mr. Greaa. I do not know.

Mr, Nasu. I presume, Mr. Chairman, that no application was
made for the 1312 agreement in the meantime. We are constantly
getting requests for the 1312 agreement in cases that were cloged two
or three years ago.

‘The CHatkmaN. Then the burean does not make the original sug-
gestion—-

Mr. Nasn. No, sir; that is optional with the taxpayer. The tax-
payer makes the rer'il‘nest.

he CHarrMaN. The bureau never makes the suggestion that it
comes under Form 1312¢

Mr. Nasa. No, sir. -

Myr. Parker. I understand that when the bureau gets an applica-
tion to have the 1318 executed they make an examination of the
taxpayer’s case, and it goes through the different department heads
for initialling as to whether it is all right to sign that 1312 agree-
ment. , I8 not that true?- - ‘ o
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Mr. Nasu. No review is made of the detnils of the cace. A check
i made in the bureau to see if the case has been properly closed, and
if all the taxes disclosed under those returns had been paid.

Senator Kine. It is clear that the taxpayer here, if he computed
the. tax and the valuation of his experts, Ernst & Ernst, was ac-
cepted, it wounld not ask to have the case reopened, but it would be
glad to have the case settled at the earliest possible moment and get
the statute of limitations behind it. ‘

Mr. Nasa. Nevertheless, the taxpayer did not in this case ask for
the 1312 agreement until a year and a half after the case had been
closed in the bureau, and, as 1 say, that is true in a great many cases.
You will probably find in the bureau to-day that we have requests
for half a dozen 1312 agreements on cases that may have been closed
within the last three or four years.

The Cramman. Have you completed your statement, Mr. Fay?

Mr. Fay. Not quite, Mr. Chairman. ‘

As brought out in the hearings on February 27, 1925, the depart-
ment set up valuations for lessors of Gypsy leases. While on a basis
not entirely approved by the engineers of the committee, they have
been accepted as within the law and regulations for the purpose of
determining the value of the Gulf Oil &orporation’s properties. A
check of the discovery valuations allowed for the Gypsy and Mexican
companies shows that the valnations claimed and allowed were at
least for 116 per cent in excess of what they should have been. This
figure applied to the total $94,000,000 shows an excess valuation of
approximately $50,000,000 was allowed on discovery alone. This
$94,000,000 is being written off the company’s hooks through deple-
tion at the rate of 2.‘?:}10.,()00,000 to $12,000,000 per year, and income to
that extent will be tax free. Had the case been placed on the same
basis as other taxpayer’s cases, the depletion would be reduced to
apgroximatel 7 $4.600,000 to $5,000,000 per vear.

Since the department allowed the Gulf Oil Corporation excessive
valuation to the extent of at least 116 per cent, the depletion allow-
ances both for March 1 valuaticu am{)discovery valuation are ex-
cessive for the years 1917, 1918, and 1919 to the extent of $13,-
677,454, (Exhibit 1.) The revision of the taxpayer's A-2 letter of
February 28, 1921, as per Exhibit 2, shows that the additional tax
for 1917 based on the revised depletion is $519,184.32; for 1918 (Ex-
hibit 3). $3,106,073.99; and for 1919 (Exhibit 4), $965,127.30, or a
total additional tax of $4,590,385.61.

The taxpayer had paid for the years 1915 to 1919, inclusive,
$10,320,444.36. Additional taxes prior to 1915 amounted to $31.277 .52,
making the net overassessment $3,996,080.18 for which credit and
refund ¢laims were allowed, while th2 principal owner was the Sec-
retary of the Treasury. Settlements were agreed to under section
1312, 1921 act (art. 1141, Reg. 62) on Aungust 11, 1923, by Acting Sec-
retary of the Treasury Gilbert.

lt therefore appears that a caveful checking of the taxpayer's
valuation reports and placing them on the same basis as other tax-
payers with reference to hazard factors, price of oil and discount
rates, this taxpayer should have paid over his original payments at
least $594,305.43 instead of heing given a refund of $3,996,080.18 as
shown abuve. ‘
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(The exhibits submitted in connection with this case are as fol-
lows:)
Galf Oil Corporuhon««l)e‘plc-lmn

Cliimed Allowed Revised, Evwes
1017, Mar. 11913 valuation... . .| stxoneoz | sneus 02| s87naens2 | f10m, 008 48
Discovery valuation. .. ... .. ?) €)Y E RN ‘ e e
1918, Mor. 11013 valuation..... ... .. 1, 560, 38K 1, 499, 384 740,457, 41 | Q4L 1030, 89
Discovery ealuation... ... . 10, 173, 769 10,173, 769 4, 710, 078. 00 | 5, 463, 690, W
1919, Mar. 1--1913 valuation. .. . 1,345, 435 1,448, 416 47,423, 61 | 751, 01139
Discovery valuation... . 10, 401, 254 10, 401, 258 4,815,442, 00 | 5, RS, 81100
(0 v ek A e+ i ¢ e f e cur i danroanmiie wn b or | 0 e e ——— I - -
Total. ..o . b, 468, 450 25, 408, 450 | 11, T8, M, 5 i B R R T
1
! Hased on allownnces helng 116 per cent excessive,
t None,

The additional tux for 1917 if above depletion figure had bheen
TR et e e e e e et et e i e e ot e $510, 134, 142

The additional tax for 1918 if above depletion figure had heen
TEROW e e e ek an e e o o e s e e e e e e 3, 108, 078, D9

The additional tax for 1910 if ahove depletion ﬂgum huad been
VB0 e et e et e o ot e e e e e e e o o e o e e M35, 127,30
Total additlonal tax. ... e . 4,500,385, 61

Summarry, 1915 to 1919, inclusire
raymoents Mo . oo e e e £10, 320, 44, 08
Tax determined by baveav. ... e . 6,208, 086, 236
OVOIPAYIRCIIES oo e s - e e e w2 e e oo 4, 027, 357 70
Less additional tuaxes prior to O e 31,297, 52
Not OVOTASKESBIIONTR. _ oo e e ee et e e 3 996 030. 18
Amount refunded and credit claims allowed. e e '5, 8‘19 635. 27
Additional amount refundable .. __ e .n(‘a 114 01
DRHIBIT 2
Gulf OGil Corporation 1917

Net income (A-2 letter of Feb, 28, 1921) oo S15, 403, 782, 20
Invested capital (A-2 Jetter of Feb., 28, 1921) e I8, 82, 000, (04

Invested capital not adjusted for execess depletion allowed In prior years.
Dodotion—9 per cent of invested capital plus $3,000 equal 85,203,180,

Robject to 20 per cont of $3,5205,3200 - e e 705, 024, 00
Subjoect to 25 per cent of $2,940,100_ oo —— 735, 020. 00
Subject 1o 35 per cont of $2,940,100 oo 1, 029, 035, 00
Subjeet to 45 por cent of $1,813.200.74 e K15, 980, K3
GXCeSS Profits taXes e .{ 285, 064, 33
Original excesss profit tANCS e 2, 824, 961, 02
Additional excess profits taXes_ ... 458, 103. F:l
2 and 4 per cent on $1,01800R48. . oo . 61, 080. 51
Additional tax for 1917 if $1,018,008.48 depletion were
ndded to INCOME . e e e - 519, 184. 32

Note—Invested capital and excess-profits tax credit as shown in A-2 letter
February 28, 1921, are used in the computation of the above taxes.

Normal tax has heen computed on the excess amount of depletion, not allo-
cated to each corporation and figured by the method used by the unit.

h: ¢
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Extsir 3

Gult Ol Corporation, 1918

Consolidated net income (A-2 ictter of ffeb, 28, 1921) oo .. KW, 8D, TT. 14
Plus excess depletion:
Mar. 1, 1913, valuation.. ... _ ___..____. $858, 030. 59
Digcovery valuation. oo e 3, 463, 690, 00
B T | T A 12 1
Adjusted consolidated net 10COME . oo oeoe e 15, ..58, 395 3
Consolldated invested capital (A-2 letter of Feb, 28, 1021 ... . . 71.930. Jqa8. 00
Pluy depletion disallowed as deduction fromm net Income, 1917_.. 1,018, 008. 1%
72, 7, 846,78
Le88 1017 Income tux prorvated ($H1018432X ) e 284, 484, 15
Adjusted consolidated invested capital oo 72 802, t«s" ’
Excess-profity credit. - oo e 15, 816, 028, !)R
War-profits credii. ..o e 10, 224, R85, 32
Profits (X e o o o e, et e e e 4, 026, RUS. 4
Income tax at 10 per cent.._.... e e e e = 1, 347, 050, 1)
Total adusted tAX_ o S 5, 374, 258, 83
OFIZINAL  BBX o e e e e e e 3, 834, 057. 40
AQAIHONA) LXK e e e e e 2,039, 401. 43
Overagsessment ( A-2 letter of Feb, 28, 1921 ) m oo oo 1, 066 672 56

Total amount of additional tax which could be assessed n'
the correct amount of depletion had been used.. . un. . 3,108, 673. 90

Nore.—-No changes are made in the net income and Inve«ted capital figurey
except on account of excess depletion,

Exmmir 4

Quif 0il Corporation, 1919

Consolidated pet income (A-2 letter of I'eb, 28, 1921) ... $3, 218, 818, 04
Plus excess depletion :
Mar, 1, 19013, valuation. ... . . .. $751, 011, 30
Discovery valuation ... oo 5, B85, 814. 00
e M 4 10 SN 1
Adjusted consolldated net income .. vmeecennm 0, H65. 643, 43
Consolidated invested capital. . e 88, 430, 279. 88
Plus depletion disallowed :
) E2) L U et ——— $1, 018, 008, 48
A8 e 8, 322, 620. 59
D manameee 7, 340, 620, 07
90, 770, 908, 95
Tess:
1017 inecome tax prorated ($519,184.32
XA e e e 284, 484. b
1918 income tax prorated {$5,374,358.83 X
04220020 o o et e e 2,271, 214.79

2, 555, 6uh, 34

Adjusted invested eapital oo 93, 215, 209. f},
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Excess-profits tax eredito ... oo ... _____.. ... _. $7.400,216.77
Net Incomie . oo $9, 555, 643, 43
Excess-profits tax eredlte oo . e ———— 7, 400, 216, 77
‘ Taxable at 20 per cent.. ... .. N 2,005,426, 60
Excess-profity taX oo $419, 085. 83
Net Income. .o n_,,,m..m.._w__--N-_-_-ww_“wwwaﬁﬁﬁ, @{7{{
Less:
Excessprofits tax . ... $31D, 08533
Exemptlon ___. .. e 2, 000. 00
e 21, 085. 33
- Taxable at 10 per cent....... e e a2 e o e o e 9, 184, 658.1-(_)
Hxcegs-profits taxes .. ... .. e o e v 419, 085, 33
Amount of tax at 10 per cent oo L - 014, 455. 81
Total tax axsessable. . 1, 383, ."ril.i:
Tax asgessed A-2 letter of Feb, 28, 1021, Is figured at 12 per
cent Instead of 10 per vento . . 308, 413. 84

ot e e e 4 st

Total additional tux which could he assessed if corvect
depletion flgure were Used.. oo 966, 127. 30

Senator Kixe. The loss to the Government would be a little over
$4,000,0001 '

Mr. Fay. Yes; under my computations.

Senator Kina. It seems to me that those allowances—and I am
assuming your figures to be correct—are some fifty-odd million dol-
lars for depletion above what should have been allowed, and the
other factors which would increase the tax, would make a difference
of more than $4.000,000.

Mr., Manson. That is a continuing allowance.

Mr. Fay. This is continuing.

Senator Kina. Oh, T see.

My, Fay. This makes an excess depletion of $13,000,000, which is
added to the income distributed over those three years in question,
and that would be the tax on that income over that period of three
years,

Senator Kixa, Now, they are allowing that depletion busis as a
credit for each of the years since?

Mvr. Fay. That will continue.

Mr. Manson. Until that oil is exhausted.

Mr. Fay. Until that oil is exhausted.

Senator Kinc. So that if your premises are correct the Govern-
ment each year is being deprived of taxes because of the improper
allowance.

Mr. Fay. To a large extent. yes. In other words, the taxes have
been materially reduced.

Senator Kina, Have you figured the reducti:n every day on that
sottlement, until they got that refund down to the present time?

Mr. Fay. No.

Senator Kine, How much would that make, approximately ¢

Mr. Fay. Let us see.

Senator Kixne., Several million dollars, would it not ?

Mr. Fay. Oh, yes. The depletion amounts to about $10,000,000
a vear. There are four years in there.
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Senator Kina, Do you know whether the burean is allowing that
depletion right along on that basis for ench of the succeeding vears
in the settlement ¢

Mr. Fay. T do not see any way how it ean be otherwise than to
allow it on the present basis.

Senator Erxst. But you have not answered the question. You
do not really know: you have not examined the records. have you?

Mr. Fay. No: 1 have not,

Senatoy Erxsr. Then why do you not say so?

Mr. Fay. The point T wanted to make 1s this: A depletion unit,
once determined, is continuous until the property is exhausted.

The Cuamyan, That probably is a correct assumption, but is it
a fact that they do it in all eases? In other words, if they discover
that they made a wrong application or a wrong figure, or used the
wrong basis, you do not mean to say they would continue that wrong
basis in perpetuity? You may think ‘they do it, but vou do not
know?

Mr. Fax. I do not know for a certainty, but I wounld say they
ought to correct it.

Senator Kixe. Do you know. Mr. Nash, whether there has been
any change in that respect in the unit?

Mr. Nasu. I do not know, Senator King, but unless there has been
a revaluation in this case I should say that the original valuations
would continue.

Senator Kina. Will you have somebody in vour office look that
up for us?

Mr. Nasu. Yes, sir; X shall be very glad to.

Mr. Gruea. 1 think it was stated before thescommittee in the prior
hearings that for years no audit vus made of the company’s returns
since the closing, which wax made in Februarv, 1921: o that ques-
tion has not arisen vet as to what the burean is going to do on t‘msc
subsequent returns,

The Cwamaran. Do you mean to say that 1920, 1921, 1922, and
1923 have not been closed ¢

Mr. Greae, T think that is corrvect, from the statement T remember
that was made before the committee,

The Caammax. Why should a case drag so long as that ?

Mr. Grese. Senator, there arve plenty of 1920 cuses that ave not
yet closed—-plenty of them, I am sorry to say. You see, we have

een working almost entirely on the 1919 returns to get them out of
the way before the statute ran on March 15, and were neglecting,
of course, returns for later vears,

Mr. MansoN. Mr. Gregg, let me ask yvou this: Where the value
has been fixed and the resulting depletion unit has been fixed, the
mere auditing of future returns in which that depletion unit is
claimed as a deduction on production would not result in any change
in the valuation? In other words, when the discovery value is fixed
and the depletion unit is fixed that depletion unit would be applied
by the auditors in the future. unless there was a revaluation, wounld
it not?

Mr. Grege. Unless there was a revalunation,

Mr. Maxsox. Yes.
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Senator Kina. You admit that, assuming these premises to be cor-
rect and this unit depletion continued, there would be a great loss for
each of those years?

Mr. Grroa:. Well, I do not like to admit anything on the assump-
tion that Mr. Fay’s figures are correct, Senator.

Senator Kine, All right.

Mr. Parker. 1 have looked at some of the years, on what they call
the Form O data of the taxpayer which has been submitted since
1919, and on inquiry in the unit I find that the unit has not made any
valuations. I do know that the taxpayer has continued practically
his same methods of presenting his case, but what action the unit is
going to take on it I would not be able to tell, because they have not
made that valuation.

Mr. Grreaa. Let me say this: If an excessive valuation is made for
one y(;ar, Senator, its effect continues until the capital is wiped out
entirely.

' S}na{or Kina, I think this case is one which ought to be reexam-
ined.

Mr. Greca. I would like to ask that the committee withhold judg-
ment on it until we can put in our answer.

Senator King. Oh, of course. ,

The Cuamnan. Regardless of Mr. Fay’s report and regardless of
its correctness, it seems to me that when a case of such magnitude is
closed in seven days it ought to be reviewed anyway.

Mr. Gigege, Well, 1 think we are prepared to show that the case
was not closed in seven days, but I would like to postpone that until
I have some move facts on it,

The ('mamrman. Hawe you anything further this morning, Mr.
Manson ¢

Mr., MansoN. No, sir; that is all,

Senator Kina. Have you anything for this afternoon?

Mr. Maxson. I have some conferences with the engineers for this
afternoon.

( The d(‘n.\mm.\.\'. Have you anything further to put in now, Mr.
ireggp

Mr. Greoa. No, sir.

The Caarsrax. We will adjourn now until 10 o’clock to-morrow
morning.

(Whereupon, at 12.25 o’clock p. m., the committee adjourned until
to-morrow, Saturday, March 21, 1925, at 10 o’clock a. m.)
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MONDAY, MARCH 23, 1925

UNITED STATES SENATE,
Serect CoMMITTEE To INVESTIGATE THE
Bureav or InTtErnan ReveNug,
Washington, D. C.

‘The committee met at 10 o'clock a. m., pursuant to the adjourn-
ment of Saturday.

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

Present also: Mr. George G. }Sox. chief anditor for the committee.

Present on behalf of the Bureau of Internal Revenue: Mr. A. W,
Gregg. special assistant to the Secretary of the Treasury; Mr. C. R.
Nush. assistant to the Commissioner of Internal Revenue: Mr. A, H.
Marr, attorney, office of Solicitor, Burean of Internal Revenue.

Mur. Greca, 1 would like to refer to the Black & Simons case which
was raised here before the committee last week., In looking into it
I tind that my theory at the time that there was no answer was not
quite justified.  As you remember the case, it was disclosed that
Black & Simons owned an undivided interest in the lease; that the
discovery was brought in by them; that the property was valued by
the burcaw at the same date at different amounts in determining the
depletion of the two taxpayers. (

What happened in the case was this: The case of Mr, Black, who
wis given t*w lower valuation, arese fivst in the burean or was settled
first,  The engineer who had that ease took it up with the engineer
who had the Simons case, and they checked Mr. Black’s claim just
enough to see that he was entitled at least to what he claimed, and it
was disclosed that he was obviously entitled to what he claimed.
The engineer handling that case sent it on, aliowing exactly what
he c¢lanmed.  The Simons case was not settled untif later. The tax-
paver claimed a much higher value. He wus finally given by the
engineering division 1 higher value than the value given to Black,
whose case. as T saia, was settled when it disclosed that he was
entitled at least to whau he had asked. Simons did not accept the
valuation given him by the enginecring division and is now going
to appeal to the Board of Tax Appeals on the question, so his
case 1s still pending and is not disposed of and will not be disposed
of wntil the Board of Tax Appeals has passed on his claim.
After decision by the Board of Tax Appeals in his case, the Black
case will then be reopened-- that will be after the final decision in the
Simons case—and the same valuation will be given to Black that is
found to be due Simons by the Board of Tax Appeals.

The Cramman. Then as the matter stands now the Black case
is closed. Is that correct?

2801
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Mr. Grede. Yes, siv. His valuation claim has been allowed.

The Citairstan. And the case has been closed ¢

Mr. Grege. I do not think it has been finally closed.

The CHamMAN, Has he not paid his tax?

Mr. Greaa. There was no question of additional tax because his
claim for valuation was allowed.

The Crairmax. He paid his tax when he made his claim?

Mr. Grreo. Of course he paid his original tax when he made
his return, as Simons did and as evervone else does, but the case
has not been finally closed and it will be finally settled only when
a decision has been rendered by the Board of Tax Appeals in the
Simons case passing npon the valuation of this property.

The Cuamman. Is that all that the burean wants to present in
that connection ¢

Mr. Greca. Yes, sir: that is all.,

(At 11.50 o'clock a. m. the committee adjourned.)
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MONDAY, MAY 11, 1825

UN1Ten STATES SENATE
SeLect CoMmMITTEE To INVESTIGATE THE
Brrrav oF INTERNAY REVENUE,
Washington, D. C.

The committee met at 10 o'clock a. m., pursuant to adjournment of
Friday. May 8, 1925.

Present: Senators Couzens (presiding), Watson, Krnst, and Jones
of New Mexico.

Present also: Mr. 1. C. Manson, counsel for the committee, and
Mr. L. H. Parker, chief engineer for the committee.

Present on behalf of the Bureau of Internal Revenue: Mr. (. R,
Nash, assistant to the Commissioner of Internal Revenue. and Mr.
A, WL Gregy. solicitor, Bureau of Internal Revenue.

The Coarevax, I you are ready now, Mr. Manson, von may
proceed.

Mr. Maxsox. 1 desirve to call the committee’s attention this morn-
ing to the matter of the Standard Oil Co. of California.

This ix still an open case, but 1t presents several rather remark-
able situations, und. therefore, in my opinion, merits the committee’s
attention, :

This ease really involves an overassessment or vefund for the vear
191 of 83378000, T the case is settled in accordance with the
principles which have heen n‘)plied hy Mr, Greenidge, the head of
the engineering division, and by the head.of the oil section, the case
will rexult in a refund of that amount of money. It will establish
a precedent which will result in the loss of about $25.000.000 in taxes,
but really the most important point in connection with this case is
whether or not the Commissioner of Internal Revenue really runs
the Income Tax Unit, whether or not his orders must be obeyed, and
whether or not the opinions of the solicitor of the Burean of In-
ternal Revenue, as legal advisor of the bureau, are binding upon the
bureau on matters of law.

The question involved is this: From the time of its organization
up to and inclnding—-—

Senator Ernst. Are you going into the case of the Standard Oil
Co. of Caiifornia now?

Mr. Ma~sox. Yes, From the time of its organization up to and
including the vear 1921, it was the practice of the Standard Oil Co.
of California to capitalize the development costs.

Article 223 of Regulations 45 provides:

Such incidental expenses as are paid for wages, fuel, repairs, hauiing, ete,
in connection with the exploration of the property, drilling wells, bullding of
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p'pe lnes, ang development of the property may at the option of the taxpayer
be deducted as an operating expense or chiarged to the capital account return-
able through depletion, If in exercising this option the taxpayer charges these
incldental expenses to capital account, in so far as such expense is represented
by physical property, it may he taken into account in determining a reasonable
allowance for depreciation. The cost of drilling nonproductive wells may at
the option of the operator be deducted from gross income as an operating
expense or charged to capital account returnable through depletion and depre-
clation as in the case of productive wells,  An election once made under this
option will control the tuxpayer's returns for all subsequent years.

Prior to the time that any action was taken on this case that regu-
lation had been passed on by several rulings made by the bureau. Tt
bad heen construed to mean this, that where a taxpayer charged his
development cost to expenses upon his books, such action constituted
un election upon his part to carry those as expenses, and that sueh
action was binding upon the bureau, whereas on the other hand,
where he capitalized these development costs such action constitutes
election.

In each of these cases in which rulings are made the question
arose the same as it did in this case. The taxpayer, after having
clected how he would carry these charges on his books, found tha it
would affect his taxes by changing the method, and in every case the
bureau ruled that having electeﬁ he could not change under this
regulation, and that the action of the taxpaver in making his
charges upon his books is what constituted the election.

In this case, as 1 have stated, the Standard Qil Co. of California
Lad from the time of its organization followed a uniform practice
of capitalizing its development costs. In the determination of its
depletion a question was raised as to whether it was entitled to cer-
tain items that had nothing to do with the matter at issue here,

It is claimed that an oral agreement was made between the oil
engineers of the bureau and the taxpayer. Under this oral agree-
ment the taxpayer agreed to accept the depletion as determined by
the bureau and agreed not to press these other claims.

Senator Warson. When was that oral agreement entered into, Mr.
Manson!

Mr. Mansox. That was made in May, 1922,

It was cluimed that as a consideration for that agreement the tax-
payer was to be permitted to file amended returns, in which he
charged to expense the development costs which appeared upon his
books and upon his original returns as capital items.

As in other cases where these oral agreements had been set up,
there is nothing in the file which shows what this other claim was
that the taxpayer might have asserted. There are no data from
which it can be determined whether this other claim that was waived
was a valid claim or not. There is not even a sufficient description
of it any place in the files to ascertain what it was about.

Senator Ernst. Is this an oral agreement or a written agreemcent ?

Mr. Manson. The oral agreement, I am talking about.

The agreement under which the taxpayer sought to file amended
returns was never reduced to writing. There was a conference, and
the conference report shows that the depletion was agreed to. The
collateral oral agreement that the taxpayer was to be permitted to
file amended returns changing the basis for setting up development
costs is not referred to at all.

R
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The Cuamrsax. Where does it first appear in the records about
this oral agreement?

Mr. Manson, There is a letter from Deputy Commissioner Chat-
terton in September. The conference at which this agreement pur-

orts to have been made was in May. In September, there is a letter
stating that the taxpayer shall be permitted to file these amended
returns.

The Curirvax. By whom is that letter signed, Mr. Man-on !

Mr. Manson. Deputy Commissioner Chatterton.

Mr. Nasu. May I ask the date of the letter, please ¢

Mr. Manson, stsmzmbcr 1, 1922, '

Mr. Nasu. Mr, Chatterton was not a deputy commissioner in Sep-
tember, 1922.

Mr. Mansox. Well, it is signed by Mr. Chatterton.

The Cuaixmax. Can you refer to it there?

Mr. Nasn. He might have been acting on that date, but Mr. Chat-
terton was made a deputy commissioner, I think, in January, 1923.

Mr. Man=o~x. Well, this was the 1st of September, 1922, The
amended returns were filed. They were not signed—-

The Cramrmax. Not signed by the Standard Qil Co. of California?

Mr. Manson, Not signed by the Standard Oil Co. of California,

'The depletion was determined by the oil and gas section on the
basis of the amended returns. Mr. Greenidge sought an opinion
from the rules and regulations committee as to whether these
aniended returns could be received. 'The rules and regulations com-
mittee determined that they could not be received.

The matter then went to the solicitor for an opinion, and the
solicitor, in an opinion, the whole of which I will file, but only a part
of which I have here, ruled that the amended returns could not be
received.

T quote from the solicitor’s opinion:

It is the epinion of this office that article 223 of rvegulations 46 merely recog-
nizes the accounting practice in the ofil industry—-

That is the article that I have just mentioned—

And is uot lutended as granting a special privilege to the industry, for which
there is no warrant of law, What effect the exercise of the option by the tax-
payer may have on the amount of tax he has te pay is fmmaterial, and the
question is to be decided irrespective of whether the election exercised by the
taxpayer serves either to lower or increase his tax liability to the Government.
Viewed in this light, it is the opinion of this otfice that the option recognized by
article 223 is exercised by the taxpayer, if not concurrently with the transac-
tion, at least not later than the time when his origfnal returns are flled, It
follows that the amended returns of the S8tandard Oll Co. whereby they seek to
now change intangible development costs to expense must be rejected.

It is not the function of this office to decide questions of policy and, there-
fore, in reaching the conclusion herein no constderation has been given to the
tact, if it be a fact, as stated by the taxpayer, that it was indnced to agree
to the bureaw’s valuation {n consideration of being granted the right to file
amended returns on the basis herein discnssed. It Is well to state, however,
that there is no provision of law which makes such an agreement binding
on the commissioner, and it may well be that a dangerous precedent would
be set if an agreement made by subordinates in the burean i2 to be cou-
sidezed as binding when that agreement grants to a taxpayer a privilege that
has no warrant in the law., In this connection it should be borne in mind
that a number of other big oil companies have indicated thelr intention of
filing amended returns o as to charge to expense items herotofore eapitalized.
though in the casex of the other companies, so far as thix office is aware.
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there was Lo agreement enterest lonto grantoyg thew the right to e aimended
returns ju eonusideration of thelr accepranes of the burenu's valddation of
their propertles. It would be difficult, however, to deny to them a right to
file amended returns {n consfcrratton of their neceptance of the burenw's valua-
tlon of their propertios, It would be dificult. however, to deny to them a right
to flle amended returns If that privilege is granted to the taxpayer heveln, for
it can not be presumed that the buresn may even by way of compromise grant
to n taxpayer a privilege which has no legul warerant,

If the valuation as sét by the burecan were ncecepted by the Standard (o,
with the understanding that amended returns could be filed, it would seem
that the compauy should have a further oppovtunity of presenting addittonal
evidence n« to values if it desires to do so,

The papers are herewith returned with the suggestlon that the tax Hability
of this company be adjusted on the hasis hevein set forth.

" That is signed by Nelson T. Hurtson, Solicitor of Internal
Revenue.

After that receipt of that opinmon, the taxpayer was notified of the
import of the opinion— -

Senator Warson, Do vou agree with that opimion, Mr. Manson?

Me, Mavson. T do. The taspaver was notified of the purport
of that opimion, and that the amended returns chunging this ac
counting basis could not be received. A protest was made- - -

Senator Warson. What wus the date of that opinion that you have
just read’

M. Massox, It is dated July 9, 1923,

A protest was made by the taxpayer. and several conferences were
had.

The Cuameman, What was the basis of the protest? Was that
oral agreement part of the basis of the protest?

Mr. Mawnson. The protest was based on the oral agreement.

The Cramryax. And it was so stated in the protest?

Mr. Maxson. It was so stated in the protest.

Several conferences were had, and on September 10, 1923, there
appears the following memorandum in the files, signed by Mr. W. N.

wmyer, chief of the oil and gas section. This memorandum is ad-
dressed to Mr. Greenridge:

The taxpayer flled orviginal returns and Form O schedules in which develop-
ment costa for all years were capitalized.

This office made some changes and eliminated the capitalized dovelopment,
and in & Jetter of September 1, 1922, wrote the taxpayer, as follows:

*“The understaunding of this office by verbal statement from your Mr. Tuttle
Is that amended retyrns for 1918 and subseguent years ave to be filed, in which
returns the intangible cost of development 18 to be charged oft ax an expense.

“In accordance with this understanding depleiion schedules for the yesrs
1013 to 1020, inclusive, a8 compiled by this office, do not include in the capital
sum returnable through depletion any additlons to capital on sccount of de-
velopment costs after the year 1917.°

As a result, the taxpayer flled unsigned amended returns on May 7, 1923,
in which development coste formerly capitalized were charged to expense.
The matter was referred to the solicitor and as a result of his ruling of July
9, 1623, this office wrote the taxpayer on July 28, 1023, decHiing to aceept
the amended returns, and insisting that the development costs after 1917
should be capitalized.

Regardless of the solicltor's opinion ax to the legality of the action taken by
this office in the letter of September 1. 1922, it appesars to be a matter of
koud prinelple to adbere to an agresment that was made in good faith by both
parties. The Goverament would not permit the taxpayer to break such an
agreement, and by the same token the Government should not seek to break
‘me agreeiaent.
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The practical result of permitting the taxpayer to charge to expense items
previously capltalized will mean in 1918 a deduction from gross income of
approximately $3,000,000,

That is signed by W. N. Thayer, chief of section.

At this point—--

Senator Warson, Was an appeal ever taken?

Senator Ernst, It has not yet been determined.

Senator Warson, I know; but has an appeal been taken?

Mr. Manson. In order that you may }have the high spots before
you I will briefly state them before I go into any furtger etail.

After the solicitor ruled that these amended returns could 1.0t be
received, for the reason that the taxpayer had elected to carry his
development costs as capitalized items, there are memoranda by the
oil and gas section and by Mr. Greenidge urging upon the deputy
commniissioner, Mr. Bright, the advisability of adhering to the action
in accepting the returns and in ignormg the solicitor’s ruling.
Finally Mr. Bright issued an order thut the case be audited on the
amended returns, in vielation of the solicitor’s ruling.  Lhe case is
so audited, resulting m o refund or credit of subsequent taxes of
$3,378,000.,

Senator Enysr. Who passed on that?

Mr. Manson. Mr. Bright.

Senator Watson, Simply because the development costs were not
capitalized ?

Ir. Manson. If they are capitalized, they get back a portion of
them each year.

Senator Wauson., Yes.

Mr, Manson. Through depletion.

Senator Warson. Certainly.

Mr. Maxson, If they are charged to expense, they get back the
whole of it during the year in which they occur.

Senator Watson, Certainly.

Mr. Manso~. That made a difference of $3,378,000 in taxes in this
case.

Senator Warsox. In other words, Mr. Bright did not agree in the
conclusions reached by the solicitor?

Mr, Mansox. By the solicitor. All certificates of overassessment
are required to go to the solicitor; so that after this case had been
audited on the umended returns the certificate of overassessment
went to the solicitor, who refused to approve the certificate, on the

rounds stated in his former opinion. [.)Mr. Bright then called upon

r. Greenidge to prepare a memorandum showing why the com-
missioner should overrule the solicitor. This was done, and the com-
missioner, after a thorough consideration of the matter——

Senator Warson, That is, Commissioner Blair?

Mr. Maxson. Commissioner Blair, after having Mr. Greenidge’s
memorandum, declincd to overrule the solicitor. The commissioner
set aside, by an o-der as positive and direct and clear as the English
langvage could make it, this whole transaction, this whole oral
agreement. He pointed out that no oral agreements and, in fa